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14 Implementing Legal Reform
in Transition Economies

Charles Cadwell I

Four years into the transition in the former Soviet Union there are
many dramatic changes-many of them can be described as successes of
the refonn effon. In Russia, the focus of this chapter, most prices are
free, state control of economic decisions has collapsed in broad pans of
the economy, money has value, and there have been democratic elections..
At the same time the establishment of the rule of law has been elusive.

Lawyers and economists from the West have played an active
pan in advising reformers across the former Soviet Union and in Eastern
Europe. At the University of Maryland's IRIS Center, we have been
fortunate to be able to conduct research on the transition and to work
with reformers in Russia, Ukraine. Annenia, Poland. Kazakhstan, and
Mongolia' as well as in many other countries outside the region). This
chapter draws on that experience as well as on others' observations to
suggest that the development of the rule of law can be enhanced by
attention to several characteristics of the transition. The premise is that
clearer thinking about the process of transition and people's incentives
will increase the impact of our so-called "technical" assistance. A related
idea suggested here, but not fully developed, is that this same
understanding would lead reformers themselves to be more successful as

J I appreciate the helpful criticisms of both my economist colleagues
and fellow-lawyers. including Peter Murrell, Christopher Clague. Leonid
Polishchuk. David Fagelson. and Lane Blumenfeld. This draft is improved on
account of their suggestions. though shortcomings remain my responsibility.

2 IRIS work in these areas has been supported by a variety of
agreements with the U.S. Agency for International DevelopmenL dating back to
1990. Specific IRIS legal reform projects are listed in the Appendix.

3 Mainly in Nepal, India. Chad. Egypt, Morocco. Madagascar. Costa
Rica, and the West Bank/Gaza.
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2 Charles Cadwell

they took into account the lessons of public choice or collective choice
economics.

There has cenainly been plenty of legal refonn in Russia and
other transition societies. In this chapter I emphasize steps to support the
adoption and implementation of new legal arrangements, using a view of
"legal reform" that is broader than simply adoption of new rules. While
the relevance of this broader usage seems self-evident. the delivery of
much assistance. as well as the approach of many reformers in country,
is conducted in a way that makes it more difficult to achieve the broader
goal.

The need to develop such institutions is increasingly recognized.
even by those commentators who early on emphasized shocking society
with macroeconomic, trade and price reforms, and changed ownership
structure as the main reform steps. However, even if there is agreement
that certain institutional arrangements are apriority, there are no clear
theories of how one develops such institutions. Pan I. describes some
characteristics of the reform process that illuminate missing foundations
of the role of law.

Part II draws some lessons from that experience to suggest how
outsiders can contribute, suggesting an approach that moves beyond the
traditional "technical" assistance. in which a small group of outside
experts huddles with a tight group of experts from a key ministry.

1 Characteristics of the Reform Process That Detract from the
Establishment of the Rule of Law
There are numerous examples of law development that illustrate

the difficulty of the transition. These difficulties may be substantive in
that the laws do not reflect market principles, or depend on the existence
of enforcement or implementation institutions that do not exist. However,
an underlying condition is the slow development of appropriate political
institutions, without which the development of substantive roles is
severely impeded."

"Lawyers who have reviewed the process of law refonn in the fonner
Soviet Union have provided detailed analyses of the substance of various le,al
regimes (land law. energy law. telecommunications. elC.'. 1bese L:sually include
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Imp/~m~lIting Legal Rqorm 3

At the same time it should be noted that there are positive signs,
surprisingly perhaps. Despite centrifugal forces that sap the ability of the
center to govern. couns are functioning and governmental bodies are
subject to political control. Privatization of major ponions of Russian
industry occurred largely within the established procedures.

1.1 Responsibility for reform is disputed.
The arena in which legal reform is being attempted is both

competitive and unorganized. It is competitive in that there are lots of
interests seeking to secure their advantages at a time when most of the.
old arrangements have lost their legitimacy and utility. This has resulted
as the "owner" of most propeny has ceased to function effectively. The
winners and losers from the decline of old structures are now competitors.
There are even those. both inside and outside of government strUctures.
with a stake in the current chaos. Thus. it is not surprising that the
direction and pace of reform is disputed.

The arena for reform is unorganized in several ways. In the past
there were known, even though not democratic, methods for resolving or
suppressing differences. Steps to work with democratic government
structures remain incomplete. leaving some problems unaddressed and
others ineptly resolved. This problem has several sources and
manifestations. both constitutional and otherwise. Constitutional sources
include overlapping responsibility for policy initiative without clear
procedures for resolving disputes. both between the center and regions,
and among centers of power at the federal level. Other sources stem

a description of the various limitations to the effectiveness of the proposed
solutions. These limitations include unclear or conflicting governmental
responsibility. scarcity of trained personnel and lack of capital assets or
technology upon which implementation is dependent. Recommendations of these
authors are of reduced practical use since their implementation depends on the
prior alleviation of these limitations. In short. these analyses typically describe
the end state of legal reform but not the path to get there. Springer (1994)
provides a summary of several such articles. Othel"5 have taken considerable
effon to account for the political and institutional context in crafting their advice
(see Black et al. 1994).
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4 Charles Codwell

from the lack of experience with transparent decision-making or with
development of public suppon.

The concern here is not that power is shared, or that there are
checks and balances built into the constitutional ammgements. Rather it
is that roles have been defined too broadly, without mechanisms for
resolving disputes; there are many checks but few balances.

Federal separation ofpowers or conflict ofpowers?
The locus of initiative for steering and designing the reform

process is disputed, even after the elections and adoption of the current.
constitution in December 1993. Peter Ordeshook has described these
formal contradictions in some detail,' highlighting .the conflicting
incentives to suppon the role of law that the constitutional arrangements
build into the relationship between the President and the Duma, and the
center and the regions. Both the legislature and the President can legislate
(the Duma through legislation, the President through decree). Each can
veto actions of the other. Ordeshook suggests that constitutional
arrangements provide several opportunities for executive-legislative
confrontation, while the electoral system gives Duma leaders elected from
pany lists an incentive to claim the same national mandate as a nationally
elected President. Legislatures in which representatives have a primary
interest in their own districts do not give rise to the same type of
competition for ownership of a national mandate. Parliamentary systems
in which the executive is a creature of the Parliamentary majority
obviously solve the problem in a different fashion. In Russia. the
arrangements borrow a little from both approaches, creating a problematic
"middle" path.

Although the two branches have operated relatively cooperatively
since the failed coup of October 1993. this cooperation has not generated
clear direction for reform. The failure of the Government to win passage

'There are contradictions inherent in the U.S. Constitution as well. but
decades of working with the document have allowed for the development of
mechanisms 10 overcome the contradictions. Examples include the role of the
Court in reviewing legislative acts and the existence of "independent" regulatory
agencies as arms of the Congress with both e",eculive and judicial functions.
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ImpleIM"ti"g LAgal Refonn s

of the second stage of the privatization law in May 1994 led to reson to
decree (and the possibility of later legal challenge). The signing of a
"Civic Accord" among the President and most political.panies in the
Spring of 1994 was largely an empty and unenforceable exercise that did
not prompt any coalescing of policies, approaches, or ·priorities. The
announcement in the Spring of 1995 of parliamentary groupings headed
by the Prime Minister and the Speaker of the House reflect coalescing of
groups around power rather than ideas or visions for reform.

Competing visions of the jedel'Qlion
The problems inherent in the constitutional arrangements between

the center and the regions can be summarized by four ~bservations: (I)
the lengthy and detailed enumeration of shared and exclusive powers in
the Constitution for oblaslS, krais, and other subnational units does not
in fact clarify areas of unique capability, ensuring that there wilt be
competition and confusion;6 (2) the acceptance of special tax
arrangements and other privileges for some regions suggests that all the
constitutional provisions are negotiable; (3) the development of local
constitutions apparently requires approval of the center,' and 4) apparent
federal control of electoral processes suggests that pany decentralization
or Duma activity respective of regional autonomy will be minimal
(Ordeshook, p. 13).

The development of local constitutions by regions and republics
is occurring with a similar lack of framework. In the drafts and in those
that have actually been adopted. there is wide variety in the mechanisms
for defining and then implementing executive and legislative

6 At a five-day IRIS workshop with the authors of regional constitutions,
not one of the representatives of the Federal Government or the various regions
could identify a power granted to the regions by the Constitution that was not
also granted to the Federal government. This was in response to a question
concerning the scope of Articles 7t. 72 and 73 posed by Peter Ordeshook.

, Interview with Leonid Smirniagin, Member of the Presidential Council
and Chief of the Regional Branch of the Analytical Center of the President of the
Russian Federation. October 1994.

63



6 Cluzrles CadweU

responsibility in a way that shares power (Lysenko. 1995). and in their
treatment of subregional units (guaranteed "equal rights" as subjects of
the Russian Federation by Anicle xxx of the Federal Constitution).

Of course. these constitutional weaknesses reflect a huger
uncertainty rather than being the sole source of competing interests in
Russia. The uprising in Chechnya and Federal response to it represent an
extreme, but the political dialogue since December 1993 does not suggest
the imminence of a consensus on political rights that might lead to a
second wave of clarifying constitutional expression. One view suggests
that patterns of disrespect for law. coupled with deep regional differences.
of interest will lead to funher dissolution of the empire. the carving out
from Russia of yet smaller tenitories (Stem, 1994). .

Ad hoc arrangements continue: A 1995 privatization decree
purpons to establish a process but postpones the decision of who owns
the several thousand propenies. The cost of not deciding "process" issues
is paid again and again, without a pattern emerging that could be
fonnalized into constitutional or other regularizing provisions. In failing
to take account of the incentives built into political arrangements or in
leaving the battles for a later day, the designers of Russia's new
democratic arrangements have dispersed and confused the roles of various
levels and organs of government, leading to continuation of the
uncenainty and shonened time horizons that tum investors away and
officials into the equivalent of roving bandits.' Old methods of
administrative decision and executive decree largely continue.

Organization and numagement of the executive creates ad4itional
uncertainty

While policy disputes within the executive branch are a pan of
most government, and while their resolution often delays promulgation
of important legislation (consider. for example, health care refonn by the
Clinton Administration), in Russia policy free-lancing has been taken to

B A general review of the functions of constitutions in the transition
environment is found in Elkin et al. (1993). Suggestions for achieving the
consensus required to adopt such constitutional arrangements are outside the
scope of their anicle.
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Implementi"g ugal Reform 7

new heights. In January 1994 after the announcement of the Russian
government's budget, the Washington Post camed a lengthy story quoting
by name several cabinet ministers to the effect that the budget would be
disastrous for this or that sector of Russian society. Few chief executives
in Western· democracies would tolerate this level of public dissent by
ministers. Even after Presidential resolution of intragovernment disputes,
senior executive branch officials nonetheless feel free to carry the fight
to the Duma.

Many observers have described two executive branches, one
headed by the President and one by the Prime Minister (see, for example, .
Malia [1995]). The initiative for policy may rest in one or the other.
Officials in ministries have their own connections to the. President or his
advisors. which let them compete with officials on the President's staff.
The number of decrees declaring who is in charge of a particular policy
is but the superficial sign of more turbulent currents. Responsibilities
assigned in this environment are not fixed.

The likelihood that authority will continue to be disputed has
been increased by many new laws providing that implementation or
enforcement is the responsibility of several ministries or levels of
government at the same time. While there are occasions in which one
might want bureaucracies to compete, such as when they compete for
exclusive jurisdiction over a particular transaction,' overlapping
implementation exacerbates the uncertainty that the adoption of Jegal rules
aims to reduce. Especially when the level of societal agreement on basic
economic norms is low, this dispersion adds to the chaos. For example.
a draft law on prices prepared by Duma staff authorized enforcement of
price regulations by several ministries and levels of government (Alexeev

9 The effects of monopoly in the area of legal dispute resolution on
development in France. compared to that in England where legal systems faced
competition from other jurisdiction are discussed in Greif and Kandel 0993, p.
8). They describe the relative efficiency of the British contract enforcement
mechanisms stemming from the ability of private parties to select for their
disputes. In Russia. the problem is not that branches compete for jurisdiction.
but rather that assenions of jurisdiction do not bar others from claiming it as
well.
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8 ChDrles CDtlwell

et aI., 1994). IRIS experts found similar problems of unclear
implementation responsibility exist in the Mongolian antimonopoly statute
and price law.10

The problems of inconsistent formulation and dispersed
implementation affect both Russian and foreign businesspeople. One
observer has suggested that such conflict and confusion may be the main
source of the problems of contract enforcement. The Soviet 1964 Civil
Code differed from those in the West in the allocation of property rights
and the adjudication of conflict between governmental units. rather than
in contract norms (Rubin. 1994. p. 28).

Differences between IIlwyers lind economists tmd the Cllpability of
judges

For seventy years judges and lawyers were subjugated to a set of
ideas about economics. The resulting distrust of economic arguments
about legal rules has been a drag on the legal reform process. While legal
drafters express commitment to market reform, and their work reflects
significant change from the existing Code. their backgrounds and traihing
limit their ability to think systematically about the economic implications
of legal rules. The preferred method is to use their considerable
knowledge of formal Western legal rules to fashion modifications to the
formal Russian legal rules. This "technical" approach has much to
recommend it in terms of taking into account the existing understanding
and practices of Russian law. It suffers in that the framework that then
drives legal thinking is the structure and logic of the Civil Code. not an
integrated vision of the role that government plays in ordering economic
Iife.11

10 Kovacic and Thorpe (1994) and Murrell et aI. (1992). In Peru
different ministries issued conflicting decrees with no attempt at reconciliation.
The consequences are described in Keefer (1992).

II Kovacic (1995) has described the commercial. political. and public
institutional context for refonn of competition policy. The description and the
lessons drawn are highly compatible with the examination of political
organization and proces~es here.
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Implement;ng Legal Reform 9

In the drafting of the Civil Code. there was considerable debate
about whether there should be a single Civil Code or whether it would be
more effective to proceed with a series of targeted reforms-a securities
code, a law on sales. a company law, etc. Lawyers tended to favor a
Code. economic reformers a series of nllTOwer refonns. The development
of a narrow piece of legislation could presumably be acc:omplished with
a smaller group and would require less expenise in Civil Code issues.
However, it would also tend to lead to more inconsistencies with existing
provisions. This would in tum lead to implementation responsibilities that
overlapped and conflicted with existing authority, creating confusion.
among practitioners and judges who need to deal with the inconsistencies.

At the same time, the difficulties of Russian legal drafters in
developing a working vocabulary of market economics and collective
choice does not suggest that simply adopting wholesale some Western
version of a law will be any more effective in accelerating the transition.
Differences in the institutional settings of both the transplant and the
recipient, and the need to advance reform through a democratic, albeit
roughly functioning, process make prior examples of successful
transplantation less apt. 12

On the implementation side of legal reform, the existing cadre of
judges has no training and little else in their backgrounds that prepare
them to interpret new commercial rules for a market economy. The
exception would be judges involved in international arbitration who have
been ex,posed to market concepts related to contracts, credit, banking,
transponation. and insurance. Attempts to alter the curriculum at law
schools will not have an effect for years to come. Beyond the matter of

12 Some have sunested that there are examples of successful wholesale
adoption of a foreign legal regime that have accelerated economic growth. Post
War Japan is often an example given of such a process. For a discussion of the
difficult soil in which Russian application of Western ideas is being
implemented. see the discussion of privatization in Frydman and Rapaczynski
(1994. pp. 168-2(9). Chapter 6 reviews the faults of early assumptions that
simply reducing the role of the state would permit markets to nourish or that
privatization would alter the incentives of special interests on the policy process.
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10 Charles Cadwell

training, there are simply dozens of areas in which judges have no
practical experience. Areas of concern that have been expressed to us
include prosaic matters of administering courts, cases, and parties. Ideas
about the complementary interaction of law and commerce are often
entirely new.'~

While Pan I of the Civil Code, adopted in October 1994,
represents dramatic progress in both updating and combining commercial
rules, dozens of other laws remain to be written to implement the Code's
general prescription, and a myriad of arrangements and agreements
predate the Code. Even if the judiciary consisted of the most talented.
individuals in Russia, they would face a difficult time providing clarity
on the fog of new and old laws, decrees. and rules. The Code is far from
perfect. Its 453 sections contain many provisions on property and
contract freedom that are inconsistent with markets. Many of these
provisions reflect political battles that were lost or not taken on as the
whole Code was pressed on a fractious Duma. Others reflect choices
made by the drafters, others simply oversight. .

Despite these obstacles, the existing Courts are working to
implement the Code. A February 1995 Supreme Court Decree lays out
guidelines for interpreting the Code during the transition period. The
decree provides guidance on how pre-existing contract!! or disputes will
be handled, how the Coun will handle gaps left until Pan n of the Code
is adopted. and how various statutes of limitation will be applied.
However, this guidance is not likely to fill the more critical gaps in
training, experience, or substantive legal provisions.

1.1 Old interests are still powerful
The demise of central control and the nominal privatization of

many finns has not changed the reality that these finns and their workers
are still part of large and politically active organizations with existing

I~ An IRIS workshop September 2S - October 6. 1994 for Arbitration
Court judges was enthusiastically received. especially the portion dealing with
economics and the law. However. it elicited the following comment from one
participant: "This is great information. unfortunately our colleagues in Russia will
never get it."
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relationships to ministries. banks. and local and national administrators. ,..
These finns are better able to make their needs and views heard than any
of the new or yet unfonned entities that will have a much greater stake
in successful reform. Some have suggested that privatization has simply
effected a "transfer of valuable resources from the control of . . . state
bureaucrats. . . to others. and one of the primary effects . . . is to
enfranchise the new owners and make them more powerful. not only in
the economic. but also in the political sense" (Frydman and Rapaczynski.
p. 175).'~

In a vacuum of government disorganization and undeveloped.
constitutional or other nonns about appropriate political and legal
processes, these existing interests are likely to do relatively well (Orlov.
1995). Privatization weakens but does not eliminate the claim on state
suppon. Pre-existing relationships with both officials and with revenue
and expenditure processes give these interests comparative advantage.
even though the world is dramatically different than it was six years ago.
If the new owners were true outsiders. the lack of such relationships
would increase their incentive to make difficult business decisions about
production. workforce size, marketing. etc. The acceptance of the cUlTent
privatization scheme by workers and managers reflects their
understanding of this point.

This does not mean that Russia would be better off and that there
would be more respect for law if privatization had not occulTed, but that
the expectation that change of formal relationships would quickly lead to
demand for public provision of stable legal rules has been overly
optimistic. While the fonnal structure of government has changed. the
behavior of government has not, and the past structure of interests. which

14 A survey of mangers of state-owned. privatized. and always private
(Le., new) finns in early 1994 apparently shows identical views on refonn topics
among state-owned and privatized finn managers. in contrast to the views of new
or private firms (Kossals at aI .• forthcoming).

IS The power of these new owners. both managers and workers. is
likely to be such that requests for intervention will undennine the system of
propeny rights that is the ultimate aim of the program (p. 183).
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still exists, exercises influence in familiar ways.
An explicit political strategy of mass privatization was to

acknowledge the de facto owners (workers and managers) in designing
the privatization plan and at the same time to create a large number of
people with a stake in continued reform. '6 These new owners would
demand institutionalization of property rights, enforcement of contracts
and other institutions that flow from rule-bound government. The demand
has been slow in emerging. Listen to the description of a key reform
leader, Yegor Gaidar: "A significant proponion of entrepreneurs,
particularly at the local level, consists of people connected in one way or .
another with the former and current nomenklatura, who have signed up
for nomenklatura capitalism and can conceive of nothing else for
themselves" (Gaidar. 1995. p. 18).

1.3 Mechanisms of democratic debate are unformed and
unfamiliar.
Elections in Mongolia, Russia. Hungary, Bulgaria. Lithuania.

Estonia, and Poland suggest that a pace of radical changes not explained
to the public are not politically sustainable. Much progress can be made
during windows of opportunity that Lescek Balcerowicz has caned times
of "extraordinary politics" (Balcerowicz and Gelb, 1995, p. 26). Poland
made considerable progress during such a time; Yegor Gaidar
implemented many changes that are largely irreversible. But the ability
to see these programs through has been slowed by uneasy and uncertain
electorates.

The highly developed mechanisms that exist in other democracies
for proposing ideas. conducting public debate, and adapting to public
reaction are not well developed in the transition societies. While even
under communism advancing a particular policy required that suppon be
won by persuasion and organization of interests, the targets and methods
of such persuasion have changed. Use of the media. coordination of
complementary interests, use of economics and technical expenise in the
political process. and processes of compromise and conciliation are all

16 Another was to eliminate the role of the bureaucracy, cutting them out
of enterprise decision-making.
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new tools in the new environment.
The routines of communication about policy. plans. and their

execution that exist among the branches and levels of government in
established democracies are not in place in Russia. While there are
individuals who operate quite flexibly in both the executive and
legislative branches,17 and while there are many ad hoc communications,
there are no routine or fonnal mechanisms.

Data that would infonn many debates does not exist or is of poor
quality. The applied economic skills needed to analyze it are in short
supply. There is a profusion of analytic centers attached to the.
Government and the Presidency. but their roles are not clear.

2 Implications for Assistance
These characteristics of the refonn process in Russia suggest that

as outsiders attempting to support particular developments or to influence
others. we need to be realistic about the extent to which our effort will
alter the course of events. Experience suggests four aspects to an
approach to assistance:

(I) Implementation of laws and decrees needs to
be the primary goal. not a hoped-for side benefit of the
immediate interaction. Thinking about who will be
required to implement or comply with new rules, whose
approval is needed in order to adopt them. and who will
disseminate infonnation about them leads early on to
expanded views of participation and to thinking of
assistance as educational rather than simply technical. It
probably also argues for fewer and more sustained
interactions. It will involve working with a wider set of
people and thinking about how to communicate with the
broader public.

(2) This approach requires that outsiders
understand local thought processes and context, though

17 One source of this flexibility is the current ability of members of the
Government to al1>o serve as members of the legislature.
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not necessarily that they bim their advice as a result of
this understanding. The problems in Russia and
elsewhere are not simple. and at the same time the
Russian hosts for this assistance want to have access to
the highest quality advice. Since that advice is not always
available for continuous service to the Russian transition
it is important to find ways to provide that advice on a
sustained, though not continuous, basis.

(3) To carry their own reforms forward. local
implementers of refonn need to understand economics.
It is not enough to mimic Western legal models or leam
standard economics. Implementers wi11 benefit strongly
from attention to the process and incentives inherent in
the scheme for which they have responsibility. While the
slogans of market economics are simple to grasp, the
implications for real policy development are not always
straightforward. Developing this understanding takes time
and effort. As prospective implementers of new rules for
a market economy, these people must understand the new
institutions. 18

(4) Uncertainty over with whom to work or
which policy opportunity will first present itself implies
that assistance needs to be flexible in design. White
ultimately the work must develop into specific tasks and
activities, these cannot really be k.nown until one is
involved in a process with a variety of counterparts.

I~ An alternative argument might be. "Set up the new tools. They'lI use
them. m41ke a few mistakes. and leam how eventually." This approach presumes
that the new tools or rules will be attended to at all. In Mongolia. price decontrol
looked to be working well from the center. At the local level. price regulators
continued their prior activity. In late April 1995. local UlaanBaatar administrators
announced new meat price controls and the establishment of a price commission
to address a broader range of goods. Meat is togain in shon suWly.
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2.1 What reforms should be supported?
The key institutions of a market economy are property rights.

mechanisms for enforcement of contracts. and reliable and peaceful ways
of organizing political debate. Functioning securities markets. credit
markets. and private distribution systems are built on these basic
institutions. Lacking basic contract enforcement institutions. complicated
trading rules and computer systems wiIJ be difficult to implement.19

Spending scarce resources to renovate and outfit a building for a
Mongolian stock exchange may have had some symbolic value. but its
main effect may have been to deflect the attention of key people toward.
a secondary institution.

From the need to deal with basic institutions and from the
confused political process there are two related lessons..The first is that
the concepts of secure property rights and impartial contract enforcement
will come up in any of dozens of specific policy areas. It is difficult. if
not impossible. to determine in advance which area will provide the best
opportunity. Land law. company law. privatization. insurance. banking.
and dozens of other areas all share a reliance on fundamental ideas about
the incentives created by private property and the economics of contracts.
It is less important which of these initiatives is the vehicle than it is that
the assistance result in local understanding of ideas and concepts that
underlie the experience of successful market economies. Insuring that the
interaction between donor and recipient communicate these concepts and
understanding will insure that a cadre of articulate local experts can
participate more capably in legal developments that may arise. This
means that the mix of experts and the agenda for interaction ought to be
different from what might be indicated by purely "technical" assistance.

The second lesson is that a key contribution of outsiders can be
to focus on implementation concerns. If it is important to have a registry
system to go along with a collateral law. then thinking about
implementation will lead one to think about the structure of the law itself.
where the registry is located. how firms and lenders interact with it. and
the host of other practical and legal issues. Identifying these issues earlier

\9 See Greif and Kandel (1993) for a description of the lack of attention
to contract enforcement among reform advocates.
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may lead to different conclusions about where responsibility for policy
development and implementation ought to be lodged, and it may force
attention to budget issues and identify beneficiaries who can help suppon
the proposed law. In shan, a focus on implementation can help overcome
the divided responsibility currently limiting progress in several areas of
law.

A January 1995 World Bank paper on the Bank's own legal
technical assistance contains many peninent lessons consistent with our
own at IRIS related to the imponance of local ownership of reform
efforts. long-term commitment by donors, the value of broad participation .
and the importance of understanding local conditions. Given the Bank's
role and governance, other of their lessons are understan~ble, even if not
ones that would be universally usefut.20

2.2 Local participation
Whenever possible, donors should avoid creation of counterpart

monopolies for the receipt of technical assistance. As the discussion
earlier suggests. it is not at all clear who is best placed to advance
reform. Not only do personalities change, but the roles of whole
ministries or branches of government are not well defined. In addition.
given the basic constitutional mal-arrangements that limit the ability of

20 These recommendations tend to be aimed at Bank panicipation. not
participation by others in technical assistance. Nonetheless, non-Bank donors
and providers of technical assistance may have different views with respect to
the utility of recommendations such as those suggesting that the Bank take the
lead in coordinating multilateral and bilateral legal technical assistance or that
legal assistance be in accord with the Bank's non-interference in politics.
Because of the Bank's self-limitation as to topics, required relationship to loan
or grant activity, and the limited range of assistance. it may not be best situated
to coordinate particular legal reforms. Further, the political aspects of reform
may well be the most fundamental ones to worry about. (The question of who
owns property is intensely political and needs resolution before privatization.)
Nongovernmental providers of technical assistance can provide imponant
capability to those involved in political processes. Bi-Iateral donors. with fewer
internal governance constraints on the nature of involvement in particular
countries. can talce these issues on more directly.
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any particular actor to make a refonn "stick," the likelihood that a
particular counterpart will be the best one over the course of the
interaction is greatly reduced.

There are more important reasons to avoid creating a counterpart
monopoly. which go to the process of reform. Ministries or other bureaus
with nominal charge of a particular issue see things through the "old lens
of command and control," leading them to develop their ideas in secret
and keeping proposals from public discussion as long as possible. There
is no reason for donors to participate in this approach. Instead. donors
can contribute to successful broadening of public debate, especially.
among the idea elites who lead opinion in democracies: journalists,
academics and researchers, and officials in competing centers of power.

Acting on this approach in Poland. IRIS located its assistance
effort for development of a collateral law I in Warsaw University and
later the American Studies Center, in a deliberate effort to avoid creating
a counterpart monopoly. Choosing to lodge assistance in one of the
competing bodies would have alienated the others. all of whom have a
voice in the ultimate reform. The result in Poland has been that the
ministries of Finance and Justice, the Central Bank, the law professors
who serve as civil code guardians, and the banking community have
jointly developed a proposed refonn that enjoys broad support. In effect,
assistance in Poland has contributed to the organization of a coalition
with an encompassing interest that has overcome the narrower concerns
of particular factions or industries. The process has demonstrated
alternative. more open. and informal patterns of discussion. debate, and
compromise.

In Mongolia, in discussions with key officials on how to structure
assistance on economic policy reform, we were pressed hard to cede
designation of participants to a single government ministry that would
dictate on this issue. Our insistence on a broader approach led us to
include key people from the private sector, the parliament, political
parties. and academia. The current Prime Minister, who attended and
benefitted from the first workshop, would never have made the list had

21 For a description of the changes in Polish secured lending rules see
Dwight and Reichenbach (1993).
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the process been monopolized. The panicipation of legislators.
economists. and officials helped bridge substantive and semantic gaps that
existed even within that nmow policy community in a small country.

In Russia. IRIS was directed to work with a panicular player in
the civil code reform effort-a group that included representatives of
most key ministries. the Duma. and the Supreme Arbitration Court. This
group was charged with the main responsibility for the draft code. Efforts
to encourage them to open their process to broader public discussion have
met only modest success. Further. their contest with other executive
branch interests has slowed the introduction and adoption of the new.
code. Hindsight suggests a bener approach: Avoid a "client" relationship
with a particular counterpart and organize activities that make expertise
available to a range of Russian interests. To do otherwise snares the
donor "technical experts" deeply in internal political matters.

It could be argued that such client relationships are necessary to
build the trust of officials such that they will share information and
strategies. While it is probably true that counterparts will be more open
with advisors who they feel share a panisan perspective, and proposals
can be developed more quickly and easily by smaller, closed groups.
opportunities to spread ownership and build indigenous capacity will have
been lost. An assistance process that contributes to closed policy
development fails to develop the broader political support needed to pass
and implement new rules. The progress of privatization policy may be an
example of this.

A participation strategy developed by the U.S. Agency for
International Development notes that assistance must help to "build the
degree of social consensus that . . . (is needed] . . . to carry out and
sustain changes in policy or social and economic programs" (Atwood.
1994). At the same time our experience suggests that it is unrealistic to
expect poor people or small-business owners to panicipate in the
rewriting of a civil code, even though it is their interests that are most at
stake. (Large, politically connected entities have less need for the rule of
law; they can obtain administrative recourse or enjoy bargaining
advantages, etc.) Efforts to involve diverse and. as a result. encompassing
interests may be the closest substitute for direct involvement of the
impoverished.

Beyond the value of broader partic!pation as a way ';)f imJ:roving
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the substance and building support for change, an additional benefit may
be the training function of involvement in the process. Judges who have
helped to develop new commercial laws are better placed to spread
capability for implementation.

A final point in thinking about with whom to worle: It is
dangerous to assume that panicipation is beneficial if it means simply
helping existing interests get organized. If the interest are narrow, the
outcome is likely to be so as well.

2.3 What sort of assistance?
Sustainable refonn of legal institutions occurs as laws are

implemented and as they come to affect the behavior of finns and
individuals. For this evolution to occur, not only must the formal rules be
appropriately fashioned. a variety of actors need to understand and accept
them. Since it is not realistic to support the detailed operation of the
various bureaucracies, it is essential to build capability among local
individuals and organizations. This effort is more likely to succeed if
launched at the beginning of assistance than after the adoption of new
laws.

This concern drives choices about counterparts; it also suggests
that assistance is much less "technical" than it is educational. We are not
fixing washing machines. but rather creating an ability either to fix
machines independently or indeed to design new ways of washing. The
mix of skills and ideas needed for this task reaches beyond standard
economics or the arcana of Western legal mechanisms. In some respects
it is less important which particular policy is the focus of assistance than
which sets of ideas about that policy are communicated.22 If new laws
on land. securities. and price regulation are developed without
communicating basic concepts concerning property and its incentives for

22 Kovacic and Thorpe (1994) describes how assistance on development
of an antimonopoly law was conducted in a fashion which transferred key ideas
about the organization of incentives related .to the substance and implementation
of a taw. how this information supponed development of a law that enjoyed
informed local suppon and how the lack of sustained interaction nonetheless
limited the effectiveness of otherwise productive assistance.
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economic activity, or without attention to how they wiIJ be implemented
in that society, then the assistance-no matter how good in a narrow
technical sense-will be ineffective.

Anyone who has taught will recognize that while heads may nod
in understanding during a lecture, incorporating the concept into one's
thinking often takes longer. Similar problems affect the planning of
assistance. Developing new institutional arrangements (surely
independently enforced contracts and clear private property rights are new
in the former Soviet Union) and involving diverse actors and interests in
this development is not a matter of installing a replacement part or giving.
a single lecture. Even if armed with a clear understanding of theory and
of Western examples. advocates of particular reforms ~m face issues.
interests, and objections that are unique to their situation. They operate
in an environment in which mechanisms of open policy debate and
advocacy, as well as compromise, are not familiar.

Others have made the point that solutions need to be compatible
with capability for implementation ("keep it simple") and that rules that
require decades of interpretive experience assure, at best, chaotic
implementation by businesspeople, officials, and judges (see Kovacic,
1995; Black et al.. 1994). This line of reasoning suggests that progress
will not unfold in a straight line or occur quickly. Sustained interaction
between donors and recipients will be important. A requirement for
success is the presence of long-term advisors who can identify suitable
moments for interaction and provide local context for senior expens and
day-to-day suppon for the variety of counterparts. These persons should
be thinking about the structure and process of decision-making. In
Mongolia. it was only after considerable examination of this type of issue
that the existence of a "Main Department" in the government was
discovered. performing many of the functions of the prior Politburo, but
out of the sight of most donor expens and officials. An example of
successful application of the use of long-term advisor and shon-term
expens is our experience in providing assistance on the Mongolian
antimonopoly policy. This initiative sprang from the interaction of our
long-term advisor with key policy leadeTS on other issues rather than from
detailed project design or a two-year project planning exercise. There is
considerable value to ensuring that top outside experts are prepared to
have frequent and repeated exchanges with counterpans. both in person
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and through fax. e-mail. or return visits. 1)

While assistance such as short-tenn training and study tours are
helpful if conducted as a pan of longer-tenn interaction. IRIS experience
in Russia, Poland. Nepal. Chad. and Mongolia suggests that absent
sustained interaction. one ought to have limited expectations about the
effect of such activities. As frustrating as it is for us to host study tours
that generate much interest and a brief exchange without a chance to
plumb the details of issues. it is similarly frustrating for local officials
and others to host a series of short-tenn "development tourists."

1.4 Focus on benefits for new and small firms.
The problems described as "too much civic socie~y" or the undue

influence of existing interests are one reason to believe that the interests
of existing large finns will not be neglected during the transition. Less
likely to benefit from decisions made at the center are new and small
finns. The importance of concern for the environment in which they
operate may be may be found on the pattern of economic growth. In
Poland, while privatization of large finns has proceeded haltingly. growth
has been dramatic and its benefits widely dispersed as thousands of new
small finns have been formed and grown. It is not necessary to agree that
small or new finns will always play a dominant role in job generation to
recognize their importance in the transition process.

In market economies. the "creative destruction" of finn entry and
exit is an important source of growth.24 In Korea, for example. 80-90%
of GNP in the 1970s was accounted for by factors of production that
were engaged in activity different from in the early 1960s (Krueger.
1992). In formerly socialist economies. the number of finns to be
privatized is finite. and the number of those finns that will survive is
smaller. Yet the economic activity upon which growth will be based will
occur in thousands of firms and organizations that do not even exist

23 See Kovacic and Thorpe (994) on the costs of not providing for
availability of outside expenise over the course of law development and
implementation.

24 Davis. S.. J. Haltiwanger. and S. Schuh. (fonchoming).
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today. To provide benefits to wide numbers of individuals and firms there
must be clear institutional arrangements and enforcement of contracts.
coupled with searching attack on regulatory baniers to entry. A reform
process centered on government interaction with existing finns is not
likely to spread the benefits of reform widely and provide positive
incentives to new entities.

Thus. in delivering assistance it is useful to organize activities in
ways that illustrate competitive processes, increase access to newcomers.
and demonstrate transparency. This will both improve the product at hand
and transmit important policy development "technology." A recent.
example of such a process is the World Bank's selection of sites for
access to a large housing loan facility. A large number of ~ities have been
invited to compete for access to this loan. The basis for the competition
is a variety of policy measures and commitment to implementation steps
that create more open markets in related support and service sectors. As
an outside entity the Bank can be credible in establishing clear and
transparent rules. impartially applying them. and deciding with known
criteria. These same efforts can be made in allocating space in coveted
foreign-based workshops or access to assistance-supported equipment or
other resources.

3 Conclusion
While there are differences among economists and other experts

concerning the best set of measures and the pace or sequencing of reform.
our work suggests that there are ideas that are important to share widely
among the policy-making elite and eventually a broader public. The
reform process. to be sustained. needs to result in the construction of such
a consensus. Assistance to the reform process. if it is to be sustainable
reform. will have support for such consensus as a unifying goal for a
variety of activities.
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AppeDdix

IRIS Legal and Economic Reform Projects in Transition Economies

1. Mongolia "Support for Economic Transition" 199I-present. Areas of
interaction include competition policy. privatization. land law. fiscal
decentralization. environmental policy, and insurance.

2. Poland "Small Business Regulatory Reform" 1991-present. Areas of
interaction include secured lending and intellectual property.

3. Russia "Commercial Law" 1993-present. Areas of interaction'
include Parts I and n of the Civil Code.

4. Russia "Economics and Institutions in Russia," 'a collaborative
policy research and dissemination project with the Institute for the
Economy in Transition and others. 1993-present. Areas of interaction
include investigation of the role of interest groups. regional distribution
of growth and income. financial effects of privatization on firms. and
development of regional constitutions.

5. Russia "Natural Monopoly," support for the Ministry of Economy.
I994-present. in the areas of regulation of electricity, gas.
telecommunications. and transportation.

6. Ukraine "Antimonopoly." support for the Antimonopoly Committee.
1994-present. in the areas of energy privatization, financial services
competition, and consumer protection.

7. Ukraine "Customs Administration," development of training program
for customs officials, 1994-present.

8. Lithuania. Bulgaria. Macedonia "Collateral Law." I995-present,
extension of Poland efforts to other central European countries.

9. Armenia "Economic Policy Analysis." establishment of a Center for
Policy Research to build Armenian policy research capability,
1994-present. Topics include underground economy, agriculture, and
Armenian comparative advantage.

10. Kazakhstan "Economic Education," with the Kazakhstan Institute
of Management Economics and Research. 1994-present.
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2 The New Institutional Economics
And Economic Development

Christopher Clague I

1 Introduction: From Physical Capital
to Human Capital to Social Capital
In the early postwar period when economists turned their attention

to economic development, they thought that the key difference between
rich and poor countries lay in the amount of physical capital per person..
What was needed to launch a country on the path of self-sustained growth
was a rise in the ratio of investment to income from something like 5%
to 12% or more. Poor countries were unable to do this on their own,
since people were so impoverished that their consumption could not be
compressed any further. Thus foreign aid in the form of investible
resources was essential to enable poor countries to escape the poveny trap
created by their inability to save and their rapid rates of population
growth. In the 196Os, after the remarkably successful Marshall Plan
assistance in Europe and the disappointing experience of foreign aid in
the less-developed countries, the concept of capital was broadened to
include human capital. the lack of which was considered another critical
obstacle to development in poor countries.

Although both physical and human capital accumulation are
essential to economic growth and development. interpretations of the
problem of economic development have shifted in recent decades. First.
we have observed countries where high rates of physical capital
accumulation have been accompanied by only modest economic growth.
Second, we have observed some countries in sub-Saharan Africa and
South America where education has expanded rapidly but growth has not
taken place.. Third, and most fundamentally, we have broadened our
focus to include the incentive structures that lead to the accumulation of
physical and human capital and to technological progress. In this
endeavor. attention has turned to the explanation of economic policies and

I I thank Karla Hoff for perceptive comments on earlier drafts. The
usual disclaimer applies.
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fundamental economic and political institutions. In some formulations
these institutional arranlements have been called "social capital"
(Coleman, 1990). Whether we try to understand social capital or
institutions generally, we need to think about types of social interactions
that were long not pan of standard economics.

Economists and other social scientists studying less-developed
countries have been aware that the institutional environment in these
countries differed from that in the highly developed counaies. In the
early post-War decades there were intense debates about the degree to
which standard neoclassical economics needed to be modified in.
application to less-developed countries. The view was frequently
expressed that. standard neoclassical economics was based on institutions
that existed in the industrial or advanced countries but that did not
necessarily exist in the underdeveloped countries. There emerged after
World War II a subdiscipline called "development economics," which
assumed that the institutions of the economy were different. However,
there was little attention among economists to the evolution of these
institutions or to deep explanations of them.

By the early 1980s standard economics was making a comeback
in the field of development and Hirschman could say that most
economists accepted "monoeconomics," or the idea that the same type of
economics applied to both developed and less developed countries.
However, the increasing acceptance of standard economics in the study
of the problems of poor countries owes a great deal to a reorientation of
the field of economics to make it more amenable to examining the
detenninants and consequences of institutions. The next section explains
this reorientation in economic theory, and the following one describes the
various sttands- of -literature' that are "calledthe ·New Institutional'
Economics (hereafter, NIE). Section 4 then presents some conaibutions
of the NIE to the study of economic history and economic development,
and Section 5 examines what determines the prevalence of conuption in
scoiety and its effects on economic development.

2 Reorientation in Economic Theory
The core of economics can be defined in terms of its basic

assumptions and its subject matter. The basic assumptions are individual
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utility maximization with exogenous preferences and a well-defmed
structure of infonnation; the core subject matter is decisions within
markets of consumers, producers, investors, and traders. In the last
couple of decades the basic assumptions have been modified. primarily
by the incorporation of the phenomena of costly infOnnatiOD and
limitations on human capacity to process it, and the subject matter of
economics has been extended to such nonmarlcet phenomena as the
operation of organizations and the behavior of politicians, bureaucrats.
and voters.

With a well-defined information sttucture, exogenous preferences, .
and unlimited capacity for processing information, models tend to be
"clean." that is. they give strong. unambiguous conclusions. Utility
maximization under these conditions is a powerful' engine, which
traditionally set economics apart from the "softer" social sciences.
However, pervasive uncertainty is undeniable. as is the fact that in
modem economies people spend a great deal of time and effon in
acquiring and processing information. These observations have two
important implications. One is that people simplify their decision-making
by employing rules of thumb; the other is that bUst in others becomes
important, in part because it greatly reduces uncertainty and the cost of
acquiring infonnation.

In recent decades the subject matter of economics has expanded
in many directions (Hirschleifer, 1985); of panicular interest in the
present context is the application of economic: reasoning to the rules of
the game. in two senses. One is the decision of individuals whether to
obey the existing rules; the other is the collective action of people to
change the inherited set of rules. Neoclassical economics bad assumed
that the roles of'social interaction 'were given; in 'the 'fann t)f the rules of
a market economy. and that people obeyed the rules of the game. These
assumptions made sense in the neoclassical world of perfect infonnation,
for violations of the rules could be easily detected and the perpetrators
punished. Once the question was posed, however, its salience could not
be denied, and a great deal of research effon has gone into trying to
explain how the rules of the game might evolve in theory and how they
have evolved in hislory.

The extension of the subject matter of economics has reinforced
the modification of the basic a~!iumptions. The core set of assumptions
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of utility maximization with exogenous preferences under well defmed
information structures is less appealing when applied to politicians.
bureaucrats, voters, organization members, criminals, and mothers than
when applied to the traditional subject matter of neoclassical economics.
In particular, the smdy of the evolution of cooperation via the theory of
repeated games leads to recognition of the important role of focal points,
which can become symbols with affective content. The study of the
evolution of nonDs leads to economic theories of how moral sentiments
develop (e.g. Sugden, 1986). This is an example of an economic theory
in which preferences are endogenous. As will be discussed in more detail .
below, this step represents the crossing of a line that economists have
traditionally regarded as a fmn boundary of their discipline.

Many economists have felt that a phenomenon has not been
properly explained unless it emerges from a model based exclusively on
rational self interest. If the analyst appealed to altruistic motivation, or
if she said that choices were constrained by cultural nonns, that was
regarded as an unsatisfactory explanation. In recent years economists
have been more willing to countenance relaxation of the traditional
assumptions. There has been work on the benefits to individuals of
having a conscience (Frank, 1988) and on the efficiency and inefficiency
properties of shared mental models (Denzau and North, 1994). This
willingness to accomodate a richer conception of human motivation and
to countenance greater limitations on rational calculation of individual
advantage has emerged, in my opinion, because of the broadened subject
matter of economics as well as the reorientation of the basic assumptions
of economic theory.

Methodologically there is no compelling reason to stick to the
'postulate of rational . self-interested "calculation . with· eXQgenous'
preferences. Stiglitz (1986) suggests criteria by which we judge theories;
these include simplicity (fewer assumptions are better), internal
completeness (the assumptions should be as "primitive" as possible),
consistency with available data, predictive power (predicting empirical
regularities that have not yet been noted), and ability to make specific
predictions in a variety of contexts. Ifpeople fonn groups and internalize
group goals in predictable ways, then models incorporating these
regularities will petfonn better by the various criteria than models based
on the postulate of individual self-interested motivation.

~ ." ...
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The New Institutional Economics, described in the next section,
represents a kind of "expanded economics." Like standard economics, it
focuses on the choices people make in their lives. But it enriches the
simple rational choice model by allowing for the pervasiveness of
information problems and human limitations on processing information,
the evolution of nonns, and the willingness of people to form bonds of
trust. The NlE seeks to explain not only individuals' choices with a
given set of institutions but, more imponant, the way that individuals'
beliefs and choices affect the evolution of the institutions themselves.

One way of illustrating the new orientation of the NIB is to .
consider the role of culture in economic outcomes. Economists have
often made light of cultural explanations, arguing first that people in
different cultures tend to want the same things, and seCond that since
cultural variables have not been satisfactorily measured, explanations
based on culture have been empirically vacuous. Economists who have
downplayed cultural explanations, such as Balassa (1988) in his remarks
on the successful economic development in East Asian countries, stress
that what matters are policies and incentives. The analyst following the
NIE approach can agree with Balassa that this is what matters, but she
can point out that individuals' incentives depeend on the behDvior
patterns and the cultural norms ofthe rest of society (see the discussion
of corruption in Section 5 of this chapter. and chapters 15-17).

In this connection it is useful to distinguish between individual
culture and community culture. Individual culture is what the individual
carries with him as a result of having been brought up in a panicular
culture. It is what differentiates an immigrant from the natives in a
country. There is abundant evidence that migrants tend to adopt the

. '-behavior patterns oftheirnew homes; at least·in their-economic decisions.
and in this sense individual culture is usually not a serious obstacle to
economic progress. (See Borjas, 1988. 1994 on the earnings of
immigrants in the United States.) Community culture, on the other hand.
is the set of norms, attitudes, and values of an entire community. and it
of course affects the incentives of individuals to behave in particular
ways. Community culture tends to reinforce and be reinforced by the
patterns of behavior in the community. and it is obvious that the behavior
patterns (institutions) and the associated cultural norms can be a serious
obstacle to economic progress in the community (fOT e~ample. com'ptlIJn

90

I> )



6 Christopher CIDgIlt

in government and popular disdain for politicians and buteauc:rats).

3 The New Institutional Economics
In the NIB institutions are defmed as socially devised constraints

on individual action (North, 1994). They are sets of ·rules that are
recognized and frequently followed by members of the community, and
which impose constraints on the actions of individual members. Of
course the fact that people follow the rules may make the community
much better off than it would be in the absence of any rules, and in that
sense institutions are liberating rather than constraining. Nevenheless, at .
the individual level they impose constraints on behavior.

Thus broadly defined, institutions can be many things (Nabli and
Nugent, 1989). They can be organizations, or sets of rules within
organizations. They can be markets, or particular rules about the way a
market operates. They can refer to the set of property rights and rules
governing exchanges in a society. (1be individual actors that are
constrained by the rules may be organizations, and indeed frequently are.)
They may include cultural norms of behavior. Obviously the rules can
be either formally written down and enforced by government officials, or
unwritten and informally sanctioned. The rules need not be uniformly
obeyed to be considered institutions, but the concept does imply some
degree of rule obedience. If the rules are generally ignored, we would
not refer to them as an institution. Thus we may speak of the selection
and replacement of political leaders in a panicular country as not being
"institutionalized" (as Huntington, 1968 does).

There are several different strands of literature in what is called
the New Institutional Economics.2 For our purposes these may be
distinguished as follows.

3.1 Markets and hierarchies, or transacdon cost economics
This branch is closely associated with the work of Oliver

Williamson (1975, 1985). His early work addressed a question that had

2 Although the categories are somewhat different. my conception of the
NIE is basically consistent with Lin and Nusent (l99S). who provide a fuller
treaDnent of many of the topic, mentioned here.
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been largely ignored in the economics literature. although it had been
raised by Coase in 1937: Why did cenain transactions take place within
organizations rather than between separate finns in a market? The topic
is central to industrial organization, and it has imponant implications for
the understanding of venical integration. mergers. and anti-uust policy.
and in this sense Williamson's work: deals with the core subject matter of
economics. However. Williamson altered the basic usumptions of
economic analysis with his emphasis on the complexity of economic life.
pervasive uncenainty. bounds on rationality. and opponunism. He argued
that to understand why firms internalize transactions. one must take.
account not only of the limitations of human beings (that is. bounded
rationality and opponunism) but also of their capacity and willingness to
develop relationships of trust. Transaction cost econorriics has gone on
to study the employment relationship, the nature of contracts in the
business world, and many of the topics that are also treated under the
next heading.

3.2 Economics of imperfect Information
This broad category might be called the "economics of costly and

asymmetric infonnation. to This literature began with two problems in the
insurance industry, adverse selection and moral hazard. It has come to
include the economics of screening and statistical discrimination,
principal-agent models, theories of mechanism design, the economic
theory of organizations, bargaining theory, and theories of incentive
compatible contracts. In contrast to transaction cost economics, this
literature typically does not introduce moral considerations or other "soft"
assumptions. The information stnlcture is spelled out precisely and
people are usually ;ndividualistic- trtility·-maximizers.... Much of ·'this
literature is quite technical.

It is worth noting that some of the pioneering contributions in this
literature were inspired by reflection on problems encountered in poor
countries: Akerlors lemons principle, Stiglitz's work on screening, and
the large literature on sharecropping, which evolved into the literature on
optimal contracts and merged with principal-agent theory. This
observation helps to explain why mainstream economics is more
applicable to less-developed countries than was thought to be the cue in
the 19505 and 19605.

. .-~ ..... . ~
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3.3 Economics of property rlgbts
The property rigbts literature that emerged in the 19605 (classic

references include Alchian (1965) aDd Demsetz (1964» made the point
that the structure of property rights is crucial to economic efficiency and
economic progress. At a conceptual level. this literat1e clarified the
many different dimensions of individual rights to use, rent., sell, desttoy,
modify, donate. and transfonn property and the ways in which the rigbts
of some parties to treat their property affect the rights of others. One of
the themes of this literature is that a variety of property rights structures
can be reasonably efficient, provided that individuals an: free to enter into .
conU'acts and that these conU'aCts can be enforced. Thus whether the
i'esponsibility.for damages caused by a defective product initially lies with
the buyer or the seller is not important if the responsibility can be shifted
by contractual provision. Similarly, if tenants suddenly acquire property
rights in the land they have been renting, in theory there is no barrier to
efficiency as long as these rights can be traded.3 What this literature has
condemned as particularly inefficient is a situation where such contracts
are either prohibited by law or for other reasons are not enforceable in
practice, and consequently landlords discharge tenants or refuse to talce
them on for fear of losing their property rights to the land.

The view that the initial allocation of property rights does not
have efficiency implications has been sttongly qualified by recent work
in the economics of asymmetric information. In that literature, the initial
allocation of wealth has implications for the efficiency of resource
allocation, even if there is complete freedom of contract that courts will
enforce (subject to the infonnation limitations of the judicial process).
For example. a potential creditor may be willing to lend to a potential

--··entrepren~r· only-if- the-Iatterilas -eDougb·wealth to-make credible his'
commitment to the project (for other examples. see Hoff, 1994).

There has been a great deal of variation through history in the
structures of property rights. Scholars have attempted to explain both
why propeny rights changed in particular periods and how these
structures affected economic efficiency and pro~ss. The delimitation

J I ignore here the question of whether the process by which the
propeny ri&flts are changed alters expectations about their continuation.
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and enforcement of property rights is a costly process; one of the early
insights of this literature was that societies generally do not define and
enforce property rights to resources that are not sc:an::e, but as "panicular
resources become scarce, through say population growth or technological
change, societies tend to establish property rights in these resources
(Demsetz, 1967; Feeny, 1988).

An explanation of property rights structures requires (I) an
understanding of the behavior of the state, which nannally plays an
important role in defining and enforcing property rights, and (2)
consideration of custom, social nonns, intellectual structures, and.
ideology (Nonh. 1981, 1990). This is a tall order. and economists don't
usually claim to have comprehensive theories of these phenomena.
Nevenheless, they have attempted to use the tools of economics to gain
insight into these matters. Some of these attempts are described under the
next heading.

3.4 Collective action
The economic theory of collective action grew out of the theory

of public goods. Mancur Olson (1965) saw that the concept of a public
good. which he defmed by the nonexcludability criterion. and the
associated free rider problem, could ftuitfully be applied to a great variety
of group goals, not just to the construction of pieces of physical
infrastructure. Olson was keenly aware of the cost of information. and
the rational ignorance of members of a large group plays a central role
in his theory.

The theory is concerned with the conditions under which groups
of people with a common interest will perceive that interest and act to
achieve it. (Forarecent'review of "this 'literature,' see·Sandler,1992).
Groups are more likely to act when the number of individuals concerned
is small, when they interact frequently and can communicate easily with
one another. and when they share common values and beliefs. Large
groups can act collectively, but usually only when political entrepreneurs
create organizations that provide rewards to the entrepreneurs and
"selective incentives" to the members-individual punishments or rewards
that provide incentives for individuals to contribute to collective goals.
Many potential large groups remain latent. Groups are more likely to
form where there are a few members with a significant stake in the
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outcome. In the ease of very large groups, in which no members have
significant size in relation to the total poup, where the technology of
supply is that of summation of individual efforts, people will typically not
make large sacrifices of personal welfare in order to contribute to the
supply of the public good. The evidence indicates that people will make
small sacrifices, such as bothering to vote or making small contributions
to charity, even when the personal payoff is less than the cost, and on
infrequent occasions some people will make 1arge sacrifices, including
even risking their lives, for collective goals, but most people in the
ordinary run of their lives do not make large conaibutions to public _
goods unless there are enough private benefits from their actions (i.e.
selective incentives) to make it worthwhile. Large groups do come into
existence, mi.inly through institutional devices that provide these private
benefits.

3.5 The evolution of cooperation and Dorms
Cooperation can emerge spontaneously between two parties, even

when each is an egoist and they are potentially in conflict. In the last
two decades a large literature in game theory has explored the conditions
under which cooperation is likely to emerge. The likelihood of
cooperation depends on the nature of the game (whether it is Prisoners'
Dilemma. Chicken, Assurance, etc.) and on the probability of continued
play with the same partner. This literature has merged with the literature
on collective action as researchers try to understand cooperation in groups
of all sizes and try to design institutional sttuctures that make cooperation
the best strategy in two-person encounters.

Noncooperative game theory has been fruitfully applied to the
explanation' of .the institutions' ·that .pteSerte and maintain -'COmmon
propeny resources (Ostrom, 1990; Ostrom et al., 1994). In order to
explain the empirical phenomena of cooperation as observed both in the
field and in the experimental laboratory, these researchers have found it
useful to modify the assumptions of classical game theory in the direction
of placing less emphasis on the ability or willingness of participants to
calculate their best strategies and more emphasis on their ability to find
workable heuristics or norms that structure their cooperative efforts.
Noncooperative game theory has also been used to explain the
phenomenon of social order in stateless societies (see Bates, 1983,
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Chapter 1 on the Nuer in Africa, and Euertsson. 1990. pp. 305-310 on
the Icelandic Commonwealth AD 93~1262). But as Johnson (1994)
forcefully points out, particularly for the case of the Nuer, this social
order relied on shared symbols. or cultural focal points. These symbols
structure the way people think about the~ options.

There are many important links among these five strands of NIB
literature. Understanding why property rights change or do not change
involves consideration ofthe conditions under which collective action and
cooperation take place. Collective action is clearly relevant to explaining
the formation and behavior of the state. including the choice of economic.
policy. The insights from transaction cost economics and the economics
of imperfect information, though they are mainly derived from the study
of the private sector in market economies, are also fruitful in explaining
the behavior of politicians and bureaucrats.

The study of institutions inevitably includes their evaluation from
a normative point of view. There are some interesting differences among
the five branches in this regard. In the Williamson-inspired transaction
cost literature, where the basic property rights and political institutions are
taken as given, there is normally a tendency for organizational fonns and
types of contract to evolve toward efficiency. from the point of view of
the participants. The principle of competition applies to organizational
forms and types of contracts, just as it does to choices of technology.
Given a regime of private property, and in the absence of important
externalities, the organizations and contracts that private panies arrange
would tend to evolve toward social efficiency as well. The imperfect
information school, however. shows that information problems generate
externalities, so that contracts that are pairwise Pareto-efficient can often

. be''SOCially inefficient,· and thus ·there are 'many opponunities for an
honest and efficient government to remedy market failures (Hoff et aI.,
1993, Chapter I). Where individuals can spend resources to acquire
information to increase their shares of a fixed pie. as often occurs in
insurance markets, it may be efficient to have a government regulation
that prohibits people from collecting or using that information. Although
the early property rights literature included many examples of the
emergence of private properly rights in conditions where efficiency called
for them, it was soon recognized that changes iii institutions require
cooperation and collective action, which may not emerge at aIJ, or whkh
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may emerge among groups with narrow interests that are sharply in
conflict with those of society at large (Nonh, 1990). To the extent that
the powerful set the rules, there may be a tendency for the rules to
benefit the powerful, but that does Dot necessarily imply a tendency
toward social efficiency (Knight, 1992). Moreover. the rules may emerge
out of the uncoordinated actions of different parties and may not serve
well the interests of any of them.

Thus society's political institutions and property rights structures
may be inefficient and may block economic progress. But it is even
more inefficient if property rights, contract enforcement, and political .
succession are not institutionalized.

4 Illustrations of an Institutional Approach'
to Problems in Economic Development
This section is intended to give the reader the flavor of some of

the NIE analyses that have been applied to less-developed countries and
to the economic history of the now developed countries. A recurrent
theme is that in order to deal with the questions posed, an expanded
economics is necessary.

4.1 Interpretations of rates of growth and lDcome cIlfTerences
Why do poor countries remain poor? A long tradition in

economics addresses this question with the intellectual framework of the
aggregate production function. In a simple version of this approach, poor
countries are poor because they lack physical and human capital. In this
view, growth rates are interpreted as the results of accumulation of these
factors, or in other words as the result of investment rates and growth of
education and training. The vast literature on'the "sources of growth,"
following Denison' s pioneering work, is based on the idea that countries
are on the frontier of some son of production function, and a large
literature in international economics has interpreted income differences
and comparative advantage in terms of factor endowments and common
production functions.

It is true that poor countries have small amounts of physical
capital per head and have labor forces that are not highly educated. But
it does not seem to be true that these factors of production are highly
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remunerated in poor countries. as would be the case if the simple
aggregate production function story were trUe. In fact highly skilled
workers generally earn much more in ricb countries than in poor ones.
and capital flows from South to North as well as from North to South.

Ofcourse economists familiar with less-developed.countries have
long been aware of the perversities of policies and institutions that lower
the productivity of capital and Jabor. or in other words. that make
production functions differ across countries. But systematic analyses of
how the policies and institutions change the relationships between inputs
and outputs have been rare.

In recent years economists have become aware of the importance
not only of the economic policies of governments but also of the
credibility of government promises to carry out annOunced policies
(Brunetti and Weder, 1994). Underlying differences in credibility of
policy announcements are differences in the institutions of policy-making.
In many less-developed countries policies are changed by executive
decree with no prior notice and without reconciliation of the tenns of the
new decrees and those of prior decrees. In such an environment property
rights cannot be secure. Similarly. in many less-developed countries
government bureaucrats have a great deal of discretion in the application
of business regulations. and their decisions are not predictable by the
businesses. The challenge is to come up with evidence that these
differences in institutions matter for growth.

Researchers with an institutional focus have made two sorts of
contributions in this area. One is to find systematic deviations of
economic outcomes from those predicted by an aggregate production
function approach. Such deviations provide indirect evidence that

. - - instiMional differences are"'at'worldn'generating these outcomes. The
second is to find direct measures of the institutional environment of
countries and to relate these to economic outcomes. Examples of each
are given below.

Consider a scatter diagram where on the vertical axis we plot the
rate of growth of per capita income of countries from 1960 to 1990. and
on the horizontal axis we plot the level of per capita income at the
beginning of the period. A regression line fitted to these data will have
approximately a zero slope; that is, there is no strong tendency for poor
countries to grow faster or slower than rich countries. However. the
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dispersion of the rates of growth is much larger for the poor than for the
rich countries. Thus the data resemble a cone, with the large end of the
cone at the bottom of the income scale and the small end at the top.
This pattern of the data is consistent with the interpretation that those
poor countries that get cheir institutions and policies right will grow faster
than rich countties, because the poor ones have greater opponunities for
"catch-up" growth, while countries that have their institutions and policies
badly wrong will not only be poor but will also have low rates of growth.

Now consider adding other variables to the growth-rate
regression. In addition to initial income level, a standard set of.
"conditioning" variables includes the levels of primary and secondary
education, some measure of political instability. and some measure of
government intervention in the economy (Barre and Sala~i-Martin, 1995;
Brunetti. 1995; Alessina and Perotti, 1994). With these variables
controlled for, the relationship between initial income and subsequent
growth is now strongly negative. This is the phenomenon of "conditional
convergence," which says that if a low-income countty provides education
to its labor force, avoids the wrong sorts of government intervention in
the economy· and avoids political instability, it will grow rapidly.

This evidence, which is consistent with an institutional
interpretation of growth rates, is quite indirect. Recently some
researchers at IRIS and elsewhere used direct measures of the institutional
environment of countries in explanations of economic growth. These
include "risk guide" variables, which are assessments by experts of the
risk of investing in particular countries, a measure of "contract-intensive
money" that reflects property and contract rights, and entrepreneurs'
perceptions of the risk that they win be adversely affected by changes in

. - government regulations.·-When-added to 'Standard-growth and-investment
regression, these institutional variables tum out to be statistically and
economically significant (see Chapter 3 below and the references cited
there).

~ It is not clear which measures of government policy and political
instability explain growth. as the results depend on which other variables are in
the regression equation. See Levine and Rentlt (1992).
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4.2 Why are aervic:es cheap In poor countries? Why do poor
countries have comparative advantage in primary products?
Questions involving comparative advantage lind comparative costs

have usually been addressed in the economics literature in the framework
of the factor-proponions model. The comparative advantage of countries
in particular products depends, in this model, on the factor endowments
of countries and the factor intensities of the commodities. This model
has affinity with the aggregate function approach described in the
previous section, in that production functions are often assumed to be the
same in different countries, or if these functions are different, they differ,
in a way that is neutral across commodities.

An institutional approach to comparative advantage would
recognize that commodities differ in the degree to which they depend on
a well-functioning institutional environment that provides secure propeny
rights, effective contract enforcement, and reliable physical infrastructure.
In addition to the concepts of capital-, labor-, and skill-intensive goods,
we might think of property- and contract-intensive goods. Examples of
property and contract-intensive services would be banking and insurance.
The prediction would be that countries with good institutional and
physical infrastructure would have comparative advantage in these
services. Casual observation seems to bear that out.

Clague (1991) has presented a model of comparative advantage
in which goods are distinguished according to whether their production
can benefit from either large organizations or extensive interaction among
different enterprises. Some commodities and services are quite "self
contained," in that their production does not benefit much from an
elaborate division of labor that requires coordination within large
organizations or across 'different finns. 'The hypothesis from the-model, ' ' .. , ,
then, is that countries with poor propeny rights, contract enforcement, and
physical infrastructure institutions would tend to have comparative
advantage in self-contained goods and comparative disadvantage in goods
that are the opposite of self-contained. The model helps to explain why
some services (those provided by restaurants, hotels, taxicabs, barbers,
and repair persons) tend to be cheap in poor countries: These services are
relatively self-contained. The model also helps to explain the strong
tendency for poor countries to have comparative advantage in primary
products, for these tend to be more self-contained than manufactured
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products. Within manufactures. poor coUntries tend to have comparative
advantage in the goods which, even in the favorable institutional
environment of the rich countries, are relatively self-contained and are
produced in relatively small organizational units.

4.3 Sharecropping
In many countries sharecroppers are near the bottom of the

socioeconomic ladder and are often perceived by observers to be the
victims of exploitation by landlords, who are typically much bener off
economically and higher ranking in the social and political spheres. The .
practice was widely considered to be "feudal," or in other words, a
remnant of a domination relationship between landlord and tenant, and it
was legally prohibited in many countries as pan of land reforms. The
topic attracted considerable interest among economists during the 1970s,
and one of the successes of the emerging theory of asymmetric
information was a convincing account of why landlords and tenants
would both prefer a sharecropping contract to either a fixed-rent contract
or a wage contract. A wage contract has the obvious disadvantage of
giving the cultivator little incentive to apply effon, above that required
to avoid being discharged, and it imposes a burden of labor monitoring
on the landowning employer. A fixed-rent contract, which makes the
cultivator the residual income recipient of the outcome of the crop season,
provides a strong incentive for effon, but it forces the cultivator to bear
the risk of crop variability, a risk which the poor cultivator is usually
thought to be less willing to bear than the richer landowner.
Furthennore, an annual rental contract gives the cultivator-renter little
incentive to build up the fertility of the soil, since the landowner has the

'right to replace the'current tenant (or threaten to-do so) and raise-the rent.
Even when risk considerations are left aside, it can be shown that

the sharecropping contract provides a more efficient harmonization of the
interests of landlord and cultivator than either of the other two
alternatives, in conditions where building up the fertility of the soil is a
relevant consideration. One intuitive explanation of this result is that
each of the other contracts involves one large "distonion," or gap between
effon and reward, while the share contract involves two smaller
distortions. Since the efficiency loss of a distortion is approximately
proportional to the square of the size of the distortion, the sharecropping
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contract is less inefficient than the other two (Barzel. 1989).
But this explanation still leaves a puzzle. According to Barzel's

theory, the terms of the sharecropping contract, that is, the share of the
erop allocated to the atltivator and to the landowner. as well as the
ancillary conditions such IS the production responsibilities of the two
parties. should vary with the varying relative scarcities of land and labor.
Yet one of the striking empirical regularities of the sharecropping
literature is that the shares tend to be simple fractions (such as equal
halves or one-thirdltwo-thirds) and the shares in a given community are
remarkably stable. even as labor and land scarcities vary over time.

How can this pUZZle be explained? The following explanation is
based on Murrell (1983). In view ofthe imponance in many agricultural
contexts of bUilding up the fertility of the soil, it is highly desirable for
the landlord and the cultivator to have a long-term relationship based on
mutual trust. The cultivator wants to be confident that the landowner will
not replace him as long as he works diligently and invests in the fertility
of the land. The landlord wants to find a tenant who will do just that.
A disadvantage of the fixed-rent contract is that it presents the panies
with a conflict situation when circumstances. such as prices. change. A
change in the rent is perceived as a gain for one pany at the expense of
the other. In a sharecropping contract, this conflict is muted, since the
panies' returns move together automatically as prices change. Moreover.
a landowner who proposes a share that departs from the standard one in
the community is likely to be perceived as unfair and untrustworthy and
he will suffer the consequences of that perception. Consequently as
prices and resource scarcities change, it is the ancillary conditions of the
contract rather than the shares that change. The ancillary conditions are
less precisely defined-and less-easy ·to-compare across-eontraets·thanthe
shares and hence can be changed somewhat without incurring the charge
of unfairness.

4.4 Merchant law and medieval trade
It has long been recognized that the development of a legal

framework in which contracts could be enforced was essential for the
development of commerce in medieval Europe. The new insight coming
out of the NIE is that the emergence of the legal institutions of this
commerce could be explained in term!i of the largely self-intere~ted

102



18 Christopher Clague

actions of the participants.
The emergence ot a rule of Jaw is often thought of as the

development in the community of a stronger commitment to morality, a
greater willingness to put the interests of the community ahead of one'5
private interests. Economic historians steeped in the ideas of the NIE
have explained these institutions instead in terms of the self-interested
actions of the actors. The story they tell is not a testament to the rising
level of human morality; rather it is mainly a story of selfish people
constructing institutions that happened to benefit society (for examples of
this literature, see Greif. Milgrom, and Weingast. 1994; Greif. 1993•.
1995).

Consider the problem of the Ruler of a city who wants to
encourage long-distance trade to take place there so thit he can tax it.
How can the Ruler convince the merchants that he will not seize their
goods'? One might think that a reputation mechanism would suffice.
since a Ruler who was known to have acted arbitrarily against merchants
would lose commerce. But this mechanism is not sufficient; the Ruler
might create confusion about whether a panicular merchant has broken
some law and deserved to have his assets confiscated, so it would not be
clear to other merchants whether the Ruler had acted arbitrarily or not.
From the point of view of the Ruler, any particular merchant's future
trade is of marginal imponance, and consequently the Ruler has more to
gain from seizing the merchant's assets than from taking the tax revenue
from his present and future trade.

Thus the Ruler, in order to make a credible commitment not to
abuse merchants' rights, has an incentive to encourage the merchants to
organize into a guild, the officers of which would be charged with

.' incurring the expense to detenninetbe facts ~f disputes ·between the Ruler
and particular merchants and then informing the members of the guild if
the Ruler had acted arbitrarily.

But the existence of such a guild is not sufficient to deter the
Ruler from arbitrary confiscations. Once a trading center has developed
a substantial volume of trade (and a sizeable population with demands for
goods), the announcement by the guild that the Ruler had acted arbitrarily
would not deter all merchants from trading there. A partial boycott
would lead to more profitable opportunities for trade. Thus to provide an
effective deterrent against arbitrary action!: by th~ Ruler, the guild I!1'Jst
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have means to force the members to respect an announced boycott. The
German Hanseatic League is an example of a guild with the power to do
this, since the individual merchants needed to be members in good
standing in order to enjoy trading privileges in their bome towns. The
expansion of trade between the II th and the 14th centuries in Europe was
not due to technological breakthroughs, but rather to the emergence of
interlocking institutions that served to make contract compliance and
respect of property rights the best strategies for most of the participants
most of the time.

4.5 Corruption, Bureaucracy, and Development
The study of corruption in less-developed countries, once

eschewed as politically incorrect (Myrdal, 1968), has recently attracted a
great deal of attention from economists. One issue is what determines the
prevalence of corruption in a society. Another is the effects of corruption
on economic development.

On the flI'St issue a Dumber of models have shoWn how societies
starting from similar situations may wind up with different levels of
corruption (Andvig and Moene. 1990; Clague, 1993; Sah, 1988). In other
words, in these models there are "good" and "bad" equilibria, with low
and high levels of rule obedience. The models depict different situations
but a common theme is that the probability of getting caught and
punished for breaking the rules declines as the number of violators
increases. Thus in the "good" equilibrium, an individual who
contemplates rule violation faces a high probability of getting caught and
punished, and so people rationally choose to obey the rules. In the bad
equilibrium, on the other hand, the probability of getting caught is low

., -and so people 'rationally 'Choose to-violate 1herules. Themodification
of attitudes along with behavior tends to reinforce the conclusion that
societies evolve along different paths and that in particular it is difficult
to escape from a "bad" equilibrium wbere there is pervasive corruption.
The difference between individual and community culture (see p. 4
above) is again illustrated by the observation that when individuals leave
a society where corruption is rampant and migrate to a society where it
is rare, they tend to adapt themselves to the new environment, where
there are typically strong incentives not to break the rules.

Another detennlnant of the prevalence of corruption is the nature
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of government activity. Where the state limits its role to the protection
of property rights and the enfon::ement of conttaets between private
panies. the enforcement of the rules is made easier by the fact that
usually at least one of the private parties is eager to help the state
perfonn its duty. People want to have their propeny protected and to see
that other panies live up to their contracts with them, and they are usually
willing to cooperate with the authorities in providing infonnation and
otherwise to help the authorities bring violators to justice. When. on the
other hand, the state intervenes in the operation of the private market in
such a way as to forbid private panies from making a transaction that,
both parties want, the task of law enforcement is much more difficult.
The so-called "victimless crimes" of gambling and prostitution are
examples of 'law violations that are extremely difficult to prevent. In
many countries. governments attempt to control prices. license foreign
exchange, and impose burdensome regulations on business, and these
roles create strong incentives for bribes of government officials to look
the other way. Of course a government needs to provide physical
infrastructure and to collect taxes, so its activity cannot be limited to the
night watchman role.

The second issue concerns the effects of corruption on economic
growth. It seems that its effects can vary widely, depending on the
circumstances. Consider the case where government pennits must be
obtained to carry out an economic activity. Shleifer and Vishny (1993)
provide an analysis of the industrial organization of corruption. Where
the permits are controlled by a bureaucracy that is effectively controlled
from the top, there is a monopoly in the supply of pennits and the
monopolist will set his bribes (and the associated quantity of permits) so
as to maximize' his revenue. ·In 1his case. the 'briber "gets what he pays
fOf." Where the different permits are controlled by independent
authorities, the per-unit bribe will be higher. and the level of output
lower, than in the monopolist equilibrium. The different authorities
impose negative externalities on one another. which they don't take into
account in their independent decisions. and the consequence is that the
aggregate amount of bribe revenue and the level of output both suffer.
The worst case is where there is free entty into bribe collection, for in
that case. the per-unit bribe rises without limit and the economic activity
that depends on the pennits declines toward zero. This analysis is in
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striking analogy to Olson's roving bandit (see Chapter S below). The
case of monopoly in the issue of permits corresponds to the autocrat who
establishes secure property rights, whereas the ease of free entry into
bribe collection is one where the govemment is too weak to guarantee the
pennit holders the right to cany out the activity to which the permit is
supposed to entitle them.

It is often remarlced that corruption exists in all societies,
including rich ones and rapidly growing ones. It is easy to imagine
circumstances in which corruption does little or no harm to economic
growth. If the govemment imposes burdensome regulations on business, .
the non-enforcement of these regulations, purchased by bribes, may be
more efficient than enforcement. To take another example, if the costs
of government contracts for infrastructure are inflated by 10 per cent by
required payoffs to politicians. the deadweight loss from these transfers
is likely to be small, provided the needed infrastructure is provided!. On
the other hand, cOlTUption can be extremely costly to growth when it
severely impairs the incentives of potential innovators (Murphy, Shleifer,
and Vishny, 1993; Olson, 1982, Chap. 3), as it is likely to do when it
accompanies heavy government regulation of the private sector.
Established businesses will tend to have ongoing cooperative relationships
with corrupt officials, and they will have enough financial resources to
pay hefty bribes. Potential entrepreneurs armed only with good ideas are
not likely to be able to break into the charmed circle.

The study ofbureaucracy. like that of corruption. has traditionally
lain outside the purview of economists, including those working on
economic development. These topics have been left to other social
sciences, where there are large literatures on them. However, the

.economics of organization (Moe. 1986; Tirole and Laffont, 1992), which
is a branch of the economics of imperfect and asymmetric information,
has in the last two decades offered a different perspective on
organizations from that ofclassical sociology, behavioral political science,
and the field of public administration. As would be expected, in the
economics of organization the emphasis is on reward systems, monitoring

5 To be sure:.. in these cues one must consider the cffec:ts of rule
violations on the attitudes of the rest of society toward rule obedience.
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systems. and individual and group incentives (see Klitgaard, Chapter 17
below).

The application of these ideas to bureaucracy in less-developed
countries is long overdue. It is clear that the perfonnance of govemment
bureaucracies has a major impact on the pace and character of economic
development. Major positive contributions to development have been
made by bureaucracies in Japan, Korea, Taiwan, and Botswana (Levi and
Shennan, Chapter 18 below; Clague, 1994), while ineffective and corrupt
bureaucracies have held back development in many countries. A deeper
understanding of why government bureaucracies perform the way they do .
would contribute a lot to our understanding of why growth rates differ.

I hope this chapter has persuaded the reader that the NIE offers
a useful framework for thinking about numerous problems in economic
development. The rest of this book is devoted to providing further
evidence.
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LEGAL, REGULATORY AND JUDICIAL REFORM

1.1 BACKGRQUND

Durins the 19705 it became clear that many poor countries. probably a majority, in
pursuinS policies that were heavily shaped by ideololY. vested interests aDd/or aD
overarchins concern with equitable distribution of the frwa of development even before
there was much frwt to distribute. bad built severe imbalaDces into the ItI"UCtUre of their
economies. ODe major manifestation of imbaJaDce was that larae spheres of economic
activity were reserved to lovernment enterprises that turDed out to be riddled with
corruption aDd otherwise incapable of leoeratiDa silnificant value added. Another major
manifestation was that incentives to upon both traditioDa1 aDd DeW products were
dampened in favor of substitutiDl impons to meet demaad from a local market that. in
large part because of poor export performance, turDed out to be Ilulaish.

To combat these imbalances the international development commWlity uraed the
countries concerned to undertake programs of 'structural adjustment'. aDd redirected a
significant· portion of imancial assistance to suppon such prOlraJDS. Elements common to
most of the programs were: pursuit of factor-pricina policies that pointed towards free
markets in foreign exchange and capital. thereby IDter all. raisin. alricultural producer
prices; restraint of government expenditure and bank credit to curb inflation; aDd reform
of the public enterprise sector throulh introduction of 'bard budlet' constraints. contract
programs. and privatization.

In 1989 the World Bank and UNDP (mRD 1989) looked at 31 sub-s.Jwan African
countries regarded as needing structural reform and classified them accordinS to the
intensity of their reform programs; 19, or roughly 60 per cent. were judled as having
applied 'energetic' prolrams (Group I), while the remaininl 40 per cent were rated as
having 'weak' programs or none at all (Group 2). A comparison of economic indicators
(unweighted averages) as between the two groups showed that relative prices were inducinl
more efficient resource allocation in Group I. while parameters sucb as asricwtural output.
exports, investment and savings performed better in Group I. OD the other band. duriDg the
last period for which comparative data were available. J98S-87,arowth of real GDP aDd per
capita consumption performed poorly in both IrouPS and neglilibly better in Group I than
in Group 2 (GOP: 2.8 vs. 2.7%"consumptioD: -0.4vs. -0.5%).

The experience of the dynamic export-oriented economies of the :Far East warns us Dot
to expect an immediate supply response from "letting the prices rilbt". A realistic exchange
rate and other market-oriented policies must be securely in place for a few years before
entrepreneurs develop confidence in the lovemment's commitment and are willing to risk
their assets. However, whether out of concern that the response bas thus far been less than
might have been expected, or that remaining obstacles to efficient resource allocation will
mute the response when the time comes, the international development community is DOW
looking beyond the policy changes featured in structural adjustment and eJlmininl other
areas where measures could be taken to accelerate lrowth' One such area. the subject of this
paper, is the legal. regulatory and judicial environment.

Succ:eedins sections will pinpoint the role of the leaal-Telulatory-judicial (LRJ)
environment in affecting resourc:e allocation and entrepreneurial initiative in poor
countries. Phenomena that cause the LRJ environment to impede economic efficiency will
be identified. and options for reform will be examined. Attention will focus initially on
three pillars of the legal system underlyinl every market economy. namely security of
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private property, enforcement of contraelS, and assianment of liability for wronafU)
damaae.

Next, the discussion will consider supplemental cateaories of business law that facilitate
the creation and fundina of institutions ucessary for efficient production and distribution
of many loods and services. It will then review six common fields of business reluJation
that present options for removina obstacles to efficiency (if only by dismantJina the
reaulatory structure altoaether): namely licensinl A concessions; ftlulation of labor, the
financial market and prices; control of restrictive business practices; ud official coDfJieu
of interest.

Since legislation alone does Dot derIDe the LRJ environment, the discussion wW conclude
by examininl the functioninl of the institutions that determine how the .ystem operates in
practice, namely the machinery for settlement of disputes and enforcemeDt of judaments, as
well as institutions that affect the transparency of that operation, Dotably the press.

1.2 THE LEGAL. REGULATORY AND JUDICIAL ENVIRONMENT FOR
DEVELOPMENT

The LRJ environment is taken here to comprise the set of ~les, iDstitutions and
practices aoverninl business transactions. It is a truism that an LRJ system that has evolved
within a tribal or feudal society is Dot adapted to the transactions that characterize a
market economy. Most developinl countries inherited from their former colonial masters
LRJ systems that were consistent, at leut in outward appearance, with business transactions
characterizing pre-World War n industrial societies.

Again in Dominal terms, many of the systems were updated to postwar conditions before
independence, and nearly all developinl countries bave subsequently modernized them,
often following quite faithfully recent leaislative advances in the former metropole or
other industrial democracies. At the same time many of these countries have retained LRJ
restrictions over prices, marketing iDstitutions, employment practices, foreiln trade,
investment and finance that the colonial powers iDstituted to meet ....rtime conditions--e.a.
the monopsonistic aariculturaJ marketina boards established in British colonies durina the
war. This has led to the striking peculiarity that most poor countries bave I plethora of LRJ
mechanisms that protect monopoly, inefficiency and corruption, while mechanisms required
for competitive market efficiency Ire ineffective or Ibsent.

Even when I poor country is endowed with appropriate leaislation and
institutions it does not lutomatically follow that implementation proceeds in such a ....y as
to promote the formation of I market economy. The experience of such economies suoests
that three additional elemenlS must be present to I lreater or lesser dearee:

i. A machinery for senlement of disputes in whose intearity and effectiveDeSS
economic Igents place I minimum level of confidence;

ii. An apparatus for enforcement of judamenlS under (i) whose intearity aDd
effectiveness likewise enjoy the agents' confidence; and

iii. A minimum degree of consensus among economic agents as to what constitute
reasonable rules of the lame, and a minimum level of willinlness to adhere to the
rules;

At first sight it might Ippear that elements (i) and (ii) would suffice to impose the rule

2

117

')
(r /



of law in business traDSaCtiODS, but without the CODSeDSUS UDder (ill). the macbiDery for
settling disputes and emorcinl jUdaments would be swamped and thus ineffective. It caa be
arlued that effective iDstitutiODS UDder (i) and (li) are a prerequisite to achievinl the
required CODSeDSUS. Without machinery for dispute settlement and emorcement of
judaments the incentive to adhere to rules is severely impaired.

The question now arises: what are the principal causes, in poor countries, of:
(a) absence of LRJ rules IDd mechanisms that favor an efficient market economy.
(b) the plethora of rules IDd mechanisms UDfavorable to competition and efficiency,

IDd
(c) wea1cDess of implementatio~ or '.oocr rules and mecbanillDs?

The first. probably most importaDt IDSwer is liDked to the lOurces of political authority
in the Third World. ID many countries. notwithstandinl the trappinas of democracy.

. individuals and ,roups bold political authority over extended periods by virtue of (i) their
bereditary positions in tribal or c....-directed lOCieties, (li) their material wealth. startiDl
with but not limited to boldinp of laDd. and/or (iii) their access to means of repression,
notably the armed forces and the police.

The meaninl of rule of law is that the lepl system is sufficiently insulated from the
locus of political authority to live persoDS not lbarinl in that authority a minimum delfee
of confidence that their riSbts under the law will be upbeld if they foUow its rules. ID
many poor countries this condition is not fulfiUed.A person Dot sharial political authority
cannot be confident that his property will not be confiscated; that his leaitimate mterest
will be upheld if a customer or supplier violates a contract; that be will be able to collect
damages from a party respoDSible for a tort; that be will be subject to (more or less) equal
treatment under various types of resulatioDS; or that, other thines beinl equal, be will have
equal access to concessions offered by the 10verDIDent to encourale investment. production
and employment.

Such circulDStances discourase investment by economic a.ents other thaD those shariaS
in the political authority, and restrict the circle of parties with wbom they are willinl to
enter into otber than instantaneous traDSaCtiODS. ID effect. one is reluctant to conclude
contracts with agents other than those with whom one shares kinship or other social ties
that facilitate enforcement outside the formal lepl system. Clearly such a situation
hampers efficient allocation of resources and retards economic ,rowtb.

Pari pusu with the weakness of human resources that impedes lovemance at BlIDy other
levels, implementation of leaal systems 10 as to promote economic efficiency is also
obstructed in poor countries by lack of trainina and experience on the part of the
responsible personnel. Some countries seem to be oversupplied with persoDS skilled at
manipulatina the law, but others certainly have fewer than they Dee<l. Even if the atioDal
supply is adequate, the aovemment's weakness often deprives the public sector of its fair
share of leaa! draftsmen, judicial administrators, effective prosecutors, and 10 on.

Reviewins different areas of IIw, this paper w~ll examine possible shorteomiDp ill the
legislation currently in force in certain poor countries as well as in its implementation, and
consider options for reforming these lepl systems 10 as to enhance efficiency and lrowtb.

1.3 THE CONCEPT OF AN OmMAL LEGAL SysTEM
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No pretense is made that A.LD. or ally other authority bows enoulh about the cultural
backlround aIld coDSttaiDts or iDdividuai countries to write ideal laws and desip optima)
means of implementiDl them. From the economic viewpoint. all optimal lepl .ystem must
satisfy two conditions: (i) for a liven let of social benefits lenerated by the system. it must
minimize the sum of transaction costs usociated with it; and (li) the mcremeDtaI social
benefit lenerated by another meaure of relulation would barely offset the additioDal
transaction costs created thereby. Transaction cons are of two types: (I) costs iDC1lI1'ed iD
conductiDl lela! procedures. aIld (2) iDefficiencies that arise iD seekiDl to evade those
procedures.

AD example of transactioD COlts is those associated with the IicensiDl or busiDesses. Some
persons desiriDl to practice a trade decide to seek the required permits. while others decide
to punue the trade without the permits. The ("lilt &roup mcurs application and relistration
fees; lelal bonoraria; other out-of-pocket expenses; and the opportunity cost or the time
spent conductiDl .ucb procedures and waitinl for authorizations. These are traDlaCtion
costs m the first sense. A member of the lecond &roup may have to pay proteCtiOD mODey; be
may also find it necessary to coDduct his trade on a smaller scale and in a more transieDt
manner than he would ill the absence of licensinl. thereby producina less. incurriDs biaher
unit costs and leneratinl lower value added. These are transaction costs ill the second lense.

Clearly a lepl system does not achieve optimality by reducinl traDSlCtion costs to zero.
Just as society may decide democratically that new druas sbo~d be tested and approved for
human use, 10 also it may decide to zone some urban areas for nonbusiness use, or out of
bealth or safety considerations restrict certain trades to specified ~. (Government may
also restrict entry to reduce competition faced by current practitioners. but this is • less
reasonable social Objective. indeed in most cues • perverse one.) If these restrictions are to
be enforced, then some transaction COlts are unavoidable. Cenain trades will be difficult to
close altogether to operators without permits; suppression beyond • certain point would
iDvolve administrative costs in excess of the social. cost posed by their operation.

An impol'Wlt element of transaction costs is the insurance premia that economic ..eDts
pay in order to limit the risk of havinS to cover damases caused by their actions (in the
absence of insurance coverale, the cost becomes the risk of havinl to cover damales
directly). Both damales and. accordiDlly. premia that suffice to compensate for them are
minimized to the extent that (i) alents pay premia in proponion to the probability of
causing damages, and (li) the lepl system establishes rules for assessing damaaes objectively
and lSSigninl them fairly to those responsible. Lack of such rules makes costs less
predictable. increases risk and poses obstacles to entrepreneurial initiative.

Saying that to each set of social objectives there corresponds an economically optimal
LRJ system does not carry us far towards decidinl what LRJ system is optimal for a liven
COUDtry. One reason is the variability of social objectives pursued by different loveraments
It different times, and by different social IrouPS, even individuals. Obviously it is not up
to A.l.D. or ally other outside aaent to set social objectives for a sovereiaD country.

A case in point is ownership of aaricuJruraJ land. In western industrial societies this is
private propenYl subject to the same LRJ treatment u any other asset class. As will be
shown in section 1.4.1 below. some Asian countries with vilorous market economies have
pursued social Objectives throulh proarams of lind reform in which holdinas above cenain
sizes were confiscated at prices weU below market. Others, especiaUy in Africa. follow' the
policy that aeneralization of fee-simple ownership. would prejudice legitimate interests of
holders of subsidiary riahts without compensating economic benefits.
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A second reason for caution in prescribina a unique LJU system is our lack of kDowledae
as to which of· severaJ alterutive approaches to a Jepl or relulatory issue wlll yield the
most efficient resulu. What transactions cosu would bve been incurred in the abseJlce of a
particular lelal scenario? In what cultures is a comprehensive code more efficient thaD •
common-law approach leaviDl it to the courts to formulate the law incremencaUy? What
variant of corporation law represents the most efficient model for • particular
environment--that of Delaware, New York, or Britain? Should one eschew cuneDt westerD
models and look for arlier, less sophisticated YUiaDts? What is the iDteraction between the
lelal and political systems? Are some models more efiscient iD a multi-party ftrIIIS a cme
party state? In an iDflationary ten.. a stable 'economy? What are the trade-offs between
equity and lrowth? Is lrowth helped or hindered if'small entrePreneurs have the ame
access to a sluaph judiciary as a captain of industry?

Notwithstanding these uncertainties one can properly take Dote of the iDcreuiDl
worldwide consensus that competitive market economies, equipped with safety Dets for
vulnerable members of society, perform far better iD JatisfyiDl the wants of the muses
than other types of economies. Therefore it is appropriate to seek leneral principles of L1U
reform suited to makinl competitive market economies function better, while W&tchiDa out
for cultural. and other factors that call for varianu of the overall stratelY.

This will be done in the succeedinl sections by'first considering three basic elemenU of a
legal system suited to a market economy, namely property, contracU and torts; Dext
examining three further areas of busintlS law, vh. company law, bankruPtCY and secured
transactions; then tuming to six areas of business relulation, Le. licensiDl A conceaioDS.
labor regulation, financial market relulation, price control, control of restrictive business
practices and official coDfiiets of interest; and imally lookinl fUDCtionaily at three
categories of implementation, namely dispute settlement, executive enforcement and
institutions promoting LJU transparency,

Before proceedinl to the iust area of Jelal substance it is appropriate to aclcDowledle
the intellectual debt owed by this field of analysis to the writiDp of the Peruvian
economist HertWldo de Soto, especially in his acclaimed work The Other Path (1989). No
other writer has yet assembled as much evidence of the obstacles posed to economic activity
by a distoned LJU environment.

1,4 fOUNDATIONS OF A LEGAL symM fOR A MARKET ECONOMY

As noted by de Soto, propeny rilhu, contracu and extra-contraCtUal liability (known by
lawyers as 'torts') are the three foundations of a leaaJ system suited to • market economy.
The followinl sections consider brieny the relationship of each of these to developmenL
Implicit in the discussion is not only the substance· of the relevant laws but their lIWlDer of
implementation, that is the extent to which the intent of the laws is realiud throulb the
machinery for settlement of disputes and. executive eDf'orcemenL

1.4.1 Property Rj,hts

In neoclassical economics a system of propeny rilhu is ICOnomicaUy efficient if' the
rights are universal (i.e. all propeny is oWDed by someone, wbether the party is private or
public), exclusive and transferable. The theory Jays that property with DO lepl owner is
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likely to be abused; an owner without exclusivity will iDear ueconomically JU,h costs iD
protectiDa his claim; while transferability eDSures that property accrues 10 operators
capable of realizina the hi,hest value added from it. Property law serves to establish and
enforce property riahts, settle disputes and asiln riahts amona Ie,itimate uses that are
iDcompatible.

Goina beyond these precepts DeOCJassical economics prec:licu that private ownership of
the meaDS of production will ensure substantially more eff'lCieDt use of them t1wl state
ownership. Little more need be aid about this iD an era when state ownership has been
resoundiDaly ctiscrec:lited and societies that utiJ recently espoused doctriDaire COllUllwUsm
are suuUliDa to create and apportion individual Property ripts that will .eurate the
meentives needed to revive production.

A dramatic illustration of the returns from facilitatiD, private ownership in a poor
country is provided by de Soto's estimate from a sample of 37 informal residential
settlements in Lima, that iDvestment in an averaae house in settlements where occupants
were able to obtain land title was worth nine times that in houses whose occupants could
not obtain title. This does not mean, of course, that the state may not have a leaitimate
interest in protecting certain domaiDS from settlement. in which c:ue denial of title can be
justified.

Not surprisingly, de Soto f'mds that a business' ability to defend its ri,hts in property is
correlated with its status vis-i-vis licenses or permits required' to operate leplly. If the
business chooses not to acquire or is denied leaa! status, then its access to the leaaI system to
defend the property it uses in trade qaiDst encroachment by the state or private iDterests is
severely limited. No one would &rIue that such access should be provided to anti-1OCial
enterprises, but De Soto's thesis, to which we return in discussin, business reaulation, is that
rent-seeking bureaucrats and/or established busin~es seekiDa a shield aaainst competition
have elevated the costs of re.istration and liceDSina far above the value of any social
benefit aenerated thereby. Thus, reform in this area would not only enhance the value of
much business property oWDed by small businessmen, alona with their iDcentives to acquire,
create and use sucb property, but it is also desirable on its own merits.

Postwar experience in some poor countries has led maDy economists to conclude that the
neoclassical paradiam of private ownership u a key 10 efficient use of resources needs to be
qualified where concentration of holdinp passes certain limits. This applies particularly to
ownership of land, and specifically in aaricultura1 area juxtaposina larae iDdividual or
corporate holdinlS with smaJlholder aariculture and landless rural labor. Some experience-
for example, that of Japan. K.orea and Taiwan--suUests that state-imposed land
redistribution, apart from its merits on lrounds of equity, can lead to more intensive use of
factors. Taiwan's land reform was conducted with sufficient skill so u to leave displaced
landowners with incentives and some wherewithal to spearhead iDdustrialization. This
formula has not yet been put to the test in countries such as the Philippines, Morocco and
much of Latin America, where landowners retain sufficient political clout to resist land
reform.

A different type of qualification emeraes from experience in rural Africa. where lOme
administrations, eneouraaed by donors, have introduced individual land titliDl with the
intention of stimulatinl alricultura! investment throuah formation of a land market and
use of land u collateral for bank credit. Evidence from several provinces of K.enya
(Shipton 1989, Atwood 1990) suaaests that this efron has often failed to produce lbe desired
results. Traditionally, land is subject to hierarchies of riahts and duties that shift as
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children Irow' up ad parents qe. Individual titlinl IUPPresses the interests of subordinate
riptsholden both within the family-- particularly female memben--aDd outside it.
Irrespective of the effect on resource allocation, the impact OD social equity u decidely
advene. In areas where both mixed farmiDa aDd herdinl are practised, with land riahts
subject to seasoDal oscillation, interests of the putoraUsts likewise tend to fall by the
wayside.

At the same time the efficiency benefits of titliDl are throwo into question by the fact
that only a miIlor fraction of luccessioDS aDd other post-titliDl traDSfen are reaistered.
Meanwhile lenden' attempts to foreclose on land posted u collateral aDd resell it are
frustrated by neilbbon aDd JciDsmen. Hence the banks remain aloof from lIDI11bolder
credit.

This experience bas encoura,ed JOCiaI scientists to reexamiDe traditioDIJ IaDd tenure
systems in Africa aDd reeoDSider their IUPposed inefficiency. The current tendency .is to
stress the security of tenure usociated with maay systems, the f'mdina that tenure .issues are
not a major obstacle to innovation, and the fact that. even under traditioDIJ systems, much
4e facto transfer occurs from relatively inefficient cultivators to penoDS who use more
inputs aDd obtain hiaher yields. As for credit, this can be secured by chattel monaases in
livestock or maChinery, cosilnltures by paUGDS, aDd &roup luarantees, u seen in rotatiJlS
savings and credit USOCiatiODS. A current hypothesis, linked to the discussion of f'mancial
market reform below, is that liberalization of that market throuah leplization of informal
credit would increase the supply of credit and lower interest rates to farmers.

In a nutshell, issues of property in .,ricultural Iud biJhli,ht the teDSion betweeD theory
and observation, leadinl us to qualify the neoclassical paradi,m reprdinl individual
propeny. In some Asian countries with hi,hly unequal land distribution. imposition of
ceilinas on boldinas has had a beneficial impact on both equity aDd resource allocation,
while in some African countries imposition of individual titJiDl on a complex web of tribal
rights and obligations has compromised equity aDd failed to promote powtb.

) .4.2 ContACts

Any exchange of goods or services involves at least implicit contracts. Contraet Jaw spells
out the terms of implicit contracts, sucb u undocumented sales, aDd establishes procedures
for implementinl the terms of both implicit and written contracts, for IettliD, disputes
about implementation, for determiniDl remedies for breach of contract. and in JeDeraJ for
meeting continlencies not all of which can be anticipated even ill • written contraCt.
Contracts are particularly important for lenina the terms of those transactions and
relationships whicb stretch over a period of time.

Economically, contract law is subject to two tests: (J) it should enable parties to match
their preferences, and (2) it should maximize predictability, munin, that it produces
outcomes that the plmes would bave specified ill their contract had they foreseen the
relevant contingencies from the outset. An important condition for passina test No.2 .is that
contract law must allocate risk in • fair manner.

De Soto's analysis of the informal sector in Peru illustrates the obstacles faced by a
businessman who cannot reson to enforceable lelal contraCts. His inability to incorporate or
form partnerships restricts his access to debt and equity capital, thus IimitiDa the size of his
venture aDd ability to realize economies of scale. The lack of effective luaraDlees for
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performance by unrelated customers and suppliers restricts his wll1iDlness to deal outside a
circle of close social conlaCts subject to informal luaraDtees. Lack of access to enforceable
loaD contracts restricts the circle of borrowers wbom a financier CaD service.
NODavailability of enforceable nntal contracts dampens readiness to invest in nntal
propenies, thus restrictinl the .upply of rental bo.usinl--a phenomenon also uaociated with
rent controls (and not only in poor countries).

1.4.3 Torts (ExtrJ-ContrJetplr Liability)

Ton law defines the responsibility of operators via-A-vis parties with wbom they have DO
contractual relationship. It identiiaea WIOnlful clam.qea caused by action and inaction.
enacts procedures for assessinl their value. and thus lays the basis for msurance 10 spread
risk efficiently. in the process eDhaDcinl predictability for business operators. .

Ton law is subject to two economic tests: firstly. it should ensure that pamea wbose
interests are wrongfully harmed wiJI receive full, but not excessive, compensation. (Since in
practical terms some awards will exceed actual damales while others wnt underestimate
them. the criterion becomes one of ensuring that 'expected' compensation is equal to
damages.) Failure of the law and its enforcement to meet this test imposes traDsaction costs
in the form of measures (i) to forestall wrongful damales that milht be iDfUcted by
competitors and others, and/or (il) to compensate for excessive awards. The reaultiq costs
and risks involved may deter operators from production (this 'is not limited to poor
countries--cf. U.s. obstetricians who retire rather thaD pay insurance premia required to
cover recent jury awards).

The second test is that the law .hould induce operators to take efficient precautions to
avoid causing damages. Precautions are efficient when the incremental expected damale
they avoid barely offsets their incremental cost. (Absolute precautions are not efficient
because they are tantamount to non production). Operators CaD minimize their risks tbroulb
liability insurance, It which point insurers ISSUMe the burden of ensuI'iDa precautions.

The issue arisinS most often in practice reprdiDa torts is one of implementation rather
than legal substance. In many countries small, poorly connected laents bave little cbaDce of
collecting damales from powerful operators. The intervention of lOme coun systems in
transactions of the market economy is either 100 inefficient or 100 easily bent in flvor of
the powerful to give the majority of operators much confidence in that remedy. This may
be offset partially by traDSfenina the onus of colleclina damales to an insurer capable of
defending its own interest. The resultins costs must be reimbursed throuah relatively hip
premia (cf. collision luto insurance). For all businesses this increases operaUDa costs; for
those not properly reaistered. insurance is often not Iccessible.

1.S SUppLEMENTAL BUSINESS LAWS

I.S.l Company Law

The essential function of company law is to limit tbe liability of shareholders to their
shares. Without such protection, equity investors in an enterprise wbose assets are exceeded
by its liabilities are themselves liable up to. the full extent of their assets. Under sucb
conditions few investors would be inclined to help capitalize enterprises over whose
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operations they bad little control. III the production of lIWly loods ad services in a modem
market economy, reaJizinS economies of scale requires capitalization far uceediDl the
means of the entrepreneun directly involved, their families, and/or parmers.

Equity filWlcinl achieves iu POtentia] within the fnmework of securities markeu,
which do not yet play a siaDii1Cl.Dt role iD most poor countries, thouBh efforts have recently
iDtensified to launch them.

1.5.2 BankrupteV

The establishment of orderly procedures for tnDSaCtiDs aD enterprise', cessation is a
vital component of business law. BaDkruPlCy is a Dormal, eYeD Decessary pheDomnon iD a
market economy; iu rate varies with tbe busiDess eyele, but there is aD UDderlyiDa healthy
rate for every economy.

Governmenu of poor countries often try to stifle bankruptcy of not only state-owned but
also private enterprises on the around that it leads to unemployment aDd wastale of capital.
The result, however, is that scarce resources drain iDto iDefficient enterprises, iD the process
creating unfair competition for efficient ones. Owners of baDkrupt enterprises are also
prevented from wipinl their slate cleo ad aettiDa a fresh start.

In cases where enterprises ClnDot be kept afloat, lack of adequate 1eaislation ad
supervision vitiates orderly establishment of priorities amonl creditors aDd opens the de
facto liquidation process to fraud. This increases the risk faced by fiDucial institutions,
creating costs which they must pass on to borrowers.

1.5.3 Secured Tranuctions

So as to facilitate investments financed at least in pan by credit, creditors must be
assured of ability to realize their collateral without delay iD the event a borrower defaults
on service payments. III lOme poor countries the law aDd iu implementation are biased iD
favor of borrowers; there aDd in many other COUDtries the realizatiOD of collateral is a
tedious ad expensive process. This has the effect 'of dimiDishiDl the cred.itwortbiDess of
Dew borrowers and thus bamperiDl investment.

1.6 BUSIN'fS5 REGULATION

1.6.1 Licensing "Concessions

In many poor countries issuance of permiu to enable enterprises to stan up is a tedious
process that imposes silnificant cosu on would-be investors without aeneratins •
correspondinl social benefit. De Soto offers precise data RSlrdinl the burden of official
authorization procedures on aspirinl Peruvian investors. In the case of housiDl, • aroup of
low-income families desirins to build leplly on state wastelud must spend on avenae 6
years II months to obtain the required permits. Adjudication of the !aDd alone requires 207
bureaucratic steps, involvinl 48 different lovernment offices and takiDl 3 years 7 months.
The process would cost the averale family 52,156, equivalent to" years I months of the
minimum wage.
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Simulatina the opeDiDI of a store. de Soto cl associates found the required procedures
would lake 413 days and cost I year 3 months equivalent of the minimum ....Ie. Petty traders
joininl tolether to build a market would need 1 years to obtain the necessary permits.
ObtaiDiDl approval (or a mini-bus route would take a JI'OUP of owners 26 months. while 27
months would be required (or a liDale owner to oblain a concession to ply the route.

Taking a DJIlple of 50 informal manufacturers. de Soto et at found that the direct
recurrent cost of keepinl abreut of lepl procedures would have amouted to nearly 350'*1
of after-taX profit and 11.3% of production COlts. 73% o( this c:orrespondiDa to DOnlU lepl
costs. SurveyiDl 37 1e",ly established manufacturers. they found that 40% of the
administrative staff's workina hours were devoted to complyiDl with bureaucratic
procedures.

In decic:liDa whether to license DeW enterprises 'Or expansion of existiDl ones, some
lovernments take it upon themselves to police entry into particular sectors on commercial
arounds and/or second-Iuess the commercial judlments of entrepreneurs. In 1915 India's
Ministry of Industry rejected over 100 investment proposals on one or more of Dine
different Irounds. of which three were (i) the existence of adequate capacity in the sector
in question, Oi) the proposal fell shon of "minimum economic capacity". and (iii) the feed
stock or raw material required by the project was not available (Gray 1991). Considerina
that efficiency calls for a constant movement of enterprises into and out of a Jiven sector.
it is difficult to reconcile such a licensinl policy with efficiency..

Concessions consist of benefits which loveroments offer to businesses. both (oreip and
domestic, to induce them to invest, particularly in manufacturinl. Typically they (ocus on
exemptions from taxation. Many countries offer duty free impon of capital equipment.
and/or exemption from profits tax for a raed period of years; drawbacks of customs duties
on imports used to manufacture loocls for expon is another common feature. This latter
benefit may take the form of declarinl an enterprise to be a duty-free lOne. or aareeiq to
its inclusion within an industrial estate that enjoys such status. Mother common concession
involves lrantinl an enterprise access to lovernment-controlled real estate on terms more
favorable than are available on the private market. Some investors secure promises of
protection against competinl imports or apinst approval of investments by third parties
that would compete for the same local market.

More .often than not the results of these pacbles are disappointiDl, in that they attract
less investment than expected. For their pan many would-be investors complain about the
bureaucratic tanlles they encounter in seekinl approval of concessions. involvina a need to
secure clearance from a multiplicity of asencies. enaenderiDl lenlthy delays and escalation
of investment costs, sometimes includinl payment of bribes. Some countries have witnessed
repeated efforts to reform the system. typically throuah establishment of a superalency
with the authority to ensure 'one-stop shoppinlt (or aspirinl investors.

As with most types of reaulation, leaitimate social objectives militate .pinst JiviDl
every operator all the concessions he milht ask for. Grantinl investors extraordinary
protection aaainst competinl imports and investors is in most cases a recipe for economic
stagnation. In this vein, the Fiat Motor Company's enlistinl Kenya lovernment ministers in
helping it in 1976/77 to break the exclusivity previously lranted to another motor vehicle
assembler was probably an economically positive development, notwithstandinl its
ovenones of corruption.

The decision-making authority should have the competence to decide what concessions
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are undesirable aDd the power to refuse them. At the lalDe time there should be a III.Ddard
set of concessions whose approval is subject 10 as little administrative discretion as possible.
10 as to enhance the transparency aDd Predictability of the system aDd minimize opemas
for corruption.

It should be noted that no system of licensinB aDd concessions CIIIl or should 'UU'aDtee
commercial viability of aD investment, nor protect it apinst ill-advised macroeconomic
policies that brial about inflation aDd overvaluation of the ucJwa.e rate.

J.6.2 Labor R"ulation

Most poor countries have detailed labor codes that end up by carbin, employmeDt
creation in the formal sector. Adopted in respoDSe to a combination of pressures from trade
unions. politicians seeking suppon from' formal-sector Wile-earners. lAd intellectuals who
believe that labor relulation can improve the welfare of the masses. the codes typically
include minimum Wiles. required supplements for ovenime or Diaht work. minimum safety
and health conditions, vacation periods, Participation in the social security system.
restrictions on firinl (which often requires lovemment approval), severance pay. aDd
procedures for settlement of labor disputes. Minimum wales often differentiate between
alriculture' and the rest of the economy, and IOmetimes between .eolraphical areas.

All these provisions increase the cost of hirial labor for those employen, notably the
formal sector, who are subject to lovermnent supervision. Security from dismissal hampers
discipline and reduces workers' incentives to become more productive. oPerators respond by
substituting capital equipment and other factors of production for labor, and for lOme
operations prefer to hire on a pan-time aDd/or casual basis rather than expand the reauJar
payroll. The stricter the code, the lreater the risk that lOme potential investors will be
deterred from any commitment. Strict codes also reduce mobility of labor between ('ums
and industries, limitinl the cross-fenilization of skills which is reponed to yield positive
results in economies such as Taiwan, Honl Konl and Sinlapore. (On the other hand Japan
does very well with labor mobility that is much more limited thaD in western iDdustriaJ
economies.)

Unrealistic increases in the minimum Wile uDaCCompanied by ('ascaI and monetary
discipline a&lrawte inflation 10 the detriment of the development effort. Here apia the
effect is to restrict employment in the formal sector below what it would otherwise be,
involving aD obvious social cost.

A system of labor relulation is efficient when the social benefit of the DW'Iinal iDcrease
in job security and working conditions for formal-sector worken barely offsets the social
cost of the marginal reduction in total employment in the formal sector. Beyond this point,
sreater equity for the minority of a poor country's labor force privi!eled to work in the
formal sector is clearly offset by loss of job opportunities and thus income (aDd equity) for
less fonunate citizens. Political dynamics in some poor countries, where the leadership
concedes the demands of orsanized labor without beiDl aware of the impact on job
creation, has carried labor relulation weD put this equilibrium.

The same dynamics makes it difficult to rescind any component of a labor code.
However, srowing appreciation of the benefits of market orientation has made
policymaken increasinlly aware of the social cost of limiting enterprises' freedom of
manoeuver. Senesal in 1988 abolished a requirement that all birinl by formal-sector
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employers be Conducted throulh public labor excbaDles. The levere rucal cnmch facinl
most lovernmenu has stiffeDed their baJ'piDinl posture in miDimum wqe Delotiations.
Many 10VeI'DJDeDU are in the process of replacinl restrictions OD job loss resultiDl from
bankruptcy. cessatiOD or operatioD or reductions in force. with venions of the 'safety Det'
long characteristic of western industrial ecoDomies. Dotably uDemployment compellllltion.
'Iolden handshakes'. and IOciaJ welfare beDefits in cash aDd kind. The Eutem European
countries are in the forefroDt of this movement.

1.6.3 financial Market Resyl'tion

The esseDce of credit is the uchaDle of preseDt claims over resources for future claims.
Since no ODe would enter into such aD UTaDlement without lOme mechaDism to eDf'orce
future claims, the fUDctioDiDI of a credit market is particularly dependeDt OD the LRJ
environment.

Many poor countries have 10DI been accused of enpliDI in financial 'repressioD',
meaning that controls on deposit and IeDdinl rates of iDterest, resultinl in Deptive real
rates, together with sectoral alIocatioD of credit, have constrained the formal rUWlcial
sector to a relatively limited role. later alla deposits bave been divened to DODbaD.Ic
institutions offering less security.

StruCtural adjustment Prolrams have typically called for liberaliziDa the fiDucial
market by freeing interest rates and reJyina on indirect measures to keep credit expansion
in line with prudent monetary policy. Reserve requirements constitute ODe such measure.
though currently less popular than the discount rate aDd open market operations with
10yernment securities.

In some countries the reforms have hampered borrowers' ability aDd/or wiIliDaDess to
repay loans on time. Higher nomiDal interest rates. have impeded their ability; moreover,
where a borrower was once concerned to maintain his creditworthiness with a particular
lender in order to secure additional loaDs at low real rates, it may DOW be in his interest to
delay repayment while borrowing elsewhere at rates equivalent to the market rate
demanded by his customary creditor.

Judicial systems in most poor countries are unprepared to deal on a low-cost and timely
basis with the enforcement of contracts involvinl loan repayment. Timeliness is
panicularly important because the value of collateral may deteriorate u the borrower
procrastinates. Anticipating heavy transaction (i.e. foreclosure) costs, lenders may rmd
unprofitable some credit transactions that would otherwise increase efficieDCY by shiftina
resources into more productive uses. HeDce one facet of desirable LRJ reform is to reduce
these transaction costs, while retainina Ilfeauards that protect borrowen from unjustified
creditor claims. Costs of foreclosure must be low enoulh to pose a credible threat, i.e. they
must not offset recovery of any pan of the outstandina debt.

Some aspects of financial reform presuppose substantial uparadiDg of the market's LRJ
enyironment via the infrutructure for prudential ....ulation. Financial liberalization
increases competition amona lending institutions for both deposits and borrowers and
induces them to take areater risks than they did in a 'repressed' environment. The system of
10yeroment supervision desilned to control these rislcs is not one of the modes of ....ulation
that structural adjustment seeks to abolish or restrict; quite the contrary. notwithstanding
the difficulty of the task (d. the current U.s. Slvi~1S .t loan experience).
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Examiners must analyze loan portfolios to look for concealed selt-dealiDl in the form of
101DS benefininl related parties of an institution's' principals; they must also look for
nonperformins loaDs whose status is disluised by refiDUlcinl. A recent shakeout in Kenya's
financial sector hilblilbted the low educational Status of the central bank's euminers and
their lack of incentive to persevere in ferretiDl out details of their subjeccs' operations. The
result was a series of failures that bas cenaiDly lessened the now of ..vinas iDto the
fiDaDcial system. In a nucsbell, inefficient bank eumiDers cost an economy much more thaD
do non functioDiDI qricultural extension alencs.

In the same connection a country's LRJ system must be preparec1 to deal with iDsolvency
of financial institutions. This is UlIJoaous to the previously cited Deed for efficient
bankruptcy procedures, ..thoulh in the present cue the slakes teDd to be hiaher because of
the number of creclitors (depositors) involved and the impact of failure of any rUWlciaJ
institution on confidence in the sector as a whole. The ideal is a system of msurance for
depositors, accompanied by intensive IUpervisioD; in ics absence, some 10vernmenCS have
tended to overreact to insolvencies by drawinl on the budaet to cover deficics,
indemnifyins even luiJty parties. This bas encouraled laxity in both operation and
supervision of ("mancial institutions.

Finan¢ial relulation in poor countries has traditionally been yet another iutuce· where
excessive restrictions on entry coincide with inadequate attention to matters tbat
lovernment ousbt to relulate. Liberalizltion bas involved reduciDl these barriers to entry,
altboulb few disalree that special licensiDl (i.e. charteriDl) procedures are called for in
view of tbe banks' power to create money. As with licensinl of other catelories of
businesses, true promotion of competition requires that this be conducted transparently,
based on standard criteria such as capital adequacy and non exceptionable manqerial
profiles. .

Comprehensive reform entails thinkinl constructively about the role of the informal
financial sector, whicb has traditionally been at best ilnored, often subjected to harassment.
Informal lenden have recourse to social relationships with borrowers and their famiJies to
ensure a hiSb rate of repayment. In some countries they take IS collateral post-dated checks,
default on whicb is subject to criminal rather than civil penalties. In the extreme they rely
on strons-arm tactics to recover movable assecs. The iDformals depend very little on the
formal lelal system, even if it does not 10 so far as to outlaw them.

It has become increasinlly clear that this sector alone can service the credit needs of
large groups in society. Informals can playa key role in retailiDl credit which the formal
sector provides them in the role of wholesaler. The question arises as to what if any
resulatioD can effectively toucb the sector and is desirable to limit abuses. To beain with a
revision of the approach of outlawina informal finance is called for since, to the extent it
has any effect at aU, it only drives the activity underaround and increases coscs. It makes
more sense to recolnize the profession, perhaps warn the public about the lack of
luarantees for deposits, and provide a lepl basis for prosecutinl misinformation and other
types of fraud.

Finally, poor countries are currently the object of Ienerous technical assistance aimed at
helping tbem develop securities exchanges and associated reaulatory bodies. In most
countries tbe main obstacle to development of securities markets is the lack of adequate
information about the financial condition of entities wishiDa to raise funds. The LRJ
system must be capable of definins and enforcins requiremencs to provide reliable and
relevant information--including rules to deal with insider tradinl abuses and other forms of
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fraud. Also required is a basic framework for the proteCtion of miDoriry interests.

1.6.4 Price Reaulation

The majority of ,overnments of poor countries have at ODe time or another mStituted
legislation and machinery to control wholesale and re1ail prices of so-called 6esseDtiar loods
and services. Traditionally .uch measures have beeD motivated by a populist CODCem to
protect the masses or seleCted .roups from exploitatioD by producers and traders. Some
,ovemmencs (and DOt ollly in poor countries) have resorted to across-the-board price
controls as a measure to coDtrol iDflatiOD.

Nowadays the coDSensus based OD observatioD of price coDtrol in poor as wen as DOt-so
poor countries is that its results are leDerally perverse. Its most severe dnwback is to
cunaiI supplies, leadiDg to ahonaaes which raise prices for many coDSUlDers, ofteD amoDI
the poorest. who-lack access to re.ulated distribution chanDels within which the CODtroned
prices are enforced. Producers and distributors incur evuion costs, thereby raisin, the cost
of distribution. Based on the accumulated evideDce, most structural adjustmeDt Prolrams
call for reducing controls to limit them to produces of public utilities and other IO-caUed
'Datural monopolies'.

An AID-funded research program by Moroccan' ,ovemment and university ecoDOmists
examined the impact of price controls aDd their removal OD the· business environment in
that country. The study found that a substantial share of manasement eneray was devoted
to seeking positive action on requests to raise price ceiliDas in response to cost iDtIation.
Firms tended to regard the ceiliDas IS simultaneously minima and maxima. 10 that price
competition was suppressed, and market shares remained ltatic. Firms invested enoup to
retain market share but refrained from taraetins expon markets in the expectation that
permitted margins on the home market would I10t cover the costs of breakiDS into foreisn
markets. Finally, the study found that. instead of Qusins inflation beyond that induced by
inescapable cost factors, liberalization introduced an element of dynamism that made the
respective markets more competitive and forced producers to become more .fficienL

1.6.5 Competition foHey

Competition policy is widely reprded as a IoSicaJ complemeDt to free trade (and
alternative to price control) in holdin. prices to levels compatible with efficiency.. Free
trade does a sood pan of the job m-.-m tradeable .oods and services, but all industrial
countries have found it desirable to take supplemenral measures to promote competition in
the domestic market.

The LR) environment as a source of anti-competitive poetica, The 6trusts' whose
behavior inspired the modem world's first active Competition policy in the United States
were, of course, private, but in many poor countries today anti-competitive practices are
more an outcome of lovemment intervention in the economy than they are of actions by
private operators seetin, to undermine competition or conspire .,ainst consumer interests.
Governments award de jure or de flcto monopolies to enterprises, public and private;
favored enterprises receive oven and hidden subsidies and benefit from riUed lovenunent
procurement; conversely licenses, concessions, foreip exchaD,e and credit are denied to
competitors. Much of this behavior is associated ei",er with outriSht corruption, that is
bribes paid by domestic and/or foreisn operators, or with conflict of interest, where
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loverument officials maintain a penonal stake in.enterprises whose operatioDS are
influenced by their relulatory actioDS. (This phenomenon is treated specifically m the
followinl subsection.)

These practices substantially increase both the costs of doinl business and the risb to
which enterprises are subject. Manalement resources are devoted to buyi!ll favor with
officialdom. Conscious that their f"mancial health depends on the favor of the current
loverument, and· aware that muy lovernments lead a precarious existence, enterprises are
more cautious about new mvestments thaD they would be if they could rely on their own
business acumen.

The most important departure m carbinl ,overnment-directed anti-competitive practices
is adoption of the packale of reforms identified with structural adjustment, that is
substitution of the market mechanism for allocation of resources by,ovemment decree.
This involves aIlowina the foreian uehanae and interest rates to reach equilibrium levels,
so that foreian exchanae and credit are DO lonaer allocated by administrative rat; it
involves placina al] imports, except those controlled for health and security reasons, under
Open General License; and it involves the pursuit of macroeconomic policies that restrain
budlet deficits and inflation, thus forescalliDa the pressures that lead lovernments to
reimpose discretionary impon and credit controls.

Apart from these measures, relulatory reaimes need to be revamped to m"imiB
transparency and minimize official discretion. Laws that reaulate liceDSina of enterprises
should be supplemented with written reaulations that specify clearly the criteria UDder
which licenses wm be aranted or denied. The SIDle holds for concessions.

Control of restrictive bysiness met;"s CRBPl. A majority of mdustriaJ economies did
not follow the U.s. and Canada in enactiDl leaislation laaiDSt UP by business operators
until after World War II, but aU of them now practice UP contro] as an essential part of
their policy toolkits. The EEC polices UP in intra-European trade and harmonizes
legislation among its members, wbile the OECD coordinates competition policy amona the
wider community of western industrial nations.

Conversely, few non-European developina countries have thus far adopted anti-UP
legislation. The current number is around ten, includina four in LatiD America (Arsenlina,
Brazil, Chile and Colombia), five m Asia (India, Korea, Pakistan, Sri Lanka and Thailand),
and so far only one in Africa (Kenya). There is some question as to the appropriate staae m
a poor country's development for adoptiDl such a measure. Korea did very well before
establishing its Office of Fair Trade in 1981, althoulh it did 10 then in respoDSe to a
strongly felt need arising from weakeninl private initiative, overconcentration of economic
power among conglomerates, and unfair trade practices by firms with substantial market
power (Gray 1991).

Norwithstandinl variations in enforcement, there is a broad consensus amonl UP
control authorities in these and the industrial countries as to what practices should be
prohibited or restricted. India's Monopolies and Restrictive Trade Practices Commission
reflected this consensus in summarizing its cues in 1985 as follows: restrictive zoning of
dealers; tied sales; refusal to supply; collusive boycott of a supplier; discriminatory prieina
or discountina; exclusive dealinl; resale price maintenance; collusive tenderiDa; price
fixing; and a sinale supplier's abuse of market power to manipulate prices (Government of
India, 1987).
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There is much less CODSeDSUS, even in industrial countries, as to what CODStitutes a cellini
on market share beyond which merlers and acquisitioDS should Dot be permitted 10 10. Poor
countries justiiJably point out that minimum economic scale in lDIDy iDdustr~es. is
tantamount to I biller share of a IIDa1I market thaD of a larJe ODe. Where this IS true, free
trade that exposes producers to fomln competition is a preferable meaDS of preventiDa
abuse of market power.

lJ1 the baDds of an administration Dot dedicated 10 the spirit of competition poliCY, UP
control JeJislation CaD become limply ODe more instrumeDt for iDterferiDl with bUliDess
initiative. nus is illustrated by a recent experience wbere the iDaulural uses made of I
competition policy apparatus were perverse, aimed at frustratiDl initiatives by businessmen
(rom aD ethDic minority. Such moves, even if motivated by concerm of equity for an
economically disadVaDtaled majority, udermine erracieDcy and retard arowtb.

ODe CaD araue that in this case introduction of an UP coDtrol mecbaDism was
premature. ExperieDce IUllests that in a society where arbitrary behavior by the
Idministration is common, it is better Dot to undertake such relulation UDless most decision
making power can be usilned to a judicial or quai-judicial tribUDll staffed by penoDS in
whose intelrity the business commuDity will have a certain level of coDfideDce.

It is also important to enlct procedures eDSurinl timeliDess and trlDSparency in the
tribunal's operations, and to provide for judicial review as to compUaDce with the law. AD
UP control apparatus that interprets Dormal competitive behavior as unfair practices,
discriminates among entrepreneurs ICCOrdina to ethnic orilin, upsets meraers and
acquisitions Dot conferring excessive market power, and/or delays its decisioDS
interminably, increases business risk and deters investment.

I.6.6 Control of Qf(jcial CanDies Of Interest

It is becomiDa increasinlly apparent that in lOme poor countries participation by public
officials in business activity for their own account is a serious obstacle 10 the developmeDt
of competitive markets. Often the pattern is lit by a COUDtry'S ruler, who appropriates
shares for himself and/or family members in Dew IS well as existiDI eDterprises. Sometimes
this is done throu.h a holding company with diversified interests in qricu1ture,
manufacturing Ind/or trade. A decision by In enterprise with such CODDectiODS 10 move
into a particular sphere sends existin. operators in that sphere scurryinl for cover. If the
enterprise chooses to lequire a certain asset, perhaps I competiDl eDterprise in its entirety,
at an "affordable' price, brave is the owner who decliDes the offer. Brave a1IO is the UP
control official who blows the whisde OD the eDterprise's UDfair trade practices, or its
accumulation of market power.

The ruler's behavior opens the noodptes for everyone else in the lovernment, beaiDDiD.
with cabinet ministers but by DO meaDS limited to them. Few poor countries have le&illatiOD
regulating the phenomeDon. which is DOt Iddressed by standard rules apiDst corruption,
even thouah an official's involvement may belin with I de racto bribe comprisinl an offer
of shares in return for relulatory flvor. A Kenya lovemmeDt commission ill the 19705 cited
civil servants' potential IS a dynamic entrepreneurial force, and uraed them to eDter
business as lona IS it did DOt impinle materially on their official duties. The predictable
outcome: such activity has DOt only interfered with performance of administrative
functions, but represents I major Inti-competitive force in the economy.
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In many coUDuies the ruler's example is the rust obstacle to coDUolliDa coDtliet of
iDterest. Even were it possible to convillce him to set a different example, however, DO less
an obstacle is the low compeosadon received by civil servuts ill many poor countries. Few
hilh-iIlOation couDuies have maiDtained the purchasiDa power of civil service incomes,
notwithstandinl ad hoc .upplemeDts effected by diveninl DODJalary appropriatioDS. Hence,
civil servants canDot .urvive without outside iIlcome.

Structural adjustment ProlralDS address this issue by limitinl DeW recruitment and
spoDSorinl -,olden handshakes' to encourale MUDdeDt .ratf to leave the service. Improved
taX collection relieves pan of the fiscal pressure, ~thoulh simultaneous pressure to reduce
deficits by compressinl expenditure moves in the opposite direction. In lOme COIIDtries ollly
with accelerated lrowth and an accompanyinl expansion of the tax base can ODe anticipate
returning to a pay scale that rewards competent civil servuts on the basis of their
opportunity cost.

J.7 IMPLEMENTATION

One cannot design a relulatory riaime conducive to efficiency and economic ,rowtb
without considerin& the institutions charged with implementing it. This section will discuss
three categories of institutions for settlement of disputes, namely the judiciary, quasi
judicial regulatory bodies, and private arbitration; enforcemeDt by the executive branch;
and vehicles for promotinl transparency in the LRJ system.

J,7.J The Judiciary

In many poor counuies a judicial system modelled on that of the colonial power exists
side-by-side with a customary coun system whose experience is limited to disputes over
inheritance, land riShts and petty trade, U well u domestic and crimiDal cues. Even in the
system imposed by the colonial power many judles lack a modem lepl trainina, and few
have been exposed to the complexities of an industrial economy. Their compensation is such
a pittance compared to the interests at stake in modem disputes over property, contracts,
bankruptcy, secured transactions, and the fields of reaulation described ill the precediDa
section, that widespread corruption is unavoidable.

Weaknesses in existing judicial systems prompt many deleptes from poor COUDtries at
UNCTAD's annual session on UP to araue that adjudication of UP control should be
entrusted to the executive branch or to a special commission rather than to the judiciary
(UNCTAD, various years). Some countries have lOught a way out of the impasse by
following the French example in establishinl a system of commercial courts whose jUdaes
receive special traiDinl and enjoy a hiaher pay scale.

The judicial system is lenerally ne&1ected u an object of technical assistance aimed at
strensthening iDstitutioDS that promote economic arowth. Fonunately it is Dot the IOle
vehicle for settling disputes in I market economy, U leen in the followiDl two sub-secUoDS.
At the same time nothing can substitute for the judiciary in cases where the parties fail to
Isree on private arbitration. or u the locus of appeal from auxiliary spheres or dispute
settlement. It is in recognition of this fact that a hiah-leveJ colloquium of Moroccan
businessmen has called for "modernization of judicial administration and trainiDl of the
judiciary to understand the problems posed by the workings of competition" (AIPC-CGEM,
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J988).

1.7.2 QUasi-Judicial Tribunals

The United States pioneered in developinl quai-judicial tribunals as a whicle for
economic ruJemakinl and dispute settlement. especiaJJy but DOt IOlely between ,0verDmellt
and private parties, independent of both the executive and judicial branches. Twill objects
were to ensure areater impartiality and trIIlSparency than miaht be expected either from an
executive dependent on the political process or from an anonymous civD service, while
,panni the judiciary from becominl mired down in detailed application of economic
policy.

In developinl countries quasi-judicial tribunals have made their appearance in the f"Jelds
of labor disputes (el. Kenya's Industrial Court), reauJation of illl&DciaJ markets (ea.
Southeast Asian countries), and UP (Dearly all the ten countries cited in section J.6.5. have
established such bodies). Membership of the tribunals typically represents a variety of
professions, including but not limited to maaistrates. Tribunals differ in the de,ree of
initiative expected of them; lOme depend on referral of cases from the executive, others
lenerate cases throuah their own investi,ative starfs.

Tribunals also differ in their delNe of independence from ~e executive. Some members
serve lenltby fixed terms, wbile others are subject to removal at the pleasure of the head of
aovemment or responsible minister. The latter situation inevitably limi~ a tribUDIJ's
readiness to act in a lIWlDer contrary to personal or political interests of the executive.

I .7.3 Prjvate ArbjtAtjon

This is a relatively untapped f"Jeld in the developina world, but one offeriDl a way out
of the impasse created by persistent Iboncominas ill the judicial system. ID essence it is an
approach towards privatizilll justice, which may be DO less desirable a compoDeDt of
structural adjustment thaD is the more widely advbcated privatization of ltate-owned
enterprises in response to the public sector's demonstrated incapacity to operate commercial
enterprises efficiently. To be sure, it requires a lep! framework that enforces awards made
under binding arbitration, wbile punisbiDl corrupt behavior by arbitrators. Judicial review
must avoid reopeDinl questions of fact. limitinl itself to eDSUrinl fair procedures.

Grantilll land titles to ltinship and other IroUPS as an alternative to individual titliDl is
another approach to privatizing justice, since the Iroup then arbitrates amonl individual
and family claimants. AD anaIolous point is the self-relulation conducted by certain
professioD.a1 Iroups--e.I. doctors, lawyers, accountants, architects, and quantity surveyors-
both in industrial and poor counuies. This practice is of course open to abuse, as such
croups tend to be partial towards the interests of their own members vis-I-vis the public.

Sectors of the judicial establishment in poor countries oppose private arbitration as
impinginl on their prerogatives and establisbina a class of pseudo-judaes, much better paid
than their public counterparts and Dot accountable to society. Perfect competence and
impartiality cannot of course be IUatanteed, but in a competitive system private arbitrators
lain business by earniDI a reputation for those qualities. RecaJllnl section 1.4.2'5 deimitioD
of economically efficieDt conU'act law, an efficieDt arbitrator makes the award that the
parties would have acned to iD the CODtract had they foreseen the contincencies that led
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them to summon him.

A lCeaario that relies on a slUllish, uneducated ud often corrupt judiciary to settle
property ud contract disputes does not create a business envirollJDent conducive to
investment, exports and job creation. Hence the premium on testiDl DODtraditiODal
approacbes--amonl them private arbitration.

1.7.4 EXecutive EnforeemeDt

Court judlments ud decrees of reluJatori ud quai-judicial tribllDa1s are of little
effect unless the executive is williDa ud able to enforce them by seizinl property ud
jailina physical penons or tbreateDiDI to do 10.T~ cate,ories or problems arise at this
staae: one concerniDa the resources which the executive can mobilize to enforce Ibe law,
and the other concemiDa its readiness to do 10 in the face of contrary pressures on behalf
of interested parties.

As relards resources, a ministry of justice or anomey-,enerars ofiu:e is DO less subject
than other lovemment alencies to iucal constraints on staff activity. If budlets do DOt
suffice to hire a minimum staff complement, ud/or prosecutors' compensation is less thaD
a living wage, obligina them to moonliaht, the a,ency CaDDOt fonow up all its auks ma
timely maDner and will likely live priority to actions linked to public safety. Even where
the budget is adequate, well-fiDaDced commercial interests may secure favorable treatment
at any stage of enforcement. (Cues in poiDt are by no means confined to poor countries.)
This will more likely be the rule than the exception in cases involviDl penonaI interests of
officials.

1D the context of privatiziDa justice, one way in which the U.s. itself economizes on
proseeutoria! manpower is to authorize private suits and provide for multiple damlses
UDder antitrust law. By contrut, most countries leave it to ,ovefllJDent ..eacies to receive
operators' complaints and then decide whether to act. .

1.7.S Instruments of Transparency

In every society officialdom tends towards seciecy in the discharae of reluJatory
functions, and extra-official institutions are needed to promote the traDSPU'ency that in
turn enhances the integrity, timeliness, ud predictability of economic rquJation. Foremost
among these institutions is the press. In an envirollJDent of press freedom, economic
joumaJists like nothina better than to expose corrupt ud self-interested actions of officials.
Unfortunately such an environment exists in a minority of poor countries. IDdeed, barring
the occasional exposure of corruption by u ofilCiai who has had I political fallinl out with
the establishment, the press in poor countries is distiDluished by its lack of attention to
rampant conflicts of interest.

There is reason to believe that freedom of the press is much more closely linked to the
cause of economic development thaD has lenerally been recollUzed heretofore. EWD iD
situations where the electorate has little .y in the choice of leaders, officials are more
cautious about misusina the LRJ system to promote persoDal interests in the face of re,ular
press exposure. NotwithstandiDa the sensitivity of the issue, liven increasiDl indications of
the detrimental impact of conflict of interest on the business envirollJDent and on the
initiative of the majority of entrepreneurs, it can be araued that donors should be
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addressiDa it in the context of conditioD&1ities for lU'UC'tUral adjustmeDt aid.

At the very leat donors should push for freedom of economic reporbnl, and make it
undemood that sanctions aaaiDst jolU'll&1ists who expose conniets of interest wi11
jeopardize aid arraDlements. Economic journalism should also be an object of technical
assislaDce, includinl scholarships for study of economics.

1.8 CONCLUSION

The loa! of this paper has been tbree-fold: (I) to hiahlilht the role of the lepl
reauJatory-judicial (LRI) environment in affectinl resource allocation and entreprnewial
initiative in poor countries; (2) to identif'y typical shoncominp that make this role less
positive than it miaht be; and (3) to examine options for reform. It wu shown that the rales
and institutions comprisinl the LRJ environment operate on efficiency via auch I1lbsidiary
criteria as transparency, timeliness, stability, predictability, access, fainless, llQUity and
intearity.

Clearly, appropriate Jeaislation cannot alone cr,eate a favorable environment; there must
also be machinery for settlement of disputes and enforcement of judlments which enjoy the
confidence of economic aaents, wbUe only leneralized respect for the rules of the pme can
prevent the machinery from beinl swamped. .

The rules most conducive to efficiency and IroW'tb wi11 vary widely from one culture to
another, and even within a liven COUDtry, e.,. as reaards rural land riahts. However,
experience in countries of clifferina cultural backarounds that have made I1lbslaDtia1
economic proaress points to several catelories of Jaw and relulation where provisions with
broadly similar Characteristics, if not certiC'aably prerequisites for arowth. have IlOnetheless
bad a positive impact.

The lepl underpinning of .very market economy teems to be a system that luaraDtees
private property riahts, enforces contracts, and _Ins liability for wronaful damaae.
Further catesories of business law supplement these provisions by facilitatinl the creation
and fUDding of institutions in whose absence efficient prOduction and distribution of many
loods and services are not possible. Such Jaws limit company .hareholders' liability, create
orderly procedures for exit, and facilitate credit and investment throup secured
transactions.

Finally, the paper reviewed .ix common fields of business Nlulation, namely liceDSinS 4
concessions; resulation of labor, the financial market and prices; control of restrictive
business practices; and official contlicts of interest. Each iJeld presents oPtions for
removina currently widespread obstacles to efficiency, if only by dismantlinl the
reaulatory structure
altogether (as in the case of much price mluJation).

It turDS out that many detrimental .ffects of the LRJ environment are traceable to its
subjusation to the interests of powerful IrouPS in society, includina 10verDIDent officials
engagina in business for personal aecount. Improvement of the LRJ eDvironment is thus
closely linked to political reform. over which the donor community's influence is limited.
Donors may however be able to enhance transparency by promotiDa freedom of the press.
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laler alia the discussion in this paper shows bow much is still UIllcDOWD about what LRJ
environment is most conducive to efficiency aDd arowtb in a liven country. aDd what
changes in existing eavUollJDlnts would be cost-effective. lbe rJlld JUoests itself as a
cudiclate (or expanded research.
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Designing and Implementing Competition and Consumer Protection Reforms In
Transitional Economies: Perspectives from MongoHa, Nepal, Ukraine, and Zimbabwe

by William E. Kovacic·'

Introduction

In November 1992, I traveled to Mongolia to assist in a process which led to

Mongolia's adoption of an anti-monopoly Jaw. During a seminar in Ulaanbataar for

Mongolian government officials on merger enforcement, I described how some countries

recognize a "safe harbor" in which firms with small market shares can merge without fear of

challenge by public antitrust authorities. The translator quickly toJd me that the safe harbor

metaphor lacked meaning in a landlocked nation. After searching for a phrase that would

work in a country of no ports but many herders, we decided that "peaceful pasture" was a

suitable way to capture the idea of creating zones of transactional immunity.l

The discussion of peaceful pastures in merger enforcement provided one reminder of

the many challenges posed by efforts to design and implement competition policy laws in

countries undergoing the transition from central planning to a market economy. Establishing

a competition policy system in formerly socialist or communist nations entails far reaching

changes. These include drafting and enacting new legislation; forming new government

institutions; educating business managers, government administrators, judges, and the public

about the role of competition in a market system; and. in some instances, even so basic a step

as creating a policy analysis.

Since 1980, many formerly communist or socialist nations have enacted new anti-

monopoly and consumer protection laws or bolstered existing measures.2 A number of other

countries are considering new antitrust or consumer protection statutes to facilitate the
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transition from planning to markets.' To draft and implement such measures, multinational

donor groups and individual western nations have sponsored a wide may of technical

assistance programs. Experience with anti-monopoly and consumer protection initiatives since

the late 1980s provides a ,basis for eyaluating how these and other law reform efforts can best

be implemented in transitional economies. In the past three years, I have participated in

antitrust or consumer protection law reform projects in Mongolia, Nepal, Ukraine, and

Zimbabwe. Each consultation has been sponsored by the United States Agency for

International Development (AID), and the programs in Mongolia, Nepal, and Ukraine have

taken place under the aegis of the University of Maryland's Center for Institutional Refonn

and the Informal Sector (IRIS). This Article draws OJ! these projects to discuss approaches

for designing and implementing law reforms.

The Article treats the subject in three parts. It first describes the possible

contributions of antitrust and consumer protection systems in promoting the development of

free markets in transitional economies. The paper treats consumer protection laws along with

antitrust legislation due to the overlap between the two in some transitional economies.

Consumer protection laws in transitional economies sometimes contain provisions - such as a

ban on cartelization or restrictions on advertising - with significant anti-monopoly and

competition policy implications. Antitrust laws in such countries occasionally contain

consumer protection articles dealing with business torts and deceptive trade practices. The

second section discusses features of the transitional economy environment relevant to the

design and implementation of antitrust and consumer protection reforms. The third section

considers the implications of these conditions in proposing methods for devising and carrying
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out antitrust and consumer protection reforms. Although the anicle focuses on antitrust and

consumer protection initiatives, its observations often apply to other economic law reform

activities in transitional economies.

I. The Rationale for AntitrUst and Consumer Protection Programs

The case for establishing antitrust and consumer protection systems as pan of

transitional economy legal reform is not self-evident. Commentators have raised three basic

criticisms about such measures. The first is that antitrust and consumer protection laws are

excessively prone to misapplication, particularly in the form of unduly aggressive or arbitrary

enforcement, that can discourage investment and growftl." With antitrust laws, a common fear

is that enforcement authorities will use limitations on dominant firm behavior to punish all

behavior that results in the disappearance of a rival, or to treat dominant firm price increases

as evidence of improper exploitation and a basis for imposing loose variants of price controls.

With consumer protection laws, a concern is that expansive interpretations of bans against

false or misleading advertising will discourage sellers from providing consumers with useful

infonnation.

A second basic criticism is that transitional economies can accomplish the most

important competition policy objectives more effectively by directly facilitating the movement

of goods across national and regional borders. Put another way, the best antitrust policy

might consist of greater appropriations for airports, roads, and rail links; policies to encourage

investment in communications infrastructure; the elimination of government restrictions on

entry; and the dismantling of quota and tariff barriers to imports.' Similarly, a consumer
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protection policy might best take the form of efforts to increase the reliability of contract

enforcement, along with the recognition of doctrines that void agreements induced by fraud.

The third criticism is that efforts to create antitrust and consumer protection systems divert

attention and scarce national resources away from more important law reform priorities.6 During

a trip to Kiev in January 1995, I spoke on several occasions with a real estate investment

entrepreneur who described how infirmities in rudimentary legal institutions impede investment

and commercial activity in Ukraine. The entrepreneur wishes to create a prototype subdivision

outside of Kiev, equipped with prefabricated homes built in the United States and providing

amenities such as a swimming pool and security guards. Because Ukraine has no law that clearly

permits private ownership of interests in real estate, any. effort to acquire land (either a fee simple

interest or a long-term lease) and build permanent structures is beset with enormous uncertainty.

In an environment of austere national resources, an argument could be made for subordinating

the pursuit of antitrust or consumer protection legislation to the creation of legal institutions for

defining and protecting property rights.

These concerns warrant serious attention. Yet there remains a potentially useful, positive

role for weB-conceived antitrust and consumer protection institutions in the transition to a market

economy.7 Their potential value comes in three forms. The first deals with government activities

that smother or distort market processes. It is important not to underestimate the hostility or

skepticism among some elected officials, ministry leaders, and citizens' groups in many

transitional economies to market-oriented reforms. I In many instances, official opposition to

reform is not expressed openly (or is understated), so as not to draw opprobrium from donor

entities, such as the International Monetary Fund and the World Bank, which have made
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market-oriented stnJcturaJ refonns preconditions for continued financial assistance. Shon ofoven

resistance, government authorities may seek to deflect market-based initiatives through

half-hearted implementation of nominal refonns or the use of subtle administrative strategies for

continuing state control of economic activity. In many transitional economies, market-oriented

reforms have a tenuous foothold in public policy, and the success of efforts to remove the state

from unnecessary and destructive intervention in the economy is far from assured.

Antitrust and consumer protection mechanisms can provide an institutional voice within

the government for the promotion of markets and opposition to state effons to suppress market

processes. Antitrust and consumer protection institutions can attack government policies that

impede the development of markets and help ensure .that the state intervenes only to correct

genuine market failures. Among other approaches, competition and consumer protection

authorities might be given a formal role in reviewing or approving the decisions of other

government ministries with respect to such matters as the issuance of licenses and the

privatization of state-owned firms. An anti-monopoly or consumer protection agency may be the

only formal institutional counterweight to government effons to deflect or obstnJct market

reforms.

A second useful function is to deal with private effons to undermine market processes.

There are (and will be) market failures that present serious obstacles to the emergence of

markets and are amenable to correction. Business actors in the new market environment may

experience a strong inclination to attempt to achieve by private agreement the type of

industry-wide orchestration of activity that government ministries formerly perfonned.

Carefully designed and focused antitrust and consumer protection institutions can challenge
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private conduct - such as cartelization and mergers to monopoly - that seriously threatens

the successful operation of a market system.

The third function is to establish institutions that provide actual and symbolic

assurance to the public and their elected officials that the move to a market system does not

leave citizens at the mercy of market failures. In normal environments, the realistic

alternative to anti-monopoly or consumer protection legislation may be far more intrusive

forms of government intervention, including direct price controls, broad limits on entry, and

continued widespread public ownership of business enterprises.

II. The Implementation Context

Antitrust and consumer protection law reform efforts in transitional economies do not

occur in a vacuum. These and other law reform initiatives take place in a distinctive national

context, featuring a mix of commercial, government, social, and political institutions and

circumstances with important implications for the substance and process of law reform.

Studying and understanding these conditions in the host country is crucial to designing and

implementing constructive laws. Described below are some of the most important conditions

that confront law reform programs in most transitional economy settings.

A. The Commercial Context

To achieve economic Progress, market-oriented law reform should flow from a

careful evaluation of the structure and patterns of commercial activity in the host country. In

many transitional economies, the national commercial context features the following traits.
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I. Pervasive role for the state.

In most transitional economies today, the state continues to exercise broad

control over commercial activity. The state's influence is the residue of decades of central

planning, in which individual sectoral ministries exercised enormous economic and political

power through the oversight of state-:owned business enterprises. Despite the adoption of

economic liberalization measures, transitional economy governments shape commercial

activity in many ways, including state ownership and management of business enterprises,

severe regulation of entry, diversification, and exit, and controls over pricing. Even where

transitional economies have embarked on seemingly ambitious privatization and deregulation

programs, state ministries have sought to maintain con.trol over privatized entities by way or

regulation or the exercise of ownership interest, or to limit the scope of enterprises subject to

privatization. Market-oriented reforms undertaken at the national level can be undermined by

regional and local government authorities who continue to impose controls that the national

government has disavowed.9 In approaching economic law reform, it is unwise to overlook

the incentive and ability of government authorities at the national, regional, or local levels to

undermine reform efforts that threaten to reduce their economic and political power.

Recent experience with Ukraine's efforts to draft a new law for the regulation of

natural monopolies illustrates the point. Under Ukraine's privatization program, natural

monopoly entities are exempt from privatization. This exemption places a premium on the

ability of the natural monopoly law drafting group to devise (and gain acceptance for) a

working definition of "natural monopoly" that properly limits the activities subject to natural

monopoly oversight. This problem has two dimensions. The first is to identify industry
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sectors that today have natural monopoly traits and to provide a mechanism for adjustment

• that takes account of changes in technology and competitive circumstances. The second is to

address the conglomerate, integrated structure of firms that engage in natural monopoly

activities.

During the era of central planning in Ukraine and other countries, the absence of

strong markets for intermediate inputs and the government's desire to use finns as engines of

social policy caused state-owned enterprises to pursue se]f-sufficiency.'o Thus, the state

pipeline company in Ukraine controls not only natural gas pipelines, compressor stations, and

scheduling facilities, but also owns the housing in which its workers live, the retail stores in

which they shop, the construction company that servi~es the pipeline and other purchasers of

building services, and the farms that produce the food consumed by the pipeline company's

employees. Ministries responsible for specific economic sectors in Ukraine have a strong

interest in seeing that the concept of "natural monopoly" is defined and interpreted broadly in

order to increase the number of sectors exempt from privatization and to prevent the

privatization of business entities that are affiliated by the natural monopoly firm, but perform

no genuinely natural monopoly activities. A narrow definition of natural monopoly, and the

de-conglomeration of firms holding natural monopoly assets, would reduce significantly the

ministries' base of economic and political power.

2. Strong residue of commercial behavior shaped by the planning era.

Many transitional economies have implemented law reforms that give

commercial entities greater freedom to set prices, select output levels, offer products, and

enter markets of their choice. As the government relaxes controls on firm behavior, some

8
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business entities may show 8 propensity to attempt to recreate privately the types of planning

mechanisms that the state formerly supplied. Consider the following examples.

During the November 1992 trip to Mongolia to assist the government in preparing to

draft an anti-monopoly Jaw, a team of IRIS researchers conducted case studies in the meat

packing, telecommunications, and WOOl-spinning industries. In the era of planning, Mongolia

had a single state-owned meat packing finn consisting of three large slaughtering and

processing facilities. At the time of our visit, the government operated the three processing

plants as a single firm. It is conceivable that the three plants could be established as

stand-alone firms. By late 1992, the government had ended price controls on the sale of

animals. and herders had begun to shop their herds arQund to different meat packing facilities

in search of the best price. The manager of one meat packing plant told us that the three

meat packing facilities had begun to bid against each other to purchase the best animals for

slaughtering. Dismayed by this phenomenon, the plant manager assured us that the

competition for good animals would cease. When asked why this was so, the manager said

he had just concluded a telephone conversation with his counterparts at the other two meat

packing plants, and the trio had agreed on the prices that they would pay to animal herders in

the coming year.

A second example involves Zimbabw~. From the mid-1960s until the early 1990s, the

Government of Zimbabwe (and the predecessor state of Rhodesia) centrally orchestrated

pricing, output, and other business decisions in most industry sectors. Although private

ownership of businesses was permitted, government regulation of pricing and production was

comprehensive. To implement public controls, many private enterprises adopted
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competition-suppressing measures in trade association by-laws. In recent years Zimbabwe has

embarked on a broad program to remove price controls and otherwise deregulate private

finns'; but privately-established limits on business freedom persist. As of early 1992, the rules

of the Construction Industry Federation of Zimbabwe (CIFOZ) forbade its members from

offering discounts off of standard rate schedules and from making a competing proposal for a

project for which the buyer already had begun negotiations with another CIFOZ member.11

The CIFOZ Management Committee also enjoyed power to restrict the categories of projects

(organized by dollar value) for which each member company could submit bids.

3. Pre-reform customs and institutions relevant to the growth of private markets.

Even in an environment of comprehensive regulation or centralized planning,

business managers and individual entrepreneurs develop customs and institutions that promote

efficient resource allocation and can provide valuable foundations for carrying out economic

activity in the post-reform era. These market-relevant customs emerge in several ways. In

one setting. customs and institutions take root in the "informal" sector of a heavily regulated

economy. In the "informal" sector, economic actors operate at the fringe of legality or in

defiance of existing legal commands.12 Participants in the informal sector often devise

market-oriented customs and institutions that can illuminate paths for transforming the heavily

regulated "fonnal sector."

A second variant has emerged in countries such as Zimbabwe, where the state did not

assert public ownership over business enterprises in the pre-reform period, but instead

superimposed expansive regulatory commands on private enterprises. In such situations,

private ownership of business units was officially sanctioned by the state and constituted an
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element of the "formal," legal sector of the economy. Despite intrusive government regulation,

the rudiments of market institutions developed and survived by virtue of the efforts of private

entrepreneurs.

A third source of market-relevant customs and institutions in the pre-reform era is the

product of official or unofficial deviations by socialist or communist governments from a

regime of strict centralization of economic decision making. To increase production and

compensate for the shortcomings of planning, socialist or communist regimes sometimes

tolerate th~ operation of markets and the development of private customs that serve to

improve resource allocation and use. 13 Such customs sometimes represent efficiency-based

solutions that can be adopted as part of the reform prQCess. l
•

Pre-reform commercial customs and institutions can have important implications for

the design of legal reforms. First, commercial actors - especially private entrepreneurs in the

formal and informal sectors -- can provide a base of political support for economic

liberalization, including measures to promote competition. Second, individuals who have

gained some experience with market processes can be a source of new entry and expansion in

the post-reform economy. Third, private enterprise participants in the formal and informal

sectors rarely enjoyed effective recourse to a wen-established, judiciaUy-enforced system of

rules governing commercial behavior. Such fIrms often devised private customs or institutions

to define property rights and govern their transactions. With economic liberalization, these

informal customs can supply a useful basis for establishing formal principles of law.15

A fInal reason for examining the operation of the pre-reform economy is to identify

respects in which nascent market processes promise to protect consumer welfare without the
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need for additional government intervention. In particular, the development of robust

competition may obviate the need for expansive consumer protection measures. In Nepal,

many commodities are sold by weight. Retail merchants typically measure and weigh

products at the point of sale. Consumers frequently express the concern that merchants

engage in short-weighing. In interviews conducted with Nepali business owners in February

1994, I saw evidence that competition is motivating merchants to take greater efforts to

establish a reputation for honesty and accuracy in weighing products.

Himal Iron & Steel ("Himal") is one of Nepal's leading fabricators of iron and steel

products. Like many other goods in Nepal, iron and steel products are priced by the

kilogram, and buyers often complain that retailers use .rigged scales to measure the weight of

products, such as steel reinforcement rods, before sale. Retailer short-weighing poses a

problem for Himal, because retailer misconduct casts Himal in a bad light. Retailers realize

that they will not bear the full brunt of purchaser displeasure, as buyers will attribute at least

some of the blame for short-weighing to Himal. To cope with this agency problem, Rimal

began weighing its products at the factory, wrapping the products in plastic at the factory,

affixing a seal that states the weight as measured at the factory, and warning users that Rimal

cannot vouch for the weight if the seal has been broken.

Himal's practice of weighing iron and steel products at the factory is costly (in the

time required to weigh products and in the cost of hiring laborers to do the weighing), but it

has increased purchaser confidence in Rimal. The approach has succeeded to the point that

buyers often dispense with any weighing of Himal's products at the point of sale and instead

trust the seal's representation of the products' weight.· Rimal also features this measurement
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and certification technique in its advertisements. I asked Himal's chief executive if the firm

had considered other techniques (such as purchasing and operating retail outlets) to deal with

the agency problem. He said that Himal owns no retail stores, but that the company is

beginning to identify approved Himal dealers who are permitted to place a Himal label in

their shop windows.

B. The public institution context.

The success of market-oriented legal reforms depends heavily on the ability of

the host country to develop public institutions necessary for the functioning of a new legal

regime. Most efforts to establish antitrust and consumer protection legal systems in

transitional economies pose extraordinary institutional ~hallenges to the host country. Several

constraints significantly affect the magnitude and rate of change.

I. Government agencies.

Several features of government agencies in transitional economies are important

for the design and implementation of antitrust and consumer protection laws. One major

constraint is a severely limited supply of expertise relevant to the implementation of an

antitrust or consumer protection program. In the law drafting exercises in which I have

participated. I have been very favorably impressed with the sophistication of host country

experts assigned to the drafting groUp.16 However, in transitional economies, attorneys or

economists familiar with competition law principles or industrial organization economics are

generally rare. 17 For example. in Mongolia, the government has delegated the drafting of

procedures for implementing the country's antitrust law to engineers whose previous

assignments had been to monitor the technical performance of Mongolian infrastructure
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industries such as energy and telecommunications. In a meeting with the engineers to discuss

the implementation procedures in June 1994, it was clear to me that the procedures working

group was very capable and had absorbed a great deal of antitrust learning in a short time,

despite little relief from their regular duties. It was also apparent that the procedures group

would benefit from continuing participation by an attorney and an economist.

A second significant feature is that government agencies enjoy sweeping discretion

and abide by few, if any, due process-oriented controls.'1 Government ministries usually

operate under open-ended grants of authority with no requirement that they give affected

parties the right to oppose or appeal government decisions, or offer a public explanation for

their acts. Regulatory decrees are subject to frequent,. unannounced adjustment and often are

not published.

A third condition is that, in absence of antitrust or consumer protection institutions,

there may be no government institution with a clear mandate or strong incentive to promote

competition and the development of markets. Other government bodies, such as a

privatization commission, sometimes can be counted on to support market-oriented refonns.

The creation of an antitrust agency can supply a major institutional counterweight to the many

organizations of government whose interest often lie in opposing or retarding the emergence

of private ownership and business rivalry.

2. The courts.

Market-oriented law refonns, including antitrust and consumer protection

legislation. often entail some judicial participation, either in hearing disputes at the trial level

or reviewing the decisions of an administrative commission. Two basic conditions affect the
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skill of the judiciary's participation in the enforcement of antitnlst or consumer protection

commands.

The first constraint is that, like many government ministries, the judiciary often has

little familiarity with economic or legal concepts relevant to business law, including antitnlst

or consumer protection. The courts in most transitional economies will be building

essentially from scratch in developing analytical principles for interpreting antitnlst or

consumer protection.

Important exceptions to this general condition will appear in a careful study of each

country's laws and jurisprudence. For example, Zimbabwe's legal system has several features

that would facilitate the implementation of an antitrust. law. Derived from Roman-Dutch

common law, Zimbabwean contract doctrine bars certain agreements deemed to be in

"restraint of trade." In Zimbabwean jurisprudence, agreements in restraint of trade generally

consist of unreasonable non-competition covenants contained in employment agreements or in

contracts for the sale of a business,I9 Such restrictions are invalid if they are unreasonable in

geographic scope or duration. In dealing with non-competition covenants, Zimbabwe's courts

have become familiar with analytical principles that would be important in applying an

antitrust statute that prohibited the formation of cartels and other output-restricting schemes

by direct competitors. In distinguishing between "naked" and "ancillary" restrictions in non

competition agreements, Zimbabwe's courts have devised a methodology for assessing the

pro-competitive and anti-competitive features of such agreements.20 This experience will

facilitate the operation of a ban on certain restrictive business practices.

Relevant commercial adjudicatory expertise and a source of post-reform rules might be
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found in ministries that formerly controlled industty activity. Even planned economies

engaged in a form of contracting to govern relationships among input suppliers, fabricators,

and distributors. For example, during the planning era in Mongolia, a government ministty

established schedules by which herders would deliver their animals to state-owned meat

packing facilities. The ministry's central orchestration of this process, which involved

coordinating the movement of herds over vast distances to ensure a steady supply of animals

to the processing plants, did not eliminate the possibility for disputes between the herders and

the meat packers.

Suppose a herder demanded a higher payment and a relaxation of the delivery

schedule, claiming that unusually harsh weather conditions had increased the herder's costs

and slowed the progress of the herd. If the meat packer and the herder could not agree to an

adjustment of the original price and schedule, the government ministry would be calJed upon

to settle the dispute. Through the rough equivalent of an arbitration process, ministry arbiters

would focus on some of the same criteria that common law courts in capitalist economies use

to decide cases involving the attempted re-negotiation of contract terms, such as the

foreseeability of the contingency that prompted the demand for renegotiation, and the relative

capability of each party to cope with the contingency at the lowest cost. The government

officials who gained experience in resolving disagreements, and the rules they devised to

decide such disputes, could be useful in developing post-reform commercial dispute resolution

forums. 21

A second formative condition is that courts in transitional economies usually operate

with an austere administrative infrastructure that severely limits the dissemination of
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information about the result or logic of judicial decisions. At the local and regional levels in

Nepal and Mongolia, courts seldom publish opinions. Judges in these tribunals rely mainly on

an oral tradition to decide cases. The highest court in the country may have the use of

research tools such as personal computers or communications equipment such as a fax, but

most courts do not. Even where judicial opinions and the statutes they interpret are published,

it is unlikely that distribution of these materials throughout the nation's legal community will

be widespread, current, or complete.22

3. Multiplicity of law reform measures.

The agenda or law reforms needed to build a market economy is especially

long in transitional countries. Antitrust and consumer.protection are only two elements of the

effort to establish a market system. To establish the legal infrastructure for a market

economy, a fonnerly socialist or communist country may need to adopt a wide array of new

laws, including measures governing administrative practice and procedure, banking,

bankruptcy, business associations, contracts, customs, environmental protection, insurance,

intellectual property, judicial reform, labor, privatization, product liability, property, securities,

taxation, and trade. The energies of the national legislature, key ministries, and indigenous

experts knowledgeable about market processes will be stretched very thin.

4. History of nonenforcement of nominal legal commands.

Citizens in many formerly communist or socialist countries are accustomed to

nonenforcement, or highly selective application, of laws and regulations. The lack of

commitment and institutions to enforce nominal requirements engenders cynicism about the

rule of law and the usefulness of enacting new legal commands. If implementation is not
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forthcoming, the efforts of transitional economies to adopt new laws to satisfy conditions of

loan agreements or structural adjustment programs may exacerbate public doubts about the

efficacy of the legal system. Many countries have passed market-oriented laws, but have

failed to establish mechanisms for implementing them. Creating new legal commands

without effective institutions to implementation them may be worse than passing no new

laws, given the tendency of hollow rules to undermine confidence in the law.

e. The political context: enduring suspicion of capitalism and market processes and

impulses to reimpose controls.

In a number of transitional economies, the political consensus favoring

economic and political liberalization is fragile. To m~ny citizens and public officials, the

shift to a market economy imposes unacceptable economic, social, and political costs.

Fonner communists who are candidates for elective office have skillfully exploited popular

discontent with the costs of the transition process to regain control of the national legislature

and positions of responsibility in key government ministries. Pressure from external donors

provides the principal impetus for transitional economies to sustain at least the outward

commitment to reform.

Amid broad political and social resistance to economic liberalization, the development

of competition and consumer protection policy can supply an important bridge to a market

system. The availability of antitrust scrutiny of dominant firm conduct, mergers to monopoly,

and cartels can help deflect pressures for the maintenance or reimposition of price controls.

Notwithstanding legitimate fears about excessively aggressive antitrust oversight, an anti

monopoly system may well be a superior alternative to government efforts to regulate prices
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and other business decisions. Indeed, the realistic political alternative to creating an antitrust

system may not be doing nothing at all, but instead more intrusive fonns of government

control of the economy. The establishment of basic commands against deception and fraud

also can provide some degree of assurance to the public that they will not be victimized by

market failures.

III. Implications for the Design aDd Execution of Law Reforms

The implementation context has a number of implications for how one designs

competition and consumer protection laws and the institutions to execute them.

A. Studying existing economic and institutional conditions:

The design of market-oriented law reforms should flow from careful advance

study of the host country's economy and existing institutions relevant to the operation or a

market system.23 Such study should include case studies of specific industries and interviews

with academics, consumers, government officials, legal practitioners, and business managers.

The case studies serve to identify problems on which antitrust and consumer protect on

reforms should focus, to assess the institutional capabilities of the host country, and evaluate

needed adjustments in institutions.

Pre-reform study should involve a collaboration between indigenous specialists and

external technical advisors. A cooperative effort to perform case studies and interviews gives

indigenous experts the benefit of experience and theoretical insights from external advisors,

and ensures that external advisors are alert to distinctive circumstances of the host country.

Such collaboration is an excellent opportunity for foreign advisors to help indigenous experts
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to develop analytical techniques for understanding market ProCesses.~ As described below in

this section, the participation by external advisors in pre-reform analysis, law drafting, and

implementation will be most constructive when technical advisory bodies have a continuing,

long-term presence in country.

B. Tailoring the law to reflect national conditions.

The pre-reform analysis should generate useful insights about the appropriate

design of a competition or consumer protection system. As with the pre-reform analysis, the

law drafting process should involve a collaboration between indigenous experts and external

technical advisors.2s The draft law that has the strongest prospects for adoption and

implementation is one that emerges, in its principal el~ments, from the recommendations of

the indigenous experts and commands their enthusiastic support. In this model, foreign

technical advisors do not dictate terms.26 Instead, they identify alternatives, discuss the

strengths and weaknesses of different approaches to solving problems, illuminate the

experience of other countries with different systems, and ensure that important issues of

substance and implementation are addressed.27

In terms of substance, the object of the law drafting process should be to correct

serious market failures identified in case studies and interviews and designing an

implementation mechanism to ensure that the law's nominal substantive commands are

executed. Perhaps the most important contribution of external technical advisors in the

drafting process is to focus the drafting group's attention on implementation issues. Here the

goal is to ensure that the law's substantive requirements do not outrun the nation's ability to

execute them, either through existing institutions or through the formation of new institutions
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whose timely establishment reasonably can be anticipated.

To the greatest extent possible, the law's substantive commands and implementation

mechanism should build upon existing legal commands and institutions. To minimize

transitional difficulties that accompany the absorption of new legal concepts, the law drafters

should seek to engraft the new law onto existing institutions and practices. As the following

examples indicate, the ideal design of the law may vary considerably from country to country,

depending on existing institutions and legal practice.

One issue in law design is whether the law should provide for enforcement by private

plaintiffs (either before a court or a regulatory commission), or should limit standing to a

public officials who investigate complaints of private parties and initiate their own inquiries.

In some transitional countries, such as Mongolia, the idea of private enforcement is largely

alien and would require greater effort to establish as part of an anti-monopoly system. By

contrast, Zimbabwe permits private enforcement of a number of legal commands, including

criminal statutes. Thus, a private right of action to attack certain antitrust violations might be

much easier to implement in Zimbabwe than in Mongolia.Is

A second example concerns the capability of the country's judicial system. Where the

courts have minimal experience with commercial law issues, it may be best to commit

enforcement authority to an administrative commission with power to adjudicate complaints

internally, with its decisions subject to review by the country's appellate courts. To enhance

the legitimacy of commission enforcement and administrative adjudication, the reform law

should incorporate procedural safeguards to ensure fairness to affected parties and to promote

transparent decision making.
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C. Simplicity.

Few transitional economies have a large reservoir of human capital or a

well-established institutional infrastructure for implementing new market-oriented legal

commands, including antitrust and consumer protection laws. This dictates that law drafters

·place a premium on achieving simplicity in the new legal regime. Achieving simplicity

requires rigorous efforts to focus new substantive commands on the most serious market

failures, and to ensure that legal commands do not overpower the ability of existing or

contemplated institutions to execute them. The aim is to avoid a serious mismatch between

the law's requirements and the capabilities of the institutions to satisfy them.

Even seemingly simple legal commands may involve complexities that may not be

apparent at first glance. Many legal concepts that strike external observers as relatively

straightforward are not easily transplanted to a transitional economy settings. One of the

clearest and simplest rules in antitrust jurisprudence is the per se prohibition against

agreements by direct competitors to fix prices. Key operative elements· of the per se ban on

horizontal price fixing are the definition and proof of agreement.29 In some countries,

evidentiary standards may require the introduction of a writing to establish the fact of an

agreement, placing spoken understandings outside the reach of a ban upon collusion. Thus,

efforts to condemn cartels orchestrated through a spoken exchange of assurances may require

a major change in the host country's evidentiary standards.

An additional reason for simplicity is that it facilitates self-execution. Donor entities

sometimes have funded technical assistance programs to help transitional economy

governments to implement new laws,30 but the host country cannot count on donors for
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extensive commitment or follow through once the new legislation is enacted. Thus, it is best

to design law reform measures on the assumption that no great amount of follow-on

assistance will be forthcoming.

D. Durable commitment by advisors before, during, and after the adoption of new

laws.

External technical assistance is a major ingredient of law reform programs in

transitional economies. The effectiveness of technical assistance depends heavily on the

establishment by external technical advisors of a long-term in-country presence. Having one

or more persons resident in-country is essential to analyzing indigenous economic and

political conditions. identifying reform priorities. participating in the drafting and enactment

of legislation, and assisting in implementation, Maintaining a long-term in-country presence

helps to develop constructive relationships between foreign advisors and indigenous officials

and to overcome the host country's justifiable suspicion toward expert outsiders who dispense

wisdom for a few days, collect souvenirs and colorful stories, and journey homeward in the

knowledge that they will not have to live with the results of their advice. The in-country

advisor can draw upon foreign specialists for short-term visits, but a program consisting

mainly of "parachute" visits by external advisors is prone to misapprehend national needs, to

design laws that are ill-suited to national conditions, and to slight critical implementation

issues.31 The last issue -- implementation -- deserves special emphasis. Few technical

assistance programs give implementation the attention it deserves.32 The presence of external

advisors in the period following enactment of a new law can be critical for two principal

reasons. First, in countries such as Mongolia and Nepal, statutes tend to cast important
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provisions in general terms and delegate the preparation of operational rules or procedural

guidelines to a government agency. The impact and efficacy of a .statute can hinge crucially

on how these rules and guidelines are drafted, and foreign advisors can provide a useful

perspective on what such documents might say. Second, the first years of the life of the new

enforcement apparatus may have an enormous effect on its prospects for long term success.

The new agency faces difficult choices about organizing its operating units, designing an

enforcement strategy, educating affected parties about the new legal regime, publicizing its

activities, and educating its professional staff. Foreign advisors can be a valuable resource to

agency managers as these matters are addressed."

The creation of a long-term, in-country presen~e depends heavily on the preferences

and choices of donor institutions such as the World Bank, the United Nations Development

Program, and individual national assistance entities such as the Agency for International

Development. Technical advisors will not take a long-term view, and cannot invest in a

sustained in-country presence, unless the funding agencies adopt a long-term perspective and

commit resources over a period of years to accomplish pre-reform analytical tasks, law

drafting, and implementation. Government managers have weak incentives to look beyond the

relatively short-term -- the two-year term of a posting in a transitional economy, the one-year

assignment as head of a bureau, or the preoccupation of the donor country's legislature in the

immediate year's budget cycle. A project that arouses great enthusiasm today may lose

funding in next year's budget as the donor organization shifts its attention to the crisis or

policy demand of the moment.

The short-term focus of decision making places a premium on investing in activities
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that show swift, measurable returns. The donor might emphasize assistance in adopting a

new statute (a measurable event), but commit few resources to Pre-reform economic and

legal analysis or post-reform implementation (activities whose impact is not readily

calculated). In the fields of antitrust and consumer protection, sustained technical assistance

helps the host country establish effective enforcement institutions may yield few immediate,

tangible returns, but such assistance is valuable in raising the probability that new legal

commands will be applied sensibly. Reform efforts must cope with not only the fragile

commitment of the host country to a market system, but also with the short attention span of

donor institutions in seeing any single reform initiative through to the end. As noted above,

the possibility that donor organization support for a s~cific reform program may be

short-lived suggests the importance of devising relatively simple legal commands and

implementing institutions whose success does not depend heavily on long-term external

technical assistance.

E. Emphasis on education and publicity.

Major ingredients of the program for implementing antitrust and consumer

protection reforms should be publicizing the existence of the new legal regime and educating

consumers, business managers, and government officials about its contents and rationale.

Carried out through booklets, public service announcements, speeches, and workshops, the

education and publicity program can help educate the nation about the functioning of a

market economy and the specific protections of the new legislation.34 Enforcement authorities

also can help educational institutions develop market-based courses, such as basic

microeconomics for undergraduates and courses in antitrust and consumer protection for law
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schools.

Another dimension of the education process is building the analytical capability of the

antitrust and consumer protection agencies. Foreign technical advisors can play a valuable

role in this effort, particularly in conducting workshops in which advisors engage the host

country participants in problem solving exercises .35 Workshops enable participants to

analyze competition and consumer protection problems and to evaluate alternative solutions.

The foreign advisor can design problems based on experience in other countries and

contribute observations about analytical techniques and enforcement methods that have

succeeded in other settings.

The education and publicity program also can serve to reiriforce positive indigenous

trends in the pre-reform era. The enforcement institutions can teach consumers about their

ability to shape producer behavior through changes in purchasing behavior. By teaching

consumers how competition can protect their interests, the enforcement authority can

encourage efforts by producers to attract consumers on the basis of superior price and quality

attributes. Efforts to demonstrate the value of advertising can reinforce efforts by producers,

such as Himal Iron & Steel, to devise methods for signaling high quality and truthfulness in

dealer with consumers.

F. Emphasis on advocacy of market institutions.

Among the most important contributions of an antitrust or consumer protection

system is to discourage attempts by other government institutions to stifle competition and

otherwise restrict consumer sovereignty.* In many transitional economies the state remains a

potent threat to the market process. Government agencies at the national, regional, and local
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levels retain formidable power to frustrate economic liberalization by imposing new

restrictions or interpreting existing legal commands. Sustained efforts by antitrust and

consumer protection authorities to remove state impediments to market rivalry deserve at least

as much anention as the scrutiny of conduct by private economic actors.

G. Development of a law enforcement program.

The investigation and prosecution of private misconduct should follow an

initial period of education and publicity. The raw material.for individual cases should emerge

from several sources, including industrial organization studies performed in the pre-reform

period, investigations conducted by the new enforcement agency, and complaints from

consumers or business managers generated by the edu~ation and publicity effort. To establish

the credibility of the new enforcement institutions, emphasis should be placed on the

prosecution of a small number of especially egregious offenses, such as a bid-rigging cartel or

fraudulent advertising of over-the-counter drugs. Enforcement actions should be widely

publicized to establish business and public awareness of the new antitrust and consumer

protection regime.

H. Ex Post evaluation.

Successful implementation requires continuing efforts evaluate the impact of

completed enforcement initiatives. Ex post assessments can inform the judgment of

enforcement officials about the future choice of initiatives and can illuminate, for the host.

country and external donor organizations the strengths and weaknesses of specific law reform

measures. Academics and other commentators have begun to perform informative

assessments of the results of competition policy initiatives and other market-oriented law
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refonns in transitional economies.37 To be effective, such assessments require the cooperation

of government agencies in providing access to data and internal decision making processes.

Donor organizations are in a strong position to elicit such evaluative efforts by making

additional assistance contingent upon the host country's willingness to examine past activities,

both through internal agency self-assessments and by facilitating analysis by external

observers. Of course, a commitment to encourage ex post evaluations assumes a long-tenn

perspective that donor organizations have not always exhibited in the past.

Conclusion

In principle, antitrust and consumer protection laws can play a positive role in facilitating

the transition from planning to markets. Whether such. measures do so in practice depends

vitally on the process by which the laws are drafted and implemented. Successful drafting

demands careful evaluation of existing economic and legal customs, practices, and institutions

to identify serious problems and devise solutions that are likely to take root in the host

country. Effective implementation requires matching the law's commands to the institutional

capabilities of the host country, and sustained efforts fo])owing enactment to assist antitrust

and consumer protection authorities to execute their responsibilities. The tasks of law design

and implementation cannot be accomplished skillfully from a distance, nor through short-tenn

interventions by outsiders. To do either effectively requires a sustained in-country presence

by technical advisors, close collaboration with indigenous experts, and a willingness to

provide assistance through the critical period in which the host country's institutions are

applying the new Jaw.
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Endnotes

1. When speaking through a translator to an audience having little familiarity with market

economics, it is important to articulate one's thoughts clearly and deliberately. In another

seminar in Mongolia. I hastily mentioned that "law and economics" had greatly influenced

judicial thinking about antitrust policy in the United States. From my rushed presentation, the

interpreter thought I had spoken of "lawn economics." At the seminar's end, one participant

said that only a wealthy capitalist nation such as the United States could develop a sub

specialty of economics devoted to the study of residential landscaping.

2. See, e.g., William E. Kovacic & Robert S. Thorpe, Antitrust and the Evolution of a

Market Economy in Mongolia.in COMPEmION POUCY AND °DEMONOPOLIZAnON

IN THE POST-COMMUNIST ECONOMIES (Ben Slay, ed.) (forthcoming) (describing

Mongolia's adoption of a new anti-monopoly law); Clive S. Gray & Anthony A. Davis,

Competition Policy in Developing Countries Undergoing Structural Adjustment, 38

ANTITRUST BULLETIN. 425 (1993) (describing adopting of anti-monopoly legislation as

an element of structural adjustment in developing countries); Sergio Garcia-Rodriguez, [Paper

in this volume], 43 DEPAUL L. REV. (1995) (discussing the content of Mexico's new

antitrust law); Robert G. Vaughn, Consumer Protection Laws in South America, 17

HASTINGS INT'L & COMPARATIVE L. REV. 275 (1994) (examining origins and content

of new consumer protection laws in South American); Ana Julia Jatar, "Competition Policy in

Latin America: The Promotion of a Social Change" (Jan. 1995) (describing adoption of

competition laws in Latin American and European countries undergoing economic

liberalization).
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3. See, e.g., William E. Kovacic, Competition Policy, Economic Development, and the

transition to Free Markets in the Third World: The Case of Zimbabwe, 61 ANTITRUST LJ.

253 (1992) (discussing Zimbabwe's consideration of a new antitrust system). 4. See

Armando E. Rodriguez & Mark D. Williams, The Effectiveness of Proposed Antitrust

Programs for Developing Countries, 19 N. CAROLINA J . INT'L L. & COMMERCIAL REG

. 209 (l994); Paul H. Rubin, Growing a Legal System in Post-Communist Economies, 27

CORNELL INT'L L . J . 1,4546 (1994)

5. See Annette W. Brown, Barry W. Ickes & Randi Ryterman, "The Myth of Monopoly: A

New View of Industrial Structure in Russia" 38-39 (World Bank Policy Research Working

Paper No. 1331: 1993).

6. Paul Godek makes the point as follows: East Europeans have limited resources and much

more important things to worry about at this precarious stage of their development. Worrying

about antitrust issues shows an unhealthy state of anxiety about the imagined ills of

capitalism. Exporting antitrust to Eastern Europe is like giving a silk tie to a starVing man.

It is superfluous: a starving man has much more immediate needs. And if the tie is knotted

too tightly, he will not be able to eat what little there is available to him. Paul E. Godek, One

U.S Export Eastern Europe Does Not Need, REGULATION 20, 21 (Winter 1992).

7. For more sanguine assessments of the value of antitrust and consumer protection programs

in transitional economies, see James Langenfeld & Marsha W. Blitzer, Is Competition Policy

the Last Thing that Central and Eastern Europe Need?, 6 AM. U. J. INT'L L. & POLICY 347

(1991); Spencer Weber Waller & Rafael Muente, Competition Law for Developing Countries:

A Proposal for an Antitrust Regime in Peru, 21 CASE W . RES . J. INT'L L . 159 (1989);
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Robert D. Willis, Anti-Monopoly Policies and Institutions, in THE EMERGENCE OF

MARKET ECONOMIES IN EASTERN EUROPE 187 (Christopher Clague & Gordon C.

Rausser, eds. 1992).

8. See Jeffrey Sachs, In Defense of Russia's Refonners, WALL ST. J., Dec. 30, 1993, at A8

(describing "hand-to-hand combat" between economic refonns and the "communist old guard"

in Russian. )

9. See Irina Starodubrovskaya, The Nature of Monopoly and Barriers to Entry in Russia, 6

COMM~ST ECONOMIES & ECON. TRANSFORMATION 3,13 (1994) recounting role

or local authorities in obstructing competition); Peter Murrell, Karen Dunn & Georges

Korsun, "The Culture of Policy-making in the Transitipn from SOCialism: Price Policy in

Mongolia" (IRlS Working Paper No. 32: 1992) (describing how local government officials in

Mongolia seek to control prices despite the elimination of price controls as a matter of

national policy).

10. See Janusz A. Ordover & Russell Pittman, "Competition Policies for Natural Monopolies

in a Developing Market Economy" (U.S. Department of Justice, Antitrust Division,

Discussion Paper EAG 92-9: 1992).

11. See W. Kovacic, supra note 3, at 260 & n.24.

12. See Hernando de Soto, THE OTHER PATH 17-127 (1989) (documenting the substantial

role of the "infonnal" sector in Peru's economy).

13. See, e.g., Douglas Faran, Farmers' Markets Help Ease Cuba's Pain, WASHINGTON

POST, Jan. 23, 1995, at Al (describing how Cuban President Fidel Castro has begun to

pennit fanners to sell produce directly to Cuban consumers at prices set by the supply and
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demand for food).

14. See Robert D. Cooter, "Avoiding Tragedy in the World's Largest Commons" (October

1994) (describing how nomadic herders in Mongolia developed customary land use rights to

ensure efficient use of scarce winter pasture land).

15. One would need to be wary of customs that serve mainly to cartelize individual industry

segments. See note 11 supra and accompanying text.

16. The Mongolian attorneys, economists, and other experts with whom IRIS worked in

drafting an anti-monopoly law for that country were strikingly well-versed in policy

considerations relevant to the design of antitrust prohibitions. See William E. Kovacic &

Robert S. Thorpe, Antitrust Law for a Transition Economy, LEGAL TIMES, Aug. 2, 1993, at

41.

17. See, e.g., Jim Leitzel, Russian Economic Reform: Is Economics helpful?, 19 EASTERN

ECON. J. 365, 366 (1993) (discussing the lack of experience among Russian economists with

the analysis of markets).

18. See Mancur Olson, the Hidden Path to a Successful Economy, in THE EMERGENCE

OF MARKET ECONOMIES IN EASTERN EUROPE 55, 67-68 (Christopher Clague &

Gorden C. Rausser, eds. 1992).

19. See Pearson Nherere, No Requiem for the Restraint Doctrine-Yet, 6 ZIMB. L. REV. I

(1988).

20. On the importance in antitrust analysis of agreements among competitors of the

distinction between naked and ancillary restraints, see Ernest Gellhorn & William E. Kovacic,

ANTITRUST LAW AND ECONOMICS IN A NUTSHELL 179-96 (4th ed. 1994).
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21. In the Ukraine, the post-refonn commercial law courts are antecedents of the "arbitrage"

offices that resolved supplier-fabricator disputes under communism.

22. In Zimbabwe, I interviewed one of the country's leading corporate law specialists. At

one point in our conversation, the attorney pulled from the shelf in his office a well-thumbed

copy of a volume containing Zimbabwean statutes dealing with business associations. The

volume contained numerous handwritten annotations, and on many pages the attorney had

affixed typed or printed inserts to the printed text. As new statutes were passed and existing

statutes were amended, the government did not published complete, revised texts of the law.

Thus, it fell to practitioners to annotate the official published texts of the original laws.

23. For example, the drafting of an anti-monopoly law in Mongolia in 1992 and 1993 built

extensively upon research by IRIS in-country representatives, project members, and

consultants. See, e.g., Peter Murrell, "Refonn Issues in Mongolia" 'IRIS Country Report No..

I: 1991) (identifying priorities for economic and legal refonn in Mongolia); Peter Murrell,

Georges Korsun & Karen Dunn, "Price Policy in Mongolia: A Chronology of Developments"

(IRIS Country Report No.5: 1992) (describing modem evolution of price controls in

Mongolia).

24. Cf. Robert Klitgaard, TROPICAL GANGSTERS 102 (1990) (''The only justification for

foreign experts was as teachers of analytical techniques.").

25. For a description of the collaborative process through which Mongolia's antitrust law was

drafted, see W. Kovacic & R. Thorpe, supra note 16.

26. This may not always be the case. In some instances the government of the host country

may refuse to take an active hand in devising politically unpalatable reforms. In such cases it
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may be necessary for donor organizations to "cram down" specific reforms to establish

needed elements of a market-based legal infrastructure and to enable leadership of the host

country to deflect political opposition by characterizing the adoption of a reform as an

inescapable concession to external financiers.

27. Robert KJitgaard makes the case for technical assistance that encourages full-fledged

"participation" by host country officials:

It had been my experience that decisions are improved by colJegial efforts to layout

issues, clarify choices, and separate the value judgments and the ,factual questions. Foreigners

like me can help in this, and if one is lucky, in the process the locals learn how to do it

themselves. R. Klitgaard, TROPICAL GANGSTERS,.at 79.

28. See W. Kovacic, supra note 3, at 264.

29. See William E. Kovacic, The Identification and Proof of Horizontal Agreements Under

the Antitrust Laws, 38 ANTITRUST BULLETIN. 5 (1993).

30. See Kathleen E. McDermott, U.S. Agencies Provide Competition Counseling to Eastern

Europe, 6 ANTITRUST 4 (Fall/Winter 1991) (describing placement of antitrust specialists

from the Department of Justice and the Federal Trade Commission in anti monopoly bodies in

Eastern Europe).

31. Cf. Glenn R. Lawrence, Are We Exporting Our Legal System?, 41 FED. BAR NEWS &

J. 672, 679 (Dec. 1994) (questioning the value of short-term exchange visits to support rule of

law projects in formerly communist and Socialist countries).

32. See R. Klitgaard, TROPICAL GANGSTERS, at 185: In the usual brand [of technical

assistance] an expert comes and carries out a task, the classic case being writing a report and
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then leaving. Much rarer was an expert who worried about implementation, how the report

would be used in practice. And rarer still, at least in Equatorial Guinea, was the expert who

worked with the Guineans and trained them.

33. An infonnative test of this assertion is unfolding in Ukraine. where IRIS holds an AID

contract to supply technical assistance to Ukraine's Anti-monopoly Committee (AMC) . IRIS

has placed a team of three American professionals in the AMC headquarters in Kiev. Two

are economists (Linda Boner and Roger Boner) who combine extensive experience in the

Federal Energy Regulatory Commission and the Federal Trade Commission. Both have made

numerous presentations to foreign antitrust officials. Roger Boner has performed a number of

in-country competition policy consultancies and has written widely on the subject of

competition policy in transitional economies.. See Roger Boner & James Langenfeld. Liberal

Trade and Antitrust in Developing Nations, REGULATION 5 (Spring 1992) (discussing the

roles of trade liberalization and antitrust in promoting competition). The third professional

(George Gamota) is an attorney who speaks Ukranian. This team is especially well-suited to

assist the AMC in training its professional staff, in developing programs to educate various

Ukranian constituencies on Ukraine's anti monopoly law, in developing a competition

advocacy program before other government bodies, and in fonnulating an enforcement

strategy.

34. See James Langenfeld & Dennis A. Yao, Competition Policy and Privatization: An

Organizational Perspective, in GOVERNMENTS AND MARKETS 195,214 (H.J.

Blommestein & R. Stuenenberg, eds. 1994) (describing value of educational outreach

activities by competition authorities in transitional economies).
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35. See R. Klitgaard, TROPICAL GANGSTERS, at 137, 149 (describing

value of workshops as instructional tools).

36. See Craig W. Conrath & Barry T. Freeman, The Effectiveness of Proposed Antitrust

Programs for Developing Countries - A Comment, 19 N. CAROLINA J. INT'L L. &

COMMERCIAL REG. 233, 243-45 (1994) (competition policy advocacy seen as valuable

element of anti monopoly program in transitional economies); Imrich Flassik, Priorities of the

Czechoslovak Anti-Trust Office, in THE ROLE OF COMPETITION IN ECONOMIC

TRANSmON _, 74-75 (Christopher T. Saunders, ed. 1993) (discussing efforts of

Czechoslovak Federal Competition Office to reduce customs tariffs for imported automobiles);

Paul J. Joskow, Richard Schmalensee & Natalia Tsuk~nova, Competition Policy in Russia

during and after Privatization, in BROOKINGS PAPERS ON ECONOMIC ACTIVITY 301,

359-60 (Martin Neil Baily, Peter C. Weiss & Clifford Winston, eds. 1994) (recommending

that regional anti monopoly authorities in Russia advocate pro-competition policies in sectors

such as energy, telecommunications, and transportation).

37. See Carolyn Brzezinski, Competition and Antitrust Law in Central Europe: Poland, the

Czech RepUblic, Slovakia, and Hungary, 15 MICH. J. INT'L L. 1129 (1994) (assessing

experience with antitrust laws in Central and Eastern Europe); Georges Korsun & Peter

Murrell, "The Effects of History, Ownership and Pre-Privatization Restructuring on

Post-Privatization Governance" (IRIS Working Paper No. 147: 1995) (studying detenninants

of post-privatization corporate governance structures in Mongolia); Ben Slay, "Industrial De

monopolization and Competition Policy in Poland and Hungary" (Middlebury College

Working Paper No. 94-9: 1994) (evaluating impact of structural competition policies on
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economic transition in Hungary and Poland).
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Predatory Versus Productive
Government: The Case of U.S.
Agricultural Policies

Gordon C. Rausser

A gricultural policy is a complex web of interventions covering output
markets, input markets, trade, public good investments, renewable and
exhaustible natural resources, regulation of externalities, education,

and the marketing and distribution of food products. At the level of the federal
government, these interventions have resulted in enormous budgetary costs;
huge surpluses of farm products; major disputes with other countries; distorted
international markets; and benefits to special interests that are often highly
concentrated. The same programs, however, have been pan of an agricultural
sector whose productivity over much of the last century has been spectacular.

Do these massive governmental interventions correct for market imperfec
tions, lower transaction costs, effectively regulate externalities, and enhance
productivity? Or are these programs the result of manipulation by powerful
commodity or agricultural interest groups actively engaged in rent-seeking or
directly unproductive activities (Buchanan and Tullock 1962; Krueger 1974;
Bhagwati 1982)? In this latter penpective, agricultural interest groups are
presumed to behave much like the proverbial 80o-pound gorilla-they walk
where they want; they sit where they want; and they take what they want.

In the design and implementation of governmental policy in agriculture
conflicts naturally emerge between public and special interests. A conceptual
formulation that attempts to explain or prescribe public policy emphasizing
only one of these interests is doomed to tail. Frameworks that neglect political
forces and the role of special interest groups will have little explanatory power.

• Gordon C. RowstT is the RobtTt Gordon Sproul Distinguished Professor, Dtpartmmt
of Agricu.ltvra.l and ReJourct Ect1flOf1lUs, U'II.ivtniIy of CGlifomiD.. BtT1ctlty, CDJifomiD..

(c)1992 American Economic'Association
Reprinted with permission.
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Models that presume the government has no autonomy nor any interest in the
size of the economic pie will also mce serious limitations as explanatory,
predictive, or prescriptive frameworks.

This essay wiU argue that agricultural policy in'the United States has led to
both the enhancement of efficiency through "productive policies" and the
transfer of wealth and income to special interests through redistributive or
"predatory policies." These two activities can be IabeUed as PESTs and PERTs.
PEST policies. or political-economic-seeking transfen. are meant to redistribute
wealth from one social group to another and are not explicitly concerned with
efficiency. In contrast, PERTs, or political-economic resource transactions. are
intended to correa market failures or to provide public goods; these policies
have neutral distributional effects, at least in design (busser. 1982).

A review of the history of public policy in agriculture reveals not only
tension between the PERT and PEST roles of the public seaor. bot also some
coordination between these two types of activities. As different interest groups
pressure the political process, the government trades off PESTs and PERTs in
its attempts to acquire. balance. and secure political power. At times this has led
to combinations of programs that appear incoherenL For example, conserva
tion programs require the retirement of vulnerable acreage, while crop price
supports penalize premature land retirement and create incentives for over
utilization 'of vulnerable acreage. These apparent incoherencies, however. re
sult from institutional arrangements that generate a government portfolio of
productive and predatory policies. In such a world, the challenge for economists
is to design and advocate policies that are both economically productive and
politically sustainable.

Early Development of u.s. Agricultural Policies

Federal programs to assist the agricultural seaor began in the second half
of the 19th century. The period from 1850 through the early 19005 witnessed
the emergence of important institutions aimed at lowering cosu in the private
seaor. The Morrill Act of 1862 offered federal land grants to each state to
establish free. public. higher education through the Land Grant CoUege sys
tem. The u.S. Depanment ofAgriculture. created in 1862, initially focussed on
research, regulation. and information generation. The Hatch Act of 1887 set up
a system of Agricultural Experiment Stations by providing annual grants to
each state for agricultural research. The Smith-Lever Act of 1914 set up the
Cooperative Extension Service system of county agents.

The grassroots organization represented by the county agent extension
system proved to be an effective mechanism for communicating new agricul
tural technologies and k.nowledge directly to fannen. This organization also
became the conduit for communicating back to the U.S. Depanment ofAgricul
ture (USDA) and the land-grant universities signals on fann problems
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requiring research. These early federal policies can largely be characterized as
long-run institutional development, where the government was supplying pub
lic goods whose associated benefits and costs were widely dispersed.

A major resource promoting agricultUral productivity has been the knowl
edge generated by public sector investments in research. This knowledge
generation has repeatedly been shown to have significant influence on agricul
tural growth. Even so, the striking feature of agricultural research policies has
been the overwhelming evidence of underinvestment. As Ruttan (982) has
shown, the rates of return to public good investments in agricultural research
justify much higher levels of public research suppon.

Following the emphasis on public research, education, and extension
support, legislation turned to the undesirable levels of rural infrastructure and
problems of limited information. This legislation covered rural delivery of mail,
soil conservation, agricultural credit, rural electrification, rural road building.
and many other investments in the physical infrastructure of agriculture. These
investments have been extensh'e. Pavelis (985) has estimated that the federal
government, "through direct construction or indirect cost sharing, has created
up to 19i5 about 45 percent of the value of all irrigation,. drainage, and soil
and water conservation facilities in the United States." Problems of limited
information were addressed by other legislation that had the purpose of
lowering transaction costs; for example, fertilizer and seed standards, weights,
animal health, and food safety.

In more recent years, the evolution of many U.S. agricultural policies has
demonstrated a distinct pattern. Early in the 20th century, enabling legislation
was often justified as a means of correcting market failures and enhancing
productivity. But once in place, these policies evolved into programs whose
benefits were concentrated but whose associated COSts were widely shared.
Unsurprisingly, much of this legislation became a vehicle for codifying
rent-seeking behavior. Examples of such agriculture policy evolution briefly
described here include western resource and water development, Sbil conserva
tion, environmental pesticide policy, and farm credit.

Westel'D Resource and Water Development
Initially, the development of western water resources was viewed as pro

moting economic growth by turning "wastelands" into productive agricultural
soils. Because of the potential concentration of uansfers resulting from these
policies, the Federal Reclamation Act of 1902 limited the size of those farms
which could receive low-cost irrigation infrastructure and water to small-holder
residents (160 acres per family member, or a maximum of 480 acres per
household). The intent was to ensure that water projects benefited smaller
farms rather than powerful land interests such as railroads, oil companies, or
land speculators. These water resource projects were designed to be
self-financed; project beneficiaries were expected to repay construction costs
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over a lO-year period (Howitt, Mann and VauK. Jr.• 1982; Holmes, 1979;
Wonter. 1985).

However. as a result of one farm crisis following another from 1915
through 19S0. the self-financing features were eliminated and reclamation
construction funds were appropriated from the U.S. Treasury. Moreover,
through a series of congressional enactments during the 19S0s, the scope of
reclamation polic~' was expanded to include activities such as fish and wildlife
habitat development. flood control. navigation. and hydroelectric power gener
ation and distribution. By the 1940s. the original intent of the 1.902 legislation
-to promote small·scale farmer settlement of the arid West-was all but
forgotten. The acreage limitation provisions of the original legislation were
never enforced. Once the court system was called upon to examine this lack of
enforcement. the acreage limits were legislatively increased to 960 acres. I

The result of this history is that high water subsidies are available to
selected farmers. For example. in the Westlands Water Distria, a part of the
Central Valley Project in California. the difference between the aaual cost and
what farmers are currently paying translates into an average subsidy of approx
imately $500.000 per farm in the District (Reisner, 1986). California State
Water Project officials are pursuing projects that will cost S212 per acre·foot
and above. while some Central Valley Project farmers pay as little as 53.50 per
acre-foot (Wahl. 1989). In Arizona. Scottsdale and Mesa have purchased water
at total costs ranging from 5200 to $300 per acre-foot. while recent desalting
plant investments are expected to supply water at a cost of more than S1.000
per acre-foot.

Soil Conservation
A striking example of masking special interests by references to the public

interest emerged with the passage of the Soil Conserntion and Domestic
Allotment Act of 1936. The dust bowl of the 1930s, dramatized by John
Steinbeck's TJu Grapes of Wrath. provided the basis for a public perception that
soil conservation was a serious social problem. The 1936 legislation marked the
beginning of a long history of policies aimed both at commodity supply
management and soil conservation. Specifically, the 1936 Act enabled farmers
to receive soil conservation payments for reducing "soil-depleting" crops such
as corn and couon which. unsurprisingly. were also surplus crops. The focus on
conservation emanated from concern about preserving and sustaining agricul.
tural lands for future generations: "soil mining:' erosion and "soil runoff'
externalities were viewed as contrary to the public interest,:!

IThe major implementing agency for western ,,"ater resource development has been the federal
Bureau of Reclamation. The Wiler supplied b,' this Bureau at heavily subsidized rates to agricul.
ture helps explain wh,' the irrigation ofJUSt two California crops. alfalfa and couon. takes as much
water as is annualh' allocated to the state's entire populalion of 30 million.
~The L: .S, Depanmem of ~culture has esumated thaI some 2 to 3 billion tons of soil are 10Sl to
erosion in the L:nited States each vear. Contran' 10 man,' popular press repans. this level of
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The Agricultural Act of 1956 contiuued linking commodity suppl~' manage
ment with soil consen'ation policy. The program was divided into two pans: a
consen'ation resen'e and an acreage resen'e. The acreage resen'e was to
red uce the amount of land planted to the so-called program crops: wheat.
cotton. corn. tobacco. peanuts. and rice. All farmers were eligible to participate
in the consen'ation resen'e. which allowed convenions of whole farms from
cropland to soiJ-consening uses. This program e\'entually enrolled nearly 30
million acres in the 19605, mo\ing marginal cropland into permanent pasture.
timber. or recreational uses under contraets for a maximum of 10 years. It
served the objectives of encouraging long-term adjustment of land and labor to
nonfarm uses. soil consen·ation. and. to some degree. output management.
However, almost all of the land in this consen'ation reserve returned to
production during the 1973-1975 boom. In 1985. conditions were once again
ripe for combining consen'ation and supply management. Farm production
was generating enormous surpluses. and the environmental lobby was increas
ingly more effective. Accordingly. as of 1990. approximately 54 million acres
ha\'e been enrolled in the conservation resen'e program introduced by the
1985 Food Security Act.

A number of tmponant lessons emerge from the evoiution of commodity
and soil conservation policies since the 19305. In times of high agricultural
supply and low prices, political opposition to supply-control policies can be
countered when these policies are masked by conservation policies~ When
markets are expanding and prices are high. however. the public will not
compensate farmers sufficiently to hold land out of production. Also. combin
ing commodity and resource policies is far more difficult if institutional invest
ments are not undertaken to establish an organization to sustain political
support for these policies. a role effectively played by the soil conservation
districts and/or the county agricultural adjustment committees.

Environmental Pesticide Policy
The origins of en\'ironmental pesticide policy began with the Federal

Insecticide Act of 1910. initially developed to protect farmers from fraudulent
claims of insecticide salesmen (Bosso, 1987). From these origins. the agricul
tural regulatory portfolio of the U.S. Environmental Protection Agen~' (EPA)
can be traced. Today. this environmental and health hazard regulatory
pomolio includes surface water pollution; groundwater pollution: air pollution;

erosion is not ruining American farmland. This is simph' because tupsoil is a rene..-ablc rnuurce: it
can be replaced b,' urganic maner frum crop residues.•o\s a result. the Rte of net loss of topsoil in
the L;nited Stales i~. in fact. "en' small, The pollution effects of soil enlSiun are I difi~rent matter:
these impacts arise: lU ofTsile efTect~ uf ,,'ind and ",ller erosion.
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worker exposure to agricultural chemical inputs: endangered species (exposure
to the harmful effects of pesticides applied to the fields and crops in their
habitat): and dietary risk (pesticide residues may remain in agricultural prod
ucts that reach the consumer).

Like western resource development and soil conservation policies, the
initial legislation regarding environmental pesticide policy ",'as justified on the
grounds of reducing COSts. but the policy that it spawned reflected political
influence and power. Pesticide environmental policy of the 1950s and 1960s
was firmly controlled by an agricultural chemical coalition comprised of the
chemical industry, the liSDA, and the U.S. congressional committees (Bosso.
1987; Mitchell. 1979: Macintyre. 1987). In the political science literature. this
coalition of business. regulators. and politicians ha~ been referred to as an "iron
triangle,"

As public awareness began to increase. this coalition was challenged first by
the Pesticide Cont~ol Amendment of 1954 that required any registered pesti
cide to have a tolerance level set by the U.S. Food and Drug Administration
(FDA) for acceptable residues. In 1958, the "Delaney Amendment" was passed
which states simply that no (food) additive shall be deemed safe if it is found to
induce cancer when "ingested by man or animal." This Amendment was
vigorously opposed by agricultural chemical interests but without success: it
passed easily.

Until the publication ofCarson's (962) SiLmt Spring. most people knew the
benefits of pesticides. but very few had any knowledge of the possible environ
mental and health risks of pesticide use (Perkins. 1982). But the thalidomide
scare of 1962 gave increased credibility to the Carson message. Slowly. a new
breed of environmental activists emerged and turned to the court system to
enforce the pesticide control laws. In 1969. the Environmental Defense Fund
won a case against the use of DDT in the state of Wisconsin. As Bosso (987)
reported. this first state-level ban of DDT "sent shock waves throughout the
community. the chemical industry. and government a.t all levels." Accordingly.
the chemical industry and the USDA slowly lost their grip. As Wilson 0980.
pp.390 has observed. most ofthese so-called "iron triangle" coalitions "appear
to be made of metal far more malleable than iron." Shortly thereafter. the
~ixon Administration announced its intent to phase out all nonessential uses of
DDT within two years.

Since then a new political coalition has emerged aimed at regulating
agriculture's effects on the environment. Comprised of the eO\'ironmental
interest group organizations. EPA. and members and committees of Congress
without agricultural ties. this coalition's concerns have moved beyond the
quality of the food supply to include the external effects of agriculture on water
and wildlife as well. These groups helped to enact the National Environmental
Policy Act of 1969. the Clean Air Act of 1970. and to establish the u.S.
Environmental Protection Agency (EPA).
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Farm Credit
farm credit legislation set up a system of farmer-owned cooperath"e banks

composed of federal land banks (long-term debt>, production credit associa
tions (shon-term debt). and M bank for cooperatives. The economic justifica
tions for government sponsorship of the farm Credit Banlc.ing System (FCBS)
",,'ere market failures which led to less than an optimal amount of credit being
offered to the agricultural sector. In particular. federal banlc.ing laws prohibited
the emergence of national banks. and state banks could not easily diversify the
regional components of agricultural lending risk. Funhermore. adverse selec
tion may exist in rural credit markets. due 10 heterogeneous endowments of
farmers' abilities.

But since the federal farm credit system was restricted to the agricultural
sector. it could not adequately address the problem of diversification. As the
vears unfolded. it also became clear that these institutions had an inherent
conflict of ipterest. The banks of the FCBS were owned by the borrowers. who
were either farmers or farmer-owned cooperatives. Stock equity in these insti
tutions could not be freely traded; in fact. it could be redeemed only by paying
off loans. Furthermore. since dividends were not paid. the D!0st effective means
for transferring any. residual was by charging below-market rates of interest
which led. in turn. to, too much borrowing. Once interest rates rose dramati
cally in the early 1980s, the federal credit system faced many of the same
problems that plagued .the 1:.5. savings and loan industry. Accordingl~;. farm
credit interest rates rose above market rates. More efficient farmers exited the
system. terminating their stockholder interest as they paid off their loans.
Farmers who could not secure credit from other sources remained in the
system.

Due in large pan to these structural problems. the farm credit banlc.ing
system suffered losses of over 52 billion per year in 1985 and 1986. As the losses
mounted. lobbyists representing the FCBS spent millions of dollars arguing for
subsidies. The federal government bailed out the FCBS in 1988. Whether or
not the FCBS had originally aimed at a market failure. it had developed its own
political momentum for taxpayer transfers to the farm sector.

Legislated Redistributive Activities

To this point. the discussion has emphasized policies that were justified to
some degree by market imperfections. even if they were often manipulated for
purposes of redistributing income to the farm sector. However. the institutional
structure which emerged from the efficiency-enhancing legislation of the 19th
century and early 20th century-the Morrill Act. USDA. Hatch Act. Smith-Lever
Act. and so on-composed of the extension system of county agents. the U.S.
Department of Agriculture. and generic farm groups, formed the foundation
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for one of the best organized economic interest groups in the country. The
agricultural depression of the 1920s. which foreshadowed the Great Depres.
sion. provided the stimulus for this coalition to be more cohesive and effective
in redistributing benefits to fArmers. Also. during this period. farm interests
were able to avoid a number of governmental regulations through legislative
exemptions from antitrust. labor, and tax legislation.'

The long history of redistributive agricultural policies began in earnest
with the passage of the'Agricultural Adjustment Act of 1933. which continues to
be revised every four years or so. Following the HOOSlU Mills decision of the
Supreme Coun in January 1936. these redistributive programs required voJun·
tary participation and offered nonneutral transfer schemes linking government
support directly to the amount produced. Since these programs were tied to
specific commodities. the generic farmer organizations began to lose influence.
In effect. commodity·based groups became the primary vehicle forpoliticaJ
expression of farmer interests (Lowi. 1965). At the same time. the USDA began
a transformation from an organization that focused largely on research and
education to a more conventional government agency. managing programs
which provide direct economic benefits to specific interests.

Initially. the major policy instruments for redistributing income to the
farm sector were price supports and public storage. Price supports were
implemented through government loans to farmers. where farmers put up a
certain amount of a commodity as collateral for the period of the loan. If
market price fell below the loan rate (price suppon). the government took
ownership of the collateral; if not. the farmer could be expected to payoff the
government loan and redeem the commodity. Of course. since price supports
were generally set well above market equilibrium prices and since farm produc·
tivity was increasing sharply (in pan. from the public investment in research).
storage of the huge surpluses was a necessary by·product.

With the commodity redistributive policies came losses for consumers and
taxpayers. gains to farmers. and deadweight Josses. whose range has been
estimated for many commodities on numerous occasions. Table 1 reports the
figures for a representative year over the period 1985-1988. It is worth noting
that the effects captured in the table underestimate total social losses; for
example. they neglect the waste generated from rent·seeking behavior and the
deadweight losses associated with tax collections. Furthermore. with the pas·
sage of the 1985 Food Security Act. the distribution of burden across con·
sumers and taxpayers shifted dramatically in the mid·1980s and the net losses
computed here fell relative to earlier periods.

$The Capper.Volstead Act 01 1922 specificalh' exempted agricultural coopentiyes from some
features of the Sherman anlllruSl legislation. allo""ing farm~ to join together to purchase inputs,
to market their products. and eyen to agree on the amount ofjoint sales. For much of this century.
farmers were exempt from minimum wage legISlation. After World War II. farmers were the major
beneficiaries of the "bracero" program. which allowed temporan' emplovment of Mexican aliens.
Special pro\'lsions in the I.:.S. tax codes for a~culture included cash accountinli! and man~' tax
shelter incentives for spectfic al{ricultural inyestments.
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Table J
RaDge ofAlmual Domatic Welfare Gains and Losses &om Suppon Programs
Under the 1985 Food Security Act, 1985-1988

eo.u- ProdUC" T~ N"
Crop LoJs WIN Cost" LoJs

6illitnU oftl#IJ,ars

Wheat 0.24-0.50 2.62-5.22 '-6;-4.27 0.69-1.95
Com 0.68-0.76 7.23-7.62 7.so-S.10 0.56-1.65
Cotton 0.19-0.21 1.20-l.46 l.40-1.60 0.13-0.61
feanuu 0.S6-<l.40 0.29-0.53 Ob 0.01-0.11
Dairy 1.80-2.90 1.50-2.20 I.1S-1.72 0.75-5.12
Sugar C

Case I 1.90-2.40 1.50-1.70 0" 0.20-0.90
Case II 1.35-1.55 1.15-1.25 0" 0.10-0.40

Tobacco 0.20-0.22 0.54-0.58 Ob (0.12)-(O.lS)d

:Includes Commodit~· Credil Corporation expenses after COSt recoven.
These prognms are run at no-net cost to the government. .

'Case I assumes l:.S. policies do not affect world supr prices. Case II lakes into account the fact
that 1.".5. policies reduce world supr prices. The value of sugar impon ftstriaions to those
exponen who have access to the 1.".5. market (that is. value of quota renu) is 1230 million.
d The tobacco prognm is estimated to have I positive net domestic "'elfare pin. This is because of
the Jarge value of t,; .5. exporu allowing domestic producers to extract surplus from foreign
consumers.
Soum: Computed estimates from unpublished t.:.S. Depanment of Agricultuft elata.

The stylized facu emerging from Table I (not only for the United States
but other countries as well) can be summarized as follows: the redistribution of
income to agriculture is greater the richer or the more industrialized the
country; the higher the cost of production; the fewer the number of farmers.
absolutely and relative to the total population; the more price inelastic the
supply or demand function; the lower the portion of total consumer budget
spent on food; 'and the smaller on world markets the exporting countT'}o or the
larger the importing count~' (Rausser and de Goner. 1989). The efficiency of
redistribution increases as either the demand or supply function becomes less
elastic. Moreover. as Gardner (I983. p. 233) has shown. "The efficient method
of intervention depends on which function is less elastic. Inelastic demand
favors production controls. and inelastic supply a deficienc)' payment
approach."

Policy IDStnlmeDts

There are many margins for adjusting behavior. Since the 19305. attempts
to address these adjustments have resulted in a piecemeal proliferation of
policy instruments. On the supply side. this includes the land controls and land
conservation mentioned earlier. along with production quotas: and on the
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demand side, it includes export subsidies and enhancements; concessional
foreign sales and food grants, and food stamps. Unfortunately, each additional
policy instrument brought its own unanticipated side effects, requiring still
additional mechanisms.

Sometimes the side effects seem so obvious that policy-makers can only
have missed them through sheer myopia. For example, the initial voluntary
acreage-reduction programs focused on compliance requirements for a partit:u
Jar commodity. neglecting the fact that farmers might substitute and grow other
crops, like soybeans rather than com. In faa. it was sometimes possible for the
party that had demanded the original crop to substitute and use the new crop
the farmer was growing (Brandow. 1977). Of coune. if too many restrictions on
substitution are placed on farmers. they will choose not to participate.

To understand how farmers can respOnd to voluntary programs. it is
important to describe the mechanics of the income transfers. For some years.
the major vehicle for these transfers has been "deficiency payments." The
government sets a target price for certain commodities, The target price is set
well above the market price. which encourages high program participation.
The deficiency payment rate is computed as the difference between the target
price (set by law) and the higher of the price support or the average market
price received over the first five months of the marketing year. Each farmer
participating in the program has a payment base. determined by the land base
(essentially how much land they have dedicated to the crop in the past> and
"program yield" (based on the individual's or counties' past yields), The
deficiency payment rate times the payment base. adjusted for acreage set-aside
requirements. determines the total deficiency payment," Thus. the amount of
deficien~' payments to farmers is influenced through four different channels:
target prices. price supports. the land resource base. and productivity.

To receive the deficiency payments. participating farmers must either
allocate land to a crop in the program or to conservation uses dictated by the
Department of Agriculture. Moreover. until 1990. the enabling legislation has
generally required farmers to forego present and future program benefits if
they harvest crops other than the program crop for which they have a "land
base." This feature was intended to prevent a farmer from collecting federal
subsidies for not growing one crop. while growing another. It also has the effect
of coupling income transfers to the planting and harvesting of program crops.
Historically. one ofthe major barriers to ent~· in program crop production has
been land bases on which acreage restrictions are imposed (Becker. 1985).

~Specificalh. lor those "'ho participate. the expected deficienC\' payment for a particular crop. c.

£(d,,) - [p,; - .\14%( p.~. £(P,,»](1 - .... r)Lrrt~'

"'here P,; u the target price: P,~. the suppon price: £( P,,). the expected average price received b\
l~rmers: ...". the percenta!1;e of I:lnd base required to he idled: L". the land base In period I: and
I:,. the pro~m \'ield per unit of the land baile.
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Over the years. more flexibility has slowl~' been introduced and the amount
transferred has become increasingly less dependent on the actions. current and
past. of farmers. For example. until the 1986 market year. the expected
program yield was determined as a moving average of a farmer's past yields.
One provision of legislation in 1985. however. was to assign unalterable pro
gram yields. Thus. a farmer could no longer strategically influence this
\'ariable.

The incentive to raise production caused by price supports 'II\'as also
dramatically reduced with the 1985 legislation. The Secretary of Agriculture
was given discretion in the case of feedgrains and wheat to lower the price
support up to 20 percent below the basic loan rate. For soybeans. the loan rate
can be lowered no more than 5 percent. For colton and rice. the effective loan
rate is set at world market prices. As a result. cotton and rice farmers panicipat
ing in government programs could first pledge their output as collateral for a
loan at the basic rate and. at maturity. repa~' the loan at the prevailing world
market price if it is lower than the basic rate.

In the case of land base. howe\·er. current actions can still influence how a
farmer's base is computed." A producer of a progralJl crop has an assigned
"base" acreage of that crop. which is derived from a five-year moving average
of plantings of that crop on the farm. As a result. a forward-looking farmer may
plant larger acreage in anticipation of future subsidies.

The trend to.....ard lowering entry barriers to production of program crops
and the degree of coupling at the margin was continued in the 1990 farm
legislation. In comparison to previous legislation. the flexibility provisions allow
market signals to playa more significant role in guiding production decisions.
These provisions permit 15 percent of the land base to be planted to an~'

program. any oil seed. any industrial. experimental. or any other nonprogram
crop except for fruits and vegetables.ri This 15 percent of the total base is not
eligible for support payments, but progTam crops. other permitted crops. or
conservation uses are allowed.

In addition to the above 15 percent "normal flex" provision. farmers are
also allowed the option ofan additional 10 percent flexibility. Subsidy payments
are los I on these acres as well as the 15 percent "normal" flex acres; but for
both the "normal flex" and "optional flex" acres. the land base is protected.
Prior to ]990. the allocation of land to any nonprogram or other program

:'The land base for each producer is elLlblished at the county office of the Agricultural Stabilization
and Conservation Se""ice t.a.,SCS). "he ASCS is the administrati\'e a~nC"l" within the l:.S. Depart.
ment of io\Rriculture that has responsibilit~·for implemenLltion of the deficienC"l" pa\-menu. It has an
office in each sLlte and 3.000 counl" ofTKes nation,,·ide. In addition to Je\'eralthousand employees.
a 10c;0I1 COmmillft of three persons I usually producen) handles local appeals of decisions and other
admmistrative mauer~. Count\ oflices assign each local producer a program yield as "'ell as a land
base
6The laller barrier to entT\" is a reOection of the political inOuence of Calilornia fruit and vqeLlble
gro...·en.
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crops would have reduced by an equivalent amount that acreage that would
enter the S-year moving average process for determining land base.

That portion of the actual land base that is idled can be decided by each
producer. and each producer will rationally idle the least-productive land
(whether the control comes through owner or renter status). This option. along
with reconfigured variable inputs on the utilized land (plus the existence of
nonparticipants) means that a program which seeks to reduce acreage by a
given percent normally reduces output by a substantially smaller percentage.
This phenomenon of increased per-acre yields associated with government
acreage control programs has been referred to as "slippage:'; Estimates of the
amount of slippage range from SO percent to as high as 60 percent (Norton.
1986; Love and Foster. 1990; Ericksen. 1986).

Given the possibilities for mal).ipulating output patterns. it follows that
predicting government agricultural spending is highly uncenain. Since the
target price is set by the legislation. the major sources of uncenainty are the
support price. the land base. and the number of farmers who choose to
participate.H Indeed. the OMB and the USDA frequently generate point fore
casts for government expenditures which are widely off the mark. However. it
is notable that. compared to other budgetary predictions. predictions of agri
cultural expenditures have been systematically biased downward over the last
few decades. One explanation is that there are strong incentives for underesti
mating expected Treasury costs in an area where the transfer recipients are
distinctly more powerful and better informed than those who share the burden
for the transfers (taxpayers and consumers).

In an attempt to control government spending. as well as to address goals
of distributional equity. deficiency payments are limited to SSO.OOO per farm.
Over th~ years. however. many loopholes have allowed these payment limita
tions to be exceeded. The loose definition of a "person" has fostered overlap
ping partnerships and other methods of farm ownership that qualify for
multiple payment limits. Accordingly. the number of "Carmers" in program
eligible commodities has increased over the last decade. while the number of
farmers producing commodities ineligible for subsidies has declined.

Despite these attempted limitations. the distribution of program benefits
continues to be viewed by many as inequitable. For the 1988 crop year.
operating farms with sales above SIOO.OOO received 57.6 percent of the direct
government payments. As shown in Table 2. the cumulative distribution of
government payments reveals concentration among the largest farming opera
tions. with the average payment to all farmers having annual sales exceeding
5500.000 per year at approximately 540.000. Since many large farms do not

~The slippaRe rate is defined b\ •• -1(.1l'/l'Kn;J.nlJ where l' is aRgregate per-acre yield and n
is the rallo of land planted to IOtalland. planted and divened. for that crop.
"Prior to IYS6. the le\el of pmductl\'it\ used in the computation of deflcienc\ vavmenu was also
uncertain over the plilllnlnil horizon to!lo"'ing each re\'lsion in the basic ARTlcultural Adjustment
.-\cu of the 19305.
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Tabit 2
Distribution of All Government Payments by Farm Qua, 1988
(all/arms)

TeI41
Fo."" Citu.. NurabfT°f AwrtIIl' T0I4l P."."w TOI4l F_m

(b)'lI1IftlUll SlJits) FtI1ffL. P~I iii CItw P."."w CItw

u,1IWImds of .ulumsof
dollon ftrn1l5 UllDn Ull4n fWrCfffIdI'

< 10.000 1.051 559 588 4.1 47.8
10.000-19.999 270 2.568 640 4.4 12.5
20.000-59.999 253 5.821 1.472 10.2 11.5
-40.000-99.999 500 11.461 5.444 23.8 15.7

100.000-249.999 220 21.452 4.714 52.6 10.0
250.000-499.999 6i 52.484 2.188 15.1 5.1

500.000 > 35 40.874 l.455 9.9 1.6
1'01011 2.195 6.59i 14.481 100.0 100.0

SOUT": 1.:.S. 1)epanment of Agriculture. "Economic Indicator' of the Farm Seaor:
:"alional Financial Summa~·. 1989:' ERS. EelFS 902. Table 50. po. 46.

produce commodities eligible for government programs (approximately 25
percent of all farmland in the United States is eligible for government aop
programs). participating farms receive considerably more than this figure. In
fact. based upon sample surveys conducted by US Department of Agriculture.
Economic Research Service. the estimates of payments to program-participat
ing farms is 530.598 for the sales category ofS100.000 to 5249.000; 541.888 for
the sales categor:' S250.000 to $499.000; and 566.037 for the sales category
above 5500.000.

Implications of Coupled Transfers
Many of the inputs used in agricultural production are joint. producing

\'aluable as well as undesirable outputs (Rausser. 1974; Rausser and Lapan.
1979). Encouraging agricultural production through coupled transfer schemes
while requiring some land to be idled leads to excessive utilization of basic
inputs. Residuals of excessive fertilizer and pesticide input applications combine
with excess water and are transported into various water sources. an externality
outpUt. Toxic salts accumulate in agricultural land. Burning crop residues may
result in air pollution. Wind erosion contributes to particulate air pollution and
has been estimated to cost $4 billion or more in annual damages in the western
United States. while erosion caused by water runoff has been a major contribu
tor to water pollution resulting in damages estimated to range from S5 billion
to S18 billion annuall)' (Economic Report of the President. 1990).
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The land that is allocated to production of program crops is combined with
more pesticides and fertilizers than would otherwise be the case. Farmers
receive subsidies only on that land that is pan of the farmer's program crop
base. Thus, a disincentive is created for rotating crops. Because crop rotation is
a nonchemical teehnique for pest control, the coupled transfer programs
aggravate pesticide pollution by encouraging the substitution of chemical for
nonchemicaJ pest control."

In this respect. the experience of the United States is consistent with the
rest of the world. Countries which tax their agricultural sectors (Argentina,
Thailand) use less than one-twentieth the amount of chemical fertilizer per
cultivated acre that highly subsidized countries such as Switzerland use. There
is a similar direct correspondence between producer subsidies and the use of
farm pesticides <Anderson, 1992). _ .

Given the relationship between coupled transfers and.the determined land
base, acreage that is suitable for the program crops becomes more valuable.
These subsidized land values encourage farmers to allocate available land to
program commodity production. In some instances, this has included land that
is steeply sloped and thus highly erodible, as weD as wetlands that provide
important wildlife habitat. Hence, coupled transfers based on land use have
created incentives for farmers to use land in ways that increase adverse
environmental impacu. These concerns helped motivate the conservation re
Serve program of the 1985 legislation and the planning flexibility provisions of
the 1990 farm legislation. These recent farm bills have established a trend
toward reducing the linkages between agricultural subsidies and farmers'
production and land-use decisions. Accordingly, potential adverse environmen
tal spillovers have been slowly reduced.

The inflexible settings of price supports and target prices in the early
1980s followed the favorable agricultural economic markeu of the 1970s. The
coupled transfer policies augmented the degree of overexpansion within the
U.S. agricultural sector, making the sector especially vulnerable to the unantici
pated interest rate. exchange rate. and growth rate patterns of the early 1980s
(Rausser. Chalfont. Love. and Stamoulis. 1986). One adverse environmental
result was the "mining of the soil" that many farmers engaged in during the
1980s in order to survive financial stress (Foster and Rausser. 1991).

Partly because of the nature of the coupled transfers. one production
record after another was broken during normal weather years of the I980s.
These high levels of production led to pressure for change. t'or example. in
1983. commodity-specific certificates were offered in lieu of cash transfers: that
is. farmers were offered subsidy in kind rather than cash. This became a means
for releasing public stocks held in the farmer-owned reserve. In 1986. generic

IIDu~ to th~ compl~x m~asuremenl probl~m thaI aris~s in th~ monitorinR and eSlimatin!t ~n\·iron·

mental bads, Pigovian tax~ based on marginal damages ar~ impractical (Raull5er and Howin.
19i5). .-U a result. measur~menl or information p()fici~s musl ~ put in pillc~ ..,jlh ~n\'ironm~ntal

standards. taX~S. or control pofici~5 <Hochman and Zilb~rman, 19iR: Rauuer and Lap,,", 19i9).
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commodit)" certificates were introduced in place of commodity.specific
cenificates up to the level of available stoCks. Governmental expenditures
skyrocketed in 1986 because governmental stocks moved on to market through
the generic certificate program. driving real prices to record lows for many
commodities and thus indirectly increased the level of deficiency paymenu. As
noted above, the 1985 Food Security Act also dramatically lowered price
supports. computing their levels as a moving average of past market prices with
some bounded discretion on the pan of the Secretary ofAgriculture to set the
actual price suppon at lower levels.

A number of general equilibrium analyses have been conducted to estimate
the intersectoral effects of coupled transfer policies on the balance of the U.S.
economy. One study concluded that the misallocation of resources and capital
to agriculture depressed the productivity' of other sectors of the U.S. economy
and reduced American manufacturing exports by $7.5 billion and service
exports by 53.4 billion (Henel. Thompson and Tsigas. 1989). Another study
estimated that the removal of all programs which diston agricultural produc.
tion or constrain input use would increase 1991 GNP by $9.6 billion (Robinson.
Kilkenney and Adelman. 1989).

u.s. Agricultural Policies and the Rest of the World

Since the United States is a large producer of some commodities on the
world market. its price supports and accumulation of stocks can conceivably
result in shon-run favorable consequences for all exponers of the commodity
in question. Specifically, if the internal price supports are 10 high as to
effectively eliminate the expon market as a relevant alternative. all the benefits
accrue to other exponing countries in the shon run. Over much of the
post-World War 11 period. the United States has behaved as a residual supplier
on world markets of many major commodities, especially the food grains.
cotton. and the feed grains.

To the extent that the price support programs and coupled subsidy
transfers discussed above. as well as protection against impon competition
(such as qUOtas in the United States and variable levies in Europe) all induce
greater production. however. world prices will be depressed. This is particu
larly evident when the U.S. government sells unwanted stocks on the world
market at less than the domestic price (through the Expon Enhancement
Program), makes concessional sales. or simply donates the food as aid (through
PL 480). These potential effects have been examined in a number of empirical
analyses (Tyers and Anderson. 1986; Roningen and Dixit. 1989; Zietz and
Valdez. 1986). For example, Roningen and Dixit estimate that eliminating U.S.
agricultural policies would increase world dairy product prices by 23.5 percent,
sugar by 22.8 percent. coarse grain by 11.6 percent. wheat by 10.6 percent. rice
by 2.9 percent. ruminant meats by 3.8 percent. and nonruminant meats by 3
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percent. This would lead to corresponding costs for consumers and benefits for
producers in the rest of the world.

Anderson and Tyers (I990) estimate that multilateral liberalization of
agricultural policy by all OECD countries would increase the world prices of
dairy products by 90 percent. sugar by 22 percent, coarse grain by S percent.
wheat by 25 percent, rice by 18 percent. ruminant meats by 43 percent. and
nonruminant meats by 10 percent. While these price changes would result in
costs for consumers and benefits for producers in the developing world.
Anderson and Tyers estimate that the net welfare of developing countries
would increase by I percent. Simultaneous policy liberalization by developing
countries. however. would result in a net increase in developing country
welfare of up to 64 percent. .

One justification often expres~ed in suppon of price Roors and public
storage programs in the United States and in other industrialized countries is
that they stabilize what would otherwise be an unacceptable domestic volatility
in basic commodity prices, at least over the very shon run. 1o Ironically. these
same policies amplify rather than dampen commodity price fluauations on
international markets. One glaring example of this phenomenon is the world
sugar market. The European Community (EC) and the United States both
protect their domestic sugar producers-for example. in the United States
through price supports. tariffs, and impon quow. These policies have been
estimated to have increased price instability in the residual world market for
sugar by approximately 25 percent (World Bank. 1986). Moreover. because the
United States has been dominant in the world sugar trade. the imposition of
impon quotas has lowered world sugar prices.

Not surprisingly. European and C.S. sugar policies have also placed
significant burdens of adjustment on many developing countries. The 1986
World DnJtlopmml Report estimated that sugar policies of industrialized coun
tries cost developing countries about Si.4 billion in lost export re\'enues during
1983 and reduced their real incomes by about 12.1 billion. Given the domestic
supply response to sugar and other substitutable products. even those develop
ing countries who currently benefit can expect their quote levels. and thus
values, to slowly vanish. In the case of world wheat prices. Schiff (1985) has
estimated that the variability could be reduced by 48 percent if all countries
were to end their subsidization of wheat. Tyers and Anderson (1986). using a
model simulating policy reform in more than a half dozen commodity markets.
calculated that liberalization of agricultural policies of industrialized countries
would substantially reduce the international price \'ariability of major
temperate-zone commodities: wheat by 33 percent. coarse grains by 10 percent.
rice by 19 percent. sugar by 15 percent. and dai~' produas by 56 percent.

IIIStabiJizing pricn iI. of course. not equivalent to stabilizing incomes, .~ nOled b\ :\ewbel"\' and
Stigliu (J 981 l. stabilizing prices may actuall\' increaK income \"ariabilit\"
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Table 3
Productive Versus Predatory Policy .DlervenbODS ill U.s. Agriculture,
1982-1986 Average (ptT,entogt uniJ values)

Produm Sll~Efllivolnats

Prod"'n/#' htt14ttn'y
TIIlII/ (PERT) (PEST)

Sugar 77.4 7.9 92.]
Milk 55.9 7.8 ft.2
Rice 45.0 6.4 95.6
Wheat 56.5 ]5.5 86.5
Sorghum 51.5 ]4.5 85.5
Barle\ 28.8 20.9 79.]
Corn 27.1 ]7.; 82.S
Oats 7.6 61.6 58."
Soybeans 8.5 74.S 25.;
Beef 8.7 55.5 44.5
Poultn 8.3 65.0 55.0
Pork 5.l! 82.5 1;.6

Average 24.6 55.6 64.4

SOli ret: l:.S. Department of Agriculture. "Estimates of Producer and Consumer Equivalenu: Gov.
ernment Intervention in Agriculture." Economic Research Service. ATAD Staff' Report No. AGES
880]27. April 1988,

Accounting for Predatory and Productive Policies

One measure of the degree of government intervention across commodity
groups can be represented as a "producer subsidy equivalent" (PSE). the ratio
of the total value of all public sector assistance to total farmer receipts. As shown
in Table 3. the degree of government involvement is most dramatic for
products where demand is inelastic. like sugar. milk. rice. and wheat. Feed
grains have an intermediate level of support while sectors with more elastic
demands, such as soybeans and red meats. have the lowest level of suppon. JI

The decomposition of the public sector assistance into productive (PERT)
and predatory (PEST) forms of government policy is also reponed in Table S.
The productive category includes all expenditures by the public sector that are
expected to lower transaction costs and enhance the Tate of economic growth.
namely public good expenditures. information and marketing services. grades

II For a sun'ev of o"·n·price elasticil\' estimates. I« de Gorter. NiellUn. and Rausser <J99!). A1 the
farm le\·e!. the mOSI demand·inelastic commodities are sugar. mill.. and rice: thost commodities
with intermediate degr«s of demand·price inelasticit\' are ",heat. sor«hum. baric)'. com. and oau;
and finall\'. those that ha\'e the least degree of inelasticity and. in some instances. elastic demand
funatom. include soybeans. beef. poultr:-. and porL.
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and standards inspections, crop insurance. public research. extension services.
and so on. For the PEST category. all redistributive transfers from other
segments of the economy to agricultural producers are incorporated. including
deficien~' payments. price supports. trade barriers. storage subsidies. input
subsidies. subsidized credit. and so on.

Note that the produCts with inelastic demands (sugar. milk. and rice)
receive a lower proponion of their public suppon in the form of productive
policies. while the produCts with elastic demand (soybeans and meats) receive a
higher proponion of their suppon in the form of productive policies. The data
is consistent with the view that coupled predatory policies are higher in sectors
where demand is inelastic and where supply is very responsive to policies and
lower in sectors with highly elastic demand and low supply elasticities. AI. noted
earlier. redistribution efficiency would argue for low supply elasticities but here
the joint determination of PESTs and PERTs places more weight on policy
induced supply expansion. For some products that do not appear in Table
3-for example. specialty perennial crops .like oranges. lemons and
grapes-whose demand is highly elastic. but whose productivity and supply
response is low. coupled predatory policies do not generally exist. Instead. for
these specialty crops. producer organizations tax their members to finance the
provision of local public goods (de Goner. Nielson. and Rausser. 1992).

For the case ofpublic good investments and predatory coupled transfers. it
has been shown that. if a productivity-enhancing policy harms producers
because of highly inelastic demand and responsive supply. but producers have
more political clout than other interest groups. the amount of public-good
investment will be inadequate (de Goner. Nielson. and Rausser. 1992). How
ever. the political obstruction to public good investments can be countered with
subsidies 'that are tied to production. thus leading to less underinvestment in
public goods than would otherwise be the case. In effect. since productive
policies may harm members of special interest groups. compensation through
predatory subsidies may offer a means of making the pursuit of the public
interest politically viable (Rausser and Foster. 1990). Transfers that seem only
predatory at first glance may. in cenain cases, actually be politically necessary if
society is to approach the optimal configuration of producti\'e policies. 12

Even if demand is elastic and the "representative" producer benefits from
the dissemination of an ad·.ance. producers are likely to be heterogeneous in
their adoption of new technology. Those producers who make the greatest use

12Political influence also operates through the public lector b" frequendy alo"'ing down the
redistribution of income generated b" changing market conditions, .o\ccordingly. markets with
highly inelastic demand and supply conditions as "'ell as changing tKhnologies are those markets
which generate rapidly fluctuating incomes and thus a demand for public sector "stabilization," In
a world of limited knowledge of ho'" Konomic ,,'stems operate. producer.interest groups have
successfulI-, argued that "price stabilization" proltT'lms are in the public interest. In this instance.
interests ",ho share the burden of financing such pr0ltT'lms are led to belie"e thai such policies are
PERT•.
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of the ne..... technology will gain from its dissemination and the associated
equilibrium price decrease, while others who make little or no use of the
technology are likely to lose. Indeed, nonadopters always lose when the de
mand curve is anything less than perfectly elastic. In this setting, the key is not
the elasticity of demand, but the heterogeneity of producers in their ability to
take advantage of technical advances. If a sufficient number of these heteroge
neous producers are harmed by the equilibrium effects of technological changes,
then potential political impediments to future technical advances may arise. If
so. some promise of wealth transfers from the winning consumers and taxpay
ers to the losing producers will be necessary to have any advance at all. As
shown in Foster and Rausser (1992). wealth transfers tied to output may be a
more effective means than per-firm lump-sum payments in inducing defection
from the coalition of those producers least harmed by the technical change.
Price-distorting payments target producers who, although harmed by the
technology dissemination policy alone. expand their production the most.

A recent study supporting this perspective has examined PEST transfers
and PERT investments in agricultural research for 25 countries. The evidence
is revealed in Figure 1. which shows that the ratio of PERT to PEST transfers
unambiguously increases with country income levels. In Figure 2. productivity
measured by value added per agricultural worker is related to the mix of PEST
and PERT expenditures. This suggests that one reason for the record of strong
productivit), growth in de\'eloped country agriculture is that. despite a strong
tendency toward increased protection. there is a complementary tendency
toward suppon for agricultural research. As Lee and busser (991) note,
complementary provision of PEST and PERT policies provides a consistent
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Figure 2
Value Added Per Agricultural Worker Venus Research Expenditure / PEST
Transfers
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explanation for the distincdy different patterns found in developed venus
developing countries. Developed countries typically protect their agricultural
sectors while investing more in agricultural research and generating higher
levels of agricultural productivity. while developing countries typically tax their
agricultural sectors. invest litde in agricultural research. and experience gener
ally low le"els of agricultural productivity.

The Search for Politically Robust Reform

Far too frequendy. the economics profession has examined PEST policies
as though they were separate from other policies. explaining their existence by
the relative influence ofinterest groups or the opacity of the policy impacts. For
the U.S. agricultural sector. however. one of the major messages is that policies
can be packaged so vested interests may acquiesce to one policy in exchange for
another. This observation applies not onl~' to U.S. agricultural policy. but to all
types of public-sector activities; for example. privatization with safeguards for
some social groups in formerly command economies. urban planning and the
granting of zoning variances in exchange for the supply of local public goods.
and special worker adjustment compensation for industries facing increased
international competition.

The challenge for economists in agricultural policy. as in other areas, is to
identify policy reforms that make economic sense and are politically robust. In
the past. the best the economic literature has been able to offer in the design of
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democratic decision-making frameworks is to Jtparatt the processes for produc
tive and predatory policies. Long ago. Wicksell (1896 [1967]) recognized the
distinction between these types of policies and. argued for organizing govern
ment so that the provision of the two types of policies would be decided by
separate and qualitatively different processes. Mueller (989). in his recent
survey of the literature. outlines the conceptual and practical advantages of
considering the two types of policies separately.

However. whatever the issues of analytical convenience. it is now being
recognized that political and economic forces must be jointly considered in
matters of both design and implementation of public policies (busser. 1982).
Much recent investigation has been devoted to theoretical and empirical mod
els of public sector decision-making in an attempt to accomplish this task.
Readers interested in these issues from a general perspective might begin with
Becker <I983, 1985); Peltzman (976); and Zusman (1976). Those interested in
applications to agricultural policy in particular might begin with Gardner
<I 987); Rausser and de Goner <I 989); Foster and Rausser (992); and de
Goner, Nielson, and Rausser (992). The purpose of the latter models is to
explore ways in which PERT and PEST policies are jointly determined.

Economists have only begun to scratch the surface in the development of
operational frameworks for blending productive and rent-seeking policies. In
general. work in this area must recognize that these two types of policies go
hand in hand: frequently. predatory policies are offered as compensation to

those that are harmed as a result of the implementation of productive policies.
Just as frequently, productive. or what may only appear to be PERT policies are
structured to mask the redistributive mechanisms put in place by predatory or
PEST policies. for example conservation and commodity subsidies. food secu
rity and self-sufficiency. instability and subsidized public storage. and so on.
Furthermore. PERT policies with concentrated benefits but widely shared cost
profiles naturally evolve into PEST policies. especially where the power of the
few is alive and well and/or vested interests are relatively homogeneous. This
means, of course. that the political-economic costs of removing policy distor
tions can be dramatically different from the cost of their original implementa
tion. These asymmetric costs can result in policy irreversibilities. a consequence
that is generally swept aside when the original policy intervention is evaluated.
Finally. the special advantages offered to those groups seeking PEST transfers
that face highly inelastic demand and supply relations must be tempered by the
impact of PERTs on production possibility frontiers.

Operational prescription must recognize not only the economia of various
policies. but also how the distribution of political power will affect the sequence
of policy steps. The distribution of political power _ill often be critical in
reforming policies to be more productive and less predatory (Rausser and
Zusman, 1992). There will be situations where the political timing may be
especially ripe, perhaps because of an economic crisis caused by outside factors.
to change the institutional structure of agricultural programs. This was
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certainI)' true in the mid-1980s when macroeconomic and international phe
nomena helped spawn a crisis in the U.S. agricultural sector. In the midst of
this crisis. political entrepreneurship emerged which led to lOme governmental
autonomy in the design of the 1985 Food Security Act as well as the subsequent
1990 Farm Act. The lowering of economic barriers and the enhanced planning
flexibility introduced by these two pieces of legislation cannot be explained by
the pure rent-seeking or predatory models of governmental intervention found
in the literature.

Opponunities for restructuring the trade-off between the public and spe
cial interests have often appeared greatest during times of economic crises.
However. the sustainability of the restructured tradeoffs and the new mix of
productive and predatory policies has been shown time and time again to
depend critically upon changes in the underlying institutional configuration. In
the case of U.S. agricultural policy. an example of institutional changes that
could alter the level and distribution of political power might arise from the
current GAlT negotiations. In the Uruguay round of the GAlT negotiations.
it was accepted early by all parties that distortionary trade policies in agricul
ture exist to rationalize internal country policies; thus. both sets of policies
should be included in the negotiations. Accordingly. a number of proposals
have been tabled in Geneva for reducing internal country coupled PEST
policies and substituting PERT policies (Rausser. 1992). In the case of the U.S.
government. this substitution process has been proposed to occur over a
10-year adjustment period. This means. of course. that the interest-group
configuration after the completion of the GAlT negotiations could be dramati
cally different than the political landscape that has existed over much of the
prior 60 or so years. Agriculture wi)) no longer be companmentalized. Agricul
tural sector issues will be linked with other trade issues. thus widening the
vested interests that will determine whether a GAlT agricultural code is
accepted or rejeaed. If the GAlT agreement is accepted by the U.S. Congress.
the executive branch will. no doubt. lean on the external code as a basis for
credible commitments to achieving more PERTs in exchange for fewer PESTS.

In the grand scheme. the major policy issue is whether society can achieve
more productive policies in exchange for fewer predatory ones. In the case of
U.S. agriculture. even though the PERT/PEST balance over the last two
centuries may be positive. as the years have unfolded it has become increasingly
less so. Shon of an external GAlT agricultural code. the actual process of
reversing this trend will depend upon those interests that have access to the
policy-making process. the issues over which those interests can negotiate. the
degree of consensus that is sufficient to complete negotiations. and the course if
negotiations break down. For example. simply changing congressional seniority
rules would significantly alter access power. Many of the commodities which
enjoy the greatest amount of PEST transfers can be characterized as Southern
crops. Changing the relative cost of organizing those who benefit from reforms
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will increase their responsiveness to changes in their welfare. Creative packag
ing may also change the political technology by demonstrating the feasibility of
alternative. more efficient programs of wealth transfer. Steps like these often
require political entrepreneunhip; leaders who become essential players by
being pan of an~' consensus or admissible coalition supponing reform. In the
final analysis. designing mixes of agricultural policy to generate greater effi
ciency and improved equity will not be sustainable without altering the policy
making proces~.

• Tht author is eSjHcilJllJ thankful to Crtg Adams. Kris CAlvin. Harry tU Gcnvr.
WiUiam E. Fost". Carl Shapiro. Joe Stiglitz.. and Tirnoth)" Taylor fOT a namabtr of uuful
comments and suggestions.
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Strategic Information and Indicators Related to LepI, ReauJatory, and Judicial Reform
PRISM Database

Areentina Source: Action Plan FY95-96 2/95

PROGRAM OUTCOME NO. 2.1
Selected improvements in legal, regulatory and judicial environment for
business in Argentina
Regulatory norms and procedures adopted
Unit:Norms Expressed As:Number

Bangladesh Source: CPSP 1995-1997 2195

01llERACTMTY NO. 3.1
Women's awareness of legal rights and access to legal services increased
Disputes in project areas successfully mediated through village
councils
Unit:Disputes Expressed As:Percent

mediated
Registered marriages in project areas (Annual Proxy)
Unit:Marriages Expressed As:Number

Burundi

PROGRAM OUTCOME NO. 2.3
Improved legal environment and support judicial reforms

Case turnover rate
Unit: Expressed As:
Courts in Bujumbura and outside
Unit:Courts Expressed As:Number
Evidence of the improvement of the legal environment
Unit: Expressed As:
Public law firms
Unit:Public Law Expressed As:Number

Firms
Reform of legal codes relating to commerce
Unit: Expressed As:
Reform of legal codes relating to land tenure
Unit: Expressed As:
Reform of legal codes relating to women's rights
Unit: Expressed As:
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Cambodia

-2-

Source: Action Plan 1995-97 5/95

PROGRAM OUTCOME NO. 1.3
Increased access to legal. regulatory. and judicial organizations
providing services that are perceived as more transparent, predictable,
effective and fair

Backlog of prisoners detained without hearings
Unit:Prisoners Expressed As:Number
Civil cases brought by private citizens to formal justice system for
resolution
Unit:Cases Expressed As:Number
Criminal trials and convictions of members of the police. the military
and the wealthy
Unit:Trials/ConvictiExpressed As:Number

ons
Functioning, broadly-inclusive Bar Association established
Unit:Bar AssociationExpressed As:Yes/No
Legal documentation in comformity with existing laws being performed
within ministries
Unit:Legal Expressed As:Yes/No

Documentation
Level of organization of case flIes
Unit: Expressed As:
Poor litigants and the accused receiving free legal assistance
Unit:Poor Expressed As:Number

LitigantslPeople Accused
Trained clerical staff in the provincial courts
Unit:Staff Members Expressed As:Number
Use of evidence other than witnesses in trials
Unit: Expressed As:
Waiting time required for both civil and criminal trials to be held
Unit: Expressed As:

Caribbean Regional Source: Action Plan FY95-96

PROGRAM OUTCOME NO. 1.2
Improved regulatory framework developed and implemented

Countries with customs regime streamlined and modernized per year
Unit:Countries Expressed As:Number
Court registries operations streamlined and modernized.
Unit:Countries per Expressed As:Number

year
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Enabling business legislation developed
Unit:Legislation Expressed As:Number
Enabling business legislation enacted
Unit:Legi~lation Expressed As:Number

Dominican Republic Source: Action Plan FY96-97 4/95

PROGRAM OUTCOME NO. 4.1
Environmental component of the Sector Regulatory Framework in place

Firms complying with the standards and norms
Unit:Firms Expressed As:Percent of all fmns
Standards and norms for energy regulation established
Unit:Standards/NormsExpressed As:Number
Standards and norms for energy regulation established 
Internationally-accepted norms and standards identified
Unit:Standards/NormsExpressed As:YeslNo
Standards and norms for energy regulation established - Norms and
standards in place
Unit: Standards/NormsExpressed As:YeslNo

Chile Source: Action Plan FY1996 7/94

PROGRAM OUTCOME 1.1
Judicial function and access to justice improved

Dispute resolutionllegal aid centers functioning
UnitCenters Expressed As:Number
Judges trained - male
Unitjudges Expressed As:number
Judges trained - female
Unit:judges Expressed As:number
Judicial employees trained:Employees/male
Unit:Male employees Expressed As:Number
Judicial employees trained-Employees/female
Unit:Female Expressed As:Number

employees
Legal assistance backup center functioning
Unit:Center Expressed As:YesINo
National automated case tracking system operational status
Unit:Courts Expressed As:Percent

incorporated
Regional court administrators
Unit: Individuals Expressed As:Number
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named

Colombia Source: Action Plan FY96-97 3/94

PROGRAM OUTPUT NO. 1.4
Improved access, fairness, and public perception of the judicial system

Cases addressed out of the total cases assigned to Public Defenders
Unit:cases Expressed As:percent
Cases assigned to Public Defenders
Unit:cases Expressed As:number
Conflicts resolved annually by the mediation mechanisms operating in
conciliation centers, and municipal civil and criminal courts (For
Bogata, Cali, Medillin, Bmanquilla, and Bucaramanga)
Unit:Conflicts Expressed As:Number
Disiplinary actions by the Attorney General's Office (AGO) against
justice sector personnel involved in human rights violations, which
result in criminal cases
Unit:actions Expressed As:percent

Colombia Source: Action Plan FY96-97 3/94

Disiplinary actions by the Attorney General's Office (AGO) against
justice sector personnel involved in bribery and illicit enrichment
out of total disciplinary actions by the AGO against justice sector
personnel
Unit:actions Expressed As:percent
Favorable sentences for the defendants assisted by public defenders in
major crimes' indictments of total sentences for defendants assisted
by public defenders
Unit: sentences Expressed As:percent
Popular perception of effectiveness of and accessibility to the
criminal justice system
Unit: sentences Expressed As:percent

Costa Rica Source: Action Plan FY9S-96 3/94

PROGRAM OUTCOME NO. 2.8
Establishment of a transparent set of roles, laws, and regulations that
structure incentives to stimulate production and trade and provide the
legal framework for growth
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Source: Action Plan FY9S-96 3/94

PROGRAM OUTCOME NO. 2.3
Strengthened legislative and judicial process

Adoption of delay reduction mechanisms in court system
Unit: Expressed As:
Alternative Dispute resolution(ADR) mechanisms introduced for
civil/commercial court cases
Unit:Mechanisms Expressed As:Number
Fully-integrated Legislative information system installed and
functioning
Unit:system Expressed As:
Internal capabilities developed in the legislature
Unit:Training Expressed As:Number

activities

EI Salvador Source: Action Plan 1996-97 1195

PROGRAM OUTCOME NO. 3.2
Legal, market and price environment conducive to sustainable private
forestry

Adoption of sustainable forest management practices
Unit:Plans Expressed As:Number
Stumpage value of standing timber
Unit: Index Expressed As:lndex (1992=100)

EI Salvador Source: Action Plan 1996-97 1195

PROGRAM OUTCOME NO. 3.2
Improved legal and institutional framework for effective protection of
human and citizen rights

Case backlog in criminal coutts
Unit:Cases Expressed As:Percent of total
Case backlog in family coutts
Unit:Cases Expressed As:Percent
Indigent detainees receiving legal counsel from the public defender's
office
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Unit:Indigent Expressed As:Number
detainees

New cases resolved in criminal coutts in under 1 year
Unit:New cases Expressed As:Percent of total
New cases resolved in family coutts in under 1 year
Unit:New cases Expressed As:Percent of total

Gambia Source: API 1993 10/93

PROGRAM OUTCOME NO. 1.3
A more favorable legal and regulatory environment conducive to increased
private sector investment

Company tax as % of total tax revenue
Unit:company Expressed As:percent
Firms of five or more employees paying into Social Security
Unit:Firms Expressed As:Number
Witnesses heard in court
Unit:witnesses Expressed As:number

PROGRAM OUTCOME NO. 2.2
A more favorable legal and regulatory environment conducive to the
adoption of NRM practices

Approved community resource management agreements (CRMAs) in project
areas
Unit:agreements Expressed As:number
Approved community resources management agreements in nonproject
areas: Agricultural
Unit:agreements Expressed As:number
Crop land
Unit:Hectares Expressed As:Numbers
Forest land
Unit:Hectares Expressed As:numbers
Forest management
Unit:CRMAS Expressed As:Number

Gambia Source: API 1993 10/93

Forest/range agreements
Unit: agreements Expressed As:number
Forestry/range agreements
Unit:agreements Expressed As:number
Hectares managed per community resource management agreements(CRMAs)
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in project targeted areas in the subsectors: crop land
Unit:CRMAS Expressed As:Number
Hectares under NRM practices outside ANR targeted areas
Unit:Hecwes Expressed As:number
Range lands
Unit:Hectares Expressed As:number
Range management
Unit:CRMAS Expressed As:number

Gambia Source: API 1993 10/93

Selected legal and administrative reforms enacted and implemented
Unit:Reforms EnactedExpressed As:Number

PROGRAM OUTCOME NO. S.l
Natural resource use policyllegal framework created and implemented

Level of resources provided for natural resource'1D.8Jlagement (GOES,
donors FONAES)
Unit:Current US Expressed As:Millions

Dollars
Selected PolicieslLaws established: Forestry Law/Oen Envt LawlLaw for
SEMAIEnv Ed Policy
Unit:Law or Policy Expressed As:

passed

Guinea-Bissau Source: API 1994 3/9S

PROGRAM OUTCOME NO. 1.1
Technical/analytical base for planning T & I policy. legal and regulatory
reform and for providing direct T & I support to the private sector
improved in the critical growth sub-sectors

Status of researcblanalysislknowledge regarding economic potential and
policy, legal, regulatory, judicial and other constraints to the
realization of private sector activity in the COS - Rice
Unit:Scale Expressed As: 1 (worst) to 7 (best)
Status of researcblanalysislknowledge regarding economic potential and
policy, legal. regulatory, judicial, and other constraints to
realization of private sector activity in the COS .- Cashews
Unit:Scale Expressed As:1 (worst) to 7 (best)
Status of researcblanalysislknowledge regarding economic potential and
policy, legal, regulatory, judicial, and other constraints to
realization of private sector activity in the COS - Fruits
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Unit:Scale Expressed As: 1 (WOrst) to 7 (best)
Status of researchlanalysislknowledge regarding economic potential and
policy, legal, regulatory, judicial, and other constraints to
realization of private sector activity in the CGS • Vegetables
Unit:Scale Expressed As: 1 (worst) to 7 (best)
Status of researchlanalysislknowledge regarding economic potential and
policy, legal, regulatory, judicial, and other constraints to
realization of private sector activity in the CGS • Forest products
Unit:Scale Expressed As:l (worst) to 7 (best)
Status of researchlanalysislknowledge regarding economic potential and
policy, legal. regulatory, judicial, and other constraints to
realization of private sector activity in the CGS • Fisheries
Unit:Scale Expressed As:l (worst) to 7 (best)
Statu~ of researchlanalysislknowledge regarding economic potential and
policy, legal. regulatory, judicial and other constraints to the
realization of private sector activity in the CGS • General commerce
and general services to the private sector
Unit:Scale Expressed As: 1 (worst) to 7 (best)

PROGRAM OUTCOME NO. 1.2
Policy, legal and regulatory environments for increased private T & I in
the critical growth sub-sectors improved

Improvement in the legal and regulatory environment for increased
private T & I in the critical growth sub-sectors
Unit: Expressed As:YeslNo
Improvement in the policy environment for increased private T & I in
the critical growth sub-sectors
Unit: Expressed As:Yes/No

PROGRAM OUTCOME NO. 1.3
Adjudication of T&1 legal and regulatory conflict improved

Improvement in adjudication of T & I legal and regulatory conflict
Unit: Expressed As:YeslNo

PROGRAM OUTCOME No. 1.4
Ability of entrepreneurs to respond to improved policy, legal. and
regulatory environment improved
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Haiti

-9-

Source: Action Plan 1996-97 5/95

PROGRAM OurCOME NO. 1.1

More effective, self-sustaining judicial system and improved legal
advocacy

Clients represented through Civil Society advocacy
Unit:Clients Expressed As:Number
Control structure for police is defined and working
Unit:Event Expressed As:YeslNo
Permanent police force deployed nationwide
Unit:Police Expressed As:Cumulative Number
Trials successfully completed
Unit:Trials Expressed As:Number

Haiti Source: Action Plan 1996-97 5/95
Improvement in the ability of entrepreneurs to respond to improved
policy, legal and regulatory environment
Unit: Expressed As:yes/no

Honduras Source: Action Plan 1996-97 3/95

PROGRAM OurCOME NO. 4.1
More ethical and effective prosecutorial and judicial systems

Cases prosecuted by the Public Ministry on corruption
Unit: Cases Expressed As:Number
Cases prosecuted by the Public Ministry on crimes against women and
ethnic minorities
Unit:Cases Expressed As:Number
Cases prosecuted by the Public Ministry on environmental liability
Unit:Cases Expressed As:Number

Honduras Source: Action Plan 1996-97 3/95

Cases prosecuted by the Public Ministry on others
Unit:Cases Expressed As:Number
Court officers investigated [and sanctioned] by the Court's Inspector
General of Tribunal's Office and sanctioned by the Court - Complaints
received by the Court
UnitCourt Officers Expressed As:Number
Court officers investigated [and sanctioned] by the Court's Inspector
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General of Tribunal's Office and sanctioned by the Court • Complaints
investigated by the Court Inspector General
Unit:Court Officers Expressed As:Number
Court officers investigated [and sanctioned] by the Court's Inspector
General of Tribunal's Office and sanctioned by the Court • Complaints
sanctioned
Unit:Court Officers Expressed As:Number
Court officers prosecuted by the Public Ministry • Cases sucessfully
prosecuted - Referred by the IG
Unit:Cases Expressed As:Number
Court officers prosecuted by the Public Ministry - Cases sucessfully
prosecuted - Referred by others
Unit:Cases Expressed As:Number
Puqlic Ministry cases on corruption adjudicated by the court
Unit:Cases Expressed As:Number
Public Ministry cases on crimes against women and ethnic minorities
adjudicated by the court
Unit: Cases Expressed As:Number
Public Ministry cases on environmental liability adjudicated by the
court
Unit:Cases Expressed As:Number
Public Ministry cases on others adjudicated by the court
Unit:Cases Expressed As:Number

India Source: Action Plan 1995-97 2/95

PROGRAM OUTCOME NO. 1.2
Improved policy and regulatory environment conducive to market efficiency
in selected areas

Average tariff rates
Unit: Expressed As:Percent
Investment in agribusiness by private fums
Unit: Expressed As:
Jobs created in factories per year
Unit:Jobs Expressed As:Millions
Maximum tariff rates
Unit: Expressed As:Percent
Municipal and local governments with authority to issue bonds
Unit: Expressed As:Number
National clearance settlement and depository systems established for
securities industry
Unit: Expressed As:
Private sector capacity addition as a percentage of total capacity
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addition in power (utilities)
Unit: Expressed As:Percent

Madagascar Source: API 1994 2195

PROGRAM OUTCOME NO. 1.1
More effective, self-sustaining judicial system and improved legal
advocacy

Clients represented through Civil Society advocacy
Unit:Clients Expressed As:Number
Control structure for police is deflDed and working
Unit:Event Expressed As:YeslNo
Permanent police force deployed nationwide
Unit:Police Expressed As:Cumulative Number
Trials successfully completed
Unit:Trials Expressed As:Number

Madagascar Source: API 1994 2/95

PROGRAM OUTCOME NO. 1.1
Fair and swift treatment of entrepreneurs by the legal and judicial
system

Commercial adjudications - Civil court backlog
Unit: Expressed As:
Commercial adjudications - Adjudications via non-governmental
proceedings
Unit: Expressed As:
Economic laws enacted after an advocacy process of private sector
groups
Unit:Laws Expressed As:Number
Investment Code applications approved by the GRM
Unit: Expressed As:

Mali

PROGRAM OUTCOME 1.1
Improve regulatory policies and practices

Source: API 19943/95

Allowing the private sector to provide agricultural transport services
- Haute Vallee cotton privately transported
Unit:Haute Vallee Expressed As:percent

cotton
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Commercial & Administrative courts in Bamako, Kayes and Mopti become
fully operational successfully handling business and industrial
litigations
Unit:cases Expressed As:number
Price controls on internal transpott
Unit:comrols Expressed As:

Mexico Source: Action Plan FY96-97 5/95

STRATEGIC OBJECTIVE NO. 1
Improved performance of target institutions in selected legal/regulatory
areas to the NAFrA

Patent applications still pending after 8-11 years
Unit: Expressed As:Percent
SEDESOL inspections that follow newly developed norms for industrial
pollution control
Unit: Expressed As:Percent
Shrimp boats in compliance with required use of turtle excluder
devices in the Gulf of Mexico and the Carribean
Unit: Expressed As:Percent

Morocco Source: CPSP 1995-2000 3/95

PROGRAM OUTCOME NO. 2.1
Improved policy, regulatory, and institutional framework

Local capacity to assess and respond to urban/municipal environmental
issues
Unit:USAlDTarget Expressed As:Number

Cities
National capacity to assess environmental issues
Unit: Expressed As:Number
Nationai capacity to respond to environmental issues
Unit: Expressed As:Qua1itative
Policies and regulations adopted for - Water quality norms and
standards
Unit: Expressed As:Qua1itative
Policies and regulations adopted for - Water pricing
Unit: Expressed As:Qua1itative
Policies and regulations adopted for - Fuelwood use for industrial and
commercial enterprises
Unit: Expressed As:Qualitative
Policies and regulations adopted for - Urban environmental assessments
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Unit: Expressed As:Qua1itative
Policies and regulations adopted for - Industrial and domestic
effluent norms and standards
Unit: Expressed As:Qua1itative

Nepal Source: Action Plan 1995-97 5/95

PROGRAM OUTCOME NO. 3.2
Improved legal enviroment for women

Law which prohibits women inheriting property
Unit: Expressed As:Qua1itative

Nepal Source: Action Plan 1995-97 5/95

Women seeking legal redress from legal aid offices
Unit:Women Expressed As:Number
Women-advocacy NGOs
Unit:NGO's Expressed As:Number

Paraguay Source: Action Plan FY96-974/95

PROGRAM OUTCOME NO. 1.2
Strengthened judicial systems to support timely and impartial prosecution
of cases

Established case tracking system throughout Asuncion courts
Unit:Courts Expressed As:type

Paraguay Source: Action Plan FY96-97 4/95

Pre-trial release for those entitled to prison exemption while they
await trial within Asuncion court system
Unit:Persons Expressed As:Number
System established for merit-based selection and promotion of
professionals
Unit:judges Expressed As:number

Peru Source: Action Plan FY96-97 5195

PROGRAM OUTCOME NO. 1.1
Strengthened, more independent judicial and legislative systems that
sustain the rule of law and protection of human rights
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"Disappearances" and extrajudicial killings by forces of order
Unit:Disappearances Expressed As:Number
Bills passed by legislature and approved by executive without
executive chai1ges or vetoes
Unit:Bills Expressed As:Percent
Demonstrable autonomy of judiciary and legislature from executive
interference
Unit:Qua1itative Expressed As:
Formal judicial accusation and lUling in civilian courts
Unit:Time Expressed As:Average # of Months
Legislation enacted to implement constimtionally-mandated
decentralization of government
Unit:Qua1itative Expressed As:YeslNo
Nareo-traffickers tried and convicted
Unit:Traffickers Expressed As:Number
New national policy statements and/or laws promulgated on drog
production and trafficking
Unit:Policy Expressed As:Number

Peru Source: Action Plan FY96-97 5/95

PROGRAM OUTCOME NO. 5.1
Improved regulatory framework for the environment and namral resource
base

CONAM operational
Unit:Qualitative Expressed As:
Civil society participation in ENRM policy process
Unit:groups Expressed As:number
Existance of national environmental plan
Unit:Qualitative Expressed As:
Timley implementation of policy agenda
Unit:Policy matrix Expressed As:

South Africa Source: API FYl994 2/95

PROGRAM OUTCOME NO. 1.2
Increased majority access to the legal system and awareness of rights and
responsibilities

Functioning legal advice centers
Unit:Advice Centers Expressed As:Number
Legal and human rights cases filed
Unit:Cases Expressed As:Number
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South Africa

-15-

Source: API FY1994 2/95

PROGRAM OUTCOME NO. 3.2
Improved policy and regulatory environment for full participation in the
economy

Housing policies changed and implemented
Unit:Policies Expressed As:Number
Private sector policies changed and implemented
Unit:Policies Expressed As:Number

Sri Lanka Source: CPSP 1996-2000 3/95

PROGRAM OUTCOME NO. 3.3
Increased effectiveness of judicial systems

Backlog cases in Courts of Appeal
Unit:Cases Expressed As:Number
Mediation Board cases resolved
Unit:Resolved cases Expressed As:Percent
People using Mediation boards
Unit:People Expressed As:Number

Uruguay Source: Action Plan FY96-97 2/95

PROGRAM OUTCOME NO. 1.2
Private business executives, Congress and the public better informed
about legal, regulatory and judicial (LRJ) issues

Change in attitude and knowledge regarding LRJ reforms in sample of
flI'Ills participating in USAID activities
Unit: Expressed As:percentage
Individuals participating in AID activities regarding LRJ issues
Unit: Individuals Expressed As:Number
LRJ impediment topics raised for discussion by grantee business groups
involved in AID activities
Unit:Topics Expressed As:Number

Uruguay Source: Action Plan FY96-97 2/95

STRATEGIC OBJECTIVE NO.2
Improved efficiency and quality in judicial decision making

Median number of months required to obtain first-level decision in
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civil cases
Unit:Months Expressed As:Number{average)

PROGRAM OUTCOME NO. 2.1
Court administration and other judicial reforms implemented

Judicial planning and budgetary capability instituted
Unit:Reports Expressed As:yes/no
Reforms (administraitve and judicial) implemented
Unit:reforms Expressed As:number
Supreme Court sessions devoted to administrative matters
Unit:Sessions Expressed As:Percent

Zambia Source: API FYI994 3/95

Source: API FYI994 3/95

PROGRAM OUTCOME NO. 2.2
Improved regulatory and credit environment

Share of crop marketing conducted by private sector
Unit: Expressed As:percent

Zimbabwe

PROGRAM OUTCOME NO. 2.2
Improved policy and regulatory environment

Average real cost of a minimum unit (newly consnucted)
Unit:Zimbabwean Expressed As:Number

dollars
Consnuctionlbuilding materials on the free import list
Unit:Materials Expressed As:Number
Policies in place to facilitatedecontroled private grain marketing and
trading
Unit:Policies Expressed As:yes/no
Policies in place to facilitate black private sector
ownership/provision of railway services
Unit:policies Expressed As:yes/no
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us. AGENCY fOR

INTERNATIONAL

DEVELOPMENT September 1995

TO: Economic Growth Training Workshop Participants1

FROM: G/EG/EIR, Forest Duncan ~d%

SUBJECT: Directory of trSAID Project. Engaged ill LRJ Activitie.

The Research and Reference Services (R&RS) project of COIE/DI
prepared the attached directories of USAID projects engaged in
legal, regulatory, and judicial (LRJ) activities relating to
private sector and agribusiness development. Mission
participants interested in exploring the feasibility of LRJ
activities with their host countries should find the directories
to be useful in identifying and learning from other Missions
pursuing similar initiatives.

The directories identify projects by geographic region and
provide an abstract of the project purpose and outputs. Related
project documentation such as the project paper, evaluations, and
project technical reports follow the abstract. The COlE document
identification number is noted, and directions for requesting the
documents are included at the end of each directory.

The projects were selected on the basis of the Activity Code
Special Interest (ACSI) system that the Agency uses in its budget
planning process. After identifying projects with a "Legal,
Regulatory, and Judicial Development" code, the list was narrowed
to only those projects linked with private sector and
agribusiness development. The directories contain data results
only for the LRJ activity components found in the original
abstracts provided by the Projects database of COlE's Development
Information System.

As some projects may have been missed in this initial document
search, R&RS welcomes recommendations for projects that should be
added to this working directory. Please e-mail your recommen
dations to Ms. Laura Williams, PPC/COIE/DI/RRS, Room 203, SA-lB.

lPrepared for the Economic Growth Training Workshop
sponsored by USAID's Bureau for Global Programs, Field Support
and Research held September 17-21, 1995 at Leesburg, Virginia.

320 TWENT"t'-FIRST STllEET, N.W., WASHINGTON, D.C. 20523

..... ',,1 . ·.,.
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lrlyate Sector lDJects witIl..LBLComponents

Africa

Mozambique: Private SeCtor Support Program Technical Assistance 6560218

Mozambique: Private Sector Development Support 6560208

Zaire: Private Sector Support 6600120

AsiaINear East

Morocco: Private Sector Support and Export Promotion 6080189

Europe/~aS

New Independent States: Private Sector Initiatives oo5סס11

Global

Private Enterprise 9400026

Private Enterprise: Private Enterprise Development Strategy and Support 9402028

Latin America

Latin America Regional: Instituto Ubertad YDemocracia 5980772

Regional Office Central America &. Panama (ROCAP): Federation of Private Sector Entities
in Central America and Panama 5960149

Peru: Private Sector Policy Planning and Institutional Development 5270298

Can"bbean Regional: Investment Promotion and Export Development 5380119

Latin America Regional: Private Sector Initiatives 5980619
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Private Sedor " Africa

••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
6560218 Mozambique

Private Sector Support Program TecbDical Assistance
FY 90 - 95 Status: A

••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
Project to provide TA Deeded to implement the A.I.D. Private Sector Support
Program (PSSP, 6560208), a commodity import program (CIP) which is aimed at
strengthening private sector agriculture in Mozambique via price hDeralization
and improved agricultural marketing.

Amendment of 3/18/91 authorizes longer-term, more collaborative TA, which is
needed to increase Mozambique's policy analysis and implementation capacities..
Institutional linkages will be developed between three units in the Government
and three U.S. universities.
• Michigan State University will help the Ministry of Agriculture (MOA) to conduct

research on national and household-level food security. Activities will include
establishment of ali agricultural market information system in selected areas, surveys
on rural household food security, and information bulletins, issues papers, and policy
seminars.

• The University of Wisconsin Land Tenure Center will help the Survey Unit of the
MOA Center for Agricultural Training to examine land tenure security issues,
particularly those related to state farm divestitures. Activities will include case studies
of actual divestitures, a data base to track divestitures, exposure of Mozambican staff
to lessons learned from similar experiences in neighboring countries, and policy
seminars, issue papers, etc.

• Cornell University will help the Food Security Department of the Ministry of
Commerce to implement a household income and expenditure survey in Maputo and
possibly Beira, to improve eligibility criteria in safety net programs, and will also
assist in the design of better safety net measures. (pD-BCA-340)

PD-ABE-009 17-Special Evaluation Mar 1992
Mozambique: private sector support program (656-0208 /0218)
- evaluation

PN-ABR-402 62-AJD Supported Study Apr 1993
Land tenure issues in post - war Mozambique : constraints and
conflicts

1
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••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
6560208 Mozambique

Private Sector Development Support
FY 89 - 92 Status: I

••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
Commodity import program (CIP) to support private agriculture in Mozambique
through hberalization of agricultural prices and marketing.

Specifically, the CIP will support the following Govemment of Mozambique
(GOM) reforms:
• Increased liberalization of the producer pricing system for agricultural commodities,
• Divestiture of state farms to commercial and family farmers
• The development of private sales and service DCtWorks for agricultural inputs
• The institutionalization of open geueral licensing as a mechanism to iDcrease private

sector access to foreign exchange and to allow the market to play a greater role in
determining the uses of scarce foreign exchange.

USAIDIM and the GOM will also develop a plan to privatize state enterprises and mixed
companies in the agricultural input, implement, tractor, and related sectors.

Amendment of 7/19/90 increases program funding and adds, as a
fifth area of policy reform, a reduction of restrictions on competitive private
sector trade and transportation serving agricultural producers in Cabo Delgado,
Nampula, and 21mbezia provinces. (pD-ABI-958).

Amendment of 5/15/91 incorporates pricing and marketing reforms for these products into
the program's policy objectives. The reforms will increase the availability of these products
and will help to lay the foundation for private participation in their importation and
distribution. (pD-ABH-026)

PD-ABE..()()9 17-Special Evaluation Mar 1992
Mozambique: private sector support program (656-0208 / 0218)
- evaluation

••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
6600120 Zaire

Private Sector Support
FY 87 - 89 Status: I

••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
Project to support the development of zaire's private sector by
• Providing funds to address the immediate credit Deeds of small and medium-scale

private enterprises (SMB's)
• Promoting Government of zaire (GOZ) policy changes DeCCssary for long-term

private sector growth.
The program, which will be developed in close collaboration with the

2
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Bank of Zaire within the framework of the World Bank's FiDaDcial Sector
Adjustment Credit Program, will consist of:
• Basic covenants concerning GOZ continuation of stabilization and liberalization

measures, especially regarding control of the deficit and liberalization of prices,
interest rates, aDd exchange rates

• Conditions precedent to the initial release of funds stipulating GOZ commitments to
long-term fmancial sector development aDd to U.S. participation in the reform
program

• Conditions precedent to subsequent releases of funds stipulating specific measures
promoting domestic resource mobilization aDd allocation to the private sector by
commercial banks. (SOURCE: PD-BBM-418)

XD-ABI-244-A 42-Projea Paper (PP)
Private sector support program, [TA]

Private Sector" AsialNear East

23 May 1989

••***•••••••••••*•••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
6080189 Morocco

Private Sector Support and Export Promotion
FY 86 - 90 Status: I

••**•••••••••******•••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
Project to help Morocco increase private sector exports by expanding credit
insurance, increasing the availability of prefinanc:ing c~it for smaller
firms. and providing TA to beneficiary fmns and the Moroccan Center for Export
Promotion (CMPE). The Ministry of Finance, the Banque du Maroc. and the
International Executive Service Corps (lESC) will implement the tbree project
components.

Significant changes will be made regarding credit rates, credit ceiliDgs, eligibility, aDd the
approval process.

Amendment of 7/28/89 adds a trade and investment serVices (TIS) program to be
implemented by IESC. The TIS will stimulate both Moroccan-U.S. joint ventures
and Moroccan exports to the United States by
• Identifying firms that are good candidates for joint ventures aDd providing a range of

services to facilitate such ventures
• Identifying exportable Moroccan products, helping to ensure the quality and reliable

production of these products, and hiring subcontractors to arrange sales to U.S.
buyers. (pD-AAZ-93S)

3
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PD-ABG-096 68-FiDal Report 28 May 1993
Final report : tiDal impact evaluation of the export credit
insurance component of the private sector export promotion
project

Private Sector & EaropeINIS

••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
1100005 New Independent States [see also 164]

Private Sector Initiatives
FY 92 - 97 Status: A

••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
Project to facilitate the economic transformation of the New IndepeDdent
States (NIS) of the former Soviet Union by supporting U.S. investment in and
trade with the NlS and fostering privatization. The-project will focus
primarily on reorienting NIS economies from defense to civilian needs.
The advisors will work with local political and business leaders to recommend legal and
regulatory reforms, and they will also channel information on business
opportunities to U.S. companies. A Trade and Investment Service (TIS) will
be established in key locations (Moscow, St. Petersburg, and a far eastern city
in Russia; Kiev, Ukraine; and Alma Ata, Kazakhstan) to help NlS govemments
create a legal and regulatory framework for bilateral trade and investment,
privatization, and defense conversion. (SOURCE: PD-ABD-956)

Various documents for the following countries related to this project's activities are availble:
Armenia, Belarus, Kazakhstan, NIS, Kyrgyz, Moldova, Ukraine, Uzbekistan, Russia,
Georgia, Tajikistan, and Turkmenistan

Private Sector & Global

••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
9400026 Private Enterprise

FY 93 - Cont Status: A
••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
Under this project, the Global Bureau's economic growth office is assisting the following
countries with private eD1erprise initiatives: Gaza and the West Bank, Swaziland, Cape
Verde, Zimbabwe, Jordan, Egypt, Bangladesh, and Costa Rica. Documentation including

4
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LRI activities iDclude:

PN-ABU-775 62-AID Supported Study Dec 1994
Jordan : recommendations for reforms in the application of
fiDes for infractions of customs law aDd in the iDcentive
system for customs offacers - finallepOrt

PN-ABW-420 62-AID Supported Study Jun 1995
IDU [International Development Law Institute] in transition
: strategies for sustainable development - final report

••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
9402028 Private Enterprise

Private Enterprise Development Strategy and Suppon
FY 85 - 95 Status: A

••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
Project to suppon the development of private enterprises in LDC's. In FY
1987. the project will be revised to focus on improving USAID private
enterprise strategy and reforming host country policy and institutions in the
direction of privately-led economic growth. The revised project will also
develop innovative, highly-leveraged approaches aimed at redirecting A.I.D. 's
traditional programming processes to address constraints to private enterprise
development. (CP88, Annex IV. p. 147-148)

PN-ABJ-782 17-Special Evaluation Aug 1989
Final evaluation of the ninth presentation of the course :
'the role of the private sector in development'

PD-ABE-497 98-Program Document May 1992
A.I.D. I Washington private sector project handbook

PD-ABE-787 17-Special Evaluation Dec 1989
Evaluation of the private enterprise development support
project
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Pri.,ate Sector & Latin America

••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
5980772 Latin American Regional

Instituto Libenad y Democracia
FY 89 - 94 Status: A

••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
Grant to < <lnstituto Libenad y Democracia> > (ILD), • PCNvian PVO, to
strengthen its institutional capability and develop an expanded intemational
research and training program in conjunction with its conversion into an
international organization. The main emphasis of n.D to date has been on the
working of the informal sector in Peru.
• n.D will conduct a major multifaceted research program. the results of which will be

used to formulate policy changes or reforms in Peru. especially in areas where the
informal sector plays a large role (e.g.• housing and manufacturing).

• Outreach and dissemination activities will be carried out. including the promotion of
the n..D thesis and methodology. dissemination of legislative proposals proceeding
from ILD research. dissemination of information on the -informal sector outside of
Peru. etc. (SOURCE: PD-AAZ-1l7)

PD-ABE-159 15-Proj Eval Snmmary(pES)/Eval Summary(ES) 3 Jun 1992
Private sector institutional reform project

••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
5960149 Reg Office Cen America &. Panama-ROCAP

Federation of Private Sector Entities in Central America and
Panama

FY 89 - 93 Status: C
•••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
Grant to the Federation of Private Sector Entities in Central America and
Panama (FEDEPRICAP) to strengthen the role of the private sector in Central
America·s economic development. FEDEPRICAP will provide its members with policy
analysis. negotiation. representation. and information and referral services in
the areas of transportation. capital mobilization. and trade.

The transportation component will focus on problems such as excessive delays
at border crossings. regulations prohibiting foreign truckers from picking up
freight. and the lack of a regional brokerage system for truck shipments.

In the area of policy development and reform. FEDEPRICAP will take the lead
in promoting region-wide policies and regulations to stimulate foreign and
domestic investment and stem capital flight. Efforts will include formulating options for

6
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policy reform and monitoring existing aDd proposed policies.
Amendment of 9/27/89 fuDds activities improving cargo traDSportation by helping to

.modernize port tariff systems. .
Amendment of 4/11/90 strengthens activities in work with government authorities and

businesspeople to counter the negative impact of illicit dIug trade on legitimate businesses,
and seek TA/training from the U.S. D1Ug Enforcement AgCDJ:,y

PD-ABI-198 68-FinaJ Report [1994]
Project assistance completion report : private sector
initiatives project .

PD-ABI-947 15-Proj Eval Summary(pES)/Eval Summary{ES) 13)un 1994
Private sector initiatives (PSI)

XD-ABI~947-A 68-FinaJ Report [7 Nov 1993]
Final evaluation of FEDEPRICAP with respect to ROCAP project
no. 596-0149

••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
5270298 Peru

Private Sector Policy planning and Institutional Development
FY 85 - 89 Status: I

••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
Project to promote policy reform and dialQgue among and between private and

public sector institutions involved in the policy formulation process in Peru.
The project will include activities with formal private sector groups, the
informal private sector, and public sector organizations.

A grant to the < <Instituto Libertad Y Democracia> > (ll..D. the foremost
authority on the informal sector in Peru) will fmance continued n.D research
and analysis on the informal sector and n.D advocacy of legal and regulatory
reforms to create a policy framework more conducive to investment and
integration into the formal ecoDOmy.

PD-ABE-159 15-Proj Eval Snrnmary(pES)/Eval Snmmary{ES) 3 JUD 1992
Private sector institutional reform project

7
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••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
5380119 Can"bbcan Regional

Investment Promotion and Export Development
FY 84 - 92 Status: I

••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
Project to promote private investment in productive. export~rieJlted

businesses in Eastern Can"bbean LOC's, with a stress on institutionalizing the
investment promotion (IP) process.

The IF efforts of PDAP n willImay include
• St. Kitts-Nevis: assistance to the public sector in formulating IP policies. promotion

of overseas investments, and training for garment and electronic farms undertaking
joint ventures with foreign manufacturers

• St. Lucia, promotion agro-iDdustriaJ investments
• St.Vincent, promotion of agn"business and of light manufacturing, development of

linkages between local fums and foreign businesses

PD-ABD-495 17-Special Evaluation Feb 1988
Evaluation of the portfolio of RDO/C's private sector office
: second program report

••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
5980619 Latin American Regional

Private Sector Initiatives
FY 82 - 90 StablS: I

••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
Project to help the Latin American private and public sectors to generate
more effective private sector participation in development. Project funds will
be used to undertake surveys and assessments of constraints to and
oppornmities for greater private investment and to examjne the impact of
various governmental policy and regulatory measures on private iDcentives.

Documents concerning this project's activities within the fonowing countries are available:
El Salvador, Bolivia, Belize, Domincan Republic. Honduras, Ecuador. Argentina, Peru,
Guatemala, Chile, and Paraguay.

8
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Africa

Zambia: Agricultural Sector Liberalization Project (ASLP) 6110231

Chad: Agricultural Trade Policy Reform Program 6770068 and 6770069

Cameroon: Support to the Program of Reform in Agricultural Marketing Sector 6310083

Niger: Economic Policy Reform Program 6830259

Madagascar: Madagascar Agricultural Export Liberalization Program 6870102

AsiaINear East

Bangladesh: Private Sector Agriculture Inputs 3880087

Indonesia: Agnousiness Development 4970368

Nepal: Agroenterprise and Technology Systems 3670160

Indonesia: Agriculture and Rural Sector Support Program 4970357

Tunisia: Agricultural Policy Implementation 6640343

EuropelNIS

East European Regional: Restructuring Agriculture and Agribusiness 1800024

Latin America

E1 Salvador: Modernization of the Agriculture Sector 5190397

Nicaragua: Private Agricultural Services 5240315

Canobean Regional: High Impact Agricultural Marketing Promotion 5380140

Bolivia: Private Agricultural Producer Organizations 5110589

Ecuador: Non-Traditional Agricultural Exports 5180019

Dominican Republic: Agribusiness Promotion 5170186

Ecuador: Agricultural Sector Reorientation 5180051
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Agribusiness It Africa

••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
6110231 zambia

Agricultural Sector Liberalization Project (ASLP)
FY 94 - 01 Status: P

••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
Program/project to help the Government of zambia (GRZ) to liberalize the
country's agricultural sector. Program assistance will consist policy reforms to increase the
production and marketing of selected food crops. CoDditions precedent will require the GRZ
to:
• Consolidate existing land-related legislation
• Raise revenues from State-owned lands for use in fmancing rural infrastructure
• Develop market-oriented maize marketing and agricultural credit policies.

Project assistance will comprise two components. A Policy Management aDd
Implementation component will provide advisors to monitor and inform zambian
policymakers about agricultural sector activity and constraints; train
personnel of the Ministry of Agriculture, Food, and Fisheries in market
liberalization and private sector promotion; and, pouibly. develop legislation
for privatizing agricultural marketing enterprises and services. A Small
Farmer Access to Resources component will rehabilitate feeder roads; develop
legislation to improve land access and tenure security; and increase the access
of small farmers to agricultural credit. (SOURCE: PD-ABI-9SS)

PD-ABI-9SS Ol-Project Identification Document (PID) 19 Jul 1994
Agricultural sector b"beralization

••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
6770069 Chad

Agricultural Trade Policy Reform Program
FY 92 - 94 Status: A

•••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
Project to provide TA and training in support of the Agricultural Trade
Policy Reform Program in Chad. See the abstract of 6770068.

PD-ABK-662 62-AID Supported Study Jan 1994
Legal and regulatory aspects of export of agropastoral
products : Republic of Chad - contract DO.

677-0069-C-OO-3SS4-00 : final report

1
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••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
6770068 Chad

Agricultural Trade Policy Reform Program
FY 92 - 97 Status: A

••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
A program to support policy reform by the Govermnent of Chad (GOC) to encourage
increased imports of agricultural inputs, including marketing-related inputs such as tIUCks,
and increased exports of agricultural products.

The program will result in lower import taxes on agricultural inputs and
simplified procedures for export. The cash transfer could offset the GOC's
immediate revenue loss from lower import taxes. The steps needed to bring
about this policy reform will be formulated during the design of the program,
with emphasis on selecting the option that will result in the quickest response
by the private sector.

The program aims to institutionalize the reforms necessary to expand
agricultural production and private sector trade, which is mainly in
agricultural products. (Abstract taken from FY 1992 CP, PN-ABH-202, p. 252)

PD-ABK-925 68-FiDal Report Jan 1995
Projet de i'efortnes des politiques agro-commerciales
(NPAIATPRP no. 677-0068 et 677-00(9) : evaluation fiDale

••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
6310083 Cun~n

Support to the Program. of Reform in the Agricultural Marketing
Sector

FY 90 - 92 Status: I
••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
Project to support the Program of Reform in the Agricultural Marketing
Sector, Phase 1 (pRAMS I, Project No. 6310068) in Cameroon. The program aims
at h"beralizing and privatizing markets for arabica coffee in the North West
and West Provinces.

PN-ABR-908 S6-Case Studies Mar 1994
Paths of policy reform : case studies of PRAMS I and
cooperative law reforms - final report

2
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••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
6310068 Cameroon

Program for the Reform of the Agricultural Marketing Sector
(PRAMS) I

FY 90 - 92 Status: C
••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
Program. to liberalize the internal aDd external marketing of arabica coffee
in Cameroon.

Major reforms include the following:
• Establishment of a graduated tax stn1CtUre for arabica coffee
• Elimination of the cooperative marketing monopolies in the North West aDd West

provinces
• Modification of NWCA's institutional arrangements to restn1eture its operational and

organizational components
• Government of Cameroon (GRC) interim policy statement outlining objectives

regarding cooperatives in the North West province in lieu of revised cooperative law
• Promulgation and implementation of a liberalized cooperative law that reduces GRC

involvement in the formation, management, and dissolution of cooperatives
nationwide. (SOURCE: PD-BBW-695)

PN-ABR-903 62-AID Supported Study Mar 1994
Organizational approaches to policy reform : a comparison of
donor approaches with special reference to Cameroon

PN-ABR-904 62-AID Supported Study
Institutionalism and policy reform

Mar 1994

••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
6830259 Niger

Economic Policy Reform Program
FY 88 - 94 Status: A

••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
Program to promote policy and institutional reforms in Niger fostering
increased exports of agro-pastoral products, particularly through official
channels.

Conditions precedent require the GON to ease regulations and controls that impede
exporting and to strengthen regional trade relations, especially with Nigeria. By the end of
the program the following measures will have been taken:
• export regulations for livestock trade simplified and made uniform
• requirements for licensing in skins and hides export trade relaxed to promote

competition and GON personnel trained in new licensing procedures

3
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• investment environment improved via a -busiDessperson's bill of rights- defmin&
private sector rights and responsibilities aDd a system of judicial arbiters between the
private sector and the GON

• action plan issued aDd actions underway for implementing recommeDdations of a
recent GON study on livestock exporting policy

• no DeW trade monopolies sanctioned
• marketing and price reporting system for the consulate in Kana and a regular system

for announcing foreign exchange rates established
Amendment of 9/29/92 adds two additional traDcbes. Ccmditions precedent for the first

tranche include:
• issuaDce and promulgation of legal/regulatory sauctions against public officials

requesting or receiving illegal payments from those who produce, ttade in. or
transport agro-pastoral products

• public information campaigns concerning this anti-conuption legislation, the
elimination of expon tax and license requirements, aDd current prices ofagro
pastoral products and transportation costs

• scopes of work for policy analyses of tnlcking/ttading regulations and tnlcking tariffs
and monopolies.

Conditionality for the second tranche includes evidence of reduced illegal payments to public
officials, new laws/regulations regarding truCking and ttading enterprises, and radio
information campaigns in three local languages on the topics mentioDed above.
(pD-ABF-193)

PD-ABE-3S7 17-Special Evaluation 20 Jull992
Niger economic policy reform program (683-0259 and 683-0(63)
: evaluative assessment

••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
6870102 ~dag~·

Madag~ Agricultural Expon Liberalization Program
FY 88 - 92 Status: I

••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
Program to remove policy and procedural impediments to liberalized agricultural expon
markets in Madagascar through a policy reform-conditioDed program grant.

The program grant will be disbursed in two traDches. Conditions precedent (CP's) to the
fJISt tranche relate to:
• Eliminating government monopolies on exports of the ttaditional crops (cloves,

coffee,vanilla, and pepper) that account for 80% of all agricultural exports
• Ensuring private operators free access to these markets and to the continued allocation

of foreign exchange through an open and market-cleariDg system.
The Government ofMadag~(GDRM) will also be required to submit a schedule for
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meeting the CP's to the seccmd traDche, DIlDCly: 1be implementation of policies
and procedures to b"beralize agricultural export market operatioDS IDd the
continued allocation of foreign exchange through an opeD system.

The project grant will finance activities to consolidate program reforms IDd
to identify additional refotmS needed for agricultural liberalization.

PAAD AmeDdment of 8/17/89 provides an additional program grant. The FY89 program
will focus on outstanding policy IDd admiDistrative issues affecting agricultural exports, and
on continuing support for the Open General liceusing system for the distribution of foreign
exchange for imports.

A coDStraints ideDtiflC8tion component will UDdenake special studies aDd development
work on policy and regulatory, institutional. and private subsector-specific constraints to
increased agribusiness exports. (SOURCE: PD-BBM-S76)

PD-ABB-314 17-Special Evaluation Mar 1989
Madagascar agricultural export liberalization program :
performance assessment

Agribusiness and AsialNear East

••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
3880087 Bangladesh

Private Sector Agriculture Inputs
FY 92 - 97 Status: C

••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
The project's policy initiatives will include efforts to:
• Remove impediments to private sector entry into vital agri-service areas
• Provide the private sector with monitoring and advice on government rules and

procedures
• Deal with new policy issues in areas such as inigation requirements. equipment uses.

mechanization, and seed restrictioDS.
Further, the project will improve the private sector's capabilities through transfer of

appropriate technologies. TA. provision of market intelligence. and access to U.S.
commodities. (Abstract taken from FY 1992 CP, PN-ABH-202. p. 482)

(No documents available for this project.)

5
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••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
4970368 Indonesia

Agribusiness Development
FY 91 - 97 Status: A

••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
Project to promote agnDusU1ess development in 1Dd0DeSia by (1) enhancing public sector
support for agn"business and (2) strengthening private agn"busiDeSs organizations. The
Ministry of Agriculture (MOA) will implement the project with assistaDce from a U.S. TA
contractor.

The MOA and the Ministry of 1Ddustry (MOl) will develop at least two
new services for the private sector in tbe areas of policies. grades, or
standards.
• The project will help the MOA and tbe MOl to address both macro-level policy issues

and micro-level (subsectoral) regulations that affect production, harvest. transport.
processing, packaging, and marketing of particular crops.

• Private agn"business organizations will be given the opportunity in various fora to
recommend and advise on policy changes.

• The project will help private not-for-profit agn"business producer and trade
organizations to provide services to their members and ·to provide policy input to the
government. (SOURCE: PD-ABD-365) .

PD-ABD-365 42-Project Paper (PP)
Agribusiness development project

27 Sep 1991

••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
3670160 Nepal

AgrocDterprise and Technology Systems
FY 90 - 95 Status: A

••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
Project to strengthen the role of Nepal's private sector to expand agricultural markets and to
accelerate the adoption of new farming technologies and value-added services. Tbe project
will provide support to the private Federation of Nepal Chambers of Commerce and Industry
(FNCCI) and the public National Agricultural Research Center (NARC), and will consist of
threecomponents: (I) agroenterprises, (2) agricultural research, and (3) research
outreach.

First, FNCCI will establish a private sector support facility - the
Agroenterprise center (ABC) - to provide or broker information and services
to agroenterprises (e.g., producer lfOups. commodity USOCiatiODS, farmer
enterprises and firms). Types of services will include TA. information (e.g.•
marketing, prices, regulatory). feasibility studies. training, and study trips.
The ABC will ensure that businesswomen and managers receive adequate
assistance. (SOURCE: PD-ABC-039)
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••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
4970357 Indonesia

Agriculture IDd Rural Sector Support Program
FY 87 ·.96 Status: A

••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
Program to support policy changes in lDdonesia aimed at iDcreasiDg rural
employment and incomes during a serious fiscal crisis precipitated by a drastic
decline in the price of oUt Indonesia's major export.

The program's specific policy objectives are to expand aDd diversify the
agricultural sector and to improve the efficieucy of domestic fiDaDcial
markets. Program funds will be used to provide budgetary support to the
Ministries of Agriculture and FinaDce for the implementation of policy and
related institutional reforms.

Disbursements will be coDditioned on progress in policy reform. Agricultural
sector benchmarks are to:
• Initially reduce pesticide subsidies by 30S in order to encourage efficient utilization

rates
• Expand trade reforms to include agricultural inputs needed to produce food and

agricultural exports .
• Reduce transportation and licensing costs associated with secondary crop processing

and trade by eliminating the copra tax and by conducting analyses of trade and
processing licensing procedures

• Introduce institutional reforms in agricultural research and planning with a view to
agricultural diversification.

• Establish a legal framework and. a regulatory system that will encourage development
of the insurance and pension industries (SOURCE: PD-CAW-409)

PD-ABA-Q75 15-Proj Eval Summary(PES)/EvaI Summary(ES) 17 Oct 1989
Agriculture and rural sector support

PD-ABK-690 15-Proj Eval Summary(pES)/Eval SlImmary(ES) 2 Mar 1995
Agriculture and rural sector support program
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••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
6640343 Tunisia

Agricultural Policy Implementation
FY 87 - 90 Status: I

••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
Project to strengthen the Government of Tunisia's (OOn capacity to conduct
economic analyses, ~ially those needed to support the OOTlWorld Bank
Agricultural Structural Adjustment Program (ASAP). The OOT Directorate for
planning, Statistics and Economic Analysis (DPSAE) will be the lead
implementing agency for the project, which will support: (1) specific
ASAP-related studies; and (2) capacity building for DPSAE and other agencies.

The majority of project funds will be used to conduct the economic analyses
needed to ,support ASAP policy reforms. These reforms have three aims:
• Efficient resource allocation (analyses will predict input demaDd, assess the potential

effects of removing subsidies, calculate the costs aDd coefficients of effective
protection in crop production and processing, evaluate fertilizer distribution and use,
and simulate policy impacts on specific agricultural subscetors)

• Price deregulation (analyses/modeling of price impacts on consumer demand,
agricultural supplies, and the competitiveness of agricultural products)

• Privatization (case studies of the relative eftlciencies of private firms and parastatals
and of their likely reactions to policy changes, and analyses of potential export
markets and of the potential role of the private baDldng system).

DPSAE's capacity to conduct these analyses and to monitor the effects of ASAP
policy changes will be strengthened. (SOURCE: PD-AAV-773)

PD-AAW-S08 7o-Discussion Paper IS Oct 1986
Issues paper : agriculture policy implementation project
(664-0343)

PN-ABH-091 21-Conference ProceedingslPaper May 1989
Agricultural policy reform in Tunisia : structural adjustment
and challenges for the 1990s - seminar proceedings

PN-ABI-682 62-AID Supported Study Jul 1991
Agricultural policy analysis : a summary report

PD-ABE-038 68-Final Report Jul 1991
Agricultural policy implementation project, APIP : final
report

8
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Alribusiness Ie EuropeINIS

••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
1800024 East European Regional

Restructuring Agriculture aDd AgnDusiDess
FY 91 - 97 Status: A

••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
Project to restructure the agricultural aDd agnbusiDess sectors of Eastern
and Central Europe in the direction of a martet economy.

There are many documents relating to this project. Identify your geographic or sector
interest to a PPC/CDIElDIIR&RS employee in order to obtain copies.

PD-CBI-7S9 49-Not Elsewhere Classified Design Document 22 Apr 1991
Resttueturing agriculture and agribusiness : cooperative
training

PD-CBI-760 49-Not Elsewhere Classified Design Document 28 May 1991
Restnlcturing agriculture and agribusiness (180-0024) :
technical assistance to Coop-Bank in Poland

PD-ABJ-433 S3-ProgresslInterim Report 28 July 1994
RestlUcturing agriculture andagnbusiness : private sector
program for Poland USAID grant, EUR.()()24-A~2042'()()
quarterly report on activities from April 1 to June 30. 1994

Agribusiness Ie Latin America

••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
S190397 E1 Salvador

Modernization of the Agricultural Sector
••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
Project to develop sectoral policies and supporting project activities to
modernize El Salvador's agricultural sector. The project will provide TA.
training, institutional support, IDd studies to support the implemeDtation of
market-based agricultural reforms that will be included in the FY 94 aDd
subsequent ESF policy programs.

Specifically. the project will support Government of E Salvador reforms to:
• Divest itself of agricultural enterprises which rightly belong in the private sector and

9
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develop efficient farmer-owned cooperatives,
• Address growing labor CODStraiDts in agriculture
• Analyze tax policy effects on agriculture aDd implement tax reforms which eucourage

sustainable land use
(Abstract based on New Project Description, USAJDIEI Salvador Program Objectives
Document, FY 1993-97, and Action Plan. FY 1993-94, PD-ABD-(67).

••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
5240315 Nicaragua

Private Agricultural Services
FY 91 - 96 Status: A

••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
Project to strengthen private agricultural pioducer organizations (PAOs) in
Nicaragua. The project consists of two cooperative agreements: one with the
Union of Agricultural Producers of Nicaragua (UPANlC) to fund agricultural
services for PAOs, the other with the Nicaraguan Association of· Producers of
Nontraditional Exports (APENN) to promote the production of DODtraditional
agricultural exports (NTAEs).

The agreement with APENN will support four activities:
• Strengthening of APENN's ability to provide its members the services needed to

increase NTAE production and to voice policy concerns with the government
• A market information center serving APENN members, to comprise a computerized,

international market price database and a reference library, to include information on
regulations and inspection procedures governing agricultural imports into the United
States, Europe, and Asia

• Provision by APENN of extension and marketing services for specific export crops
such as melons, asparagus, ornamentals, etc., along with efforts to address
transportation and infrastruetura1 constraints

• A variety of training events on key export crops and themes such as market analysis,
pesticide regulations and use, and produce handling, packaging, and processing.
(SOURCE: PD-ABH-246)

PD-ABH-246 42-Project Paper (PP)
Private agricultural services

10
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••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
5380140 Can"bbean Regional

High Impact Agricultural Marketing and Production
FY 86 - 93 Status: I

••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
Project to eDCOUrIge investment in export-oriented agriculture in the &stem
Can'bbean by providing TA and funding to commercially viable enterprises. The
Caribbean Financial Services CoJporation (CFSC) and a U.S. contractor will
implement the project, which will include Quick Response Activities (QRA's),
major subprojects (SP's), and a core contract.

To stimulate smaller-scale private enterprises to fill market Diches and to
reduce commercial banks' reluctaDce to lend to small agricultural enterprises,
the CFSC will fiDance QRA's. (SOURCE: PD-AAU-0(8)

PD-AAZ-S 11 42-Project Paper (PP) 30 Jun 1988
High impact agricultural marketing and production : amendment
no. 2

PD-ABJ-88S 68-Final Report 2 Nov 1994
PACR [project assistance completion report] : Agricultural
Venture TIUSt

••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
S110S89 Bolivia

Private Agricultural Producer Organizations
FY 86 - 92 Status: I

••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
Project to strengthen and expand the capacity of private agricultural
producer organizations (pAPO's) in Bolivia to provide member services by
upgrading their internal structures and their ability to influence policy
issues. The Ministry of PJannjng and Coordination will implement the project.

Grant amendment of 8/30/90 extends PACD 2 years to 12/92 and iDcreases
funding. The revised project, which will be implemented by the Ministry of
Agriculture and Campesino Affain with assistance from RODeo Oong-term TA) aDd
Volunteers in Overseas Cooperative Assistance (short-term TA)
(SOURCE: PD-AAU-342)

XD-ABG400-A 68-Final Report Dec 1992
Private agricultural producers organizations project (project
DUmber 511-oS89) : final evaluation

11
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••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
5180019 Ecuador

Non-Traditional Agricultural Exports
FY 84 - 94 Status: A

••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
Project to promote noDttaditional agricultural exports by private companies
in Ecuador. The project, to be implemented by the Federation of Ecuadorean
Exporters (FEDEXPOR) and the Ecuador National Association of BusiDessmen (ANnE)
and other entities noted below, will provide information/support and
policyIplanning services and establish agn"busiDess finaDce facilities and an
Agnbusiness Advisozy Board (AAB).

In the area of policy and planning, short-term, in-c:ountry training in policy
analysis techniques will enable FEDEXPOR staff to conduct limited policy
analyses and to supervise analyses contracted out to other firms (A.I.D. and
FEDEXPOR will co-fmance three such analyses during the project). Short-term
TA will help FEDEXPOR expand dissemination of export information to political
leaders and opinion makers.

Finally, a private sector AAB will facilitate communication among sectoral leaders, the
Government of Ecuador, and A.I.D., while a contracted advisor will help ensure that the
project focuses on sound agribusiness activities. (SOURCE: PD-AAP-S70)

PD-AAX-824 17-Special Evaluation May 1988
Evaluation of the non-traditional agricultural exports
project

PD-ABC-I06 17-Special Evaluation Nov 1987
Report on the findings, conclusions and recommeDdations on
assistance for the non-traditional agricultural exports
project, (proj. no. 518-(019) .

12
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••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
5170186 Dominican Republic

Agribusiness Promotion
FY 85 - 90 Status: I

••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
Project to provide credit and TA to DeW and expandiDg agribusiDcsses in the
Dominican Republic and to improve the mechanisms and policy framework for
promoting and financing agn'busiDesses. The project will be implemented mainly
by the Central Bank (FIDE) and the Dominican chapter of the private-sector
Joint Agricultural Consultative Corporation (JACClDR).

TA and training will be provided to Secretariat of Agriculture's
Plant Health Division to support preclearaDCe aDd certification of DODtraditionaI agricultural
exports to the United States.

Amendment of 9/22/89 extends the PACD to 12/31/92 and puts increased emphasis
on expanding lACe's institutional and service delivery capabilities. In the area of services,
the project will fund TA to develop or expand: pre-inspection of exports; laboratory services
(e.g., testing soils, pesticide residue, and water quality); commercial information
services; and TA and training for members. (pD-ABC-7S4)
(SOURCE: PD-AAS-0(4)

PD-ABF-534 68-FiDal Report Dec 1992
Final report : agribusiness promotion project

••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
5180051 Ecuador

Agricultural Sector Reorientation
FY 8S - 94 Status: A

••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••
Project to strengthen the ability of Ecuador's Ministry of Agriculture (MOA)
to develop policies aimed at reliance on market forces and promotion of private
sector initiatives. The project, to be implemented mainly by a DeW MOA Policy
Analysis Unit (PAU), will also strengthen private sector policy capabilities
and upgrade agricultural information systems.
• An immediate agricultural policy agenda will be developed, based on pre-project and

project-financed studies (particularly on commodity pricing, marketing, and
divestiture of parastatals). Also, TA will be provided to help the PAU analyze

13
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. recommeDdations of a U.S. Presidential Agricultural Task Force which visited
Ecuador in 10/84.

• To institutionalize policy analysis within the MOA, the newly created PAU, staffed
by S MOA aDd S private sector professiouals, will receive extensive TA aDd
iIH:ountty training. PAU will fuDction primarily as a fast-turnaround,
problem-oriented analysis unit, providing policy advice to the MOA, identifying
priority areas for study, etc.

• To upgrade private sector policy capabilities, an Agricultural Policy Institute will be
created within an existiDg private organization, Fundacion Ciencia, and will sponsor
policy studies (on, e.g., terms of trade, research priorities), publicize policy issues
(through publications, workshops, etc.), and expand private sector policy and research
capacities through, inter alia, a reference center, smaI1 research grants, and 4 Ph.D.
and 2 M.S. U.S. scholarships in agricultural economics.

To provide the information needed for policy analysis and private sector investment
decisions. an agricultural information system will be developed. (SOURCE: PD-AAS-883)

PN-ABM-S77 17-Special Evaluation JUD 1992
Assessment of the agricultural sector reorientation project

14
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BOlf '1'0 OBTAIN USAID DOCUKEN'1'S

Development Information Services Clearinghouse
1500 Wilson Blvd., Suite 1010
Arlington, VA 22209-2404

Telephone:
Fax:
E-Mail:

(703) 351-4006
(703) 351-4039
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Example: PN-AAY-486 or PD-ABC-123

PN - USAID supported stUdies; XN designates an annex to a
PN document of the same number.

PO - USAIO project documentation; XO designates an annex to
a PO document of the same number.

Documents are free of charge to USAID employees.
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NO(X)

Madagascar

YESC )

:d'?"') \)S~;t ~!!fCttv17 .HLV'tlC "'

UNITED STATES OF AMERICA A/ J
AGENCY FOR INTERNATIONAL OEVELOPM~ v (~-L.

~
Advisory and A.sistance:

country of Performance:1.

2. Indefinite Quantity contract: ANE-0015-B-00-1019-00 , Del. Order No. 16-NEGOTIATED PURSUANT '1'0 THE FOREIGN ASSISTANCE ACT
OF 1961, AS AKENOED, AND EXECUTIVE ORDER 11223

==

..
3 • CONTRACTOR:
University Research Corp., Intl.
The IRIS center
2105 Horrill Hall
University of Maryland
college Park, MD 20742

TIN NO. 52-1752957
DUNS NO.'OO-325-6088

4a. ISSUING OFFICE:
Agency for International Development
AID/FA/OP/B/PCE, Rm 1508, S~-14

Washington, D.C. 20523

4b. ADMINISTRATION OFFICE:
Agency for International Development
AID/FA/OP/B/PCE
Washington, D.C. 20523

5. PROJECT OFFICE
Forest Duncan, PREISMIE

6. SUBMIT VOUCHERS TO:
Office of Financial Management
Room- 700, SA-2, Washington, DC 20523

7. EFFECTIVE DATE
Auqust 20, 1993

8. ESTIMATED COMPLETION DATE
December 31, 1993

J.ACCOUNTING AND APPROPRIATION DATA
Amount obligated: $ 157,257 PIO/T No. 687-0510.03-3-20086
Ceiling Price: $ 157,257 BUdget Plan Code: GSS2-92-21687-KG63
Appropriation No. 72-112/31014

10. The United states of America, represented by the Contracting Officer
signing this Order, and the contractor aqree that: Ca) this Order is issued
pursuant to the Contract or Aqreement specified in Block 2 above and (b) the
entire contract between the parties hereto consist of this Delivery Order
and the contract or Agreement specified in Block 2 above.

Contracting Officer)

TITLE:
Contracting Officer

official)

vice iresideut, UReI
TITLE:

BY:

11a. NAME OF CONTRACTOR 11b. UNITED STATES OF AMERICA

AGENCY FOR INTERNATIONAL DEVELOPMENT

DATE:
August 31, 1993

DATE:
SEP 1 1993
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"tICLI % - TItLI

~n.titutional Reform and the Intormal Sector - 940-0015 
Madagascar: support tor Environment tor Investment in
Madagascar: Institutional Reforms tor a Market Economy 
Alternative Dispute Resolutions

UtICLI II - OIJIC'!'ID

There are three separate objective. under thi. order, each
defined by a separate scope ot work. The contractor sball: 1)
examine the Malagasy jUdicial system as it interrelate. with the
executive and legislative brancbes ot the qovemment, and
recommend metbods to toster its independence, 2) coordinate an
IRIS roundtable discussion on Malaqasy investment retorm i.sues,
and 3) assess the legal/requlatory problems currently bampering
financial sector development in Madagascar and provide the
mission with specific recommendations.

IItICLI III - STATEMENT OP WOB'

See Attachment 1.

IITICLI XV - RIPORtS AND DILtylBABLES

See Attachment 1.

At%CLI V - RELATIONSHIPS AlP RESPQNSIBILITIBS

Tecbnical directions during the performance of this delivery
order will be provided by PRE/SHIE, Forest Duncan.

IITICLB VI - TERM OP PERPORMANCB

A. The effective date of this delivery order is reflected on
block 7. of the cover page and the estimated completion date is
reflected on block 8 of the cover paqe.

B. Subject to the ceiling price established in this delivery
order and with prior written approval of the Project Officer
(see block 5 of the cover page), the contractor is authorized to
extend the estimated completion date, provided that such
extension does not cause the elapsed time for completion of the
work, inclUding furnishing of all deliverables, to extend beyond
60 calendar days from the original estimated completion date.
The contractor shall attacb a copy of tbe Project Manager's
approval for any extension of the term of this delivery order to
the final voucher submitted for payment.

C. It is the contractor's responsibility to ensure that Project
Manager-approved adjustments to the oriqinal estimated
~ompletion date do not result in costs incurred whicb exceed the
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REVISED SCOPES OF WORK

DVDlOHKD'l ~oa nrv.a'ftUDl'f D DDAGUC&Jt1
uaIfIn'tIODL auOI.Xl fta & DIIEft 8COII0KI

~bis PIO/If p~0.i4es thr.. .epara~e .oope. of work fo~ .epara~.
bu~ ~elate4 aoti.i~ies UD4e~ ~e geDeral th... of 1a.estaeD~

- eiLviroDaut h MadavasGaZ.

JPDIctlW DDUgppcl

%• BACIGROtJlm

At the request of USAIO/Madagascar, the Center for
Institutional Reform and the Informal Sector (IRXS) has
undertaken a study to examine how the legal, regulatory, and
jUdicial (LR3) enviroruaent and ~e invest:aent p~oce.s affect
the prospects for market reform in Madaga.car, and to
determine further which institutional reforms would most
encourage the qrowth of a aarket econOllY. Thi. ~eport was
delivered to the government in April 1993.

II. OBJICTIVB

The objective of this consultancy i. to further develop
and promote the recommendations of this study, examining in
particular the independence of the jUdicial system from the
legislative and executive branches of government.

III. TUII

1. GeDer.1 If.sU

The consultant vill further develop the ide•• pre.ented
in the final report of the stUdy mentioned above to promote
recommendations on the following:

a) Tbe legal basis of jUdiciary independence;

b) The budgetary resources needed to establi.h and
maintain independence of the jUdiciary;

c) The rules and practices required for the creation of
an independent jUdiciary and the rule of law; and

d) Th.e tralninq in c01ll1Dercial lav of jUdges and lawyers.

2. specific Ifaska

a) Working vith IRIS core staff, Malagasy leqal
officials, private bu.ines. employe•• and lawyers in
private practice, the consultant viII d.epen the
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recommendations of the IRIS report regarding independence
of ~e jUdiciary. Particular attention vill be 9iven to
the bUdgetary and organizational changes that are
nec..sary to aake tha de jura judicial in4epancSence a
raality.

b) With the auistance of tha Unit.ad states Infontat.ion
Service (USIS), the consultant..vill explain and pre-ot.e
concrete ideas for the independenca of the jUdiciary in
Madagascar.

c) The consultant will prepare a detailed proqraa for
promoting such independence of the jUdicial sys~... The
action plan vill include the necessary legal changes,
organizational and bUdgetary requirements, and training
requirements to promote jUdiciary in~ependence. Training
recommendations should take int.o consideration the
services available from the International Development Lav
Institute (IDLI)in Rome.

n. OPOllTI UI1) DBLIVDABLB8

A draft action plan in English vill be submitted t.o
USAIO/Madagascar prior to the consultant's departure from
Madagascar.

A final revised action plan (ten English and thirty
French copies, plus the English and French versions on
diskette in WordPerfect 5.1) vill be mailed t.o
USAIO/Madagascar no later than one veek after receipt. of the
Mission's comments.

V. .D.801D1'BL

The consultant will be a lawyer with broad international
experience in the analysis of legal, reVUlat.ory, and jUdicial
systems; vill be familiar vith French-baseel LRJ syst..s; and
will have French language capability at the PSI 3/3 lavel.
In addition, IRIS vill provide substantive technical support
to the consultant from the home office. 'l'his support will
include pre-trip consultations vith respect. to IRIS experience
in other countries, collection of legal and economic materials
and information on the activit.y of other donors and experts in
similar projects, and communication and oversight over the
course of the consultancy. IRIS will also provide logistics
support for the consultant.

n. LOGISTICS

The consultant vill be fully responsible for all
logist.ical arrange1lents for the iJlplementation of the
contract, includill9 office space. Tha consultant will alsC>.l~
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responsible for arranqlnq international travel to and fr01l
Madagascar.

~I. LaTIL 0' UJ'0Jl~

The consultant vill spencl twenty-one work days in
Madagascar and five vork days 1n ~e ho.e office for revising
the final action plan and havinq it translated into ftencb.
The consultant will schedule one vork day in Rome at the
International Development Law Institute (tDLI) on hi./her way
to Madagascar to determine the feasi~ility of usinq lOLl
resources for leqal training in Madagascar. OSAlD/Kac1ac;ascar
will inform lOLl of the reason for the visit. The consultant
will contact rOLl directly to arranqe the visit. The work
should begin no later than Auqust I, 1"3. tn addition IRIS
will provide five days of substantive technical support from
the home office, a. vell •• logistic••upport.
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ILNQIXJlo DI Xm8'l'WJ1ft' gyxlOJQQRlT lotlJIPTULI

I. BCKCDOOJlD

At th. request of USAID/Kadaqascar, t:he Center for
Institutional Refona and the InforJl&l Sector (DttS) has
undertaken a study to exaaine bow the laeJal, revulatory, and
jUdicial (LRJ) environment and t:he investaent precess affect
the prospects for aarket refora in K.daqascar, and to
determine further which institutional refonw would JaOst
encourage the qrovth of a market economy. This report v.s
delivered to the government in April 1993.

II. oBnCTnz

The objective of this consultancy is to follow-up on this
study, in particular to prepare the qroundwork for a
public/private roundt.ble to discuss the recommendations
contained in the IRIS report.

III. 'lUU

1. General 'last

There are a .eri.s of institution. in succ.ssful market
economies which do not exist in Madagascar. Building those
institutions is neither an automatic nor an •••y proc.... The
IRIS report describe. some of these in.titutions and propos.s
ways to facilitat. th.ir developm.nt in Hadaga.car. The scop.
of this consultancy vill be to deteraine the interest of a
broad ranCle of Malagasy for a roundtable discus.ion of the
rRIS recommendation••

2. specific 'fasta

The two person te.., includinq at least one core staff
member of IRIS, vill conduct further individual interview.
with people contacted during the first IRIS vi.it, and
interview other people, in order to collect .pecific and
updated information vhich will be used at the roundtable and
in furth.r work. 'l'he te.. will propose a plan for a
roundtable discussion of legal and regulatory i ••ues and the
investment approval proc••••

IV. UPOIl'lI AIm DBLIV'DABL'.

A draft proposed plan in Engli.h for a roundtable
discussion will be .ubaitted to USAID/Madagascar prior to the
team •s departure frOll Madagascar.
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The draft plan shall contain the followin, .ection.:

- Proposed Aqanda
- Speakers
- Sponsorship
- TiIlin,
- Participants
- Expecte4 CNtc01le

A tinal revised plan (twenty En9l1.b and tventy French
copies, plus the In,lisb and French ver.iona on diskette in
WordPerfect 5.1) vill be mailed to USAID/Mada,aacar no later
tha~ one week after receipt of the Miasion l • comments!

V. ItDSOmtBL

The in-country team will be comprise4·of two persons plus
the support of the expert on the letal tramework tor tinancial
institutions for sevan days in D4agascarl at least one shall
be a core staff .ember of IRIS. The consultants will be
lawyers, economists or private sector experta with broad
international experience in the analysis of le,al, regulatory, •
and jUdicial systems; will be familiar with French-base4 LRJ
systems; at least one will have French languaqe capability at
the FSI 3/3 level. In addition, IRIS will provide technical
support to the consultants from the home office. This support
will include pre-trip consultations vith respect to IRIS
experience in other countries, collection of materials and
information on the activity of other donors and experts in
similar· projects, and communication and oversight over the
course of the consultancy. lItIS vill also provide loviatics
aupport for the consultants.

n. LOGI8lfIC8

The consultants will be fully responsible for all
logistical arrangement. tor the implementation of the
contract, includin, office space. The consultant. will also
be responsible for arran,ing international travel to .n4 from
Madagascar.

VII. LI:VBL 01' Enoalf

One consultant will spen4 eighteen vork 4ays in
Hadagascar and five work days in the bome office for revising
the final plan. The work should becJin no later than August 24,
1993. The secon4 consultant will spaneS not less than ten work
days in Madagascar ancl five work days in the home office for
revising the final plan. The work should begin no later than
September 2, 1993. The expert vbo vill be already responsible
for assessin, the 189a1 framework for financial systu
development vill devote seven days in country to thi. eff0tia
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Thi. third t ... aeaber vill devote at lea.t .even vork day. in
Madaqa8car and two work day. in the boae office to thia taak.
In addition, IRIS vill provide fcur day. of le9a1 and econoaic
iasue aupport fro. the boa. office, •• vell a. loqiatics

-support.
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%• BACKCJaOUIID

__ Tbe structural chan;e. that have opened Madaga.car -.
economy to market force. are a necessary f ir.t step, but thi.
change alone does not l ..d to .conemic cp.-ovth. Tbe -8r9in;
shift towards a market economy require. abrogation of previous
legal provisions based on a state-eontrolled economy. In
Madaqascar many laws have been inherited from the French
system and have beco.e outdated. Also, succe.sive ch~qe. in
policy have on occasion resulted in .easures inconsistent with
the traditional and constitutional hierarchy of the sources of
law. Modernization of the legal fr..ework .p8rtaininq to
economic activities, in particular.updating existing laws,
creating new leqal instruments and repealing inadequate or
obsolete ones, i. an e.sential precondition for economic
development.

%% • OBJBc-.rIVB

The purpose of this PlOtT i. to cover the co.t. of one
financial economist and one legal expert to a••ess the
existing laws and requlations, and practices affecting the
financial sector (bankinq operations, financial contracts and
mortqaqes, debt recovery, bankruptcy and liquidation) and
recommend measures allowing to put the.e lav., re9Ulations,
and practices in conformity vith the governaent-s economic
liberalization proqraa and to reinforce the infra.tructure for
financial sy.tem development.

III. TUD

A. AD.ly.i.

An adequate financial infrastructure i. necessary to
enable the financial system to effectively play it. two key
function. of financial intermediation and provi.ion of
payments services. The con.ultants will a••••• the problems
currently hamperin; financial s.ctor dev.lopment and provide
USAID/Madagascar with .pecific recommendation••

Specifically, the consultants vill analyze the followinq
i.sues:

1. Legal illue. in banking operations. Wher.a. mortgaqe
(hypoth~e) is now little used in Franc., this is .till the
most co..on fora of security required by banka in Madagascar.
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One of the moat common complaint. a,ain.t bank. i. that
.ecuritie, requir.d by bank, for vrantinq loan. and oth.r
faciliti•• to buain••••• ar. difficult ~o provide. 8anka al.o
complain of the difficulties in obta1ninq repayaent ev.n of
••cured loana because of the pr••ant .y.t.. of adaini.tration
of ju.tic., th. pr.cariou. nature of owner.hip deada, the co.t
cf recovery in reaote area., and ~. traditional and cultural
factor. which impede th. ex.cution of judpenu. . .

2. Legal changes tor improying banking opera1jipn.. Banks
should be encouraged to adopt a wid. range of .ecuriti.s and
financing schemes available in other countries and in
particular in countries whose legal .yst... are derived from
French civil law. These include: (a) project financin;;. (b) a
COmbination of -hypothAqu." and -cautionn...nt- inateaCS of
exclusive reliance on hypothAque.; (c) -CSeleqation" to ensure
that the number of creditora in relation to a particular
project i, a. wiCSe a. poaaibl.; (CS) qreater use of .hare. and
other title deeCSa a••ecurity; (e) title reservation clau.ea
in contracts of aale financeCS by loan.; (f) inaurance cover
for loan.; and (g) s.curization. Many ofthes. producta could
probably be developeCS aolely through agreement. between banka
and their customer. even before there is .pecific legi.lation
covering them. Banka would thereby contribute to the
establishment of a modern sy.tem of law. If the overall legal
system and procedure for settlement of dispute. and recovery
of debts are improved, banks may be expected to adopt a more
liberal approach to loana and .ecurities.

3. riDaDcial Contracts and Mortgages. Commercial law in
Madaga.car i. based on the autonollY of the contractinq
partie.' will anCS accordingly allow. operator. con.iderable
freedom in agreeing on their reciprocal obliqationa. Bovever,
when a contract ia concluded with a foreigner, Malagasy
exchange regulation. limit the freedom to transfer funCS.,
purchase foreign aecuritie. and export good.. .eal and
personal quarantee. governed by law are not always poaaible or
effective. Mortgages can only be constituted on regiatereCS
properties and that, if the creditor or borrow.r i. a
foreiqner, the tranaaction ia subject to discretionary
authorization. Bank. most often u.e the private mortgage
method to avoid the cost of notarized deed or becau.e there is
no notary near enough to the bank office. Often, too, a
mortgage is only registered for ita date, but not entered in
the formal records to avoid costs that could lead the borrower
to reject the loan. This situation warrants a refor. that
would limit the cost of mortgage registration to a rea.onable
fixed fee.

4. Alternatiyes to Mortgages. Various ways exist in which
real property can be accepted aa ••curlty without a .ortgage

267



IJO/~ .0. "'-0110.01-1-100"
Attaabae.t J
a.elul_eat .0. 1
lave 11 of 1.

beinq tak.n out, such as promise or probibition to mortgave or
d.posit of tit.le with a bank. fte ·float1n9 char9•• used in
Enqlish law aak.s it. po.sibl. to guarante. a c:un"ent account.
subject. t.o appreciable variat.iona against. corporate capital,
wherea. a aortgag. can only be t:aJtan out for a ••t _ount..
Pl.dqinq aqainat. equipm.nt. or .erchandi•• is soaet1lles don. by

__m.ans of open warebousin" but. the warehous.s operat.ed ),y th.
Chamber of Commerce in Madagascar do not appear sufficiant.ly
reliable for the warrant syst_. III rural areas ~. real
problem i. not. guarant.... but. priaarl1y the lack of func18 for
lendinq, which oblige. far1lers to turn to informal monay
lenders who pract.ic. usury t.o ~e disadvantage of borrowers.

s. pebt Recoyery. Improv.ment of the m.ans of debt. r.covery
can help low.r the cost.s of banking transactions in
Madagascar. Wh.n bad faith or risk of nonp~yaent is evident.,
banks resort to .nforcement. of their claiu. If they hold
notariz.d .vidence of debt, such as .ort,aq. or bond, th.y can
inst.it.ute proceeding. for attachment. of the good. or property
mortgaqed or c;iven a. securit.y. If there i. no ex.cutory
deed, the bank must apply to the courts to ·obtain an
injunction or ord.r to pay. If the d.btor challeng.s the
injunction, the case is transferred to the ordinary commercial
court, presided over by a judqe of the court of first instanc.
and including two businessmen appointed upon the proposal of
the Chamber of Commerce.

6. Bankruptcy and Li;:uidation. The law in re.pect of
collective procedures only admit.. bankruptcy and court-ordered
liquidation in accordance with leqislat.ion inherited from the
French. The t.i:ae liait. .et by law .hould DOt. exceed thre.
months from t.h. adjudication of bankruptcy. How.ver, due to
the leqal system'. inabilit.y to give decision. and produce the
required document. within the time ••t, proceedinq. can draq
on for years. 1.1.0, many manaqer. and trustees lack
qualifications. Thi. situation call. for aodernization of the
relevant leqislation and institution of collective prevention
procedures which can be init.iated by representat.ive. of the
staff, bankers and other credit.ors concerned, subcontractors
in particular. Thi. prevention procedure would bave the effect
of suspending proceedinqa. In the ca.e of liquidation of
assets, the debtor and a representative elected by the body of
creditors should be able to supervise and facilitate the .
operations of the trust.e to prevent any item froll beinq sold
off at barqain-basement prices. The law Duat be reviewed so
as to minimize the impact of social imperativ.a, reduce
bureaucratic procedures and promote reconstruction and
administration.
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B. .efora Recommendations

At the conclusion of the analysi., no later than veek
three, the consultants vill present prel1a1nary findings to
USAID/Kadaga.car in a verbal report. Thi. briefing vill
indicate the iJDport.&nce/urgency of dulincJ vith the .ix

_·i••ues. USAID/Madaqascar and the consultanb vill agree on
three i.su.. for further vork. During 1:I1e .econd half of the
consultancy the cOnBultants vill prepare a .et of detailed
recommendations to address the three issue. identified as
priority.

IV. DBLIVDABLB.

The consultants vill submit a draft report in English
prior to departure from Madagascar. The report vill be in tvo
sections: (1) Legal Issues in Financial Sector Development,
and (2) Priority Reform .eco_endations. fte tvo .ections
will correspond to tasks A and B. Three veeks after receipt
of written comments from OSAID/Madagascar, the consultant.
will submit 20 French and 15 English final report. a. nll as
each report on a 3 1/2 in diskette formatted on WordPerfect
5.1.

v. PERSONNEL

The team will be comprised of two persons, inclUding a
lawyer and an economist, both vith experience in analysis of
legal systems and financial sector developaent;vill ~
familiar vith French-based institutions, vill have Prueh
lanquage capability at the rSI 3/3 level. In addition, DlIS
will provide substantive technical support to the cOnBultants
from the home office. Tbis support vill include pre-trip
consultations vith respect·to IRIS experience in other
countries, collection of materials and information on the
activity of other donors and expert. in stailar projects, and
communication and oversight over the course of the
consultancy. IRIS vill provide loqistics support for the
consultants.

VI. LOGX8'1'IC8

The consultants will be fully responsible for all
logistical arrangements for the implementation of the task,
inclUding office space. The consultants vill also be
responsible for arranging international travel to and from
Madagascar.
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VII. LnBL or D70.~

A total of t.birty-five days of effort (tventy-six work
days in KadaCla.car, five work days in the ba.e office, and
four international uavel days) are anvisaqed for the above
task. The consultation will beqin on or about August 11,

.19.93. In addition,... IUS will provide five clays of sub.tantive
- technical support from the home office on 189a1 and economic

issue., as well as lOCJi.tic. support.
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University of Maryland

nIiEMJB: LJEGA1Li lR1EGUUroRY AND JUDllQAlL
lENVJI'iRONMENT

SESSION ONE: Why Are LRJ Reforms Important to AID's Success?

I. Developing and Implementing Effective Legal and Regulatory Reform

Evidence is considerable and growing that economic development and democratic
government depend on an arrangement of institutions or "rules of the game" many of which can
be described as legal, regulatory or judicial institutions. These institutions. as well as less formal
institutions that can be described as custom or culture. provide incentives for individuals both
within and among organizations. This idea represents a change from earlier ideas that
development depended most critically on increased financial. capital. human or natural resources.
While all of these factors are relevant to growth. none explains the differences in development
as completely as do differences in the arrangements or institutions. particularly those which are
the subject of this week's program.

AID has an enormous variety of activity underway to help people in developing and
transition societies understand and improve these institutions in ways that promote economic and
democratic development. Many of those activities are conducted under the rubric of private sector
or agribusiness projects. but many that are developed under other program headings are also very
important to private sector and agribusiness development.

.".



or a primer in the economic or other rationale for specific sector policies. I Instead the approach
is to frame a way of thinking about LRJ issues which will assist in making decisions about even
the narrowest examples.

Research to systematically test the hypotheses that LRJ institutions matters to growth has
confirmed the idea that the collection of LRJ institutions, as well as sector-specific policies such
as those facilitating credit markets. do play an essential role in determining income levels and
growth rates.

Since 1993 a team at the University of Maryland's IRIS Center has been looking at
growth in more than 100 developing countries over a period of several decades and measured the
amount of property rights and contract enforcement. To capture the wide variety of institutions
which give meaning to property rights and contract enforcement, the team developed as a
measure of "contract intensive money" (CIM)--the ratio of financial assets which require that the
parties depend on courts for their enforcement (such as savings accounts, commercial and
financial company paper) relative to cash. The findings are that CIM is positively ,:orrelated with
both income. investment and growth. While on-the-spot markets are self-enforcing and appear
spontaneously in all societies. markets with transactions which require third-party enforcement
often bring great economic gains, but emerge only in markets with appropriate institutions. 2

Closely related work has explored the connections between democracy, dictatorship and
development. Many of the same LRJ institutions which provide for economic development also
provide for political rights. The conclusion of this work is perhaps surprising: that while long
standing democracies tend to be more developed and have better LRJ institutions for private
sector and agribusiness development. simply switching from a dictatorship does not assure
growth. Many long-standing autocrats have provided sufficiently secure property rights and
contract enforcement as to achieve. for a time. significant rates of growth. This research has
examined the incentives of democrats and autocrats. and measured growth rates against several

. ,
regime types.-

I For a broad overview of several essential LRJ institutions see Clive Gray. "Reform of the
Legal. Regulatory 'and Judicial -Environment -What importance for Development Strategy?"
CAER Discussion Paper No. 10 (HIIO: Cambridge. MA). August 1991. For a country specific
discussion see Hilton Root, "Environment for Investment in Madagascar: Institutional Reform
for a Market Economy," Country Report No. II (IRIS: College Park, MO), February 1993.

~ Christopher Clague. Philip Keefer. Stephen Knack and Mancur Olson. "Contract Intensive
Money: Contract Enforcement. Property Rights and Economic Performance." IRIS Working Paper
No 151 (IRIS: College Park. MD). February 1995.

, Christopher Clague. Philip Keefer, Stephen Knack and Mancur Olson, "Property and
Contract Rights Under Democracy and Dictatorship," IRIS Working Paper No. 169 (IRIS:
College Park. MOt July 1995.
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2. Deciding where to start: Constitutions or contracts?

This phrase attempts to capture the trade-off between working on specific commercial
rules or on the political rules which provide for their adoption and enforcement."

For most of the societies in which we are working, the problem is not how to create LRJ
institutions where none exist, but instead how to reform very poorly designed or operating
institutions. Political institutions are important foundations for the LRJ environment. These
include constitutions, the bodies which implement and interpret them and the procedures by
which they are adopted and amended. We all have examples of lofty constitutions which play
no role in promotIng market activity because they are not implemented in ways which limit the
ability of the state or others to interfere with property or enforcement of contracts.

In such societies it is legitimate to ask whether it makes sense to expend effort on
development of sector specific policies or even on legislative or executive branch development
of commercial rules. If an autocrat or a corrupt bureaucracy can change or ign9re laws what
value is assistance aimed at policies which can change with the whim of an individual? This
dilemma suggests that sustainable LRJ reform ultimately includes reform of political institutions
such that LRJ policy makers and implementers are constrained by the rule of law.

Example: In Madagascar a new Constitution adopted in 1992 provided for an
independent judiciary, badly needed in a society in which courts functioned slowly if at
all and subject to political interference. Specific steps to increase the independence of
the judicial system were developed with AID assistance and turned into legislative
proposals. However, political deadlock with roots in both the new constitutional
arrangements and with their implementation has prevented action on a very essential
reform. Should AID have better spent the time on constitutional effort?

Example: Development of bank secrecy legislation in Chad would have increased the
confidence of private firms in the banking system. In an environment in which the same
government which can adopt the rules can change them overnight, or ignore them. will
effort on specific rules actually result in greater confidence on the part of private actors
and thus lead to the economic impact hoped for?

~ There are many examples of LRJ institutions existing without specific or formal sanction
by a national government of some sort. Well developed markets have existed since early history
which operated across great distances and provided for extension of credit, sanction for breach
of agreed-upon rules or contracts and so forth. There are important opportunities for alternative
developments of this son and we can learn about the functioning of markets by studying these
historical markets which did not depend on the state for their rules. See Avner Grief. "Markets
and Legal Systems: The Development of Markets in Late Medieval Europe and the Transition
from Community Responsibility to an Individual Legal Doctrine," IRIS Working Paper No. 159
(IRIS: College Park. MD). April 1995.

5
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There are districts in which the position of the rural population is that of a man standing
permanently up to his neck in water, so that even a ripple is sufficient to drown him5

•

Economists are increasingly aware of the central role of risk and risk-avoiding behavior in poor
agrarian economies. Specifically, research over the last two decades has lent support to the
following propositions.

(a) Many apparently odd institutions which reduce incentives to supply effort or
investment are actually sensible compromises: some efficiency is given up in the
interest of reducing/sharing risk. Efforts to change such arrangements may simply
force them to go underground.

Examples: Sharecropping, land fragmentation in rural India, "attached labor" in South
Asia.

(b) Carefully designed LRJ reforms can lead to substantial gains ~y expanding
markets and improving incentives.

Example: In poor agrarian economies full-fledged private property rights in land (which
grant an individual the right to use, sell, or mortgage) may not exist. This can reduce the farmer's
ability to raise loans, since shelhe cannot then use the land as collateral. Moreover, the farmer
will have less incentive to invest on a plot unless shelhe is certain of obtaining long-term access.
Consequently. international organizations have initiated programs of land titling. Gershon Feder
of the World Bank has shown that in Thailand such programs have led to substantial productivity
increases."

(c) However. for several reasons. rural communities are often uneasy about reforms.

( I) Powerful vested interests can manipulate the reform process in their favor.

Example: Rich farmers may be able to manipulate records and obtain titles to more than
their fair share of land1

•

~ Quoted in James C. Scott, The Moral -Economy of the Peasant (New Haven: Yale
University Press. J976).

f> "The Economics of Land and Titling in Thailand" in K. Hoff et al eds. The Economics of
Rural Organization (New York: Oxford University Press. 1993).

7 Gershon Feder and David Feeny, "The Theory of Land Tenure and Property Rights". in K.
Hoff et al eds. The Economics of Rural Organization.
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goods. the reality may not operate in that fashion.· One factor to consider in deciding what
reform to support is the conclusion of the analysis described here.

Both theory and experience suggest that -governments are not well suited to provide
private goods. but can be efficient providers of public goods. In societies in which LRJ functions
operate poorly, government power, often exercised through various LRJ institutions, becomes a
mechanism for taking private goods for ruling elites, corrupt officials or other narrow interests.

What are public goods and how are they distinguished from private goods? The answer
to this question will permit us to think about the nature of particular LRJ reforms more clearly.

o Private goods are often described as exhibiting the characteristics of rivalry and
exclusion.

o Rivalry addresses the question: Does my use of a particular good preclude its use
by others?

o Exclusion addresses the question: Is it possible to exclude others from enjoying
the benefits of the good?

Several examples will illustrate what we mean when we say that public goods exhibit
non-rinlry and non-exclusivity, while private goods exhibit both rivalry and exclusivity.

The most common examples of public goods are national defense or a highway. On the
other hand. an apple is a private good because my consumption precludes anyone else from
eating it. Further, it is easy for me to exclude others from eating my apple.

A constitution or a law are both normally public goods. A good constitution offers rights
and rules which everyone can enjoy. The enjoyment by one does not reduce the enjoyment by
another. Further it is difficult to exclude some people from the benefits of a good law or good
constitution. It is assumed here that AID's mission, at least in the area of LRJ reform, is to
create public goods. not LRJ institutions that have characteristics of private goods.

Aren't all laws or regulations essentially public goods? Whole volumes of special interest
legislation in the United States reflect our own confused experience. revealing that this problem
is not completely understood among US policy makers. There are dozens of examples of
government regulating. controlling. diminishing the value of private property in some way. Using
some public interest rationale. US legislators have given industries the power to fix prices, to

R For a country-specific discussion of this topic see Charles Cadwell. "Protection of Property
Rights and Regional Constitutions of the Russian Federation." prepared for a workshop on
regional constitutions sponsored by the President's Analytical Center of the Russian Federation
and IRIS on March 10-14. 1995.
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Among more general legal or regulatory developments. the scope of intended beneficiaries
may effect our thinking about how "public" are the benefits. The quality of the implementing
bureaucracy may also be important. For example, legal reform to simplify licensing for foreign
investment may deliver benefits to only a narrow group of firms; if the licensing bureaucracy is
corrupt such reforms may simply focus the location of bribe taking. Should AID resources
instead be used to eliminate or simplify licensing for all firms? For small firms? Would the
simplification for foreign investors simply create private goods for officials (bribes) and a sma))
number of firms (those seeking to avoid the taxes or other permitting requirements imposed on
others)?

At the same time. there may be reforms which are narrow in terms of sector applicability
(such as privatization of agricultural processing capacity). Is privatization such an LRJ reform?
Individual privatization transactions are obviously not. The whole point is to create private
ownership. However. privatization processes are. Does the process proposed (either as law or
a decree of some sort) create a public or a private good? Assuming that the process is, at least
fonnally. an open one, it is unlikely to be characterized by rivalry (use by one pre.eludes use by
another). On the other hand. the operation of the process may be such that it is possible for
insiders or officials to exclude others from participation--turning a public good, the legal
processes for privatizing state property, into a private one. If closed policy processes permit
participation only by narrow interests (and are therefore more likely to create private goods-
either exception from regulatory coverage or special access to an LRJ institution) should AID
consider the characteristics of reform proponents in deciding what to work on?

This is not to suggest that development of sector-specific LRJ reforms are. by nature, less
desirable. For example. it may be easier to establish less arbitrary commercial courts or special
function courts to decide certain kinds of disputes than it would be to reform fundamental rules
regarding the independence of the judiciary. Rather the framework of "public" or "private
goods suggests that we examine the design and likely operation of the proposed reform in light
of the ideas of rivalry and exclusion.

Beyond this. it may also be relevant to consider the nature of likely beneficiaries--how
will poor people be affected. for example. This factor is not necessarily informed by
consideration of public or private goods.

Thus the independence of the judiciary, the existence of working and capable courts and
a shared understanding among all policy makers of the implications of ideas such as the relative
appropriateness of government provision of private or public goods. are the foundations for
effective protection of property, and the economic growth that comes with it.

The considerations which this discussion suggests for donors contemplating LRJ reforms
are many. They include the following:

I I



Prioritization of reforms is predominantly based on the most pressing
needs of each country. Some policies will be imponant to implement first
because of underlying economic conditions.

So. are there any generaJ lessons on which panicuJar policies are in which panicuJar
sequence? There are a few which are quite obvious:

o Getting inflation down to reasonable levels is pre-requisite for other reform actions
in many situations.

o Liberalizing internal markets needs to be accomplished before external markets
can be liberalized.

o Attacking the worst policies first (the simplest example of this is reducing the
highest tariffs first while leaving lower tariffs to be dealt with later) is logical and
most cost effective. .

o Liberalizing the flow of goods in international trade needs to be accomplished
before liberalizing financial flows.

Even though there are not really many definitive rules saying which policies must go
together and in what order, there are general lessons on issues of process that can be offered.
These are:

o Institutional push or institutional pull?

Institutions are supposed to be in the service of the economic actors in a country
or policy situation. Thus the actual needs of economic actors are central to institutional
development and implementation. What those actors actually need is highly contingent on the
existing economic system and the configuration of institutions within it--Le., the system that we
are interested in reforming. It is seldom possible to determine this context--actors, needs,
economic system. "institotional configuration ·within it--a priori. That is, a detailed assessment·
of each specific situation is usually required to determine the needs of economic actors, the extent
and functioning of existing institutions. and what institutional arrangements are most appropriate
to address unmet needs.

Put another way, the creation of institutional arrangements is most appropriate when it
is demand induced--when the needs of economic actors shape and guide the use of economic and
related institutions. The state--legislation. regulations, enforcement--cannot get too far ahead of
the market in creating and implementing institutional arrangements. Arrangements that actors
are not ready to use (do not "need") will lie moribund.
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SESSION THREE: How Should AID Do LRI Reform Assistance?

I. Assessing the LRJ Environment and Potential Areas of Assistance

AID, in working with private sector and agribusiness activities, designs programs and
projects to increase economic growth and firm and family incomes. In these specific, mostly
sectoral program and project designs, cross-cutting issues and constraints--such as specific aspects
of the legal. regulatory and judicial environment--are considered. However, they are seldom
given a prominent place in the final design of AID's specific programs or projects. In fact, the
sectoral administrative structure and project formats evolved by AID and many other donors
diminishes the priority given to such issues which usually, by definition, transcend specific
sectors.

However, AID does its job with respect to the LRJ environment in several ways. Its
ilOtrategic work. at the country level, incorporates comprehensive aspects of the overall legal and
institutional framework. Partial views of the same framework arise from AID's implementation
of fundamental policy changes in specific areas. Sector specific LRJ analyses can be undertaken
as pan of sectoral strategy or program and project design efforts.

The starting place for LRJ consideration is the knowledge that donors-e.g., the World
Bank. AID. and others--have found. through experience, that law plays a significant role in
fostering economic development. Thus, as it launches efforts to foster private sector development
and increase agribusiness growth, AID can productively determine how the existing legal
framework will facilitate or impede such efforts and what actions may be needed to change the
legal framework so that it effectively supports the development and growth objectives being
sought.

Donors such as the World Bank have found that diagnostic reviews and studies of the LRJ
environment in countries where legal reform is needed have been beneficial to those countries.
Diagnostic reviews. especially those that fully involve host country officials and experts. help
ensure that LRJ reforms are timely and responsive to the needs of the country.9 These
assessments may slow project initiation but they seem to make them more effective. They can
be carried out for projects. sectors or the country as a whole.

Example: AID, in Cambodia, is currently undertaking a country-wide assessment aimed
at determining the need for extensive reform in the democracy and governance, economic
and LRJ areas. This broad scale approach to reform is important in Cambodia where

9William E. Kovacic. "Designing and Implementing Competition and Consumer Protection
Reforms in Transitional Economies: Perspectives from Mongolia. Nepal. Ukraine. and
Zimbabwe." Paper prepared for the Depaul Law Review Symposium on "Cultural Conceptions
of Competition: Antitrust in the 1990's", February 3. 1995. Chicago, IL.
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However, since the LRJ environment is omnipresent it must be dealt with directly or by
default in fashioning and undertaking development activities. Dealing with it effectively involves
project and higher level considerations--Is some LRJ reform essential for development success?
For project success? Can this reform be achieved within the envelope of a specific substantive-
e.g., agribusiness--project alone? What is necessary to deal with needed reforms beyond the
purview of the project? Is there need for a separate effort involving broader reform--either to
benefit this single project or to enhance the LRJ environment for all development efforts? Must
this broader activity precede desired project initiatives?

There is no single answer to whether LRJ issues should be dealt with as parts of other
projects or as a separate endeavor. I I Countries in which substaritial political and economic
changes have occurred require major transformation of their UR environment too. LRJ reform
in such cases usually requires its own specific project focus. Other countries which have large
bodies of law and regulations set down in support of a market economy may require Jess
wholesale LRJ reform. Their reform needs may be more specialized--e.g., com~tition policy,
more cost effective alternative dispute resolution, improved regulations. The process aspects of
these countries' legal systems also often need improvement. Some of these elements of LRJ
reform can and should be considered as part of other programs or projects.

AID must consider interesting and substantial trade-offs in deciding on the importance and
extent of LRJ environment and issues assessment efforts. Principal trade-offs in this portion of
LRJ activity are:

o What significance should be given to LRJ as an area of focus unto itself vs. as a
part of other activities?

o What is the importance of understanding the LRJ environment and LRJ issues vs.
understanding other key issues? How far should this understanding extend--depth
of analysis undertaken to understand what happens and why with LRJ behavior.
linkages between LRJ arrangements and parameters of other development efforts?

o What impact does significant LRJ assessment have on the timeliness of AID's
broader strategy and specific projects in areas other than LRJ?

o How does the interdisciplinary nature of LRJ assessment affect the identification,
design and implementation of AID strategic, programmatic and project efforts?

o Do the anticipated and desired end results of LRJ assessment efforts at the
strategic. program and project level justify the opportunity costs of such activities?

I'IBRD. The World Bank and Legal Technical Assistance. pp. 11-12.
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content of reform in meetings. surveys. and news reports of various kinds helps gamer opinions
about the reforms. expands participation in them and shapes and builds support for the reforms
finally put 'forward. Community support also increases via its specific participation in creating
the reforms--thus more closely adjusting the reforms to the needs and desires of the community.

Broad community support for reforms is needed to achieve sustainable impact. Legal
reform is not confined to the legal profession. to legislators or regulators alone. Sustainable
reforms are likely only if a broad segment of the community impacted by them understand and
accept them.

As with LRJ assessment. AID faces trade-offs in deciding how to deal with the
participation aspects of LRJ reform. Principal trade-offs in this portion of LRJ activity are:

o What role should participation in LRJ reforms play in their design and
implementation by AID?

o Broad participation in LRJ reforms contributes to some objectives of AID and
others involved in them but detracts from others. For example. it extends the time
needed to craft reforms and implement them directly or as part of other projects.
thus slowing the development process. Broad participation can make the cost of
defining and approving reforms greater. It can give those interested in
maintaining the status quo a prominent place in the reform process. Participation
may also enable opposition to planned or desired refor:rns to mobilize. In each
LRJ reform situation. AID must weigh the pros and cons of particular participation
forms and levels.

o There is substantial linkage between participation and the substance of LRJ
reforms. Expert participation only. for example. may lead to an optimum
technical reform package. Broad scale public participation may dramatically water
down the reform substance generated and accepted. AID must trade off its desired
substantive reform result and the potential sustainability of that result in selecting
participation modes for specific LRJ reform efforts.

o Well planned and funded education for reform is often a step child of the reform
process. AID must determine its importance for long-term reform sustainability
and incorporate educational activities into reform efforts at an appropriate level.

o Once the AID- or other donor-supported technical assistance departs. who
understands and carries forward the implementation?

3. Measuring Success

To achieve as well as measure LRJ success. specific goals for LRJ interventions need to
be chosen. What are appropriate goals? Identifying and selecting high order goals for a society
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the same as outputs by definition--when carefully specified are not within the control of the
project or program itself. Rather, they are actions. activities or events (not fostered by AID's
efforts) motivated and powered volitionally by specified individuals or organizations. These
EOPS--basically behavioral changes by individuals or organizations that do not depend upon the
project ~--deserve the closest attention of AID program and project designers and evaluators.
When properly formulated and achieved, EOPS provide clear indication of LRJ success-
measurable. sustainable. and adequate to achieve the desired purpose of the effort undertaken.
This behavioral change is the "development" we seek and what we want most to evaluate.

AID itself has designed and implemented many strategies and projects that involve an
improved LRJ environment or which address specific LRJ issues. Typical program outcomes in
these efforts are:

o "A more favorable legal and regulatory environment conducive to increased
private sector investment";

o "Improve regulatory policies and practices";

o "Improved policy and regulatory environment conducive to market efficiency in
selected areas".

These program outcomes are not always companioned by performance indicators that illustrate
what development practitioners want to know--namely, the behavioral changes that can be
documented to illustrate outcome achievement and the sustainability of the endeavor. Many
indicators are in the form of: "Enabling business legislation enacted" or "Improvement in the
ability of the tax authority to enforce tax regulations." Indicators must be sharpened to illustrate
specific actions measurable in terms of economic (or other) effects. These economic effects
require certain things to be implemented--e.g., improved LRJ practices must be in use and shown
to contribute to desired economic outcomes. Whether these indicators are specifically behavioral
or physical (e.g.. documentation of human actions or of yield increases. expanded loans. or other
factors illustrating the desired behavioral change) they must be caused by or linked directly to
the changes in incentives from the LRJ reforms being implemented.

LRJ activities, whether undertaken as stand alone efforts or as part of other projects.
benefit from interim goals and measures. Monitoring progress. for example. is important in every
donor assisted effort. Monitoring is especially important for LRJ projects because they so
frequently cross-cut sectors and require cooperation across public and private sector entities.
Close monitoring. using agreed upon indicators, facilitates coordination and support from the
different entities involved in such efforts. While indicators can be established for various aspects
of LRJ activities--e.g., input output or purpose related indicators--the most important ones are
those that shed light on purpose level progress. Indicators to monitor are:

o Are relevant actors participating in activities aimed at producing the desired
EOPS--e.g.• business persons attending joint venture formation sessions. private
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frequently involves more time. cost and interdisciplinary involvement that AID
makes available for evaluation. especiaJly at the project level. AID must trade off
financial and administrative costs and their associated substantive and procedural

··changes against its proven evaluation procedures.

o Evaluation of LRJ interventions assumes knowledge by those involved of the
linkages between LRJ issues and other substantive objectives sought. To achieve
a satisfactory state of knowledge about these linkages at the working level will
require a long-term commitment by AID to education and training of its own staff,
a commitment that will reduce resources and time of field staff to absorb or work
with other concerns.
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EXIT CHEAP CREDIT

Subsidiz.ed and (essentiDlly 1M some) directed credit have long been favored lU a way 10 ochieve economic eJJicit
and redUtribute income 10 the poor. But in practice cheap credit rarely, ifever, oclaieves those ends. Instead. it oJ
worsens the conditions it seelcs to improve. A better course is to move towardfinanciDllibertllizlJtion. lening end
markets reach their own equilibrium without gove1'7l1Mnt intervention.

Background

From the 19505 until recent years, developing-counuy
governments and international donors channeled cheap
credit toward sectors or activities thought to promote
development-generally,agricultureandsmallenterprises.
Governments and donors justified the subsidized credit on
grounds ofeconomic efficiencyand moreequitable income
distribution.

Credit markets, the argument went, invariably favor large,
well-establishedconcerns.Thatshutsoutthesmallborrower
and reinforces the concentration of power and wealth-a
symptomofmarketfailure. Infonnalfinancial institutions
pawnbrokers, for example-do exist, but their volume of
lending is too small and costly. Accordingly, existing
financial systems are inadequate, and govemment
intervention is needed.

Thus, to modernize agriculture and spur industrial growth,
governments undertook to make cheap credit available to
small farmers and microentrepreneurs. To effect the
subsidization, they used three main tools. One was the
imposition of lending requirements on banks. Such
requirements obligate lending institutionstoallocategiven
proportions of their loan. portfolios (or even absolute
amounts) to specific sectors.

Anothermechanism,frequently supportedbyinternational
donors, was refinance schemes. Through these schemes
banks borrow funds from central banks for specific uses at
significantly lower rates than the banks would ordinarily
charge. The third, interest rate subsidieswereprobably the
most common tool. Such subsidies mean thatgovernments
specify below-market interest rates for specific lines of
credit.

The Record

The goals of intervention were well intentioned, but
subsidies, for the most part, have not worked. One fai
bas been lack of sustainability. Lending instimtions Be

to provide capital to the target group could not sur
without the ~oncessiona1 aid provided by donors. IDle

. subsidies for money borrowed pushed down rates
money tkposited. Savers had little incentive to put t
money into low-yield accounts. The flow of funds
credit purposes turned into a trickle.

More fundamentally, subsidized credit often miSSCl
mark. Despite their reason for being, subsidized len.
institutions naturally sought to lower their risk. 1
continued to gravitate toward larger, ostensibly t

creditworthy borrowers. Income was redistributed
regressively. A study of subsidies to Costa Rican fan
illustrates. The study found that some 80 percen
subsidizedagricultural loans in 1974went to largefam
who thereby captured most of the subsidy.

Even when small farmers did actually receivecheapen
the outcome was rarely as beneficial as expected. The i
was that subsidized credit would allow fanners to bee<
more productive through investment in new teebnol<
Often they did not. Other factors not anticipated thwa
success. Such factors included lack ofsupporting serv
(such as maintenance and effective marketing)
inadequate fertilizer and storage.

Another important point was that good farmers were ;
to increase their output profitably while paying ma
rates of interest. Many such farmers were already pa~

high market rates to local moneylenders. The s:
observations applied to microentrepreneurs. Conclus
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:Ie technology could not cover the cost of capital, the
estment in such technology was not justified.

what about the contention that wgetedaDd subsidized
.jit has been used to good avail elsewhere-most

• spicuously,theUnited Statesand the high-performance
nomies of East Asia? True, these countries have at
:sprovided limitedamountsofcheapcrediLAgrowing
sensus, however, suggests that these policies have been
levant or tangential to sustained economic growth. In
United States, subsidization (for example, to fanns
)ugh the Department of AgriculbIre and to small
inesses through the Small Business Administration) is
1as regressive; its costs are deemed too high. Asfor the
t Asian countries, their success probably owes more to
r stability, their development of human capital, and
r reliance on competitive markets than to government
rvention.

10n, thepredominantrecord with subsidized ortargeted
lit has been equivocal atbest. Manydeveloping-country
emments and their international donors have been
ting their credit policies away from cheap credit and
ard more rnarket-driven determinants. To be sure. a
:ipitateplunge from concessional credit into the rough
-bImble offully competitive money markets can cause
)WD dislocations (as witness Argentina, Chile, and
guay in the mid-l970s). The issue seems to be how to
sit from one to the otherwithout exacerbating financial
lbility and giving way to uncertainty.

ssons and Implications

:,ojects that lend funds at free-market rates and pay
'ket rates to saven can be ftnaDclally viable and
~ul.By contrast, lenders that provide cheap capital
neither. They can continue operations only so long as
)rs continue to provide concessional aid. Projects that
lOrt such lendershave littledevelopmentirnpactbecause

do not contribute to the creation of sustainable
bItions needed by farmers. microentrepreneurs, and
3OOr.

f and large, the poor do not beneftt the most from
::essional credit projects. Targeted credit does not
h its intended beneficiaries and tends to redistribute
me regressively.

'aeney for International Development

• Farmen can IDc:rease their output profitably while
paying market rates ofmterest. Credit has not been the
major constraint to development it was often presumed to
be.Moreover.fewborrowerswbobenefited fromsubsidized
credithave been laterabletobecomeclientsofcommercial
banks.The importantelement isGCce.utocreditinstibItions
rather than price of credit.

• SubsidiziDI mtereit rates biDders mobDization of
_vings.ArtificiaUylowinterestratesonsavingsdiscourage
potential savers aDd thus depress the amount of funds
available for borrowers.

• The best approach to correc:tin& market faBare is to
address it head-on through refonniDg economic policy
and Institutions. Likewise. direct transfers are the best
way to redistribute incqme. A strong government role in
fmancial markets is appropriate, but that role should notbe
in the provision ofcheap credit. Rather, the government's
role is tohelp markets workbetterbyredressinginfonnation
imperfections,developingalegalframework, andproviding
proper regulation. supervision. and enforcement.

• Nongovernmental or.anizations and private
voluntaryOrganizatiODSCaDhaveadvantages inlending
to small enterprises. To succeed, though, they must actas
lending instibltions rather than as philanthropic agencies.
That is,they need touse risk-reducing technologies, charge
cost-covermg interest rates on loans, keep l~ defaults
and aITearS low, and be able to mobilize voluntary savings
for the funds they need. They should aim at financial self
sustainability within a relatively shon time.

.. Donors can complement their efforts at the
macroeconomic level with proar8D1S to help develop
financial .ervlces that reach efficient .mall
entrepreneurs and the poor. Priority should go to
supporting development of commercially viable,
nontargeted financial institutions thatcanmeet the liquidity
demands of small entrepreneurs. Such programs should
proceed cautiously, however. expanding only as successes
warrant. They should aim at having the supponed
instibItionseventually offerbothcreditanddeposit services
onacommercialbasis.Programsshouldbecomefinancially
self-sustainable in the shon term.

W~OIl.D.C.
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MAXIMIZING THE OUTREACH
OF MICROENTERPRISE FINANCE
Providing fi1'UJnCiIJI services to the very poor IIOt tmly mtlk.es developmDll sellle, it CQ1l be projitilbk. A review of1
ofthe most effective microenterprise~e programs in 9 developing colD'lt7ies reveDlul that the formula for
success is chltrging interest rates high enough to CDVer costs GIld ueping sa1tlries low. Donordolltus stretch fiuth
ifthey're invested in institutiolll with the potenti4l twl commitment to beCOrM self-sufficient DNJ TWJCh It.arge
numbers o/poor people.

Background
Microenterprise development is a prominent pan of
USAID's economic strategy for reaching the poor. During
FY1995, USAID has allocated 5140 million for
microenterprise funding. Conventional wisdom holds that
microenterprise fmance is desirable because it helps poor
people, but is too costly to be profitable. USAID's Center
for Development Information and Evaluation (COlE)
recently completed an evaluation of successful
microenterprise finance programs that found this view
wrong.

From rural Bangladesh to urban Bolivia, with a range of
clientele and average outstanding loans as low as $32,
microfinance institutions were able to cover day-te:H1ay
costs and reach large numbers of poor people. Five of the
11 institutions studied were fully profitable, generating
inflation-adjusted positive returns on assets. Five others
covered their operating costs without outside assistance.

Past effons using subsidized directed credit often failed
because lending institutions became decapitalized, funds
didn't reach intended groups, and programs distorted
fmancial markets. The programs studied learned from past
mistakes. They are charging interest rates and fees that
cover the costs of delivering financial services, and they
are embracing financial self-sufficiency as aprimary goal.

The purpose of the COlE study was to identify elements
critical to the success ofmicroenterprise finance programs
and to detennine performance standards. It assessed
performance from two perspectives: outreach, or access
by the very poor, and.fi1'UJnCial sustainability.

The study used the criteria of loan size (a rough proxy for
client income level), number of bolTOwers (a proxy for

scale), and reputation for financial strength. Instituti.
studied were the Unit Desa System of the Bank Rak
Indonesia(BRI),LembaganPerkreditanDesasofIndone
Badan Kredit Desa of Indonesia (BKD), La Asociac
.DominicanaParaelDesarrollodelaMujeroftheDominil
Republic (ADOPEM), Aetuar Bogot! of Coiomi
Fundaci6n Integral Campesina of Costa Rica (FINe
Banco SolidUio S.A. ofBolivia (BancoSol), KenyaRl
Enterprise Programme (X-REP), Agence de Credit PI
I'Entreprise Priv~ of Senegal (ACEP), Bankin Rl
Karkara (BRK) ofCARE in Niger, and the Grameen B~

of Bangladesh.

Findings
SigDHicant outreach to the poor, Including the v.
poor, can be achieved. Clients of these institutions w.
typically very small businesses without access to forr
financial services, and many bolTOwers were worn
Average loansoutstandingwere$200-$400. Scale,ra1l
than exclusive focus on the poor, detennines whether .
very poor are reached. Mixed programs that serve a nr
of clients have successfully reached large numbers of 1

very poor.

Operational efticlency can be achieved consistently
• range ofgeographic settinp. Ten ofthe 11 instituti<
were operationally efficient, covering the cost of day
day operations, including salaries and otheradministrati
costs, from interest and fees. Five were fully profitable
program revenues covered both operating costs and 1

financial costs of obtaining funds on a commercial tw

Programs are reaching large numben of poor peop
Institutions in Indonesia and Bangladesh have achie\
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9ge on a national scale. The Grameen Bank. covers
)St half the villages in Bangladesh, and the BRI's Unit
! system has more than 2 million bonowers and 12
ion savers.

poamsare rapidly inc:reasiDgtheirdientbase.Clients
increasing by 2S percent to 100 percent a year in
:rams assessed. Actuar Bogoti in Colombia, for
mce, increased from 7,000clients in 1990to 54,000 in
t Programs haveachievedthisbymaintaining fiDaDc:ial
lility-controlJing bad loans, holding down
inistrative costs, and developing a rapidly growing
of financial resources.

nt demand for these proarams Is stronl. That is
ent in the growth in the number of borrowers, the loan
folio and, in some cases, savings. In addition, these
nms experience low delinquency on loans, although
:arecharging interestrates significantlyaboveinflation.

effective real rate ofinterest charged is a keyfae:tor
:If-sufficiency. In 1994, Actuar Bogoti, for instance,
ged 71 percent interest on loans, which, with inflation
I percent. was the highest real effective interest rate of
p-oup. It achieved a 4.9 percent real return on total
ts. In contrast. K-REP in Kenya, where inflation was
ercent, charged 38 percent interest, which translated
a real interest rate of negative 9 percent K-REP also
the lowest average return on assets-negative 18.5
ent. although it did cover operational costs.

relationship of the average salary ofmicroftDance
p-8D1 employees to the &ross natioDBl product per
ta is also a significant factor in fiDanclal success.
TamS that hired community staff at modest salaries
! significant cost advantage and greater likelihood of
~ving profitability than those that arose from donor
~cts that stressed outreach and ignored financial
ility. Those institutions tended to hirehighly educated.
ively expensive employees.

vams can achieve substantial outreach to the poor
be financially ~able. These "frontier" programs,
:h made a decision to be self-sufficient, brought their
StrUctures in line with spreads available in local

,ets and adapted credit methodologies to marlcet
ands to achieve self-sufficiency.

commendations

~ss organizations' commitment to achieving
..tionalemcien~'and ultimately full self-sufficiency

~JeIlCY for IIItemltiolll1 Development

within • reasonable period. Management commitment
should be visible in concrete targets and credible plans.
Indicators of effective performance include

• Operotional ejJiciency. The organization should be
working' to develop an efficient, low-cost credit
methodology; to control delinquency; and torationalize its
cost structure, paniCularly salaries.

• Interest rate tIIIIljee policy. Costs of services should be
adjusted for inflation and priced to suppOn financial
viability.

• Reporting SliUlliDrds. Fmancial reporting should meet
private sector standards and management should use the
infonnation effectively.

IDvest in Institutions with the potential to reach full
self-sufficiencyandsigulftcantoutreach.Providesuppon
that fosters fmancial self-sufficiency, keeping in mind that
it may require 5 to 10 years and substantial support. To
determine whether an organization needs support, and if
so, what~, find out what hurdles the program has to
overcome to reach self-sufficiency:

• Programs in start-up phtue. Concentrate on helping
proarams achieve operational emciency, iDcluding
establishina a lendina methodology and operational
strateaY for service delivery. At this stage, donors often
provide start-up capital. However, start-ups should be
granted for a shan time peri~e project cycle. If
efficiency is not achieved, cease suppon.

• Programs achieving operational efficiency. Focus on
institutioDScommfttedtotappinaotbersourc:esoffunds,
with concrete t8r1ets and plans. Place greater emphasis
on improving financial performance reporting, meeting
legal requirements to become a licensed financial
intermediary or to gain access to commercial funding
sources, and mobilizing savings to enhance institutional
development.

• Top-performing programs. Consider helpina In the
transition to full independence. At this stage, stress
mobilizing deposits, increasing capitalization through
retained earnings or equity investment. and improving
supervisory standards for microenterprise finance and
strengthening policy dialogue with the government.

W~8Jlon.D.C.
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Heywood FleisiB

The Power of Collateral
How problems in securing transactions limit private credit for movable
property

The first question any private loan officer is taught to .. is, -How do Ig~my money bIlck?- Bor

rowers heve offered two brNd enswera to tMt question: giving en unsecured promise to ~y, end

offering collae,.1 tMt c.n be Nized end sold by the lender If the borrower fells to .-y. This Note

discusses the second type of borrowing. D,.wing on NYeral World &.nk....pported projects, It Mts

out how Iegel end regulnory constraints on using movMM property as col~llimiteccea to

credit in meny dient countrias. The problem Is potentielly Nvere. In industriel countries, moveble

property-Uvestock, mechinas, inventory, equipment, standing crops-can represent as much .. e

third of the c.pltalltock end utf of investment. Where borrowers CIInnot UN this property as colin

.,el for INns, they must pey higher unsecured Interest mas. Consequently, they hold .... c.pltal per

worker end produce .... output per person. In BoI~, the loa in GDP from en inedequne fnlmework

for secured n~ctlonsis estimned • between 5 percent end 10 percent.

Collateral and lending

Why does a lender believe a borrower will pay?
One way for the borrower to prove sincerity is
to offer collateral: to place property at risk of
being seized if the borrower fails to pay. The
power of collateral to increase the amount that a
creditor is willing to offer is apparent in most
lending instirotions. For example, the Bank-Fund
Federal Credit Union offers loans of 6 months'
salary with only a signature, 12 months' salary
against a car or other movable property, and 4
years' salary against a house or other real estate.
In these examples, the borrower, loan officer,
loan committee, and lending instirotion are the
same; only the collateral differs. In addition, the
power of collateral to reduce risk overrides the
increase in the term of the loan-the 6-month
unsecured loan will have a higher rate than the
4-year car loan; the car loan will have a higher

interest rate than the 1S- or 3O-year mongage
interest rate. These practices are not peculiar to·
the Credit Union. Private lenders in Bolivia, Bul
garia, or Boston behave the same way.

Barriers to using movable property as
collateral

Despite the imponance of collateral in enabling
private lenders to offer larger loans with less
risk and therefore at lower interest rates, legal
and regulatory barriers make movable prop
erty nearly useless as collateral in many Bank
client countries. The barriers arise in the fol
lowing way. When a lender offers a loan against
collateral offered by the borrower, the lender
is said to take a security interest in the collat
eral. Three legal and regulatory issues are of
key economic imponance in limiting security
interests in movable property:

Private Sector Development Depanrnent • Vice Presidency for Finance and Private Sector Development
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II The Power of Coll8teral

• The creation of security interests
• The perfection of security interests
• The enforcement of security interests.

These are abstract notions that are easiest to
understand with an example. Consider canle
in Uruguay and Kansas. These places have simi
lar topographies, well-educated populations,
and advanced agricultural systems that place
them among the world's most competitive ag-

In Untguay, noprivate bank would
accept cattle as collateralfor a loan.
E!y contrast, in Kansas, cattle are
considered the best collateralfor a loan.

ricultural exporters. In Uruguay, no private
bank would accept came as collateral for a loan.
By contrast, in Kansas, canle are considered
the best collateral for a loan. This is the view
not only of private banks, but also of bank
examiners. In Kansas, good banks have ~canle

paper,· and risky banks have ~exposure to real
estate." But in Uruguay, where banks also are
closely regulated, the bank examiners prefer
that banks take real estate as collateral for se
cured loans. How can such a difference exist?

Creating security interests

First, it is difficult to create a security interest
in canle in Uruguay. Suppose a bank lends
against 100 canle worth $200,000. Uruguayan
law calls for enumeration of the property-an
easy ~pledge" against canle might name the
canle: Bessie, Elmer, ... -or identify them by
tattoo. But this specific identification makes
monitoring the loan expensive for the bank
because the loan officer must ensure that his
bank's specified 100 canle are in the farmer's
field-a different herd of 100 canle would not
secure the loan. The bank might try to get
around this by writing a general pledge con
tract against, say, 100 calves-but in a year the

calves would become cows, and the legal se
curity of the contract would be questionable.
By contrast, in the United States or Canada a
binding agreement can be written secured by
a floating security interest in "$200,000 in
canle."

Moreover, in Uruguay, the bank would have
to worry that the farmer would sell the canle
without notifying the bank. The U.S. or Cana
dian bank, however, would automatically get
a continuing security interest in the proceeds
of the sale and could automatically attach them
-whether they had been put into a bank ac
count or a tractor.

Perfecting security interests

second, it is difficult to perfect a security inter
est in Uruguay. To have confidence that collat
eral has value, the lender must be sure that no
prior superior claims to the collateral exist. But
how can the lender even be sure that the col
lateral belongs to the person possessing it?
Suppose the canle had already secured a loan
or had been purchased on credit? In Uruguay,
it is extremely difficult to search the records
for prior claims against collateral. The lender
must know the date of a prior agreement and
cannot search by the name of the borrower or
the description of the pledged asset. It is even
more difficult in BoliVia, where the pledges are
filed chronologically and the entire registry
must be searched to discover a prior pledge.
In Bulgaria, no separate registry for such secu
rity interests exists, and a search for prior claims
would have to extend to each notarial registry
in the country. In the United States and Canada,
however, registries are public and easily
searched, and it is not uncommon for all com
mercial agents in an area to know the size and
sequence of the security interests in a farmer's
livestock.

Enforcing security interests

Finally, it is difficult to repossess and sell the
pledged collateral in Uruguay. Repossessing
and selling collateral requires six months to
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two years. Unlike in other systems, private
panies cannot contract to repossess and sell
collateral without a lengthy legal process. Nei
ther can nonjudicial government officials. Nor
are panies pennined to anach other propeny
of the borrower, such as the proceeds of the
sale of collateral. In Kansas, by contrast, cattle
offered as collateral may be repossessed and
sold in as little as one to five days. Loans rep
resent a high percentage of the collateral's mar
ket value, so interest rates charged range
between the prime rate and the home mort
gage rates.

What to do?

First, consider some attempts to deal with the
problem that have major shortcomings:

Make the loans anyway. Since no private bank
will do this on its own, some kind of loan guar
antee system will be required. Alternatively, a
state-<lwned institution could make these loans.
However, two problems arise with these op
tions. First, the guarantee fund or the institu
tion that makes these loans is going to have
the same trouble collecting the loans as the
private bank. Second, because borrowers will
kno~' that these loans are hard to collect there
is a greater chance the loans will not be put to
good use. The result is a money-losing gov
ernment program without much effect on pro
ductivity and therefore a program that is subject
to increasing political attack as the credit line
goes into default and potential borrowers wait
longer and longer for a chance to get ever
dwindling numbers of cheap loans.

Ignore the law. Some lenders simply seize and
sell the collateral for a loan despite the ab
sence of any legal sanction for these actions.
Some leasing operations disguise the transac
tion, pretending that a seizure is not a repos
session. Some nongovernmental organization
lenders take the debtor'S property with the
passive consent or active participation of the
police. In several countries, men with guns are
dispatched to repossess and sell large and valu
able pieces of machinery sold on credit.

Abu.. the law. In some countries, lenders use
a postdated check to convert nonpayment into
a criminal offense. In Bolivia, for example, a
lender. will demand a postdated check in the
amount of the loan and the interest. On the
date that the loan is due. the lender requests
payment. If the borrower cannot pay, the lender
deposits the check and gets it back from the
bank marked -check without funds.· The lender
brings the marked check to the police, who

... in Untguay ... rejJOSSessing and
selling collateral requires six months
to twoyears. ... In Kansas, by contrast,
cattle offered as collateral may be
repossessed andsold in as little as one
tofive days.

arrest the borrower for writing a check with
out funds, a criminal act in Bolivia. The bor
rower spends about a week in the downtown
jail, trying to raise the money through friends
and relatives. If the borrower faUs, conviction
is virtually certain. The sentence for writing bad
checks now is about four years. But before a
legal reform in 199-4, the judge also would set
a civil penalty equal to the value of the bad
check-and borrowers would stay in prison
until they paid their debts. In La Paz, half the
prison inmates are serving sentences for non
drug offenses; of that half, half are there for
postdated checks. All of those interviewed in
the course of the World Bank study were
businesspeople. Many of them are single
women without family connections to raise
funds to cover the bad check. And many have
their children living in the jail with them.

What's wrong with these solutions? To para
phrase, they are not only wrong, they are in
advisable. Formal sector lenders cannot afford
to use illegal collection techniques because the
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The Power of COllat....1

risk of civil and criminal damages is too great.
Consequently I the vast resources of the formal
sector are not tapped for aedit. Movable prop
erty remains the domain of expensive infor
mal sector methods. Why expensive? Expensive
to individuals, because the subjective cost to a
businessman of going to jail for a business mis
calculation will tend to reserve these loans for
only the highest-return operations. And expen
sive to society, because incarcerating risk-tak
ing businesspeople is a dubious development
strategy.

Better solutions

In the Bank's operations in Argentina, Bolivia,
Bulgaria, and Uruguay, the follOWing possible
solutions have emerged for government con
sideration:

Cr••tion of security interests: change the law
to permit the creation of a wide variety of se
curity interests in a wide variety of property,

Perfection of security interests: make public the
records of the registries, restructure the public
registries, change their incentives by introduc
ing competition among public registries or
permitting private registries to compete with
public registries.

Enforcement of .ecurity int.rests: change the
lav.' to permit private panies to contract for
nonjudicial enforcement of debt contracts.

This NOle draws an Worid Bank ecanamic and teaor "OIk and
lending opemiCllS In Arpnbna. BoIivia.IlllIpria. and UNguiY. un
denaklll unclcr lhe broad supervisiOn d Zeljko JloBe!ic. MaJilIIZ
Cones, Vic:en~ fretet-Clblls. jonIrIlan Parker. JL Kyle Pelcn. 5lephm
SC:honberBet, and William SIll". The "OIk was carried out by , tam
&hal included Wl1Iem Buiter. IonIId c.c. CuminI. Nwil cit Ia PefIa.
Ulrich Orobnig. Alejandro Ciano. I.ance GIrton. Boris KozoIchyk,
Cil'lcida Rodriguez·fmand. 5lep/Ien 5IIInl. HIny 5ipwl, and J.A.
Splnogle. IS weU IS many laWyers. econcmiItS. and flnanciII spe
c:iI1isu in lhe bon'l:Iwing member CIOUNries. The~ papers
Ire available !10m lhe aUlhor.

Heywood Reisig, Economic Adviser, Private sec
tor Development Department
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The Right to Borrow
Legal and regulatory barriers that limit access to credit by small farms

and businesses

When World Bank staff design credit programs in developing countries, they otten find that lend·

ers in the formal banking sector show little Interest In small farms and buslneues. Although their

reluctance to lend is especially great for very small operators, such as artisans, street vendors,

and subsistence farmers, surprisingly, It extends even to more substantial operations with HV·

eral employees. Many explanations for this behavior Mve been posited, Including banks' Innate

conservatism, the high unit costs of small loans, cia.. differences between bank officers and

small borrowers, excessively conservative bank regulation, and excessively 100.. bank regulation

that permits bank lending to related parties, crowding out the smaner, pre.umably unrelated,

borrowers. But another important explanation for this lending behavior lies In the laws, regula·

tions, and institutions of the.e countri.s. Though these may otten .prlng from efforts to protect

unwary borrowers or the poor, they can Instead force borrowers out of the formal banking .ys.

tern and 'into the hands of the very lende,. from whom they we,. suppoHd to be protected. This

Note, based on the results of Bank analysis, shows how such "gal, regulatory, and institutional

barriers limit access to credit.

Barriers arising from protecting
borrowers

Many countries have specific laws and regula
tions that are intended to protea borrowers:

Homestead and exempt property provisions

All countries limit the ability of creditors to take
property from debtors unable to service their
debts. So, for example, no country whose lend·
ing laws were analyzed permits a creditor to
seize a debtor's shoes or bed. Some countries
also set a minimum amount of real estate that
is exempt from seizure-the Mhomestead." This

protection has a cost. if the land cannot be
taken from the debtor, banks will not accept it
as collateral. In a well-supervised banking sys- ~

tern, examiners will regard borrowers offering
such collateral as unsecured. For such unsee
cured loans, bank regulations require more
capital or provisioning by the bank. That raises
the cost of making these loans, and, because
they usually are also riskier and smaller, banks
find them unprofitable.

Other legal provisions limit the amount or type
of movable property that a creditor can take
from a debtor~empt property. For example,
the law may contain provisions limiting the

Private Sector Development Department • Vice Presidency for Finance and Private Sector Development
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The Right to Borrow

creditor's ability to take tools of trade from the
debtor. Unless carefully drafted, such legal pro
visions can make lenders unwilling to make
productive loans to small borrowers. Because
the lender knows that the equipment to be
purchasecl-a new Sewing machine or wood
lathe, for example-will be pooled with the
borrower's exempt property, the lender is
aware that it cannot be repossessed and sold
and will not accept it as collateral for a loan.

Usury l.ws

Many countries limit the interest rate charged
on loans to protect unwary borrowers from
unscrupulous lenders. In practice, however,
high interest rates are often justifiable. Many
of the costs associated with a loan are fixed,
and these fixed costs represent a higher per
centage of a small loan than of a larger loan.
Since operators of small farms and businesses
are more likely to want a small loan than are
operators of large farms and businesses, pri
vate lenders charge higher interest rates to
small operators than to larger ones. The lender
would ordinarily hope to recover these larger
costs with some combination of higher inter
est rates and an up-front loan processing
charge. In addition, the costs of monitoring
small, unsecured loans are higher than those
of monitoring larger, secured loans. A lender
with a small, unsecured loan must regularly
inspect the borrower's business premises to
be confident that the business is still solid,
while secured lenders know that they have
the right to take property with some value
even if the business is not solid. finally, the
risk associated with small loans that are unse
cured can be higher than the risk associated
with large loans that are secured. To compen
sate for the higher costs and risks of small,
unsecured loans, private lenders could be ex
pected to charge higher interest rates.

Private lenders do in fact charge high rates on
unsecured loans. In Bolivia, for example, where
the rate of inflation is less than 10 percent,
interest rates amount to as much as 48 percent
a year on small, unsecured loans made by non-

profit lenders with access to funds at zero in
terest. Rates run 70 percent a year on loans by
unsubsidized public interest lenders anempt
ing to cover their costs of operation. These rates
may seem high and perhaps prompted the 3
percent per month usury limit in Bolivian law.
But private borrowers operating small farms
and businesses can face even higher implicit
interest rates in the course of doing business.
A street vendor in La Paz reponed being
charged 300 bolivianos in cash for a case of
aackers or 310 bolivianos if she paid three
days in the future-an implicit interest rate of
more than 5,000 percent a year on the cost of
carrying this pan of her inventory.

for such a borrower, obtaining a loan at 4 per
cent interest per month from a nonprofit lender
would result in annual interest savings equiva
lent to a substantial share of her income.
Clearly, a usury law that limits loans to low
interest rates just forces poor borrowers into
other markets where usury laws are not en
forced-thereby increasing the interest charges
and making the poor worse off.

Solutions

Change the law to limit the homestead provi
sion to a size of holding that balances protec
tion against seizure with the economic cost of
loss of access to loans and the landowners
freedom to contract; limit exempt property pro
tection to clearly defmed sets of goods and
amounts of money and clearly distinguish be
tween the existing Slock of goods and goods
newly purchased on credit; replace usury laws
with laws requiring the disclosure of true an
nual interest rates and requiring that loan con
tracts set out their general implications in clear
language.

Barriers that effectively discriminate
egainst the poor

Many laws and regulations not specifically di
rected at the poor nevenheless have an impor
tant impact on them-and can sometimes be
discriminatory in effect.
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Umits on using equipment end inventory es
coll8tera'

Barriers to using movable property as collat
eral limit access to credit. This especially pe
nalizes operators of the smallest businesses who
have only human capital-their heads, their
hands. Typically, they also need to acquire
movable capital-tools, transport equipment,
merchandise inventories-to perform their
work. To purchase this equipment on credit,
small operators must be able to make a down
payment and have the equipment itself serve
as collateral, especially if they have no real es
tate to offer as collateral. Loans secured only
by a personal guarantee often are too small
and too expensive to fmance productive equip
ment such as farm machinery, a taxi or
microbus, or the inventory of a small store.!

Limits on using accounts receivable end loans
e. collatera'

Operators of small farms and businesses get
credit from many sources without offering col
lateral. Equipment dealers may sell them parts
and small machines on credit. Dealers in fertil
izer, herbicide, and seed may extend credit over
the growing season. And wholesalers often ex
tend short-term credit to retailers. These deal
ers can become essential sources of credit for
unsecured borrowers because they get to know
their customers well in the course of ordinary,
noncredit transactions. Because gening good
information about the behavior of these small
borrowers is one of the largest expenses in de
termining their creditworthiness, nonbank
creditors often have a large cost advantage over
banks in supplying credit to them.

But nonbank businesses face the same difficul
ties as their customers do in gening access to
credit. They typically are unable to use their
holdings of movable property-their inventory,
their stocks of nev.' and used machines-to se
cure loans from banks. Limits on the dealer's
ability to get credit put limits on the dealer's
ability to give credit, breaking the chain of credit
that could link the small borrower to the banks.

As important in breaking the chain of credit is
the difficulty nonbank lenders often have in us
ing the credit they extend to their customers as
collateral for loans from banks, either through
accounts receivable or chanel paper financing.
While formal sector banks may not be inter
ested in making loans of less than 5100 to op
erators ofsmall businesses and fanns, they could
fund the refmancing of the businesses that make
these loans quite luaative. In the United States
and Canada, for example, far smaller loans rep
resented by credit card receipts are bundled to
gether to secure commercial paper flotations that
can amount to hundreds of thousands of dol
lars. When dealers and nonbank lenders can
refinance the credit they offer, the supply of
such credit expands and its .COSt falls. But ex
panding such fmancing requires a secured trans
actions law that permits easy, inexpensive public
registration of security interests in accounts re
ceivable or in chane! paper, and inexpensive
transfer of these accounts if'the borrower (the
dealer or nonbank lender) defaults. Otherwise,
these dealers and nonbank lenders will fmd it
impossible to raise enough money to fund the
loans they otherwise could profitably make.

Other legal end regul8tory requirements

Other legal and regulatory requirements can
disaiminate against the poor by limiting their
access to credit. Laws intended to protect mi
nors by limiting their ability to sign binding
contracts will force the heads of households of
many poor families to tum to informal sector
lenders. And creditors willing to make such
contracts will be hampered in using them to
get credit from the legal sector.

A requirement that loan contracts must be in
writing and signed by the borrower can create
a hardship for poor citizens who are illiterate,
who carmot read and write in the language
used by the banks, or who are blind.

Solutions

Reform the framework for secured transactions,
especially with respect to the cost of transfer-
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The Right to Borrow

ring the accounts of the account debtor, the
registration of security interests in those ac
counts, and the collection of the accounts of
the account debtor if the borrower cannot pay
the loan secured by those accounts; carefully
assess the costs and benefits and the public
policy implications of the age of majority;
change the law to conform to that cost and
benefit calculation; consider alternative forms
of contracting, inclUding using fmgerprints as
signatures and witnesses to cosign as evidence
of assent.

Institutional issues

Institutions give force to the law. Sometimes
those institutions operate in ways that frustrate
the la'9."s intent.

Registries

Many of the lending instruments discussed here
require public registration. Public registration
is crucial because each lender needs to know
whether any prior security interest in the col
lateral exists-for example, another loan that
must be paid ftrst from the proceeds of the
sale of the collateral. A $100,000 house might
appear to be adequate collateral for a $50,000
loan. But if the house already had a mongage
of 580,000 against it, which would have to be
paid before the $50,000 loan, it would not be
adequate collateral. A registry system that is
open to the public and inexpensive to search
makes it easier to determine the priority of se
curity interests and thus the riskiness of a loan.
Yet in many countries, registries can be
searched only with offiCial permission that is
difficult to obtain, and sometimes registries are
organized in ways that make a search techni
cally difficult.

Credit information

Operators of small farms or businesses may
not own land or movable equipment, but they
could still establish a reputation for honesty
and timely payment of debts. Their access to
credit will expand if they can make their repu-

tations known beyond the small circle of deal
ers and merchants with whom they deal. A
credit reponing system that pools information
about borrowers permits the poor to Mcapital
izew on their reputations by persuading other
lenders to lend to them without security. It also
reduces the risk in unsecured lending by mak
ing credible the threat that a creditor could spoil
the reputation of an unsecured borrower who
did not pay a debt.

Solutions

Improve state-run registries by restructuring
them, decentralizing them and introducing com
petition, or by privatizing them; regulate pub
lic access to credit bureaus so that information
collected can be distributed to interested par
ties; design a legal framework to allow people
to challenge inaccuracies in information held
by the credit bureau.

Conclusion

Many problems in access to credit arise from
defects in the legal, regulatory, and institutional
framework for extending credit. Bank projects
aimed at building institutions and extending
c:edit lines to enhance access to credit for op
erators of small farms and businesses will have
greater impact when these larger issues are also
addressed.

'Ibis NoIe c1n.... on 1VorIcl BtnIt pn:ljtcU In Bolivia end BansJedah
undaaJum WlCler the brotd supavlsion or VICente Fretes-Cibils.
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!nil repraem the~ of I tlIIIll thet inc:Iuded IIantJd C.C. Cumina.
Nuril de 11 PcfIa, Ulrich Orobnig, Alcjendro GIno. lance Ginon.
Grac:iela Iloclril\lcz-Ferrand, Stephen Stlant. Hury Sigman. end
John A. Spenogle. Papers describina the projeClIln pater datil ere
IVailable fftlm !be IIIlbor.
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DoDor committee pideIiDes. No ObjectioD Dnft: .... 30, 1995

Small and Microenterprise Finance:
Guiding Principles for Selectin& and Supportin& Intermediaries 1

1

The purpose of these principles is to establish common standards for donor agencies to
apply in supporting broader access to financial services for micro and small enterprises. 2

Such enterprises have historically lacked access to the forinal financial system, but the
growing success of many institutions provides confidence that access can be provided
sustainably in many settings. It has now become possible to identify and agree upon the
basic principles that support successful micro-level finance, so that donors can work in
concert to ensure that lessons of success are translated to the institutions they support.

The framowork for donor support to micro and small enterprise finance centers on two
equally important and complementary objectives. First, outreach embodies the aim of
expanding access to increasing numbers of low-mcome clients. Second, sustainability
provides the means to expand and maintain outreach. These concepts underpin the
guiding principles described here.

Different types of micro and small enterprise clients have different characteristics and
demand different services. Hence it is desirable to encourage a range of institutions
that use specialized methods to serve their particular market niches. These can include
commercial and development banks, credit unions, mutual or community banks, non
governmental organizations (NGOs) , finance companies, cooperatives, savings and credit
associations, and other specialized intermediaries. At the same time, however, this
document is based on the premise that fundamental principles of finance apply widely
and must be observed by all institutions if they are to succeed. Moreover, donors must
design their support mechanisms in ways that are consistent with best international
practices and long-run development of a sound financial system.

This statement of guiding principles first identifies characteristics donors should seek in
selecting institutions to support. It then describes appropriate forms of donor support.
An annex lists reporting standards on outreach and financial performance.

I This document is a joint product of the Donor's Working Group on Financial Sector Development and
the Committee of Donor Agencies for Small EnterpriSle Development. It was inspired by and is largely
consistent with the recommended standards for support set out by a UN expert &roup of leading small and
microenterprise practitioners convened by Women's World Banking ill January 1994. The donor committees
adopted the principles in their current form in June 1995. following consultations with key donor agencies
involved in small and microfinance. This document is intended for use by project officers in donor and
implementing organizations, managers. and policy makers.

lmcluded in the term micro and small enterprises are a wide range of enterprises (mdustry, transport,
commerce, services. agriculture, etc.) ranging in size from part time, seasonal activities of a single person to
small, formal enterprises employing several non - family members.
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I. Institutional Performance Standards and Plans

Intermediaries seeking support should be able to demonstrate the following
characteristics, either in current operations or through credible plans underpinned by
concrete measures. Since institutions are at different stages of development, it may be
appropriate in some cases to adopt modified standards for limited support to new or
transforming institutions.

A. Institutional Strengths

2

1. Institutional culture, stroctures, capacities, and operating systems that can
suppon sustained service delivery to a significant and growing number of low
income clients. Requirements include a sound governing structure, freedom from
political interference, good fit to local context, competent and stable staff, a
strong business plan for expansion and sustainability, and mission and vision which
create a sense of purpose, ownership, and accountability.

2. Accurate management information systems that are actively used to make
decisions, motivate perfonnance and provide accountability for funds. Such
systems are essential for effective and efficient management.

3. Operations that manage small transactions efficiently, with high productivity, as
measured by variables such as loans per staff and operating costs as a percentage
of average annual portfolio (while maintaining portfolio soundness).

4. Meaningful reporting standards. Transparent financial reporting that conforms to
international standards and allows prospective funders to evaluate performance
adequately. At a minimum, the raw data listed in the Annex should be reponed,
and institutions should regularly monitor financial condition using appropriate
financial ratios derived from such data.

B. Quality of Services and Outreach

1. Focus on the poor. Evidence of service to low-income clients, women and men,
especially clients lacking access to other financial institutions. The focus need not
be exclusive, as mainstream institutions such as banks are encouraged to become
providers, but it must entail a distinct commitment to reaching the Poor.

2. Client-appropriate lending. For example, for micro-level clients, institutions
should feature quick, simple and convenient access to small, shon-term loans,
often shon-term, that are renewed or increased based on excellent repayments.
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Use of collateral substitutes (e.g.,peer guarantees or repayment incentives) or
alternative forms of collateral to motivate repayment. Emphasis on character
based lending for smaller loans, with simple cashflow and project appraisal for
larger and longer term loans.

3. Savings serviCt'S. Offering savings mobilization services, where legally possible
and economically feasible, that facilitate small deposits, convenient collections,
safety, and ready access to funds - either independently or with another
institution.

4. Growth of Outreach. Making significant progress in expanding client reach and
market penetration, demonstrating both strong client response to services offered
and competence in service delivery management.

C. Financial Performance

3

1. Appropriate pricing policies. Offering loans- at rates sufficient eventually to cover
the full costs of efficient lending on a sustainable basis (after a reasonable start-up
period), recognizing that poor entrepreneurs are able and willing to pay what it
costs an efficient lender to provide sustainable financial services. Interest charges
by the retail unit should be set to cover the costs of capital (at the opportunity
cost, including inflation), administration, loan losses and a minimum return on
equity. 3

2. Portfolio quality. Maintaining a portfolio with arrears low enough that late
payments and defaults do not threaten the ongoing viability of the institution. For
example, organizations with loans in arrears over 30 days below 10 percent of
loans outstanding and annual loan losses under 4 percent of loans outstanding
satisfy this condition. .

3. Self-sufficiency. Steadily reducing dependence on subsidies in order to move
toward financial self-sufficiency. Achieving operational efficiency, i.e., covering all
administrative costs and loan losses with client revenues within a reasonable time
period, given local conditions. International experience shows that successful
intermediaries have achieved operational efficiency in three to seven years, and
full self-sufficiency, i.e., covering all financing costs at non-subsidized rates within
five to ten years.

31t should be understood that costs of non -financial assistance provided to entrepreneurs may continue to
receive subsidies. However, it is crucial that these costs be separated from the costs of lending operations, so
that the financial viability of lending operations can be assessed.
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4. Movement toward rmancial independence. Building a solid and growing funding
base with clear business plans, backed by operational capacities, that lead to
mobilization of commercial funds from depositors and the financial system, and
eventually to full independence from donor support.

4

Financial performance standards apply only to activities that are an integral part of
providing financial services. If programs also provide non-financial services, such as
business advisory services, health, or education they must account for such services
separately from financial services. Standards for financial self-sufficiency do not apply to
such services, and defining appropriate standards for non-financial services is beyond the
scope of this document.

n. Strategies for Donor Support

Funding based on large, ongoing subsidies with a charity rationale has failed. Such
programs have drained resources without becoming sustainable, and have contributed to
the mistaken notion that the poor are unbankable. . Funders should provide financial and
other support in forms that foster the movement to scale, financial self-sufficiency, and
independence from donor support, taking into account the particular characteristics of
different types of institutions.

1. Appropriate uses for grants.

o Institutional development. Support for institutional development is
appropriate at all stages of an institution's life, and for a wide range of
institutions, although the nature and extent of such support should evolve
with the institution. Such support should become more selective, as
institutions become able to meet more of their organizational development
needs from within. It should also become more specialized, as institutions
tackle more difficult problems.

o Capitalization, or grants for equity are of strategic importance in enabling
organizations to build a capital base. Capitalization can be used to
generate investment income, build the loan portfolio, and leverage funds
from local banks. One of the key purposes of providing capital funding is
to enable institutions to mix costs of grant funds with commercial sources
during the period it takes to build efficient operations and scale.
Extemally-fmanced capitalization should be used as a catalyst and
complement to domestic mobilization of funds by local institutions. Grant
equity contributions can also help institutions seeking to become formal
fmancial intermediaries to meet minimum capital requirements.
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o Operating losses. Donors should avoid covering operating losses except
during a clear, time-limited start-up or expansion phase. By the nature of
the small loan business every program will take some time to reach a break
even point. Donors should be willing to provide support during that time.
Afterwards, however, such support becomes counterproductive.

o FIXed assets. Donors may wish to support purchase of fixed assets, such as
computers, vehicles or premises. Such funding may be seen as
contributions to the equity base of the institution.

2. Appropriate uses of loans. Donor support through loans is appropriate for
lending-based institutions that meet performance standards. However, loan
capital from local and commercial sources should be sought as early as possible,
even at start-up. Care should be taken to avoid burdening young institutions with
foreign exchange risk in loans denominated in foreign currency, unless adequate
precautions are taken. Donors are also advised to be careful not to undermine
savings mobilization efforts of savings-based institutions, such as savings and credit
associations by making loans available to them below the cost of mobilizing funds
locally.

3. Commercial sourcing of funds. The transition to fully commercial sources of
funding requires special forms of support that help introduce institutions to the
financial system. Donors can act as catalysts to effect this transition through
means such as:

o Investor equity, from both official and private sources. Donor support can
help leverage private investment.

o Second-tier operations, which raise funds from commercial sources and
onlend to microenterprise finance institutions.

o Partial guarantees of loans made by commercial banks to NGOs.

4. Coherence of donor policies. Institutions following sound principles for
sustainability must not be undermined by others providing competing services
below cost or in ways that cannot be sustained. When providing subsidies (grant
or loan) to small and microenterprise institutions, donors should ensure that they
coordinate that support with other funders, such that institutions are given clear
incentives to become financially viable. In particular, donors need to consult
each other regarding appropriate interest rates and other terms on which
assistance to any given institution is supplied. Donors should also coordinate
institutional support with sectoral policies such that financial institutions, including
informal and semi-formal sectors, find enabling conditions for institutional
development and growth.
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ANNEX: MINIMUM REPORTING INFORMATION

6

Donors should require regular reporting on institutional performance and should base
funding decisions on achievement of perfonnance targets. The following tables cover the
minimum raw data that should be reported, but do not include analytic indicators, such
as financial ratios or adjustments for subsidy or inflation. The intent is to ensure the
quality and comparability of data so that financial analysis can be conducted in a way
that both donors and programs can interpret. Meaningful analysis requires a firm base
of data. These indicators are intended to furnish such a base.

Portfolio and Outreach4

1. Number and amount of loans outstanding at beginning an~ end
of reporting period .

2. Number and amount of loans disbursed during reporting
period.

3. Number and amount of small saver deposit accounts at
beginning and end of reporting period. Show compulsory and
voluntary savings separately. S

4. Arrears (on a loans outstanding basis). Unpaid balance of
loans with payments overdue more than 30 days. There should
also be an aging of arrears report, covering, for example, 60 and
90 days and one year.

5. Percentage of female clients.

6. Number of staff (only those involved with savings and credit
activities) .

4 For institutions that offer a full spectrum of financial services. informatiOD sbould apply only to that
portion of the institutiOD'S activities and overheads focued on small and microenterprises.

S Many programs require clients to deposit minimum amounts or pay into savings funds in order to be
eligible for loaDS.
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7

Interest Rate Policy

7. Effective annual interest rate paid by clients (inCOIpOrating all
required fees, and calculated on a declining balance basis), both
nominal and real. Effective rate paid to savers.

8. Local annualized interbank lending rate and 9O-day CD rate.

9. Local annual inflation rate (give source).

Income and Expense Information

INCO~

10. Interest and fee income from loans (excluding accrued
uncollected interest on non-performing loans)

II.Income from investments .

12. Other operating income from financial services

EXPENSES

13. Staff expenses (salaries and benefits) 6

14. Other administrative expenses (includes depreciation)

15. Loan losses. All loans over one year in arrears should be
wrinen off, as far as local rules permit. Institutions should
describe their criteria in recording loan losses.

16. Interest and fee expenses (itemized by source of funds)

17. NET OPERATING PROFIT

18. Non-operating income

19. Non-operating expenses

6Staff and administratiw expenses should ~ those that relate to the provision of financial services. If an
institution has significant nOD -financial activities. it should account for those costs separately. including the
proportion of overhead expenses needed to support those activities. Costs paid directly by donors. such as
expatriate salaries. should be included.
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20. Donations:

20a. For operating expenses

20b.Capital contribution (identify purpose, e.g.,loan fund,
equity, fixed assets)

Balance Sheet Information

ASSETS

21. Cash on hand and in banks

22. Mandatory reserves

23. Short term investments -
24. Loans outstanding (must match indicator 1, above)

25. Less: Loan loss provisions

26. Net portfolio outstanding

27. Long term investments

28. Fixed assets (after depreciation)

29. Other assets

30. TOTAL ASSETS

LIABILITIES

31. Savings and time deposits from target group clients (must
match indicator 3, above)

32. Other deposits

33. Loans from central bank

34. Loans from other banks

35. Other short term liabilities

36. Other long term liabilities

8
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EQUITY

37. Paid in equity (shareholders)

38. Donated equity

39. Retained earnings

40. Other capital accounts

41. Current year profit or loss

42. TOTAL LIABILITIES AND EQUITY

Analytic Performance Indicators

9

The items listed here provide information in a raw form. In order to evaluate and
compare performance, the raw data will have to be' analyzed, through computation of
ratios and other indicators. Informed opinions differ on which indicators are most
important. Therefore, this document makes no attempt to specify those indicators.
Rather, it provides for an information base to allow the calculation of a range of key
ratios. Examples include: net profit, average loan and- savings account size, adjustments
for SUbsidy and inflation, operational and full self-sufficiency, return on assets and equity,
administrative costs as a percentage of portfolio (required spread), portfolio yield, and
staff productivity.

It is expected that every institution -- and the donors that support it -- will actively use
such analytic indicators to monitor the institution's financial condition.
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Why does fifZ!lnce matter?

Fmandal systems provide payment Hn'ic:eI. Th~
mobilize lIVings and allocate credit. And they
limit, price, pool, and trade the IiIb resulting
from these activities. These divene IeI'Ykes are
used in varying combinatiOnsby houIehoJds, !Nai
nesses, and govenunents and are rendered
through an In'Iy of instruments (ameftC)', checks,
credit cards, bonds, and Itoc:ks) and institutions
(banks, credit unions, insurance companies,
pawnbrokers, and ItOCkbrokers). A financ:ial sys
tem's contribution to the economy depends upon
the quantity and quality of its servica and the effi
ciency with which it provides than.

financial services make it cheaper and less risky
to trade goods and services and to borrow and
lend. Without them an economy would be ccm
fined to self-sufficiency or b.Irter, whkh would In
hibit the specialization in production upon which
modem economies depend. Separating the timing
of consumptiOn from production would be p0ssi
ble only by first storing goods. The size of produc
ing units would be limited by the producers' own
capacity to save. Incomes would be lower. and
complex industriaJ economies would not exist.

finance is the key to investment and hence to
growth. Providing saved I'ftO\D'CII to others with
mort productive uses for them raises the income of
saver and borrower alike. Without an effident &
nanc:iaJ system, however, lencUng can be both
costly and lilley. Self-financed investznent II one

way to overcome these d.ifficu1ties, but profitable
investment opportunities lMy exceed the Ie

IOUrCeI of the individual enterprise. Investment by
the public leCtOr is another answer: in this cue
additionaJ savings are mobilized through the tax
system. But exceuive centralization brinp its own
dif6cu1ties, espedaJ1y in gathering the infonnation
needed to make IOUI'd investments. Ef6c:ien
cy therefore requires a balance among internally
pnerated resources, centnIly organized lIVing
and investment, and market-baled financial
arranpments.

Market-bued arrangements are w1untary. As
such they are driven by the desire for profit, teIn- .
pendby concerns about risk. Competition ensures
that transaction COlts are helcl clown, that risk is
allocated to those most willing to bear it, and that
investment is smdertabn by thole with the most
promising opportunities.

Such arrangements may tab many forms but
tend to mirror an economy'. complexity and politi
cal orientation. Informal finance, such u loans
within families and between friends or from pawn
brokers and moneylenders, II ItiD iDapot tant in
many countries. But u economies grow, these are
rangements need to be augmented by the services
that only fonna) institutiON-CODU1'\erdIl banks,.
coUective investment institutions, and capital
znarkets-<an supply. for example, by transform·
ins the size and maturity of 6nandal assets, formal
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Box 2.1 IJIe wlth01lt JaOIIe1

"SozM ,nrs Iince. Made2ncliIeIIe %de .
save • concert ill the Sodety iIIIncII ••• In echanp
for • third pat of the raceipla. Whea CDafttICI. he
IhII't was fouI'Id eo CDftIiIt 01 thne pip, Iwat)''''
turbyI. forty-four chkIcena, 8ft thouMNI CDClla IlUIa,
besides considerable quantitiIs 01 baNnu. IeInonI and
cnnpt .•• u MacleznaiIeDe cauJd not CDftIWM ..,

considerable porticm 01 the nceiptI heneIf, It .....
IlICftSIr)' In the meantime eo feed the pip aDd poaII:r)'
with the fnait. ..

ws. }ft'ClnI
MDuy" tItt MdaiMI tt{£II:IIIRp

(Je¥'ClIII1III, p. 1)

Even ill modem ICOnolNes many II'INIl:tionI do not
Involve 1IlON)'. for aamp1e. barter iI UMd eo eecape
CDation and ngulation. 1ft clevelopina COlIfttrieI __
exchanges within extended funi1ies 1ft handled with
out cash. The multiple incoInes oIm extended faznily
offer .l\IbstiNte for insurance. peNion pIaN. Uld Do

cia! HCW'ity. III II'lIny lIftU of the world. Ihare
aoppins irlvoIves ale'riel 01 nonmonetlll,. tranIIdiana
concemiftI inputs. land tenUft. aop .... and 10 on.

institutions can mediate between the many small
depositors who prefer Uquid assets and the few
large borrowers who need long-term loans to fi
nance investment. They can provide other UJeful
services too: insurance, hedging (using options
and futures contracts). and so on. In a diversified
m.vket-based system, governments retain a by
role as prudential regulators, because experience
has shown that financial markets-essential

. though they are-can be prone to instability and
vulnerable to fraud.

fiJwl.ce and powth

Malthw predicted that F'Owing populations and
fixed amounts of land and other natural resources
would ultimately stiBe economic F'Owth. But natu
ral resource endowm,nts have declined in irnpor
tance in most high-income countries. In Great Brit
ain, for example. the value of land and minerals
was 60 percent of the value of all tmtgible utets in
1688 but only 15 percent in 1977. In fact. natural
resources have not determined wealth. In 1810,
Awtralia, a country rich in natural resources, had
twice the per capita income of Switzerland, which
has few; today Switzerland's per capita income..
ceeds Awtralia's by more than half. During ....

II'...ClDUIltriII JIIiIhbon help OM INlChIr eo build
hir __ wtdlaat payment "*" "'Jl"'lill .....
....raiIin& III the UniMd SlIdes).

11w ealIIOIIlJ 01 aadIftt iIYPt apented for 2.CIllO
,... Wort tile lIlvadiaD 0I1IIDnI)' (aIthouP ,.
cilntIlnItIJI __•• 1ftIdilaIft 01 achanp for 101M

traIlIII:IionI). Ewn aftIIr ..... IIIrIOIIIIdiIII ......
ecIopIed CDinIp. tile peanlllelll 01 EIYJ'l owe-et
tile .. 01 1IIDI'lI)'. 11w Inca Empire of Pena may not
haw UllClIIlClIlI'Y •• INCIiuIIl 01 achanp. dIIpIte
... caceptiorlAlly Deb In pId aDd Some I'IIi-
pu a::ietiII (incIudinI the ..m&deIIt Je-
aIIit Iepubtit of hnpay In thelildemlh and~
IftI\dI CIIfttUrieI) aDd aatlloritariaft or~
CDINIIunitiII (1UdI. the...~ ofLatIn AIMr
il:a) znake little elI'lIO 11M 0I111Oft1Y. at .... for iNemIl
tnIIIIdionI.

Nonznorwtary trINICtioN tend II) '- IIpec:II 01 •
IDnptancIin& IOc:iII CDII'lplCl. whole Individual parts
cmnot be valued .,.meJy. lut In advanced econo
zniellI\ClIIt achanpIlft iInpaIonaL M MadeznoiIeDe
Zelie lIiIl:vllNd. Incl. QII be quite COIt1y wid\out •
wideJy'ac:mJ*d mediwn 01DdIaIIp.

past three decades Hons Kong, Japan, the Repub
lic of Korea, and Singapore have had among .the
world's highest per capita income F'Owth rates de
spite their relatively poor resource endowments.
Resoun:e-rich Argentina has hardly F'Own at all.

The biggest difference between rich and poor is
the effic:iency with which they have used their reo_
sources. The finanda1 JyJtem's contribution to .'
srowth lies precisely in its ability to increase./
~.' ~

fiNnu:e a4 trDtIe

The 6nandal system makes its biggest contribution
to JrOwth by providing a medium of exchange. In
a barter economy, trade requires a "mutual coinci
dence of wants." It is therefore liaaited by the
costly search for trading partners. Spec:iaJization is
d.iscou:aged in economies with no medium of ex
change. 10 their productivity is low. Money facili·
tates spec:ialization by reducing trading COlts and
linking different markets. The adoption of a stan
dard unit of account serves the same goal (see Box
2.1).

HistoricaDy, economies moved first from basic
le1f-suffidency to bmer trade and then to trade
against commonly ac:cepted commodities such as
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gold. Maintaining inventories of commodity
money was costly, and the safekeepm of gold Iftd
other commodity monies soon learned the advan
tages of aDowing the direct exchange of deposit
c:ert:i6cates. Such economizing on the use of c0m

modity money gave birth to deposit money and
banking. The continuing search for cheaper means
of payment led to paper money, credit ca:rd.s, Iftd
electronic transfers.

Most developing countries have a widely IIC·

c:epted medium of exchange, although they will
need mort advanceci payment systeD\5 as their
economies becom. larger and mort complex. But,
som. countries, partic:ularly in Latin America,
have failed to provide a CU%ftftC)' with a stable
value. In inBationary economies local eurrency be
comes less ac:cept&ble as a medium of exchange.
In£lation also undercuts money's use as a unit of
account: it makes financial contracts riskier, re
duces the information imparted by relative prices,
and distorts the allocation of resources.

5.wing determines the rate at which productive
capacity, and hence income, can grow. On aver·
age, the more rapidly growing developing c0un

tries have had higher saving rates than the slower
growing ~tries (see Table 2.1). These rates are
influenced by znany factors. In analyzing them it is
useful to distinguish between the Sow of ....ving"
and the stock of " ..vings." In this Report, ....v·
ing" wiD always rem to the Sow of real resources
that are not consumed in the period under study
and that are therefore available for investment.
"Savings" will rem to the stock of accumulated
saving, or wealth. An inaeue in the stock of fi.
nancial assets wiD be caned "finandal deepening."

Many factors affect the saving rate: the rate of
income growth, the age composition of the popu.

Iation, Iftd attitudes toward thrift. the Rl'Vices
provided by government, such as IOCial MCUrity,
am affect saving, as can taxes Iftd government
defidts. Mac:roeconomic and political Itability af·
fect expectatioN and thus affect saving. Whether
financial variables affect the saving rate is Jti11 an
open question.

• Liquidity and lUI of access may make financial
instruments a more attractive home for ..vings.
And finandal Jer'\-ices may encourage ..ving if
they raise the net ret\U'N. Higher interest rates
raise the return. but they can also enable ..vers to
Khieve a target Jtoc:k of financial wealth with a
lower ..ving rate. The effect of higher interest
rates is therefore ambiguous. Empirical estimates
range &om a larp positive effect to no effect at all.

Although interest rates have an uncertain effect
on the amount people save, their effect on the
form in which people save is clear. High interest
rates favor &nanc:ia1 over ncmfiNnc:ial forms of saVe

ing. A recent study using 1985 data for eighty~
developing economies found that the ratio of liq
uid liabilities to GNP (a measure of finanda1 depth)
rose by 0.75 percentage point in response to a 1.0
percentage point inaeue in the nominal interest
rate paid on deposits. However, the ratio fell by
1.70 percentage points in response to a 1.0 percent·
age point increase in the rate of inflation. (Thjs
uyrnrnetry may reflect the fact that lOme liquid
Uabilitiu-c:urrency, for example-pay no interest
and thus cannot fuDy compensate savers for inflA·
tion. It may a1IO reSect a risk pmnNm that rises
with the inflation rate.) Overall, higher real inter
est rates are likely to lead to finandal deepening as
..vers switch some of their ..ving from real to
&Nnda1 assets and &011'1 foreign to domestic as
lets. Conversely, the negative real interest rates
that many countries saw during the 19'70s discour
aged the holding of financial assets.

Governments can influence finandal "ving in

Z1
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other ways too. Iy impolinl direct taxes onbG\b,
by requiring banks to hold noninterest-buring Ie

serves at the centftl bank, or by Iorcina banks to
invest in low-interest government bonds, they Ie
cluee the mum on bank deposits. HiItoricIlly,
pemments raised finance by debasing commod
itY money. Tocby they do the NIne by pntIng
themselves a monopoly in the aution of currency.
The rent eamed &011\ this monopoly is c:a11ecl aei
gniorage (set Qapter 4). The more governments
rely on it for revenue, the leu IAYerI .., tndinecl
to hold their wealth in fiNndIl form. As ditcuIIed

in tbt MId Iedkm, the amount saved in 8Nndal
Imm affects the produdiYity of inYeItInent.

FiuIIcI_ inDeItH_

The finaIaJ system inte.nMdiatet only part of a
mumry'. mqJ. investment, because firms and
households finaftce muda of tMir in'VeltlMnl di
rectly out of their own lIVing. Only when invest
ment exc:eeds lIVing is It nK'eSllU)' to bonow, just
• when laving ea:etds investment It is neceuary
to leNt. The flNndIl system'. talk II to IDOYe ex-

Fapre 1.1 Anrap uYiq anel iIlftltmtJdft" auf MdonJ ..up1aNla4 cIeSdII
for Iomteea elevelopiD.& anmlriel
(~"GHP)
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.StldDrIllrplal

f§1 JmoeItIMnt

.StaDrdll6clt
ms.If·financId iJ..'dtII'Cd
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cess saving from economic units in smplUi to
those in deficit.
.Figure 2.1 shows the average saving and invest·

ment rates for fourteen developing countries.
Households saved 12.9 percent of GNP and in
vested 6.0 percent; that left them with a smplUi of
6.9 percet'lt of GNP. Businesses saved 8.6 percent
of GNP and invested 15.6 percent; that left them
with a deficit of 7.0 pe!cent of GNP. The foreign
sector was a net lender and the government a net
borrower. The finandaI sector is the channel for aD
these flows. Note that the country-by<OW\try NC·

toral balances which underlie these averages vary
widely. Table 2.2 shows the balanc:es for each of
the countries that are aggregated in Figure 2.1. The
surplus of the household sector, for instance,
ranges from COte d'!voir'e'l 1.5 percent (in 1911
78) to Malaysia's 16.8 percent (in 1980-86).

Taking the fourteen countries together. Table 2.2
snows that businesses financed 55 percent of their
investment ftom their own saving (in the form of
depreciation aDowances and retained earnings).
Governments 6nanced 72 percent of their invest·
ment from their saving (that is, from the excess of
taxes and other income over consumption spend
ing plus transfers). And households u a poup
financed all of their investment from their savini.
Altogether, roughly half of all investment wu MJI·
financed.

An advantage of seIf·finance is that. in c0mbin
ing the acts of saving and investing. it intemIlizes

.II the information. transaction, monitoring. and
enforcement COltS that would be involved if the
resources were lent to someone else. No complex
cont:raetl, coUateral, or other devices 1ft required
to reduce the risks inherent in lending. The short
coming of MJI·finance is that an individual's in·
vestment opportunities may not match his or her
resources or may be inefficiently Wnited by them.

Even though the &nanc:iaI system intermediates
• only part of total investable resources. it plays a

vital role in allocating saving. h\ the early ltages of
development, relatives, friends, and moneylend
ers may be the only IOurteS of external finance. As
the financial system pows, local buW, then na
tional finandal institutions, and finally securities
markets and foreign banks become sources of
funds for investors. Smoothly func:tioning finan
cial systems lower the cost of transferring re
sources from savers to borrowers, which raises the
rate paid to savers and lowers the COlt to bonow·
en (lie Box 2.2). The ability of borrowers and
lenders to compare interest rates acroII markets
ilnproves the l11ocation of resources.

Historica11y, the quality of investment has been
at least IS important for powth IS the quantity.
Although the futest-powing c:ountries had higher
rates of investment than the others in Table 2.1,
empirical studies generally find that less than half
the growth in output is attributable to ina'eases in
labor and capital. Higher produe:t:ivtty explains the
rest. Higher labor productivity reflects better
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Box 2.2 'liaDJactiDll COllI uu:l the RlPPl1 of cndit

1he iInpect ol &nandaI intennediItion and......... tD IIIppIyX. ill the el'f ell.ol..-nlnl (at.dId1act-
eZlinp Oft Cftdit can be e:tcnonItrated pometric:aIIy. .. • "... CllIItI) i". Far that IIDCIant ol credit bar-
In the cIiIpcN in lox &pre 2.2 the hariroNaI .. IVW8'I waukl be ,.,.. r,. 1nNacI:iOft CllIItI introduce
IIleIIUftI the~ ol bonohinl or IencIin& peraM • wNp~ the ClDIt tD bcuo.... and the I'Itam
ollilN (X). IIld the ftI'ticaI axil the ClDIt ol tD.....whiI:h__the IDIO'IIIlt let.
borrowin& (r) and the Ntum far IencIin& (I). The.. lab ell' other~ ...... pm. .....
omy'. demand far Cftdtt II dIpidIad ... the Int elY- they ae IbIe tD Nduct the InnMl:ticm CllIItI ollalow-
pam by the dowrIwarcHIopina CIIrW IIMIK D. III ~ and 1iIndins. ThiI II ...... ill the CIIrW~ '!he
....tivt IIope rdedI. in part. the inl:nuinI~ wecIp~ the ClDIt tD Ilonowen and the Ntanl tD
(per uNt ol time) 01 profitable inwItaemt. the GDIt ol linden II now the bIftkI·1pI'Dd. AIIaminIthat...
bonowin& cIedineI. '!he upwankIopina curve libeled ... ae ... than the ... rJl diNct IiIndiIIa. the
S depids the ec:onDIfty'. tupply rJl CftCUt. the IalOUN __ lad ina'r II hat X. tD x.. the Ntanl tD

ol laving offertd to otben either dirIctIy ell' tIlroqh linden~ fraaa (, tD 4,1Ild the ClDIt tD IulOW"

intmnediaries 1UCh.bulb.'" padiw IIope re8ectI. ... Iram ,_ tD ... nw ... banb ae at rwchac:inI
in pet. the iN:reasin& INre 01 total savini pwvlded tI....aion GDItlI. the .,... the-. e&da. Wuc:in&
for fiNnc:ia] auetI • their retum riIeI zeJaIiw to the .... 01\ buIkins (1lICb • ~1IId reetW ...

retIm\ on tNl auetI or itrnStDliEftt abroIcL If theft C[oIiIWWidS. which ... pat ol It-. ea.tI) bas the
were no tiansIic:tiDiI costs or intawt rate ftIWationI, .....effect.
the lIW'ket~etmnineclrate01 intenIt would be r • i, The third clialftll' IhOW'I the effect olill .....rate
and the ImOW'It 01 CftCtit pet period would be X. CIIiIinI (the horizontal annp line at ~. If the e:.wn, it

It is costly. hownwr. far Ienden tD locate Cftdit· ~ to~ ..... it wiD recfDct the amoutlt lam
worthy borrowers dil'ectly. In the CIIftI8 cIiasnzn, the (to Xc) IIld I'IiM the COlt to 'builOW" (to r,). If the
IInOUlIt Ienden mWlt chcp 1:lOiw.... to COYI!i' that CIIili:nI appJiei.m.ad tD IIftctinI ...., bIftkI wiD lit
CXlSt is refiected in the curw ~. The WIticII diItance ~ ... at ;,:, decbac:tinS trIIlIal:ticm ea.tI. The
between this ClZrVe and the aupply 01 ft.andl ClIift (5) is IJilOUftt depoeited (and lent. when abstracdn& &om ...
the &Ino\UIt 01 theM InnJICtion ea.tI (includins the IerYI~)wiD be x:. The .... dImand for
COlt of covmnS the expemd defaults). If Ienden Nid cNdit (X. - Xc') CINlGt be IatiI6ed. and IauIm wiD
to find borrowtn Oft their own. they wouJcI be wiDins nticm the IvaiIabJe auppIy.

lOll fipre U The ,apply of and demand lor CNCl.It
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ealth. skiDs. education, and work effort; higher
apitaJ productivity reflects technical prosress and
\e more efficient use of saving.
A5 more saving moves through the 6nancial sy.- .-

tmn, financ:ial depth ina'eues. The financW 'Y&
teInI of higher-income countries are Dually
deeper (u measured by the ratio of liquid Jiabi1ities
II) GNP) than those in poorer ones (see Figure 2.2).
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They are alia deeper in the InOIl rapidly FOwinI ",...------------
COUIdries than in the I1owest-powins countriII .~"
(u shownby the ratio of M2 to GOP inTable 2.1). . fIliIpn 2.2 WbtorI of ftnend·J depth

Fute powth, more inveIbnent, and peatI!r I
nandI1 depth 111 COIN pII'tly from hiIher smna.
In its own right, however, pater financial depth
alia contributes to powth by iIrlprovin& the~
ductivity of investment. In"estment produdfrity,
u measured by the ratio of the chu1p in GOP to
inveItInent (the inverIe of the inaementaJ caplta1
output ratio-ICOR), is lignificam:ly hiPc in the
futer-Irowing countries, wNdl a1Io have deeper
IiNnc:ial systeIN crable 2.1). 11da su..... link
between financial cleveJopmem and powth. How
might this work? It wu noted above that poIitive
real interest nita favor finandaJ savini ewer other
forms of saving and therefore promote 8nIDcia1
deepening. Provided that intennediIries are aoocl
at selecting viable projects, puter intenMcIiadon
will ensure that the better investments are fi
nanced and wiD thereby increue the average pr0
ductivity of investment. Table 2.3 groups the c0un

tries of Table 2.1 that had lManinIful interest rate
data according to their real interest rates: positive,
moderately negative (0 to -5 percent), and
strongly negative. The first group had lower inf1a
tion rates, deeper finand.al MCtOrs, moderately
higher investment niles, and lignifiandy more
productive investznents than the others.

More important, the growth rates of the c0un

tries with positive real interest rates Wfft consider
ably higher on average than those of the others. As
the world economy adjusted to the first oil price
shock of the early 1970s, productivity and growth
fell nearly everywhere. But the fall wu much

Table 2.3 Growth rates ud other economic lDdicators for anmtry pel1lp' with positive, moderately
Ileptive, and Itrons!y uptive nal1nlerelt rates, 196510 1mud 197410 1915
.,."pm:mt)

1N>73 1174-15

N".m. HIptiw
bI4iGItor ".. ~y StnMI'Y IWiHr1tr ~ $trlIItlly

laIintereltrate 3.7 -1.7 -13.7 3.0 -1.4 -13.0
COP JI"Owduate 7.3 5.5 4.6 5.6 U 1.9
M31GDP 21.9 27.0 29.1 40.3 34.0 30.5
InWltlNmtlGDP 21.4 19.7 21.4 216.9 23.2 23.0
Owtp in GDPJinveItInent 36.7 31.1 21.7 22.7 17.3 6.2
Owtp in ruI M3IruI AYirII 11.7 U7 U 16.6 1.2 -0.9
InfIaticmrate 22.2 7.1 40.2 20.' 23.9 50.3
Volati1ityofiNlationrale 17.1 5.3 27.2 12.2 9.1 23.5
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lox 2.3 Real iatereIt ratelud pewtla

Malt~ CDWltIieI hnw pertocIiaIIy held tbIIr
tntIftIt rata beJow market-elearin& ......n......
ciaDy low intIftIt rata hne •••.,'_d" ....~
dIJ iyIleIilI, IhrirIkinI 8nanc:iaJ ..... ill aaI __
eIpICi.IJly It *"- 01 hiP iII8ation. If &nanc::iIl cIepIb
piODlCteIlCDIIOIIIic powth, etifidIJly low........
rata rMYbt 1ft obItIdeIO~

A bKkp'ouftd Jtady lor IhilItepaI't ........
nJ.ationahip betweeII ruJ intenst .... and powdl far
the thirty·dINe~ countrill with popuJatiaIII
0I1iK11'1 than 1111i11ion and IICaIptabIe data lor ... pe-
riod 1965-15 (the NIM c:DanIriII that IftNP'Cl by
tntere.t rata In Table 2.3). When data lor ....
cwntrieI wae evaapd onr each 01 two periods.
196>73 lind 197+-15 (10 &Ike inIO 8CCOUftt ... .....ues
.terioaltion In srowth 01 WNaIly d count:rIa ...
the first oD shock), hisher rul rata of intenIt on Ihort·
tmII deposits were indeed ulOCilted with futft
powth. In .limple repuioiI when GY iI the powth
nte. R iI the ruI interat rate, IIld SHIFt iI the cI1unIaIy
for the MCIONl period

GY. -O.U + O.2DJt + -0.02 SHIn' 12 • D.e
(-2.5) (5.2) (-3.4)

~ ISIIIIinI the iIIIfMd 01 irltII!rM ... OIl

ec:cmomic pcformance iI not~.Cnu
ticm could nan ill either direction. To arWyu the UIOCi
Ition betwftft inteNII raIeIlftd powth. thilltUdy"
cmnpoMd the J'e1ItionIhip into • chain of reIIdonahipI
snore libly to nan In one dirIcticm. The hypothesized
chaiII aw.n &otn IntaeIt nteI to &nInc:ia1 depth IIld 10
IlYins and &otn 6nandII depth 10 the piodiid:ivity 01
Investznmt.

The resultill& estiznIteI IhowecI that hiper ... In
tIIreII rates (obtained by raising aepreued ,.. town
IIlOCSestJy positiw J.velI) 1ft IUOCiated wiSh incftIMd
inIN::ial rkpth II'ICI wiSh • IIIOdest incruM in aavizlI
Ind invest:lnt'nt. In the MCOnd link in the hypothesized
chain. &nanc:ial depth wu ItnmsJy &IIOCiaiK with
snore prod1xtive in..atulftd. WhaI the estimates of
each link 1ft pat Ulpther, they lUant that. IIthoqh
ra1 illla'eIt rates hlw • IIMIler e!fecl Oil powth thul

..... III tile 1ialpIe.*I* .~ the .............,. II

...... eel ."... 10 opaatII pdIMaUy t:hJouIh die
I6ct 01.... iiNndaJ .,.., on the pnoducdill:, 01
........... (Noel,~ that CIRIIIlriIIt wtIh ..
p.-d IMndIl .,..... aftIB ...
IiaM III ... IKtIlII 01 die , 1he....~ .--
powdl 1M)' lta.1 II&ct the ox. "tian a.cw.a
IDICiCleOO1liOdlk iIIlbIJIaaI -.I pricI cIiIu ,...
tIl:a1aIy ........ -odetian ......bIp .....
1iaII..-1Ildpl:IWttt. • weD. fiMndII.epa h !ft.)

lox....2.S pIoII_ 01... CIllUIItIy data.. ill
"'1IDdy. '!he..me 0I-=h aNnIIy' 1iMIt·
-.at (hGdzontaI-) iI pbtIId apiNt ill....
powth (\lWlticalIIliI) _ dlellCDllCl pedod (1976-
15). AIIhouah hIPwr ..- .... _eMIR
on.....widl hip!r JI'OWIb , the &paw....
that the re1III:ioNhip II ..... The diffCiflClii....

powth ..... Iftd invutDwut rata a6c:t diff.UiiCW ill
the preddYit)' 01 in,1ItiI1eftt. Afty line *awn &om
the oriIin ,cpiiiIIINI • p...n powth-inwItanad NI:io
(the ill.... 01 the irlallllUitll1 capaJ-output ntio); If
dlMeItiftIfda wae eqUIlIy procluetift, d:iSeauiiCW ill
powth ... would I'lI8ect dIffenftcII ill iftvililbhiUt
..-only. -.I d peine. WDaJcI fall on aline that..."..
leNa the WU'Ip paodUClMty 01 illvatDlftlt. III the
6pft that JiM-1lbl1ed ".Yaap procIuetMty of
inWltlNnt"-4llIIrlespol'lda 10 the umple awnp.
110111 the poIiIiDII 01 poinII with NIpect 10 the line
reBec:tI cliffeifiiCW in the producdYtty 01 inYeittDiiN
amons the IUIlpIe countriII, wid! thaN Ibow the line
lleing INlft paodua:tw than the ...... and IhoIe be
wit .....

The bhw IC(UANI depict CDIIIliNI widl podM Ja1
interaI rata. the white IqUIM thaIe with IN:lCIIdatllly
....Iive ...... ad the red Iq\IIrtI thole with Iitr'onfIy
.....tift rata. lnY.tuiII'ftU in d ... ClDUNrieI with
poIitiw Ja1 rata wen INn procluaiw than .......
1arY....n11 wae PftB8IIy lela procbIcttYe than .".
• in the countrieI wiSh ItnmsJy neplive ,
fDur 01 which ICNaIJy hid Nptiw srowth ewer
thepuW.

investment wu almost four times higher. Note,
~ that lI'Wly of the countries with positive
naJ interest rates a1Io Nd more ltable~
ftOmic policies U\d IIlQI't open tradin& systems,
which should I1so raiIe powth rata.

greater in the countries with neptive real interest
rates. 0ven11, output pew I1most three times
faster, Oft average, in the countries with positive
real interest rates than in the countries with
strongly negative rates. further analysis I1lgests
that positive real interest rates helped powth
lNinly by improving the quality of investment and
not just by inaeasing the quantity of mv.talent
(see Box 2.3). Although the rate of investment wu Lending is risky. Intermediaries Dlust cover the
only 11 percent higher in the countries with PUS'" ..~ c:om of dlMsing contracts that Umit risk, of moni
tive real rates, the average productivity of their ··:il\c toring and enfordng those contracts, and of losses.
~ ~
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The extent of fiNncial contracting depends on the
extent to which c:ultunl, legal, and institutional ar
rangements can reduce these costs. If they remain
prohibitive, businesses wiD prefer to rely on self·
fiNnce.

Financ:W contracts involve credit risk, price risk,
and liquidity risk. Credit risk is the danger that the
borrower will default. Price risk is the risk of lOIS

caused by unexpected cbanps in prices-in inter·
est or exchange rates, for example. Liquidity risk is
the risk of being UNble to M1I fina.nda1 usets
quiddy, except at a steep discount. In addition,
there is the risk that the default of one or a few
large borrowers wiD endanger the whole &nanc:i.aI
system.~ is caDed systemic risk.

Informational asymmetries are one source of
credit risk. Entrepreneurs have "inside" informa
tion about their own projects and creditworthi
ness. Lmders can reduce credit risk either by de-
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lox 2.. SwappiJta risk

AD ICDIlOIIIic Kti¥itia 1ft IUbjIct 10 a 'wlde YUiIty 01
1iIchnical. econoznjc. aruI financ:iaI riIks, Man)' IiIkI are
amI!I\Ible to ICt\WiIJ calcuIationl aruI carl be ClOVII'IcI
by straiPtforward inIurInce po1icies. but 0Ihan are
not. FinandIlI)'IteIN can help 10 OIiGCOihi aoawlilb
by ndisUlbuq them aznona market pcticipantI.

Sozne types of risk can be IiIIlited thIoup partfoIio
c:tivesi&cation; other riska can be hedpd by .... an
appropriate iNtrWnInt. IIICh u a forwanI CDIItnCt or
option. The Uy to IIIl)' heelp 1110 firId a counIial'paIty
willinImd able to take the other Iide olIN CDIItnCt.
Financial iNt:itutionI haw become adept at iIMntinI
hedgins iNtnImentslnd IIftanIinI hadsInI CIlIIdnlI:Ia
between diffeent pa1ieI.

One hedginS iNtrwnent hu bIcoIne quite popular
in the 1980s and has contributed peatly to the powinc
integration of na~onal financial markets. It is the
"twap," Swaps involve the exchanp 01 fIIt\1ft streUN
of payments between two or IIlOI't p.vtin _ eaabIe
the participants to (Oftvlrt debt seMcizII obIiption1
froll'l one C\Uftncy into another or from a.cI to Soaq
interest rates. Swaps exploit the -sznentation 01 finan
cia1l1'1&ritets that causes clifferences in the markets· per
ception of c!ifferent bOhOWIft. Thus. althoup a triple-

veloping their own expertise in the Ielect:ion of
borrowers or by relying on information from insti
tutions such as aedit rating agencies. Measures
that inaease the information available to lenders,
such as the strengthening of accounting and audit
ing requirements. improve lenders' ability to iden
tify the borrowers with the best invesanent oppor
tunities. When information is poor, lenders can
discriminate between borrowers only in very
broad ten:ns.

To cover risk., lenders raise the interest rate they
charge on loans. But this may be partially self
defeating. because the more aeditworthy bonow
en may choose not to borrow, which would leave
the lender with Jess aeditworthy clients. (This is
the problem of adverse selection.) Furthen:nore, to
cover the higher cost of borrowing, clients may
take on riskier projects. (This is the problem of
moral hazard.) Because of their limited ability to
identify risks and monitor behavior, lenders tend
to requn collateral and to ration aedit to the most
creditworthy borrowers rather than to charge
higher interest rates on riskier loans. Borrowers
with little collateral are likely to be the most at
fect~ by credit rationing.

Financial risk can be reduced by improving the

,....... Inn..,. be..10 llorrow 1ft both cIoUm and
)'1ft at a Ioww ndit .... a kated Inn. It ..,. have a
CIlIIlpllJ'&t:I~ 1ft buuowinS in ,.en becauIe 01
II puSW ...... NCIDpitiDn.~ the IICDftd Inn may
...,.cIabt. pftMpI becIue jt apartIlO Japan. A
CIIft'GlC)'..,allows both 8naa 10 lIarrow whew the)'
...... CIllIInpU8tiYe advINap (thUi red1aII market
aepentatiaft), IWap IDanIInd nprayIIWI1t ....... 10
IIlaICh their MaIracl riIk proIiJeI, and end ap with •
Ioww CIDIt 01 funds. The .... prindpIeI'are at work
when • 8m boiiowiftl at &del inIIINIt nIIU .-.pI
~ ItIUmI with OM bonowinIatloatinl-,

The ilfipClftanCl 01Mdlinl-- II c:IuNIt wheft
...... noM. For aample, 1ft __, ~pinJ
CIlIUfttriaI firJM-.tnchacIi thoee with foreip canency
Iiabi1itieI-are prohibieed from hoIdin& fonip car
IGIC)' UMtI _ cannot buy forward a:mtne:ts; this
limits their abWty to hIdp their foreiIn exduInp risk.
SiInBady. deve!opina eDUntry fanMrs. who cannot
participate in world NtunI 1naIbtI. are unable to
Mdp the IUbItantial riIks UIClCiated with 8ucNatioN
in the "wand" pricII 01 their aopI. In theIe c:iralm
ataraIJ'IOdUClrl are likely 10 inwst lea aruI produce....

availability and quality of information about bor
rowers (individuals, enterprises, or finanda1 inter
mediaries), by ilnprovins the design and enforce
ment of loan contracts, and by enlarging the range
of instruments 10 U to pennit greater diversifica
tion of portfoUos. Risk cannot usually be elimi
nated altogether, but the imdudble risk can often
be transferred to those more willing to bear it.
Loan maturities, the c:hok:e of adjustable or fixed
interest rates, equity and venture capital arrange
Inents, and collateral or cosigner requirements are
all examples of different risk usignments. Much
recent finanda1 innovation has been driven by at
tempts to exploit comparative advantage in risk
bearing (see Box 2.4),

'lnmMdiDn t:DSts

The IerVices offered by financial institutions re
quire the collection and processing of a great deal
of information and the design, Inonitoring, and
enforcing of contracts. Providing these ~'ices is
expensive. F'UW\Cial institutions must cover ad
lninistrat:ive costs (essentially payron and rent),.
taxes, the cost of capital and of adhering to govern
ment regulations, and losses from default. They do
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GoYemments intervene in the povil'lon of finan
cial JerYiceI for many 1UfON. HiItoricaDy, they
lane contro11ed the means 01 payment, both to
JU&TUdee its soundness and to collect seigniorage.
More recently, pemments have tried to ute their
control 01 money creation to irdluence the level of
economic activity and their control of the allocation
and pric:ins of credit to influence the CODlJ'OIition
of investment. (O\apter " diIawes the recent ex
perience of the developing countries with poUcies
of this sort.) They have also intervened to ensure
that financial intmnediuies behave prudently.

Fractional~ b.mldng systems (in which
banks hold only partial reserves against liabilities
and lend out the rest of their deposits) have lUI
lered from occasional instability, exceuiYe risk tak
ing, and fraud. The liabilities issued by banks in
response to the demands of depositors are .hort
term, highly liquid, and suppoHdly low-risk.
Loans, by contrut, ue usually longer-term. less
liquid, and risJder. This difference is one reuon
banks charge borrowers more than they pay de
po.itors. But becau.e banks are 10 highly
leveraged, relatively small losses on loans can
lave them unable to honor their liabilities. When
the public IUSpfCts that a bank is insolvent, the
result is often a run on the bank. which IOmetimes
spreads to other, IOlvent, banks. The drain of bank
reserves ClUIft a multiple contraction ir. bank
aedit. When runs become widespread, u they oc
cuiona11y did in the nineteenth and early twenti
eth centuries, financial panic can trigger a conapse
of the credit-payment proce" and a .harp
nceuion.

Govenunents have devised ways of dealing with
bank runs. When they oc:curred., central banks
Kling u lenders of Jut resort-provided liquidity
by rediscounting IOUnd loans. In aeveraJ high
income countries the government provided de
posit insurance. By guaranteeing the value and li
quidity of deposits up to a certain size, deposit
insw'ance wu designed to prevent runs from start
ing (see Box 2.5). The lender-of-last-resort facility
wu designed to prevent them from spreading.

Although prudential regulation hu a different
rationale than economic regulation aimed at alter-

•

10 by chuJing fees for specific Iel'VDI and inI8r- ....... """'c:ea:1tilt help to Nduce the !ilk of loa. Com-
est on loans. petition. however. • the Il'IOIt effective way to

The burden ofcosts wm shift between the puties keep trInIIctiDn CDltlIow. Access to a wide range
acamling to the arrangements adopted. INcmDa1 of institutions and markets, inducting intema-
finandIl entrepreneurs rely on pmonI1 IcnowJ.. tiDnallDll'bta, ItilnuJatel competition.
edge of borrowers; their information CDlllmelow.
In more advanced I)'IleZN infonnation aNI en
torcement become more expensive. In the euIy
stages of financial cleveJopment, bub buDd the
cost of ptherinl credit infonnaticm into their
spreads. Later, finDs supply JnOn infonnatkm on
their own behalf. A corporation iauina bondI or
equities must provide investorl with information
about itself. finN send audited KCOIUdI to their
shareholders and to the we authorities. They may
pay a credit rating agency to pde their MCUritieJ.

Transaction costs are also borne by depr4itors,
investors, and government agencies. Depositors
incur costs in visiting bank branches and waiting
in line to cash checlcs. Investors dt'YOte resources
to analyzing information. Government agencies
usually bear lOme of the costs of monitoring and
enforcement. A securities and exchange c:ommis
lion may be c:alled upon to certify the acauacy of
information provided in corporate prospectuses;
deposit insurance corporations may uswne re
sponsibility for monitoring deposit institutions.
Government agencies generally cover their costs
by levying fees on issued MCUrities or collecting
premiums from insured institutions.

Spreads between bonowing and lending rates
and between buying and M1ling prices nBect the
intennediary's costs, expected loan and trading
losses, reserve requirements, and weation. Com
znercia1 banks' spreads vJry with the lize and risk
of lOIN. The average spread between lending
rates and the cost of funds in a high-income c0un

try is between 2and :3 percentage points. In nonin
flationary developing countries, spreads ue simi
Jar to those in industrial countries, but because the
range of services offered lNy be more limited and
operating procedures more cwnbersome, dep0si
tors' and borrowers' combined transaction costs
may be higher. Spreads in inflationary countries
can be more than 10 percent, although that reflects
the burden of high reserve reqWm:nents u weD u
transaction costs. Prime borrowers may be able to
acquire funds through international markets for a
fee u low u one-tenth of 1 percent of the amount
raised. Although spreads tend to be nanower in
direct transactions than in intmnediated ones, the
difference is partly offset by the additional costs
borne by the principals.

High accounting standards and strong contract
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Box 1.5 Depoalt iuaraDce

Malt hlp-irlecIme and • few cIM:Iopina c:uur'"
hive lltablilhed cIepoIit iNuranct 1CheINI. DepoIit

". iNurua parantIIs the IlCIIIliNI vaNe and IiqukIiIy
01 depoIitI up to • CIIftIin lila. 11w iNuIw II an inIIi
NtKm. prwnDy ptmIlWfttoOW'Md. IItabIiIhId ..
that~. and fancied wtIh pNIIIiIaIIIs pUS by the
inItitutiorls whole cIepods .. iNured. o.paeit INar-

· era can help to IItabUih conlidencIlIl the ..., of
· savini wtIh banb (or other CIlMftd 1nItitIdiau) III
I countries wtIh IiIIlitecI barIJdnc haWIa. 11w prindpaI
· tIIrptI 01 deJlOIit inIurInce .. IIMIl.~
: cSepositan who .. last Ible to __ the ......
· 01. partXWar cMpoiriIoIy. Iy auIIIin& depoirIIwl IUt
: their IftOM)' II .. even If the • .-lOr7 II -. de-
· posit inIurIJa supplemenls the cmtnJ baM'.1Inl:Ie

oI·lut·reIOI't role in foreItallins bank NnI.

: UkeaIl~. c1epoait insurara nffaI froIII the
Nk of maral huud. IeClIIIe inIuftd c1epolltuti lID

· &onpr neecl to be concemecl aboIat the qUit)' 01 their
· clepository'i UNtI, D\U'ket replation 01 baM bIhav·
· ior iI reducecl. ACDNiderable clepet of INIbt I'IpIa-
· tion can be retained If cIepoIit inIaranclt CD¥8'Ise is

Wnited to relatively anaD cIepoIiti. 11w inJabulk de
posit market, which has becoIne an ilnportant IOa1'ce of
short-term Uquiclity for aD edvanced bu\kina tyIteIni,
can iInpoM • sipifk:ant IneU\Ift 01 clildpliN Oft banks

ing the aDocation of resources, it too I!fects the
structure and effic:imcy of the financial sector. For
example, many govenunents Mve honored the lia
bilities of insolvent finandaJ institutioN even
wh~n there wu no formal insurance. Govemment
gu~.ntHs and lender-of·last·resort f.cilitiea,
hoWever, changed the behavior of both depositors
and bankers. Depositors and other buyers of bank
liabilities that were either explicitly or impUdtly in
~ no longer Md to monitor banks to protect
the'value of their deposits. Bankers no longer had
to ~orry about ruN, 10 they could make riskier
~. Govemznents therefore Md to regulate and
supervise the system.

Peposit insurance, coupled with regulation aNt
supervision, has reduced the problan of bank runs
but has been Jess successful in preventing fraud
an.g excessive risk taking by banks, u the~
widespread insolvency among the finandal iftstitu.
tions of the developing countries makes dear (1ft
Chapter 5). And high-income countries have not
been exempt (aee Box 5.4). It is often lfJUed that
government supervision is not an efficient substi
tute for market supervision-in the fonn, for aam-.

IIldIbould ..... be inIlnd. 1NI CIIlIItnIIi With the
UYInp ad loa MIOdItioN • the UIdIecl States.
wIdc:h, 1ft IddiIian to hmn& iNuNQ depoIb, do... .
of their Ihart.-. 1IaaowInI from the hdenl HallIe
Loan lair. s,... which ..... ICIlDIdirlI to ... de
-.dirl& itIrlIIIID(_..u 1ft Olape.5). AIliMi
c::apIbAt fad 01 cIepoIit iNunra II that Itpial....
~ all~ to _ to It that Inland.
IIIIl:iIutiQI'lI behIw pncIendy.

WIIh or wiIhout tnIurIncI. c1epodan'wauIcI be fuJIy
pcOl8Ctlld I banka ... cIaMd and IiquidaIlIcI the ..
-.t their capital fell to .-0. 1hiI II nat • pnctkaI
paaailli1ity: the c:ondJtiDft 01. bInk cannot be Down III
Iaap+ I .. IIlin1IIII by aDd. 1iquicIation
takes time, C8ft dediM 1iquJdatIon
CIl\ be COiiiplnlcl. Howtwr. IMrket ac·
c::DI&fttin&, frIquent iMpectiorl. and IWift action by ift.
spedOn to doee INoIvent bub .. dudy important
in 1llinilnizinl1oueI. 1ft...COUIltriei the IaWi~
JiIhJnJ deposit iNuranct pRMde the IMChanIaN for
DIl:tly IUCh *Pi. PuI1henIIDrI, the ehaIlICIcI super
YiIorJ c:apIbiIity that IClIlWtimaI aa:oIftpWes the ..
tIblifhmInt 01 cIepciAt inIIarIlIa C8ft and ahou1d be
1IIad to spot probIanI 1ft bInk IllaNplNftt and 1ft
1NIIlkI' part:foIioI well bIfon iNoIvenc:y CICaII'I and to
CIllIDpelIlclka to take QXiidiri aeticm.

pie, of IIlOnitoring and conIZ'Ol of bank manaprs
by stockholders and depositora. lMovative ·finan·
ci.al entreprenNrl MYe often been able to evade
the rules; those intent on deeeivinS bank exam
iners have often tueteeded in hiding losses for
.mnetime.

Many countries Mve therefore moved in recent
years to strengthen the role of the private sector in
monitoring and controlling financial enterprises.
Some MYe set higher capital requirements for fi.
nancial institutioN. This ensures that the owners
Mve an adequate ItIke in the efficimcy with
which depositors' resources are used. Similarly,
atringent audit and JePOrting requirements make
an institution'a tinanciaJ condition visible to dep0s
itors and investors. And yet 101M sovemznents
have also covered losses that in the put would
have been home by market part:ic:ipants. This runs
counter to the principle of allowing market signals
a greater role in supervising the system.

The tuIt of balancins efficiency, whid\ requires
freedom to act. and stability, which evidently re
quires • degIft of government regulation. is ex
tremely difficult. Some theorists mpe for an un-
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BUI1NI5SU. Wealthier hmuehaldI and corpora
tions have more c:ornpJic:ated lin&ndIl neeclI. They
require check and wire transfer payments; de
posits in 1Irger amounts and at lonpr maturities;
letters of credit; guuanteeI; purchaR and sale of
foreign exchange; underwriting; advice on finan
cial, accounting, and tax matte!S; anclso forth. The
business sector is invariably a net bmower; it
needs ahort-tenrl credit to fiNnce inventories and
lone-term. funds to 6nance capital expansion. Nev
ertheless, it also holds a substantial share of gross
financiI1 assets. for example, in 1984, businesses
held 48, '9, and 6& percent of demand deposits in
Kana, Malaysia, and Tunisia respectively.

The business leCtor includes public as well as
private enterprises. Public entetptises are gener
ally in capital-intensive industries such as utilities
and transportation. In developing countries many
of the larger manufacturing finns are publicly
owned as well. Many public enterprises have been
run not to generate pzofit but to pzovide employ
ment and to supply soods and services at reason
able prices. Because many have incurred losses,
they have been unable to finance their investment
from tetained e&mirIp. Public enterprises have
been heavy borrowers in both domestic and for
eign markets. Their loues have been • drain on
ftltionalsaving.

Some of the largest CDlpaltions can meet most of
their demand for. financial IaVia!s by theznseIves
and may nen be able to supply financiallelVices to
others: trade aedits to their customm, for instance.
They can also tap &nandal1Nlbts clitectly by issu
ins their own fiMndal instNtnents (COINMl'CiIl pa
pet bcmds, equity 1eaIlties, INlIO on). Yet ctirect
6nm:ing has been rwgtigibIe in most developing
countries and unimportant in most high-incoJ:ne
ones. In France, 1tIly, Japan. INI the Uniled King
dom, for exltllple, stocks and bonds financed an av
cap of less than 9 pen:ent of Wlp<Aate invettnent;
Xl percent of it was financ:ed with bulk loans and the
JeSt from infernIDy geNntec:t funds.

HOUS£H01.DS. The household leCtor indudes
small, mainly unregulated finns and individuals.
Their main financial needs are for payment Ief

vices. for liquid assets in which to save, and for
relatively SIN11 amounts of credit. They seek c0n

venience (nearby branches, for example), lilnplic
ity, liquidity, and security.

Alter making their own investments, h0use
holds as a group have swplus resources to lend
(Figure 2.1). Hence, they demand convenient as
lets to hold, This deDW\d, as well as the deJl'W\d
for a medium of exchange, may be 1Mt by cur
rmcy. To a lesser extent it may be met by bmk
deposits, although hoarding ccuunodities or par
ticipating in informal saving arranaemmts are al
ternatives. Accwnulated investment in housing
is • Wge part of the nonliquid wealth of h0use
holds at aD but the poorest income levels. M
incomes rise, insurance and con.traetual savings
schemes (life insurance and pensions) a1Io become
important.

The stnu:tare of the fin.nd.IJ I)'IIaI

compromiJing market-buecl approach, but In .*' HouIehoIds a1Io need credit. Street ftftdors, for
prICtk:e aD governments have choIen 101M farm .•cample, Ned ahort-term finance to purchase
of supeMlion. If IlWbts aft to Judp, price, cd . dally 1todcI. Small Iarmen need MUOna1 or
aDocate risk c:omctly, governments must dearly medium-term creclit to buy capital. Would-be
define the areu In which they have taken . hcarleowMn need Jons-tenn mortpp fbw\dng.
nsponsibility-and aDow Ioues to be incurred in HouIehoIds are often unable to convizace finaftcial
those that are not iNured. (Chapter 6 diIcuIMI iNI:iNtionI that they are c:reditworthy. So they
prudential regulation inINn detail.) tam to lenders who do not require icmNl business

ncardJ ar coDaten1-eo funDy and friends or to
leal pawnbrokm and~. (O\apter 8
examines informal finance" Flaw detaiL)

Usm uffinJmt:iizJ .mca
Financial institutions tell theiz HrYices to h0use
holds, businesses, and government. The bound
aries between these sectors are not always
deu<ut.

The firwda1 system consists of many tnstitutionI,
instrw:nents, and markets. FINftCiaJ lnJtitutions
range from pawnshops and moneylenden to
banks, pension funds, insurmce compmUes, br0
kerage houses, investment trusts, and stock ex
changes. Financ:iaJ instruments range from the
couunon-eoins, currency notes, and checb;
mortgages, corporate bills, bonds, and Itocb-to
the more exotic-futures and swaps of high fi.
nance. Markets for these inst:ruments may be 0rga
nized fonnally (as in stock or bond exchanps with
centrallud trading floors) or informally (as in over
the-counm or curb zrwkets). For analytic.l1 pur
poses, the system can be divided into users of fi.
nancial services and providers.
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, GoVDHNIHT. M well .. being rquJatorl of
their finandIJ 1)'ItemI, sovemmeNI lin mnDnI
their c:Iienta. AD governments UN payment __
.xes. In IrIOIt developing countries. sovemmeNI.
like businesses, an net borrowers. _ they UN

the fiNnc:iaJ system .. a IOU:rCII of fundinI for cur
tent and capital spending. In industrial c:ountrieI.
sovemment deficits lin 6nanced mainly by MIlinI
securities to the pubUc. In deveIopins aNftIriII
th,ey an usually financed by borrowing &om
banks. In Sierra 1Aone, zaire. and Zambia. for ex
ample, more than 70 percent of bulk craclit hal
10M to the sovemment in recent yurt, and in
Mexia> 55 percent. Much of that aedit wu sup
plied by the centrII baW, which thereby In
treased the stocks of reserve money in these ccnan
~. The inflation caused by exceam monetary
growth has greatly retarded the development of
the finanda1 sector in developing countries, espe
ciIl1y Jince interest rates have oftel'\ been held
dOwn.
::Governments have also UMd the 6naN:ia1 1)'1-

Box 2.6 Monetary polley

Covenunmts interwne in finance pctIy to control the
IUpply of money and credit. When the budpt dI&:it is
Jarp. pernznmtI oftGl toYer it by cratins money.
Excessive creation oJlnOney to c:over budpt de&dts II
tne most COINnQZ\ Qua oJ lnSation. When the IIca1
deficit is not a consideration. the objec:tM oJlftOMta:r'y
and aedit policy II UIU.I1ly to mainiU\ ItabJe pne..

. '. Covmunents have various tools to amtraI the....
. tar)' aggregates. PaNpi the InOIt CDIn1llCIft liIChftique

,in dnelopinS c:ountries is for tM central balk to spec
ify credit ceilinp for uch CDINN!I'dal bMk. Sudl CIIi1
inp have been critidzed bec:aUle they diIcDarap CDIfto

petition and the IIlObilizaticm oJ cIepoIits.
Another approach is for the ClINnl bInk to Ix the

.lIInOW\t 01 deposit tiabiIities that can be crated by the
banking MCtOr by imposins JeMIW rwqWremen&I C\d
CDntrOl1ing the quantity oJ raerves available to bIftb.
Central bankI often control the level of reMrYet

duvugh the rdnanc:inI fKilities they provide lID CDIfto

'InerciaI' bIftb. Jut If re&nancin& II UIId lID c:haMel
Vedit to prefened Meton. it caMOt asily be .-d far
1DOMtaf)' control • well. Other c:ounaiII .. the

-JnOVeII'In\t of sovenunem depodl betweeft c:rxnme-
-eial banks and the central bank lID c:ontrol the ....... of
. reerves. In aNntries with mort cSneIoped &nandal
1)'SterN. omtraJ banks adjust bank reMIWI. and henat

. the rrlON')" IUppIy. throu.sh the puzd\ue or..oJpo
imment MaZriDeI. nee tl'ansaCtiaN .. CIIIed opm .

tIID\ to II!'Ve cIevelopmeftt or other plI. They
haft dincted credit, often at JUbsidizecl intInIt
rates, to priority 1IdOft. Many deveIopins country
~ own banks or other finanda1 inItitu
tkmI and thuI play • cIinct I01e in allocating rea
1OUrCII. MoMtary polky 11 c:onducmd throuP the
finandalledar (..lox 2.6). '!he in8uence of p
emmentI 01\ the IIDOU!lt aNI pattem 01 imwt·
ment hal thenfare been mudl pater than their
own in,estIMftt Ipendmawould sagest.

.
FinandalI)'ltelN differ &om country to mmdry,
yet there lin many 1imiIaritieI. In addition to the
central bank. most countries have five main c:1uIeI
of finandIl institution: depoIit aN! aedit INtitu
tiona, contnctul1 uvinp institutioN, co1Iecti.ve
investment institutions. IeaZrities 1NZ'kets, and in
fcmnal6naN:ia1 enterpriHs. (Chapters 7 and 8 dis
CUSS the services provided by theM parts of the
financial I)'SteIIl in more detail.) Casualty insur-

snarbt operatiDnl. When the ceIItrI1 bInk buys a MCU

rity, it~ with • cMck draWl! em itIelf. thereby in
aeuinS ilIliabilitieI. Open snarbt operatioN caNlOt
be .-d in a IJItaI withcNt UI eltablished sovem
mmt bill market. Monetary control with openaDet
operatioN Jawa the MIocation oJ CftCtit ID aDet
Iarcas.

The depwe of irapatioft with WClrid InancW awl
capital maketI abo dects the DKUticm oJ monetary
poIky. AI' open and f1IIly intepated eccmomy ht
c:hooIes to IMirdain fb:ecI DChanp ntes would have
to INintain tM InOJW)' IIIppIy at the Iewl dananded at
the "world" price IneI UId intIftIt rate. Al'y other
quaN:ity 01 money would ftIU!t in chanpI irI the far.
eip achanp reM!n'eI of the ceIItrI1 bank. The central
balk', plD'Chue or.. oJ fareip achanp would ....
pIKlt open INIl'ket operatioN u the tool for detwumu·
ina bank reMrftI ad. hence. the InOnI'f1lIppIy.

A fiud IlIlChanp rate CDNtninI the ceN:rI1 '*'k'.
.tIl1ity to crute IDON)" UId II ttlllll potenti.IJ IOUJ'ce 01
lftDIWtUy cIiIc:ipline. A 1rIUket-detennined DChanp
rate nstoreaa INU\IZ't 01 dcanestic IIlOnftary indepen
dence. Wrdl either &ad or 8oatin& ac:twap ....,
cenlftI beNcI wiD Jwed lID let reterve nquiraNfttI at
IeYeII coznpnbIe lID dae in other eoantrilslf bUIldn&
b1IIiMu is not ID be driven abroK. NoniNenst
ecNrI&~~ .. a till Oft babawl.
IaCh wiD affect their c::mr.pttili......
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Table Z.f ne iDltihationaJ ItnactvI of ..1edecl fln.....IIJ*mI, 1915

L
A.a••,....,,,,.,,._ fl(tItI,.,...'*'" .'e"711(GHP

s,cw'''' ~ 0a/lIcIiIr
~

lWt 1iUl
CIfttftII '::' JIntIbI

i~'L
IN• ...,.. --- ..,.,

e-tl'Y ... ~ ....... ....... -. MIll

~.".

Aastratia 5 It 14 17 1 33 ..
Canr:da 1 33 2 » • 3D 165
France 6 56 10 7 5 16 109
GIrmIftY. Fed. Rep. of 4 41 14 9 2 3D 151

"pIIl 2 45 9 6 7 3D 300
SwIclen 4 'Z/ 11 16 1 35
UnitedKinpom 1 SS 1 » S 56 111
United States 2 21 7 19 4 40 210

Avtnp S 'Sf 9 16 4 It 111

EMrrPr""
Arpmina 32 Q 11 5 .0 10 10
Brazil 'Z1 52 12 2 4 Z3 59 50
Oil, 14 44 1 11 1 21 75 145
Jndj,a 10 41 6 12 1 24 is 19
korea. Rep. of 9 53 14 4 10 10 66 5'7
Malaysia 1 56 12 13 S 32 241 52
Nigeria Z3 46 2 S 7 19 49 26
Pakista%l 21 6S 1 2 1 11 45 39
Philippines 30 3IJ 14 :I :I 14 3IJ 82
Portugal 20 72 1 2 1 4 124 as
Thailand 16 55 12 1 0 17 19 f'J
Tmitey 33 5' 4 6 0 3 'ZJ 50
Venemm 20 46 2S 1 0 • 6S 74

Average 20 48 9 5 2 16 79 62

NOlI: Total fiMnciall)'IteaI &1Mb aft the ...... old the iNtIt\ItiIlN~ In tbiJ tabIt pha the IIlDCk 01 outIIfaNlinI MalritillIIICI equitift. To
eIiIninaft cIoubIe<wnq callMd by the -.uoI_lnItiNtion blinl the IYbilltieI 0I11ll11thtr. Nt IINnciII .... hIw bien~ by
the IWII oIlDla1liquid liabilities (IFS. line 551) pl\llllCUritill _ tq\IitiII. To"tt~ IIIDCb by the IIow 01 CNP.~ aridurletic
aveapl aft ClIIWll'IICttd holII yur4NI data for 19M 111C11985.~ CIOIWlanl~ pgwth cIurin& the pe.
a. The 11IIII 01 ao-nznent bemda. curpora" bondI. _ CIIIpCIftle equity.
s.~: lMF. IIllmlllilllYl fiM!tdIJ~. _ World .... cIMa.

ance companies are also generally considered part
of the financial sector, but they are not discuued in
this Report.

Table 2.' compares the structure of the finandal
sector in high·inc:ome countries with its strue:t:ure
in some of the more advanced developing coun-
tries. Banks in developing countries hold • bicger
share of all financ:ia1 assets (48 percent) than they
do in industrial countries ('S1 percent). The table
understates this domina:nc:e, because the deveop.
ing countries included are those with the Il'IOIt 10

phisticated financ:iaJ systems. When central banks
are included, the predominance of the banking
sectors of most developing countries is even
greater, for the central banks in the sample hold 20
percent of the finAnc:ia1 see:tor'l assets in develo~

ing countries compiled with only 3 percent in ..
veloped markets. In addition to issuing cunency
and overseeing the operation of the payment I)'S-'
mn, the central bank acts as banker to the govern.
ment and to other banks. In contrut, nonbank jn.

termediaries and contractual savings institutions
hold. much luger share of financial assets in high·
income countries than they do in developing ones.
The relatively small domestic financ:ial sectors of
the developing countries stand in1!\UP contrast to
their relatively large reliance on foreign financing.

Different financ:ial institutions provide services
that are both complementary to Il\d competitive
with each other. Deposit iNtitutionI offer payment
and liquid deposit fadIities, IN! contractual sav·
ings institutions provide illiquid savtnp opportu.
nities that cater to the longer·tenn needs of cu,s.
tomers. Collective investment institutions offer
small investors the benefits of profeslionaJ awt·
apment and low-eost risk diversification, encour·
&ling them to diversify their savings into II\IZ'ket·
able HCUrities. On the lending side, c:omznerdaJ
banks have traditionally provided working capital
and trade finance, but IongeNenn lending is gain·
ins with the spread of universal banking. Factor·
ins companies speda1ize ir\ financing inventories
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and receivables, whereas development banks IIId
leasing companies provide kma-tenn investll..m
&ance.

Money and capital markets provide inv.tment
inst:rwnentl appropriate for c:ontractual uvinp .
and collective investment institutions, whole ...
vices to the uving public are thereby iznproYed.
The efficient func:tionin8 of finandaI lnIrketi 11Io
depends on institutions that lend and borrow little
on their own account: investment banks, IeCUrities
broken, and credit rating agencies. Commerdll
banks 11Io improve the WOIking of finandaI mar
kets by providing credit and payment faciJitW to
market makers and other market partidpantI.

Different finandal institutions and matketI c0m

pete for a limited pool of Slvinp by offering differ
ent instrwnents. Money and capital matketI in
aease competition between suppliers. Money
markets give merchant banks, or collUl\tJ'Cial
banks with limited branch networks, pute ac
cess .to ·funds. Because such banks specialize in
lending to larger corporations, the corporate Joan
market may be highly competitive, even though a
few large domestic banks may continu. to domi
nate the retail deposit market.

Money markets also provide large corporations
and nonbank financial institutioN with efficient
short-tmn instruments for investing their liquid
funds and thus compete directly with couunercia1
banks' traditional deposit facilities. They also en
abl~ large corporatioN to issue short-tenn IeCUri-

:-

tiel in the loaD of CDII\IfterdaJ paper and thuI fur
ther recluce the market power that Iarpbanks may

• have in the doIMItic banJdns sector. Finally, capi
til mazbtI enable contractu.alll\linp lind collec
tive investment institutions to play a more ICttve
_ in the &nandall)'ltem.

The compJemenlmy and competitive intendion
of finaN:ial institutions hal policy iInp~tions. To
promote an efficient &nandal1)'Jtem there must be
competition, but the system DWIt 11Io offer an ar
ray of JerYkes. Rather than restril:t the powth and
~ of the main bankin& poups, p
ernmmtI in the larger economies woUld be wile to
promote peater competition by encouraging
money and capital mcketI, spec:iUzed credit in
Ititut:ionI (such .. IeaIin& and fKtorinc c:ompa
Dies), and contrKtall uvinp and coIlecttve in
...tment institutions. Economies too small to
tupport such specialized institutions can Ipur
competiDcm by aDowin& economic apnts to buy
finaN:ial JerYkes abroad.

The &nandal systems of many developing C0Un
tries an inadequate, or Jess efficient than they
could be, or both. Efficient &nandal systeIftS help
countries to pow, partly by mobilizing additional
&nancial resourc:es and partly by l1loc:&ting those
I'eIOUJ'CeI to the best uses. As economies develop,
10 must the finandal ~terns that serve them. The
next chapter mUltl'ates the central role of finance in
development by ftYiewing the evolution of finan
cial systeIns since preindustrial times.

~
I
I
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Financial sector issues
in developing countries

Governments have made control over finance an
important tool of their development strategies dur
ing the past few decades. Most believed that with
out intervention their financial systems would not
be cooperative partners in the development effort.
Dependent in the 1950s and 1960s on imports of
manufactured goods and exports of agricultural
products and raw materials, developing econo
mies adopted a variety. of strategies to promote
rapid industrialization and the modernization of
agriculture. A few, such as Hong Kong, the Re
public of Korea, and Singapore, attempted from
early on to integrate their economies with interna
tional markets. Most countries, however, pursued
an industrialization strategy based on import sub
stitution. Some provided only moderate and rela
tively uniform protection to domestic industries,
primarily through tariffs, and others (Argentina,
India, and Tanzania, for example) provided exten
sive protection through high tariffs and quantita
tive import restrictions.

Developing country governments also took an
active role in economic decisiorunaking. At the
very least, governments owned and controlled
capital-intensive infrastructure such as roads,
ports, water and electric power utilities, and tele
communications. Many also controlled selected
enterprises in heavy industry and natural resource
extraction. Several countries went further, bring
ing other industrial and commercial enterprises
under government control as well. In centrally

54

plaruied economies, large-scale production was
carried out by government entities to the virtual
exclusion of independent organizations, decentral·
ized decisionmakiJ:lg, and market forces.

Although the extent of intervention varied
among countries, nearly all governments consid
ered it necessary to intervene in the financial sector
in order to channel cheap aedit toward the sectors
that were to be at the forefront of development.
The financial systems of most developing coun
tries in the 1950s and 19605 could not adequately
support a process of industrialization and agricul
tural modernization. Formal financial systems usu
ally consisted of a few institutions, often foreign
owned, which had branches in the major cities
only. These provided financing mainly to trading
companies, mines, and plantations, which were
often foreign-owned as well. Local businesses had
clifficulty borrowing from banks; local farmers had
no access to them at all. An indigenous informal
financial sector made up of moneylenders, traders,
and pawnbrokers provided loans to farmers and
smaD. businesses (see Chapter 8). Infonnallenders
charged high rates, however, and the scale of lend
ing was small. There were few sources of equity
and long-term finance for industry, and what was
available was expensive. In some countries the
banks were owned by industrial groups. This re
duced the access of outsiders to finance and con
centrated a great deal of wealth and power in the
hands of a few.
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Chapter 2 stressed the roles of risk, information,
and transaction costs in determining the supply of
finance. In developing countries, investment was
relatively risky. Production was in new sectors and
used technologies unfamiJiM to the work force, en
trepreneurs and managers were inexperienced,
and marketing channels had not been developed.
Natural calamities and fluctuating commodity
prices could drastically affect the incomes of
farmers. Government policy was a constraint and
a source of uncertainty: trade and pricing policies
disaiminated against exports and agriculture; de
valuations and tariff changes could radically alter a
firm's competitive position and the cost of servic
ing its foreign debt; trade and foreign exchange
restrictions could reduce access to needed imports.
Volatile inflation caused abrupt swings in relative
prices, periodic recessions reduced product de
mand, and government bonowing crowded firms
out of the fi;nancial markets.

Furthermore, the instruments and markets
through which risks could be pooled or transferred
were undeveloped. Financiers lacked the tools to
evaluate, price, and monitor risks. The weakness
of accounting, auditing, and disclosure regulations
limited the information available to lenders about
borrowers. Legal procedures for collateral and
foreclosure were poorly specified. These factors,
together with uncertainty about bonowers' pros
pects and the future inflation rate, deterred credi
tors from providing long-term funds; lack of infor
mation and collateral discouraged banks from
lending to farmers ands~businesses.

Governments could have tried to increase the
willingness of creditors to provide long-term fi·
nance and equity capital by modernizing legal sys
tems and making contracts more easlly enforce
able; by clarifying property rights and improving
title transfer and loan security; by improving bank
regulation and supervision; by training accoun
tants and auditors; and by ensuring adequate dis
closure of information. Chapter 6 discusses such
changes in more detail. But institution building
takes time. Understandably, many governments
wanted faster results. Moreover, many wanted to
use the financial system for such purposes as allo
cating resources to projects with high social re
turns, redistributing income, reducing costs in
state-owned enterprises (SOEs), and offsetting the
effects of an overvalued exchange rate and restric
tive trade policies.

Rather than lay the foundations of a sound fi
nancial system, most governments concentrated
on intervention designed to channel resources to
activities that they felt were poorly served by exist·

ing financial institutions. Toward this end, they
nationalized the largest, and in lOme cases all,
commercial banks; in Costa Rica, India, Indonesia,
Mexico, and Pakistan, for example, the majority of
buUdng system assets are government-owned. In
addition, they created and supported develop
ment finance institutions (DFIs), which were spe
cifically mandated to provide long-term finance to
particular sectors. Governments applied interest
rate and credit allocation controls to public and
private institutions alike and ordered banks to
open branches in rural areas. Bilaterll and multilat
eral aid agencies participated in targeted credit
programs by providing financ:ia1 support and insti
tutional assistance.

Governments in high-income countries also in
tervened in their financial systems. Although they
exerted some influence over the flow of credit, in
terest rate and credit controls were less extensive
than in developing countries. The principal em
phasis was instead on measures designed to safe
guard the stability of the financ:ia1 system. In de
veloping countrieS, however, governments paid
inadequate attention to regulatory and prudential
matters, to the detriment of their financial
systems.

Government intervention
in credit allocation

Developing country governments have played a
large role in credit allocation. For example, in Paki
stan in 1986, 70 percent of new lending by the na
tional banks, which dominate the banking system,
was targeted by government, although this pr0

portion was reduced substantially by 1988. In India
about one-half of ·bank assets had to be placed in
reserve requirements or government bonds, and
.(() percent of the remainder had to be lent to prior
ity sectors at controlled interest rates. In Yugo
slavia in 1986,58 percent of short-term loans were
directed credits. In Brazil in 1987, government
credit programs accounted for more than 70 per
cent of the credit outstanding to the public and
private sectors. In Turkey in the early 1980s,
roughly thlft-quarters of all financial system ad
vances were made at government directive or at
preferential interest rates, or both, although the
proportion has since fallen (see Box 4.1). In Malay
sia directed credit has accounted for an estimated
30 percent of bank portfolios.

Many such regimes were immensely compli
cated. At one point Korea had 221 formal directed
credit programs. In 1986 the Philippines had forty
nine schemes for agriculture and twelve for indus-
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Box 4.1 Directed credit in Turkey

In the early 19805 roughly three-quarters of aD lid
vances from the Turkish finandIIl)'Item were made at
pwmunent directive, at prefermtial interest rates. or
both. The pelened borrowers were the public admin
istration. Itate-oWned enterpriIes, fanners. exporleil,
IrtisaN and. smaD finns.~ buyers. industriI1 in
vestors, beckward regions. and. 10 on. Within apicul
ture. there were programs for Illes coopes.li.... credit
cooperatives, and the like. Programs in ather IIdOrI
were also subdivicIed-for example. by Joan 1Mtarity
with different interest rates and. conditions for ..ch.
Banks were also required to place 20 percent of their
deposits In medium- and Jong-tmn credits.

To help buW defray the COlt of lOIN at low interat
rates, the Interest Rate Rebate Fund aubsidized prefer
ential credits by levying • surcharge on nonPNfeNntial
credits. The central bank operIted In extensive system
of red,i5counts for priority sectors. In addition to these
basic systems, the State Investment Bank (which lent
to state-owned enterprises Ind has Iince been Col
ished) received special loans from the Treasury and
from the IOCial MCUrity system at favorable interest

try. Interest rates, maturities, and eligibility aiteria
were often different for each program.

Directed credit programs usually targeted indus
try, state-owned enterprises, agriculture, small
and medium-scale finns, and (to a lesser extent)
housing, exports, and underdeveloped regions. In
the case of industry the aim was to provide
cheaper long-tenn finance and foreign exchange
and thus to promote investment and rapid indus
trialization. In the case of agriculture it was to raise
output and speed the introduction of new technol
ogies. Credit directed to small enterprises was in
tended to generate employment; in housing, the
intent was to provide affordable homes for poor
households. Export credit programs lOught to
bridge the period between production and pay
ment and to compensate exporters for industrial
and trade policies that were biased against them.

Interventions were of five main types: lending
requirements imposed on banks, refinance
schemes, loans at preferential interest rates, aedit
guarantees, and lending by OFls. In Brazil c0m

mercial banks were required to allocate between 20
and 60 percent (depending on bank size) of their
net Sight deposits for agriculture. In Mexico banks
were required until recently to use 31, 10, 6, and
1.6 percent of their deposit and other liabilities for
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rates, the centn1 bank provided Iow-interest loans di
rectly to Itate-owMd enterprises. and the government
kept IUbltantial 1IOftintereIt-bearin& depoIits at the
ApiculturIl8arlk.

In the early 1980s thee poUdeI helped to push real
IntenIt rates Oft acmpreferentiaJ credit to between 30
ad 50 percent. Rata ftInIin IIifh today. but the Icp
public leCtOr bonoWinl requirement is now the main
QUIt. 11v govenunent ... --,tty liberalized the
credit 1)'IIeIn. Direct aedit IIftd ndiscounts made
ftIiJable by the centn1 ba\k were reduced &oIl'I .9
pereent of total credit in 1980 to 11 percent in 1987. By
1986 there were only lYe e:atepiel of centn1 bank
ftdiJc::ggnt rates; three years earlier there had been
thirty. The proportion 01 credit ot'efiided on pmeren
tial tenN (defined u cndits baring negative real in·
tIreIt rates) declined from 53 permlt at the end of 1983
to 35 percent ill September 1987. Preferential credit is
now provided only for Ip'icultuft, iNlustrialllftila1'll.
exports, and housing. Interest ntu on short- and
mediwn-term dinc:ted credit were railed subltantiaDy
ill early 1918.

lending to the government, OFls, housing, and ex
ports, respectively. Forced lending has now been
eliminated as part of a comprehensive financial bb
eralization program. Banks in Burundi. 'IUrkey,
and 1Unisia had to use 8, 20, and 43 percent re
spectively of their deposits (or other categories of
assets and liabilities) for medium- and long-term
lending or investment in public leCtor bonds (al
though in Tunisia the requirement has recently
been reduced). In Nigeria banks were required un
til recently to comply with a scheme in which
aedit wu aDocated among sixteen sectors; portfo
lio requirements now apply to only two sectors,
agriculture (15 percent) and manufacturing (40
percent).

In many countries commercial banks, and some
times also DFIs, could refinance loans to preferred
leCtorS on attractive terms. Bangladesh has twelve
refinancing schemes. Turkey in 1983 had about
thirty categories of rediscount rates, although by
1986 it had only five. Indonesia's central bank 0p
erates thirty-two different schemes. In a sample of
sixty-five developing countries more than half had
export refinance schemes. Many of the banks ini
tiaDy attracted by the interest rate spreads in these
programs later found them inadequate to cover the
high default rates.
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Governments often specified preferential inter
est rates for lending to priority sectors. These rates
were substantially lower than those on regular
loans, which themselves were often kept II1'tifi
dally low. In Peru in 1980-82 the average differen
tial between general and preferential real rates was
32 percentage points; the conesponding figure in
Turkey was 36 percentage points.

Some governments have .Iso provided guaran
tees. In high-income countries credit guarantees
are the main form of assistance to small busi
nesses. At least seventeen developing countries
including Cameroon. Colombia, India, korea, Ma
laysia, Morocco, Nepal, the Philippines, me! Sri
Lanka-have established formal guarantee
schemes for small and medium-scale enterprises.
Guarantees and crop insurance have .Iso been
used in support of agriculture in countries such as
Brazil, India, Mexico, Panama, and Sri Lanka. At
least ten developing countries have guarantee
schemes for preshipment export aedit; even more
have export insurance schemes.

Development finance institutions have been per
haps the most common means of directing aedit.
They were actively encouraged and supported by
bilateral and multilateral creditors. Virt1Wly all de
veloping and high-income countries have at least
one, and many have a special institution for each
priority sector. Kenya, for example, has five gov
ernment DFIs and three others in which the gov
ernment has a big stake: one each for agriculture,
tourism, and housing; four for industry; and one
that serves the former East African Community.
Brazil and India both have complex systems of na
tional and state DFls. The importance of DFls var
ies from country to country, however. Industrial
DFls accounted for less than 10 percent of credit
outstanding to manufacturing in Malaysia and
Thailand in 1987, whereas in Mexico and Turkey
they accounted for around one-third. In Morocco,
the three sectoral DFIs accounted for 19 percent of
all long-term finance. In some countries virtually
all formal credit for agriculture and housing is~
vided by public institutions.

The impact atdiTtCttd credit progmns
on crrdit tmd growth

It is impossible to be precise about the effect of
directed credit on the allocation of resources. In
some countries it is likely that the programs have
had little impact, because they supported lending
which would have happened anyway, because
they offered only weak incentives, because ctirec-

tives were not enforced, or because the programs
coverecl only a mW1 share of total credit. In other
c:ountdes, however, directed credit programs had a
Iigni&cant effect. In Korea, reflecting the bias of
aedit directive., industry'. share of credit in
creased from '" percent to 69 percent between
1965 and 1986. In Palcistan and Tunisia there was a
sharp clecline in the share of cmrunerce in total
credit; this too reflected the bias of directed aedit
in favor of other sectors.

State-owned enterprises in lOIN! countries have
clearly benefited from directed aedit, espec:ia11y if
foreign financing is taken into account. The share
of SOEs in nongovernmental borrowing from do
mestic banks in 1983-85 was 56 percent in Guyana,
0&3 percent in Mexico, 25 percent in Nepal, and 18
percent in Brazil. The share of SOEs in value
added was much lower-in Guyana and Mexico
not more than 25 percent and in Brazil and Nepal
less than 5 percent. The foreign obligations of
SOEs now account for more than half the external
debt of Brazil, the Philippines, and Zambia. By
1986 the outstanding stock of foreign loans to
SOEs for a sample of ninety-rUne developing coun
tries was twice that to the private sector. Although
SOEs are capital-intensive, and therefore might be
expectecI to borrow heavily, the way in which the
enterprises were managed is a large factor in their
high indebtedness. Artifidally low prices, exces
sive staffing, or activities that were inherently un
viable have resulted in low profits and low re
tained earnings. Borrowing was necessary not just
for investment but also to cover losses.

In some countries, such as Ecuador (see Box 4.2)
and Sri Lanka, lending programs for small and
medium-size enterprises are succeeding in attract
ing the participation of local banks. Small 6rms
almost everywhere continue to have difficulty ob
taining funds, however. Lenders have avoided
participating in schemes or have concentrated
their support on the wealthier enterprises. Banks
have been reluctant to use guarantee. because the
procedures are slow and complicated.

Export credit programs have increased ex
porters' share of aedit in several countries. But the
schemes have sometimes been narrow in cover
age. In many countries they have not applied to
indirect expo! ms, and small and new exporters
.Iso have difficulty. Preshipment refinance is not
always automatic and fluctuates with changes in
monetary and aedit policy.

Although individual sectors have benefited from
directed aedit, the overall effect on growth is hard
to gauge. Fast- and slow-growing countries alike
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Box 4.2 Lenc:ling program for .mall enterprises ill Ecuador

In 1980. Ecuador's Corporaci6n FiJwlc:iera NacionaL der to~ IN participating iNtitIltiorls to be-
the country',lugest govmunmt~wneddevelopment CIOD\t more independent. IN progrun requireS them to
finance institution. established a fund-Fonda de ~ provide 10 percent of project costs &om their own N-

menta para II Pequel\a Industria y II Arteaania sources. Tenns and conditioN have been deIipd to
(FOPINAR)-to refinance loans from local financial in· provide FOPINAR Iftd the institutioN with adequate
atitutions to ama1I enteJprises. The fund is autonosnous spreads (cumntIy 2.5 percent and 5.1)..6.0 percent N-

and operates from a head office in Quito IS well IS spectiveIy) and to bep interest mea to bcmowen poIi.
from regional branches. Its financing has COInt princi- tive in real tenN. The latter soaJ has not been fuDy
paDy frmn multilateral institutions via the government. Khieved, INinIy becauie of the WJY high Inflation of
whieb bean the foreign exchange risk. At the end of the put :rear and the IKk of an automatic procedme
1988, FOPINAR had approved the refinancing of 7.fD7 for adjusting interest rates.
loans averaging SU,OOO. Enterprises outside the D\Iin Collection has been quite JOOd. Arrears on the
urban centers have received 68 percent of the loans (by FOPINAR portion of the diacounted loans of IN pri-
value). vale development finance institutions and couunen:iaI

There are now senne forty participating financial in- banks have averaged leis than 3 percent. In June 1988
mmedi.aries. The govmunent~edBanco de ~ .man rtpretenteel about 11 percent of their overall
menta NacionaJ (BFN), priInarily an agricultural bank. portfolios.
accounts for 45 percent of the loans to about '75 percent FOPINAR's independence has allowed it to respond
of the borrowers. Private development finance inltitu· flexibly to c:hanging conditions. FOPINAR actively pro-
lions and COINI\ercial banks account for the rest. (The DlOted the prosrun and let tenns that were aufficiently
four mosl active banks account for around 23 percent of pnerous to attract the financial Institutions. It has
total lending, and other banks and finance institutions helped to train the institutions' Itaff. and they and
neb account for between 1 and 3 percent.) To partici- FOPINAR have accorded a high priority to supervising
pate in the program, the institutions must meet aiteria the loans. Automatic debiting of the institutions for
regarding the quality of their FOPINAR portfolio, their amounts due to FOPINAR gives them an incentive to
overa1l debt-to-equity fatio, and their standing with the judge their lending carriully.
central bank and the superintendency of banks. In or-

I
I
I
i
I

have intervened extensively in credit allocation.
What matters is whether. those who thereby re
ceived directed credit used their resources more
productively than those who were denied aedit
would have. This is almost impossible to ascertain.
although in some countries well-designed credit
programs undoubtedly did impro:ve resource allo
cation. In countries with highly protectionist trade
regimes and macroeconomic instability. directed
credit reinforced existing distortions. When struc
tural adjustment was finally undertaken. many of
the firms that had been financed became unprofit
able. In countries that miNmized price and other
distortions and maintained macroeconomic stabil
ity. directed credit appears to have been more
successful.

Credit programs can be useful when used to
tackle the inadequacies of financial markets. For
example. in countries without venture capital or
equity finance, new and risky finns have found it
difficult to obtain outside financing. Rather than
forgo these investments. governments have di
rected commercial banks and DFls to provide the
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necessary financing. Because of the high risk, in·
terest earnings have not covered portfolio losses.
and lenders (or their guarantors) have frequently
lost money. It is possible, however. that some of
the high·risk firms have been sufficiently success
ful to compensate for the poor performance of oth
ers and that the overall program produced a net
gain for the economy. Yet few governments and
DFls have turned out to be successful venture capi
talists. Equity finance is a more appropriate way to
finance risky ventures than bank loans. If govern
ments establish the conditions necessary for equity
finance. intervention will not be necessary.

Even well-designed aedit controls tend to lose
effectiveness if maintained too long. Moreover, the
potential for mistakes grows as economies become
more complex. The Korean government. for exam
ple, exercised extensive control of credit allocation
through a combination of moral suasion and ex
plicit programs. The policy was successful: the
economy grew rapidly. Nevertheless. the govern
ment made mistakes in the latter half of the 1970s,
encouraging large investments in shipping and
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heavy industry that resulted in excess capacity and
slower growth in the early 1980s. Recognizing the
inefficiencies of excessive intervention, the govern
ment has begun to liberalize its financial policies
(see Chapter 9).

Directed credit programs have often been used
not to correct the inadequacies of financial markets
but to channel funds to priority sectors !egardless
of whether these weft the most productiVe invest
ments. Policies aimed mOle directly at goods mar
kets or at the distribution of income-price reform
in agriculture, grants for the poor, and 10 on
might have been mOte successful and would have
avoided many of the drawbacks of directed credit.

Prob~ofdirtded mdit J110gmrrs

The interest rates charged on directed credits
often deviated substantially from rates on non
preferential credit. The large implicit subsidy had
to be bome by someone. Subsidies have some
times been covered by low-cost loans from interna
tional agencies, by a charge against public spend
ing, or by cheap rediscounts from the central bank.
Otherwise, they had to be covered by cross
subsidization: higher rates charged to other bor
rowers, lower rates paid to depositors, smaller
profits (or greater losses) for financial institutions.
Such subsidies were often substantial: in Brazil in
1987 they were estimated at between 4 and 8 per
cent of GDP. In Mexico subsidies !elating to devel
opment finance institutions and official trust funds
were estimated to average 3 percent of GDP dur
ing 1982-87. Subsidies of this magnitude, when
financed by the central bank or charged to the gov
ernment budget, have compromised efforts at
monetary or fiscal!estraint.

Subsidized credit often failed to teach its in
tended beneficiaries. Lenders misclassified loans
in order to comply with central bank directives.
Within priority sectors, larger and more influential
borrowers benefited most. Much was at stake: ac
quiring subsidized credit could sometimes add
more to profits than producing goods. A review of
ten small and medium-scale industry projects
showed that the distribution of loans was skewed
in favor of larger firms. Studies of agricultural and
housing programs show similar results. Directed
credit programs do redistribute income, but not
necessarily in favor of the poor (see Box 4.3). Fur
thermore, when rates of return in targeted activi
ties were lower than elsewhere, borrowers did not
use directed credit as intended. A study of an agri
cultural scheme in Colombia found that nearly half

Box 4.3 CrecUt mcllncome
ftClistribution in COIta Rica

III Costa Rka, subsidized azricu1turaI credit has
been extended by four commerda1 banks, all
pvenuMnt-owned. They were well positioned to
reach the IInI1l fmner. By the mid-lWo. the three
IIMlIer banks had IIlOft than thirty NgioNl of
fices and the IIrpIt (Banco NIdoNl) had more
than a hundled, tweMhirdI of which were rural
CIf6ca speci&lizing In credit for 1InI1l1anners.

Data for Banco Nacional, which aa:oanted for
60 percent of apicWtural credit disbursed, reveal
that In 1974 just 10 percent of its agricultural loans
aa:ounted for 80 percent of the total qricultural
credit it extended. The ctistribution of apiaaltural
credit (and hence subsidies) disbursed by Banco
Nac:ional wu ac:tualIy more IIcewed than the dis
tribution of income and land. Low Interest rates
on the loans implied subsidies equivalent to 4 per
cent of COP and almost 20 percent of value added
in agriculture. That suggests an average credit
subsidy of 510,210 on each of the big loans that
accounted for 80 percent of the credit. In 1974 a
family with an income of 510,500 wu in the top 10

- percent of the incosne distribution.

the funds had been diverted to other uses. Korea
had an active curb market in which those with ac
cess to subsidized credit at times lent to others
without.

By limiting the availability of credit to nonprior
ity firms, directed credit programs have crowded
such firms out of formal credit markets and forced
them to !ely on retained earnings or more expen
sive borrowing from informal sources. Enterprises
(in India, for example) have sometimes become
quasi-financial intermediaries themselves because
formal markets did not serve them adequately.

Once directed credit programs are begun, they
create a constituency of beneficiaries who do not
want them stopped. This has made it extremely
difficult for governments to !educe their support of
such programs-regardless of how costly or ineffi
cient governments perceive them to be.

The impGct ofdirected mdit prognmrs
on finiznc:i41 systems

Whatever conclusion is drawn concerning the im
pact of directed credit programs on growth and the
distribution of income, it is clear that they have
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Box •.• The Botswana Development CorporatiOll

i
t
i
t
t

The Botswana OeveJopmmt CoJporation (SOC) wu
established in April 1970. It is owned by the sowm
ment of Botswana, although three foreip agencies, in
cluding the InterMtional Finance Corporation, own
nonvoting preference shares. The BOC it not. typical
developznent finance institution. It his tried to identify
ancl establish new projects through whoDy owned or
joint-venture subIidiaries, tM latter with foreign par
tidpation. The BOC his inveatsnentl in about Iixty
companies in many leCtorS, including couunm:l.a1
fanning, tourism, c:oznmen:e, industry, property ckvel
opment, financial MrYices, ancl transportation. Moat of
its loins are to its aublidiaries and affiliates. It his 1110
tried to help local entrepreneurs through its involve
D\ent in Tswelelo, a developD\ent bank for unall
enterprises.

The BOC's portfolio is sound. Less tIw\ 1 percent of
the total loan portfolio is in arrears, and only a few of
the comp.~ in which it has equity holdings are
showing losHs. The BOC's financial perfonnance has

been equally strong (except for • smaD lou in 1985, due
DIIinIy to Ail Botswana, which has since been divested
into. RpIJ'Ite parutatal). In recent fUrl the BOC's
rate of mum hIS averaged 5 percent Oft net worth.

The BOC hIS been c:ritidzed for not divesting and for
aowding out tM private MCtOr. As a result of its recent
initiatives, however, the Sechaba 1nveItment Trust and
Stock Broken Botswana Ltd. have been formed u the
&rat of their kind in Botswana. The Sechaba Invest
ment 1iust wiD enable the BOC eo ItIJt privatizing
101M of its profitable companies and stve citizens an
opportunity to invest in private corporations.

The BOC hIS developed into a mature de'Ye1opatent
finance cmporation. It is finanddy strong, hIS aound
procedures, and his played a key role in the develo~

ment ofBotswana's finandall)'ltem. The BOC owes its
8dlieveD\enti to altrong and powing economy, a con
servative investatent and lending strItegy, indepen
dent management, and a highly qualified staff.

damaged financial systems. Many directed credits
have become nonperforming loans. The ability to
borrow at cheap rates encouraged less productive
investment. Those who borrowed for projects with
low financial returns could not repay their loans.
In other cases borrowers willingly defaulted be
cause they believed creditors would not take court
action against those considered to be in priority
sectors. The distorted allocation of resources and
the erosion of financial discipline have left interme
diaries unprofitable and, in many cases, insolvent.
Extensive refinance schemes at low interest rates
have reduced the need for intermediaries to mobi
lize resources on their own, leading to a lower
level of financial intermediation. Moreover, by en
couraging firms to borrow from banks, directed
credit programs have impeded the development of
capital markets.

The adverse impact of directed credit on financial
institutions is clearest in the case of development
finance institutions. Industrial OFls were generally
deemed a success in their early years. Some of
them have been conservative lcmders and have
managed to avoid excessive political interference;
especially in countries with sound trade, fiscal,
and monetary policies, they have continued to per
form reasonably well (see Box 4.4). But for most
the assessment is now far less positive. Portfolios
and financial performance have deteriorated mark-

edly; many OFls are insoivent, and some have had
to be closed. In a sample of eighteen industrial
OFls worldwide, on average nearly 50 percent of
their loans (by value) were in arrears, and accumu
lated arrears were equivalent to 17 percent of the
portfolio value. For three of these institutions,
loans accounting for between 70 and 90 percent of
the portfolio value were in arrears. The situation
may be worse than the numbers show, because the
rescheduling of overdue loans and growing loan
portfolios reduce arrears ratios. Industrial OFls
have continued to depend on governments and
foreign official creditors for funding because poor
performance left them unable to pay market rates
of interest, because the term structure of interest
rates often forbade the higher rates necessary to
mobilize longer-term resources, and because mar
kets for longer-term domestic instruments were
poorly developed.

The economic shocks of the 19805 added to the
arrears of many industrial OFls, but the roots of
the problem usually lay deeper. Most industrial
OFls specialized in medium- and long-term lend
ing for investment. Such lending was wlnerable
to business cycle fluctuations and provided insuffi
dent diversification of risk. Because most indus
trial DFls did not provide working capital finance,
take deposits, or provide other current services,
and because they invested in equities to only a
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limited extent, they also Ycked up-to-date infor
mation on their borrowers. Furthermore, when
weak DFIs diversified into deposit tUdng, they
were unable to compete with commerc:ia1 banks.

Multilateral lenders encouraged industrial DFIs
to calculate economic as well as finandal rates of
return. This is undoubtedly useful in distorted en
vironments, but it IN}' have diverted attention
from the borrower's overall prospects, manage
ment capabilities, and day-to-day operating deci
sions. Many DFIs have permitted clients to finance
investments with too little equity. Moreover, be
cause many DFIs relied heavily on foreign re
sources, they had to pus foreign exchange risk on
to clients who could neither bear nor hedge it.
When currencies were devalued, many firms could
not repay the loans. Finally, like government
owned commerdal banks, government DFIs have
had trouble recruiting and retaining competent
staff because of uncompetitive salaries. Managers
appointed for political reasons have often been un
qualified and open to outside pressure in making
loans.

The performance of agricultural DFIs has also
been poor. Studies show default rates ranging
from 30 to 95 percent for subsidized agricultural
credit programs. Agricultural DFls have suffered
from many of the same problems as industrial
DFIs: too much government intervention, over
reliance on governments and official creditors for
funding, inappropriate lending criteria (such as
crop and livestock models that hold little relevance
for the farms under review). In addition, lending
to small farmers is relatively risky and has high
transaction costs, especially if combined with tech
nical assistance. And governments have often
been unwilling to foreclose on small farmers,
which has seriously eroded financial disdpline.

Housing finance institutions have had problems,
and several have been closed, but on the whole
they have fared better than industrial and agricul
tural DFls. They have had more success in mobiliz
ing resources, although funding in some cases has
come from compulsory savings schemes. The bet
ter housing banks view themselves as household
sector banks and offer a range of services. They
also tend to be located in countries with legal sys.
tems that make it possible to enforce collateral ar
rangements. Some housing intermediaries, pres
sured to behave like social agencies rather than
bankers, have lent on excessively high loan-to
income or loan-to-value ratios; this has caused
losses and poor recovery frotn collateral. Where
fixed interest rates were charged on mortgages but

inflation and short-term deposit rates were rising
(as in several Latin American countries and in the
United States in the 19101), housing banks that
depended on short-term deposits were badly hurt.
Mortgage indexation has provided lOme protec
tion, but in countries such as Argentina and Brazil
indexation was tied to wages; when these declined
in real terms, the banks were left short of income.

In 101M countries macroeconomic instability has
compounded the difficulties that financial systems
now face. Maaoeconomic conditions in develop
ing countries in the 1980s were the result not only
of external shocks but also of the development
strategies that had.been pursued in the 19605 and
1970s.

Gowmmmt borrowing and infUztion

By the 1980s many developing countries had come
to rely on foreign borrowing to help finance in
creasing public sector deficits. When the inflow of
foreign capital dried up in the early 1980s, some
countries were able to reduce their fiscal deficits.
But many were not. They lacked adequate instru
ments of taxation; soc:ial and political consider
ations made it hard to cut spending; and most of
their external debt had been contracted at floating
rates, so that the rise in real interest rates sharply
inaeased the cost of servicing that debt.

Central government deficits teU only part of the
story. A more complete definition of the deficit is
the public sector borrowing requirement (PSBR),
which in principle consolidates the net borrowing
needs of all public sector entities, including public
enterprises and the central bank. In practice, it of
ten excludes some entities for lack of data. In some
countries the reported PSBR became quite large.
For example, in 1984 the PSBR was 15 percent of
GDP in Argentina, 11 percent in Chile, 8 percent in
the Philippines, and 13 percent in Yugoslavia.

PSBR data are unavailable for many countries,
but Figure 4.1 shows how central government defi
cits, the narrow measure of public borrowing,
were financed in twenty-four developing and
eleven high-income countries in 1975-85. The con
trast between the two groups is striking. In the
developing countries 47 percent of the deficit was
financed by borrowing from the central bank, 15
percent by borrowing from domestic financial in
stitutions and markets, and 38 percent by borrow-
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\
Deposit banks (22.' percent)

IIUIl'kets to finance their deficits, borrowing less
than 12 percent of the total from centrl1 banks.

The governments of developing countries
turned to their centrll banks because domestic fi·
nancial markets were too shallow to meet their
needs. To the extent that centrl1 banks financed
such borrowing by issuing money, the result was
higher inflation. The average inflation rate in de
veloping countries inaused from 10 percent a
year in 1965-73 to 26 percent in 19'14-82 and 51
percent in 1983-87. Inflation rates in high-income
countries I1so rose in the 19'1Os but have been held
to less than 5 percent a year in the 1980s. Half of all
developing countries continue to enjoy Iingle-digit
inflation, but the number of countries with double
and triple-digit inBation has riJen in recent years
(see Table '.1). During 1983-87, seven countries
(Argentina, Bolivia, Brazil, Nicaragua, Peru, Sierra
Leone, and Uganda) had average inflation rates of
more than 100 percent, whereas in 1965-73 none
did, and between 19'14 and 1982 only Argentina
did. Four of the seventeen highly indebted middle
income countries had triple-digit and eleven had
double-digit inflation during 1983-87, which un
derscores the interrelation of externl1 debt, fiscal
deficits, and inflation. Other factors, such as re
peated devaluations, have added to inflationary
pressures, but deficit financing has provided the
primary impetus.

One way or another, the domestic financing of
large public sector deficits has taxed the financial
process. Inflation is a tax on certain financial assets
(see Box 4.5). Although some governments have
sought to reduce the inflationary impact of public
sector borrowing, the measures adopted are, in ef·
&ct,~erNwefomuoftaxation.Argenmu,ror

example, set reserve requirements on demand de
posits at more than 70 percent, Brazil at more than
40 percent, and Zaire at 51 percent. Reserve re
quirements constitute forced loans to the central
bank, usually at below-market rates. Another ap
proach has been to require banks, insurance com
panies, and other financial institutions to invest
part of their funds in low-yielding government
bonds. India and Pakistan, for example, have used
this approach to finance large budget deficits at
low cost while maintaining reasonable price stabil
ity (although Pakistan has curtailed the practice in
recent years).

High reserve requirements and forced invest·
ments in low-interest government securities
crowded out private sector borrowing and discour
aged financial intermediation. The implicit tax re
duced intermediaries' profits or was passed along
to depositors and borrowers in the form of lower

Foreign (9.' percent)

J

\
Central bank (46.' percent)

Foreip (3Upecmt)

..--.---.../

Figure 4.1 Central govemment boaowiD&
by source, 1975 to 1985

Other domestic
(8.3 percent)

~::::...

ing from abroad (although foreign financing de
clined from 44 percent in 1975-82 to 26 percent in
1983-85). High-income countries, in contrast, re
lied mainly on nonbank financial institutions and
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Table '.1 Averase amaual iDf1atiOD rates, 1965 to 1987
cpnunt)

lttm 1974-12 1183-17

4
51
7

13
120
12

9
26
4

16
45
15

5
10
3

20
14
6

High·income countries
Developing countries

OUN and India
Other low-income
Highly indebted countries
Other middle-income

Number of developing countries
with infbItion rates in excess of

20 percent 4 15 *rJ
30 percent 2 9 11
~percent 0 1 7

deposit rates or higher lending rates. Explicit taxes
on financial intermediation, as in Turkey md the
Philippines (see Box 4.6), exerted additional up
ward pressure on the spread between deposit and
lending rates.

The impact of intemt nzte policies tmd inflation

Interest rate controls and inflation have set back
financial development in many countries. Govern-

ments kept interest rates low partly to encourage
investment, partly to redistribute income, and
partly because they themselves wished to borrow
cheaply. Many governments also believed that low
deposit rates (the corollary of low lending rates)
would not discourage financial saving.

Experience has shown that some of these ideas
were wrong. As Chapter 2 pointed out, there is
strong evidence that real interest rates and infla
tion have a significant effect on financial savings,

Box 4.5 The inflation tax

An economy's willingness to hold money-that is, its
demand for money-genUllly grows with its rell GNP.
Such demand ENly also change in response to yields on
other assets and expectations. U the IftCIMY issue ex·
ceeds the inaease in the economy's willingness to hold
money. the result is inflation, which operates like a tax.
Asset holders "pay" the tax by losing purchasing
power on their money holdings. Those who have is
sued money liabilities "collect" the tax in the form of a
reduction in the rell value of their liabilities. To the
extent that the money issuer pays interest on these
liabilities. it returns lOme of the tax to asset holders.
Centrll banks typically do not pay interest suffident to
offset the tax on their mon~ issue:~ pay no interest
on currency and usually a below-IMJ'Ut interest me
on resm.oes. Box table 4.5 provides estimates of the
inflation tax (as a Uare of GNP) flowing to the cmrtraI
bank on reserve mon~ for ten countries in 1981.

It might seem that a high inflation rate implies a high
inflation tax as a percentage of GNP, but this is not
always 10. High inflation rates (that is, high rates of
inflation tax) discourage people froIn holding moM')'.

When the money stock held by the economy is alDll1l
percentage of GNP. the inflation tax wiD be c0rre

spondingly SDIall. Hence. if inflation hu been high and
the money stock-the tax base-hu declined as a per-

centage of GNP. the central bank must issue a W'ger
ID\OW\t of znoney and generate a higher inflation rate
to MCUre a given ID\O\UIt of revenue.

Box table 4.5 The iDflatiOIl tax ill selected
CDaDtrieI, 1987

lrIf1mtm IIIZ JleImr "'DIllY lrIj111tion
(JIIt"OlIIbfp (prrmsggt IlItt

~ tlfGNP) tlfGNP) (pmmt)

Arpntina 4.0 6.3 17U
C6te c!'1voIre 0.5 1604 U
Ecuador 2.0 8.1 32.5
Chana 2.0 7.9 ~.2

Nexico 3.7 6.0 159.2
N"1pfia 0.9 9.6 9.7
I'enl U 9.1 114.5
PhiIippineI 0.6 8.0 7.5
'lmkey 2.8 7.9 55.1
Zaift U 8.2 106.5
Heft: 1lw InAation tax is deSntd • the decline In IN purchuing
power 01~ -1IllInI')' (IFS. line 14) dIM to inAation. It is
ClIkuIal.c! • M lC Ii I (1 + l)J. wtWN M is IN---. -1IlOM'Y
•~ aNI~~ Iftd i is IN deciINI irdIatlon rille
___ by IN chInp In IN CPI from Demnber to Dtmnber.
lOwe IIIl)' InlerYaI for which IN pritw rile by i. eKh IIllInI')' unit
IDles i I (1 + l) 01 Itt~ power.]
s.mr. 00.~FiIMaJ SMtiIlia. and World BanI< uta.

.,...-;- - ,':M
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Box 4.6 Taxation of fiDmcl.al iDtermecliatiOIl ill the PhiUppillel

Like many countries, the Philippines coDects apeciIl
taxes from 6nancia1 institutiON. The D\OIt important of
these ee the pass receipts tax (CRT) and the implicit
tax on reserve requimnents.

The CRT is imposed on an receipts (irIc:ome and capi
tal pins) of a bcIk. Fonnerly applied at a ·uniform rate,
it is now imposed on a sliding scale, with a rate of 5
percent for inItrWnentS with maturities of ... than
two years. Lower rates apply to longer maturities, with
thOle of IJlCIft than IeWtI years free of tax. The implicit
tax on reserve requirements ariIes because these are
remunerated at 4 percent, which is much lower than
market interest rates. Reserve requirelnents have var·
ied but have for several years been IJlCIft than 20 per
cent of bank deposit liabilities (except for long-term
deposits of more than two years, whidl attract a much
lower rate).

The impld of these taxes inaeued uwkedIy during
1983-85. Major devaluations and an ac:celeration of in·
f1ation led to I sharp increase in interest rates u the
authorities aded to restore stability. By the end of 1984,
with money market rates at around 35 percent (com
peed with inflation of only 5 percent over the foUow
ing twelve months), a bank would have had to urn

and various studies have found that financial sav
ings and the rate at which these are lent are posi·
tively related to economic growth.

Figure 4.2 compares real interest rates in thirty
five developing countries (as a group and by re
gion) with the U.S. Treasury bill rate between 1967
and 1985. Except for a brief period after the first oil
shock, real interest rates were much lower in the
developing countries-and substantially negative
for much of the period. Within the sample, aver
age real rates were almost consistently negative in
Africa, Europe, and Latin America. In Asia, how
ever, average real rates were positive in most years.

Negative real interest rates were sometimes the
result of deliberate policy, but sometimes they
were inadvertent, a consequence of governments'
failure to modify administered rates to compensate
for rising inflation. Even in the absence of govern
ment regulation, the level of real interest rates has
been highly sensitive to inflation because of lags in
the adjustment of nominal rates. In Argentina, ls
rael, and Uruguay in the 19805, volatile inflation
caused sharp fluctuations in real rates.

Because of this link between inflation and real
interest rates, macroeconomic stability is vital for
financial sector development. In countries that

IIlOft than .., percent on a Ihort-tmrl loan limply to
IerYice money IIIII'ket bcmowinp, In view of the reo
II!'W requirements and the CRT. IJ\ other words, at
the margin theM taxes added IIlOft than U percentap
points to the cost of inten:nediation. In fad, bank lend·
Ins rates and spreads were held clown by the wukMss
01 demand for loans and thebulb' continued access to
funds from depositor. at lower intceIt rates. Never·
theJess, the combiNd burden of the CRT and the im
plicit tax on rnerve requirements In 19M.-ded 150
percent of value added In the banldng 1)'IteIn. The
impact oi the taxes has Iinct come clown with the de
cline In Interest rates.

A withholding tax 011 deposit interest incoIN, which
illevied at the rate of 20 percent, aJso impoMS lOIlle
distortions. Although a credit apiNt IncoJne tax, it is
IIOt refundable if the computed income tax liability falls
below the amount of the tax already withheld. A fur·
ther imposition is the lending nqu.irement for agrarian
reform-tO percent of banks' net loanable funds
whidl virtually aD banks satisfy by Investing in eligible
government securities. Although thete securities now
carry market interest rates. Jhis wu not the cue until
ncently.

have maintained low and stable inflation through
prudent monetary and fiscal policies, financial sec
tor growth has been rapid, even where interest
rates were (moderately) regulated. The finan.cial
lectors of Japan and Malaysia have grown rapidly
during the past three decades, thanks largely to
price stability. Malaysia's financial depth, as mea
sured by the ratio of M2 to GNP, rose from 31
percent in 1970 to 75 percent in 1987. Thailand's
financial sector has grown rapidly since inflation
was brought down; using the same measure, fi
nancial depth grew from 34 percent in 1980 to 60
percent in 1987, as real interest rates became posi
tive. In contrast, Argentina has long suffered from
high and variable inflation; its financial depth,
which exceeded SO percent of GNP in the late
19205, had declined to around 30 percent of GNP
by 1970 and to 18 percent by 1987 (see Figure 4.3).
Other high-inflation countries, such as Bolivia and
Yugoslavia, have also experienced slow or negative
growth in financial depth.

In the 19705 the problem was low real interest
rates. In the 19805, however, some countries have
experienced high real interest rates. Although
most developing countries still place restrictions
on interest rates, there has been a trend toward
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Figure 4.2 Real interest rates ill &!eveloping ccnmtrieI an&! the UDite&i Stata, 1967 to 1985
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deregulation. Some countries with unstable mac
roeconomic conditions and distressed banks and
borrowers have seen real interest rates on nonpref
erential aedit rise to high levels (see Table 4.2).
Real rates have also been high in some economi
cally stable countries that administered rates, (for
example, Korea and Thailand) because of a decline
in inflation and strong loan demand. Although
moderately positive real interest rates are desir
able, extremely high real rates are not. They can
cause distress among borrowers (see Chapter 5)
and swell fiscal deficits. Chapter 9 returns to the
difficulties confronting governments that intend to
hberalize their finandal systems.

Interest rate controls and inflation have had
other adverse consequences as well. As noted
above, artificially low interest rates cause excess

demand for aedit and force financial institutions
to ration their lending-which may favor borrow
ers who need the money least. By preventing fi
nancial institutions from charging higher interest
rates on longer-term and riskier loans, govern
ments' interest rate policies have discouraged the
very sort of lending they sought to foster. Together
with directed aedit programs, they have also dis
couraged competition. The combination of infla
tion and low deposit rates has led to capital out
flows and thereby reduced the resources available
for mending by financial intermediaries. The de
velopment of unofficial (curb) markets, however,
has alleviated some of the adverse consequences of
,interest rate and other controls (see Box 4.7).

Inflation, by causing uncertainty and instability
in relative prices, makes longer-term investments
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Figure 4.3 FiunciaI NviDp and the real deposit rate in ArpDtiDa ud ThaDand, 19'10 to 1987
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riskier and more difficult to finance. It also makes
the future purchasing power of financial contracts
less certain. Even when interest rates are not regu
lated, uncertainty about future inflation makes it
hard for lenders and borrowers to agree upon an
appropriate fixed nominal interest rate. The lender
risks inflation turning out higher than expected,
the borrower risks inflation turning out lower than
expected. The higher and more variable the infla
tion and the longer the time horizon, the greater
the risks. In countries such as Argentina loans of
more than thirty days became unusual.

Several countries that have had chronic inflation,

including Brazil, OWe, Colombia, and Israel, have
authorized the use of indexed financial contracts.
Indexation links the value of the financial contract
to a price index. If indexation is complete, if the
index accurately reflects prices, and if adjustment
is immediate, indexation denominates the contract
in terms of purchasing power rather than money.
At high inflation rates, private sector borrowers
often find it too risky to take on purchasing power
obligations, because they fear their income will fail
to keep pace. The public sector, in contrast, does
not have this problem. It cannot go bankrupt in its
domestic markets as long as it has the power to

Table 4.2 Real loan interest rates for ..Iec:tecl countries, 1980 to 1986
Cpmmt)

CDlmtry 1t80 1981 1982 1983 IN4 1985 1986

Argentina 5.1 31.2 -18.7 -22.9 -7S.7 -6.3 3.9
Brazil -2.5 4.9 216.2 0.2 7.5 -0.1 -0.1
Chile U.l 38.8 35.7 15.9 11.5 11.1 7.5
Colombia 14.1 11.8
Indonesia 10.9 9.9 16.4 11.4 13.1
Korea, Rep. of -U.3 5.1 6.6 7.9 7.4 6.6 8.6
Philippines 4.2 8.9 -5.4 -15.0 21.7 17.9
Thailand 1.4 5.9 16.0 13.3 19.2 15.2 15.1
Turkey -0.6 50.2 'S7.7 28.0 28.7 42.0 51.0

Hlltt: Real interest rates were caJcWatecl fr'OII\ rIOII'IinaI rates~ to the following fonnula: \(1 • r) I (1 • p) - 1) x 100. where , is the interftt
rate and ,. is the inflation rate.
Sowrgr: Easterly 1989.

66

328



~-= -=ZIllCE:::====_=.===.='="'.-~- .--- - -- ::'-.=...-.. -=-'.===-==-==::I:lIIr

.. umual interest rate 01\ curb loaN wu 24.0 percent
in 1985. when the pneraJ bank loan rate wu 10.0-11.5
percent.

The curb market hu been cloIeIy intepted with the
fonnal market. Acalrding to one popular method of
tranIaction, 11\ inforrNl Jeftder makes a llYinp de
posit at a bank branch. which therI exterIcls a loan to a
bonower daipated by the depositor. The Infonna]

lender thenby oms the lIVings deposit rate plus
about 1 percent a month &om the bonower, without
D)' risk of clefault.

The curb IIIIlket hu been a Iipiflcant part of the
Iirlmc:iaJ IysteIn in other countriIIs u wen. In Argen
tina. for example. the reimposition of interest rate con
troJs and Iirlmc:iaJ lepftllion after 1982 led to the rapid
CllpC\IlDn of the curb DIIrbt. Aa:orcIing to one esti·
mate. infonnal cndit from the curb market repNllel\ted
Dearly a quarter of the total pnted by CIOINI\tfCial
banks II\d finance (OD'\paniel in 1984.

Experience mows that the curb market becomes ac
tive when the fonnal finandal leCtOr is heavily regu
lated II\d interest rates are held below market levels.
The curb market is effectively 11\ UJI1't8Ulated bills
-market.

Box 4.7 The curb market

In lIIUIy developing countries. economic ftIUlaticm
(often in the form of interest rate controls) has led to
the powth of 11\ UJlJ'egu1ated curb 1IIIlket. which CII\

be 11\ important source of funds for both business and
hOUHholds. In the Republic of Korea, it hal been esti
mated that the outstanding obliptioN in the curb IIIAJ'.

ket in 19M were roughly equal to 70 percent of the
volume of loans outstlnding from CDJIlII\erdIJ bulks.
By 1972 the ratio had been reduced to Ibout 30 percent.
largely u a rault of interest rate reforms in the formal
leCtOr in the mid-I960s. After the monetary ntbarities
reduced interest rates in the late 19705, there wu a
zaurgenc:e in the lllAJ'ket. But the market hu recently
declined again. Business shifted from the curb market
to nonbank institutions that were allowed to offer IUb
ltantially higher mums.

According to one 1UrVey. about 26 percent of firms
borrowed from the curb IllAJ'ket. which supplied Ibout
20 percent of their total borrowing. About 70 to 80 per
cent of credit from the curb IllAJ'ket to IIM1l II\d
rnediuD'l-size !inns was extended without collateral.
But the curb D'larket uses I sophisticated cndit rating
systeD'l. II\d prUne COD'Ipanies pay 11\ interest rate sub
stantially lower than less cnditworthy ones. The aver-

r~ I:l:::::II__-=c:I-==__-=::l__r:;;c:==t.=' ::';-::'::-===:-:;.:::::I=:::::l:DI-'':'

print money. Thus at high rates of inflation. most
indexed contracts are issued or backed by the gov
ernment or by public entities. Indexing finandaJ
instruments can be useful in inducing lenders and
borrowers to make longer-term commitments at
some middle range of inflation, say 10 to 40 per
cent a year, but it is no substitute for controlling
inflation. If unaccompanied by adequate stabiliza
tion measures, indexation tends to make inflation
worse (see Box 4.8).

As an alternative to indexing. some countries,
including Turkey, Uruguay, and Yugoslavia, have
adopted foreign currency deposit schemes. In ef·
fect, these index deposits to the exchange rate.
Such schemes have increased the flow of savings
into the financial system. But they can also compli
cate monetary management. Since the domestic
value of the foreign exchange deposits riles auto
matically with currency devaluation, the monetary
aggregates tend to accommodate inflationary pres
sures. To the extent that loans extended against
foreign exchange deposits are denominated in do
mestic currency, the banks lose with each devalua
tion if the interest rate differential is insufficient to
cover the change in cummcy values. This puts

pressure on the central bank to provide accommo
dation. In Yugoslavia, for example, central bank
losses on the foreign currency deposit scheme
have added to inflationary pressures.

During the 1970s many developing countries al
lowed their exchange rates to appreciate in real
terms. This was made possible by relatively favora
ble terms of trade and by the availability of foreign
loans to finance the resulting current account defi
cits. The realapprec:iation of the exchange rate fa
vored production of nontraded over traded goods
Uld encouraged reliance on imported inputs. Fi
nanci.al institutions accordingly allocated a larger
share of credit to firms in the nontraded goods
sector, as Figure 4.4 Wustrates in the case of
Colombia.

Overvalued exchange rates and controlled inter
est rates combined to stimulate capital outflows.
These flows were megal in countries with foreign
exchange controls, but such controls have rarely
been effective. Although capital flight is hard to
measure, the disaepanc:ies between increases in
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Box t.8 FiDancial indexation in Brazil

By 1964 Brazil's inflation rate had riHn to 100 percent a
year. A new govemznent took office In AprD 1964 deter
mined to ltabilizt the economy. It felt unable to cut the
deficit ilNntdiately, but wanted to finance it with non·
inflationary eltbt sales in dozneItic 6nandaI 1Mrkets.
This was impossible bec:auIe exorbitant lUI intefat
rates would have been needed to compensate bond·
holdas tor bearing the inflation riIk. In 1965, thtJe.
fort, the govtmment issued an indexed Trtuury
bond-a bond whose principal and inlfttlt would be
adjusttcl ptriodicaDy in line with the inflation rate. The
goverrunent also encouraged the indexation of other
financial inst:rw:nents, including savtnp accounts and
cmporate cltbenturts.

The experiment had lnixed I'tIUlts. Incltxation un
doubtedly succeeded in increasing the Sow of savings
through the financial system and to the govemznent
(see Box table '.B). Corporations, however, remained
reluctant to issue indexed debentures because they
were \INure whether the mums on their UMtI could
keep pace with index-linked obligations. There was a
~ problem in the housing INrktt. Most mort·
gages could not be fully index-linked because wages
8fJ'eraDy lagged behind inflation. BCltTowers' monthly
payments were therefore linked to wages, which were
usually adjusted once a year, and their outstanding
mortgage balances were indexed to priets. The hous
ing finance system pw rapidly through the late 19605
and 19705. But when inflation once again reached the

IripJe-digit level in the 1980s, the system faced IeYert
liquidity prob1elns because liabilities and auets JOlt

much falter than wage-linked inc:oIIIt cash &OW. Moft
over, when prices aa:elerated, IIHt holders tended to
Iwitch theh' portfob from money-elenomlNted in·
atnunents to indexed instruments. This c:ruted Iha:p
liquidity prtIIUrtS for COINIIeR:ial banks and short·
emn financial markets, from which UII't holclenwtth
drew 1ftOUretS, as well as for housing finance interme
diaries, which had cIifficulty coping with 1IrF and
often temporary rtJOIDU in8ows.

The aovemment IQCCftCIed in f1Nncing mort of its
cIefidt with indexed bonds. In the 1980s, however, the
rtalltock of ineltxtd bonds incrtued-in part, because
most bonds carriIcI an exchange rate c:IaUJt and in feb
ruary 1983 theft wu a &harp rtaI cltvaluation, but also
because the public leCtor'. bonowing needs JOlt mark·
edly. Inflation aeetlcrated and the eltbt ItrVidng re
quirements on the indexed bonds adcltd significantly
to the public leCtOr borrowing requiNment. As part of
its 1986 Cruzado Plan, the govemznent JUJptnded
most forms of financia1 indexation, hoping to relieve
the "inflation-feedbac:k'! spiral that irldexation lttD'Ied
to be causing. When the Cnuado Plan failed and infla
tion revived toward the end of 1986, nomina1 interest
rates surged. The government foand itself in the same
position as in the Jnid·1960s. It again began to issue
index·linked bonds.

Box table '.8 Key fiDanciallnstnuDnats, le1ectH yean, 1965 to 1915
("mroalllgt at GDP)

lMI:ud

Nl1PIiNJe:uIJ
1,.,1I1y.

1_1Ifld 1UU.1Ifld IlIrII
Udl6ngt 1_1y lIVings -~

-.tt
Ys, Ml -.u- .uls 1lltlI1 M,mits ..... tlmds 1G1l11

1965 17.2 1.3 18.5 0.6 0.9 0.0 1.5
1970 14.6 U 0.3 18.3 :U '.4 O.B 8.0
1973 13.5 U 2.8 20.5 8.3 5.5 0.7 14.5
1979 9.3 2.1 3.0 1'.' 10.3 3.7 0.1 14.1
1985 :U 1.3 0.3 5.5 13.6 9.1 0.0 21.7

NeIIr: 1_wu an UIOINI0U5 yeu beca\IM a lilllil wu pUad on financial incIaaIion.
500<11%: For 1~79, GoklAnith 1916; for 1985....on-.1__ MIa.

1. ...

external debt and the uses of finance rec:orded in
the balance of payments accounts especially for
many Latin American countries in the early
1980s-point to massive capital flight. Capital out·
flows are not an exclusively Latin American phe
nomenon, of course. There have been capital out
flows from member countries of the West African
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Monetary Union, which have few restrictions on
ca~ transfers. Thailand, which also had rela
tively liberal policies toward capital movements,
experienced capital outflows when U.S. interest
rates inaeased stwply in the early 1980s; these
outflows stopped when domestic interest rates
were adjusted accordingly.
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distress by lowering interest rates. Lower deposit
rates, however, contributed to inflation and capital
Bight by encouraging holders of wealth to tum
away from domestic finandal assets toward goods
or foreign finandaI assets. The process of disin
termediation and the declining demand for domes
tic financial assets compounded banks' difficulties,
and the declining demand for money also ampli
fied the inflationary effects of excessive money cre
ation.

Financial distress may not be the principal cause
of inflation, but the complex interaction between
fiNndal weakness and maaoeconomic policy is
certainly important. Distress and inflation are mu
tually reinforcing. Measures to assist banks have
frequently added to inflation and thereby aggra
vated the distress they were meant to relieve.
Resolving the banks' portfolio problems and pre
venting their recurrence calls for a clearer under
standing of why so many firms are unable or un
willing to service their loans.

Fipre 5.2 CentraJ bank loues &DcIzww
domestic credit ill le1ected clevelopiDg
anmtries, 1980 to 1987
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Explanations of firms' financial difficulties can be
grouped under three headings: maaoeconomic
conditions, industrial and financial policy, and
debtor and aeditor behavior. The importance of
maaoeconomic factors is dearest for the countries
with large external debt burdens. The countries
with the most acute domestic financial distress
have generally been those with the most severe
foreign debt difficulties. The external shocks that
led to the international debt aisis and the policy
adjustments that came after it left many domestic
firms unprofitable and unable to service their
debts, domestic or foreign.

The maaoeconomic shocks of the early 1980s are
only a proximate cause of financial distress, how
ever. The financial and industrial policies pursued
by many countries during the 19605 and 19705 left
their financial systems weak and wlnerable to
change. Banks were often directed to provide sub
sidized aedit to firms in favored regions or sec
tors. In some countries firms in priority sectors
have been consistently unprofitable. In others they
were profitable only as long as they were pr0
tected; today such firms account for a large propor
tion of nonperforming loans.

In most cases maaoeconomic conditions, di
rected aedit programs, and interest rate controls
are the principal factors underlying the current dif
ficulties of firms and their creditors (as discussed in
Chapter 4). But they are not the only factors. Many

Roots of financial distress
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Box 5.3 How pod bmken become bad bmken

The quI1ity of manapment is an iIIlportant difference
between IOWld and UNCIW\d bInIu, n in IIlCIIt c0un

tries the better-manapd fiNncial iNdtutioN Nve
succeeded in remaining IOIwnt. Four types of miaINn
IIpDWftt CDINIlOnIy 0CII:U1' in the .tIIeftce of IIffec:tive
ftIUIation II'Id supe:! >'ilion.

• 11d111i&.1l~. Poor Iendina poticieI are
the IIIOIt COINIlOII form of technical IrIiIInarlapawn
and Ire 1IIU&Dy a c:oNeqUerlCe of dlfic:ient intemaJ c0n

trols. inadequate credit analysis. or po1itia1 preII1II'II. .
Poor lending policies often lead to a:essM risk con
centrltion, the result olll'llking a hi&h proparticm of
loans to a lingle borrower or to a sped&c npm or
industry. Banks IOIMtimes lend aceuiYeIy to related
companies or to their own manaprs. MiIIMtching a
Nts and liabilities in termI of c:mrencies. in__ 18teS.

or maturities is another COINNm fonn of teebnic:al mis
management.

• CDsmttic JJfismlrMgmwnt. A crosaroads for II'IIftIP'
ment is reached when a bank experiences Joues.
Strong supervision or • sood boIrd of dinc:torI would
ensure that the 10sIes are reported and touectiw DIU

sures taken. Without these. bc\kers may alpIf in
"eemnetic:" II'limwIagement and try to hide past and
ament Ioaes. There are many ways to do this. To
avoid alerting shareholders to the diffic'IIltia. bc\Jcers
often keep dividends constant despite poorer eaminp.
And to keep dividends up. bankers may retain I

srna1Ier share of income for provisions apinst lou.
thereby uai6c:ing capital adequacy. Ii a cIMdend bIr
get exceeds profits. bankers may ftICIrt to KCOUftting

s~veral d~oping countries that liberalized their
financ:ia1 S«tors.

The lack of d~ar l~al procedures for dealing
with insolvent banks has been another obstad~ to
prompt adion. In Arg~ntina. for exampl~, th~

Central Banking Act did not ~power the central
bank to take over banks. replace managers and
directors. or order owners to provide new capital.
As a result, intervention led to numerous lawsuits.

The difficulty of foreclosing on defaulting bor
rowers has caused losses for many banks. In some
countries wi11fuJ default is encouraged by the fact
that bankruptcy and foreclosure procedures are
slow and cumbersome. In Egypt, pakistan, Portu
gal. and Turk~. for example. loan recovery pr0
ceedings frequently drag on for Hveral years (He
Box 6.4 in Chapter 6). In others, wi1lfuI default has
a more political cause: borrowers in priority sectors
such as agriculture realize that governments are

awasures that InauIe Nt profits on paper. ften If
InCIft __ InUIt be paid .. a NSIIlt. By ftlCheduJinS
1oIDa. a buIbr CiII\ cIuIify bad loans .. sood n 10

ftCIid making proviIiaN. The capitIJlzation ofllllpaid
tnter.t niles profits by inc:ruIitlI appnnt income.
The I'IJ'ClItinI of incame CiII\ be _..ad n the n-
aII'dina of apenditure poItponed.

• Des,rrm ,.,.".,....,. When IaIMs are too to
be CDftCIIIIed by IlCt'OUIltirII pnmidcI. bakers y
.sopt man desperate ..tepa. the IIICISt CIlIIllIlIOft of
thftI include IendiJIg to risky projects at NsMr loan
ntes n specuIatina in ItoCk aM ruJ estate 1I\IlIbts.
Such strateps. howawr, irr¥aM peater risk n may
wtJIlud to further 1oIIes. The probJIm theft -=
one of cub &ow: it pts Mrder to pay cIMdends. CDftr

opentina COltS. and meet c1e~' withdrawal de
mands with the iIIcmne umed Oft the NInIining zood
UMtI. To avoid a liquidity aiIiI I baNt l1li)' offer hish
depamt I8teS to atlDCt new depoIits. but the tuper
COlt of funds eventually CIOIrIpOW\ds the problems.

• FnrwI. Fraudulent behavior IOD'll!tiDw c:auIeS the
inltiaJ Ioues. but once illiquidity appears inmtable.
fraud becomes cmnmon. M the end IpproIIChes. baNt
ers are Iempted to pant theI:IlMlws loans that they are
UII1iIceJy to repay. Another common fraud is the
"Mnging oWMrlhip" of compulies partly owned by
the bank or baker: If a CDIftPII\y iI pro&abJe. the
·bIInker will IIn'U\p to buy it from the bank at a low
price. and If the CIDIIlpan)' ilunprofitable, the banker
wmltll it to the bank at a hish price.

reluctant to let lmders foreclose. The default rate
among small fanners in Ghana and India. for ~
ample. has been particularly high.

In sum, poor prudmtill regulation and supervi
sion, together with inadequate l~al systems, let
lmders and borrowers in many countries behave
in ways that have added to banks' loues.

Leucmt of fiDancial nttnac:tariD&

As the 1980s proceeded, the distress of financial
institutions in some countries precipitated c:riJes
and 10 forced the authorities to tab action. As Box
5.1 indicates. intervention ranged from the dOling
of a few intermediaries with • IIN1l fraction of
total auets. as in Malaysia, to th~ dosing and re
placement of nearly every bank, as in Guinea.
During the next few years many more countries
espec:ia1ly those contemplating broader programs
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Box 5.4 The U.S. NviDp IIlclloan crisis: the leslOftI of moral hazard

I

i
I
t
t
t
i

More than 500 of the 3,(XIO Amp and loan -.ocia
tions In the United States were inIoJvent at the begin
nin& of 1989. The CIOIt to the Federal Savings and Loan
1J'IIUrInce Carporation (FSUC) of reIlInICturinB the
SlcL Industry through Jiqaidaticms, CON01idaticms.
and UIisted me:rprs was, as of early 1989. estiJnated to
be roughly S80 blDion In terms of present vahae. Be
cause its own auets were insufficient to awet the p0
tential obligations. fSUC hid been unable to cIoN or
otherwiN dispose of many inIoIvent Institutions. and
10 IosJ.making !*La were allowed to mnain in 0pera
tion. 1J'I arty 1989 the U.S. perrunent annouJICed its
intention to cover the PSUC IhortfaD throUJh a c0mbi
nation of sovenunent funding and hisher deposit in
surance premiwnJ to be paid by SleLa.

The difficulties of the S&L industry began in the late
1970s. SleLs had traditionally lent funds on twenty-to
thirty-yel: mortgages at fixed rates and funded them
selves with short-tmn deposits. Higher inflation rata
In the la~ 1910s and el:ly 1980s and the correspond·
Ingly higher Interest rates that SleLa had to pIly on
deposits sharply depressed amlngs.

The response of the U.S. Conpss and several state
legislatures was to authorize SleLa to tab on a wider
range of lending and borrowing. CeIlings on deposit
rateS Wert phased out. and the maximwn size of an
insured deposit went up from MO.OOO to 5100.000. Un
fortunately, lawmakers paid Ins attention to ItI'ength.
ening the system of pnldential regulation and supervi
sion. lnaeued lending and borrowing Powers pve
s&Ls new opportunities for loss u weD as profit. They
Wert required to risk little of their own capital; any
losses beyond thOle amounts would be absorbed by

PSUC. This saw them strons incentiYes to tab snater
risks, IInee they would enjoy aD the piN but suffer
only 101M of the Joues. 1J'I addition, deposit inIwance
pmNu1N were II'Yied at a Sat rate per doDar of ..
posit, 10 the pmniWIIItnICtUre did not dlIcourap risk
Uking. IIlIunMt experts and economists QIe the tenn
"1nOI'a1 hIzard" lID dltIcribe this Iituticm of diIlortecI
Inc:entives.

IJthouP only a minority of SlcLa fell prey lID moral
huard. they did 10 with pIlo. Their Ioues were c0m
pounded by chanps In the tax law that aNde lUI es
tIIte (In which IIIUlY of theM SlcLa had imeIled) a less
attnld:Ive Inwstment; by a IrIeft economic cIowntum
In oil.producins IIUS, pIrticuIariy Texas; by delays In
the imposition of rawdiaJ prudential repIations; by
delays In the dosuft of iNolvent SlcLa; and by an .c.
countinS system tNt UMd historical CDIt-baRd values
rather than current IrIII'bt values to determine incoIne
and 101vency.

Valuable (albeit COItiy) Ieuons haw been Ieamed
from this experience. Appropriate prudential NpIa
tion ImIJt 8CCOD\pany the econoaUc dereplation of
deposit.taklng iNtitutions that are expIic:itIy or implic·
itIy insured by the zovmunent. Adequate capital lev·
els, preferably related to risks undertaken. are vital.
Risk-related insurance pmniwns can help. Strong su
perYiIory and ewnination powers. enforced by weD
trainecI and weU.paid penonnel. are importUlt. Mar·
ket value accounting l)'Items aft indispensable.
Finally. ifan institution falters toward inJolvency. early
nplatory inlftwntion is necessary to prevent IDIaD
problems from n:pIodins Into COItiy horrors.

of structural reform-will face difficult choices con
cerning the restructuring of their domestic finan
cial institutions and the reshaping of their financial
systems. Even some countries that have already
taken steps may find further intervention neces
sary because many institutions still in operation
are insolvent.

Restructuring a financial system is both a chal
lenge and an opportunity. Not aD institutions are
worth recapitalizing; lOme need to be closed or
merged with healthier ones. Restructuring lives
countries a chance to build financ:ial systems that
can better provide the services their changing
economies need.

RJzti07llllt for int~tion

During the 1980s more than twenty-five d~elop

ing countries have undertaken extensive reorgani.
78

mons of their financial institutions. In most cases
financial crises had occurred or were iJruninent.
and governments could not stand uide. Other
countries, such u Pakistan and Sri Lanka. have
not experienced aises but have nonetheless taken
steps to strengthen their financial systems. Several
of the centrally planned economies ha:ve decided
to reorsanize their financial systems to make them
more efficient and competitive. Many govern·
ments. however, have been reluctant to take

. action. and their delay has led to continued losses
at~ institutional l~el and slower recovery at the
maaoeconomic~.

The authorities in some countries may.be un
aware of the seriousness of the situation, liiace a
bW's poor health is not always apparent from its
audited financial statements. Even when govern
ments understand the problem, they are often un·
willing to act. Some may hope that intervention
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will not be nec:esary because defaulting borrowers
will start to repay or becauae banks will make ade
quate provisions for their bad loans. But,· as Box
5.5 argues. the likelihood of spontaneous recovery
is low. Other considerations-the budgetary costs
of restructuring, issues of fairness in allocating the
losses, the embarrassment of bad loans made to
public enterprises or political allies, or fear of bank
runs-also lead governments to ignore the prob
lem as long as they can.

If there is no aisis, should governments inter
vene merely to relieve financial distress? One rea-'
son most may have to is that earlier interventions
have made a market IOlution unlikely. By provid-

ing impUdt or expUdt deposit guarantees and by
regularly granting usistance to troubled banks
md firms, governments have supprened the mar
ket forces that otherwise would have eliminated or
reorganized unprofitable firms and allocated the
usoc:iated loues. Until govmunents take the fur
ther .tep of performing the Il'W'ket's loss
aDocating function, losses wiD continue. As losses
mount, 10 do tM costs of supporting the loss
making institutions. The continuing costs of peri
odic support will eventually outweigh the one
time cost of restructuring.

Governments can either take the next step, by
performing the market's losHllocating function,
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A "wait and III" approach is likely to prove costly.
To recapitalize themlelves. banks with larp louis
(losses pater than their capital) must increase urn
inp IUbstantiaJly. U efforts to increase ..mngs lead
bankers to engage in overly riIky behayior, however.
ftIW louis will make spontaneous recovery even less
feuible.

lox fipft 5.5 LndiIlI marpns Deeded to NCOftr

ill fin yean &om Fft1IlewlJ of 1011

Box '.5 Can banks "muddle through"?

Governments have often refrained from intervening in
the flnanc:iaJ sector in the hope that ailing banks will
recover spontaneously. Rather than obUging the banks
to make provisions for their losses (which might force
thew with losses larger than capital into bankruptcy).
many governments have permitted them to operate
with impaired capital positions. For banks to ncover
unaided. at Aeast one of two things must happen:
enough defaulting borrowers must resume MrViclng
their debts or banks must urn enough to restore capi
tal adequacy.

Simply waiting for economic upNm is risky. 1rI the
meantime. only banks whew mNining good usets
can generate more than enough income to cover costs
will be able to bepn recapitalizing themselves. In re
cent years the earnings of D'WIy large U.S. banks. for
example. have been sufficient to enable them to make
substantial provisions against nonperform.lng interna
tional loans. The larger. banlc.·s nonperfonniftg loans.
however. the smaller its income and the lonpl'it wUl
need to recapitalize itseU. If a banlc. is losing money.
spontaneous recovery is impossible.

To increase income. banks may increase the .pread
betwHn deposit and loan ntIS. Box figure 5.5 shows
the spread necessary for a "typical" banlc. (as defined
in the note to the figure) to recapitalize itleU through
retained earnings over • period of five yean. A bank
with initial losses equaling 20 percent of UMts. for ex
ample, would nHd a spread of '7.1 percent to recapital
ize itllU in five years. 1rI practice. com~tion will limit .
the amount by which spreads can be en1arBed. Banks
that set lending rates too high or deposit rates too low
l'Ventually lose business to com~tors.SimiIIrly. gov
ernment efforts to assist the entire financial sector by
mandating larger .preads are likely to aggravate banks'
difficulties: too large a gap betwHn deposit and loan
rates causes lenders and borTowers alike to seek
cheaper intermediation.
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or take a step in the other direction, by withdraw
ing deposit guarantees and ending financYl assis
tance to unprofitable intermediaries, 10 that the
problems have to be resolved by the private sector.
Once losses have become substantial, a market
Unposed solution is likely to be costlier than gov
ernment action because it could lead to bank runs
and the loss of foreign aedit lines. Events in Az
gentina, Chile, Colombia, Thailand, and Tmkey n
lustrate the ctifficulty. After initially allowing aedi
tors of failed institutions to lose money, the
authorities in each country were forced to extend
assistance to prevent widespread bank runs.
Prompt government action is thus the less costly
route, in terms of both the economic costs of con
tinued resource misaIlocation and the aa:wnulated
financial losses that the government is likely to end
up bearing.

Aspects uf inttrmztion

The central aim of intervention to relieve financ:ia1
distress has not been to protect the interests of
bank managers or bank owners or even to preserve
particular banks u institutions but rather to keep
the financ:ial system u a whole in operation. Reha
bilitating insolvent financial institutions has been
the first step in that process. Most governments
chose to close only small banks; larger ones, partic
ularly those that were critical elements of the finan
cial system, were merged or recapitalized.

Intervention has consisted of aaoss-the-board
relief, case-by-ease restructuring, or a combination
of the two. Case-by-ease restructuring requires
manpower, skill, and time, u the authorities must
make management-level decisions conceming the
fate of individual institutions. If, in addition, the
costs of information and of bargaining with aedi
tors are high, an aaoss-the-board approach may
look attractive. It seems futer, and it may be politi
cally more palatable because it is less obvious who
pins and who loses.

One aeross-the-board solution is to generate in
flation deliberately to reduce real debt burdms.
This happened in Azgentina between 1981 and
1983. Another is for the authorities to absorb the
banks' foreign exchange losses, u in Costa Rica,
the Dominican Republic, Ecuador, and Yugosbivia.
Aeross-the-board intervention, however, has usu
ally proved wuteful. Since financial distress has
seldom been evenly distributed among lenders or
borrowers, much of the relief has gone to firms
and intermediaries that did not need it. More im
portant, troubled borrowers and banks usuaDy
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need restruc:turing, not just financial usistance.
Restructuring is feasible only u part of a cue-by
case approach.

INFOIMATION nows. Most countries have dis
covered that the information needed to judge the
intermediaries' financial condition is either un
available or unreliable. In only a few developing
countries is bank supervision sophisticated
enough to indicate the quality of an institution's
earnings and portfolios. Even banks' audited state
ments are often misleading: interest is KCNed
whether it is received or not, noraperfomling loans
are roDed over, and neW loans are provided to
cover unpaid interest. Even banks with very~
performing loans may report profits and pay taxes
and dividends. One luge state-owned bank in
Latin America, for example, showed positive earn
ings for 1987, but three months after publishing its
accounts its managers admitted that 60 percent of
all loans were nonperfomLing. Insolvent, iJIiquid,
and unprofitable, the bank lost approximately $100
mDlion during 1981 alone.

Despite the poor quality of financ:ia1statements,
in countries with Ierious financial distress there
were usually warning signals. Some institutions
offered deposit rates higher than thole offered by
other intermediaries, align that they were short of
cash. At the macroeconomic level, real interest
rates weD above the average return on investment
suggested that many firms were short of funds and
were borrowing to remain in business. In some
countries the failure of smaIler institutions such as
finance companies and new banks provided fur
ther evidence of widespread distress. Normally,
governments tax banks through various mecha
nisms, induding reserve requirements. Where
loan portfolios deteriorated, however, the authori
ties were forced to cut the rate of tuition. As the
amount of assistance to troubled banks increased,
central bank profits declined, and lOIne central
banks even sustained luge losses.

In short, acute distress has generated Iigna1s
ranging &om high real interest rates, widening in
terest rate spreads, a decline in the ability of banks
to satisfy reserve requirements, and complaints
&om established borrowers about the ICIJ'C:ity of
credit to the more obvious sign of failmes among
smaller intermediaries. Even if I central bank lacks
the precise information that a good system of su
pervision would provide, it can hardly be unaware
of widespread distress.

Better information about banks' portfolios gives
the authorities I clearer idea of the intervention
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that may be necessary. The authorities in HYera1
countries, amons them Bolivia and Ghana, COUl

missioned external auditors to conduct indepen
dent audits of domestic banks. But lack of precise
information is not a reason to refrain &om taking
action. The government of the Philippines relied
upon the management of the two larpst banks
(the Development Bank of the Philippines and the
Philippine National Bank, which are publicly
ownec:l and together hold about half of the banking
system's assets) to identify nonperfonning uaets.
It then assumed responsibility for aU nonperform
ing loans above • tertIin value, lions with a cor
responding amount of liabilities.

At the heart of any review of. bank's financial
condition is the issue of acaual of unpaid interest
and the j:lrovisioning of lOans. Because loan roD
overs and interest capitalization have been COUl

mon, the quality of loan portfolios can be judged
only if loans are classified by the probability of
their being serviced rather than limply by whether
they are curTent or in arrears. In practice, .djusting
for accrued but unpaid interest has been the single
wgest correction to banks' accounts following in
tervention. This underlines the importance of forc
ing banks to stop acauing inmest and to make
provisions for bad loans IS lOOn IS debt service is
interrupted.

ALLOCAnNC LOSSES. Once governments inter
vened, they had to decide how to allocate losses in
excess of capital and provisiOns. Regardless of for
ma! obligation, most governments protected de
positors against loss to .void bank runs. Foreign
creditors were also protected. even where they
had lent to domestic banks without the benefit of
government guarantees, IS in Chile. Taxpayers
had to absorb the losses instead.

Most governments have decided that the private
owners of insolvent institutions should be re
placed or at least have their ownership diluted.
The techniques for doing this vary. In the United
States the courts appoint the deposit insurance
agency as receiver, and that agency arranges for
the sale of institutionS. In Colombia and Spain the
law allows the government to write off the value of
shares and to issue n~ shares to other than·
former shareholders. In Thailand existing share
holders were allowed to keep their shares, but the
issuance of many new shares greatly reduced their
value. Alter restructuring insolvent banks, the
Chilean government provided cheap credit and
generous tax incentives to those willing to buy
shares in the two biggest banks.

Most governments have decided to replace man
agement IS well, in the hope that new managers,
distancecl from the mistakes of the past, will be
able to make the changes necessary to restore the
banks to profitability. In addition to loan foreclo
sure and recapitalization, measures to lower oper
ating costs and improve profitability were
needed-for example, closing branches and reduc
ing staffing levels, establishing new interest nte
Itl'uctures, and eliminating lou-making ldivities.
The Development Bank of the Philippines cut its
stiff by 50 percent, dosed thirteen of its seventy
branches, and plans to privatize aU but thirteen of
its remaining branches. In Guinea the number of
people employed in the financ:ia1 leCtOr fell from
2.350 to 530, and lending to the public sector (in
dueling ItIte-owned enterprises) has virtually
ceased.

Failure to hold bank owners and managers re
sponsible for past problems may encourage exces
sive risk taking in the future and thereby cause
further financial instability. In large markets such
IS the United States, finding new owners and
managers willing to take over weak institutions is
usually straightforward, but in smaller markets
there may be few potential buyers and few man
agers with the necessary expertise. Moreover, ar
ranging the transfer to new management may take
some time. So governments have sometimes
found themselves responsible for the institutions
in which they intervened. Both the Spanish and
Chilean goverrunents, for example, became the
owners and operaton of several restructured
banks until suitable buyers were found.

CosT CONSIDDAnONS. At the time of interven
tion the economic costs of financ:ia] clist:ress have
already been incurred in the form of poor paSt in
vestments and slower growth in outp\lt. Restruc
turing has no economic cost. On the contrary, it
brings an economic gain in that the economy may
once again enjoy the benefits of • well-functioning
financ:ia] system. The budgetary cost of restruc
turing consists of the government's cuh outlays,
which 1ft a transfer from taxpayers to the creditors
of insolvent banks.

This cx»st has depended on the extent to which
the banks' losses exceeded their capital. In the
United States, for example, the e'-J'eded cost of
dealing with the remaining insolvent S&Ls is
equivalent to .pproximately 2 percent of GNP, and
in Spain the estimated losses of banks were equiv
alent to 16.8 percent of GNP. In some developing
countries banks' losses u • percentage of GNP
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have been "en larger. The cost of paying off de
positors has been one reason most governments
have chosen to close small banks and rehabilitate
the bigger on,s.

To make insolvent intermediaries solvent again.
governments took over bad assets. In some cases
they acquired bank liabilities at the same time; in
others th~ replaced the bad assets with good
ones. The authorities in the Philippines chose the
first approach; they drastically shrank the balance
sheets of the two largest banks by usuming 76
percent of their assets and a c:onesponding share
of their liabilities. The second solution was more
common. however; governments bought bad as
sets in exchange for long-term government securi
ties. and the interest on the securities was then
used by banks to pay interest on deposits. This
method was used. for example. in Chile. Buying
the bad assets for cash would have been too large a
fiscal outlay and might have added to inBation by
expanding the money supply.

Over time. restructuring costs are bearable. even
for a country in which the bad assets acquired by
the authorities amount to as much as 20 percent of
GNP. In such a case. if the real interest rate paid on
government bonds is 5 percent. the' annual real
cost to taxpayers wiD be 1 percent of GNP. And
that figure may exaggerate the additional cost to
the taxpayer. In most cases the government has
already been paying some form of subsidy to help
banks cover their losses. Furthermore. it may be
able to realize something on the nonperforming
assets.

Once the authorities have acquired the bad as
sets. they must decide what to do with them. A
mechanism is needed to pursue bad debtors and
dispose of physical assets taken over in foreclosure
proceedings. Central banks have generally proved
ineffective at recovery and liquidation. One possi
bility is to commission the banks that made the
original loans to handle them on behalf of the cen
tral bank. but this has worked only when the
banks were under new management and freed
from the obligations of previous relationships. An
other course. followed by the Philippines. is to es
tablish an independent recovery agency with its
own funding and staff.

Over the longer run, many countries have de
cided that their central banks should not be re
sponsible for intervening in banks. ordering recap
italization. changing management and directors.
or handling the disposition of nonperforming
loans and the liquidation or merger of insolvent
banks. Some countries have set up spec:i.aJized in-
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ltitutions to handle these tuks. In the United
States th~ are carried out by the deposit insurance
agencies. which collect premiums to cover the
losses of insolvent intermediaries. In keeping with
their obligation to cover those losses. the insurance
agencies have the power to inspect insured banks.
The advantage of an insurance arrangement is
that, in principle. it shifts the cost of monitoring
intermediaries and covering their losses &om the
government to the financial system and codifies
the procedure for dealing with troubled institu
.tions. This is likely to produce quicker action than
the ad hoc approKh of most developing countries.

RESDUC1tJIINC JOIlItOWDS. The portfolio pro~

Iems of financial institutions reflect the difficulties
of their clients. If loss-making firms are not restruc
tured, the newly recapitalized banks that lend to
them wiD ~entually become insolvent again. Re
structuring indebted borrowers is harder than re
structuring financiaJ institutions. Bank restruc
turing may involve dosing branches and laying off
personnel. but it mostly entails rewriting paper
claims. Restructuring companies raises the same
difficu)t issues of management, ownership. and
fairness that have to be addressed in the case of
banks. but it also calls for decisions about the
viability of firms, the restructuring of physical
assets. and the disposition of large numbers of
employees.

Because recapitalized banks are in a new posi
tion of strength with regard to their former clients.
they can refuse to lend mo~ to those they think
nonviable. Thus, in principle, restructured finan·
cial institutions have an important role to play in
the restructuring of loss-making firms. But if the
private lector's restructuring skills are und"el
oped, if the borrowers in need of restructuring are
large. or if the legal system is weak. governments
may have to playa more active role. perhaps with
the help of outside experts. Box 5.6 provides an
example of the complexities that can be involved in
restructuring a large, overindebted finn.

Reftmning tht jinImciIIl system

The present frailty of fi.nanc:iaJ institutions in many
d~elopingcountries is the visible expression of a
complex set of problems. Financial distress in
many cases was precipitated by the maaoeco
nomic shocks of the 19805, but its roots lie in the
development strategies followed since the 1960s.
Banks in many countries were directed to provide
subsidized credit to priority sectors and public en-
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Box 5.6 RestructariDg a Juse COIporation: a MexiCUl example

The VaJores lndUltrilJes S.A. (VISA) poup, an inte
gnted beverage and consumer pels eonglomerate
with more than 40,000 employees. is one of Mexico's
Iarpst industrial concerns. During the late 1970s VISA
borrowed heavily to fil'Iance ambitious apmIion and
cIiversificatio plans. but by lCJ8i it could no Ionpr
ItrVic:e its debt. Uke other Mnicancompanies that had
borrowed abroad. VISA wu hurt by devIJuation. high
interest rates, and the recession that bepn in 1982. M ,
debt MM:e began to consume IIlOIt 01 its IeYeftIy de
pressed cash flow, inwstment pIaN had to be paM
poned and bIISk DIlIintenance expenditure reduced to.
minimum. The consequent decline in efficierq' and
productivity made matters worM, and in arty 1917
VISA enpp:l tM lntemationaJ Finance Carporation
(IFC) to help it formulate I restructuring propouI that
would ftStore the conglomerate's YiIbility and reduce
its 51.1 bWion debt to llUItainable level.

Eighteen months of negotiations among tM existing
shareholdm and cred.itors. Mexican goyenunent asm
des. and new investors and c:reditors produced I COlI\

plex restruenu1ng agreement. VISA wu to IMrp two
large compani&-fully integrating their manufacturing
facilities-redeploy lOme of its other installations. and
reorganize its administration. In adclition, Itven1 non
core businesses would be sold.

VISA offered its creditors I VIriety of optioN. inc1ud
ing debt buybacks at a discount. debt-for-debt ..aps

terprises and often were not permitted to foreclose
on defaulting borrowers; occasiorWly the process
was more political than developmental, with loans
being made to friends of the government. Many
loans went to industries in which countries had no
comparative advantage and which were profitable
only as long as they were protected. By the 1980s
many firms became unable to servic:e their debts.
This is not to suggest that all directed loans were
mistakes; many were successful. Finandal institu
tions are highly leveraged. however, and 10 can be
bankrupted if even a small fraction of their loans
go bad. The inadequacy of prudential regulation
and supervision meant that most institutions were
not made to take adequate provisions or write oH
bad loans, and their books gradually became a cat
alogue of past rn.istakes.

Problems at the microec:onomic level were exac
erbated by macroeconomic policy in many c0un

tries. Interest rate ceilings hindered the growth of
financial systems and encouraged capital Sight.

(inducting exchanp of VISA debt far IOVeftip debt).
ad debt-to-equity eonftl'lions. The m:ay 01 options
... it euiI'l' for VISA to IIlftt the needs 01 its Iixty
awn c:recIiton, who held YIlr)'iftS... 01 VISA's fu.
tart prafitability, had~t liquidity preferences.
ad t.ced diffenmt KIt'OUnI:inI and loa proviIion Ie

.... Cnditors wtft mo~ to tnde cIaiIns
CIlOIII themMIves. Some c:recIiton choIe to nc:eiYe
cash far their cIaiIns. at I substIIndaI diIcount from face
..me. OtherI.-c:heduled S153 a'IiIJion at fIoatinS mar
at ntes and S7S IIliUion at lower fbced ntes and mo
nceiYed an equity stake in the restnICtUI'ed CDlftpany.

To finance its nstrueturUII and debt nducticm pro-
, pun. VISA NiIed mt miDion in cash from new and

exiIt:inI shareholders and inwItorI. Of this. 5135 mil
lion came from new Jona-tmrIIoans, S36 miDion from
bond sales to the Mnican public, and S5 a'IiIJion from
public shift oflerinp in the Mexico City Stock Ex
chan.; the lilt of usets (induding autoDlOtiw parts
firms and hoeeIs) brought Sle1S a'IiIJion, and • foreisn
institutional investor bought. ISO IniIIkm equity'stake.

The nstrueturiJII nstored VISA's competitiveness
and reduced its debt from 51.1 biDion to SO.4 billion.
JuvinI it I viable ccmc.wm. The IIUCICeII of its neaotiated
debt reduction pI'OFIIII wu buId on the sharins of
Ioues between lendm and shareholders. Many more
firms in ckwIoping countries will have to 10 throush
similarnorpniutionI to bIcome viable.

Overly expansionary fiscal policies led govern
ments to borrow heavily at home and abroac!. Fi
nancial distress has been most serious in countries
with large external debts. Domestic borrowing in
thole same countries crowded out private HCtor
borrowing and produced inflation. In countries
with greater macroeconomic stability, financ:ial dis
tress tends to be chronic rather than acute.

Economic recovery requires the restructuring of
financ:ial intermediaries and insolvent firms. It also
requires a policy environment in whkh finance can
become less a tool for implementing intervention
ist development strategies and more a voluntary
market process for mobilizing and allocating re
sources. The success of that transition depends
partly on inaeasing lenders' con6denc:e that fu
ture financ:iaJ contracts wiD be honored, which in
tum calls for an improvement in the ability of
lenders to assess risk and to enforce contracts. This
is the subject of the next chapter.
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Industrial countries introduced far more com
plex bankruptcy statutes during the nineteenth
century to deal with a larger number of different
creditors. And in the twentieth century, with the
emergence of large corporations, reorganization
rather than liquidation became an important objec
tive of bankruptcy statutes-first in the United
States and more recently in other countries as well.

Apart from these ultimate remedies, creditors
have traditionally made extensive use of c:ollateral
(mortgages, floating charges, liens, and so forth)
and personal guarantees to reduce the probability
and cost of default. Consequently, annual loan
losses of commercial banks in industrial countries
have typically been less than 1 percent ofoutstand
ing balances (which has helped to keep total inter
mediation costs at less than 4 percent). Nonper
forming loans in many developing countries are
now 20 percent of total loans and in some cases
more. Profitable lending becomes almost impos
sible at these default rates, because few invest
ments will yield returns high enough to cover the
interest that must be charged (see Box 5.5 in Chap
ter 5). Only optimistic speculators or borrowers
who intend to defraud the lender would be willing
to borTOW large sums at real rates of interest in
excess of 10 or 15 percent.

The ultimate security of the lender is the com
mercial success of the borrower. This should be the
primary basis for the decision to lend. But it is
often difficult for lenders to assess the probability
that a project will succeed. People who write elo
quent loan and project proposals are not necessar
ily good managers or entrepreneurs, and vice
versa. Bankers have thus traditionally been very
conservative in their lending decisions and have
relied largely on the track record of loan appli
cants. This inevitably meant that people with su~
stantial wealth could borrow more than others.
Since wealth can be acquired by inheritance as well
as by entrepreneurial gifts, the governments of
many' developing countries viewed lending on the
security of personal property as in conflict with
their development objectives. For example, the
Tandon study group appointed by the Reserve
Bank of India pointed out in the early 19705 that
"nationaliz.ation of the major commercial banks
. . . called for a new policy with respect to deposit
mobilization ... and equitable disbursal of aedit.
The banking system was asked to adopt a new
approach as a aedit agency, based on develop
ment and potential rather than on security only, to
assist the weaker sections of society . • . the
security-oriented system tended to favor borrow-

ers with strong financial resources, irrespective of
their economic function" (Banking Laws Commit
tee 1978, p. m. This approach overlooks the fact
that aedit decisions are rarely the best way to deal
with social inequities.

Developiq the lepl fcnuuIatiODI

The development of dear legal rules concerning
the economic rights and obligations of different
agents should go hand in hand with economic and
financial development. In rural societies local sanc
tions have played an important part in limiting dis
honesty by contracting parties (see Chapter 8), but
urbanization has made local sanctions less eHee
tive. More complex rules and regulations are re
quired to govem the impersonal ftlations of mod
em commercial life. And the emergence of large
corporations has called for a continuously evolving
set of rules to resolve the shifting conflicts of inter
est among shareholders, managers, bondholders,
employees, and consumers.

Most developing countries have legal systems
that were impOsed during colonial rule. These
were often at odds with local custom. Indonesia's
sophisticated system of customary wt law uses
legal concepts (for example, with respect to land
tenure) that are quite different from those in the
civil and commercial codes imported by the Dutch.
Under the Dutch, adat law applied to Indonesians
and Dutch law to Europeans and modem institu
tions such as companies and banks (since adat law
does not cover loan contracts or similar transac
tions). These parallel systems are still in use today.
Inevitably, they cause conflict and uncertainty, and
weak judicial administration has compounded the
problems. As a result the legal system has a dimin
ished role in the settlement of disputes. Even in
countries with only one legal system, the difficul
ties can be severe. A report of the Indian Banking
Laws Committee (1978, p. 76) observed that "the
present chaotic state of our aedit-security law,
particularly of our personal property security Jaw,
is primarily due to the application of archaic princi
ples and concepts of Common Law developed a
century ago."

In contrast to other developing countries, Korea
and Thailand have imported and adapted foreign
legal systems on their own initiative. Korea en
acted new codes based on German law in 1958 and
1962 (see Box 6.1). Thailand adopted a dvil and
commercial code based on the French and German
cOdes in 1923. Japan had done the same in 1898
and 1899. In all three cases local customs and polit-
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ical conditions when the new codes were intro
duced were quite different from those prevailing in
the countries whose legal systems were used as
models. But the need to furnish their economies
with a legal infrastructure that would facilitate ex
change and financial intermediation was pressing.
All three governments adapted the foreign codes
to local customs (particularly with respect to family
law) and to economic circumstances.

In some countries inherited legal systems have
not been updated to m~t the changing needs of
the economy. In addition. commercia1laws may be
weakly enforced because of cumbersome pr0ce
dures or because inadequate resources are devoted
to the task. But just as too few rules can create
uncertainty. so can too many~specially if they
keep changing.

To make their legal systems more effective. gov
ernments need to provide for acceptable collateral

•
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Box 6.1 Civil and commerdaI law
in Korea

Korea is one of the few countries that have intro
duc:ed a comprehensive Western system of law on
their own initiative. Like China. Korea wu tradi
tionally a Confucian IOdety in which relations
were lItn1CtW"ed not ac:cording to law but .cxord
ing to ideu of familia] hierarchy. with the king or
emperor at the top. After a period under Japanese
domination (and Japanese civlllaw). the newly
independent Republic of Korea Nt out to devise
an entirely new legal &amework. New civil and
commere:ial codes were enacted in 1958 and 1962.
Both were modeled largely on the German civll
and commerda1 codes but contained lignificant
changes to tef)ect Ioc:al customs and traditions.
putic:uJarly with regard to family law and succes
lion. The Korean codes introduc:ed some interest
ing innovations. For example. Korean law permits
the use of mortgages on real property to Ham

future advances under a line of credit-a useful
device that is not uSl.la1ly allowed by civil law.

Uke most other dvil codes, modern Korean law
distinguishes between ordinary people and mer
chants; the commerdal code applies only to the
latter. Contractual obligations are more clearly de
fined than in most other developing countries.
and enforcement is swift. Reorganization and
bankruptcy are modeled on the U.S. bankruptcy
code. which emphasizes the rehabilitation of a
corporate debtor rather than the distribution of its
assets to creditors.

(an issue dosely related to the usignment and
transferability of property rights). to rationalize
company legislation (apec:ially with regard to dis
dosure of information and bankruptcy and ftOr
ganization proceedings), and to strengthen lawen
forcement. Contract performance can be improved
by making breach of contract more costly. Provi
sion of security. such as pledged or mortgaged as
sets and third-patty guarantees, is one approach.
Lenders can ensure tepayment in other ways too:
by attaching covenants to the loan contract, by ap
pointing a representative to the board of directors.
through contingent ownership of assets (by means
of convertible debt securities. for example), and by
dosely monitoring the borrower.

Prapmy rights tmd CD1JIltnal

The legal recognition of property rights-that is.
rights of exdusive use and control over particular
resources-gives owners incentives to use re
sources efficiently. Without the right to exdude
others from their land. farmers do not have an
incentive to plow. sow, weed. and harvest. With
out land tenure. they have no incentive to invest in
irrigation or other improvements that would repay
the investment over time. Efficiency can be further
served by making property rights transferable. A
farmer might then sell his land to a more produc
tive farmer and take up another occupation for
which he is better suited. Together. these rights to
use. benefit from. and freely dispose of an uset
constitute ownership.

China's rural economic reforms consisted mainly
of restoring land tenure to households. Farmers in
China do not own their land. but tenure is now
fairly long term; it amounts to the leasehold con
cept of common law. Farmers can use this lease
hold as collateral. The success of the reforms dra
matically illustrates the benefits that can spring
from changes in an economy's legal infrastructure.

Property rights ere not usually absolute. The
state claims a share of the benefits from the use of
resources in taxes-to pay for, among other things.
the protection of property rights from external and
internal threats. Societies recognize many other re
strictions on property rights for the common good.
induding the right of eminent domain to build
roads. harbors. power lines. and other infrastruc
ture. Property rights may also be limited in time
for example. through leasehold of land rather than
absolute ownership or (less directly) through in
heritance taxes applied to a broad range of assets.

Changes in the value of resources as a result of
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economic development may require an expansion
and redefinition of property rights from time to
time, especiaDy since conflicts between rights over
different resources cannot be fully avoided. As re
sources become scarcer and more valuable, prop
erty rights become more important. Gradually,
they have been extended to formerly "free" goods
such as pastures, water, coastal fishing zones,
broadcast frequencies, geostationary satellite or
bits, technical inventions, and other intellectual
property. Property rights are becoming universal.

MORfCACES. The assignment and transferability
of property rights promote economic efficiency di
rectly by aeating new incentives, but also indi
rectly by making financial intermediation possible.
They do this by allowing borrowers to cHer secu
rity in the form of mortgages over real estate or
other collateral. Some assets are better collateral
than others. Immobile, general purpose assets,
such as real estate, have very desirable properties:
they cannot be easily misappropriated, and they
can be quickly resold for an amount dose to the
purchase price. A copper smelter, in contrast, re
tains its value only if it can compete with other
plants and the price of copper does not fall. Exten
sive debt financing of copper smelters is therefore
risky.

When taking collateral, the lender is mainly in
terested in the efficient transfer of property rights,

because the security is invoked only in the case of
default and may deteriorate or disappear if too
much time elapses before he can take possession.
Mortgages over land ,nd other real estate are
therefore one of the best forms of collateral. In
most countries real estate accounts for between
half and three-quarters of national wealth. If own
ership is widely dispersed, tenure is secure, and
title transfer is easy, real estate can be good collat
eral for nearly any type of lending (see Box 6.2).
Unfortunately, these conditions are not always
met in developing countries. LInd distribution is
often skewed, tenure (if any) insecure, and title
transfer cumbersome. One key to a smoothly func
tioning system of land tenure is land registers sup
ported by cadastral surveys. In many developing
countries these are still woefully inadequate or
missing altogether.

Often, a loan secured with real estate will finance
not the acquisition of real estate but something en
tirely different, perhaps a new entTepreneurial
venture. The risk for the lender remains low be
cause the borrower is bearing the entrepreneurial
risk. But if the entrepreneur has no suitable collat-

. eral, the risks to the lender inaease dramatically.
The lender will then need far more information
and perhaps a share in the proceeds if the venture
proves a success. Venture capital, equity participa
tion (with or without parallel loans), debt securi
ties convertible into equity, and profit sharing ac-

Box 6.2 Financial and economic effects of land tenure in Thailand

Thailand has • relltively efficient system of land ten
ure, title transfer. and use of collateral. In 1901 the gov
emDIent introduced the Torrens system in which land
titles lift based on cadutral land surveys and regis
tered with central land record offices. The UIt of land
as coUateral ina'eased significantly, but land registra
tion was concentrated in the more heavily populated
arels. In the early 1960s half of the land are. of Thai
land was designated .5 national forest reserve, includ
ing land that was alre.dy being fanned. Most fanners
in the forest reserve have no transfer.ble titIt to their
land, but the government has enforced the forest re
serve policy flexibly and has not evicted fanners.
About one-fifth of the farmed land does not have se
cure and transferable title.

Although uncertainty about continued possession
does not seem to worry untitled fanners, IacIc of titled
ownership affects their .ccess to institutional credit.
Untitled fanners cannot provide collateral and lift Jim-

tied to borTowing on the basis of personal or group
parlntees or from moneylenders. (Moneylenders
charge interest rates of ~50 percent, compared with
about 15 percent for loans from finandal institutions.)
In I IID\plt study of matched groups of titled and unti
tled fanners, titled fanners were able to borTow on IV

erage three times mCft per .cre of land. Secure land
title not only affected the Ibility to obtain mortgage
aedit (which accounted for half of all credit 1D\0ng
titItd fumen) but also doubled access to unsecured
credit.

Thanks to easier access to credit, titled fanners made
IipIificantIy mort land improvements and used signifi
cantly mort machinery and other inputs. As I result
they enjoyed 12-20 percent higher fum revenues and
12-27 percent higher productivity than untitled
farmers in IimiIar regions. The government has re
cently taken steps to improve land tenure for untitled
fanners.
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Box 6.3 Islamic 1:wIldDg

Severallslamk: countries haw recently introduced
banking on 1sIamic principles. They include Iran.
MAlaysia. PUistan. ud Saudi Arabia. II1amic:
prindples permit profit but do not .now fixed in
terest on deposits or loans. Newrtheless, II1amic:
banking can be made to work quite well ud~
vides IJ'l interesting contrut to CODUMrC:iIl bank
Ing pnctices elsewhere. In countries such as Paki
stan the introduction of Islamic banking hal
improvecl the functioning of the flnanciaI system
in lOme respects-for example. by malcing returns
to financial inltrwnents more 1NJ'ket-driven.

1sIamicbanks offer savers risky open-ended mu
tual fund certificates instead of fixed-interest de
posits. (This is not unlike cooperative banks ud
mutuals in the West. where deposits earn variable
interest IJ'ld double as equity.) I>ifficWties arise on
the lending side. Arrangements to share profits
ud losses lead to considerable problelns of znoni·
toMg ud control. espec:ially in lending to small
businesses. In practice. profit sharing under
mllwrWh agreements is often based on prior es
timates of profit. Another way to avoid explicit
interest charges is to combine commen:ia1 ud fi
nancial contracts-for example. through hire
purchase arrangements or advance purdwe by
banks of inputs which are then resold at a
markup.

Another difficulty has been to devise suitable
government securities. A rather hDeral interpreta
tion of Islamic principles would permit discounted
securities. Other possibilities include linking re
turns to nominal GDP growth or to the mum on
certain revenue-eaming public projects.

cording to Islamic principles (see Box 6.3) are all
examples of such arrangements.

In some countries other assets can serve as col
lateral. Inventories and other movable goods are
inherently poor collateral because they have com
paratively little value, are destructible, and can be
sold privately and informally. They are difficult to
use as collateral when left in the possession of the
borrower. A partial solution is to make some goods
legally "immovable" by creating special title regis
ters. This is feasible only for a few large Uld high
value movables, such as ships, aircraft, motor ve
hicles. or industrial machines. Another solution is
to store commodities of a standardized quality in
certified warehouses and issue warrants. Rice
warehouse warrants have been used in Japan for

B8

several centuries. The spread of such facilities in
vmious countries has inaeased the use of invento
ries as collateral.

For goods in transit, the bill of lading can serve
as 1eCUrity. Documentary export-import credit is
Ul important application of this sort of collateral.
Korea Uld some other countries have further de
veloped this idea by creating a domestic letter of
credit based on an irrevocable export letter of
aedit. In this way the primary exporter can extend
his creditworthiness to suppliers of intermediate
inputs.

DEBT IECOVERY. Legal systems in developing
countries often favor the borrower by making it
hard for the lender to foreclose on collateral. Origi
nally, such provisions were intended to protect
small borrowers against unscrupulous moneylend
ers, but today they may adversely affect the ability
of state-owned commercial banks to collect on
loans. This raises the costs of intermediation and
weakens banks' portfolios; as a result the ability of
lenders to extend loans to new Uld creditworthy
borrowers is undermined. Creditors often have to
sue-the defaulting debtor for payment, which in
many countries in South Asia, for example, may
take several years. Once a judgment has been ob
tained, the aeditor may then have to sue for exe
cution of his claim. Five to eight years may pass
&om the date of nonpayment to the final recovery
of the collateral. Pakistan is among the countries
that have recently taken legal and procedural steps
to speed this process (see Box 6.4).

Cumbersome recovery procedures have led to
new lending arrangements that redress the bal
ance in favor of the creditor. Hire purchase and
leasing may have become popular partly because
the lender retains title to the asset being financed
and can take possession without Uly legal formali
ties if the borrower is late in paying. Leasing also
owes its popularity to its role in c:ircwnventing in
terest rate controls and taxes. It has often restored
KeeSS to financing that excessive bank regulation
and weak legal systems had blocked.

Large enterprises have become an important part
of modem economic activity in most industrial and
developing countries. Today, the largest 100 corpo
rations typically account for between 30 and 50
percent of total manufacturing production in in
dustrial countries. Industrial concentration is often
even more pronounced in developing countries.
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An institutional innovation of the nineteenth
century made this possible: the general incorpora
tion of joint-stock companies with limited liability.
Until the 1850s free incorporation and limited lia
bility were viewed with considerable Skepticism.
General incorporation was prompted by the large
capital requirements of railway construction,
which could not be met by the small private bank
ing houses.

The new companies called for rules and regula
tions to protect the interests of shareholders, credi
tors, and other interested parties, including em
ployees. The resulting structure of control features
agents (directors or independent auditors) who
monitor management on behalf of the owners;
elaborate accounting, information, and disclosure
procedures; disciplinary systems that align the in
terests of managers and owners; and a clear as
signment of responsibilities. With hundreds and
sometimes millions of shareholders, limited liabil
ity became essential. Individual shareholders had
little influence over the affairs of the company.
They had become "investors," in some ways cred
itors more than owner-managers. Umited liability
shifted more of the risk to other creditors. As a
result better bankruptcy and reorganization rules

!
t

Box 6.4 Commercial law enforcement
iDPaldstan

Pakistan's financial institutions have lUffered
badly from excessive arrears. Matters did not iIn·
prove when the major amunen:ial bulb were na
tionalized in the 1970s. Enforcement of 101II con
tracts in default was too slow to have much
disdplinary effect on borrowers. Often it took five
years or longer before the bank could foreclose on
mortgaged property.

Recognizing the problem, the sovanment •
tablished a I)'SttD\ of special banking COID1J in
1979. In 1984 a corresponding system wu estab
lished to deal with 101II recovery for the .-wly
introduced IJWnic financing instruments.~
IeDIs remain, however. Debtors an Itill chaJlenp
court rulings at every step. and fiw-year cle1ays
can Jtill occur. More special courts are to be estab
lished over the next two years, and their juriJdic.
tion will be narrowed to exclude very small
claims. Once a bank has obtained judgment from
a special court, it will no longer have to apply
separately for execution of the decree.

were needed too, 10 that creditors could take con
trol If the company ran into difficulty. And most
countries have enacted labor laws to offer employ
ees some protection against unsaupulous owners
and managers.

State or priwzte cnonmhip-dots it mAtter?

An alternative to the joint-stock structure for man
aging large enterprises is state ownership. Some of
the first big industrial enterprises and financial in
stitutions were publicly owned. State ownership is
the predominant form of industrial organization in
centrally planned economies, and state-owned en
terprises account for a substantial part of the econ
omy in many other countries. In a sample of nine
teen developing countries in 1984 and 1985, state
enterprises accounted for an average of 13 percent
of GNP and 31 percent of domestic investment;
they were concentrated in capital-intensive heavy
industry and utilities such as steel, chemicals, elec
tricity, on, and gas. Intermediate forms of "owner
ship" such as cooperatives, mutuals, foundations,
and franchises have also become common. State
enterprises in lOme countries are legally consti
tuted as joint-stock corporations; lOme of these
(but not all) seem to operate like private enter
prises.

Successful public enterprises such as British
Steel, Renault (before its recent difficulties), and
Brazil's Empresa Brasileira de Aeroniutica (EM
BRAER) are often cited as proof that public enter
prises can be as efficient and innovative as private
enterprises. Indeed, it is often argued that owner
ship does not matter as much as the independence
and accountability of management and the extent
of competition.

In practice, however, the form of ownership goes
a long way to determine the environment within
which management operates. Lines of authority
and responsibility are often blurred in state enter
prises. Their chief executives usually take orders
from various government agencies, their freedom
to reward and discipline employees is circum
smbed by rules of seniority and guaranteed em
ployment, and their own compensation is rarely
linked directly to profits. Understanding these
drawbacks, some governments have tried to create
a self-regulating regime for their state enterprises.
But the boundary between the government's do
main and the market's is ambiguous. Economies of
scale, externalities, and scarcity of information
cause complications that may prompt govern
ments to intervene.
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Blmkntptcy lind 1t01g1lnizl:ltion

For centuries bankruptcy procedures have enabled
creditors to recover their resources from debtors
who defaulted. The emergence of lege corpora
tions. however, called for a new approach. When a
company is having difficulty in servicing its debt,
reorganizing the enterprise might yield higher re
turns to its creditors than closing it down and sell
ing its assets. Reorganization might mean resche
duling its interest and principal payments,
reducing its interest charges, downgrading the
quality of claims against it (for example, by releas
ing mortgage liens or by swapping debt for eq
uity). or reducing or canceling its debts.

Such a far-reaching modification of the rights of
creditors cannot be taken lightly and can be justi
fied only if it is in their best interests-that is, if it
will make them (or society) better off than debt
recovery through liquidation. Reorganization may
also weaken the incentives for good performance,
particularly if the present management is left in
place. Reorganization becomes more difficult as
the number of creditors grows. Rules are needed,
for example, to ensure that a few small creditors
cannot jeopardize a reorganization plan that is in
the interests of the majority.

Few developing countries have weU-developed
laws and procedures for reorganization. Often the
task is delayed and takes place only through ad
hoc government intervention. Indonesia's bank
ruptcy code. for instance, has rarely been used.
China and Hungary ha.ve recently reintroduced
bankruptcy regulations because state enterprises
are becoming more independent and the private
and cooperative sectors are expanding. Because
many developing countries are now trying to rely
more on decentralized decisionmaking, market
forces. the private sector, and financial intermedia
tion. they too will need to introduce procedures for
corporate restructuring that go beyond liquidation
and bankruptcy. To ensure that such procedures
do not encourage managers to take excessive risks,
governments could devise penalties for reckless
ness and fTaud and for concealing the insolvency
of a corporation.

Timely and accurate accounts

Because financial claims cannot be fully secured,
monitoring and information are essential. In infor
mal financial markets. information is usually ob
tained as a by-product of other activities of the
lender-for example, through his trading with the
borrower. For larger organizations. more formal
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monitoring techniques are necessary, both for in
ternal use to monitor the performance of subunits
and for use by outsiders with a legitimate interest
in the performance of the corporation. These tech
niques are management accounting and financial
accounting, respectively.

Standardized accounting concepts and princi
ples were developed only after the financial crises
of the 1920s and 19305. Before then, there was no
urgent need to ttandardize' the conventions of
management accounting: owners and managers
let their own rules. But with the emergence of
pneral incorporation and limited liability, stan
dardized information became essential-a point
brought home forcefully during the 19305, when
many small investors lost their' savings because
they trusted inaccurate financial statements.

Governments responded by tightening account
ing and auditing requirements in a .number of
ways. In the United States, for example, the Secu
rities and Exchange Commission (SEC) was cre
ated to regulate securities markets and to make the
financial process more transparent. The SEC
turned to the professional association of accoun
tants to develop accounting concepts (such as fair
market value, consistency, acaual, going concern)
and detailed rules, or "generally accepted account
ing principles," that became binding on the pro
fession. A similar approach was adopted in the
United Kingdom and in many Commonwealth
countries.

Continental Europe and Japan and several other
countries adopted a somewhat different approach.
They placed greater emphasis on detailed rules
laid down in company laws, usually with particu
lar stress on prudence (historical cost accounting)
as opposed to fair value, and on a larger role for
the tax authorities in defining accounting rules. In
many of these countries, tax accounts and financial
accounts must be drawn up on a fully consistent
basis.

Because of these and other differences in ap
proach. company accounts cannot be easily com
pared aaoss countries. For example, companies in
Germany, Japan, Korea, and Thailand usually ap
pear highly leveraged (that is, with high levels of
debt relative to net worth) when compared with
companies in Argentina, Brazil, Canada, or the
United States. Most of the difference, however, is
due to different accounting conventions. The first
group relies more on historical cost accounting,
with many assets (especially land) valued at less
than their market value, whereas the second group
regularly revalues some or an assets. In many
countries with high inflation, full revaluation has
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become the rule because historical cost accounting
becomes virtually meaningless under such condi
tions. Market valuation can be equally trouble
some for assets with drastic, cyclical changes in
value (for example, some types of securities, raw
materials, and commercial real estate).

Efforts have recently been made to harmonize
accounting and auditing practices internationally
through the International Accounting Standards
Committee and, in a more far-reaching way,
within the EW'Opean Community. The result is a
convergence of the Anglo-Saxon and continental
approaches, with greater standardization of finan
cial statement formats on the one hand and a
greater use of the concept of fai: market value on
the other.

In developing countries accounting and auditing
practices are sometimes weak, and financial laws
and regulations do not demand accurate and
timely financial reports. Developing an effective
accounting and auditing profession is essential for
building efficient financial markets, and projects to
do this have recently been introduced in Indonesia
and Madagascar, for example. Training and educa
tion are the main ~quirements, but appropriate
regulation and regulatory bodies are also needed.

Timely accounts are very important for financial
institutions. Annual or quarterly accounting might
be sufficient for most nonfinancial finns, but finan
cial institutions can lose their risk capital virtually
overnight if, say, they hold large open positions in
foreign exchange or futures and options contracts.
Internal and external financial reporting therefore
needs to be much more frequent, with certain
kinds of information available to management
daily.

Prudentdl~ationoffinancUd

institutions and markets

Procedures for settling private disputes are set
forth in most company laws, commercial codes,
and special banking acts, but the development of a
sound financial system requires additional mea
sures. Prudential supervision by government au
thorities is warranted for banks and some other
financial institutions and markets. Banks hold an
important part of the money supply, create money,
are the main means of implementing monetary
policy, administer the payments system, and inter
mediate between savings and investments. Prob
lems in one bank can quickly spread through the
entire financial system. Bank failures have mone
tary and macroeconomic consequences, disrupt
the payments system, and lead to disintermedia-

tion (which decreases the mobilization of resources
and the availability of finance for investment).

As, financial systems develop, different institu
tions evolve to take over some activities formerly
performed by banks and to provide new services.
All these institutions, old and new, are integrated
in an inaeasingly complex financ:ial system. This
complexity limits the ability of creditors to exercise
effective control and calls for prudential regulation
and supervision.

Bank supervisors in many developing countries fo
cus on compliance with monetary policy regula
tions, foreign exchange controls, and economic
policy regulations such as those for allocating
credit. They pay relatively little attention to the
prudential aspects of financial monitoring. For ex
ample, in many countries supervisors make no in
dependent assessment of the quality of assets and
give scant regard to accounting procedures and
management controls. Together with macroeco
~omic instability and the lack· of adequate leg
islation, this is one of the main causes of bank
insolvency.

Governments in developing countries are preoc
cupied with faster economic growth; they see
banks as an instrument for promoting the desired
investments. Often, however, these investments
are the most risky from a bank's point of view, so
the volume of credit extended to them remains less
than the governments would like. The govePn
ment reaction is often to force the banks to extend
credit to priority sectors. This policy has been pur
sued without adequate attention to the risks in
volved. With the benefit of prudential regulation
and supervision, however, governments can ob
tain information about the consequences of their
policies while there is still time to modify them.

The goal of bank supervision, then, is to pro
mote a safe, stable, and efficient financial system.
The main task is to prevent bank failures, but this
does not mean that financial institutions should
not be allowed to fall. Bank supervisors must try to
identify problems at an early stage and intervene
before the situation gets out of hand. For this rea
son they have to be organized in such a way that
they are constantly aware of developments.

ORGANlZAnoN. In many developing countries
supervision tends to ~ly predominantly on analy
sis of bank reports or on bank inspections. Oft-site
supervision cannot assess risk adequately, and in
spections tend to be too infrequent. Effective su-
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Box 6.5 Elements of a buak supervision system

An adequate system of bank supervision should aDow
for both off-site supervision and on-site inspection.
The task of the off-site superWors is to IJ\Ilyze reports
of the banks. identity possible problems. and propose
remedies. Banks ill most countries have to submit
monthly balance sheet information for purposes of
monetary control. It would make leNt to combine the
two reporting requirements.

After receiving the reports, the off-sitt npervilors
should:

• Check their completeness, accuracy, and CONis
tency

• Check their compliance with prudential ratios and
regulations

• Analyze the financ:iaJ situation of the bank and
identity the main changes in financ:iaJ ratios

• Identify other risks such as foreign exchange risks.
interest rate risks. and concentration rislc.s

• Prepare a SUDUI'W'y for the management of the su
pervisory agency and recommend action.

The cm-silt inspectors should check the accuracy of

... Sbl

the periodic reports to the superviaot and analyze
those aspects of a bank that cannot be adequately mon
itored by off-site npervilion. lnspections. however.
should not become audits. They Ihou1d focw on the
bank's main activities and on the potential problems
that were identified by off-site supemaion. Inspections
Ihould UIeSS the qu.Jity of UMts. IIIoIMgtIl\Iftt and
control procedures. and. accounting systems. The in
Ipectors should:

• Study the main aedit files (and alUnpJe of maDer
files) to usess the lendins procedures and the
quality of the loans

• Evaluate lending procedures and review minutes
of meetinp of the aedit committee and the board
of directors

• Check management infonnation systems and ill
temIl controls. especiaDy with regard to the activi·
ties of branches and Nbsidiuies

• Evaluate accounting procedures. espec:iaDy those
for provisioning and interest accrual.
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pervision calls for both. Off-site supervisors
should analyze reports periodically submitted by
the banks, and on-site inspectors should verify
their accuracy. obtain detailed information about
potential problem areas, and review the elements
that off-site supervisors cannot properly assess.
Box 6.5 goes into this in mC?re detail.

LICENSINC. The purpose of licensing should be
to ensure adequate capitalization and sound man
agement, not to limit entry or restrict competition.
Bank supervisors should have the authority to
screen potential owners and managers to prevent
those lacking adequate professional qualifications,
financial backing, and moral standing from obtain
ing a banking license. In many countries restric
tions on entry into banking are so severe that they
cause oligopolistic practices and suppress competi
tion.

Sometimes entry restrictions are defended by cit
ing the poor quality of the existing banks' portfo
lios. The supervisors fear that these banks could
not withstand competition from new institutions
with "clean" portfolios. If portfolios are weak be
cause of government lending directives or drastic
adjustment programs, a good case can be made for
cleaning up the balance sheets of the existing
banks before liberalizing entry. More generally,
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however, managers and shareholders should be
held responsible for past mistakes. If that means
losing market share to leaner and more efficient
competitors and, in extreme cases, bankruptcy or
reorganization, so be it. But liberal entry into fi
nancial services should not mean unqualified en
try. Several countries with easy entry (Egypt,
Thailand, and Turkey, for instance) have experi
enced problems with unregulated, undercapital
ized, and poorly managed banks and other finan
cial institutions.

CAPITAL ADEQUACY. Banks need capital to absorb
unusual losses. The need to maintain an adequate
capital-ta-assets ratio exerts discipline on lending.
Regulations should set minimum guidelines for
capital adequacy that cover both assets and items
not listed on the balance sheet (such as guarantees
and lines of aeclit). Standards of capital adequacy
can take account of different degrees of risk by
requiring, for example, 100 percent capital for
high-risk items such as industrial shares, 10 per
cent for unsecured loans, 5 percent for secured
loans, and 10 on. The recent agreement among
major industrial countries on standards of capital
adequacy uses risk weights and might serve as a
starting point for others. In many countries finan
cial institutions were significantly undercapitalized
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even before portfolio and other losses were recog
nized. Govemment-owned banks, jn particular,
often operate with little capital. When government
officials and the public at large believe that state
ownership is a guarantee against failure, the IIW\

agement is not subject to the discipline that capital
adequacy requirements would provide for a pri
vate institution.

ASSET CtASSIFlCAnON AND PltOVJSIONING. Banks
in developing countries rarely make realistic provi
sions for potential losses or problem assets. Often
they fail to write off or provide for aetuallosses or
to suspend interest on nonperforming loans. As a
result their balance sheets and income statements
are misleading. Bank supervisors should be able to
require banks to make appropriate provisions for
loan losses, to write off uncollectible assets, and to
suspend interest on nonperforming loans.

UQUIOrrY. In many developing countries banks
have to comply with a short-term liquidity ratio.
This ratio is often used more as a reserve require
ment for purposes of monetary policy than as a
prudential measure to guard against lack of liquid
ity. Uquidity risk arises because banks borrow
money at short maturities and lend it at long. The
risk is not just that a bank wiD not be able to repay
depositors' money when caned, but also that inter
est rates on short-term liabilities will rise faster
than those on longer-term assets. Ratios therefore
need to be set and monitored for long-term as well
as short-term liquidity.

POIrnOUO CONCENTRAnON. Limits on lending as

a percentage of a bank's capital are necessary to
prevent the concentration of risk in a single bor
rower, a group of related borrowers, or a particular
industry. Some developing countries set no lend
ing limits at all. In others the limits are set at im
prudent levels, in some cases exceeding 100 per
cent of bank capital. Ghana's central bank had
legal authority to set lending limits but until re
cently did not do so. The resulting concentration of
risk eventually led to the technical insolvency of
several major banks.

ENFORCEMENT POWERS. In many countries super
visors can impose fines and penalties for aiminal
acts and violations of specific banking statutes.
There may, however, be little they can do to ad
dress unsafe and unsound banking practices.
Their options are either to cancel the banking li
cense or to do nothing-neither of which is accepe

table. Supervisors could be empowered to take
certain intermediate steps: impose fines for un
lOund practices, suspend dividends, deny re
quests to expand the number of branches or un
dertake new cmporate activities, issue cease and
desist orders, remove managers or directors, and
hold directors legally accountable for losses in
curred through illegal actions and wD1ful contra
ventions of prudential regulations. The Jack of
such powers often causes inaction.

RlSftUC'IVIING. Bank supervisors try to mini
mize losses by intervening at or near the point of a
bc\k's teehnkal insolvency. Poor information, an
inadequate legal framework, and lack of political
will often permit banks to ltey open, multiplying
their losses, even after they have lost their book
capital many times over. In many developing
countries banks are subject to the same bankruptcy
and restructuring procedures as nonfinancial cor
porations. While bank restructuring is under way,
depositon may not have access to their funds. In
addition, shareholders may retain an equity inter
est which they use to obstruct plans to recapitalize
-and transfer ownership. If supervisors are to dis
pose of insolvent banks quickly, they must be
granted authority to close a bank; to replace its
management and directon; to dissolve existing
shareholder interests; to purchase, seD, or transfer
bad assets; and to merge, restructure, or liquidate
as necessary.

AUDITS. In some developing countries the au
thorities require no external audits of banks. In
others audits are performed, but there are no clear
guidelines on the standards to be used or on the
scope, content, and frequency of the audit pr0
gram. As a result audits are often inadequate and
misleading. Indeed, it is not uncommon for banks
that are lc:nown to be insolvent to be given dean
audit reports. The prudential framework therefore
needs to set minimum audit standards and to pre
scribe the form and content of the related financial
disclosures.

POUCY PltIOIUTlES AND POUTICAL WILL. To be ef
fective, prudential regulation must be backed by a
political commitment to supervision and enforce
ment. The supervisory body must be given clear
policy goals, and it must be independent. Too of
ten in developing countries, supervisors are un
dercut by political interference. Such interference
was blatant in the Philippines in the 19705 and
early 19805, when supervisors feared reprisals if
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they attempted to discipline bank managers; it
happens in a subtler form in many countries. Once
aware of the scale of a banking problem, govern
ments often postpone the day of reckoning. When
they finally act, the cost of putting matters straight
may be far greater.

One sign of political commitment is the amount
of resources given to the supervisory agency. If the
government Inean5 business, it must give the su
pervisory agency dearly defined responsibilities
and then support that mandate with adequate
funds for staffing and training. Bank supervisors
Inust be offered good compensation and career
prospects if they are to resist corruption and com
mand the respect of the institutions they super
vise. If the civil service cannot attract personnel of
the required quality, it might be sensible to have
banks examined by private auditing firms and to
recover the costs through a general levy on banks
(with due care to avoid conflicts of interest).

Regulation ofother fintlnciJJl institutions

Many of the principles of bank supervision and
regulation also apply to other financial institutions,
such as finance companies, insurance companies,
pension funds. and mutual funds. A vital test in
deciding on the extent of regulation is the number
and type of creditors. Financial institutions that do
not have deposit-like liabilities to the general pub
lic need not be regulated as closely as those that
do, because their deposits are not part of the pay
ments mechanism and their insolvency is not as
costly to the economy. The general provisions of
commercial and company laws tnay therefore be
adequate. Conversely, those financial institutions
that are like banks in all but name (for example,
some investment funds) should be just as closely
regulated and supervised (see Box 6.6).

INSUllANCE. Insurance companies are usually
heavily regulated in both industrial and develop
ing countries. These regulations have often been
introduced in response to failures or fraud. Regu
lations typically provide for compulsory disclosure
of infortnation, government supervision with iIn
plicit or explicit guarantees of solvency, oversight
of contract terms and conditions, controls on en
try, restrictions on investment portfolios, and rules
concerning prices or profits. Regulation to pro
mote transparency is desirable, but many of these
measures limit competition and efficiency. For ex
ample, instead of insisting that a large share of
insurance assets be placed in low-interest govern-

Box 6.6 IDvestment fandI in Egypt

The recent experience ofEI)'Pt illustrates the need
for adequate regulation and supervision of non
bank flnanda1 Intennediaries that take deposits
from the pnenl public. Investment funds weft

orpnized in the mid-l970s to handle mnlttances
&om ES)'pIian workers ebroad and the savings of
IInI11 investon. These IIIamk inYeItIMnt compa
Dies paid profit-related mums, sometimes. as
high as 30 percent • yellr. They wee not required
to amfann to banking nguJations md clid not
c:ozne under the supervision of the central bank.

Some of these institutions Nve faced increasing
cIif6culties in the put two yurs. and their finan·
ciaI condition has deteriorated. Many had made
IIIrp initial profits through trade finance not oth
cwiM available to importers or through foreign
exchange transactions in the parallel market.
Some paid high dividends to ellrlier depositors
out of funds paid in by new depositors. When
deposit srowth slowed. some could no longer pay
the promised high returns. To prevent further de
terioration, the government had to step in.

A law regulating ~e investment funds was
pasM$! in 1988. It restricts deposit taking to joint
Itock companies. imposes minimum Clpitalltm
duds, and vests regulatory oversight with the
Capital Markets Authority.

ment bonds, portfolio restrictions should require
that risks be adequately diversified. We insurance
and other contractual savings schemes would then
be more attractive to savers. Investments in shares
and corporate bonds have often been severely re
stricted, eliminating a potentially important source
of long-term capital.

SECU1UTIES MARKETS. An appropriate regulatory
framework for securities is needed to increase in
vestor confidence. Regulation is unlikely to be sat
isfactory if left entirely to the tnarket. The experi
ence of many countries shows that some
government guidance is desirable. In Hong Kong,
for example, the stock tnarket collapsed in 1973
partly because of insider abuses. A new securities
commission helped to restore confidence. It was
able to persuade brokers and underwriters that an
orderly market which protected investors was in
their own long-term interests.

The regulations need to provide for adequate
disclosure of infortnation about companies so that
investors can make informed decisions; they need
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to license securities intermediaries and to curtail
improper activities in the market, especiaJ1y the
use of privileged information by corporate officers
and directors for their personal gain (insider trad
ing). These regulations are usually embodied in
the company laws that form the legal framework
for joint-stock companies.

If securities firms and the securities market as a
whole are to perform efficiently, the firms must be
profitable and well capitalized and have profes
sionally trained staff. This does not happen auto
matically in an emerging securities market. The
government has a aucial role. If minimum capital
requirements are set too high in relation to the size
of the market, new securities firms wD1 not appear.
But if firms have insufficient capital, they will not
be able to take on the risks of underwriting new

issues; nor wD1 they be able to work as market
makers (that is, to buy and selllhareS for their own
account) and thus provide liquidity for the second
my market. Brokerage rates, underwriting fees,
and so on must be high enough for firms to attract
and train staff and still leave their shareholders
with an adequate return on capital.

The regulation of companies and securities mar
kets is linked to important social issues. Promoting
widesprud ownership of productive assets may
be one way to forestall greater concentration of
wealth and economic power. At the same time, it
can provide an income for the elderly at a time
when industrialization and urbanization are bre.-k
ins down the extended family and the traditional
transfer of income between generations.
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Developing financial systems

What sort of financial systems will the developing
countries possess in twenty years? During the past
twenty years, internationalization of markets and a
common set of forces have pushed the financial
systems of high-income countries into rough align
ment. The financial systems of developing coun
tries, however, remain quite heterogeneous. Most
developing countries have begun to place greater
emphasis on market sigJ.la1s, but some govern
ments will continue to intervene extensively in
credit allocation and pricing, and some will con
tinue to rely on inflationary financing. As a result
their financial systems will remain shallow, with
little long-term finance. Economic structures will
continue to differ as weD, with some countries re
maining primarily agrarian, others industrialized,
some oriented toward domestic markets and im
posing tight controls on capital movements, and
others more oriented toward external markets and
having fewer controls. Because of these differences
in developing countries' economic structures and
approaches to development, their financial sys
tems are likely to remain quite diverse over the
next two decades.

There are nevertheless pressures that are leading
most developing countries to rethink the shape of
their financial systems. One is the effort to apply
some of the lessons learned from past intervention
iri financial markets, and another is the need to
adapt to the decline in foreign capital inflows. A

96

third is" the rapid changes that have occurred in
financial technology and banking practice. This
chapter considers the evolution of formal financial
institutions and markets in response to these pres
IUl'es. Chapter 8 will tum to the informal markets.

FinanciJag investment

Certainly in the next decade, and perhaps in the
next two, the net flow of foreign capital to most
developing countries is likely to be relatively small,
regardless of how the present debt aisis is re
solved. This has important implications for finan
cial sector development. Developing countries will
be forced to rely primarily on domestic saving to
cover the cost of investment. In the put, most re
lied heavily on foreign financing, and in many
countries external debt exceeds domestic debt.
Moreover, practicaUy all long-term credit was pr0
vided by foreign loans. The decline in funding
from abroad will make living with a shallow do
mestic financial system and littJe long-term finance
difficult. Unless countries develop their financial
systems, would-be investors will have to rely pri
marily upon retained earnings, and the funding of
large projects, particularly ones that require
longer-term finance, will be difficult.

Despite considerable differences in level of de
velopment and in investment rates, countries are
quite similar in the composition of their capital
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Box 7.1 The Jlructure of investment and the capital dock

•. Adjusted!roDl Goldsmith 1985 to znake ClmIiItml with thole for other COIINI'ie and with natianaI_tI eIliInates.
.so..'I%: Goldsmith 1985.

Box table 7.1 Eatilnates of the Del capitalltOCk ill H1ecled COlUltries
(JJf"U'lI.gt IIf GNP)

FeImU
United Itqublic
SWla. of Gmnmy. MIrto. 11111.. HIIPlpry.

Item 1978 - 1977 1978 1975 1977

Tot&! reproducible aNts 295 325 209 239' 405
Housing ~ 106 64 67 73
Other .l:r'UCt\u'eS 93 117 64 5&' 135
Machinery and equipment 45 47 C C 69
Inventories 33 21 20 34 70
Uvestock 2 2 4 10 8
Consumer dmables 3S 33 13 'Zl 51

Land 89 108 50 131 150

I
I

t
l
I
I

I
f

I
t
j
t

t
J
!
I

percent 01 CNP in Sub-Saharan Afrb to weD over 30
percent in China. Machinery and equipment typically
account for two-fifths 01 FOIl inveltlnent. md h0us
ing. other builclings. and civil works for eme-fifth nch.
Perhaps one-half of the total is thus invested in assets
with. a life of fifty years or IlION. with the rest ranging
DIost1y between ten and twenty years.

BecaUH of substantial differences in URt life. the
SIruCture of the c:apita1ltock is quite different from the
pattern 01 investment flows: long-lived assets (priInar
By structures) account for about two-thirds of total re
producible fixed auets. JMdium.1ived DIIlchinery md
equipment for about em.-flfth. and short-lived illvento
riel. livestock. and c:onswner durables for tM mnain
cler. The value 01 total reproducible assets is typically
equivalent to 200 to 300 percent of CNP.

Surprisingly. in relation to national income or CNP. the
level md composition of investment <that.. is. the
change in capitalltock) md tM capitalltock itself ue
quite similar among both low- md high-income coun
tries. Economies with very high rates 01 inveltDlent
md rapid growth (such u China. Korea. and Japan)
have limUar usets-to-CNP ratios. because rapid
srowth of the capital stock is baIanc:ed by rapid srowth
of output. In the centrally planned economies. assets
to-CNP ratios tend to be IOIMWhat higher. owing to
lower produetMty md a Iup volume 01 inventories.
Box table '}.1 presents capitalltock estimates for a few
countries for which such datlue available.

On average. gross investment is about 20 percent 01
CNP. Among developing countries. however. invest
znent rates vary considerably. ranging from leu than 15

stock and of gross investment flows. The repr0
ducible capital stock is usually equivalent to two to
four years of gross national product (see Box 7.1).
Long-lived assets. such as housing. commercial
buildings. schools. roads. and water supply sys
tems. account for the bulk of physical wealth in all
countries. The capital stock of the business sector
is surprisingly small in the aggregate. Fixed usets
in manufacturing and utilities are each equivalent
to about 40 percent of GNP, fixed assets in com
merce are equivalent to 10 to 15 percent of GNP,
and inventories are equivalent to 20 to 30 percent
of GNP. In terms of gross investment flows and the
demand for financial services the business sector
looms larger than its share of the capital stock
might suggest. Its capital stock is constantly being
remolded as new machinery replaces old. produc-

tion and distribution fadlities are upgraded, and
new plants are built.

BllSiness jirlilnu

Many of the financial policies pursued by develop
ing countries during the put several decades were
intended to redress perceived shortcomings of do
mestic financial markets. Two issues have been of
particular concern: first. the supply of equity capi
tal and long-term finance and. second. the lack of
access to finance for certain classes of borrowers.
In formulating policies to address these two con
cerns, however. countries have paid too little at
tention to the balance between risk and reward.

PATTUNS OF FINANCE. In the past. developing
country governments relied on directed credit. ad-
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Figure '7.1 Shares ofmedia.lll- uullolll-tmD
credit in total credit outstancliDB
from commercial bmb uuI other
financial iDJtitutiODS in selected
developing COWltries, 19'10 uull986

ministered interest rates, and foreign bonowing to
ensure that certain sectors received enough long
term financing. As Figure 7.1 indicates, however,
in some countries commercial banks and other 6
~~W~~NMft~pin~t~~ro

extend more medium- and long-term aedit. In
other countries, although banks provide little for
mal long-term finance, they do offer lines of credit
and short-term loans that they IOU over regularly
u long as the borrower is in good standing. This
type of financing. acceptable to many firms, is
used extensively as an alternative to long-term 6
~ in high-income u well as developing coun
tries. From the viewpoint of lOme borrowers, how
ever, short-term credit lines are imperfect
substitutes for longer-term loans. They entail the
risk of nonrenewal, a risk that may lead investors
to forgo certain projects.

Neither in theory nor in practice are there simple
norms of corporate financial structure. Financial
theorists have argued that the debt-to-equity ratios
of corporatioN are irrelevant if capital markets are
perfect (see Box 7.2). More realistic theories, which
take into account the costs of taxation, informa
tion, and monitoring and control, point to a variety
of tradeoffs between equity and debt. In practice,
no single pattern of corporate finance and control
has been found to be best.

It is nonetheless useful to distinguish among
firms according to the variability of their earnings.
Higher leveraging becomes riskier the more earn
ings fluctuate. The firms that can best afford to be
highly leveraged are large and capital-inteNive
and have highly predictable earnings-utilities, for
example. In fact, modem finance got its start with
infrastructure projects such as canals, railways,
and (later) public utilities. Today, much of the capi
tal for investment by public utilities in industrial
countries is provided by retained earnings, be
cause the basic infrastructure investments have al
ready been made. Thanks to the stability of their
income and the long life of their assets, public utili
ties are usually able to raise what external financ
ing they do need by issuing bonds or other long
term debt.

In most developing countries, utilities and large
transport companies have borrowed heavily &om
domestic banks and from abroad and are now
among the borrowers that are unable to service
their debts. This does not necessarily mean that
they overborrowed, however. Most such compa
nies are publicly owned, and their products are
frequently priced too low to yield an adequate re
turn on their huge investments. If prices were set
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Box'.2 Corporate finance in theory md practice

Much attention has been paid Il'I ac:ademic cirdes to
identifying the factors that influence corporate financial
structure and dividend policies. The IeDIinal article by
Modigliani and Miller in 1958 demonstrated that in a
world with perfect capital markets a corporation's
debt-to-equity ratio is irrelevant to the finn's market
value. In such a world the value of the finn is deter
mined entirely by its investment decisiON, which can
therefore be comp1etely separated &om financing deci
lions. But markets are never perfect, and in practice
financing decisions are not irrelevant. Subsequent de
velopments in corporate finance theory ft1axed some
of the explidt or iJnpJidt conditions underpinnin& the
assumption of perfect capital markets.

Corporate taxes and the worldwide practice of tax
deductibility of interest payments provide an incentive
for debt finance. This incentive is weakened. however,
by the direct and indirect costs of financial distress and
bankruptcy. which are more likely to be encountered in
a highly leveraged company. Information flows are not
perfect. and this has an important iNluence on financ
ing decisions. In partic:ular. managers have better infor
mation on a finn's performance and prospects than do
outside creditors and shareholders. By maintaining Ita-

to yield a higher return, retained earnings could
provide most of the investment funds required.

Some large, capital-intensive firms-in steel, ce
ment, or petrochemicals. for example-have a less
predictable income stream. These firms cannot af
ford to be as highly leveraged as utilities and
should rely more on equity financing, much of
which can come from retained earnings if the firms
are profitable. If they are private and large enough
to be known to the public, these firms can obtain
funding by issuing equities or by finding foreign
partners. Where a particular industry accounts for
a large part of a country's output, it would be de
sirable for the country to diversify its risk. It could
do so by seeking equity funding abroad or by issu
ing debt instruments whose payments are linked
to the price of the commodity. Foreign lenders
would thus bear some of the risk of price fluc
tuations.

Many industries in this second group borrowed
heavily during the 19705 to finance large invest
ment programs. Too heavily as it turned out: su~
stantial overinvestment left many of them unable
to service their debts. As a result there has been
little investment in these sectors during the 1980s.
Care must be taken that firms in these indus-

We dMdends. firms help to ligna! their confidence
about future prospects. This may explain Why firms
continue to pay dividends even if they need additional
extemal finance or if taxes on capital pins are lower
than thole on diviclend income.

Furthennore. Iince the interests of JrI&nqftS may
differ from thole of Cftditors and shareholders, the lat
ter poup II\Ust incur COltS in trying to monitor and
affect the way the company is run. Decisions on capital
Itrueture wi1I be iJIfIuenced by the ability of creditors
and shareholders to set the iNonnation they need in
order to exerc:ise ClOl'Itroi over manaprs.

Recent theories have provided some pJausibIe expla
Ntions for the differences in corporate financing pat
terN between the bank-bued systems of Germany
and Japan. on the one hand. and the market-bued
systems of the United States and United KJngdom. on
the other. The two bank-bued systems involve greater
corporate indebtedness (although the difference is not
as large as suggested by reported accounting e1ata).
This may be explained by the close relations between
bmb and industry-that is, by the ability of bankers to
influence the decisions of managers.

tries do not once again overinvest and become
overindebted when additions to capacty become
necessary.

To foster sounder corporate financial structures,
governments need to reconsider the polices that
gave certain classes of firms an incentive to become
highly leveraged. Low prices and high costs left
many state-owned enterprises dependent on ex
ternal finance for investment. Subsidized credit,
tax biases against equity finance, the limited size of
capital markets, and lax or ineffective bankruptcy
laws encouraged firms to finance themselves by
borrowing rather than by retaining earnings or is
suing equity. In some countries the knowledge
that the government was likely to help troubled
firms made it safer to rely on borrowing. In others
the existence of financial-industrial conglomerates
in conjunction with weak supervision and regula
tion of banks worked to the same end.
. Increasing the supply of long-term finance-both
debt and equity-remains a priority, particularly in
inflationary countries and in countries that have
depended on foreign borrowing for most of their
long-term funding. Macroeconomic stability is es
sential. Indexation can help to maintain some
long-term finance in inflationary economies, but it
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Box'.3 The fiDmc:ial history of. Paldstud firm

AjmII Hosiery, a Wnily-owned busfNu in Lahore,
PIicistan, was established by Malik AlunId Din in IN7.
He began with an lbIndoned hosiery DIiJI and two
obsolete kNttirlg machines. By the late 19501 the finn
was weD-known aaoa the country.

Malik's origi:nallChane wu to let his business pw
at a pace that would require ftC extemal financing. be
cause he wu \UlCODIfClrtlble with the paperwork in
volved in ptting aloin. Moreover, he feared that infor·
INtion given to finandal institutions could be used by
the tax authoritin. The amIpany pw mociestIy dur
ing its first twenty years by plowing profits Ndt into
the business. Sales increased from around 50,000 ru·
pees (Rs) in IM1 to Rsl.3 million in 1969.

The company obtained its first bank Iinanc:ing-.lll
RsSO,ooo line of credit-in 1969 when it executed its
first export order. This venture into the intemational
market was not successful; it cost the company
Rsl00,OOO..The company reentered the export market
in 1912 but could obtain a line of credit of only
Rs2OO,OOO from a local bank. Although there wu clear
potential for exports. the firm needed working capital
finance. In 1m the State Bank ofPakiItan introduced

is a poor substitute for price stability. Allowing in·
stitutions to charge interest rates that reflect the
higher risks of longer-term lending will increase its
supply, as will improvements in legal and account
ing systems that increase lenders' ability to moni·
tor and control their clients. Relatively risky
projects should be financed with equity capital,
where repayment is linked to profits; long-term
loans with fixed returns are unsuitable for such
projects.

ACCESS TO FINANCE. Many governments have
sought to improve the access of smaller firms to
finance, partly for social reasons and partly be
cause such firms are often thought to be the most
dynamiC part of the economy. Although small
scale manufacturing, service, and commercial
firms are generally less capital-intensive than
heavy industry or housing and thus have consider
ably smaller investment needs, they should have
access to credit if they can use it more productively
than larger borrowers. As Box 1.3 illustrates, credit
can allow a small finn to invest and grow.

Because small firms have little name recognition,
they can neither borrow abroad nor issue equity.
They depend for external funding on trade credits
from other finns or on loans from financial inter-

1.00

its Export ReI2nance Scheme, which provided cheap
fiNN:ing to eligible exporters through the commercia1
banking system. The finn could not exploit the scheme
fuDy becaue bIrIb thought its coIIatera1 inadequate. t
Nevertheless, the ICheme helped the company to reach I'
... of Ib5.0 IIIiIIion in 1m, by which time its bank .,.
Cftdit line UIIOlIl\ted to Rs1.3 million.

The finn had always relied solely on tntemaUy pner
ated funds to finance investment. ConIequendy, in
vestment in plant and equipment had not kept pace
with sales. 1r11976, however. it obtained a Ions-tenn J
an of Rsl.0 million to expIJ\d its caJ*itY; the lender
was the IrIdUItriaJ Oeve1opInent Bank of Paldstan.

The company has pown dramaticany during the
1980s. It has used the aovemment's enlupd export
finIndng scheme and has also obtained term financing
(in 1980, 1984, and 1988) for modernizing its plant and
equipment. Sales pew fivefold between 1980 and 1988.
1rl1989-90 the firm plans to leach sales 01 Rs9O.0 mil·
lion, a figure three times higher than its 1988 sales of
Rs3O.0 million and 1,800 times its sales of RsSO,OOO at
inception in IM1.

medianes. Bankers everywhere, however, are re
luctant to lend to small borrowers. First, they may
find it uneconomical to lend the small sums re
quired. Second,· it is diffic:ult to judge the risk, par
ticularly when an investment project is • new ven
ture. Small firms often lack a track record and
rarely keep reliable accounts. Third, small borrow
ers often lack adequate collateral.

In developing countries, bankers' reluctance to
lend to small firms has been compounded by other
factors. Financial policies have left small firms un
able to compete for credit on the same terms as
larger firms. Most directed credit programs have
disai.minated against small bonowers. Interest
rate ceilings have prevented lenders from raising
interest rates to compensate for additional risk and
higher costs. And smaIl firms have less political
influence: lenders know that governments are un
likely to intervene on behalf of a failing small finn.

In short, tM policies that led to overleveragmg
by many large finns have also limited access to
credit for small borrowers. Changing those polices
will improve the flow of finance to small finns. In
addition, measures that improve the links between
formal and informal financial markets (discussed
in Chapter 8) would serve the same purpose.

Finandal innovations that secure loans by means
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other than collateral are of particular benefit to
small firms. By renting buildings and leasing
equipment, small firms can acquire the use of as
sets without bonowing. With the development of
securities markets, venture capital is more likely to
appear as a source of finance for risky new
projects. In the past, governments have relied
upon development finance institutions for venture
capital, but the risks for them Weft at least as great
as for commerdal banks.

MONn'ORlNC AND CONTROL. In their efforts to in
crease the supply of equity capital and long-term
finance, governments have paid little attention to
the possibility of reducing risk by enabling lenders
to monitor and control the use of financial re
sources. Monitoring can be done by banks where
they are the dominant lenders (as in Germany and
Japan) or by specia1ized institutions, such as credit
rating agencies and stockbroking firms, where fi
nancial markets are more important (as in the
United States and the United Kingdom).

The experience of Germany and Japan suggests
that high leverage can be compahble with success
ful industrialization. For such an approach to be 
effective, lenders must have the confidence of, and
a strong commitment to, their borrowers. This in
turn calls for the banks to maintain long-term rela
tionships with firms. The banks' involvement may
take different forms, such as holding equity posi
tions or having seats on boards of directors, but
extensive consultations with managers are crucial.
Banks must also have the means to take swift cor
rective action when necessary-to replace man
agers, restructure operations, or foreclose on loans
if need be.

Oose ties between industry and finance have
worked well in some countries, but in others, es
pecially in Latin America, they have not. In several
developing countries, small groups of business
men have used the funds of banks under their con
trol to create industrial conglomerates. By elimi
nating information and control problems, the
existence of such groups permitted the financing
of some profitable, although more risky, ventures.
However, groups have used their control of fi
nance to exclude potential competition. They have
captured economic rents for their owners by pass
ing on cheap credits to related firms. And they
have rescued and supported fundamentally unvia
ble businesses. When speculative ventures back
fired or industrial companies suffered losses,
group banks continued to provide funding long
after the ailing firms had become insolvent. For

dose ties between industry and finance to work,
regulators must prevent banks from lending im
prudently to related firms.

Deznographic trends will affect the financial sys
tems of developing countries. As the share of the
population living in urban areas increases, and as
incomes rise, more people will live apart from the
rest of their family, and more will live past retire
ment age unsupported by their children. These
changes will increase the demand for credit to fi
nance housing and for certain types of finandal
assets.

Housing is a major investment in all countries: it
accounts for between 20 and 30 percent of a coun
try's capitalltock (Box 7.1). In rural areas much
housing is built by the owner out of locally avail
able materials; the cash expenditure may be rela
tively small and spread out over a long period. In
urban areas and particularly for middle-class hous
ing, the expense of building or buying a house is
large relative to income and incurred all at once.
The rapid growth of the urban population of most
developing countries will almost certainly lead to a
greater demand for mortgage finance. Most fami
lies require a loan to buy or build a middle-class
house. The need for mortgage finance in many de
veloping countries is demonstrated by the com
mon sight of abandoned, half-completed struc
tures-a significant waste of resources in view of
the share of housing in total investment.

Some governments provide concessional finance
for housing to preferred borrowers, often civil ser
vants, but others discourage mortgage lending in
order to free resources for investment in industry.
As urbanization proceeds, it will be important for
governments to recognize the scale of housing in
vestment, to improve laws concerning the use of
housing as collateral, and to integrate housing fi
nance on a nonpreferential basis with the remain
der of the financial system (see Box 7.4).

As more of the population will want and be able
to make provision for retirement, there will be an
opportunity to develop contractual savings institu
tions, such as life insurance companies and pen
sion funds. Individuals with greater wealth will
wish to hold more diversified portfolios. Invest
ment in housing and contractual savings both pro
vide some diversification, but in a stable macroeco
nomic environment households are also likely to
demand securities with greater yields (and corre
spondingly greater risk) than bank deposits. In

201.
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Box 7.4 Housing finance

The formal finanda] leCter iJlmost developing coun
tries finances only a mWI shaft of housing investment.
Mortgage credit from the fonnaI leCtor was 2B percent
of all housing investment in a sample of eleven devel
oping countries, compared with IIICn than 60 percent
in OECD countries. The difference partly reflects the
shallowness of financial systems in developing coun
tries. Years of finandal repression not only have mini
mized the role of the fonnaI leCtor in housing finance.
but have raised housing prices because negative real
interest rates favored investments in real usets. In
another sample of eleven developing countries the
average ratio of house value to annual household in
come was 5.5. compued with 3.0 iJI five high-income
countries.

t, Several other factors explain the lack of smoothly
functioning markets for housing finance iJI developiJlg
countries. Countries have oftm given little priority to
housing finance. Because housing is a large invest
ment, it requires long-term finance. and in many coun-

a growing number of developing countries, sales
to individuals of corporate securities and shares
in mutual funds have begun to inaease. As macro
economic stability is restored in other countries,
investors' interest in securities will continue to
grow.

Building financial institutions and markets

In planning for the future it is important to have a
clear and consistent objective for finance. The key
objective of the financial system is the provision of
financial services at prices that reflect their cost.
The financial system can also be used in modera
tion for other objectives. In the past, however, de
veloping country governments have tried to do too
much-USing the financial system to finance the
government budget deficit, redistribute income,
and serve as a tool in implementing their develop
ment strategies. Multiple and often conflicting ob
jectives have impaired the financial system in
many developing countries.

Financial markets are never perfect. In allocating
credit they can make two sorts of mistakes: fund
ing lOW-yielding projects and failing to fund high
yielding ones. In the early stages of development,
developing country governments, fearing that the
costs of flllling to fund good projects were likely to
be high, intervened to direct credit. Perhaps that
assessment was sound at the time, but experience

702

tries inflation, interest rate controls, and the INtability
of finanda] markets have deterred long-tenn lending of
any kind. Inadequate 1epl1ysteml cUminish the value
of hoUling as collateral and hence also diminish
lenders' willingness to provide mortgage finance. And
po1icylnakas have been concerned that incftued fi
nance for housing JrIiIht driw the COlt of housing even
hipr.

Shelter isa basic human need. 5eaIft ownership of a
house can nile the welfare of the houIehold that lives
in it. Moreover, when a house is purchased through a
mortpge, the buyer becomes, in effect, a contrae:tual
liver: the buyer is pa)'ins the lender for the right to
live in the boule while living for its purchue. And
when the title to a house can be easily transfened, the
household pins a relatively riskless fonn of collateral.
Furthermore, a housing loan. which is funslDle with
other household resources, may provide the funds that
would permit the household to underuke a prodUctive
investment.

has since- revealed too many errors of the first
kind-funding low-yielding projects. With time,
economies have become more complex. informa
tion flows have improved, and financial managers
have become more skilled. In most countries both
sorts of error can be minimized by leaving more
decisions to a diverse and competitive financial
system that responds to market Signals. The pri
mary role of government then shifts to making
market signals more meaningful and, in particular,
to preventing its own actions from distorting
them.

On occasion the government may have a role to
play as a promoter of financial institutions and
markets in order to aeate a diversified and com
petitive financial system. Many high-income and
developing countries have used fiscal incentives to
favor particular institutions and markets. Such in
centives may be justified to encourage financial di
versity, particularly if the existing markets ere
dominated by large banks and are uncompetitive.
Fiscal incentives, however, Ihould be used only
moderately, should have dear objectives, and
Ihould be withdrawn once those objectives are
achieved. In the long term, countries should opt
for regimes that do not favor one type of instru
ment or institution over others.

Countries must also choose the range of permis
sible activities for financial institutions. Banks in
many high-income countries are operating inaeas-
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ingly as universal banks, engaging in commercial
as well as investment banking activities. Argu
ments in favor of universal banking include sav
ings in overhead costs, better information about
clients, and greater diversification of risks. The ar
guments against are mostly prudential: universal
banking could lead to undue exposure to risk and a
concentration of economic power. As discussed in
Chapter 6, however, prudential regulation can deal
with these drawbacks.

Tht btznking Stdor

The banking sector in developing countries must
confront several difficult issues. The most pressing
is that many banks are insolvent and must be re
structured. This problem was discussed in Chapter
5. Another is that wide-ranging intervention in the
financial sector must gradually give way to sys
tems that provide services in response to market

.signals. This, in tum, calls for more competition
and better management.

INCREASING COMfETlTJON. Commercial (or de
posit) banks hold between 50 and 90 percent of the 
assets of all financial intermediaries in most devel
oping countries and will continue to be at the heart
of their financial markets for the foreseeable fu
ture. In many countries these markets are domi
nated by a few large banks. The lack of effective
competition is not so much due to monopolies
based on economies of scale as to restrictions on
interest rates, .on product innovation, on branch
ing, and on the entry of new institutions. Greater
freedom for banks to respond to market Signals, to
choose their own customers, to set interest rates,
and to determine the location of branches would
stimulate greater competition. The creation of new
banks and other institutions should be constrained
only by the prudential regulations discussed in
Chapter 6. Competition also means allowing failed
institutions to go out of business. Allowing foreign
institutions to open branches, start joint ventures
with a local institution, or provide specialized ser
vices from abroad can be another source of
competition.

Although economies of scale are not great in fi
nance, it may not be possible in small economies to
ensure a competitive market for every financial
product. A few commercial banks supplemented
by a postal savings bank may be all a small econ
omy can support. Even in larger economies, finan·
cial markets are often uncompetitive. In these it
should at least be possible to promote competition

in big produd markets, such as wholesale ban1cin~

(loans to larger borrowers) and deposit taking ir
cities. This can be done, even when the creation 01

another big commerc:ia1 bank would not be justi·
fied, by encouraging the development of special.
ized intermediaries. A postal savings bank, for in·
stance, would extend financial services to ne\\
clients and foster competition for deposits; finanCE

and leasing companies would spur competition ir
the market for loans.

To improve competition and efficiency, some
small countries have opened their markets to for·
eign banks or have encouraged joint ventures be·
tween foreign and domestic institutions. Many
small and medium-size countries could buy the
specialized financial services they need (such a!

reinsurance, swaps, and forward contracts) from
abroad. Small, specialized institutions and foreign
competition can force even big oligopolistic banks
to behave competitively-although not necessarily
across the full range of financial services.

As the demand for financial services grows,
countries will need to encourage the development
of nonbank financial intermediaries and securities
markets in order to broaden the range of services
and to stimulate competition and efficiency. SomE
countries have already made considerable prog
ress toward more diversified financial systems. In
Malaysia, for example, a wide variety of institu
tions and markets are operating in an environment
of macroeconomic stability. Brazil and other Latirl
American countries have had some success in in
stitution building, although high and volatile infla
tion continues to undermine financial develop
ment. In recent years several developing countries
have broadened their money and capital markets
and created new intermediaries, such as leasin~

companies and contractual savings institutions.
Most countries, however, are still at an early stagE
of financial development.

IMPROVING MANAGEMENT. Poor management
has contributed to banks' difficulties in many
countries. A 1988 study of bank failure in the
United States concluded that management weak
nesses, especially among smaller banks, were an
important fador in 90 percent of the cases ana
lyzed. Improvements must be made in the skills 01
management and in the banks' internal systems,
particularly if the banks are to survive in the mOrE
competitive markets of the future (see Box 7.5).
Many management tasks are similar to those 01

bank regulators and supervisors, as discussed ir
Chapter 6. Indeed, banks with large branch net·

JO~
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Box 7.5 Bank modernization: Indonesia'. experience

Indonesia began to deregulat~ its financial sec:tor in
1983 and~ a second Rl of measures in 1988.
Th~~ signaled-at leut potentia1ly-a fundamental
shift from a highly~ltat~ banking oligopoly to
a broadly competitlv~ financial mark~t. In • competi
~ enviJonment, ltat~ banks would need to improve
IftVice, productivity, product ~tion, and markft
ing sk.ills. They would a1so need to introduce better risk
manag~m~nt, because com~ pressures would
narrow lending spreads and inaeaw balance sheet
volatility.

Bank Negara Indonesia 1946 (or 8NI) is the Jusest of
Indonesia's fiv~ ltat~ commercial banks, which ~
geth~r ac:coun~ for 71 percent of commercial bank
assets in 1987. 8NI's board of managing directors re
aet~d to th~ changing environment by adopting an am
bitious modernization program with the IUpport of an
international consulting firm. This program was given
top priority. from its inception in 1983 to the end of
1988.

works internalize a considerable part of the super
visory function.

The internal systems of banks in developing
countries have some common problems. Many
banks are operated without the benefit of a formal
planning process. Financial plans and budgets
may not exist, and little is done to control costs. As
a result institutions react to, rather than anticipate,
changes in the external environment. This makes
them vulnerable to sudden change.

The information available to management is nei
ther timely nor complete. At one bank in Nepal,
unreconciled differences in interbranch accounts
have existed for years and are equal to the whole of
the bank's capital. Without good information, it is
difficult to take corrective action on credit exten
sions, problem loans, or off-balance-sheet risks.
Commercial banks in many countries have lax ac
counting and auditing procedures and continue to
accrue income long after loans are nonperforming
and recovery has become doubtful. Sometimes
new lending is used to conceal debt servicing pro~
lems; overdraft facilities are particularly vulnerable
to such abuse.

Poor management is most often reflected in im
proper lending. A lack of written lending policies
makes it more difficult to manage risk; without
written policies, senior managers find it hard to
control the lending of their middle managers. Ex-
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The prosram had an institutional component and a
technology component. Th~ institutional component
iftduded an attempt to identify buIineIs opportunities
following deregulation; a reorpnization to refocus the
bank on its marketplace priorities, reinforce risk man
agement, and speed IIlanagement decisions; man
power IIlanagemtnt programs to improve the evalua-

. tion, deployment, development, and motivation of
Itaff; and a comprehensive revamping of the bank'.
procedures for IIlanaging its usets and liabilities. The
project was accompanied by • mustve effort to train
Itaff.

The teehnoIogy component was the fuJ]-teal~ auto
mation of the bank'. retail and wholesa1~functions. In
preparation for automation, 8NI greatly simplified its
procedures. To attract and retain the necessary techni
cal expertise, it paid higher Ialaries.

It is too soon to judg~ the overalllUCCftS 01 8NI'.
reforms. 8NI's competitors have begun or announced
IimiIar programs of th~irown.

cessive concentration of risk is common. Too many
loans to one bonower, an affiliated group, or bor
rowers in one industry means that the quality of
those loans could be jointly damaged by a single
factor. Banks in Texas are an example of excessive
risk concentration. When the price of oil was high,
Texas banks were among th~ nation's most profit
able; when the price fell after 1982, they sustained
large losses, and several of the leading banks
failed.

Excessive lending to related firms has proved a
Hrious problem in Chile, Kenya, Turkey, and
other developing countries. In Spain, the Rumasa
group contained twenty banks and more than 700
companies and used the twenty banks to finance
the related firms. When the firms experienced dif
ficulties, the banks became insolvent. In the after
math of the aisis, it was discovered that 400 of the
firms were phantom companies created to borrow
money, conceal the use of funds, and maintain the
appearance of financial health.

Poor risk selection is the source of many problem
loans. This includes advancing an excessive pro
portion of the required capital without demanding
an adequate infusion of the bonower's own funds.
Speculative loans based on the appreciation of as
set prices can also be dangerous. In Malaysia, a fall
in property prices and a rise in the debt servicing
costs in the early 1980s adversely affected loans to
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those speculating in real estate. In Kuwait, a col
lapse in the securities markets, together with the
system of settlement by postdated checks, aeated
serious problems for banks that had extended
credit against securities and real estate.

One of the most important tasks of management
is to train and motivate staff. The most successful
international commercial banks appear to be those
with the best in-house training programs, where
top managers train and assess future managers.
Commercial banks in developing countries should
draw on the experience of banks in other countries
in devising training programs for their own staff.
Countries such as Guinea, Hungary, and Korea
have established joint venture banks with foreign
commercial banks in order to transfer skills more
rapidly (see Box 7.6).

Accountability is a problem for many banks in
developing countries because organizational struc
tures are overly complicated and responsibilities
are poorly defined. To improve accountability,
commercial banks in high-income countries are
making greater use of independent profit centers.
Each branch is managed as a profit center, as are
other units supplying services such as leasing and
consumer credit. Profit centers are judged and re
warded on the basis of the profits they generate.
Separately managed cost centers (for example.
check processing) have to be judged on the basis of
unit costs because there is no way for the market to

Box 7.6 Banks in Guinea

Like most African countrieS at independence. Cuinea
had a commercial banking sector that was dominated
by a few foreign banks. In 1960 it established the Bank
of the Republic of Cuinea as a IOCWist monobank. This
was later divided into four specialized banks. each
dealing with one function or a single category of cus
tomer. The management of the banking system was
centralized, and the four specialized banks were. in
practice, departments of the central bank-that is. the
government. Credit was allocated in accordance with
five-year plans. (Credit to the private sector was pn>
hibited during 1965-79.) The banks confined them
selves to providing working capital for state enter
prises. which in most cases meant financing their
recurring losses. By 1985. 80 percent of the banks'
loans were irrecoverable. The banks were SfOSSly over
staffed with badly trained employees and managers.
Discrepancies in interbank claims amounted to 10 per
cent of their combined balance sheet.

evaluate their services. Only the head office or cer
tain major subsidiaries qualify to be investment
centers and thereby have a say in the use of
profits. Credit ceilings are used to limit the author
ity of branch managers and to prevent undue loan
concentration on the books of a branch. Large
loans require approval at higher levels and are car
ried on the books of the head office. Internal prices
permit the efficient transfer of resources without
undermining the profit incentive of each branch.
The profit center approach has much to recom
mend it. In practice, however, it is complicated and
requires sldll and experience to work well.

In most developing countries, nonbank financial
institutions (finance companies, development fi
nance institutions, investment banks, mutual
funds, leasing and factoring companies, insurance
companies. pension funds, and so. on) are a rela
tively small part of the financial system. Countries
such as Brazil, India, Jordan, Korea, and Malaysia,
however, do have a large nonbank financial sector.

- Sometimes. stringent bank regulation or favorable
tax treatment gives nonbank intermediaries a
strong competitive edge. In Korea, for example,
finance companies have grown rapidly since 1982
largely because they have greater freedom than
banks in setting interest rates.

A change of government and a new development
Itrategy in 1984'gave a larger role to market forces and
private sector initiative. The central bank was strength
ened with foreign technical adviJers. the specialized
banks were liquidated, and a currency reform and a
large devaluation were implemented. Three new com
mercial banks started business. with foreign participa
tion. Foreign workers now ac:c:ount for about 7 percent
of staff. but their number will be pdually reduced as
Ntionals finish their tnining. The total personnel of
the new system is a quarter of the old. Intennediation
margins have Initially been high. because there has
been little competition among the banks, and the de
INIJ\d for credit has expanded rapidly as the economy
has recovered. The banks also say that their nonper
forming assets are substantial (one-third of their porl
folio). 10 further improvements in the legal framework
for loan recovery may be needed.
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DEVELOPMENT FINANCE INSTm11'IONS. The most
common type of nonbank intermediary in devel
oping countries is the development finance institu
tion (OFt). Most are public or quasi-public institu
tions that derive much of their funding from the
government or from foreign assistance. Originally,
they were intended to provide small and medium
size enterpriseS with the long-term finance that the
commercial banks would not supply. During the
1970s that mandate was broadened to include the
promotion of priority sectors. Using government
funds, DFIs extended subsidized aedit to adivities
judged unprofitable or too risky by other lenders.
In practice, the DFIs found it difficult to finance
projects with high economic but low financial rates
of return and remain financially viable at the same
time. The DFIs' difficulties have been discussed in
Chapter 4. Today many of them are insolvent. If
they are to remain in operation, they will have to
be restructured.

DFIs face competition from commercial banks,
leasing comparues, and other sources of long-term
and equity finance. The procedures of other insti
tutions are often speedier and less bureaucratic.
Moreover, commercial banks offer much more
than just long-term loans. If DFIs were to charge
market rates for their services, many would soon
lose their customers. Where other institutions offer
competing services and the existing DFls are finan
cially and institutionally weak, the best course is to
close the DFIs or merge them with sounder institu
tions. There is no reason to close DFIs that can
mobiliz.e their own funds and are profitable at
market interest rates-although it might be sensi
ble to merge them with commercial banks,
which thereby would gain expertise in long-term
financing.

Monitoring and control of borrowers has posed
particular problems for DFIs. Because they provide
mostly long-term loans, they do not have the same
day-ta-day contact with customers as commercial
banks. And the narrow specialization of DFIs has
made it difficult for them to diversify their risks;
they have been particularly vulnerable to fluctua
tions in the business cycle. Merger with commer
cial banks would help to solve both problems. Al
ternatively, DFls might expand their range of
services within the constraints of their institutional
capabilities and professional skills. Activities p0
tentially suitable for DFIs include consulting and
leasing; the skills involved are similar to those re
quired by DFIs' existing activities.

The operations of DFIs need to be strengthened
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in the ways already outlined for commercial banks.
The DFIs that are to remain in the public sector
need professional boards of directors, trained
management, and competitive ularies. They also
need to place greater emphasis on loan appraisal
and recovery.

To attract more funds from the public, DFIs need
to charge market rates on their loans. Borrowing
long-term funds will be feasible only if there is a
market for long-term finance (this is discussed fur
ther below). Some DFIs have acquired equity hold
ings. Selling the shares of firms that have become
profitable could free resources to finance new ven
tures and increase the supply of securities in local
capital markets. To the extent that DFIs continue to
lend foreign resources, better management of for·
eign exchange risk will be necessary. In many
countries clients of DFIs and, in tum, the institu
tions themselves were badly affected by sharp cur·
rency devaluations. If foreign exchange risk is to
be passed on to borrowers, loans should go only to
those with foreign exchange revenues or hedging
opportunities.

Past experience has shown that DFIs cannot
achieve all of their objectives and remain finan
cially viable. If they are to lend for socially attrac
tive but financially dubious purposes, they should
do so as agents of the. government with no risk to
themselves. In some countries they have used
managed funds to this end.

LEASING COMPANIES. Smaller and less well
established enterprises find leasing companies an
attractive source of long-term finance. By leasing
plant and equipment, small firms can avoid the
requirements for collateral that often prevent them
from obtaining long-term finance for a direct pur
chase. Of course, leasing depends on the ability to
repossess leased assets (in fact, as well as in princi
ple) and on the existence of markets for used
equipment. The share of leasing in capital forma
tion (excluding building and construction) in se
lected developing countries ranges from 0.5 per
cent in Thailand (1986) to 8 percent in Korea (1985)
to 14 percent in Malaysia (1985). This compares
with sbares of 8 percent in Germany, 9 percent in
Japan, and 20-28 percent in five other industrial
countries.

Governments can encourage leasing by ensuring
that tax systems do not discriminate against this
type of financing and by unending laws that are
unclear or unfavorable (as they are in Thailand).
The more successful leasing companies in develop-
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ing countries have been joint ventures between na
tional institutions (COJNnereial as well as financial)
on one side and overseas leuing companies or
bank groups with experience in leasing on the
other.

VENT1JJtE CAPITAL COMPANIES. Venture capital is
temporary start-up financing in the form of equity
capital or loans, with returns linked to profits and
with some measure of managerial control. Venture
capitalists expect losses on some ventures to be
greater than with traditional financing, but they
invest because they think that greater than normal
returns on others will more than make up for those
losses. Venture capital is ideally suited to projects
involving uncertainty, poor information, and lack
of collateral. It is therefore an alternative to finance
from DFls. It is clearly not suitable for every coun
try, however. It requires an entrepreneurial class
and an environment conducive to private sector
initiatives. A source of long-term investable re
sources is also necessary. And an active secondary
market-either a secondary stock exchange with

less demanding listing requirements or an ade
quate network of business contac:ts-is essential so
that investments can be sold.

CONmACTl1AL SAVINGS INSTITUTIONS. Contrac

tual savings institutions (life insurance companies,
occupational pension schemes, national provident
funds, and funded soc::ial security systems) have
long-term and generally predictable liabilities.
They are potentially good sources of finance for
investment in corporate bonds and equities. In
high-income countries these institutions are the
main suppliers of long-term finance. They provide
savers with opportunities to diversify risk and
with the benefits of investing in a portfolio selected
by professional investors.

A major impediment to the development of con
tractual savings as a source of long-term corporate
finance has been the preemptive use of these funds
by government. In many countries-Brazil, C0
lombia, Ecuador, India, Kenya, and Malaysia, for
instance-governments require contractual sav
ings instituti~ns to invest a significant part of their

Box 7.7 Pension funds as a aource of term finance

Compulsory pension funds have contributed signifi
cantly to the supply of long-tenn investment funds in
Singapore and Chile. In Singapore the Central Provi
dent Fund receives exceptionally high mandatory con·
tributions from employers and employees. Such contri·
butions rose to 50 percent of salaries in 1984, before
being temporarily reduced to 35 percent in 1986. Funds
are mostly invested in government bonds, but employ
ees are now allowed to use their provident fund saVe
ings to buy housing. At retimnent, flnployees receive
either a lump-sum payment equivalent to their contri·
butions plus the acc:wnulated return on the assets of
the fund or an annuity determined by their life expec
tancy at retirement. The ac:cwnulated resources of the
provident fund are now equivalent to about 6S percent
of GNP-a substantial amount of vFt'J long-term sav·
ings (with average maturity between twenty·five and
thirty years), which will continue to grow.

Chile restructured its pension system in 1981. Contri
butions are compulsory but are privately managed by
competitive finns. Employees can choose among plans
and switch at their discretion. Thus managers who per~

form better can expect to gain accounts. Compulsory
contributions are set at 10 percent of salaries. Benefits
based on life expectancy are determined at Jlt'tiJeDlftlt;
the minimum pension is 8S percent of the legal JIIini.
mwn wage, or about 40 percent of the average wage.

In the first eight years of the new system, the total
value of usets pw to about 18 percent of GOP. Two
thirds of the funds are invested in govenunent securi·
ties, OftMIUIJ'ler in mortgage bonds, and the rest in
shares and other investments. Initially the earnings on
assets were very high (owing to high real interest
rates), but they are now about 4-5 percent in real
tenns.

The fraction of the portfolio invested in equity shares
was negligible until 1985, because companies that had
a dominant shareholder did not qualify for pension
fund investment. Only with the denationalization of a
number of large state enterprises (JnainJy utilities) and
IOJrIe further relaxation of prudmtiaJ standards has it
bec:oJne possible for the pension managers to invest in
corporate equities. Investment in corporate equities is
likely to relnain a IJJIaI1 part of assets, not because of
regulation, but because securities are in mort supply.
Even after the denationalization program, the value of
all corporate stock is only about 25 percent of GNP; the
value of pension assets will grow to about 100 percent
of GNP as the system matures.

The Inain issue for both funded and pay-as-you-go
IOdalsecurity systems is the rapid inaeue in life ex
pectancy. This will require adjustments in the contribu
tion rates, retirement benefits, or the retirement age.
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resources in government securities or programs
with low returns in the IOda1 sectors. (Sometimes
contractual savings institutions hold government
securities because they lack alternative investment
opportunities. )

Although a government with a deficit needs
funds from a source other than the banking sys
tem, it does not necessarily need long-term fi
nance. Furthermore, the government's legitimate
concern with the soundness of the assets in which
pension funds invest need not preclude invest
ment of those funds in the private sector. Gov
ernments in high-income countries have enacted
prudential rules for pension and insurance invest
ments, and these rules allow pension funds to in
vest in private sector activities. Chile and Singa
pore have moved in recent years to allow the
pension authorities to invest in other than govern
ment securities (see Box 7.7).

Because pension and insurance institutions are
likely to be relatively large and therefore able to
afford professional management, these managers
are able to playa role in the monitoring and control
of the firms in which they invest. Governments
can encourage the industry to develop by creating
a regulatory framework that seeks a proper bal-

Box'.8 Capital markets in India

In the 1950s India's capital znarkets helped to mobilize
financial resources for the corporate sector. The impor
tance of these znarkets then diminished, because subsi
dized credits were available frOUl comDm'dal and de
velopment banks, equities had to be issued at a
discount substantially below znarket value, the capital
znarket lacked Iiquidil)', and investor safeguards were
inadequate.

A refonn of the Foreign Exchange Regulations Act in
the early 19705 limited the expansion of foreign-owned
and foreign-eontrolled companies. In response. many
companies decided to become Indian companies. This
led to the issue of substantial quantities of company
shares at low prices. The znarket's revival continued in
the 19805, as various melSures were introduced to
stimulate both demand and supply. Incentives for eq
uity and debenture issuesinduded redUcing the c0rpo
rate rate of tax for listed companies and fixing the per
mitted interest rate for debentures above that for fixed
deposits but below that for bank loans. The zovem
ment also authorized the use of cumulative, convert
ible preference shares and equity-linked debentureS
and gave generous fiscal incentives to investors.

The growth of the Indian capital markets has been
impressive. Equity znarket capitalization on the Bam-

J08

ance between safety and real returns and by foster
ing greater competition.

Well-developed securities Il'W'kets enlarge the
range of financial services. Short-term money mar
kets provide competition to the banks in supplying
credit to larger corporations, and under appropri
ate conditions capital markets can provide long
term finance to government and large firms.

MONEY MAItKETS. The development of securities
markets usually starts with trading in a short-term
money UW'ket instrument, often a government se
curity. Other money market instruments are inter
bank deposits, bankers' acceptances, certificates of
deposit, and commercial paper issued by nonfi
nancial corporations. Money markets provide a
noninflationary way to finance government defi
dts. They also allow governments to implement
monetary policy through open market operations
and provide a market-based reference point for
setting other interest. rates. Furthermore, money
markets' are a source of funds for commercial
banks and other institutions with limited branch

bay exchange inaeued from 511.8 bDllon to 519.4 bil
lion between the end of 1980 and 1987; average capitali
zation ratios remained roughly equal to 6.5 percent of
GNP. The nwnber of lilted companies on all exchanges
illaeued from 2.114 in 1981 to 6,017 ill 1987. New
issues of debentures also multiplied. However, there
were also abuses, such as the use of misleading pro
Ipectu.ses and insider trading. In addition, the process
iIIg of new issues. which were heavily oversubscn"bed
because of their low prices, was plagued by delays in
Wre allocation.

In April 1988 the Securities and Exchange Board of
India was established to oversee and regulate the znar
kets. In August 1988 a credit rating agency was estab
lished to grade capital issues. In January 1989 pro
posals were published regarding the appointment of
market makers offering bid-and-uked quotations, the
responsibility ofRoc:Icbrokers for vetting companies be
fore listing. the opening of stockbroking to banks and
other financial institutions, and the aeation of a 1fC

ond-tier znarket for lDIa1Ier enterprises, with leIS oner
ous listing requirements. The measures were intended
to improve market liquidity and transparency and to
provide adequate protection to investors.
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T.bl~ '1.1 Equity market iDdicaton, 198'1

Higll-itIcDmt "nmtrits
Japan
United Kingdom
United States
Germany, Fed. Rep. of
France

92
80
58
21
18

lln11l1Wr' 1lItio~
(pmmta"",..,."

atpitalimtitmJ

93
72
93

161
56

1,9U
2,135
7,181

507
650

Dft1elDping cuurrtrits
Jordan 60 15 101
Mm~ 58 D m
Chile 27 11 209
1Corea, Rep. of 19 111 389
Portugal 10.. 143
~~e 10 4 ~

Thailand 9 114 125
Mexico 8 159 233
Brazil 7 43 590
Philippines 7 62 138
Venezuela 7 8 110
India 6' 19' 6,017
Creece 5 18 116
Pakistan 5 9 379
Nigeria 4 t 100
Colombia 3 8 96
Turby 3 6 SO
Argentina 2 16 206

a. Average II\&lket capitalization is a five.qwlrter averase of tM total value of listed ItOCk. buecI on yur1ftd data. UIUJIIing eoNtan! exponential
growth during the year.
b. Turnover ratio is tM value of stocks achIaIJy traded u a pm:entage of the _ge total value of Jisted stock.
c. Bombay exchange.
Slnlrcr: IFe.

networks, including foreign banks and leasing and
factoring companies. By enabling 1Mg~ corpora
tions to issue short-term securities in the form of
commercial paper, money markets make the cor
porate loan market more competitive and reduce
the market power of large commercial banks. Mea·
sures to promote the growth of money markets
have been among the most successful finandal re
forms in high-income and developing countries
alike in the 1980s.

One such measure is to issue government securi
ties at market interest rates. The reluctance of fi
nance ministries to pay market rates on their debt
is usually the biggest obstacle to the development
of money markets. Governments also need to re
move regulatory obstacles, such as the rules that
prevent banks from issuing certificates of deposit
or corporations from issuing commercial paper.
The publication of clear rules of conduct for market
participants is essential.

CAPITAL MAJUCETS. Capital markets provide long
term debt and equity finance for the government

and the corporate sector. By making long-term in
vestments liquid, capital markets mediate between
the conflicting maturity preferences of lenders and
botTowers. Capital markets also facilitate the dis
persion of business ownership and the reallocation
of financial resources among corporations and
industries.

In mature economies, new share issues have
been overshadowed in recent years by the retire
ment of existing equity. In the United States and
the United Kingdom, as a result of mergers and
takeovers and the spread of share repurchase pr0
grams, net new equity finance has been negative
for several years. In earlier periods, however, secu
rities markets were far more important as a source
of finance. From 1901 to 1912, for example, new
stock issues provided 14 percent of corporate fi
nancing in the United States. In several develop
ing countries, including India and Korea, the secu
rities markets have raised impressive amounts of
new equity and bond finance in recent years (see
Box 7.8).

Several developing countries have made great
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Index (December 1986 - 100)

800

Figure 7.2 Stock indexes in selected developing
countries and the United States, 1987 md 1988

Nott For the d~eloping countries. the stock index is the IFe
index of lolal Mums in U.S. dollars; tor the United States. it Is
the 5~ndord and Poor'5 500.
$v.ra: IFC 1986 and 1989.

requires 111 limited liability companies of a certain
size to make the same finandal disclosures as pub
licly listed finns. In the past, demand for securities
has been inhibited by the lack of investor confi
dence. In the future, much of the demand is likely
to come from institutional investors.

A primary reason for the underdeveloped state
of capital markets in mmy developing countries is
the absence of an appropriate legal, regulatory,
and tax framework. In some countries new shares
have to be issued at par value, which makes them
unattractive to companies if the market value of
their shares has appreciated significantly. In other
countries the tax-free status of time deposits or
government and public enterprise bonds lessens
the appeal of private corporate instruments. Far
more important in developing countries, however,
is lax enforcement of corporate income taxes. This
makes it possible for closely held corporations to
avoid taxes by showing very low accounting
profits; publicly traded corporations cannot hide
their profits without hurting investor confidence.

A common problem in securities markets, espe
dally early in their development, is the danger of a
speculative boom followed by a sharp decline.
Such aises have affected markets in Brazil, Hong
Kong, Korea, Mexico, the Philippines, Singapore,
and Thailand. Large increases and declines in
prices also affect securities markets in high-income
countries, but they can be much more pronounced
in young markets. The Wall Street collapse of Oc
tober 1987 was far less abrupt than the collapse of
many smaller markets (see Figure 7.2).

Countries with a relatively large business sector
and middle class should encourage the develop
ment of securities markets. Fiscal policies that dis
aiminate against equities should be changed.
Governments also need to define the operational
scope of underwriters, brokers, dealers, merchant
banks, and mutual funds and to encourage the es
tablishment of credit rating agencies. Privatization
of state-owned enterprises can be another stimulus
to securities markets. Privatization has been one of
the forces revitalizing Chile's equity market in re
cent years. In France, 167 state enterprises and
subsidiaries were divested from late 1986 through
early 1988, and their shares were taken up by more
than 13 million individuals. As a result the capitali
zation of the Paris stock. market increased by an
amount equivalent to 6 percent of GDP.

Encouraging foreign portfolio investment is an
other way to raise demand for securities in devel
oping countries. The increasing role of institu
tional investors means that foreign portfolio

United SlAtesPhilippineSo

100

700

I March ISeptember I March ISeptember I
December June December June December

1986 1987 1988

400

strides in recent years in establishing md invigo
rating equity markets. Such markets now exist in
more than forty countries. Indeed, the market cap
italization of stock exchanges (that is, the total
value of listed shares) is a greater proportion of
GNP in Jordan and Malaysia than in France md
Gennany, and India's stock. exchanges list more
companies than the stock. markets of any other
country except the United States (see Table 7.1). In
many countries, however, equity markets remain
small. Only a few countries have active corporate
bond markets; they include Canada, India, Korea,
and the United States.

The supply of equities has been limited by the
reluctance of owners of private companies to dilute
their ownership and control by issuing stock. or to
comply with requirements to disclose information
about their operations. The availability of less ex
pensive debt finance has also discouraged equity
isltU~s. Some countries-for example, Korea-have
provided considerable tax incentives to encourage
corporations to 'go public. In Jordan, any firm seek
ing limited liability must offer a substantial per
c~ntage of its shares to the general public. Chile
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investment might grow substantiaDy. Prices in sev
eral emerging markets have shown a low or nega
tive correlation with price movements in the
United States and Japan and thus offer foreign in
vestors an opportunity to reduce risk. During
19/:>-87, equity markets in six developing coun
tries outperformed the market in the United
States, and two of them (Chile and Korea) outper
formed Japan.

In capital-expomng countries, regulations on
foreign portfolio investment limit the extent to
which contractual savings institutions can invest
abroad. In developing countries, concern over vol
atile flows of money and increasing control by for
eigners has prompted a variety of restrictions and
disincentives. Foreign portfolio investment is usu
ally passive, but the concerns of developing coun
tries can· in any case be met by such means as the
closed-end country fund, whose shares can be
traded but not redeemed. More than thirty devel
oping country funds, most of them closed-end,
have been floated in emerging markets since 1980.
Since issue, the market value of twenty-five of them
has increased by 86 percent (as of August 1988).

Priorities for reform

Building a financial system more responsive to the
needs of lenders and borrowers will require sub
stantial improvements in the macroeconomic, le
gal, and regulatory environments. Developing
countries also need to broaden the range and im·
prove the efficiency of their financial institutions
and markets. Much can be achieved by removing
obstacles to the development of different instru·
lnents, by adopting a system of regulation by func
tion rather than by institution, and by strengthen
ing the management capabilities of individual
institutions.

To operate efficiently, financial institutions and
markets have to be guided primarily by market
forces rather than government directives. Con\pe
tition needs to be strengthened by encouraging the
entry of new and innovative providers of finan
cial services, by phasing out interest rate controls
and high levies on financial transactions, and by
stimulating the development of money and capital
markets.
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TO: Economic Growth Training Workshop Participants

SUBJECT: FSDP BUY-XN SOW'S BDKPLBS

DATE: September 1995

The following list name the FSDP buy-in sow's included in the
Financial Sector Day course material to serve as a resource 'tool'
in the design of FSDP buy-in SOW's: .

- Rural Credit Study (Ethiopia)
- Financial Markets Project Evaluation (Indonesia)
- Rural Economic Policy Reform Assessment (Niger)
- Central Bank of Egypt Implementation of Financial

Reform Activity
- Long-Term Advisor to the Prague Stock Exchange
- Financial Sector Development Strategies (Egypt)
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PlO". No.
ERDA Credit SIIIdy

Attachment 1

I. BACKGROUND

With a population of 55 million, Ethiopia is among the largest countries on the African
continent, but it is also one af the poorest with an estimated per capita income of $120.
Dliteracy is estimated at 85% (probably even higher for women).

Some 90% of the population is involved in agriculture and as a sector, agriculture contributes
50% to the Ethiopian economy. Under the Marxist regime economic growth stagnated, and
agriculture only grew at 0.1 % per year in the 1980s, 2.9% below population growth. This led
to declines in incomes and Dutritionallevels, and led to dramatic increases in food aid imports.
Ethiopia's structural food deficit is estimated to be approximately one million metric tons, very
close to its current import capacity of 1.2 million metric tons. If agricultural production
conditions were to significantly worsen, it is conceivabl~ that Ethiopia's food needs could expand
to 2.8 million metric tons.

Ethiopia is currently in a critical stage of transition, moving away. from a Marxist government
to a more democratic one, and making progress in changing from a command economy towards
a more open market economy. At the same time, USAID's program in Ethiopia bas been
changing from one of emergency relief to one of long-term development interventions. One of
the major concerns for the country is the size of food importations via the international
community, as well as the potential effect of such large quantities on the Ethiopian agricultural
production sector. Donor organization's thinking is increasingly moving from the supply of
emergency food assistance to one of addressing the root causes of Ethiopia's food security
problem.

The state of agriculture in Ethiopia leaves much to be desired. Small holder farmers have
suffered 17 years of neglect and top-down imperatives of how, what and bow much to produce.
They have had limited access to information on improved technologies and inputs, and
agriculture is still very much carried out with a subsistence approach and mentality. As
population has increased, farming activities have extended on to more fragile land areas and
productivity levels have declined, even as farmers continue mining their natural resource base.
However, there is sufficient evidence of potential to significantly increase yields and production

of Ethiopia's agriculture to believe that intervention in this sector could lead to dramatic
increases in food crop production, decreasing or eliminating the food gap.

The lack of rural banking services is believed to ~ one of the major constraints to increasing
the productivity of rural input suppliers, farmers, agricultural processors, and traders in
Ethiopia. USAID's proposed new program in the agricultural sector, Ethiopian Resources for

4

367

1 •. ~.

l~J .;



PIOn-No.
ERDA Cndit SIucIy
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Agricultural Development (ERDA) has, as its purpose, to increase production and productivity
of selected domestically produced food grain crops, and has selected the East Wellega zone of
Oromiya Region to use as a pilot test area for field level activities. Several attempts have been
made to determine the role of credit in the agricultural production system (which includes the
full range of activities related to agricultural inputs through to grain output marketing), and to
what extent credit is a constraint to increasing agricultural productivity in Ethiopia. There are
still many critical questions related to the Ethiopian nual financial market system which remain
unanswered.

Agriculture Cooperative Development International (ACDI) conducted a rapid assessment of the
current state of Ethiopia's rural financial markets and the informal and formal credit systems
which provide credit to rural entrepreneurs from the farming, processing or wholesale/retail
trading sectors. While the report has many recommendations, these are based on a somewhat
'limited rapid appraisal and are not specific enough for USAID to ascertain what the most critical
problems that need to be addressed nor the steps or mechanisms to act on many of these. Two
subsequent teams were fielded tasked to identify primary constraints to agricultural productivity
and develop specific recommendations for potential ERDA interventions both in the policy arena
as well as field oriented, farmer and entrepreneur level activities to address the identified
constraints. Rural banking services were not addressed in sufficient detail in either of these
reports.

USAlD/E believes that rural banking services are an important key to increasing agricultural
production and rural incomes, and through this procurement, is requesting detailed assessments,
recommendations and a plan of action for what USAID/E might be able to achieve in the
banking services sector. The Ethiopian government is currently developing results from a task
force on rural credit, and while the results have not been fmalized, USAID has been told that
there are currently two strategies emerging. The first is to use the India model of setting up
several regional development banks, which would have capital from the government, perhaps
private banks (though this would be difficult since there is at present only 1 newly operational
private bank in Ethiopia) and from donors. The second proposal is to allow the National Bank
of Ethiopia (NBE, the central bank) to strengthen its capabilities in regulation and oversight, and
to allow experimentation with various models for rural banking service delivery.

ll. PURPOSE

The purpose of this procurement is to determine the degree to which the lack of rural banking
services is a constraint to achieving increased agricultural production and productivity in
Ethiopia. The consultants will specifically address questions relating to what the needs for
banking services are of various actors in the agricultural sector, in tenns of size of the potential
demand by this population for such services, the types of services needed (short term credit,
long term credit, savings etc.), and developing recommendations for what kinds of fmancial
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institutions could best meet the expressed needs. Currently, USAIDIE is focussing on groups
including farmers, traders, input/output retailers. wholesalers, who are involved directly or
indirectly in agricultural production and presently do not have access to rural banldng services
except on a limited basis (government production credit scheme, informal sector, family). The
purpose of the study will be to identify specific actions that could be taken to sustainably
increase access to banking services by these groups.

It is expected that the results of this consultancy will be shared with the government and based
on the new rural banking policy it will have developed, identify if there are aspects of the
report. both at the policy agenda level as well as at the field level of activities in East Wellega.

, that can be incorporated into the ERDA activity.

ID. SCOPE OF WORK

The tasks described in this scope of work will be performed by a team of two expatriates and
two Ethiopian professionals. with expertise in rural banking services and rural fmancial market
development. regulatory/legislative frameworks for yiable rurai fmancial markets. and in
developing practical solutions and recommendations for setting up viable and sustainable systems
to supply banking services to fanilers and microentrepreneurs in rural areas. This team will be
responsible for addressing the following questions and areas dealing with the rural fmancial
market in Ethiopia.

1. What are the legislative and regulatory prerequisites in order to develop sustainable rural
financial market in Ethiopia? This should identify the requirements and institutional
configurations for establishing and sustainably running non-bank fmancial institutions (such as
credit and savings activities, the establishment of savings and loan activities in the existing
cooperative system. and the establishment of Grameen-type savings and lending organizations).
Legal and regulatory requirements will also be identified for the establishment of community or
rural banks in Ethiopia. Recommendations will be practical and implementable.

2. For rural banking to develop and flourish, the regulatory system must be able to grow and
develop the appropriate skills. Is the National Bank of Ethiopia (NBE) ready institutionally to
undertake changes and experimentation in the rural banking field? What investments in NBE
would need to occur to maintain appropriate oversight responsibility over rural banking. What
type of operational changes would be required. What would the fmancial impact of these
changes be? If the consultant team recommends that the NBE needs technical assistance. is this
fmding strongly endorsed and accepted by top level NBE officials?

3. Now that USAID has selected a specific region, East Wellega in which it will focus pilot
activities, the team will identify what the banking services needs are of the various groups (small
holder farmers. input retailer, wholesalers)with whom ERDA will work. The team willalso

6
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develop recommendations for the types of institutions that would be best able to provide the
kinds of banking services needed by the various groups in the zone, keeping in mind that the
objective of the ERDA program is to sustainably increase agricultural production, with a strong
emphasis on private sector providing whatever services are Deeded to achieve the increased
production. For example, early indications are that while there may be no overt discrimination
or prohibition against private sector retailers and wholesalers entering the market, these groups
are not able to provide formal credit to their customers, unlike the parastatals who can provide
government credit to their customers. This is particularly problematic in input supply marketing.
Therefore in answering these sets of questions, the consultants should develop recommendations
on how to level the playing field to encourage more private sector entry into input marketing
through increasing access to banking services.

4. Some earlier work suggests that collateral can be a major constraint to accessing formal
credit. The team will evaluate the current collateral requirements for loans related to the
agricultural sector (farmers, traders, retailers, wholesalers) and develop alternative collateral
mechanisms (such as use of inventory as collateral) to increase access to formal credit by these
groups. These mechanisms should be practicable by the.fmancial institutions that would be using
them.

S. Currently, government agricultural credit is very restrictive. .It is channeled through two
state banks to service cooperatives who in tum on lend to their members. Thus the only persons
who have access to this credit are members of service cooperatives who have not defaulted. The
credit can only be used for the purchase of fenilizer (although there is some indication that
improved seed can also be bought). The credit can only be used with the parastatal which
supplies fertilizer. Are there possible interventions that USAIDIE through the ERDA program
could do to broaden this line of credit? Is the government (and the banks) willing to allow
farmers to use this credit for broader purposes? Is the government (and the banks) willing to
allow retailers access to credit so that farmers could purchase directly from private sector
suppliers which would have a credit facility with the banks? What would need to change to
allow this?

6. Collection of loans has been problematic in the past two years. The government banks rely
on local government officials to enforce collection of their loans. They do not appear to have
adequate staff to perform collection, nor strong incentives to do so since the provision of
agricultural loans to the service cooperatives is dictated by the central government. What are
some actions that could be taken to strengthen the banks' collection systems and incentives?
These recommendations should be discussed with Ethiopian government officials to determine
their acceptability.

On the private sector side, collection is also a problem. One of the reasons private sector
retailers are unwilling to provide inputs on credit to farmers is the lack ofenforcement authority

7
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for collection of loans. To what degree is this a problem? What are some strategies and actions
that could be taken to provide this kind of authority or legal recourse for such retailers? How
difficult would implementing such changes be?

7. The ERDA program is willing to consider setting up a loan guarantee fund to ensure the
availability of credit to East Wellega and to test this mechanism for future expansion in Ethiopia.
What are some of the pitfalls the Mission should be aware of in the setting up and mnning of
guarantee funds, and how could the Mission design a loan guarantee to avoid these? Is the
Ethiopian government, state banks, and private banks favorable to donor guarantee funds for
agriculture credit? Where should it be located (central bank. CBE, DBE, or a private bank)?
What would be a reasonable amount for such a fund? Would the holding bank allow interest
to be earned on it? How could that interest be used (for example to fund the training and
functioning of bank field agents)? What would the percent of guarantee be? Would this be
decreased over time? How long would the fund need to function? What would its primary
objectives be (for any agricultural loan? targeted to certain farmers)? Once the time for the
guarantee has expired, what would the funds be used for?

8. The only existing formal credit system for agriculture is run through the service
cooperatives. Should the ERDA program consider working with credit through the service
cooperatives? Why or why not? If so, what criteria should be used to select service
cooperatives to work with in East Wellega? How long should ERDA work with service
cooperatives - that is, should the program work with them only until other alternative
mechanisms are up and running? What interventions should ERDA focus on regarding service
cooperatives? One proposal is to work with service cooperatives to establish savings and loan
facilities in them. Does the service cooperative legislation allow this kind of activity? Is this
a viable activity? How should this be set up? What would the service cooperative management
structure for this look like? What would the necessary preconditions be to set this up in a
service cooperative? What would be required from the project to support the establishment of
this? What other aspects of service cooperatives should ERDA support?

9. Are market interest rates presently being used by the government credit programs (run
through the Commercial Bank of Ethiopia, the Development Bank of Ethiopia)? If not, how
likely is it that the government will establish market interest rates for its lending activities? Is
the rate currently in use sufficient to encourage rural lending? If not, how high would the rates
need to be raised in order to cover costs? Related to establishment of interest rates, what are
the pros and cons of establishing differential interest rates? Some Ethiopian officials propose
to use lower interest rates for agricultural loans due to the extreme poverty of the majority of
small fanners so that they would have access to credit. The banks on the other band believe
they cannot cover costs at these lower rates. Is it possible to target subsidized interest rates for
agricultural credit? How could this be done in East Wellega? How could such subsidization
be targeted to the desired groups? Describe a system whereby such subsidy is clearly tracked

8
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and quantified in order to provide the Ethiopian government accurate information on the cost of
such a subsidy program.

10. The central bank has expressed willingness to experiment with different mechanisms for
rural credit delivery in Ethiopia. One model that is favorably mentioned is the Grameen bank
model. What are the pros and cons of the Grameen bank model for Ethiopia? Could this be
a viable alternative for providing farmers with credit? How might this be struetured and set up
in East Wellega? Could this model be used for agriculture input retailers? The government is
has also contemplated using a regional development bank approach such as that used in India.
How could this work in Ethiopia? What are the pros and cons of this model? What other
models might be appropriate for Ethiopia to consider given the existing conditions? For
example, rural credit unions, saving and loan association and/or rural/community banks? What
would it take (time, funding, changes in legislation, etc) to set up each of these institutions?

11. There are numerous NODs in Ethiopia who have credit components in their activities; some
also have savings components with their credit activities. Each NOC;> has its own philosophy and
its own approach to how it provides credit. ACDI recommended that the Ethiopian government
develop national standards for NOD programs, including the use of market rate interest rates,
mandatory development of a savings component and others. Is this recommendation valid? Is
it necessary for the healthy development of the rural fmancial market in Ethiopia?

12. ACDI recommended that the DBE and CBE branches in certain target areas be allowed on
an experimental basis to operate as autonomous profit centers. Can this recommendation be
implemented under current legislation? Are the banks and the government willing to undertake
this kind of experiment? Is this viable option in East Wellega? There was also a
recommendation that the 2 banks consider using mobile agents to provide banking services to
more remote areas. How has this model worked in other countries? Has this been a cost
effective method of providing banking services to more remote areas in other countries? How
could it be structured to work in Ethiopia?

13. For all the above questions, the consultants must ensure that their recommendations are
clear and that priorities are provided in terms of which recommendations are the most important
to act upon, and which could provide the most cost effective impact. Wherever training is
recommended, specific description of the areas in need of strengthening, a detailed description
of what the training will be and for which agency and department, is required. If technical
assistance is recommended, the team must determine that this is requested by the agency for
which the TA is being recommended. There must also be a detailed description of how much,
what the general tasks will be and what skills are to be transferred to Ethiopians by the TA.

The expatriate and Ethiopian rural financial markets experts will be responsible for all tasks
relating to the needs assessment for rural banking services (#3), alternative rural banking systems

9
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(#5, 8, 10), alternative collateral systems (#4), loan collection problems (#6), loan guarantee
mechanisms (#7), interest rates (#9), NGO credit schemes (#11) and questions of experimenting
with formal banking structures (#12). In addition, the Team Leader will ensure that the issues
in #13 are addressed by all team memben and are incorporated into the written report.

The JUral banking regulatory and legislative experts will be responsible specifically for points
#1 and 2 above, and additionally will be responsible for all regulatory and legislative aspects that
are relate to the other questions raised above.

IV. Qualifications or Team Memben

A. Team LeaderlRural fmancial markets emrt - Expatriate

- PhD in business, fmance, banking or a related field;
- Minimum 15 years professional experience in JUral financial markets in developing
countries. The candidate must have field experience, preferably in Africa, and have
skills in developing creative solutions at both the field level implementation and at the
policy level that are practical and acceptable to host country officials.
- 5 years minimum of experience in positions of team leadenhip and!or supervisory or
management positions.
- Strong writing skills and computer literacy in word processing required.

B. Rural financial markets mecialist - Ethiopian

- Masters degree or higher in business, fmance, banking or a related field;
- Minimum 10 years experience in the field of rural credit and banking in Ethiopia, with
in-depth understanding of past experiences in credit in Ethiopia. Good knowledge of the
existing banking system, particularly in the agricultural sector.
- Strong writing skills and computer literacy in word processing highly desirable.

C. Rural credit regulatoO' and legislative eXPert - Expatriate

- Graduate degree in law, preferably with emphasis in banking, business or finance;
- Minimum 10 years professional experience in banking regulation and legislative
frameworks governing banking systems in rural fmancial markets.
- Experience in developing countries working on legislation and regulatory frameworks
required.
- The candidate must have field experience, preferably in Africa, and have skills in
identifying problems and developing creative solutions for reforms in the regulatory
framework and developing recommendations at the policy level that are practical and
acceptable to host country officials.

10
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- Strong writing s1cills and computer literacy in word processing required.

D. Rural credit "mIatory and le&islative eXPert - Ethiopian

- Graduate degree in law is desirable, with emphasis in banking legislation and
regulatory frameworks.
- Minimum 10 years experience in banking legislation and regulatory frameworks
governing Ethiopia's rural banking and credit programs. Good knowledge oftbe banking
sector, banking reforms, and current Ethiopian government policies on rural banking
legislation.
- Strong writing s1cills and computer literacy in word processing highly desirable.

IV. DELIVERABLES

The team will provide USAIDIE with a report with 2 major sections: analysis and
recommendations for rural banking interventions under the ERDA activity; and analysis and
recommendations for the current banking regulatory and legislative framework.

Recommendations in the report will be detailed. Any recommendations for training will
provide information on what kind, to address what expressed needs, and to build what kind of
s1cills for the identified institutions. Each concerned agency's agreement to these will be noted.
Recommendations concerning technical assistance will also be detailed to provide information
on how much, to what agency, for what purpose and length of time. Agency agreement must
be indicated.

The report will not exceed 40 pages in length, and will have an Executive Summary at the
beginning, not to exceed 4 pages. The Executive Summary will contain a description of the
purpose of the study, provide summarized analyses and fmdings and list the recommendations.
Five (hard) copies of the draft document will be submitted to the Deputy of ANR for review and
comments. Ten (hard) copies of each fInal document plus an electronic copy on Word Perfect
5.115.2 on diskette will be provided to USAIDlEthiopia within 2 weeks of receiving mission
comments. One hard copy and an electronic copy of each document in Word Perfect 5.1 on
diskette will be provided to the FSDP Project Officer in the Global Bureau.

V. REPORTING RESPONSmILITIES

The team will be under the direct coordination of the expatriate Team LeaderlRural banking
expert. The Team Leader will be under the technical direction of the Deputy of USAIDIE
Agriculture and Natural Resources Office. The Team Leader will report on the team's progress
on a weekly basis as feasible to the Deputy ANR.
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The team will carry out the scope of work over a period of 4 weeks. It is estimated that field
work will begin on/about October IS and end on/about November IS, 1995.

Position AnivallDe.1'. Dates Total Length of Consultancy

1. TURural Credit - &pat 10/15195 - 11/15/95 4 wks. (24 work days)

2. Rural Credit - Ethiopian 10/15195 - 11/15/95 4 wks. (24 work days)

3. Banking Reg.lLeg - Expat 10/15195 - 11/15/95 4 wks. (24 work days)

4. Banking Reg. ILeg - Ethiopian 10/15195 - 11115/95 4 wks. (24 work days)

During the team's presence in Ethiopia, a six-day work week. is authorized for all team
members.

vn. METHOD OF PAYMENT

The contractor will be reimbursed after submission and approval of vouchers (SF 1034) to
USAID/Ethiopia's Controller's Office. Final payment will be made when USAIDIE is in receipt
of an acceptable final report. The USAID/E designated Liaison Officer for this procurement is
Margaret Brown.

vm. LOGISTICAL SUPPORT.

The contractor will be required to rent a vehicle for any field travel. Rental rates are
approximately $125/d including vehicle and driver. At least some members of the team will be
expected to travel East Wellega (approx. 300 kms. west of Addis Ababa). The contractor will
also be expected to pay salaries and provide per diem expenses for local professionals
accompanying the expatriate consultants. Per diem for local professionals is $20 per day outside
Addis Ababa. Approximately 12 days per diem for local professionals should be budgeted.
Ethiopian professionals shall be fully paid in cash prior to the departure of the Team Leader.
The contractor will be expected to arrange and pay for workspace.
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PlOIT IRANSMIITAL MEMORANDUM

TO: Carolyn Eldridge. USAIDlEthiopia Contracts Officer

FROM: Martin Hanratty. USAIDlEthiopia

Attachment 2

SUBJECT: Request for Issuance of Delivery Order and Justification and Approval for Use
of External Resources for Advisory and Assistance Services

Az. REOUEST

1. I recommend that you negotiate a Delivery Order under the Financial Sector
Development Project (940-0025) from the Global Bureau Office of Economic Growth.
for the services described in the attached PIOIT No..

2. This is a USAlD/Ethiopia funded PIOIT. The USAIDlEthiopia Project Officer who will
administratively approve contractor voucher requests for payment is Margaret Brown,
Office of Agriculture and Natural Resources. USAID/Ethiopia.

3. The required services should start in October 1995 with the exact timing to be arranged
in consultation with the USAlDlEthiopia Project Officer.

4. The person to be contacted concerning this request is Margaret Brown who can be
reached at USAlDlEthiopia at 251-1-610-666.

B. REQUIRING OFFICER CERTIFICATIONS

I certify that to the best of my knowledge:

1. The required work is not a fragmentation of a known long-term requirement for
the services of the recommended contractor.

2. No USAID employee or other individual resource. such as experts and consultants
or personal services contractors is available on a timely basis to perform the
required work.

3. No USAID employee has recommended the use of any individual under this buy
in who was not initially located and identified by the contractor.
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~ JUSTIFICATION AND APPROVAL FOR PROCURING ADVISORY AND
ASSISTANCE SERVICES

1. J~catiOD

a. Need and Utilization

The services defined in the Scope of Work of this PIOIT relate directly to USAlDIE's
design of the Ethiopian Resources for Agricultural Development (ERDA) activity. The
purpose of this PIOIT is to conduct an assessment of the Ethiopian financial markets with
specific questions pertaining to ERDA's role in this sector. The resulting analysis will
identify specific actions that USAIDIE will need take to address problems in the rural
banking component of the ERDA activity.

b. Review of Prior Work

Three teams have attempted to address the issue of rural credit delivery in Ethiopia. The
fIrst study, by ACDI, was conducted before the specifics of the ERDA activity were
know, and the study concentrated on a geographic area different from where ERDA's
pilot field activities will take place. The ACDI study addressed much broader issues
which will provide this particular study with imponant basic information, but did not
look at specific options, costs and necessary actions to address problems of banking
services access and use by specific groups.

The second set of reports looked at the credit situation specific to ERDA, but arrived at
sometimes conflicting conclusions. One report presented only partial information
concerning the regulatory framework and concluded that no interventions at the policy
level would be necessary. Subsequent discussions with NGOs have revealed cenain
regulatory problems. The second report provide no information on alternative
mechanisms for channeling banking services to potential rural users. USAIDIE has
subsequently identified some major questions relating to, for example, the use of loan
guarantee funds, the adequacy of the regulatory framework and capacity of the central
bank to handle experimentation in rural banking services delivery systems, and questions
raised by the government itself concerning the use of targeted subsidized interest rates
for farmers.

c. In House Capability

Current USDH staff at the Mission do not have the time or the full range of expertise
required for this work. Limitations on time for the Global and Africa Bureaux staff
prohibit the use of any of these full time for the periods of time required to do the
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assessment. Both USDH and FSN staff have, in addition to this task, other on-going
responsibilities that require significant poniODS of their time.

2. Approval

I approve the requested work and the use of persons other than USDH employees in the
performance of this work.

BY:

TYPED NAME:

DATE:

Walter North, Acting Mission Director

1S
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Clearance:

MHanratty, ANR
BDouglass, PRM
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Rural credit expat:
Rural credit leg.lregulatory expat:
Rural credit Ethiopian:
Rural credit leg.lregulatory Ethio:

Sub-total

Travel & transport

2 round trip from US
Internat'l perdiem
In country perdiem expat
In country perdiem Ethiopian
In country car rental and fuel

Sub-total

Other Direct Costs

@ $500/d @ 24 days @ 2.121 multip.
@ $500/d @ 24 days @ 2.121 multip.
@ $250/d (I 24 days (I 2.121 multip.
@ $250/d (I 24 days @ 2.121 multip.

2 @ $5000
2 @ $200
2 @ $168 @ 28 days
2 @ $20 @ 15 days
$140/d @ 15 days

$25,452
$2S,452
$12,726
$12,726
$76,356

$10,000
$ 400
$ 9,408
$ 600
$ 2,100
$22,508

Office workspace rental (or $500
upgraded hotel room equivalent)

Communications, courier $400
Visa/medical exams, medevac ins. $400

(expats)
Misc. other direct costs $836

Sub-total

TOTAL

17

$ 500

$ 400
$ 400

$ 836
$ 1,600

5101,000
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ATIACHMENT NO.1

SCOPE OF WORK
FINANCIAL MARKETS PROJECT (497-0360) FINAL EVALUATION

1. Actiyity to be EvaIuated. The Financial Markets project (FMP) which was authorized
on August 30, 1988. The current project assistance completion date (PACD) is March 1,
1995. Life-of-project grant funding from USAID is $14.6 million; the total host country
contribution, from both public and private sources, is $4.9 million; therefore total funding
is estimated at $19.5 million.

2 Purpose of the EvaIuation. The purpose of this evaluation is to provide the
Government of Indonesia (GOI) and USAID/lndonesia with an assessment of the
impact of the Financial Markets project. The emphasis of the evaluation will be to
analyze the relationship between the availability of debt and security instruments to the
success of Indonesia's poverty alleviation policies. The analysis should be broad enough
to consider the effect of improvement in financial markets on the lower income populace
through .facilitating economic reform and continued rapid economic growth. This
evaluation will review what has taken place in the Indonesian ·financial sector since this
project intervention was initiated, systematically collect information about the extent to
which this intervention made a difference to the economic development of Indonesia,
suggest what problems remain, and speculate about alternative designs for similar
programs or projects in the future. The intention is contribute to more informed future
decisions, rather than to try to arrive at definitive conclusions that fMP led to specific
results which would not have occurred in its absence.

3. Back&Tound. The FMP was designed as a response to the GOl's desire to develop
well-regulated, efficient, and active financial markets, particularly capital and money
markets. Improvements in the depth and efficiency of capital and money markets were
assumed to lead to increases in the availability of domestic and foreign investment
capital. It was recognized that a strong capital market could be important for the
privatization of state-owned enterprises through the public sale of securities in financial
markets. Privatization was also seen as a means to broaden and deepen Indonesian
capital markets by increasing the supply of marketable securities.

The goal of the FMP is to increase the availability of long-term investment capital
by supporting open financial markets. The project purposes are to increase the number
of debt and equity securities and commodity contracts available to investors, to increase
the transparent trading volume of these instruments, and to improve the efficiency of the
public sector through restructuring and/or privatization of the ownership and
management of state-owned enterprises.

Increased investment in capital assets was seen as crucial for Indonesia's
continued economic development and, in turn, contnouting to this country's poverty
alleviation policies. If investment does not expand significantly, Indonesia will not
realize the sustained economic growth necessary to employ its large and growing
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population, many of whom are still living in poverty. In order to mobilize the necessary
investment, Indonesia has been relying on foreign borrowing and investment, but also has
to continue to stimulate domestic savings. Public sector savings can be increased through
raising taxes, reducing or eliminating price subsidies, and increasing the operating
efficiency of governmental agencies. Increasing private sector savings requires continued
deregulation of business activities. An important step to be taken is to increase both
sectors' savings and investment in order to further develop Indonesia's financial
markets.

FMP contains a Capital Market component implemented through a host-country
contract with Price Waterhouse; a Money Market component implemented through a
host country contract with Deloine Touche Tohmatsu International; and a Privatization
component funded through a "buy-in" to the Price Waterhouse contract managed under
the centrally authorized Privatization and Development project. All three components
will be considered in this evaluation.

4. Statement Qf Work. This evaluation will address the following questiQns:

a. Has the FMP achieved its gQal, purpQses, and QUtputs?

b. What peQple-level impact has FMP had Qn contributing tQ the GOl's extensive
PQverty alleviatiQn policies, as well as PQverty alleviatiQn itself? What are the
interrelatiQnships, if any, between financial markets development and poverty
alleviation?

c. Have prQject inputs, including hQst cQuntry cQntributions, been used effectively?

d. What are the lessQns learned frQm the FMP? Are its activities sustainable? How
relevant is the prQject in the context of USAID's Qverall strategies fQr sustainable
develQpment?

e. What is the impact Qf the achievements of the FMP on IndQnesia's financial
markets, the GOl's restructuring and privatizatiQn program, and overall eCQnQmic
de~eIQpment?

f. Have increases in investment and savings occurred by increasing the types of
securities available? If SQ, has the develQpment of financial markets increased the level
Qf equity finance relative to debt finance and has this stimulated the develQpment Qf
small and new businesses?

g. Are there indicatiQns that the flow Qf funds frQm investors tQ users Qf funds has
become mQre efficient?

h. Has financial market development lead to increased economic stability?
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i. Has privatization contnbuted to the deregulation of the public sector?

j. Have FMP activities had any impact on the more equitable distnbution of financial
sector resources?

k. Axe there positive or negative effects resulting from the project that were
completely unanticipated?

S. Specific Evaluation Tasks.

a. Before departure for Indonesia, expatriate teams members should familiarize
themselves with the literature of Indonesian financial market development
USAID/Indonesia will supply the. following documents: FMP Project Paper, Project
Paper Supplement, and Approval of Authorized Amendment No.2; "Assessment of the
Financial Markets Project," September 1992; Midterm Evaluation, October 1993; and
the most recent Annual Worlcplans and Quarterly Reports for each of the three
components.

b. The evaluation team leader will draft a workplan and submit it to the FMP project
officer within three days of the beginning of the evaluation in Indonesia.

c. The evaluation team will conduct evaluation activities, including regular weekly
briefings to USAID staff and GOI counterpans and preparation of the final report, over
a three-week period in Indonesia. The draft final report will be submitted to the FMP
project officer before the evaluation team leaves Indonesia.

d. USAID/Indonesia wUl then have 15 days to comment on the draft final report
before the evaluation team leader submits the final report within 30 days after leaving
Indonesia. .

6. Methods and Procedures. Interviews should be conducted with a number of people
involved in the current project and/or Indonesia's financial markets. These should
include USAID personnel; representatives of project contractors and consultants; GOI
counterpans, including the Ministry of Finance, BAPEPAM, BAPPENAS, and Bank
Indonesia; private sector experts, participants, and beneficiaries; academic experts; and
other donors.

Research should include USAID documentation, contractors' reports, and any
other books, reports, and articles deemed relevant

7. Evaluation Team Composition. The team should consist of an evaluation specialist. a
financial specialist, and a financial research specialist.

Evaluation SpecialistfIeam Leader: A social scientist with a Ph.D., field research
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experiencet and an economic or financial background is needed for the evaluation
specialist position. This person should have considerable experience in evaluating
economic development projects. The evaluation specialist will be responsible for
managing the evaluation team and producing all evaluation documentatioDt including the
final report.

Financial Specialist: The financial specialist should have extensive experience in the
financial sectort have prior experience with financial sector development in developing
countriest and possess wide exposure to numerous facets of financial sector issues. A
minimum of fifteen years experience in the financial sector obtained through high-level
assignments is required.

Financial Research Specialist: This person will be a local-hire who will be responsible
for gathering data regarding Indonesiats financial marketst privatization activitiest and
general issues of financial sector development and economic development. He or she
must be fluent in Indonesian and English. A strong background in financial market
development is required. This person will obtain data and research materials relevant to
the evaluation.

8. Reportine Requirements. The team will preparet in the fieldt a draft final report
which addresses the questions in item 4 abovet and which corresponds to USAIDts
required format for evaluation reports. The following sections must be included in the
final evaluation report:

a. Executive Summary
- Purpose of activity evaluated
- Purpose of the evaluation and methodology used
- Findings and conclusions
- Clear and succinctly stated lessons leamedt both regarding project design

implications and broad action implications
b. Project Identification Data Sheet
c. Table of Contents
d. Body of the Report, including sections on:

- purpose and study questions
- the economic, political and social context of the project
- description of the project
- team composition and study methods
- findings and analyses of the study concerning the evaluation questions
- succinctly stated conclusions drawn from the findings (including lessons

learned and policy implications)
- recommendations based on the study findings and conclusions.

e. Appendices, including:
- a copy of the evaluation scope of work
- the project log frame
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Attachment B
PlolT No. 940-0025-3-50001

STATEMENT Qr WOJUt

The following is the overall Statement of work for a sector
assessment to be done as part of the USAlD/Niger Economic Reform
and Microenterprise Program (ERMP).

GEMINI (DAl) is involved in the overall design of the program,
and participating in this effort with their own funding. The

methocioro~""shouId'·"'b'Et"~rt'.icularlYuseful in asSeSSi~9 overall
constraints within the microenterprise sector. A USDA RSSA
Officer for the Africa Bureau's Office of Sustainable Development
will also participate as the Agricultural Marketing Specialist.

rJ1~I~IP.I••~""1BP
Microenterprise is a key part of our strategic plan and results
package, and is described by the mission'S strategic objective
no. 2 As follows:

"Improve access to markets especially through use of improved,
decentralized financial services. 1I

We refined the language of s.o. No. 2 in concert with a broad
consultative process which is still underway, and which has been
a leading part of our re-invention/reengineering efforts. We
garnered this input from informal customer surveys conducted by
focus group members during field trips.

Statement of Work

1. Given Niger's extreme poverty, and limited institutional
framework, and in the present setting of rapid advances in
democratic reform, USAID/Niger's goal is broad. Led by Nigerians
within the framework of AID/W strategy directives, USAID/Niger
has framed our goal statement as follows: lIa political, economic
and social environment that empowers all Nigerians to achieve
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sustainable improvements in the quality of their lives".

2. Vision for economic reform and microenterprise development:
Economic development must be led by development of the non
governmental sector: private for profit business sector (both
formal and informal) and civil society, i.e. NGOs, civic groups,
associations, credit unions, cooperatives, etc. We have found
during the last several years that several of our projects are
having positive impacts on these groups and individuals. These
projects are succeeding at both sectoral and local level and
through general policy reforms which affect the entire country.
We are convinced that expanding and improving on these successes
will bring about significant improvement in the quality of life
of our customers who live or work in those areas where we will be
concentrating in the future. We are confident that by planning
in an even more collaborative fashion with all our customers and
partners, and by developing synergy with other sectoral programs
as well ,as with other donors, our success will be even greater.

3. Purpose

The purpose of thi.a•••••ment i. to apprai.e the growth
potential of the rural .ector in Niger and to d.termin. k.y
constraints and the mean. of overcoming them in ord.r to achieve
USAID/Niger'. Strat.gic Objective No.2. (S02), and to analyze
options for activities to achieve S02.

4. Elements of Sector Assessment

a. General Scope of Work: Upon arrival in-country, the
assessment team (A-Team) will review the Strategic Plan for the
Mission. A Team Planning Meeting (TPM) will be conducted to
obtain agreement between members of the A-Team and S02-Team over
a feasible implementation plan for the scope of work. The TPM
process will be done in consultation with clients to assure their
agreement with the implementation plan and the products it will
produce. The A-Team will then assess the Mission's three
decentralized financial institution (DFI) projects in light of
research recently conducted under the GEMINI project, focussing
on self-sufficiency issues. It will also review the Mission'S
two economic reform projects and, in particular, the evaluations
done for these projects. A-Team members will meet with
customers, partners, and their representatives during this
initial assessment work. The A-Team will subsequently perform
analyses necessary to support the vision for the S02 articulated
above, and identify key results required to achieve S02 and
constraints which much be relieved to achieve the results. The
A-Team will use prior studies the assessments of the DFI
projects, their analysis of constraints and opportunities in the
rural sector to appraise the potential for growth in this sector
in Niger. In a final phase of work the assessment team will
provide conclusions on its soundness and as appropriate make
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recommendations for implementing the strategic plan for achieving
S02, including a conceptual outline of activities which would
lead to the plan's successful implementation.

b. Review of reference documents: some of the most useful
reference documents for conduct of the assessment work are as
follows:

i. USAID/Niger draft strategy plan;

ii. Gemini rural financial institutions and economic
reform research draft report;

iii. Previous USAID/Niger evaluation reports
(especially for recent PAM and NEPRP evaluations;

iv. Studies and reports prepared by NEPRP and PAM;

v. Progress reports and other documents pertaining to
DFS projects, especially the report on developing
a sustainable institut10n from the CARE/Niger BRK
lending facility, the impact study of credit
unions in Niger, and the plan of action for
development of an accredited financial
establishment by CLUSA.

vi. Financial analyses and assessments from the
French, FED, IMF, IBRD, and local sources;

vii. Analyses and review of the rural producers,
informal sector and of micro-enterprise linkages
to growth and development (specifically to Niger,
and more generally, in the sahel) done by IFPRI.

Review of documentation will require TOY time with Africa and
Global Bureaus, and IFPRI in Washington D.C. and in Paris for
discussions with personnel of the Club du Sahel and with French
researchers.

c. Review committee: This consists of the Expanded S02 team
and includes the National Director for Analysis, Economic Studies
and Public Finance or designated representative, directors of
each of the three US PVOs involved in DFS delivery, the Director
of the Center for Exterior Commerce, the President of Niger's
Businesswomen's Association, the Head of the Credit Department of
the Bank of Africa, the REDSO/WCA Economist (virtual member), the
REDSO/WCA ADO (virtual member), the Africa Bureau Economist
(virtual member also assessment team member) and the Mission S02
expanded team as well as the USAID Director or designee.

cons i ~t ~~s~·.Si#.~B:§iimiii·;:Hi~.~S9ii.i:.;:;jiii;ii,iiiiii;;:iisi§~l
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institutions, a private sector microenterprise specialist, and an
agricultural marketing specialist. One or more of the
consultants should be well experienced with gender issues in the
analysis and design of development programs for microenterprise,
DFS, and/or sectoral adjustment programs. All consultants.should
have a minimum of 2-years of relevant experience in developing
countries, and be able to work professionally in the French
language.

R~~~
sp"ec:i.a:lis"t) will be provided by the GEMINI project; and the fifth
will be provided by the AFR/SD.

Support/logistics personnel: the Mission will provide one
individual experienced as a TPM facilitator, a locally hired
Economist, Representative of Civil Society, as well as logistics
and administrative assistance.

i. A-Team leader: the A-Team leader will not be a
discrete position. The individual selected as team leader will
be the individual consultant best qualified to fill this role in
addition to his/her technical role. Experience in successfully
leading teams conducting similar work will be the primary
consideration in selecting this individual, along with experience
in integrating gender concerns in similar assessments, although
the latter work could be done by another A-Team member.

(1) The responsibilities of the A-Team leader
will be as follows:

(a) Completing negotiation on-site of
details of the implementation plan
(within first three days of arrival in
country) ;

(b) Assigning, evaluating, and coordinating
analyses by other experts;

(c) Drafting, editing, presenting and
correcting and completing the final
report;

(d) Ensuring that gender issues are
considered and resolved by the A-Team;

(e) Determining the appropriateness of the
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Mission's V1S1on in relation to the
reality of the access by women to
financial sector services and to
markets.

(f) Determining results, conditions and
activities required to ensure that women
will receive at least 50 percent of the
benefits of individual programs designed
to achieve 802.

(g) Determining the illustrative activities
or sectoral adjustments which will lead
to the desired results.

(2) A-Team leader qualifications

(a) Minimum of ten years of professional
experience, including at least 5 years
in sectoral assessments and evaluation
of financial services or microenterprise
development, preferably in francophone
West Africa;

(b) Successful leadership of several similar
assessment teams;

(c) Demonstrable skills as a writer and
editor;

(d) Profession experience in integrating
gender issues into sector assessments
and evaluations.

1~:.i:::·:::I:::li.sigff!sllqm~li

1::~:~I:::·::::il~!..I!.~§~~:~I.II<i.1"":-
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iv. Micro-economist

(1) Responsibilities

(a) Determining the appropriateness of the
Mission's vision in relation to the
realities as regardssustainability and
viability of financial service delivery
projects in Niger;

(b) Determining intermediate results that
must be achieved in the financial sector
for overall attainment of S02; and,

(c) Determining the illustrative activities
and sector adjustments which will lead
to desired results under S02.

(2) Qualifications

(a) Minimum of five years of professional
experience in decentralized financial
services delivery, preferably in
francophone west africa;

(b) French language at FSI S3/R3 minimum;
and,

(c) Proven analytic skills and knowledge of
west african, and particular sahel ian,
private sector issues.

v. Private sector specialist

(1) The responsibilities of the private sector
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specialist will be as follows:

(a) Determine the appropriateness of the
Mission's vision in relation to
realities of Niger's private sector
environment;

(b) Determine results required to ensure
that the microenterprise business
environment and customer skills are
conducive to the achievement of S02;

(c) Determine illustrative activities
(continued or new) and sectoral
adjustments which will lead to desired
results under S02.

(d) Analyze the linkage between the formal
and micro-enterprise/informal sectors
(to the degree that they are separate
and distinct], especially as related to
financial markets and women's access to
credit;

(e) Analyze linkages between Niger's
informal sector and how business
opportunities in it are affected by
formal and informal sector markets in
Nigeria; and,

(f) Analyze and evaluate private sector
institutions, particularly as pertains
to micro-enterprise, and to include
gender issues.

(2) Qualifications for private sector specialist

(a) Minimum of five years of professional
experience in private/microenterprise
sector assessments, preferably in
francophone west africa.

(b) French language skills at FSI S3/R3
minimum; and,

(c) Proven analytical skills and knowledge
of west african, particularly sahel ian,
private sector issues.

vi. Agricultural marketing specialist

(1) Responsibilities
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(a) Determining the validity of the
Mission's vision in relation to the
realities of the marketing environment
and local capacity, particularly as
regards agricultural cooperatives;

(b) Determining intermediate results
required to insure attainment of 802
objectives for both input and output
markets in agriculture;

(c) Determining the illustrative activities
(continued or new) or sectoral
adjustments which will lead to desired
results under 802; and,

(d) Assess and evaluate the role of
Nigeria's agricultural trade/commercial
policies on Niger's agricultural markets
and potential effect 'of success in
attaining objectives for under S02.

(2) Qualifications for agricultural marketing
specialist

(a) Minimum of five years of profession
experience in the marketing of
agricultural inputs and products in west
africa, particular as relates to micro
enterprise and farmer cooperatives;

(b) Professional experience, preferably in
west africa, in the conduct of sectoral
assessments for agricultural marketing;
and,

(c) French language skills at minimum S3/R3
level

vii. Local consulting firm economist

(1) Responsibilities

(a) Facilitating the work of the entire
assessment team by provision of needed
documentation and reports, relevant
local information, and contacts with
government of Niger and private sector
individuals important for the
assessment;

(b) Determining conditions required to
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assure that local partners are committed
to achieving 502, and identify results
expected to flow from this commitment;
and,

(c) Advise the entire assessment team on new
or continued activities and sectoral
adjustments required to achieve 502.

(2) Qualifications

(a) Minimum five years of professional
experience in Niger in conducting
economic and sectoral analyses;

(b) Professional experience in the design
and implementation of micro-enterprise
and decentralized financial intermediary
programs highly desirable;

viii. Local Representative "of Civil Society

(1) Responsibilities

(a) Assuring the work of the entire
assessment team takes into consideration
the new emerging "social sector", i.e.
NGOs, associations, community and
village associations, women's groups,
mutuals, cooperatives, etc. by provision
of needed documentation and reports,
relevant local information, and contacts
with members of such groups who are
important for the assessment;

(b) Determining conditions required to
assure that local partners are committed
to achieving S02, and identify results
expected to flow from this commitment;
and,

(c) Advise the entire assessment team on
social sector activities and sectoral
adjustments required to achieve S02.

(2) Qualifications

(a) Minimum three years of leadership
experience in the social sector in
Niger;

(b) Professional experience in conducting
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development/sectoral analyses;

(c) Professional experience in training in
the social sector highly desirable;

ix. Support/logistics personnel (two persons): The
support and logistics personnel are not part of the study team as
such, but their services are.necessary to allow the team to
concentrate to the maximum extent possible on their respective
professional assignments. The following two support personnel
will be required for the assessment:

(1) Facilitator: s/he will facilitate the team
planning meeting, beginning as leader, and
gradually turning leadership over to the A
Team leader; and,

(2) Expeditor: s/he may be recruited from
Mission staff, or hired locally. S/he will
be responsible for the following tasks:

(a) Search out, gather, reproduce, and
distribute documents related to the work
of the assessment team;

(b) Facilitate all in-country travel
arrangements for the A-Team;

(c) Assure qualified secretarial services
that can provide quick and accurate
typing, and photocopying services;

(d) Source all required office supplies in a
timely manner;

(e) Work in close collaboration with the
facilitator and the local hire economist
to assure that all logistical
arrangements as required; and,

(f) Perform other tasks as required which
contribute for the smooth conduct of the
assessment.

e. Schedule: The u.S. Consultants should be briefed by the
desk officer in AFR/WA and relevant Global Bureau officers prior
to departure. They will be provided with as many background
documents as available to be able to begin studying them for a
week before leaving the u.S.
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The assessment team will conduct its work in Niger over a period
of four weeks. A Team Planning Meeting will be conducted during
the first two days in-country. During the TPM, individual
members will review the overall scope of work, provide
assessments of their individual str.ngths as related to the scope
of work, review relevant documentation, define and plan
activities to be undertaken, refine terms of reference of the
work, assign tasks with individual responsibilities, and assure
team consensus for the entire assessment implementation plan.

Week one: Team Planning Meeting, presentation of detailed
implementation plan and schedule to review committee. Interviews
conducted with ERMD staff, program, design and implementation,
and management officer. Meetings conducted with officials of the
GON and PVO implementing agencies. Interviews with selected
returned participants, Mission staff, and project officers, and
other donor agencies. Preparation of field trips and customer
surveys as appropriate.

Week two/three: Field trips and customer surveys. Participation
in S02 Workshop (August 16-18, ParkWr to interview each sub
group and share preliminary findings.

Weeks four: Analyses and preparation of restitution/consensus
mini-retreat. Retreat with review committee and other focus
group members and customer representatives to provide restitution
of findings and develop consensus on findings and recommendations
of report.

After field trip: Clean Draft of report will be prepared by team
in U.S. and emailed to USAID NLT two weeks after leaving Niger.

USAID will provide comments by email within two weeks of
receiving the report, and the COP for the team will deliver final
report in french and english NLT two weeks after receiving USAID
comments.

Reports: The report will be published and delivered to
USAID/Niger within two weeks of receiving USAID comments of the
draft: 40 copies in french and 10 in english. Five english
copies will be delivered to AID/W backstop officer for
distribution in Washington.
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STATEMENT OF WORK

CENTRAL BANK OF EGYPT
IMPLEMENTATION OF FINANCIAL REFORM ACTMTY

I. PURPOSE

The purpose of the Implementation of Financial Reform Activity (IFRA) is to provid~ the
Central Bank of Egypt with technical assistance and training to help implement reforms
supponed by the U.S. Agency for International Development's Sector Policy Reform
programs. This purpose will be achieved through technical assistance in banking
supervision, research, indirect monetary control and modelling, and an education and training
program for the Central Bank of Egypt that supplements what has previously been planned in
.the World Bank coordinated Banking Sector Reform Technical Assistance Program (BTAP).

D. RELATION TO USAID'S SECTOR POLICY REFORM PROGRAM

IFRA will be conducted under the Technical Support for Sector Policy Reform (TSSPR)
project. TSSPR assists the Govermnent of Egypt (GOE) to achieve its economic reform
program, specifically those sector policy reforms related to the Sector Policy Reform (SPR)
programs. The SPR goal is to achieve rapid, sustainable economic growth which benefits the
great majority of the people, by promoting the transition to an outward oriented, competitive,
private market economy. In order to achieve the financial markets subgoal which is to
encourage savings and efficient channeling of fmancial resources to the private sector within
a stable fiscal setting, policy reform measures aim at: a) increasing competition; b) ensuring
fmancial system solvency while facilitating privatization; c) activating the capital market to
promote productive private investment; and d) ensuring a stable flSCal setting.

Various SPR measures have affected a large number of areas which are within the regulatory
responsibilities of the Central Bank of Egypt (CBE). One specific SPR requirement was to
develop banking supervision manuals which document what central bank examiners should do
to conduct both onsite and offsite inspections. The CBE has taken the first step in this
process by documenting current procedures. The fIrSt component of IFRA will provide
technical assistance to review the prepared banking supervision manuals, recommend
improvements, and help incorporate the recommendations.

The SPR has required a number of other innovations in the banking industry including a
study of new fmancial instruments which shoul4 help improve the functioning of capital
markets, and thus encourage productive private investment. Similarly, the SPR has
succeeded in opening the domestic banking industry to foreign banks and expediting branch
banking which increases competition in the fmancial markets. The SPR will attempt to
transfer a number of joint venture banks to private sector control.
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The Executive Development Program (EDP), which is the second component of IFRA, will
help the CBE staff to understand fully the intent of SPR supported reforms. and hence better
implement them. The EDP will include, inter alia. courses on corporate finance and
fmancial instruments, and on monetary policy instruments. These courses would introduce
CBE and, possibly. other banks' staff to the new deregulated fmancial sector environment.
They would improve their understanding of the role of the private sector in the financial
sector and thereby facilitate the transformation towards a private sector driven economy.
Financial instruments courses would introduce staff to these products and to capital market
concepts, which would allow eBE to conduct monetary policy in a liberalized setting.

The third component of IFRA relates to research and indirect monetary control needed to
support CBE operations in deregulated foreign exchange and fmancial markets. Because of
the impact of SPR measures, such as the widespread reductions in impOrt bans and tariffs.
and the transition towards a private sector driven, market oriented economy. CBE's earlier
experience in regulating the fmancial system would need to be both broadened and deepened.
The proposed technical assistance will deepen the CBE staff un4erstanding of the economic
implications of the reforms that are necessary if the CBE is to successfully make the
transition to an institution capable of effectively conducting monetary policy in a market
oriented economy.

m. BACKGROUND

The GOE embarked on an economic reform program in 1991 which encompasses fmancial
sector development. USAID bas supported this effort through its SPR programs. In
pursuing these programs, the GOE successfully implemented a number of fmancial sector
policy reform measures. These policy reforms included: liberalization of interest rates;
introduction of a treasury bills market (and thus a shift towards indirect monetary
management); adoption of prudential regulations; amendment of the banking law;
introduction of a new capital market law and executive regulations; unification of the foreign
exchange markets; liberalization of the exchange rate; and introduction of foreign exchange
bureaus.

In response to these reforms, the CBE bas had to adjust rapidly to meet the demands placed
upon it by the banking and fmancial sectors. Namely, CBE has started to improve prudential
regulations and supervision, develop an Indirect Monetary Control department, create a new
banking institute and enter into a program of wider technical assistance to develop its role,
skills, structure, efficiency and image. The World Bank-led Banking Sector Reform
Technical Assistance Program (BTAP) is supported by a number of donors. including the
European Union, Overseas Development Administration (U.K), Germany and USAID. The
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BTAP consists of nine elements: (1) an organizational study of the CBE; (2) a CBE
automation strategy study; (3) strengthening of CBE's banking supervision function; (4)
strengthening of CBE's foreign reserves management; (S) strengthening of CBE's Indirect
Monetary Control; (6) strengthening of CBE's research function; (7) payment system
modernization; (8) bank privatization; and (9) strengthening the Banking Institute. The first
six elements will support performance aDd capacity improvements within CBE, whereas the
remaining elements relate to the banking sector as a whole. •

IV. INSTITUTIONAL ANALYSIS

An extensive institutional analysis for eBE bas been conducted by Coopers and Lybrand and
published in May 1994 in a report titled, ·Central Bank of Egypt - The Future and the Way
Forward." The purpose of the report is to provide recommendations for the modernization
of CBE. One important conclusion that the report makes is that training of CBE personnel
"is urgently required to improve CBE operational efficiency...an essential driving force and
pre-requisite for the overall reform of the Egyptian fmancial sector."

The report suggests that CBE will need to focus on three major themes for improvement,
namely improvement of monetary policy, making supervisory functions more effective, and
broad based performance improvement. IFRA components relate to the three major themes
recommended by the report. BTAP activities, which will build on the foundation proVided
by IFRA, will expedite the achievement of the following CBE strategic objectives.
Achievement of these objectives will be an important contributing factor to achievement of
SPR goal for Egypt. The strategic objectives developed in the Coopers and Lybrand
institutional analysis are as follows:

a. design and implementation of measures for achieving greater autonomy in the making
and implementation of monetary policy;

b. conduct of core central banking activities and share of additional responsibilities;
c. development of strong technical skills;
d. improvement of its efficiency and controls by more effective management, the

redesign of its work methods and the use of computer technology in priority areas;
e. introduction of modem human resource policies;
f. movement towards a new corporate culture;
g. improvement in working conditions to be better than average for all staff and adoption

of flI'1I1 plans for a new head office in Cairo with all departments in the same
building; and

h. improvement in its internal decision making by the enhancement of its management
information system and the use of computer technology.

402



StIltement of Work
Implementlltion of Fitumcitll Reform Activity

Page 4

V. SCOPE OF WORK

In support of SPR goal, subgoals, objectives and measures, the contractor will work closely
with CBE officials and staff to assist them understand the DeW, liberalized environment
created under the economic reform program, including the SPR. Primary assistance will be
in the following three areas:

•
•
•

Banking Supervision;
Executive Development Program (EDP); and
Research and Indirect Monetary Control.

TASK A: BANKING SupERVISION

One SPR financial sector measure requires the Central Bank of Egypt to review its
supervisory regulations and procedures relating to off-" and on-site bank examination and
inspection, and to produce a manual of revised procedures. The technical assistance
provided under Task A will help the CBE implement that measure.

The Statistics and Follow-Up Division of the Banking Control Department is responsible for
prudential offsite monitoring of the banking system. Banks are required to submit a variety
of prudential and statistical returns to the Statistics and FOllow-up Division on a regular
basis. The returns, taken together, form the basis for analysis of trends in the banking
system for monetary policy-making purposes.

Onsite examinations are the responsibility of the Inspection Division. At present, banks are
being inspected only once every two years, which is considered too infrequent. The
examinations also need to become more forward-lookin~.

The CBE has introduced several other important regulations designed to limit and control the
risks that banks undertake. These regulations include the application of the capital/asset ratio
levels according to the Basle guidelines, asset classification and provisions for loans and
invesonent losses, and the suspension of interest on non-performing assets. SPR measures of
1992 and 1993 required the increase of the capital asset ratio to follow these guidelines.

In support of the goal, subgoals, objectives and measures of the SPR programs, the
contractor's primary task will be to review the prepared manuals, the underlying system of
bank supervision regulations and provisions, and assist in the revision of the Banking
Supervision Manuals. Their work also may require assisting CBE staff in related analytical
methods and identifying future assistance needs.
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In conducting this task, the contractor will provide the following expertise:

1. QFFSlIE MONITORING SPECIAUST - 1.S PERSON-MONmS

In support of the SPR goal, Objectives, and subgoals, the OOsite Monitoring Specialist's task
will be to critically review the prepared manuals and the system of offsite monitoring and
surveillance procedures and assist in revising the Banking Supervision Manual, although the
specialist's work may also require assisting CBE staff in related analytical methods and
identifying future assistance needs. The specialist in the offsite monitoring and analysis of
banks will work in this area, completing the following tasks:

(a) review the prepared manual and work to date on developing more responsive
analytical methods and procedures;

(b) make recommendations to improve the offsite Banking Supervision Manual;
(c) based on discussions with CBE staff concerning these recommendations, re

draft sections of the manual related to offsite monitoring;
(d) provide assistance on the analytical methods related to offsite monitoring; and
(e) identify further assistance needs.

In addition to the job qualifications listed in section VI below, the offsite monitoringlbank
analysis specialist will have a significant practical experience in offsite monitoring and
surveillance at one of the developed countries central banks and preferably similar experience
in a developing country central bank.

2. ONSIIE EXAMINATION SPECIALIST - 1.S PERSON-MONTHS

In support of the SPR goal, Objectives, and subgoals, the Onsite Examination Specialist's
task will be to critically review the prepared manuals and the system of onsite examination
and inspection and assist in the revision of the onsite examination and inspection Banking
Supervision Manual, although the specialist's work may also require providing assistance to
CBE staff in related analytical methods and identifying future assistance needs. The onsite
examination specialist will complete the following tasks:

(a) review the prepared manual and progress to date on updating onsite
examination analytical methods and procedures;

(b) make recommendations to improve the onsite Banking Supervision Manual;
(c) based on discussions with CBE senior staff concerning these recommendations,

re-draft written examination procedures and the Banking Manual sections on
onsite examination;
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(d) conduct ori~ntations in basic examination skills such as asset evaluation and
the classification of assets; liquidity, asset and liability management; evaluation
of management; analysis of earnings and capital; assessment of internal
controls; and the evaluation of internal and external audit activities;

(e) since Egypt does not currently use a rating system for categorizing the
condition of banks, familiarize the Egyptian supervisors with the CAMEL
rating, a widely used rating system that focuses on capital, asset quality,
management, earnings and liquidity; and

(f) identify further assistance needs.

TASK B: EXECUTIVE DEVELOPMENT PROGRAM

In order to achieve the SPR goal of supporting the implementation of Egypt's economic
reform program, significant training is required. The SPR measures are creating a new,
liberalized environment. For the CBE to manage effeetively in this new environment, the
staff needs sufficient training so that they understand the theory behind the SPR reforms as
well as some of the practical aspects of regulating the new, market-driven organizations.

The contractor will review SPR measures with special emphasis on the policy measures
concerning: a) interest rates; b) allowing foreign banks to operate fully in the domestic
banking system; c) increasing the capital adequacy levels of banks; and d) conducting a study
on new fmancial instruments. After considering the intent of the fmancial sector policy
measures, conducting training needs assessment, and depending on the composition of the
class (which in most cases will include key CBE staff and other bankers), the contractor will
design, develop and conduct an Executive Development Program that directly addresses the
trainees' needs. The length of the EDP is expected to be about twelve months. The
contractor will submit a training needs assessment and a training plan, that covers both in
country and foreign training and visits, with associated cost estimates within eight weeks
from the commencement of IFRA. The training needs assessment and plan have to be done
according to the guidelines of Handbook 10 and Mission-order 10-1 and to be approved by
the USAlD Project Officer.

In assessing trainiI).g needs, the contractor will consider, in addition to training benefits to
staff, staff who have capacity to absorb and make use of training. In addition to designing
and conducting training programs in these areas, the contractor will identify specific support
for trainees for the period following completion of their training programs. The EDP
training component will include on-the-job, local, and limited foreign and observation
training to familiarize trainees with the experience of other countries. Foreign and
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observation training has to be approved by USAID. Other EDP opportunities for trainees
may include conferences, exchanges, academic offerings or reverse invitations to experts
external to CBE. The number of trainees is estimated to be 60 persons.

It is anticipated that the EDP will broaden bankers' knowledge and develop their capabilities
in areas such as basic finance, financial markets, foreign exchange operations, privatization
of banks, banking supervision, portfolio management and settlements/accounting, ind open
market operations.

In conducting this task, the contractor will provide the following expertise:

FINANCE ·INSTRUCTORS - 10 PERSON-MONTHS

The Finance Instructors will provide courses largely for CBE staff, though other bankers or
finance professionals may participate if spare capacity exists. It is anticipated that during the
program, three, one-week modules on fmance will be offered quarterly covering: (a) money
and capital markets; (b) flXed income securities; and (c) foreign currency markets. In
addition, one-week modules on specialized market topics will be offered.

The instructors will:

(a) assess training needs and develop a training plan, covering both in-country and
overseas training and visits, together with the associated cost estimates within
eight weeks from the start of IFRA;

(b) develop instruction material and overhead slides according to the specifications
of the course, quantitative problems to support the material, and course books
containing instruction material and supporting documentation;

(c) select supporting literature including articles or texts;
(d) instruct the course; and
(e) evaluate the trainees level of understanding of the modules.

In conducting these tasks, the contractor will provide the necessary equipment and media,
such as a projector and a video display if one is needed.

In addition to the job qualifications listed in section VI below, the Instructors should have an
academic background in finance and economics and relevant market experience.
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TASK C: RESEARCH AND INDIRECT MONETARY CONTROL

SPR measures have moved Egypt towards greater deregulation of interest and exchange
rates. In particular, SPR measures have, among other things, helped introduce new
investment instruments and institutions into the fmancial markets, remove controls OD. interest
rates on corporate bonds, change the tax treatment of interest, and facilitate the entry of
foreign banks into Egyptian markets. Ongoing activities under SPR, such as the study on
new fmancial instruments will further change the economic environment. The shift from the
use of direct controls for regulating credit growth to the use of indirect instruments bas
already taken place. There is still a need to support this shift. Such a shift also will support
the development of an efficient inter-bank market and an efficient secondary market for debt
securities.

The result of these changes is that the CBE is operating in an entirely new environment. In
order to anticipate the results of their actions, and effectively implement reforms and regulate
markets, it is critical that the CBE strengthen their research and indirect monetary control
activities. Additional and improved research and indirect monetary control will allow them
to anticipate problems associated with the implementation of policy reforms, and prevent
them from arising rather than having to continually react to problems which arise.

Improved research could assist in the development of medium- and long-term economic
policies which reduce uncertainty and increase confidence in the Government's policies and
enhance macroeconomic stability. Confidence and stability are crucial for the effectiveness
and success of growth policies needed to accelerate growth rate in the economy.

Enhancing research and indirect monetary control capabilities of CBE involve developing
their policy formulation and forecasting skills, and open market operations tactics. After
completing a training needs assessment, the contractor will provide training assistance to the
concerned departments under this task to support CBE's changing role. The contractor may
also provide limited amount of commodities that support the conduct of its task in this
component and other components as well. Commodities under IFRA are expected to
include: 13 computers, 3 printers, reference books and materials, course materials, CD-ROM
based databanks, and closely related software. The contractor will help the CBE to maintain
an economic data base and prepare long-term forecasts for monetary policy input.

Specifically, the contractor will complement other donor efforts at upgrading CBE Research,
IMC, and other departments' staff capabilities in:
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Task C.l: Policy Foonulation

C.1.1 the design and operation of an automated economic and finaDcial data
base which should be compatible with current or planned. CBE
computer systems and readily accessible to multiple users;

C.1.2 macroeconomic framework analysis i.e. modelling. This includes
activities such as training needs assessment and training plan that
includes secondment of appropriate staff to work in relevant areas of
foreign ceDtral banks (or, where appropriate, research institutes), and
participation in overseas short-term courses in indirect monetary
control; and .

C.1.3 development of a survey of expectations and business confidence. the
data from which would be used in policy formulation.

Task C.2: Forecastini and Tactics

C.2.! improve the CBE's capability to analyze the effects of its actions in
controlling the nation's money supply and intervening in foreign
exchange markets. As a result of this activity, the CBE should be
better able to anticipate the effects of a change in policy or monetary
action on the·economy, the money markets, and the foreign exchange
markets. This assistance should be closely coordinated with the work
the CBE is undertaking with its own resources to modernize its overall
accounting function; and

C.2.2 assessment of training needs followed by training plan that includes
staff secondment to foreign central banks to gain practical experience in
constructing forecasts and using forecasts to develop tactics for open
market operations.

In conducting this task, the contractor will provide the following expertise:
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1. MACROECONOMIC ADVISOR AND TEAM I,EAPER - 12 PERSON-MONTIJS

The Macroeconomic Advisor will assist the CBE by providing expen assistance to develop a
rigorous intellectual and operative framework for macroeconomic analysis with particular
emphasis on monetary policy. This effon will further the SPR goal of achieving rapid
sustainable economic growth by helping the CBE to take actions and implement reforms
which will foster private sector development in a h"bei'alized environment.
This will include:

<a) the development and the maintenance of computerized economic and financial
database accessible to multiple users, if necessary;

(b) the development of a ngorous quantitative framework within which the
research, indirect monetary control, and other concemed offices/departments
can analyze macroeconomic developments and generate forecasts of economic
variables in Egypt with particular reference to monetary policy;

<c) the assessment of training needs and development of training plan with
associated cost estimates, followed by staff training to strengthen the
macroeconomic analysis and monetary policy decision making abilities of the
relevant departments; and

<d) the conduct of seminars on indirect monetary control and related fmancial and
monetary programming.

In addition to the job qualifications listed in section VI below, the Macroeconomic Advisor
should have an extensive experience in macroeconomic analysis and policy making, database
development and quantitative macroeconomic modelling. The Advisor should be familiar with
the International Monetary Fund's fmancial programming approach and indirect monetary
control.

2. ECONOMIC SURVEYS EXPERT· 3 PERSON-MONTHS

To move forward the SPR goal, objectives, and subgoals, the Economic Surveys Expen
should provide assistance to the CBE to add information on expectations and business
confidence to the data base. Within one year from the commencement of IFRA, the Expert
will:

<a) recommend the type of information to be collected in the survey, the group{s)
of people or organizations to be surveyed and the method of delivering and
collecting the survey;

(b) design a survey form suited to Egypt;
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(c) train CBE staff on the analysis of the survey results;
(d) assist in conducting the first survey and analyze and evaluate its results;
(e) produce a report on the results of the survey; and
(f) based on data and findings of the first survey, recommend, if necessary,

revisions/changes of types of information and data.

In addition to the job qualifications listed in section VI below, the Economic Surveys Expert
should have significant experience in the design, conduct and analysis of economic surveys.

VI. PERSONNEL

The contractor team will consist of foreign andlor Egyptian experts, each of whom, unless
otherwise stated, will have at least 5 years of practical experience in financial markets,
fmancial economics, fmance, foreign exchange trading, money and capital markets, banking,
or central banking. Each team member will have a minimum of a masters degree in
economics, monetary economics, financial economics, money and banking, or fmance. An
additional two years of experience in human resources training at fmancial institutions,
preferably in developing or Middle Eastern countries, is desirable. Preferably the contractor
will have full working fluency in Arabic as well as English (e.g. an FSI ranking of 4/4 in
each language). The contractor's home office will provide support following Handbook 10
guidelines for trainees and staff sent abroad under IFRA.

The contractor must submit to the USAID project officer a copy of biodata sheets for all
personnel for approval prior to the commencement of IFRA. All personnel selected must
coordinate with other donors providing complementary assistance under the Banking Sector
Reform Technical Assistance Program.

In addition to the above expertise, the consultant team shall provide the following expertise:

1. LOCAL BANKING EXPERT - 1.5 PERSON-MONTHS

A local banking expert will provide assistance under each of the above tasks (A, B, and C) to
the team of expatriate experts. Specific assistance will be provided under the banking
supervision task. The expert should have at least 10 years of experience in central banking
with significant amount in the banking supervision area. The expert should have a minimum
of bachelor degree in commerce, economics, fmance, or business administration.
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2. SHORT TERM ADVISORS

A number of short term advisors (6 person-months), international or local. may be Deeded to
provide assistance to CBE in any of the components or on other related matters. The
advisors may include experts from the U.S. Treasury, U.S. Federal Reserve Board or
regional Federal Reserve Banks.

VD. DELIVERABLES

A. TECHNICAL ASSISTANCE

The contractor will submit to USAIDlEgypt five copies of users' guides on the following
topics (submission dates to be agreed to by the contractor and USAID within 60 days of start
of activity):

(a) revised sections of the onsite and offsite banking supervision manuals;
(b) a computerized economic and fmancial database accessible to multiple users;
(c) a quantitative framework for analyzing macroeconomic developments and .

generating forecasts of economic variables with particular reference to
monetary policy; and

(d) survey of expectations and confidence.

B. REPORTS

In addition to providing copies of course outlines to each of the trainees in each of the
programs described above at least one week prior to the start of those programs, the
contractor will also submit the following reports:

(a) a preliminary workplan for completing the IFRA three tasks (A, B, and C) two
weeks after the start of the activity;

(b) CBE's needs assessment, and training plan that covers both in-countty and
foreign training and visits, with associated cost estimates within eight weeks
from the start of the activity;

(c) course outlines for each of the programs/modules mentioned above within
sixteen weeks from the start of the activity; and

(d) commodities procurement plan within sixteen weeks from the start of the
activity.

411

. ,



Stllttmtllt Df Worlc
ImpumtntllJion of FiIuulcilll Reform Activity

Pagt 13

The preliminary workplan, training needs assessment, and training plans have to be approved
by the USAID project officer with input from the USAID Training Office. Overseas training
and visits have to be approved by USAID.

C. COMMODITIES

The contractor will conduct commodities needs assessment which covers commodities,
computers and printers, and database software for Research and Indirect Monetary Control
Deparnnents. Commodities include reference books and materials, CD-ROM based
databanks. Computer equipment and printers amount to 13 computers and 3 printers.
Database software is to be used for the economic and financial database required for the
policy formulation task (C.1.1).

In providing the computer equipment, printers, and the software, the contractor will produce
a procurement plan within sixteen weeks. The procurement plan will lay down the
specifications of the commodities, an implementation schedule for ordering, purchasing, and
shipping commodities, and the administrative mechanisms to be used in administering the

. plan. The plan must be approved by the USAID project officer and the Contracts and
Procurement Office(s), and cleared by the Information Resources Management Project
Support Group.

VID. REPORTING

The contractor will report to the Associate Director of the USAID/Cairo Economic Analysis
and Policy (EAP) Directorate and/or his de§ignee(s) - the Project Officer; and a joint
USAID-CBE follow-up committee. CBE members on this committee will be appointed by
CBE Governor or the Deputy Governor. The contractor will hold a monthly presentation for
both CBE senior officials as well as the EAP Office on progress of work under this activity.

IX. LEVEL OF EFFORT AND TIMING

The team should begin its work in June or July 1995. This activity is expected to be
completed in 16 months.

Drafted: EAP: WMIRWIJM O7IJIIJ99S ,,:leapmldocslwminalsow\finalcbe..sow
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ILLUSTRATIVE BUDGET

A.LABOR
Macroeconomic Advisor
Economic Surveys Expert
Finance Instructors
Offsite Monitoring Spec.
Onsite Examination Spec.
Local Banking Expert
Short Term Advisors

Total Labor Costs

B. Multiplier

DAYS

313
78

260
36
36
36

RATE ($) TOTAL ($)

331 103,603
331 25,818
331 86,060
331 11,916
331 11,916
150 5,400

200,000
444,713

498,523

C. Travel, Per Diem, and Insurance
International Travel 15
Per Diem 880
Travel/Per Diem (Trainees)
Transportation
Insurance

Subtotal

4,000
134

-60,000
117,920
75,000
9,000
5,000

266,920

D. Commodities
Computers 13 units 4,000
Printers 3 units 3,000
Commodities for Research and Indirect Monetary
Departments. (Includes reference books and
materials, CD-ROM based databanks.
Subscriptions to be paid by the CBE.)

Subtotal

E. Training materials/supplies

F. Contingencies

GRAND TOTAL

52,000
9,000

30,000
91,000

50,000

105,416

$1,456,572

413



Sttltement of Work
lmplementtltion of FitumcUzl Reform Activity

Page 15

414



Pa,e 5 of9

STATEMENT OF WORK

I. BACKGROUND

The Czech Republic began aggressive economic reforms several years ago while a
constituent member of Czechoslovakia. These reforms were directed at the creation of a market
economy. They included large-scale privatization of state enterprises, fmancialliberalization and
an opening of the economy. These changes accompanied b'beraJiz.ation of the political system.

Privatization of state enterprises in Czechoslovakia was achieved through the distribution
of vouchers to citizens. This opened the potential for every adult Czech to become a
shareholder, although most individual holdings are presently indirect, through large investment
funds.

A key institution supporting economic reform and the creation of a market economy is
the stock exchange. A well-functioning exchange's major contribution to the economy is the
information it generates about the performance of quoted companies. Another extremely
important function is that a stock exchange permits ordinary citizens to participate as
shareholders in the increasing returns that should accompany reliance on the private sector as
the primary source of productivity and creator of wealth. Finally, a stock exchange contributes
to the financing of enterprise and encourages venture capital investment by providing an exit
mechanism for initial investors in successful firms.

The first stock exchange in Prague was established in 1871 and functioned unti11938.
After 55 years of interruption, the Prague Stock Exchange (PSE) reopened on April 6, 1993.
The PSE is a joint stock company which currently has 53 members. Its rules are modeled after
the Paris stock exchange. Its Articles of Incorporation are supplemented by ten other documents
specifying its rules and regulations, providing listing requirements, specifying fees and
arbitration procedures, and regulations governing a guarantee fund associated with the exchange.

The RM-System has also been an important player in the development of the Czech
capital market. To a certain extent, it represents a competition to the Prague Stock Exchange.
]t is a joint stock company affiliated with the computer network company PVT. Basically, the
RM-System is a framework for over-the-counter securities trading and functions as a logical
continuation of voucher privatization. Hundreds of registration offices all over the country make
transactions directly to any investor without bookmakers or other intermediaries. Trading in the
RMS occurs on an occasional basis when a sufficient number of orders have accumulated, as
opposed to the three sessions weekly of the PSE. The advantage of the PSE is that similar
institutions exist all over the world. It is not certain if the RMS will survive.

The PSE is currently the largest of the two stock exchanges in the Czech Republic.
Nearly 1,000 companies are quoted on the PSE. A steady increase in trading volume frequently
involves $5-10 million in volume traded in the thrice-weekly session.
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The Ministry of Finance (MoF) is responsible for regulation of securities markets, and
a separate regulatory body may be established for this purpose. Legislation relating to this
function includes The Securities Act, The Stock Exchange Act and The Investment Companies
and Investment Funds Act. Despite the relatively healthy trading volumes, the PSE faces a
number of real and potential problems. These include the regulation and supervision of the
brokerage community, resolution ofpotential conflict-of-interestproblems among fund managers,
brokerages and banks (frequently owned by the same institution), processing the increased trade
volumes, re-evaluation of the tisting and reporting requirements for companies,
professionalization of the PSE staff, etc.

Proper and effective functioning of the PSE is an important priority in Czech economic
reform and stabilization. Its successful operation is also consistent with priorities of the United
States Agency for International Development (USAID), which include economic growth and
popular participation in development.

USAID has been providing short term technical assistance to the development of the
financial sector of the Czech Republic, including the Prague Stock Exchange, through short term
consultancies provided under the Financial Services- Volunteer Corps. While these short term
consultancies have been well received by the PSE, it is apparent that a longer term advisor is
needed. This need was communicated by PSE officials to USAID representatives on several
different occasions this yeM. USAID was specifically requested. to provide a long-term advisor
(2 yeMs) to not only assist PSE in the development of a long-term strategic plan for the growth
and development of the PSE , but also help design and implement a game plan for needed
reforms.

Since this requirement is for two years and funding under Project 180-0014 terminates
September 1995, ENl/EURlP proposes to buy-in to the Office of Emerging Markets, Bureau of
Global Programs (G/PREIEM) Financial Sector Development Project Phase n. The five year,
financial development contract with KPMG/Peat Marwick, which was fully competed, provides
USAID missions worldwide and bureaus the opportunity to quickly access expert technical
assistance to support fmancial sector reform.•

n. OBJECTIVE

The objective of this buy-in to the Financial Services Development Project n is to assist
in the development of the Prague Stock Exchange to international standards. The buy-in will
provide both long term and short-term technical assistance to the Prague Stock Exchange. Both
components will develop identifiable indicators of performance and benchmarks of success
through quanerly workplans for the long-term advisor and individual indicatorslbenchmarks for
each short-term assignment.
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m. SCOPE OF SERVICES FOR TECHNICAL ASSISTANCE

A, Level of Effort

The contractor will provide (a) a Long-Term Advisor (LTA) for 24 months and (b) short
term consultants for up to 8 months over a 24 month period.

B. Coordination and RCj)OrtiDi RCQuirements

The Long-Term Advisor (LTA) will work with the Chairman of the Prague Stock
Exchange or his designee. The LTA will draft monthly progress reports and 'a final report
encompassing the specific areas mentioned below. These reports will be provided to the
Chairman and General Secretary of the Exchange, to the USAID representative in Prague and
to the Project Officer in Washington DC. The LTA will arrange and coordinate short term
technical assistance through FSDP II and other assistance providers such as the Financial
Services Volunteer Corps to assist with specific priorities for the development of the Prague
S~k&~an~. '

The LTA will coordinate closely with the USAID Representative in Prague and with the
USAID Project Officer in Washington. D.C. The LTA will brief the USAID Representative on
a regular basis; short term consultants will brief the USAID Representative upon completion of
all assignments.

C. Specific Tasks

1- Lone Term Adyisor

a- Help develop and implement a strateeic plan fQr the PSE

The Long-Term Advisor will wQrk directly with the Chairman and management of the
PSE tQ assist the development and implementatiQn of a strategic development plan fQr
the PSE. This plan will be based on a diagnosis of present performance, a review of
regulatiQns, an analysis Qf PSE management structure and technical resources, and the
identificatiQn of risles facing PSE in its effQrts to build an efficient market. This
background material will permit the identification of realistic objectives and the
preparation of implementation plans. The LTA will assist in building confidence in and
consensus to support the strategic plan and guide its implementation.

The central objective for the develQpment of PSE (or of any other world-eJass exchange)
is development of an efficient market. This objective is achieved by creation of liquidity
and provision of transparency. Uquidity and transparency can be achieved through

specific institutional measures, which could be addressed in the strategic
development plan. Such measures could include the steps required for: 1)
introduction of continuous trading; 2} timely and accurate clearing and settlement
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of trades; 3) development of options and futures, other new products, and the
listing of foreign securities; 4) protecting the market against fraud, insider abuse
and other forms of manipulation and abuse; S) development of regulatory and
self-regulating structures; 6) managing relations with issuers, including listing and
disclosure requirements; 7) cultivating retail clients, including development of
marketing strategies and educational programs; 8) other measures for creating
liquidity, improving price formation and providing transparency; 9) adequate
staffing of the Exchange; and 10) admitting new members to the Exchange.

The LTA will submit the following deliverables:

1) An initial worlcplan submitted 4S days after arrival.

2) A strategic plan accepted by the PSE.

3) Quarterly progress reports assessing the development, implementation and
modification of the strategic plan.

4) Final report within thirty days following the end of the project evaluating
PSE's progress towards achieving its strategic plan.. .

b- Help identify and coordinate short-term technical assistance assignments

The Long-Term Advisor will assist management of the PSE to identify short-term
technical assistance priorities that would contribute to the development of PSE. The
LTA will coordinate these tasks and ensure that they are consistent with the priorities of
PSE management. This assistance will be accessed through the FSDP II buy-in and from
other sources such as the Financial Services Volunteer Corps.

Deliverable- Quarterly work plans on projected technical assistance requirements
identified and planned

2- Shon-Term Technical Assistance (SSTA)

The Long-Term Advisor will collaborate with organizations such as the Financial
Services Volunteer Corps in accessing and coordinating short-term technical assistance.
These assignments would deal specifically with components of the strategic development
plan. Scopes of work for specific assignments would be d~veloped by the advisor in
consultation with and with the approval of PSE management. Examples could include
but would not be limited to such areas as promotion and use of disclosure to increase
investor confidence and interest, including suggestions regarding the extent and frequency
of disclosure; promotion of fair and effective order execution; assistance with the
mechanics ofprice discovery and settlement systems and procedures; assistance in market
protection mechanisms, including systems for monitoring trades, internal and external
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regulation and supervision; and assistance in the development of new products and
attracting new investors.

Deliverables- 1) Monthly reports by the LTA on technical assistance tasks completed/on-going.
These reports will contain a review of pqress, constraints in implementing
technical assistance recommendations and recommendations to address those
constraints and issues.

2) Short-term task reports: Short-term advisors will prepare their own repons.
Drafts will be submitted prior to their departure from Prague. Final reports will
be submitted before an advisor is paid in full under his or her contract.

IV. BENCHMARKS

A. Official endorsement by the PSE of a strategic plan and timetable for achieving
identifiable objectives;

B. Memoranda documenting specific actions taken by the PSE to achieve its strategic
objectives identified in the plan.

V. DELIVERABLES

Preparation of reports identified in section III above will be the responsibility of the
LTA. Copies of each report should be sent to the USAID Project Officer in Washington and
to the USAID Representative Office in Prague.

These deliverables, listed above, include:

Strategic development plan acceptable to the PSE
LTA monthly progress reports
LTA quarterly work plans
LTA final report
Short-term task reports by short-term advisors

VI. OrnER CONSIDERATIONS

The Long Term Advisor, to be funded through a buy-in under the USAID-financed FSDP
n, would be engaged by The Policy Economics Group of KPMG Peat Marwick (PEG), the
contractor implementing FSDP II. The advisor would be selected by PSE, which would also
provide a) an office in the PSE building, and b) bilingual secrewia1 support.

The LTA would have access to insider information and must therefore work on a
confidential basis in collaboration with the management of the Prague Stock Exchange. The
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LTA should undertake no investments in Czech securities directly or indirectly and should not
disclose any sensitive information to KPMG Peat Marwick or to others not having a need to
know.

The candidate most attractive to PSE should visit Prague for an initial 15-30 day
introductory assignment. During this period the Advisor would be briefed on the task and would
work with the senior management of the Exchange to develop a work program. This
introductory assignment would also allow the Exchange to evaluate the Advisor's suitability for
a longer assignment. At the end of the initial 15-30 days the candidate would leave Prague and
the Exchange would indicate whether the individual is acceptable. If found acceptable, the
Advisor would return to Prague within three weeks for the duration of the assignment, which
would run for a remaining period of between 18-23 months.

VD. KEY PERSONNEL

The ideal candidate would be a professional with a strong background in U.S. capital
markets. An understanding of regulatory frame\Y"orks in important. Exposure to clearing,
settlement and depository systems would be helpful. The advisor would be independent, flexible
and able to work closely with senior management. Given the nature of the assignment the
advisor would have high communication skills. patience, and ability to appreciate and work with
different individuals with different perspectives an backgrounds.

It is understood that the advisor cannot be expert in all topics, but would be expected to
identify problem areas for further work by other consultants and experts to be drawn in on a
temporary basis. Also, it is understood that the advisor would be an wadvisorw, and not a policy
maker. This professional would offer options and ways of approaching problems with the
understanding that decisions would rest with PSE management. This requires a sensitivity in
the advisor to local customs. pride. and management styles. .
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SCOPI of Work
Egyptian Financial Sector Development Strategies

(Buy-In und., ESOP II)

I. Introdyction:

Egypt Is undergoing a comprehensive economic reform program. In the financial
.ector, the Government of Egypt (GOE), alnce 1991, has, Int" .1,.: d.regulated
Interest rates and introduced treasury bills market, consolidated iu multiple for.lgn
exchange regime and unified the parallel foreign exchange mark.ts, introduc.d foreign
exchange dealing bure.us, allowed foreign banks to operete in locil currency,
strengthened banks prudential regulations and supervision, and recapitalized its four
major public sector banks. GOE h•• amended Its banking and credit law, and also
issued a new capital market law. Recently, I couple of banks established two close
ended mutual funds which Wife overly subscribed.

The structure of Egypt's financial .ector Is dominated by the banking .ector. Four
major public .ector banks account for nearly three quarters of total deposit.. In
addition, these state-owned banks together with other public .ector companies hold
stake in other joint-venture banks. The securities mark.t Is stili rudimentary. The
insurance sector is also dominated bV public sector companle.. Th. social security
scheme is ext.nsive. Both It and the Insurance companiee submit percentage of their
reserves, by law, to the GOE's Investment organ· the National Investment Bank (NIB).
Also deposits accepted by the ext.nsive network of poat offlc•• Ire channeled to NIB.
The NIB ,in turn, channels th.m to government and, until rec.ntly, public lector
projects which rarely, if .ver, pay back investments.

An array of more developed financial institutions end instruments are n••ded to help
the economy in Its transition to • full fledged private sector driven economy. For
example, It the institutional Itve' the market lacks leasing companies, cll.rlng and
settlements systems, and building soci.ties. Blsic-tYpe financial instruments - ahares,
govarnment bonds, and treasury bills - are available in the market, while other
instruments, such as forwards, options, end futures are lacking.

u: \••pm\doCI\wmina\$tJwllQwlldpn.ew1
d.r.: 12/07/1994
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II. Purpos.:

The purposes of this study are to:
a) propose immedilte actions that could increase thl flow of funds to the

privati sictor;
identify new financial instruments for the Egyptian financial market: and
develop medium- and long-term strategies for GOE and USAID/Egypt to aSllst
financial slctor development In Egypt which consider: I) qualltltlve and/or
quentitative risks and rlturns for their inuoductlGn, and II) intervention
sequence and priority factors.

GOE strategy should be basld on Its reform program end the graduallntlgration Into
the world economy while USAID strategy should be based on the Mission'. country
strategy.

Ill. Statement of Work:

A consultant team with extensive knowledge and experience in financial markets In
both emerging/dev,loplng and developed economies will be convacted to conduct the
study. The team shall work with officials from different institutions. Including the
Ministry of International Cooperation. Social Insurlnce Authority, the National
Investment Sank, the Capita' Market Authority; C.ntral Bank of Egypt; Ministry of
Economy: Egyptian Insurance Sup.rvisory Authority; Insuranc. Companies; Business
and Investment, and branches of Foreign Banks; Ministry of Transportation and
Communication; and the prlvat••Ictor. Th. t.am will also work with a USAID
internal task force which wl1l help to establish contacts that would facilitate the core
team's ace.ss to Information for the purpose of producing and monitoring the
progress of this activity. The consultants should conduct the following telks:

A. Evaluation of Economic and fln,ncia' Reform .nd Actlylt'...'nci 119'
A.1 review GOE, USAIO, and other donor activities Involving 'hi Egyptian financial

sector;
A.2 review the following docum.ntltion:

i) The World Sank's 1993 financial slctor study titlld "Finlncial Sector for
Adjustment and Growth· and document changes that have been
Implemented;

IU Documents on the "Financial Framework", "Lega' and Judicia'
Framework" and the ·Small and Micro.ntarprl••s and Rural
Development" themes of the Private Sector Dlvelopm.nt Conf.rlnce;

iiI) B.ntley', repon, "Egyptian Legal end Judicial Sector Ass.ssment;"
iv) Becht.I'. Financial Instrument Study
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inventory the financlal.ector Ictlvlties of other international multi- or bilateral
donors In Egypt, Including the Banking Sector Reform T.chnical Asslstanc.
Program;
Ivaluate the progrlss thlt his been done In the financial.lctor .ince the World
Bank', .tudYi

prapoSllmmedj.te Actlgn, 10 Incre... Flow of Fund. 10 lb. Privati S.ctQ[
propose immediate actions thlt could Incrlase thl flow of funde to the privati
sector, such a. encouraging flow of funds from the social In.urenol systlm,
postal ••vlngs, Ind Insurance companies to the privati .ector. Thelncre••ed
flow of funds should b. at non-subsldizld terms and conditions appropriate to
the Privati Sector Inve.tment actlvities than those presently aVlnable In the
banking .vstam, such as longer term maturities, graol periods, flxld andlor
virlablt interest rates, hedging...etc;

Examine Enlbllng 'Environment for tb' Introdygtlgn of Nlw plnanclll
In.Jrument' .'
explore thl Introduction of new financial Instruments not picked up by the
financial instruments 'tudy, examlnlany Ilgal or regulatory constraints to their
Introduction, and propose action plans to Introduc. them to incr••ae thl dlpth,
brladth and activity of the markets;

Dey.'op.an Action Oriented Flnlnclal Sector Development Ssrlt.gy
review progress on USAIO's Securities Market Development ProJlct and the
etchtel's Finlnclallnstrumtnta Study mentioned above;
evaluate the effectivln." of the following financial and quasi-financial
Institutions In re'ation to their capacity to .ervi GOE Ind USAID financlaillctor
obJective" speciflcallv encouraging the flow of funds to the private 'Ictor, and
to efficiency:
I) The National Investment Bank,
Il) The PoIt OffiCI, and
III) The Caplt.1 Marklt Authority;
identity areas In these Institution. and luthorlties in which rlforma and
innovations arl stratlgic.lly needed:
recommend action orilnted strategies, and specific projects or activities for
GOE and USAIO to support financial slctor developmlnt in EgYPti and
identlfv new interventions and Ireas of reselrch In the finlnclal marklt.
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IV. Deliverables and Reports:

Oeliverables:
The consultant shall submit a workptln for review and approval of USAID Internat task
force within one week after arrival of the Internatlonll team. The consultant will also
conduct weekly meetings with the talk force to brief them on progre•• of work, and
hold I presentation on the findings of the activity b.fore submitting • draft report.

'Reports:
The output of·this study will take the form of two reports. The first r.port should
contain the Iction plan for Inere••lng the flow of funds In the private .ector. The
second report should contain the Ictlon oriented financial sictor development strategy
and would Include USAIO specific appendix that propose specific projects or activities
for intervention.

The consultant team shall give. presentation- on key findings and submit I draft of
the executive summary (for elch of the two reports) (20 copies) In the last week of
work in Egypt. The consultant wiU lend a dreft final report (20 copies) within 2
weeks of departure from EgVpt, Ind a final report (20 copies) two weaks 1ft" receipt
of USAIO comm.nt•• All report. wlll be in English, produced using Wordperfect 6.2,
and eccompanled with a 3.5 HD diskette media form•

.V. Staffing:

The consultant shall fill I tlam consisting of I core group recruited In the United
States and Internatlonilly, and loca' speci,usts assembled to aSllst end oomplement
the cor. group during It$ work In Egypt. Most of the core group will requlr. about e
working days period for preparetlon in Washington or elseWhere, up to 24 working
days In Egypt to conduct Its investigations and produce a draft report, and e working
days to finaliza the report In Washington or Ilaewhere.

The core team should include expertise recruited abrold in the follOWing .rl••:
a) economic reform programs
b) financlat markets
c) flnaneiallaws and regulations
d) contractual savings Institutions
.) term credit
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The local team should Include expertise on:
.) financial markets
b) financial Institutions and regulations
c) contractual savings institutions
d) Egyptian postal savings Iystem
In addition the local team shall Include interpreter(s) Indlor tranllltor(I), and a
secretary.

~here is scope for changing the mix of intlrnltionaland local spaclaliits listed .bove,
depending on availability and recruitment results.

The core and local teams will report regularly to the USAID Int.rnal tesk forcl.

VI. Level of effort and Timing:

The telm should begin Its work by mid-March 1995. The target delivery dlte for the
team's reports Is 60 days following commencement of its work, or In May 1995.

u:'••pm\d0C6\wmin.\6C1w\Sow&dpn.ew1
d.tfI: 12101/7994
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Item

estimated Budget

Dally Rate Days Total COlt

443 39 17.'1:71
332 18 5.976
"3 24 10.632
332 30 8.960
332 18 5,976

49.821

A. LABOR
loternlt!gnll Tum:
Eoonomlst and Team Leader
Financial Market SpeclaJIst
Legal Specialist

• Contractual savings Instlt Specialist
Portfollo/lnveatment Manager

Sub Total

loco! 1Iam:
FInancIal Market &

Regulations Advisor 105'
Legal Specialist 105
Contractual Savings Instit. Speoialist 105
Institutional Advisor 105
Secretary 60
IntITranslator 100
Int/Translator 100

Sub Total

TOTAL LABOR COST

8. MULTIPLIER

C. TRAVEL. PER DIEM. AND INSURANCe
D. OTHER EXPENSES
E. CONTINGENCIES

18 1.890
24 2.520
24 2,520
18 1,890
24 1,440
24 2.400
24 2.400

15.060

14,881

12,732

40,000
1,000

ee.387

TOTAL COST•••••••••••••: .2,80.000

u:\eapm\docs\wmina\sow\,QWfsdpn.ewf
date: 12/14/1994
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Economic Growth Center: TralDiDI

FiDaDclal Sector Development
Summary of Key MUlales

I. Functions of Financial Marketsl

Effective financial markets are indispensable to sustained economic sr~ and increased
standards of living. A financial system provides services that are essential to economic
development and useful to an segments of society - households, businesses and
government. The functions of financial systems are as foDows:

o The use of a stable, widely accepted medium of nchange reduces the costs
of transactions, and thus makes trE.de possible (both domestic and
international).

o Financial assets with attractive yield, liquidity and risk characteristics
encourage mobilization of resources making savings available for
investment.

o An efficient financial system evaluates alternative investment proposals and
allocates resources to activities that will provide the highest rate of return
for the use of the funds. Providing saved resources to those with
productive uses for them r.aises the income of saver and borrower alike.

o Well-designed financial instruments can be used to spread risks in a way
that enables economies to manage shocks and take on promising risks.

o Efficient financial markets facilitate wider ownership or assets, giving a
larger number of citizens an opportunity to participate in the growth of the
economy and to diversify their assets and liabilities.

Without financial services an economy would be confined to self-sufficiency or barter.
Separating the timing of consumption and production would be possible only through

lThis paper was prepared by Elisabeth Rhyne, with input from J. D. von Pischke,
Richard Rosenberg, Juan Buttari, and Barry Lennon. The first few pages drawheavily
from Financial Systems and DevelQpment, The World Bank, 1990, and "Financial
Markets Development", A.J.D. Policy Paper, August 1988.
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storing goods (as opposed to storing financial assets). Investments would be financed
only by individual savers or closely-knit groups of individuals.

A financial system's contribution to the economy depends upon the quantity and quality
of its services and the emclenC)' with which It provides them. As financial systems
evolve, they improve along two dimensions:

o Depth. A commonly used indicator of financial depth is the ratio of
broadly defined money to GDP. A low ratio suggests that the financial
system is a poor mobiIizer of funds and that relatively few people .have
access to the market. The economy is not making the most of its
endowment. Shallow financial markets are easily disrupted or manipulated.

o Efficiency. Efficient financial markets are good at a) selecting high return
invesments (they allocate efficiently) and b) providing their services at a
low overall cost (they operate efficiently).

Financial sector development is primarily concerned with achievement of greater depth
and efficiency.

II. The Policy and Regulatory Framework for Financial Development

A. Macroeconomic Policies

Government has a crucial role in fa\=i1itating financial market development by providing a
favorable macroeconomic setting.

o Control of inflation allows financial assets to maintain their value and
facilitates the operation of price mechanisms (interest rates). It also
reduces risk by lowering uncertainty about future value.

o Fiscal balance ensures that government does not absorb too large a share
of potentially available resources ("crowding out"), and reduces reliance on
the kind of external borrowing that fueled the international debt crisis.

o Realistic exchange rates facilitate participation in international financial
markets and trade. and discourage capital flight.

Progress in financial sector development is greatly hampered whenever any of these
conditions are absent.

2
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B. Interest Rate Policies

Interest rates are the crucial prices that allow financial markets to function fairly. Low to
moderate real rates of interest are Conducive to economic growth - they offer savers
adequate incentive to save, but provide a reasonable hurdle rate for borrowers making.
investments (so that low-return investments are Dot funded). Thus, low interest rates are
"good". However, low interest rates that truly benefit an economy must be the result of
sound macroeconomic conditions and efficient financial markets. They cannot be
achieved through legislation or regulation.

When governments directly control interest rates, keeping them lower than markets
would otherwise, a number of negative consequences result:

o Returns to savers are anifically low; the amount of savings mobilized
shrinks.

o Facing thin margins, financial institutions cannot provide a wide range of
financial products because the become overly risk averse and unlikely to
innovate.

o Credit is rationed to the customers that can be served at the lowest risk
and lowest transaction cost, or who have the most influence in the financial
and political systems.

Under these circumstances, neither depth nor efficiency grows.

During the late 1980s and early 1990s many governments removed interest rate controls.
However, it is generally recognized that interest rate decontrol must be carried out
carefully, in sequence with other aspects of financial hberalization, panicularly exchange
rate liberalization, and with responsible fiscal management, to avoid causing
macroeconomic imbalances that can lead to more serious financial stress.

c. Government Controls on the Financial Sector

Governments control financial markets in different ways and for different reasons. These
reasons include the desire to stabilize the economy, to dispense patronage, to protect
consumers, and to extract funds through taxes and loans. Economic stabilization is
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achieved through controls On interest rates and government borrowing and lending in
financial markets. Patronage is given through preferential interest rates and access and
by turning a blind eye to loan recovery. Consumers are protected by deposit insurance,
licensing requirements imposed on institutions and individuals working for financial
intermediaries, market segmentation, inteJVention in crises, and disclosure requirements
in financial instruments and institutions.

Key focus areas in financial development are government's role in financial repression
and in prudential regulation and supervision.

1. Financial Repression

Governments have often used their power to manipulate the flow of financial resources
in self-interested ways. Interest rate ceilings on deposits and loans, combined with
inflationary rates of monetary expansion are the most important policies creating
financial repression. Other policies adding to this repression are exchange controls,
certain taxes, directed credit policies aud heavy reserve requirements. Such policies
cripple the progress of financial systems by restricting the amount of funds available or
by restricting the range of services that can be provided. Financial repression has been a
major contributor to financial crises in many countries, while in others it has merely
served to keep most people from having access to the benefits of financial services and to
lower rates of economic growth.

2. Prudential Regulation and Supenision

By contrast, prudential regulations are designed to preserve the stability of the financial
system and to protect depositors in the financial system. Most importantly, they provide
a framework for maintaining the soundness of individual financial institutions and reduce
the risk that failure in one financial institution will spread throughout the financial
system.

A strong framework for bank regulation will address: licensing to ensure adequate
capitalization and sound management; capital adequacy (the ratio of capital to total
assets should be at least 8 percent by international standards); portfolio quality (risk
classification, provisioning for expected losses and diversification); liquidity ratios (short
term assets and cash as a percentage of total assets); limits on the sizes of loans to any
one client; and prolubitions on insider lending.

In addition, bank supervisors need to have adequate powers to enforce these regulations.
These powers must be fleXIble enough to provide sanctions before problems reach a
crisis level. For example, s~pervisors might impose fines, suspend dividends, remove
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managers or directors, etc. before a major intervention such as restructuring or merger
becomes necessary.

To be effective, prudential regulation must be backed by a political commitment to
supervision and enforcement. The supervisory body must be given. clear policy goals, and
it must be iDdepeDdeDt. Too often, in both developed and developing countries,
supervisors are undercut by political interference. One way for governments to
demonstrate commitment to adequate supervision is to provide adequate resources to the
supervisory agency and invest in high quality staff and training.

D. The Legal UDderpinniDgs or FiDaIlclal Markets

Legal codes and regulations governing property rights, contract enforcement, and
valuation of assets are essential prerequisites to the development of modern financial
institutions and instruments.

Without clear property rightst individuals will not easily offer their assets in financial
transactions. Rules must be clear regarding: title to and transfer of property, use of
assets as security for loanst procedures for claiming collateralt and sharing ownership of
assets. The effects of weak property rights legislation are felt at all levels of the financial
system. For ordinary women, property laws often result in their exclusion from formal
credit markets. For money marketst particularly in civil code countries <as opposed to
common law countries)t the legal framework makes innovation difficult and thus slows
development of new types of securities.

Accounting, property valuationt financial disclosure and audit standards provide the base
of information that helps two parties (be they individuals or institutions) to agree on the
value of assets. Legislation governing such standards should be clear and in line with
international practice. Because such standards are used in processing many financial
transactionst they must be widely understood and practiced - and that in turn calls for
major investments in training and capacity development.

m. Financial IntermediatioD: Sa'riDgs and Credit

A. Savings Mobilization

Savings determines the rate at which productive capacityt and hence incomet can grow.
Well-developed financial markets offer a variety of short and long term instruments that
enable savers to select the combination of risks and returns they seek. In the aggregatet
households are net savers while businesses are net borrowers. Many non-financial factors
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(e.g., income growth, age of individuals, cultural attitudes, macrolpolitical stability) affect
the savings rate. It is not clear whether financial factors greatly affect the savings rate,
but it is clear that financial factors can influence the extent to which savings are placed in
the financial system rather than held in kind. Savers are influenced by several key
factors: Uquidity, ease of access (convenience), real nte of return, and safety.

Governments can support savings mobilization by ensuring that interest rates charged to
borrowers are not restricted, by providing adequate financial sector regulation and
supervision, and, when carefully designed and limited, through deposit insurance.
Financial institutions can encourage savings by developing savings instruments tailored to
the preferences of various market segments.

Savings services are particularly important to low income households, who have often not
had access to savings instruments that fit their particular constraints. Evidence strongly
affirms that the poor in developing countries save, often in kind or through informal
mechanisms. The limitations of such savings mechanisms, together with the value of
bringing savings into the financial system mean that there are significant benefits to be
captured by offering low income people savings services through financial institutions.
The Bank Raleyat Indonesia (BRI), a government-owned bank, has operated a stunningly
successful savings mobilization program since 1985. Credit unions and postal savings
banks in some countries have also mobilized funds successfuUy from low-income
populations.

For those at middle and upper income levels, the development of insurance and pension
funds provides a vehicle for long term savings, and, as noted below, contnbutes to the
ability of financial systems to offer longer term credit.

Emphasis on savings is also healthy for the development of financial institutions. Some
observers believe that saver-dominated financial institutions tend to show steadier growth
in assets, lower loan delinquency, greater efficiency and longer term financial viability,
while borrower-dominated financial institutions tend to show higher rates of loan
delinquency, slower growth, and frequent liquidity problems, particularly when they rely
on external sources of funds.

B. Credit Markets - Product Innovation and EspandiDg the Frontier

Financial markets tackle the easiest problems first. Thus, short term loans to large, well
known borrowers and purchases of government securities appear before long term
mortgage markets or loans to consumers. Because of this tendency, less developed
financial systems tend to serve mainly the elites, and provide limited support to long term
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productive investment. nuS, credit market development caD be YiewecJ as a process of
extendiDg the frontiers of the llDandalsystem to Iene the m&Jority of·the population
and to support longer tenil transactions.

1. Risks and Costs

To extend the frontier, financial mar~ets must find ways to deal with several sets of risks
and costs.

o Credit risk. Ensuring that borrowers will repay loans is the central
problem in credit markets. Techniques for reducing credit risk include:
collateral-based lending; keeping loans short term so that major changes in
business prospects are unlikely; project appraisal and cash flow assessment.
Generally, the means banks have found to reduce credit risk involve
gathering additional information on borrowers, and this process adds costs.
Breakthrough innovations involve ways to reduce credit risk at lower costs,
e.g., credit reference bureaus and the motivational techniques (peer
pressure and positive incentives) used in microfinance.

o Liquidity risk - the risk that depositors will demand funds at a time when
the financial institution's assets are tied up in assets that cannot readily be
sold, thus rendering the bank insolvent. Liquidity risk is a major barrier to
long term lending, because savers typically want to place their funds for
short periods while borrowers want to amortize the costs of investments
over as long a period as possible. Therefore, financial institutions face
pressure to borrow short and lend long, jeopardizing their liquidity.
Innovations in money markets that allow banks to move money quickly
(interbank funds markets; secondary markets that sell to insurance
companies and pension funds) are important in reducing liquidity risk and
enabling longer term lending. Thus, while money markets may appear to
be far removed from final borrowers, they play a key role in enabling
borrowers to get more and longer term credit.

o Interest nte risk - the risk of loss due to unexpected changes in price.
For example, interest rate increases can leave a financial institution paying
too much for funds while it remains unable to increase the income received
from longer term loans and other assets. Thus, interest rate risk again
contn'butes to a preference by banks for short term lending. Interest rate
risk can be passed to borrowers through floating rate loans, but this can
contribute to higher credit risk if borrowers suddenly find they cannot
afford higher debt service.
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o Information ,costs. Oosely related to credit risk are the costs h1curred in
determining the creditworthiness of borrowers and their proposed
investments and in tracking the repayment status of loans. For small and
micro borrowers these costs can become prohibitive, which has led
microfinance to adopt techniques from the informal sector that involve
motivation to repay and immediately verified selection criteria in place of
information gathering. At the corporate level, financial d,iscJosure by
businesses seeking to raise funds through bond or stock markets makes
relevant information available to the public, often with the certification of
public bodies such as a securities and exchange commission. Information
costs that cannot be reduced are passed to borrowers through the interest
rate, and thus, competition among institutions is an important force for
reducing such costs.

o Transaction technology costs. The costs of processing individual
transactions are particularly important for the highly competitive funds
transfer services and for lending to small business, microenterprise and
consumers. Technological advances such as those brought by computers,
credit cards and the like, have helped reduce these costs. However, in the
poorest countries, the value of such techniques may be limited by the
quality of communications infrastructure and the cheapness of labor
relative to equipment.

2. Specialized Credit Markets

If financial systems are to serve the majority of the population, they must develop
products tailored to several key markets, each with its own set of risk and cost attributes.

o Small Business. Small business is a particularly difficult market segment
because few shortcuts to costly information-gathering have been found
other than high collateral requirements. Small businesses cannot be treated
in a standardized fashion (as can microenterprises or consumers), but loan
sizes are too small to leave room for extensive analysis. Techniques
particularly important for expanding small business lending include: credit
reference bureaus, clear collateral legislation, leasing, and factoring.
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o Microenterprise and Poverty Lending. POOT, self-employed people were
long believed to be unbankable •• bad credit risks, costly to serve, lacking in
co))ateral, unable to pay market-determined rates of interest. Recent
experience in microenterprise programs has shown the error of these
beliefs. The new microfmance techniques, adapted from the informal
sector, use peer pressure and positive incentives to motivate repayment,
charge full-cost recovery interest rates, and streamline delivery systems to
lower costs.

o Agriculture. Agricultural activities provide livelihoods for large segments of
the populations of developing countries and animate their rural economies.
However, agricultural credit is a difficult area. Farmers face great
variations in crop yields and commodity prices (high risk, much of it not
easily diversified) and the dispersion of rural populations raises the costs of
providing financial services. One partial solution is general rural finance,
focused on enterprises with lower risk covariance than agriculture; another
is lending through intermediaries such as marketing companies. Deeper
financial markets in rural areas increase the availability of financing for
farmers.

o Housing Finance. The twin problems in housing finance are the high cost
of housing relative to household income streams and the fact that for most
people investment in housing does not generate the income needed for
debt service. Mortgage markets cope with these problems by amortizing
payments over a very long period of time, in return for claims on housing
that holds its value over many years. Mortgage market development
requires many prerequisites: strong property rights legislation and property
appraisal systems, stable fmandal sector conditions, sources of long term
funds for savings, and, genera))y, a large number of salaried home buyers.
Where these are lacking, microfinance techniques may be useful .- and may
fit well with the characteristics of informal housing -- incremental, built by
owners, and used for productive purposes.

3. Informal Credit Markets

In many parts of the developing world, particularly rural areas, services through formal
financial sector intermediaries are not available. In such settings, and even where some
formal services are available, all or much financial service delivery occurs informally,
through input suppliers, merchants, moneylenders, friends and family. The informal
mechanisms are tailored to the specific parties involved, and may involve interlinkages
with other markets (as does supplier credit, for example).
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As informal markets serve a valuable function, they should be allowed to operate, and
even encouraged. While few methods have been devised to link directly from formal to
informal mechanisms, it is believed that formal financial deepening, particularly in rural
areas, may enhance informal mechanisms by increasing general1iquidity. Due to the
important limitations of informal mechanisms, however, (low risk diversification,
frequently high cost, confined area for intermediation), there are potential advantages to
the introduction of formal financial services that can overcome these shortcomings.

C. Capital Markets

Capital markets include stock markets and other corporate equity markets; bond
markets, both government and corporate; and commodity markets. These markets work
through securities whose value is readily agreed upon by all parties, so that they can be
bought and sold quickly. Requirements for the development of any aspect of the capital
market are: 1) a sufficient supply of potential issuers and buyers to make a market
worthwhile; 2) clear, enforceable contract rules governing ownership and sale of
securities and their underlying claims; 3) widely accepted standards for valuing the
securities; and 4) a market system that actually handles the transactions.

Government securities are typically the first element of the capital market to be
developed, as government's promise to repay is generally stronger than that of private
corporations, and as government debt is easily standardized. Government securities
markets lay the foundation for development of other money and capital market
instruments by creating a foundation interest rate that helps market participants price
risk, and by creating a mechanism to bring market participants into contact with each
other.

The conditions for the development of corporate equity markets are frequently lacking in
developing countries, particularly in terms of the number of prospective buyers and
sellers and the legal underpinnings (for example, credible corporate disclosure
requirements) needed to make capital markets work. It is often possible to create stock
exchanges that serve a small number of companies and cater to wealthy investors.
However, broader economic benefits come from capital markets only when they are
reasonably deep. Development finance institutions were created in many countries to
compensate for the absence of capital markets as a mechanism for financing long term
corporate investment. However, these institutions have generally failed, due to
fundamental flaws in their design.

In the short and medium run, the problem of long term corporate finance often has no
obvious solution. In the absence of the appropriate conditions for stock market
development, most business equity comes from informal sources (extended famil)',
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·business associates, retained earnings). Even in developed countries like the United
States a very large share of business equity is still informally supplied. This observation
suggests that good savings instruments and shorter term banking services can
substantially, albeit indirectly, support business growth.

An important reason to consider capital market development is its close relationship to
privatization. Without capital markets, privatization tends to be limited to private
placement in the hands of local elites or foreign investors. Privatization through vouchers
spreads ownership widely but is only effective if the market for vouchers has been
carefully designed. Recent experience in Russia, the Czech Republic and Poland, among
others, has shown voucher privatization to be possible but very difficult to structure well.

D. The Market for Funds Transfer

As noted above, the most basic function of financial systems is providing a medium of
exchange. Efficient funds transfer services a])ow businesses to interact across great
distances and national borders and a])ow individuals to use income earned in one place
to support family members elsewhere. Such services are often well developed for urban
elites, and foreign exchange. They are attractive to banks because they can be fee-based,
and carry low risk. Throughout the Eastern Europe and NIS region, transfer services
have been nearly non-existent, raising costs even for large businesses. However, progress
has been quick in developing such services during the 19905. Extending funds transfer
services to the rural areas of very poor countries could make a significant contribution to
rural welfare. At present, many rural residents lose large portions of their earnings in
the transfer process (through both time and money), and cannot readily access distant
markets. Funds transfer is primarily a technology issue. Recent technological
developments should lead to progress in this area in coming years.

E. Financial Institutions and their Development

In many developing countries the financial system is dominated by one or a few large
government-owned banks, which hold most of the assets of the financial system. Often
these banks are insolvent, holding large portfolios of non-performing loans. Local private
banks are often sma]) and weak. International banks, while stronger, typically cream off
the best business, including much of the foreign exchange business. One of the key tasks
in financial sector development is, therefore, to move the financial system toward a more
effective constellation of institutions, through restructuring or privatizing government
banks and laying the groundwork for development of healthy private banks. Public bank
restructuring embodies many difficult challenges:

o Restructuring government banks may require downsizing, instalJing new
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management and governance, creating positive incentives, and redefming
business products. Such fundamental institutional overhauls are never easy.

o Workout of bad debt requires the government to acknowledge large losses,
a politically difficult task.

o Government must find a way to revamp institutions, for example by
injecting fresh capital, without inviting subsequent failures (moral hazard).

o Government banks often have a mandate to reach frontier-type clients.
When these banks are restructured, the lack of outreach by the financial
system to such clients becomes more apparent, and the pressure to restore
outreach may be strong.

While restructuring/privatization of public banks proceeds, the foundations must be laid
for private bank development. Without a sound foundation, private banks too often have
sma]] deposit bases, dangerously low capital, corruption, insider lending and scams.
Designed to serve the interests of shareholders, such banks offer few products and those
mainly serve urban elites~ When such an image prevailS, a vicious circle undermines
confidence in the viability of private sector banking, causing decision makers to turn back
to public sector banks as solutions.

Government relates to private banks largely through the prudential supervisory
authorities, using the framework of the banking law and bank regulations. This is where
government should begin in seeking to develop private banks. It is often difficult to
recognize the importance of strengthening supervision in systems dominated by public
banks, which are typically not rigorously supervised, but developing supervisory capacity
is a long process, and in some sense is a prerequisite for the entry of sound investors into
the banking arena. Government must be particularly careful to give private banks a
"level playing field" by withdrawing from monopoly positions that have often been given
to government banks. For example, in some countries, government banks carry the
government's implicit (or explicit) deposit guarantee, while private banks have none.
Ideally, both should attract deposits on the basis of the soundness of their balance sheets.
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IV. USAID's Role in Financial System Development

A. Statement of Principles

USAID supports the development of deep and efficient financial markets, affirming the
contnbution of the financial sector to economic growth. Within financial sector
development, USAID pays particular attention to laying the groundwork for broad·based
financial systems that serve the majority of the population, including low income people,
and especially women. In pursuing these aims, USAID supports a financial system where
markets are free of distortion, where independent financial institutions compete fairly
with each other to provide better services, and where transactions occur at market·
determined rates of interest and other terms.

B. USAID's Role in the Policy and Regulatory Framework

1. Political Will

Problems in financial markets are most often the result of a failure of political will.
Before embarking on a significant program of assistance in mainstream financial sector
reform (e.g., policy liberalization, bank restructuring/privatization, central bank reform,
development of banking supervision), USAID should identify clear political will.in
support of reform, or at least a highly-placed and politically strong base for developing
that will.

2. Macroeconomic Prerequisites •• "First Generation Reforms"

Before embarking on a significant effort in financial market development, USAID should
evaluate current macroeconomic conditions, and be prepared to postpone involvement
until reasonable stability is reached. In some cases, however, financial reform wilJ be an
integral part of an overall stabilization plan.

Elimination of financially repressive policies and achievement of basic financial sector
liberalization should be considered "first generation" steps. Included in the first
generation are the following: macroeconomic stability, interest rate deregulation,
reduction of directed credit, strengthening of basic banking legislation and supervision,
and the disentanglement of the financial system from government budgets (including the
restructuring or privatization of state-owned banks and the elimination of government
subsidies provided through the financial sector). These steps need to be secured before
significant progress can be expected on "second generation" steps (e.g., development of
sound institutions, markets and instruments).
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3. Working with Multilaterals

USAID is unlikely to be a dominant force in financial market reform, given its
constrained resources. This general1y means that USAID must coordinate such activities
with multilateral organizations, particularly the World Bank and InterAmerican
Development Bank, which are seen as having the lead in this area. USAID should
evaluate the plans of the multilaterals and determine whether it wants to support the
basic thrust or perhaps seek to influence the shape of the plans. Decisions should be
based on evidence of host country commitment to reform, as well as on judgments
regarding the soundness of the multilateral's plans.

4. USAID Comparative Advantage: Provision of Specialized Technical Assistance

USAID can often make its maximum cQntnbution to financial sector reform through the
provision of specialized expertise. USAID has an advantage over multilaterals in the
agility with which it can supply technical assistance. Moreover, U.S. expertise in the
financial sector is widely recognized, respected and sought. Through well-placed
technical assistance, USAID can be very supportive of a reform plan, or can offer a
valuable second-opinion to counterbalance the voice of multilateral institutions.

However, a common pitfall is the presumption that the U.S. way of conducting the
financial sector is the only way. Avoiding this pitfa]] is an essential consideration in the
many countries where financial systems are based on laws/principles other than the
Anglo-American model (e.g., Latin America, Eastern Europe, francophone Africa, and
Islamic countries). USAID must be extremely careful to ensure that advisors it provides
are able and willing to work with the host country framework. USAID should also
recognize that it is often more effective (and cost-effective) to rely on experts from within
the region, furthering South-South exchange of knowledge.

S. Focal Points: Central Banks, Supervisory Authorities and Legal System

When country conditions are supportive, USAID can make an effective contribution
through focused technical assistance in the fo]]owing areas: improving central bank
functions such as the conduct of monetary policy, developing banking legislation, legal
reform, and training and operations of bank supervisory agencies. These are all areas of
strong US expertise where technical support has proved effective and where, as discussed
above, improvement can have an important impact on the development of sound banking
institutions.
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C. USAlD's Role in Mainstream Markets: Commercial Banklnl and Capital Markets

1. Basics First

In selecting which areas of financial sector activity to pursue, USAID must be cognizant
of the current state of national· economic and financial sector development, and should
seek 1) to tackle the fundamental, basic services and institutions first and 2) to focus on
extending services to the majority. These two criteria are not always compatibl~t but
USAID should avoid working in areas where neither is met and should seek to identify
areas where both are met.

Some of the implications of this statement are:

o Work on capital market development is unlikely to return significant value
in the poorest or smallest countries.

o Development of the ability of financial institutions to supply short term
credit and to support transactions (make payments) should come before
development of longer term instruments.

o Development of government securities markets forms a foundation to the
subsequent development of money and bond markets.

o Savings mobilization should always be considered a priority.

2. USAID Role in Bank Restructuring

USAlD is not often in a position to take the lead in a major, multi-institution bank
restructuring program. However, USAID has been effective in supporting the
transformation of individual banks. USAID can structure support to reforming banking
institutions through equity investment (granting funds to prospective owners), triggered
by achievement of specific reforms. This capital infusion can be supported by long term
technical assistance. Such transformations work only where the resulting institution has
effective ownership, incentive and governance structures. No amount of technical
assistance wi)) transform a financial institution lacking responsible ownership and
management.

3. USAID Comparative Advantage: Information Standards

USAID may be able to make significant contributions to basic banking by supporting the
development of financial information: audit and accounting standards, financial disclosure
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standards, etc. Again, the US has strong expertise in these areas, the cost of providing
technical assistance is low, and the payoff to improving information standards is
potentially great.

4. Training

Training of bank staff can be an important way to support financial sector development.
The main cautions in training involve ensuring that the training is linked to reforms
within banking institutions and ensuring that trainers fully understand and can speak to
local conditions. Most banker training is done by banks for their own staffs, and USAID
can often design training for internal use by individual banks. However, it must be clear
that the recipient bank is committed to introducing the new way of working or new
product, and is actively introducing systems to operate the new product. This will require
top management commitment and ongoing involvement. Contnbutions to bank training
institutes can be a good idea, especially in systems where there are many smaller banks
or new entrants into the banking sector. The pitfall of U.S. experts offering training
inappropriate for the local setting is especially common in banker training.

5. Venture Capital

Most donor-supported venture capital projects have failed to reach their potential.
While venture capital is a better approach conceptually than directed credit, it will not
succeed where country conditions are lacking. The requirements for successful venture
capital are extremely rigorous: a good supply of potential projects, good financial
disclosure and appraisal rules, strong contracts law, and sufficiently developed capital
market to ensure exit options. Only the upper tier of USAID-assisted countries begin to
meet these requirements. In addition, operating margins (overhead staffing costs) are
often prohibitive, resulting in the need for ongoing subsidy. With grant funds, USAID is
not in a strong position to structure incentives without over-subsidizing. The result is
likely to be a relatively expensive project whose main output is a small number of
business investments.

6. Capital Markets

In the upper tier of USAID countries, USAID has made significant contributions to the
development of money markets and stock exchanges. Work at level of securities market
legislation, exchange operations, development of auction systems for government
securities, and introduction of new types of securities (e.g. corporate or municipal bonds)
has all succeeded -- in propitious settings. In transition countries, capital markets
development can be an important companion (or prereqUisite) of privatization, including
financial sector privatization. However, capital markets are generally very thin in low
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income countries, because of lack of suitable companies, and therefore, the benefits are
narrow. In those instances, capital market development programs faU the test of doing
basics first and extending service to the majority.

D. USAlD's Role In Expanding the Frontier

It should be clear from the discussion to this point that progress ~ expanding the
outreach of the financial system depends on healthy financial institutions that can tum
their attention to product innovation rather than attempting to sort out past crises.
Accordingly, one must regard development of the legal and regulatory framework for the
financial system and the creation ofstrong basic banking institutions as important
contributors to expanding the frontier.

In the absence of a healthy financial system, work at the frontier tends to require
specialized institutions, such as NOOs, credit unions, or specialized banks, that may
operate in parallel with the mainstream system. Such organizations are often the only
ones interested in serving markets the mainstream institutions have ignored. WhUe work
through such organizations can often result in the availability of services to new groups of
people, such work should always be driven by a vision of a long run outcome in which
the service becomes a sustainable part of the financial system, either because the
specialized institutions become integrated with the mainstream or because the
mainstream institutions begin emulating them.

1. The Old and New Views

The old approach to outreach assumed that the frontier was static. This often
unrecognized self-limitation led to directed credit interventions, which offered bribes
(through heavy subsidies) to financial institutions to serve clients they otherwise wouldn't.
The focus of such projects ·was to funnel money to desired groups. This approach is now
discredited for a variety of reasons, including its high cost, low outreach, and lack of
sustainability.

Moreover, we now know that specialized markets can be served on a financially viable
basis, given careful innovation in financial service design and delivery. The frontier
moves. Governments and donors should confine their actions to supporting the up-front
costs of innovation and demonstration, rather than setting up permanent substitutes for
the financial sector. The centerpiece of any effort in this respect should be expectation
that the effort will create (within a reasonable time frame) the capacity to provide a
specific service on a fully private, self-financed basis. In this effort, it is crucial that as
the frontier advances, donors must retreat, so as not to undercut the ability of
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commercial institutions to offer 8 service profitably.

The current approach also emphasizes building the health of specialized financial
institutions, so that they can join the mainstream.

2. Best Practice In Micronnance

The top-performing microfinance'institutions have demonstrated that it is possible to
serve large numbers of very poor clients (mainly microenterprises) on a profitable basis.
The challenge in any microfinance program is to reach scale and self-sufficiency.

USAID can work with a variety of institutions (private or government banks, credit
unions, NGOs, finance companies), provided they have 1) sound, businesslike operating
principles; and 2) commitment to reaching micro-level clients.

Before establishing any microfinance program, it is important to ensure that USAID
planners are familiar with current worldwide best practice in providing credit to low
income people, standards for institutional performance, and methods for making the
transition from donor support to raising funds commercially or through savings.

Consult the "Guiding Principles for Selecting and Supporting Intermediaries" (in reading
packet) and the new USAID Microenterprise Policy Paper (now in near-final form,
available from PPC) before designing assistance packages.

The core requirement in supporting microfinance institutions is to ensure that the
organization has a credible business plan to achieve financial viability and independence
of donor funding. Credibility is evidenced by past history, reference to other
organizations of similar type, and regular performance benchmarks. Assisted institutions
must have loan delinquency below 10 percent and must charge interest rates sufficient to
cover their costs (after a start-up period).

3. Working with Credit Unions

Credit unions can be effective vehicles for reaching low and middle income people.
Credit union systems had serious problems becoming viable financial intermediaries in
the past. Typical problems included dependence on subsidized external loans, weak
credit administration, high delinquency, governmental/political interference, low earnings
and a poor public image.

Many credit union movements continue to face these problems. However, in an
increasing number of countries, USAID has contributed to significant turnarounds in the
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systems. A new, more businesslike model of credit union policy/operations has been
developed and promoted, based on eliminating reliance on external capital, pricing
savings arid loans competitively, mobilizing deposits aggressively, controlling costs, and
retaining earnings to build capital accounts. The jury is stm out on this new model, but
experience in several Latin American and African countries suggest that it is on the right
track.

Given the importance of deposit-taking successful credit unions an essential prerequisite
or integral part of a credit union assistance 'program should be development of a
qualified, independent supervisory body. Local savings must be protected with
transparent accounting and prudent financial management discipline, best assured by
external supervision. Supervision by entities owned by credit unions or by entities mainly
charged with oversight of cooperatives is at best a temporary alternative and in many
cases has been ineffective. Bank supervisory authorities are preferable.

USAID should avoid placing credit lines in ·credit unions or any other organization
capable of raising funds through deposits. External funding tends to undermine
incentives for savings mobilization. The main form of assistance to credit unions should
be technical assistance in financial management, deposit mobilization and marketing of
services, governance and internal administration.

E. Structuring Assistance to Financial Institutions

1. Technical Assistance

Technical assistance is the most widely applicable means of supporting fmancial
institutions, and in most instances should be the main focus of USAID programs in the
financial sector. However, at the level of individual institutions (as well as at the policy
level discussed above), technical assistance can only succeed if the leadership of recipient
institutions are fully committed to making the changes technical advisors propose.

1. Lines of Credit

Lines of credit are generally counterproductive In financial sector development and
should be avoided, particularly if funds are provided below market rates. Unes of credit
simply increase funds available for lending by recipient institutions. Where banks are
highly liquid, additional funds are not needed; where highly leveraged, additional funds
may overstretch their capital base. By supplying funds, lines of credit undermine
incentives for banks to mobilize deposits. Moreover, they are not generally effective at
inducing banks to enter new markets and remain there. Typically, support to the target
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sector ends when the funds are no longer available. Lines of credit may make a short
term contribution in funding a specific number of businesses. However, they often leave
behind a financial sector less rather than more capable of serving the target market.

For NGOs without access to the formal financial system for raising funds, lines of credit
may be useful, but should be seen as an interim step in a process leading to funding from
within the financial system, through either borrowing or eventual deposit-taking.

3. Loan Guarantees

Loan guarantees are highly specialized: they change only one aspect of a transaction, its
credit risk. Loan guarantees cannot be used to overcome other banking problems:
liquidity risk, interest rate risk, or transaction costs. Thus, in considering use of a loan
guarantee, the key question is whether the problem preventing a transaction from taking
place is perceived risk. H credit risk is the central problem, the next question is whether
experience with that type of transaction in a sheltered setting will reduce the perceived
credit risk. In other words, loan guarantees can be a useful adjunct to innovation when
the expectation is high that learning will occur.

Guarantees should virtually never involve coverage of the full value of 11 loan or other
transaction. Risk should be shared between guarantor and funder. Even in situations
where lenders are willing to take only 8 tiny proportion of the total risk, the expectation
should be clearly stated that the proportion will increase steadily over time.

USAID officers considering loan guarantees should investigate the Economic Growth
Center's Micro and Small Enterprise Development program, and either use that program
or emulate its key features, such as partial guarantees, guarantees of portfolios rather
than individual loans, streamlined payment mechanisms, guarantee fees, bank risk and
business analysis, and banker training offered as a complement to the guarantee itself.

4. Equity

One way to strengthen financial institutions is to increase their equity base. Because
banks are highly leveraged (ten to one or sometimes even more), small equity
contributions can have a major effect on the financial services banks are able to provide.
However, the US government cannot take equity positions in any enterprise. Thus,
USAID can provide equity only by granting funds to some entity that will use them to
become an equity investor. While feasible, this strategy is applies only when the
prospective owners to whom funds are granted are capable and likely to act responsibly
to maximize the value of the institution's equity. It is unwise to provide equity in the
absence of assurance that the financial institution is governed and managed well.

20



Economic Growth
Training Workshop

September 17 - 21, 1995

'USAID

*******

Volume II

Sponsored by:

Center for Economic Growth
Global Bureau, USAID

1



*******

V. PRIVATIZATION

ECONOl\fiC GROWTH TRAINlNG WORKSHOP
Sponsored by USAID, Global Bureau,

Center for Economic Growth
Xerox Training & Conference Center

Leesburg, Virginia
September 17 - 21, 1995

TABLE OF CONTENTS

VOLUMEll

A. Biographical Information

B. Readings

Khalili, Sara. The Uneven Triumph of Privatization, Infrastructure Finance, Summer
1993.

Lanza, Kenneth A. The Political Economy ofPrivatization: Assessing the Impact ofthe
Financial Sector on the Issues of Equity and Efficiency, CIDR Working Paper Series,
August, 1995.

Mathieson, John. Ophelia Young and John Normand, (SRI International), Mitigating the
Social Impact of Privatization, April 1994.

McGoldrick, Beth. The 10 Most Creative Deals of1994, Infrastructure Finance, March
1995.

Perkins, Roswell B. Corporate Governance in the New Russia, International Financial
Law Review, June 1995.

Price Waterhouse LLP and USAID. Case Study: The Privatization of Fenilizer
Distribution in Bangladesh, Draft, September 1995.

Schwartz, Jeffrey L. and Zoanne L. Nelson. Techniques of Mass Privatization:
Implementing the Voucher Auction Program October 1992 to June 1994, in Russia:
Creating Private Enterprises and Efficient Markets.

The Economist. Third World Finance: New Ways to Grow, September 1993.

2



The World Bank. Privatization: Lessons from Market Economies, in The World Bank
Research Observer, vol. 9, no. 2, July 1994, pp. 256-261.

USAID. Pension Fund Study: Opponunities and Global Trends In Pension Fund Reform
and Privatization, DRAFr, March 1995.

C. Privatization Course Summary Notes

VI. TRADE DEVELOPMENT

A. Biographical Information

B. Readings

CIBER. International Trade and Trade Regimes, Background Note #970, Duke
University, Center for International Business Education and Research, Durham, NC,
1993,26 pp.

Hoekman, Bernard. Trade Laws and Institutions: Good Practices and the World Trade
Organization, World Bank, Washington, D.C., 1995, Summary, pp. i.ii-vii.

IATRC. The Uruguay Round Agreement on Agriculture: An Evaluation, Commission
Paper Number 9, International Agricultural Trade Research Consortium, July 1994,
Executive Summary, pp. 18-21.

Krugman, Paul & Maurice Obsted. Trade Policy in Developing Countries, Chapter 10,
in International Economics, pp. 6-9.

Spencer, Barbara J. What Should Trade Policy Target?, Strategic Trade Policy and the
New International Economics, Paul R. Krugman, ed., MIT Press, Cambridge, MA.

SRI International. Global Growth Through Global Competition: Linking Commercial
Policies and Trade/Economic Peiformance.

The World Bank. The East Asian Miracle: Economic Growth and Public Policy, World
Bank Policy Research Report, Oxford University Press, 1993, pp. 293-326.

USAID. Promoting Trade and Investment in Constrained Environments: A.I.D.'s
Experience in Latin America and the Caribbean, The Develpment Economics Group of
Louis Berger International, Inc. for CDIE/LAC Bureau Workshop on Trade and
Investment: November 13-14, 1989.

3



USAID. Expon and Investment Promotion: Sustainability and Effective Service
Delivery, Vol. 1: Synthesis, A.J.D. Evaluation Special Study Report No. 71, Bureau for
Program and Policy Coordination, Center for Development Information and Evaluation,
U.S.A.J.D., July 1991, 18 pp.

C. Trade Development Course Summary Notes

4



BIOGRAPHICAL DATA
PRIVATIZATION

JOHN ALLGOOD currently serves as Director of the Finance, Administration and Support
Services Unit of the International Fertilizer Development Center (lFDC). With IFDC for twenty
years, Mr. Allgood has extensive experience in evaluation and development of fertilizer
marketing systems in developing countries and background in identifying and solving fertilizer
marketing problems. This experience includes serving as deputy chief of party (and
subsequently chief of pany) and credit/dealer development and training consultant of
USAID/Bangladesh's Fertilizer Distribution Improvement Project. Mr. Allgood received an
MBA in Accounting from the University of North Alabama and a B.S. in Marketing from
Florida State University.

ROBERT BORGSTROM is an energy economics specialist with 23 years of domestic and
internation'al consulting and utility management experience. His recent focus has been upon the
restructuring of utilities and support for privatization in the former Soviet Union. He is
currently advising the government of the Ukraine on the privatization of its power sector. He
has also organized and coordinated the work of Russian and U.S. staff members on a year-long
project to develop corporate and fmancial strategies for the integration of the Russian power
sector into domestic and foreign capital markets. He also conducted an assessment of
opportunities for privatization in the energy sector in the Republic of Kyrgyzstan, including the
evaluation of planning and policy development inspected selected facilities in the power
generation, natural gas distribution and petroleum industry within that country. Mr. Borgstrom
holds a B.A. and M.A. from California State University.

J. RICHARD BREEN has over 28 years of experience in international business, finance and
government. Mr. Breen is with Price Waterhouse L.L.P., where he directs capital markets
development projects and serves as the Director of Operations of the Privatization and
Development Project. Prior to his current position, Mr. Breen was Director of USAID's
Financial Sector Development Project (FSDP), which provides specialized consulting services
at both policy and operating levels to government and financial institutions in developing
countries. For the FSDP project, Mr. Breen oversaw over 103 projects in approximately 30
countries around the world and rendered technical assistance in fmancial sector policy reform,
bank restructuring and regulation, capital markets deveiopment, and privatization.

RALPH CUMMINGS, JR. is Senior Economist with the Office of Agriculture and Food
Security, Bureau for Global Programs, Field Support, and Research (G/EGIAFS/FP). Before
joining USAID 13 years ago, he taught at the University of Michigan, University of illinois, and
Princeton University and served with ySAID in India, the Harvard Development Advisory
Service in Indonesia, and the Rockefeller Foundation in New York. He has a Ph.D. in
Economics from the University of Michigan at Ann Arbor. He has authored, co-authored or
edited numerous published anicles and five books. To Feed This World: The Challenge and the
Strategy, co-authored with Sterling Wortman (Johns Hopkins, 1978) was recommended by The
Presidential Commission on World Hunger to the general public as one of five publications to
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provide basic knowledge of hunger at home and' abroad, and has been adopted at numerous
colleges and universities as text in courses on agricultural development.

LAURA DAVIS is an attorney and real estate specialist with more than nine years of
experience. Ms. Davis currently manages PADCO's USAID-funded technical assistance
programs for land privatization in the former Soviet Union. In this capacity, Ms. Davis directs
the Enterprise Land Sales Pilot and the Land Auction Demonstration Project in the Russian
Federation. Ms. Davis has drafted legal documents for and managed resident advisors during
Ukraine's first series of land auctions, has assisted in editing and publishing a "how to" auction
manual based on these experiences, and manages land titling and reg.istration, zoning, and
national level legislative reform efforts in Ukraine. Ms. Davis graduated summa cum laude in
Russian Language and Literature from Dartmouth College in 1982 and obtained her J.D. from
Harvard Law School in 1986.

MARC FLYNN of Price Waterhouse L.L.P. has over 10 years of business experience. He has
been involved in several training activities in Central and Eastern Europe over the past 4 years,
including 2 years based in the Czech Republic. He has designed, developed and delivered
training programs in topics such as privatization methods, corporate governance, investment fund
management, business strategy and restructuring. Mr. Flynn holds an M.B.A. from the
University of Ontario and a Bachelor in Economics from the University of Montreal.

ROBERT GARVEY of Price Waterhouse L.L.P. is a senior financial executive with extensive
corporate finance, credit and banking and privatization experience. He has been the lead
transactor managing teams of financial professionals working on multi-million dollar
international investment banking transactions. He has also held relationship management
positions of increasing responsibility in Chile, Guatemala, Colombia, Venezuela, and Spain.
Mr. Garvey returned from Ecuador in January 1995 where he acted for one year as the long
term resident privatization and financial advisor to the Government of Ecuador. Mr. Garvey
holds a degree in Economics from Colombia University.

PETER HAUSLOHNER is a senior political economist with over a decade of professional
experience analyzing the politics, economics, finances, and foreign commercial relations of the
former Soviet Union. He currently directs a program aimed at privatizing the pharmaceutical
sector in Kazakstan. Recent assignments include: an examination of U.S. government financing
of American equipment and service exports in Russia's oil and gas industries, and a study of
U.S. government support of American investment in the pharmaceutical and medical device
industries of Russia and the Ukraine. Prior to joining Abt Associates, Dr. Hauslohner served
for four years as Senior Soviet Affairs Expert in the State Department's Policy Planning Staff
and as special assistant to the first U.S. Ambassador to Russia, Robert S. Strauss. Dr.
Hauslohner received his Ph.D. in Political Science from the University of Michigan.

MARTY MAKINEN is technical director of Abt Associates' USAlD funded ZdravReform,
which assists with the design and testing of health sector reforms in the countries of the former
Soviet Union. On ZdravReform, Dr. Makinen directs, develops and assists in the execution of
the overall project strategy, maintains technical quality control, and participates in the selection
of technical approaches, technical assistance teams, and project work sites. In addition, he
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carries out policy dialogue and health system design, monitoring and evaluation assignments.
Dr. Makinen holds a Ph.D. in Economics from the University of Michigan.

EDWARD MONAHAN of Price Waterhouse L.L.P. has worked since 1987 as a financial
advisor and asset restructuring consultant to financial institutions~ investment holding companies~

limited partnerships and individuals in U.S. and overseas markets. He provides strategic and
financial advisory services which include: balance sheet engineering, asset liquidation, loan
recovery and portfolio review ~ capital planning, valuation analysis~ branch sales/acquisition
evaluation and strategic options assessments. He has executed business process redesign
strategies for integration of credit underwriting and asset/liability management guidelines,
internal audit and control systems, information systems, and asset reduction plans. Mr.
Monahan holds advanced degrees from MIT and The Fletcher School at Tufts University.

ANA TERESA "TESSIE" SAN MARTIN is a Senior Manager of Price Waterhouse L.L.P.
Dr. San Martin has over 10 years of overseas private sector~ agrarian reform, and management
experience. Dr. San Martin has a BS in Foreign Service from Georgetown University~ a MPA
from Harvard University and a PhD in Political Economics from Harvard University.

JEFFREY SCHWARTZ of Price Waterhouse L.L.P. specializes in strategic management,
privatization and economic restructuring. Recently he served as Regional Coordinator for a
series of USAID projects including: technical assistance to the Russian Federation Commission
for Securities and Capital Markets focusing on regulatory and institutional development in the
investment management, corporate finance, and municipal finance industries; and a pilot project
for new equity issues being undertaken by newly privatized enterprises and municipal and
housing finance bonds. Previously he directed a project to establish the initial operations of the
first post-privatization regional technical assistance centers in Russia and led a project to develop
the national auction system and related privatization support in Russia. Mr. Schwartz holds
Masters degrees from Princeton and Yale Universities and a Bachelor's degree from Cornell.

DAVID SEADER of Price Waterhouse L.L.P. is an urban planner and utilities privatization
specialist with over 25 years of experience in privatization~ public/private programs and
partnerships, project finance, capital project planning, and development and financing experience
in energy and infrastructure projects. Most recently, Mr. Seader served as Project Manager
advising the Government of Grenada on the successful divestiture and privatization of its
electrical utility, Grenada Electric Services, Ltd. For a variety of other clients he has
undertaken economic analysis, financial structuring, project packaging, contract negotiations,
feasibility analysis, investment presentations and project management. Mr. Seader holds an
advanced degree in Urban and Regional Planning from Columbia University.

JAMES WADDELL currently serves as Partner-in-Charge of Price Waterhouse's Finance and
Economic Consulting Group, which includes the Infrastructure Finance Group and the
International Privatization Group. Mr. Waddell has 15 years of experience in infrastructure
finance and privatization, including projects in the electric utilities, telecommunications,
transportation, and water and waste sectors. Mr. Waddell has extensive international project
experience including; advisory assignments involving power projects in Pakistan (Hab River) and
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The
Uneven .~

Triumph of
Privatization
Privatization is here to stay. But its track record is better in
some industries than in others.
By Sara Khalili

D riven by out~f-eontrol gov
ernment budget deficits,
embarrassingly inefficien t

senices and occasionally a deefrroot
ed commitment to reducing govern
ment's role in the economy, regimes
around the world are pursuing an
unprecedented wave of privatiza
tions. MIt is the extraordiriary story of
a phenomenon that staned out in
the 19805. The great debate was how
long it would last and whether it was
durable. That debate is over: says
Roger Leeds, a partner at KPMG
Peat Marwick.

Since 1980,80 countries have
undenaken privatization programs
and roughly 8,500 stat~wned enter
prises have been sold, generating
S328 billion. In indusaialized coun
tries, privatization has helped create
nations of shareholders while trans

forming bloated bureaucracies into
lean and globally competitive private
enterprises. In less developed coun
tries, privatization has brought mas

sive inflows of new funds and
helped
go v
ern

men t s
reduce

deficits and
modernize indus-
tries. Privatiza
tion has also
helped trans
form parochial
domestic equity
markets into

modern and liq-
uid sources of capital.

In the following pages, L'I11lAS11UJC
7tlR£RNANareviews three major priva
tization arenas. & a cornerstone of
economic development, telecommu
nications companies have topped
most governments' seI1~ff lists and
promise to atttact the most attention
in capital markets for yean to come.
Airlines, on the other hand, plagued
by heavy financial losses and years of
poor perfonnance, are budgetary bur
dens that remain difficult to sell.
Meanwhile, efforts to sell ports 
unprofitable yet strategic assets 
promise to be politically charged.

Tn.ECOM: THE MEssAGE Is LOUD
AND C1.E.AR

Telecommunications companies
remain the honest items in the global
privatization market. Governments
generated $102.8 billion from 20 pri
vatizations between 1984 and 1992,
and they expect to raise another $40
billion from future sales. Offerings
will include Singapore Telecom, wide
ly touted as the premier sale this year,
as well as Deutsche Bundespost Tele
com and Royal PIT Nederland.

Developing countries seek strategic
investors with the deep pockets,
advanced technology and managerial
know-how to resurrect outdated sys
tems. Industrialized nations continue
to float shares on domestic and inter
national capital markets.

Yet, telecom privatizations remain
politically charged events. The gov
ernment of Greece, for example,
recently stepped up efforts to privatize
OTE, the state telecom enterprise.
With elections due next May, says one

banker, the government is eager to
offset revenue'shonfalls by selling a 35
percent stake and management con
trol in OTE by early September.
Another 14 percent can then be float
ed on the Athens stock market by the
end of 1993. The strategic stake could
fetch Dr230 billion, while the flota
tion should bring in Dr90 billion.

The success of telecom privatiza
tions hinges on the devel-
opment of a regulatory
framework
ensuring

that
these
natural
monopo-
lies will
operate as com-
mercial enterprises. '"The investor
community looks first at the regula
tions and at the risk of regulations
changing or the regulator changing
the economics of a company: says
David Freud, director of Warburg
Securities, global coordinator for the
sale of the final tranche of British
Telecommunications, pic (BT).

The successful privatizations ofBT,
Chile's Campania de TelHonos de
Chile (erC) and Mexico's Telefonos
de Mexico (TeJmex) are attributable
largely to the governments' painstak
ing efforts to create a regulatory
framework that encourages competi
tion. yet protects the companies long
enough to adapt to a commercial set-

T'-"l'"ll \ ,Til T·rTT -'u: n'-" \"rr 4Q
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ting. Regulators pro\ided pricing
mechanisms that protect consumers
",hile gning BT, erc and Telmex the
financial resources to enhance their
nel.\,·orks and generate profits.

In the U.K., BT operates under a
price cap mechanism reset every four
or fi\"e vears for a basket of services.
BT's re8uIatory environment is consid
ered tough by international standards,
but in\"estors say it is clear.

"In the U.K.. price regulations have
been absolutely critical to new market
entrants.· says Elizabeth Hiester,
telecommunications C.'\-pert at the law
finn of Clifford Chance in London.
"Control on BT's tariff rebalancing
has helped new entrants assess what
pricing competition the\" can provide
and the effect of these on revenues.•

erc's privatization also accompa
nied a fiv~ rate plan. After setting
access.-liIie growth targets to ensure
future investments, rates were set to
allow a 12 percent rerum with adjust
ments for inflation. Given its well
defined regulatory framework, erc
achieved a return on equity of 15.6
percent in 1991.

The lessons have been invaluable
for the government of Hungary,
which is preparing to privatize its tele
com enterprise, MATAV. Michael
Phair, a director of K~. Rothschild
who is leading the team advising the
government, says Rothschild is recom
mending an indexing fonnula that
would allow tariffs to be adjusted aut<>
matically over a number of years
rather than be subject to annual neg<>
tiated settlements. "If there is a clear
and transparent regulatory framework
that provides a long-term assessment
of tariffs and rates,· he says, "one can
assume there will be reasonable inter
est in the company.· So far. the
response to the initial sale memoran
dum for 30 percent of MATAV has
been strong, he adds.

A regulatory structure, however,
without a commitment to corporate
reform and liberalization is not
enough to guarantee success. The dis
appointing 1987 privatization of
Japan's Nippon Telephone Be Tele
graph (NTr) best illustrates this. NTT
shares that sold to the public in Febru
~'1987 peaked three mondts later, at
¥3.18 million. But they have since
plununeted 82 percent.' .

"Ibis is the classic case of shooting
oneself in the foot, • sayS Phair. "NIT

~'aS privatized into an uncertain regu
latoryregirne both from a pricing and
a competiti9n perspective.· According
to Phair, the government erred by
allowing an immediate increase in
competition in the domestic long~is

tance area, NIT's most profitable
blL~iness. rather than providing exclu
shit\' while l\TT rebalanced local and
long-distance tariffs and adapted to a
market setting.

Japan's Finance Ministry. which
continues to hold a 65.7 percent stake
in NTT, has battled the Ministry of
Post Be Telegraph. NTr's regulator,
over rate increases for years. Post Be
Telegraph bureaucrats are deter
mined to keep prices low. As a result,
NTT is losing money in its local tele
phone business. To recoup losses, it
charges long-distance rates about ten
times those in the U.s. The go\'Crn
ment has put off selling additional
shares in the company, and while new

. regulations allow !\iTT to list shares in
overseas markets, the shares are
unlikely to encounter great interest.

Meanwhile. the campaign to sell
the British government's final 21.9
percent stake in BT, valued at S7.i bil
lion, is under way. To drum up
demand and increase share prices, the
government decided against the usual
practice of giving brokers exclusive
rights in different parts of the globe.
For the first time in any privatization.
11 global managers will compete to
sell shares throughout the world.

Telecom pri\'atizations, especially
in Europe, are rapidly creating a buy
ers' market. Vlbile some predict an
o\'ersupply of telecom equity, others,

such as Warburg's Freud and Clifford
Chance's Hiester. believe there will
continue to be an insatiable appetite
as long as revenue projections are
credible and sustainable and the regu
latory environment is stable.

AIRUNES: KEEP YOUR 5EATBELTS
FASTENED

If telecommunications has been
pm'atization's Star performer, airlines
have been one of the toughest assets to
sell. Most are str'Uggling to surmount
volatile fuel prices. poor ticket sales,
fierce price competition and continu
ing concern about terrorism.

"It's a horrible market for airlines.
You can't make up a worse economic
situation for a government to try to sell
one," saysJames Silkenat, a parmer at
the New York law firm of Wmthrop.
Stimson. Putnam Be Roberts.

Nonetheless. governments have so
far sold 30 airlines and are hoping to
privatize 55 more. The completed pri
vatizations have been a mixed bag. It
has worked well for British Airwa~'S

(BA). Once a bloated and inefficient
airline with a reputation for poor cus
tomer service, BA is now regarded as
one of the most customer..friendly and
efficient airlines. It is also one of the
few making money, says Silkenat.

The success of BA following the
sale of its shares in 1987 is atoibuted
mostly to the strong new management
that drastically reduced the labor
force, slashed costs and put a strong
emphasis on service, says Robert
Poole. president of the Reason Foun
dation. a privatization think tank in
California. On the other hand, Poole

11



5:1\'5. the tr:l\'dils ofAemlineas Argenti
n.is emphasize the importance ofsolid
financing and the right alliance \\;th a
foreign joint venml"C paroleI' in an air
line pri\Oltization.

The botched 1990 sale of 85 per
cent interest in Aerolineas to Spain's
Iberia and a few undercapitalized
local investors has landed the airline
in a morass ofmore than S1 billion of
debt and S188 million in losses.
Argentina's Transportation Secre
tariat estimates the company is losing
about 530 million per month, up
from 510 million in 3\'erage monthly
losses in 1992.

'"The sale was a total disaster from
the start: says professor E.S. Savas,
director of the Privatization Research
Organization at Baruch College. '"The
government made a fell' cardinal mis
takes. The first was to sell the airline
for payments to be made manana
rather than for more cash or substan
tial payments up front." The Iberia
consortium, the only bidders, paid for
the acquisition with S~60 million in
cash and $2.01 billion in debL Soon
all but twO of the local investors aban
doned the consortium. and disputes
with Iberia over payment obligations
forced the government to renational
ize 28 percent of the airline. The sec
ond mistake, says Savas, was the
government's willingness to create a
domestic air travel monopolv. One of
the buyers was a maJor shareholder in
Austral, Argentina's only other main
airline. He used Ausc-al shares to pay
for Aerolineas shares. Aerolineas end
ed up owning Austral.

John Baker, a director of privatiza
tion at Coopers & Lybrand, questions
the sale of the airline to Iberia, itself a
state-owned airline. ~Entrusting a
monopoly carrier to a company itself

fully owned by a foreign Slate is against
every basic goal of privatization: he
says. Following~ technical fail
ures and accidents on Aerolineas
planes, Iberia, with losses of $32~ mil
lion last year, has been accused of
neglect by government officials and
labor unions.

Aerolineas is likely to survi\"e: but
given the trends in privatization. many
smaller carriers, often acquired for
their routes and not their aging fleets,
may soon disappear. That may be the
lesson provided by the privatization of
Air Panama. As ofJune of this year, its
new owners, saddled with inherited
debt and route problems, had yet to fly
the aging fleet they paid $10 million to
acquire in 1990.

'"The notion of a 'qualified bidder'
has escaped many developing coun
tries' governments eager to dh'est of
their troubled airlines,w says Savas.
Adds Mary Shirley of the World Bank:
"For developing country governments,
flag carriers are a luxury. In evaluating
their privatization, one has to look at
what that [sale] meant for the govern
ment budget and how it will use the
proceeds of the sale, not necessarily

whether the airline will survive a com
petitive market.W

Flag carriers, however, are also a
national status symbol. '7he percep
tion is that [airlines] are the crown
jewels of a country, W says Silkenat.
'"There are all sons of emotions and
ideas that go into these deals other
than 'Who will pay me 50 cents more
than the other guy?' ~ Even the pri
vatization of Australia's Qantas, a
competitive airline with the world's
youngest fleet, seems to have been
influenced by politics and national
sympathies. '"The government took
three and a half years to decide on
the privatization and has changed its
policy on airlines and what can be an
effective privatization vehicle half a
dozen times, ~ says Silkenat, who rep
resented the government in the sale
of 25 percent of Qantas to BA for
$462 million.

Singapore Airlines' offer to acquire
20 percent ofQanw with the remain
ing 80 percent to be floated was not
well received, some say, because the
airline was a strong competitor in the
Asia-Pacific region. Thus, the acquisi
tion of Qan tas may have been per
ceived as a sellout to a rival team. The
decision to limit foreign ownership to
35 percent of Qantas was also deter
mined by politics. "There is usually a
lot of give and take as circumstances
change,~ says SilkenaL "It's what you
can get the majority of the people to
agree to at a given point in time. W

There are still many airlines left to
sell. Storm clouds, however, line the
routes for mosL Until a cure for the
ills of the industry is found, govern
ments will continue to find it difficult
to dispose of airlines at attractive
prices. says Silkenal. "We are in chaos,
and I see chaos in the future, whether
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there is pri\atization or not.-

PORTS: THE NEWEST FRO"'TIER

With the exception of the
U.K., \,'hich pri\atized 19 portS in
1983, few portS have been priva
tized. But faced with the burden
of subsidies and inefficiencies. 56
governments. including Mexico.
Argentina. Brazil, Hongkong,
Singapore and Venezuela. are
looking to privatize the operation
and management of their portS.

Many ports, however. pave
even worse balance sheets than
airlines. and many political
groups are even less eager to pan
with these assets. which they con
sider strategic to their national
security as well as to their eca
nomicweU being. KPMG'sLeeds
says of most ports. '"!'hey are a
prime example of highly protect
ed enterprises that are unprof- !
itable and therefore will be a 5
challenge to privatize. W ~

As a result, pon privatizations
will be an incremental process.
says David Haarmeyer of the Rea-
son FOWldation. Unlike telecom
munications, where the rising costs of
new technologies have been a major
force in state sell-offs. he e.'\.-plains. pon
technology has changed less rapidly.
Most pri\<ltizations have focused on
container operations within ports.
while o"nership of ports remains in
government hands.

~Governmentsdon't like to tranSfer
o\\nership of seafront for reasons of
national security, W explains Coopers &
Lybrand's Baker, who is assisting the
government of Mexico in its pon pri
\<ltization efforts. Baker explains that
portS are likely to be pri\Oltized either
as landlord portS. in which the private
sector takes over operations under a
long-term concession, or operated as
tool portS, in which the pmate sector
O"TIS and operates hea\':," machinery
and pon equipment. PortS also are pri
\<ltized as service portS, \,"here O"TIer
ship of the property is sold. These are
likely to have little strategic value.

"One of the most important issues
in pon pri\atizations, W says Silkenat, ~is

what the new purchaser will do and
what son of guarantees you can get
that they will. in fact, make improve
ments at the pon. W It's also important
to "in the suppon of laborl Haarmey
er sa\'s. ~Labor issues at portS are much

N.M. Rothschild's Ph4ir: NIT's
'mist4Re was privati:ing into an

rmctrtain regulatory regime

more difficult and important than in
other sectors since pon operations are
highly labor intensive. W

In both respects, the privatization
of Malaysia's POrt Klang Container
Terminal (KCT) was a success. In
preparation for privatization. in 1985
the Klang Port Authority (KPA)
incorporated the port as its wholly
owned subsidiary and awarded it a 21
year license to operate the container
terminal. A year later, KPA sold 51
percent ofKCT shares to Konnas Ter
minal Klang - a joint venture of
Kontenas Nasional, a Malaysian trans
port company, and P&O Australia
Ltd., a container management com
pany- for about $140 million. Legal
problems with tide to the land limited
the sale to the pon's equipment.

Since its pri\<ltization in 1985. there
has been a 75 percent growth in con
tainer traffic at the port, which
accoWlts for two thirds of Malaysia's
containerized trade, and producti\ity
has increased dramatically. '"The pri
vatization was a boon for labor as well,W

says Haarmeyer. All 800 employees
were absorbed by KeT. which guaran
teed employment for at least five ye:ll'S
and promised to maintain the pen5ion
benefits accrued under KPA. Workers

.. .... =..-ge:..~ \,"ere
given m,m, pay. By 1990, com
pensation rates were 83 percent
higher than in the public sector.

Nonetheless. few labor unions
are likely to offer suppon for the
pri\'atization of ports. Some of
the strongest opposition to the
Mexican government's recent
plans to privatize some 40 ports
has come from stevedores and
their Wlions.

Given the politically charged
Jiawre of the privatizations, the
~mentof~dentOuws

Salinas de Gortari. whose term
ends next year, hopes to
advance the process to a point
where future administrations
will not be able to reverse it, says
one financial adviser. It took
only six months to ready the
ports ofVeracruz and Manzanil
10 for corporatizations and even
tual privatization. The
government is selling conces
sions for up to 50 years. While
concessions will be valued based
on future cash-flow streams,
there is debate over how to regu-

late tariff structures. In all likeli
hood. says Baker, there will be a floor
and a ceiling within which the port
management can set its prices.

Although privatization is likely to
increase efficiencies at Mexican portS.
few are likely to find interested buyers.
The greater the number of compet
ing ports. explains Haarmeyer, the
more diflicu1t it is to find buyers. Of
those that fail to attract investors. the
smaller portS are likely to be turned
over to local authorities. their current
management or, in the case offishing
ports. to the fishermen.

Other portS aroWld the world are
likely to meet the same fate. ~Many

countries, W says Haarmeyer, "suffer
from an overcapacity of ports that
oftentimes are subsidized and encour
aged by governments to stay in busi
ness longer than they should or than
is called for by market forces...

Shutting down unproductive and
unprofitable ports, however. does not
seem to be in the cards for many gov
ernments. "Much like the closing
down ofmilitary bases in the U.s.,W says
Haanneyer. ~it will be an incredibly
slow and political process as people
are shown that there are better uses
for some of these portS. W •
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SUMMARY

The political economy of privatization in developing countries is inevitably a complex and highly contextual
one. Abasic element in assessing the process is to understand the role and structure ofthe financial sector.
Governments generally state at least two objectives for their privatization efforts: economic efficiency of
production through change ofownership and an equitable distribution ofstate-owned assets. The nature of
the financial sector can determine in a significant way the conditions under which the goals ofequity and
efficiency are achieved. The author argues that the more market-oriented a country's financial structure, the
less problematic the privatization effort is likely to be and the more transparent its political economy.
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INTRODUCTION

The political economy of privatization in
developing countries represents a complex and
dynamic pattern of shifting coalitions and
changing interests. Some have argued
convincinglyI that privatization itself represents
only a small part of larger and far more
contentious structural adjustment packages. The
degree ofdifficulty it entails, however, makes the
process of privatization more sensitive, in many
respects, to other adjustment measures which are
largely "stroke of the pen" policy decisions.2

Arguably, the privatization process involves a
significantly less transparent set of elements
which make its political economy both highly
suspect and deeply controversial for many
developing country populations. As with most
economic policy adjustments, the processes of
adopting and implementing privatization reforms
remain highly contextual. In other words, the
degree to which reforms are introduced
successfully depends largely on the form and
legitimacy of the government undertaking them,
the nature ofthe reforms themselves, the strength
of competing coalitions for or against them, and
government's actual objectives versus its stated
ones or those perceived by the public. A
comprehensive study ofthe political economy of
privatization would be lacking ifit did not include
those elements.3 Likewise, the type of assets to
be privatized itself is an important element in
assessing the political economy of the action.4

Perhaps the most important components to
unde~ding the political economy of
privatization are the nature, structure, andpower
(both political and financial) of the numerous
coalitions affected by any particular privatization
action. To be sure, each of these components, in
varying degrees, frames the context for
privatization and each helps to shape the political

1

economy of the process. Yet the key to
understanding the political economy of
privatization and its dynamics lies in
understanding the composition, motivation, and
influence of the groups which are most affected
by the privatization decision. The political
economy of privatization is, therefore, a
complicated process, defined by a complex
interlacing of technical, financial and political
factors. In combination, the dynamics of the
interactions between and among them determine
policy succesSes or failures. Each of these
multifaceted components is equally significant for
understanding the complexity of the political
economy which they form.'

This essay briefly reviews only one such
component. It addresses, broadly, the potential
contribution ofthe financial sector in shaping the
political economy of privatization. Some have
argued that the financial sector as a contributing
factor to privatization's political economy and the
usual "thinness" of capital markets is relatively
insignificant' While it is true that LDC stock
markets are typically "thin" and not currently
viable mechanisms for efficiently distributing
equity, it is equally true that the broader financial
system7 is an essential element for successful
privatization and meeting the government's goals.

The logic of the argument which charges the
financial sector with a significant role in shaping
the political economy rests upon one basic
assumption. That assumption, supponed by a
significant body ofempirical evidence, is that the
"eqUity" of privatization is a central concern of
government in structuring its privatization
objectives. The "equity issue" is perceived by
governments as critical either because of an
ideological belief that the process should be
equitable, or it emanates from an understanding
that the political implications of divesting or
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otherwise transferring assets (or control of state
assets) to the private sector is divisive, polarizing,
and creates rent-seeking opportunities which
should be countered.

The thesis of this essay suggests that in most
privatization activities in developing countries,
equity' as· well as economic efficiency issues
drive the privatization process. Those issues tend
to be an important, perhaps even central,
preoccupation of government. The nature and
scope of financial services for assuring equitable
distribution and for establishing economic
efficiency, therefore, can significantly influence
government decision-making and alter the nature
and direction of the political economy of
privatization.

FRAMING THE EQUITY AND
EFFICIENCY ISSUES

Governments endowed with the legitimacy
bestowed by the governed, or governments that
wish to develop it, are faced with a plethora of
issues ranging from access to voting rights (as in
South Africa) to constructing appropriate forms of
representation (as we see in the Newly
Independent States ofthe Former Soviet Union) to
calculating the appropriate distribution of
society's wealth. It is this latter category into
which government's concerns about equity fall.

Developing country governments are presumed to
be concerned about legitimacy partly because
legitimacy imparts and is conelated with a degree
of regime sustainability. Truly participatory
democracies, for example, are inherently more
politically stable than other forms ofgovernance
precisely because the principal-agent relationship
is clearly structured where the governed
(principal) have a direct effect on the actions of

2

the governors (agents). The higher the level of
legitimacy through public participation in
choosing government, the greater the likelihood of
regime stability. Therefore, governments are
usually concerned to some degree about the
impact oftheir decisions on the populations they
govern. 9lO

In privatizing state assets, distributional equity is
usually, if not universally, a central concern of
government. For example, Costa Rica's
privatization process ofthe CODESA state-owned
enterprises, which began in the early 1980s, has
centered on the distributional question for nearly
a decade. The Costa Rican government has been
concerned about diffusing the concentration of
wealth in its society, eliminating monopoly
power, and establishing an opportunity for the
equitable access of its citizens to state assets. In
1972, Costa Rica's government adopted Law 5122
establishing CODESA as the holding company for
parastatal industries, stating as its objective the
strengthening of Costa Rica's private sector.
Under the administration ofDaniel Oduber (1974
1978), CODESA grew rapidly because it had
unchecked loan access to government-subsidized
credits. CODESA quickly became an instrument
for poorly conceived and badly managed
government investment projects. By 1984,
CODESA's borrowing from the Central Bank
accounted for over one-third of the Costa Rican
government's entire public sector credit while
contributing only 1 percent of the nation's GDP
and less than one half of 1 percent of the
country's employment. Its accumulated losses
exceeded US $105 million. By 1985, CODESA's
holdings consisted of 30 subsidiaries (owned 51
percent or more by CODESA) and 12 affiliates
(owned 50 or less by CODESA).

In June 1984, due to mounting budgetary
constraints, fiscal losses and pressure from
international donors, Costa Rica's government

20



agreed to develop a divestiture strategy for
CODESA. To begin the process a new law was
required which eventually culminated in the
enactment of legislation entitled The Law of
Financial Equilibrium for the Public Sector [Law
6955] of 1984. In 1985, donor resources began to·
support CODESA's divestiture effectively starting
Costa Rica's fU'St major privatization of state
enterprises. By April 1993, only four CODESA
holdings remained out of an original 42
companies. The divestiture or liquidation of the
38 companies was planned and executed by
FINlRA, a U.S. Agency for International
Development-financed trust (not unlike the U.S.
Resolution Trust Corporation but on a much
smaller scale). In 1991, to complete the
privatization process, FINlRA, acting as an
advisor to the government, had drafted a new bill
removing the remaining legal obstacles to
completing CODESA's divestiture. The bill was
adopted by Costa Rica's legislature in February
1993 and signed into law by President Rafael
Calderon in March, adding the fmal page to a
costly CODESA saga after substantial and
contentious debate over methods to assure
distribution to producer cooperatives, small
shareholders and other Costa Rican interest
groups.

While reducing fiscal deficits and curtailing future
losses was the primary technical rationale which
motivated Costa Rica's privatization, the
government's overridingpolitical concern was the
equitable transfer of state assets into private

hands. It was this issue around which Costa Rica's
political economy of privatization was formed.
The country's privatization decisions were shaped
by a political preoccupation over the nature and
extent of distribution. As a "legitimate",
representative government, it was (and is)
difficult for Costa Rica's political leaders to enter
the privatization debate without the equity issue
becoming a central theme in their proposals.11

3

The degree of government legitimacy and the
effectiveness of the country's representational
system, in large measure, will establish the level
with which the equity objective enters into the
politic:al economy mixture. The higher the degree
of government legitimacy, the greater its concern
for equitable distribution and general welfare of
its citizens. The greater the government's
emphasis on citizen participation in privatization,
the more important the role of the financial
system becomes in framing its political economy,
as will be discussed later in this paper.

Another facet of the equity objective is the degree
to which equity played a role in the formation of
the state's enterprises in the first place. For
example, governments with socialist sentiments in
the process of converting to market-based
economies have been accustomed to framing
every argument in "equity" terms. 12 Leaders in
transitional economies point to the failure of past
ideologies where, in order to "assure equity," the
state owned and managed all production for the
benefit of only a few but to the ultimate
disadvantage of all. As socialist ideology is
rejected and the transition to· newly emerging
market systems begins, "the economic efficiency
objective" is now cited as the predominant
justification for privatization actions.

Yet in the transition process the opportunity for
equitable participation of the public in state
owned enterprises continues to be problematic
and is a concern of government. The newly
emerging market economies, for example, go to
great lengths to preserve equity participation.
Privatization schemes are carefully designed to
assure some level of popular distribution of
equity.13 On the other hand, governments which
have been largely market-based in historic:al tenDS
(e.g., U.K., U.S., and Canada, etc.), while strongly
citing "efficiency grounds" and "limiting the role
of the state" as privatization rationales, are
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equally likely to focus on equity issues. In a
market-driven system, however, an infrastructure
has been developed and has evolved to a level of
sophistication where a "market economy" and the
price system it employs act as the clearinghouse
to ownership distribution. Citizens have equal
opportunity to access information and capital
resources. Appropriate government intervention
prevents market failures, discourages
monopolistic control through suitable levels of
regulation, and reduces information asymmetry
between the market "insiders" and the general
public. Essentially, the equity objective is
intrinsically problematic to the privatization
process regardless of the past· ideology of the
state.

Less contentious is the economic efficiency
objective. It can be perceived and debated as a
"neutral" 14 policy goal and is therefore used as
the vanguard or overarching and more transparent
privatization objective. However, as some
analysts have suggested, ideological beginnings
ofstate enterprises can be important determinants
of the environment and contexts in which
privatization is attempted and for understanding
the various limitations imposed by past
predilection for achieving both the equity and
efficiency objectives. 15 More important to the
privatization process and certainly to the nature of
its political economy is the general preoccupation
of governments with opportlmity for equitable
access to assets which are perceived as
"belonging" to the public. Overlooked as an
important factor in determining privatization's
success, a functioning fmancial sector can
contribute significantly to a solution for
governments seeking to broaden public access to
meet equity objectives and in providing
transparent and appropriately valued transactions
to meet economic efficiency goals.

4

THE ROLE OF THE FINANCIAL
SECTOR

How does the financial sector contribute to
meeting a government's concern regarding
economic efficiency and providing opportunities
for equitable participation? If "equity" and
"efficiency" are fundamental privatization
objectives of government as the premise of this
essay suggests, then the next step is to explain the
fmancial sector's role in influencing the political
economy of the privatization process, and
consequently, in creating the opportunity for
equitable and efficient participation which
governments seek. An often overlooked or
misunderstood aspect ofthe political economy of
privatization is that the structure and effectiveness
of the financial sector can be essential to the
sustainabililty and effectiveness ofboth objectives
of equity and efficiencY,16 whether governments
want to assure fair opportunity to own assets or
simply to provide equal ownership to all. It
should be remembered that a relatively simple
change in ownership of a productive enterprise
itself is not sufficient to assure that equitable
participation has occurred or that economic
efficiency will result. For example, widely
disbursed ownership can dilute management
control which affects the nature of the
principal-agent relationship between the fum and
its owners. Conversely, excessive concentration
ofownership can lead to monopoly abuses which
deny both efficiency of production and equity of
participation. To achieve the equity objective,
then, a functioning financial sector can play a
valuable role in defining the privatization process:
for it is the financial sector that ultimately
establishes the mechanisms and wherewithal that
provide the opportunity for citizens to participate
fairly in a privatization action.

It is also financial services which can assure
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economie effieieney through market-determined
valuation for share prices in the broader, macro
level and for production inputs on the factory,
miero level. Finaneial sector services provide
QCcess to capital resources for the general publie.
create alternative investment options, and help the
investing publie weigh the risks and the
opportunity costs of financial decisions.
Conversely, the absence ofa functioning financial
sector erodes the government's ability to provide
its citizens with the opportunity to partieipate in

purchasing shares because. by its absence. it
limits access to resources to only those with
accumulated wealth. 17

Even if shares are distributed freely to each
citizen or vouchers are provided to each
individual in the hope that the piece of paper
(which represents ownership) fulfills the
government's equitable distribution concern, the
absence of a freely functioning fmancial system
which intermediates transactions between
shareholders and would-be shareholders (sellers
and buyers) will severely limit participation. The
lack of capital markets impedes efficient
transactions. II Capital market intermediation
reduces the costs of transactions by efficiently
identifying buyers and sellers, expediting transfers
and providing information about the underlying
value of the assets. The broader market-based
fmancial sector, of which capital markets are an
important part, provides the opportunity for
equitable access to the general public for
participation in a privatization action because it
creates a basis for competition for assets
(bidding), establishes the appropriate prices for
capital. 19 and provides liquidity to individuals to
meet their investment (borrowing) goals.20

Privatization is the process through which
ownership is changed to achieve greater goals of
efficiency and equity. Yet, it is the introduction
of competition into the equation which forces
efficiency, not the change in asset ownership. A
functioning market-driven fmancial sector

5

establishes the mechanisms for capital
competition and, hence, forces efficiency. both in
allocating ownership ofthe means ofproduction
and in the production process itself.

As Goldstein and Gultekin point out, privatization
is the re-establishment of the links of factors of
production to capital markets and a ehange in
ownership from public to private bands.
Changing only one ofthese factors, however, will
not necessarily achieve either the equity objective
for fair partieipation in owning assets or
appropriate linkage to the fmancial sector to
assure efficient valuation. Transferring ownership
through the purchase ofstate-owned assets by the
private sector will not help to meet the efficiency
objective if, for example. the price system is
determined by government edict, rmcompetitively,
rather than by market forces. Under such a

eircumstance. the infonnation about the real value
of capital assets. as well as the underlying value
of any security. would not be truly reflected in
their prices. Therefore. an efficient basis for the
general public's determination of appropriate
value of opportunity costs and returns. or
allocative decisions, is distorted by
uncompetitive, government-imposed signals.21

Success in achieving the government's objectives
will be difficult to obtain in the absence of
market-based pricing mechanisms. Without the
opportunity for the market to assess the true value
of the underlying security of a state-owned
enterprise, without the institutional mechanisms to
shift ownership shares competitively with
minimal cost, and without adequately regulated.
accurate. and timely disbursed information. both
the opportunity for participation and a
shareholder's capacity to fairly determine
underlying values will be seriously constrained.
Hence. if equitable participation and efficiency
are truly the main objectives of the privatization
process. then the opportunity to achieve them is
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greatly enhanced within a market-based financial
system.

IMPACT ON THE POLITICAL
ECONOMY

A prime u.s. objective is
liberalization ofservices, which would
allow supranationtll banks to displace
domestic competitors and thus
eliminate any threat of national
economic planning and independent
development. The agreements impose
a mixture of liberalization and
protection, designed to keep weII1Ih
andpowerfU'mly in tile hands ofthe
masters of the 'new imperial age~

[Chomsky,1993,p.414]

Privatization is a tool of government, a means to
an end, ideally characterized by increased
production efficiencies and equitable participation
in ownership. Yet in writing about the North
American Free Trade Agreement, Noam Chomsky
at once demonstrates the fear surrounding
decentralization of financial services and the
rhetorical ideology of the political economy
surrounding privatization of the financial sector.
Ifanything, the liberalization of services seeks to
disburse wealth and power in order to introduce
competition as the basis for efficiency.22 True
competition requires financial markets to function
as a price and information transmitter.%3 In order
for a market-based price system to work,
however, markets must be free to determine prices
while capital must be accessible and available to
support the investment decisions of individuals.
Without a functioning, market-based financial
structure, the valuation system breaks down. It
breaks down because the signals for prices are
determined by non-market, government
interventions which are motivated by short-term
priorities in which decisions are characterized by
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political rather than technical criteria. The
liberalization of the financial sector to which
Chomsky refers shifts the Mexican political
economy by introducing competition into its
nationalized financial system. The privatization
ofMexico's banking system bas, in its own right,
altered the political economic landscape by ceding
a degree ofgovernment control to private bands,
increasing competition, and thereby forcing
efficiency. It bas also shifted control of the
financial sector and its resources to the private
sector.

The nature and extent ofcontrol ofthe privatized
enterprises is itself an issue in the political
economy (which groups or individuals get what
benefits).24 The existence and appropriate
functioning of a fmancial sector, including the
development of a capital market, can make the
privatization process efficient and meet the
objectives of both equity and efficiency.
However, government's reluctance to relinquish
or otherwise dilute its authority over financial
services in favor of a freer market inhibits and
may even prevent efficient privatization even
though by decentralizing its control, introducing
competition, and freeing market forces,
government's stated privatization objectives of
equity and efficiency would be better served.
Maintaining control of financial sector functions,
however, is often perceived by government to be
so much more important to other areas of
governing that it is unlikely to restructure the
fmancial sector primarily for the purpose of
facilitating privatization objectives.25 This
paradox underlies privatization's political
economy.

The levels at which financial markets operate,
therefore, affect the political economy of
privatization in both obvious and diffuse ways.
First, the opportunity for the general population to
access capital and thereby participate fairly in
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ownership opportunities is affected by the nature
of financial markets. The state of financial
services is a defining element of privatization's
political economy because accessibility and
availability of those services either favors or
discriminates against different groups. The
greater the monopoly position of the sector (by
government or the private sector), the higher the
rent-seeking opportunities and the more restricted
the access to resources. Therefore, understanding
the nuances ofhow the sector functions should be
an important policy issue for governments when
designing a privatization program. Second, the
level of sophistication and operation of fmancial
markets largely determines the efficiency and

equity oftransition from inefficient state-oriented
models of equity distribution to a model where
individuals determine their own consumption and
investment patterns. Third, financial market
operations can either restrain or encourage the
disposition of shares in productive assets.
Distributional impacts are important to efficiency
and require a balance to avoid the extremes of
monopoly, on the one hand, or lack of
management control because oftoo many owners,
on the other.26 Finally, the basic lesson is that
when the fmancial sector becomes, to a greater
extent, an agent of the government rather than a
duly-regulated agent of the marketplace, the
political economy ofthe process changes in ways
which can inhibit efficient and equitable
privatization.

CONCLUSIONS

This essay has argued that the political economy
of privatization in developing countries is
inevitably a complex and highly contextual one
even within the relatively broad framework
defined for this discussion. One basic element in
assessing the process is to understand the role and
structure of the fmancial sector. In framing the
argument, the essay's thesis has assumed that

7

governments generally state at least two
objectives for their privatization efforts:
economic efficiency ofProduction through change
of ownership and an equitable distribution of
state-owned assets. One important but frequently
overlooked component to the relative success or
failure in meeting the government's privatization
objectives is the nature of the financial sector
which can determine, in a significant way, the
conditions under which equity and efficiency are
achieved.

Economic efficiency in production is an important
objective ofprivatization as governments struggle
to reduce expanding fiscal deficits. The
efficiency objective, however, is achieved by the
introduction ofcompetition and relies upon, as its
motivating force, the incentives conveyed by
changing vested interests (ownership) from the
public sector to the private sector. Selling
government assets to the private sector can be
relatively easy, but the transference ofownership

. alone is not likely to achieve the efficiency
objective. If the fmancial sector is responding to
predominantly government-dictated priorities
rather than market-based ones, inefficiencies will
still persist and the new private owners of the
enterprise will face many ofthe same constraints
to efficiency as the past government owners
encountered. When interest rates are not
reflective of real capital costs, when politically
motivated lending and borrowing is the norm and
absence ofcapital markets cause high transaction
costs, then a change in governance of the firm
from pubic to private hands will not resolve the
economic efficiency of production. Perhaps
government's deficit will be reduced as subsidies
to the previously state-owned firms disappear, but
the basic, overall inefficiencies in production will
likely remain high.27

The equity objective of the privatization process
is an equally powerful element in understanding
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the political economy of privatization. The
perspective that all its citizens should have an
opportunity to share in the ownership of state
owned assets is an often stated goal especially in
the newly emerging market economies, which
complicates the process ofdivestiture. Legitimate
governments view the opportunity for equitable
ownership as a primary responsibility and
rightfully so. However, the equity objective can
also be helped or hindered by the financial sector's
operation. An inefficient financial system, which
is usually characterized by high government
intervention, restricts individual investment
decisions. It does so because the pricing signals
for determining the real value of assets and
opportunity costs of alternative investment are
distorted. A highly interventionist state system
also discourages market signals regarding the
aUocative efficiency for capital resources. Lack
of capital markets inhibits transactions between
borrowers and sellers and drives up the costs of
information. Absence of timely and accurate
information regarding the underlying assets ofthe
fums to be privatized is yet another result of the
failure of a state-dominated fmancial system.
Each of these factors is important for assessing
the political economy of privatization and in
structuring a privatization strategy.

The political economy of privatization, therefore,
is intricately linked to the behavior of the
financial sector in which the privatization is
undertaken. The precise manifestations of the
political economy, however, depend upon the
complex mixture ofthe nature and legitimacy of
government, its stated versus its implicit
objectives, and the degree to which equity
concerns are balanced with efficiency goals.

In essence, the lack ofa market-oriented financial
system can frustrate government privatization
objectives by increasing the opportunity for
economic rents. In its absence, relevant and
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timely information is unavailable, transaction
costs are excessive and state monopolistic
practices in the financial sector promote economic
distortions. The more market-oriented a country's
financial structure, the less problematic the
privatization effort is likely to be and the more
transparent its political economy. Conversely, the
greater the degree ofmonopolistic or oligopolistic
control and manipulation (by the state or private
sector) of the financial sector and the further its
distance from competitive market forces, the more
contentious, diffuse and obscure the political
economy ofprivatization is likely to be.
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ENDNOTES

1. See Bienan and Waterbury, "The Political Economy ofPrivatization in Developing Countries," World
Development. 17:5 (1989): 617-632.

2. The adoption ofa aawling peg devaluation policy, for example, a typical stabilization measure, sDnply requires
an administrative edict to be effectively adopted and implemented. Additionally, many "stroke ofthe pen"
policy adoptions can claim to be "neutral" bec:ause the total economy is affected in the same way; Le., local
currency loses its purchasing power relative to foreign exchange. Different interest groups will obviously
benefit more or less from a devaluation, (i.e., exporters gain, importers suffer) but the transparency and
apparent "technical neutrality" of the decision can help to earn support and sustain the reform. The
privatization process cannot make such • claim.

3. For example, the decision-making process for privatization undertaken in a totalitarian regime is usually
different than one carried out within a democratic ODe. In the former, government edicts and favoritism usually
dominate the process while in the later, public sentiment and interest group influence are publicly debated.
The legitimacy ofthe reform-adopting government, therefore, can play an important role for both privatization
as a policy option and in its sustainability through either public support or public opposition.

4. For example, privatization ofthe education system is distinctly different and far more complex and potentially
divisive then say, the privatization ofa cement factory.

S. In a sense, privatization is a political process first with economic and social consequences rather than the
reverse. This is not to imply that economic and social rationale are not the motivating and driving objectives
ofprivatization. Economic efficiency and equity arc often govcmment privatization objectives. Rather, the
success of the privatization process depends first on the political will to undertake it and the nature of the
coalitions which form in support or against it, which is often difficult to anticipate.

6. For example, Bienan and Waterbury (1989) comment that"...By and large,...the stock market is not likely to
be a major vehicle for implementation ofprivatization in LDCs..." (620).

7. The" broader" financial system is taken to mean those services of intermediation which provide access and
availability to capital, savings options and other services. It also is taken to mean prudential regulation and
supervision which protect investors, mandate transparency in transactions, and which reduce asymmetry in
information dissemination.

8. In some notable cases, such as Korea, Brazil and Chile, inter alia, "equity" was not the main issue but the main
excuse for privatization.

9. Granted, this description may not account for the behavior of all regimes in all developing countries but its
premise is sufficiently applicable to establish an argument for demonstrating the significance ofthe financial
sector in determining the political economy ofprivatization.

10. For example, in Pinocbet's Chile, it is unlikely that "equity" concerns played a major part in determining that
country's privatization decisions. In fact, ifdistnbution ofassets was discussed at all in terms ofequity, it was
most likely centered around which of the selcc:t private sector groups would be eligible to access state assets
rather than a concern about the welfare effects ofdistribution on the general population.

II. For an elaborate and interesting analysis ofCosta Rica's privatization process from 1972-1993, sec CODESA:
Origen y consecuencias (1993, San Jose: FINTRA).
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12. After all, Marxist socialism was based upon an ideology which believed that, "To each according
to his need. From each according to his ability." In other words, everyone is entitled to what they require as
detamined by the "state" (equitable distribution) and, in return, to contribute to society what they could. The
neo-hberaJ ideology, with apologies to Marx, might be summarized by the following: " To each according to
his productivity."

13. Voucher systems, mutual funds, or simply giving every citizen a equal share are three commonly employed
methods in the newly emerging market economies ofPoland and Russia.

14. In this context, "neutral" is taken to mean that the effect ofeconomic efficiency is broad-based in its impact
rather than implying that there is no effect at all.

15. See Bienen and Waterbury (l989): 623-624.

16. It should be noted that the "opportunity to share" in privatization is not the same thing as "assuring equal and
full" participation of the public. The two concepts are distinc:tly different In the first, opportunities for
broad-based participation can be created, but require functioning intermediation systems and developed
infrast:r)lcture such as stock markets, financial instruments, regulatory agencies, and open information flows.
UndeI- this scenario, the likelihood for equal opportunity to participate in a privatization action is heightened
ifnot assured. Rather than altering existing structures or creating new systems to provide access opportunity
for all citizens, the second concept relies instead on designing methods which assure equal ownership for all
citizens through mechanisms such as direct distribution of shares or a voucher system. In fact, methods which
seek to "assure" equitable ownership may not be either equitable or efficient

17. Wealth in developing COlD1tries is often concentrated among elite groups that can rely on their own resources.
Capital can also enter from abroad by foreign investors which generates a different set of issues.

18. See Goldstein and Gultekin, (1992): 1-6. Without "thick" capital markets, transactions costs for individuals are
excessively high. High transactions costs are the result ofthe lack of information about who wishes to sell and
who wishes to buy. More importantly, transactions costs increase without a functioning capital market because
the costs of obtaining information about the lDlderlying securities themselves are extremely inefficient

19. For example, interest cost ofborrowing money versus the future expected value ofinvestment returns ofequity
shares, (both in capital gains and in dividend) can be evaluated by potential investors.

20. Of course, a state-dominated financial system could provide the same services to the general public.
However, state owned systems are notoriously inefficient because of asset allocations largely made on
politically motivated c:riteria rather than based on market c:riteria confusing principal-agent relationship (see
Aharoni, 1982). The market's pricing mechanism quickly becomes distorted because ofgovernment-mandated
credit limits, directed lending schemes, negative real rates ofinterest and fixed exchange rates, etc. Ultimately,
the general population is disadvantaged rather than helped through higher rates and poorer service and
unsustainable government deficits. See also Von Pischke, Fintl1l&e at the Frontier (World Bank, 1991).

21. Functioning, market-based financial structures, on the other hand, signal allocative and production
efficiencies to the market The production efficiencies of firms can frequently adjust to distorted markets by
changing to a new point of tangency on the production curve. AUocative efficiencies which indicate macro
level scarcity, however, become distorted with government intervention, regulation and political manipulation.

22. Economic liberalization policies, by definition, reduce rent-seeking opportunity by forcing competition.
Liberalization policies are designed to break up inefficient monopolies, lower tariffbarriers, and introduce a
rational exchange regime into previously "protected" economies. In so doing, power among coalitions is
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redistributed as vested interests shift while opportunities for generating wealth by a larger and different
segment ofthe population are created by introducing a more "level playing field".

23. For example, it is implicit in marlcet-based economics that opportunities are produced by demand and supply
with the price mechanism acting as the filtering system and the signal for changes in levels.

24. The "control" of the financial sector is, therefore, a key element to understanding why governments
often resist financial sector restructuring. The reasons lie in the principal-agent relationship between
government and the financial sector. Which groups benefit or lose when interest rates are raised to reflect real
costs of capital? Who gains when prudential supervision regulates equity trading, or when allocation of
banking resources is left to the discretion ofthe private banks l'IIber than Central Bank edicts? What groups
profit from opening the country's capital account and competition is introduced for both capital and
information services?

25. Financial sector control by many LDC governments is viewed as critical to managing the economy.
Governments dislike relinquishing their authority over capital flows, over direct lending to politically
privileged or economically disadvantaged groups and over interest rate manipulation.

26. The issue ofthe principal-agent relationship and transaction costs can easily overwhelm any potential efficiency
gains which the transfer ofownership from the state to the private sector may have conveyed ac:c:ording to the
Capital Asset Pricing Model. Ideally, there is an optimal number to distribution ofshares ofcompany. 1000/0
ownership by a single individual should be avoided but so should over dispersion of shares which limits
effective management control because of lack of sufficient vested interests. See Goldstein and Gultekin
(1992): 6-21.

27. While production efficiencies will improve somewhat with the transter ofownership as the new private owners
change the production function to meet domestic economic realities, the basic imbalance in allocative
efficiency in the overall economy created by distorted government policies which affect interest rates, credit
allocations, lending mandates, and monetary policies, etc. will limit the efficiency improvements that
individual managers can make in their production.
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PREFACE

The research paper "Mitigating the Social Impact ofPrivatization" was undertaken by SRI
International under the Privatization and Development Project (pAD), funded by the Office of
Emerging Markets under USAID,s Bureau of Global Programs. SRI International is a
subcontractor to Price Waterhouse under this project.

The goal of the paper is to provide to policymakers and the donor community an
analytical framework for approaching social safety net issues within the context of privatization.
It also presents possible short-term approaches to accommodating welfare considerations in
privatization strategy and planning, and discusses several long-term social safety net considerations
related to privatization.

This paper does not prescribe long-term social safety net systems for countries undergoing
privatization, nor is it intended to ascribe specific roles for donor agencies in efforts to address
the social impact of privatization. Rather, it is designed to set forth the social issues related to
privatization, particularly those involving labor, and to present alternative approaches for
addressing these important but often neglected issues.

This paper was prepared by John Mathieson, Ophelia Yeung and John Normand of SRI
International. It also draws upon some of the factual and analytical materials presented in
"Mitigating the Short Term Negative Impacts of Privatization: Compensatory Programs During
Economic Transition" by Diana Deen and Tyler Holt of the Price Waterhouse Privatization Group
in January 1994.
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I. INTRODUCTION

Privatization is now one of the key forces driving economic reform throughout the world.
The principal arenas of privatization initiatives are found in developing countries and especially
in transitioning economies of Central and Eastern Europe, but privatization is truly a global
phenomenon. Western European nations such as the United Kingdom, France and Italy have
privatized major state-owned enterprises, as has Japan, and even the United States is facing this
issue in the form of defense conversion and the commercialization of military facilities and
national energy laboratories.

Defined broadly as the process of transferring ownership and management of government
enterprises from public to private hands, privatization is an accepted and common component of
economic reform. As proven by solid empirical evidence, state-owned and operated enterprises
(SOEs) are with few exceptions managed less efficiently and profitably than their private1y-owned
counterparts. Therefore, most SOEs inevitably become a fiscal drain on governments. Perhaps
more importantly, as a result of subsidies and preferential treatment provided to them, SOEs
create significant misallocations of resources and retard the growth of viable private enterprises.

While simple in theory, privatization is a highly complex operation involving assessments
of business viability, financial analysis and asset valuation, corporate restructuring, share
distribution and other important procedures. While not a completely new phenomenon,
privatization has recently risen sufficiently in scope and importance to generate a rapidly growing
body of knowledge on these business processes, leading to improvements in the application of
privatization techniques.

One major issue that has not been addressed adequately is the subject of economic and
social dislocations caused by privatization, and the need to focus greater attention on means to
ameliorate these negative impacts. That is the subject of this paper.

Few can dispute the fact that transferring control and ownership of productive capacity to
private enterprise yields the benefits of increased efficiency, accelerated productive investment,
and improved allocation of resources, and enhanced competitiveness. These gains in turn translate
in more rapid and sustainable economic growth and improvements in per capita incomes and
standards of living. This is the central logic and motivating force underlying privatization
initiatives.

Notwithstanding the clear benefits of privatization - which far outweigh the costs - costs
are nonetheless borne, mostly in the form of dislocation. Most state enterprises employ too many
people, and so private managers of privatized firms must often reduce labor rolls in order to
achieve and maintain commercially viable operations. Those who are laid off then pay the price
of transition or -adjustment. - This price is not limited to the elimination of wages and salaries,
but also includes social benefits provided by their former government employers.
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The issue of social safety nets associated with privatizations is important for at least three
reasons:

1. The provision ofassistance for laid off workers is intrinsically important under any
circumstance as a matter of social and economic justice.

2. Unlike most Western industrialized nations, most developing and transitioning
economies do not possess systems which offer social services and financial
assistance to redundant workers, many of whom depend heavily on their
government employers.

3. The absence of transitional assistance, either actual or perceived, will almost
certainly lead to strong opposition by unions and work forces to privatizations,
perhaps to the point of halting the transaction completely.

This report begins in Chapter II by examining the social impacts of privatization. Some
of these effects are felt at the macro-economic level, but most are associated with labor force
downsizing, which are felt at the level of the firm (the wmicro-economicwlevel). While the focus
will be placed on finn-level social impacts, certain macro-level social impacts will be addressed
briefly. Chapter m focuses on the need to address negative social impacts. Drawing from actual
experiences, Chapter IV explores alternative strategies and options for dealing as effectively as
possible with social impact issues. The report concludes in Chapter V with a discussion on
longer-tenn social safety net considerations related to privatization.

2
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n. THE SOCIAL IMPACTS OF PRIVATIZATION

All economic activities and initiatives have social implications which are often ignored or
downplayed. For purposes of this paper, "economic· is defined as relating to the allocation and
management of productive resources. Privatization is hence an economic process, in that
productive assets are transferred from public to private hands. •Social· in the context of this
paper refers to effects on the welfare of individuals within an economy.

As with other economic restructuring strategies, the effects of privatization, both economic
and social, are felt at severalleve1s. At the macro-economic level, fJscallmpacts and eousumer
price effects may be felt across the population, as can changes in income distribution and
national ownershiplpatrbnony. At the industry and regional level, privatization can affect inter
industry relationships and the environment. On the micro-economic level, the most direct
social impact of privatization is usually related to labor Coree downsizin,. Particularly in the
cases of former communist countries, privatization also brings workers uncertainty with regard
to social services formerly provided by state-owned enterprises.

A. FISCal Impacts

The proceeds from privatization, viewed by most governments as additional revenue, often
provide immediate and significant fiscal benefits. Even in instances where privatization proceeds
to the government are deferred, they are usually guaranteed by financial institutions and represent
additional fiscal resources for the government. In the case of unprofitable or loss-making
enterprises, privatization also helps to rid the government of present and future liabilities incurred
through the subsidization of the operations of these firms.

The immediate and often sizable fiscal gains from privatization can be redirected toward
programs and policies to accelerate the economic and social development of the country, which
may span from funding education and health programs to retiring national debt. To the extent that
the additional fiscal resources resulting from privatization are wisely spent to benefit a wide
segment of the population, the fiscal impact of privatization can be viewed as an important social
gain.

B. Consumer Price meets

An important theoretical basis for privatization is that given the appropriate competitive
and regulatory environment, privatization plac:es enterprises under increased market pressure and
forces them to become more efficient. The efficiency pins from privatization eventually will be
reflected in lower prices, higher quality products and services, and increased consumer choices.
These benefits collectively create accelerated economic growth and significant, widespread welfare

3

38



gains in the long term. The privatization of the British Telecom in 1984, for example, has
resulted in below-inflation price increases for telephone service and more choices in
telecommunications equipment for British consumers. 1

In the short tenn, however, privatization often leads to price increases due to the
elimination of subsidies for SOEs. In many ins1anc:es, state enterprises producing consumer goods
scIl their output at less than production cost or at some discounted rate as a matter of government
policy. Privatized companies must price their goods at market rates, and higher prices reduce
consumers I welfare.

Higher prices can also be experienced if insufficient competition is introduced in given
markets, since new private finns can engage in monopolistic or oligopolistic pricing practices.
In several cases of large privatizations in Mexico (e.g., Telmcx, Mexicana and Aeromexico), the
elimination of subsidies and industry deregulation have resulted in steep price increases in the
short term.2

The negative welfare impact is most apparent in sub-Saharan Africa and Eastern Europe
where privatization and deregulation have resulted in higher prices for basic foodstuffs and other
necessities. When short-tenn price increases affect low income groups disproportionately, the
temporary welfare effects of privati 741tion often become a significant political issue which threatens
to derail privatization and economic reform.

c. Effects on Income Distribution and Equity

Achieving improvements in equity is an important though sometimes neglected economic
objective. Privatization can lead to greater concentrations of wealth and income if the already
wealthy are permitted to purchase large blocks of attractively priced shares of government
enterprises. However, appropriate privatization strategies can actually yield improvements in
equity ifprocedures for widespread shareholding are followed. The sale of the National Bank of
Jamaica placed an emphasis on small-scale share purchases. The -popular capitalism- process
adopted in Chile led to diversified shareholding and a reduction in the concentration of wealth at
the time of transactions.

Many -mass- privatization programs such as those being implemented in Central and
Eastern Europe attempt to achieve equity by making shares available to small investors through
vouchers and other devices. However, little can be done to preclude the sales of vouchers by
individuals seeking immediate income, or the sale of shares once they are distributed. Another

IS- Privatization: AD Eccmomic Apalysis. by Vicbrs _ Yarrow. MIT Pr.a. 1988. p. 223-229.

~ ·We1fare CoasequeaceI of SelliDa Public EDterpriIeI. by Galal.loaes. TaDdoa. .... Voplsaq. the
World BaDk, 1992.
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approach to promote equity is to offer Employee Stock Ownership Programs (ESOPs), providing
equal'and sometimes preferential access to shares of privatized firms to their employees. A series
of other measures, such as media campaigns describing the merits (and risks) of shareholding to
the general public, can be employed to promote broader distributions of shareholding.

A socio-economic equity issue of clear concern is the potential for industry concentration
and biases against small businesses. SOEs tend to be large in scale, and often operate as
conglomerates conducting business in several sectors. Many enjoy virtual monopoly positions in
markets. If these companies are sold intact, they have the potential to wield strong market power
and deter the entry of new firms. Fortunately, in practice many SOEs are being broken up before
or at the time ofprivari:zarion so that the risk of market dominance is reduced. In addition, most
SOEs are very weak rather than strong financially, and so the real task is to establish viable
enterprises.

As with other regulatory concerns, the most constructive approach for dealing with
industry concentration is to design and implement effective anti-trust and fair competition laws.
Given variations in economies of scale and other business factors among industries and countries,
one cannot pre-ordain "optimal" sizes for firms. That determination must be left to market forces.
Nevertheless, strong rules for fair competition can playa major constructive role by providing an
"even playing field" for both small and large companies.

D. National Ownership and Patrimony

A considerable amount of attention has been given to the issue of the "sale" of national
assets and patrimony, particularly in the .transitioning economies of Central and Eastern Europe.
A similar debate in both developing and industrial economies is often held over the issue of
foreign investment. These debates, which often become heated and politically charged, revolve
around the question of whether or not foreigners (or in some cases, domestic elites) should be
permitted to purchase and control "critical" or "strategic" national assets, such as land, natural
resources or important manufacturing facilities.

While the political arguments associated with national patrimony may never be fully
resolved, the social dimension turns on the consideration of whether the new owners of the
productive asset operate in a socially responsible and beneficial manner. Most studies on foreign
investment conclude that overseas investors generally behave better than local owners in terms of
environmental protection, compliance with intellectual property rights conventions, payment of
market wages and adherence to international labor standards. However, some foreign
corporations have been cited for labor exploitation, destructive use of natural resources, and other
forms of socially irresponsible behavior. The only way to minimize or eliminate such conduct is
the adoption and effective enforcement of laws and regulations which preclude unacceptable
behavior.
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E. Inter-Industry Linkages

Most attention on privatization initiatives is placed, appropriately, on the specific firm or
industry involved in the transaction. One needs to keep inter-industry linlcages in mind, however,
since changes in one firm or industry can affect others through buyer/supplier relationships.
Formerly centrally planned economies consisted of intricate networks of linked state enterprises.
In other countries such as zambia, networks ofprivate supplier firms have emerged with near total
dependency on sales to major parastatal companies. It is widely believed in zambia that many
of these private companies would be forced to restructure or go out of business if the major
para..ctatl1s were privatized. Once these linkages are broken through privatization, economic and
therefore social impacts ripple throughout the economy. Little can be done to mitigate negative
effects at the level of the firm, but national policymakers should keep in mind potential spillover
effects when they design and implement privatization programs.

F. Environmental Impacts

Some observers have noted that privately ron firms are less likely to uphold environmental
standards in their operations, since they have no incentive to do so - there is no profit motive in
environmental protection. This argument does not stand up in practice. First, the most stringent
environmental standards are followed in OEeD member countries, which are the most market
oriented nations. Second, the environmental disasters (effluents, hazardous waste, bad husbandry
of natural resources) discovered in Central and Eastem Europe prove that government ownership
does little if anything to guarantee better environmental standards. Experience has shown that
environmental protection is a function of widespread public understanding and support, sound laws
and effective enforcement, rather than a function of the ownership structure of firms.

G. Labor Retrenchment

One of the anticipated long-term social gains of privatization is higher employment and
wage levels in a more efficient, dynamic and expanding private sector. However, for many
countries in both the industrialized and the developing worlds, the most immediate, visible and
direct social impacts of privatization are related to labor force downsizing.

Typically, in cases where firms targeted for privatization are commercially viable with
relatively efficient workforces, privatization is not likely to have a major impact on the structure
of the existing work force. In cases of loss-making state-owned companies, many of which are
chronically overstaffed, however, privatization and restructuring may result in the retrenchment
of a substantial portion of the existing workforce. The privatization of Japanese National
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Railways, for example, involved the generallaying-off of 92,000 employees, which represented
almost one-third of the company's work force. 3

The negative social welfare impact of labor retrenchment is often aggravated by the limited
capability of the private sector to generate alternative employment opportunities in the short term.
The potential employment effect of privatization has been a major reason behind workers'
opposition to specific privatizations as well as the more general resistance of labor unions to
privatization as an economic restructuring tool. Moreover, in countries where governments have
provided guaranteed employment to university graduates through public sector companies, such
as Egypt and Kenya in the Past, privatization-induced retrenchment may be viewed as a breach
of the social contract.

On the human level, labor retrenchment which takes place in countries without sufficient
social safety nets can cause considerable suffering and misery in the short term. Many developing
countries and former socialist countries do not yet have in place income maintenance systems due
to past practices of guaranteed public sector employment. The loss of income and benefits for
individual workers and the uncertain prospects of finding alternative means of livelihood could
amount to a substantial welfare loss which should be taken into account in the privatization
process.

Overall, the short-term welfare loss associated with worker retrenchment will depend on
the skill mobility of the labor force, alternative employment opportunities available in the private
and public sectors, the efficiency of the labor market in facilitating reemployment of retrenched
workers, and general economic conditions. On the level of the individual worker, the welfare loss
will depend on hislher ability to find alternative sources of income, and the extent to which the
short-term income loss can be compensated by the social safety net system.

H. Changes in Social Support Stnlctures

In countries where employment with public entelprises provides access to a host of services
such as health care, child care, education and housing, the welfare loss associated with
unemployment also includes the loss of access to these free or subsidized services. The provision
of these services, as part of the compensation package at large state-owned companies is especially
pervasive in former socialist countries and some African countries (See box n.l below).

'See Techniques ofPriv!tizatjon of Stat!=Owned Epterpri.ses, Vol. 1. by Vuysteb, the World BaDk. 1988,
p.129.
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Box n.l

GORKI AUTOMOBILE ZAVOD IN RUSSIA
.>.:?':':'::":..,::::":::::/"':::,.. ,' -;:::.::'.',,:'-.':<. '-::<::'--':'-, ,'" .

Gorld Automob.le .~VtXf {GAZ)isa g1ant3utomobiJe manufacturing company being privatized
under the Nizhny Novgorod prfvatizafion program in·Russia. ·With a total workforce of 140.ooo.j[is one
of Russia's largest enterprises. GAl functions much ike a medium-sized.city.supporting SO.DOOacres
of land on which foodis-producedat subsidized prices for'GAZ worXers..The company facilities also
include a meat~g plant, a fiSh. f<!rm,numerous da~e· facllities and schools,.a 1200-bed
hospbf. various neattij cnnics.rest~mpsar)dresorts. aSbdium and two hockeyrinics. GAZ owns 95
percent of1he nousingi5tcck in tMdistric:t.DWn5andOperates several Q)nstructioncompanies. and
operates heating plants serving the entire district 01270.,000 people. Social services reportedly amount
to approximately 3Spe.rceotof tOtatPllyrgtLcosts,which isSimllar to the Cost of fringe benefits of
medium to large companieSinth.et,lnlsd States but is.muc:h fower compared tDthose provided in
some industrialized eeonomies.lp·parastatals currently providing such extensive social services to its
employees,social safety netpiannfngand adjustments become a crucial issue inprivatiZafionpreparation. . ... .. .. .. .. .. .. . .

:: .::,: ":«-,::::,>':' :, ::::::::.::- :,',:>.::::.-::::::.;::: .:.«::,::: :':.>::'.: •• :: ,:::.-.: ::::: :,::::: ::" --:";.'" : ::'.: '.::-,'::,,:' :.'::':: .. '':

Source: "'Derenu ConvJusjc)o~=,,"~~\'iew~tnaide the Enterpri.... by WaJl&.InGertc!trA
Volume V. Number 5, Sept~iOdobetU.s.

When the loss of non-eash benefits is added to the loss of wage income, the welfare cost
of retrenchment to individual workers could be substantial. Even in cases where there is no
significant labor retrenchment, privatization and restructuring still bring uncertainty as to whether
these benefits v.ill be continued under new private ownership. In many developing countries and
fonner socialist countries, these services often are not extensively available in the private market.
Under those circumstances, the short-term provision of certain basic services may need to be
considered and incorporated into the privatization process.

8

BEST AVAILABLE COpy



m. THE IMPORTANCE OF ADDRESSING NEGATIVE SOCIAL IMPACTS

Addressing potential negative social impacts of privatization is critical for several reasons.
At the most basic level, negative sOcial impacts which result from privatization in the short-term
provide opposition groups with sufficient ammunition to stall or derail privatization efforts which
are beneficial to the country in the long term. In Tanzania, for example, the government has been
unable to advance privatization beyond its initial strategy paper because of its inability to develop
adequate social protection measures. Programs in Cameroon, Pakistan, Ukraine, the Dominican
Republic, Paraguay and Uruguay have all faced similar pressures in recent years.

The primary reasons for addressing negative social impacts include: (i) minimizing labor
opposition to privatization; (li) defining liabilities for investors; (ill) distributing privatization gains
equitably; and (iv) ensuring social and political stability. Following a discussion of each of these
objectives, the chapter concludes with an assessment of how negative social impacts from
privatization will vary among the different regions of the world depending on the particular
economic and social context.

A. Minimizing Labor Opposition to Privatization

Substantial labor opposition to worker retrenchment has been a primary factor delaying
privatization programs in numerous countries including Bangladesh, India, Sri Lanka and
Thailand.4 Part of this opposition grows from fears that privatization can lead to unemployment,
wage reduction and the loss of seniority. Such fears are well grounded in view of the level of
excess employment prevalent in most SOEs and the considerable savings which can accrue from
eliminating redundant workers.

One of the best methods for reducing the opposition to privatization is to integrate labor's
concerns from the start into the overall privatization program. The experience of countries
worldwide has shown that direct income compensation programs such as severance pay are among
the best suited methods for addressing retrenchment. This method and other techniques such as
employee ownership plans, job training and public works programs are discussed in Chapter IV.

B. Dermin& Liabilities for Investors

Two critical issues often left unresolved prior to privatization concern investors I liabilities
for environmental damage caused by SOEs and their potential liability for worker retrenchment.

-See Privatization; The IMsons of Experience. ICibri. N.lliJ ad Shirley. the World But. 1992. p. 58.
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Failure to address either of these liability issues can serve to deter both foreign and local investors
from acquiring SOEs.

In Central and Eastern Europe, the potential liability for environmental damage caused by
former SOEs has been one of the main obstacles to rapid privatization. Some countries (e.g.,
Poland, Hungary, Germany and the Czech Republic) have received requests to indemnify new
foreign investors against possible environmental claims that might arise from existing
contamination at sites they were considering purchasing. Buyers invariably want to know the
extent of their liability for environmental damage caused by former SOEs. If they are liable, they
often want to limit the extent of their liability through indemnification, or alternatively they might
offer a lower purchase price for the enterprise.

Policymakers must also determine which party - the government or the investor - will
bear the clean-up costs incurred in bringing a site up to acceptable environmental standards.
These questions can be resolved by establishing clear guidelines in the country's environmental
laws, its privatization code, or in individual divestiture contracts.

New buyers have similar concerns about their liability for worker retrenchment. In cases
where worker retrenchment is imminent, investors are keenly interested in whether they or the
government will be responsible for compensating displaced workers. Although some investors
agree to maintain levels of employment until attrition eliminates overemployment, they often offer
a lower selling price as a g,yig 1m2 QYQ. Experience of countries worldwide has shown that since
unresolved labor issues typically deter private investment, the most effective strategy is to
implement an acceptable labor retrenchment program, if one is needed, prior to the sale of an
enterprise.

c. Distributing Privatization Gains Equitably

Addressing the negative impacts of privatization is also of paramount importance for
ensuring an equitable distribution of welfare gains from privatization. Although privatization's
long-term goal is to increase efficiency, this is seldom achieved without short-term negative
impacts which often fall disproportionately on the poor. The poor are typically the least skilled
and therefore the least able to find immediate employment or other means of livelihood in the case
of worker retrenchment. In addition, they often lack sufficient savings to support themselves
during the transition period to another job, especially in a country with inadequate social safety
nets.

A privatization program without a stntegy for addressing social costs can also increase the
wealth of a small group who have the financial or political clout to acquire and consolidate
valuable productive assets, while depriving the poor of their means of livelihood and income
support. The equity implications of such an approach could counter the social and political
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rationale for undertaking privatization and economic restructuring in the first place. It is therefore
critical to integrate equity concerns into any privatization program.

D. Ensuring Social and Political Stability

Privatization programs which do'not adequately address the negative impacts are bound
to engender significant social unrest leading to political opposition and instability. In Russia and
Ukraine, for example, the inability of gcm:mments to address the social consequences of economic
transformation has lent significant credence to those who would prefer to maintain a socialist
economic system. Opponents of privatization can point to negative social impacts as sufficient
reason to abandon policies of economic liberalization and revert to the former policies of
inefficient socialist planning. If privatization - and for that matter the larger transition to a
democratic, market-driven society - is to succeed, it must minimize social costs associated with
structural adjustment.

E. Regional Dimensions

When assessing the negative impacts of privatization, policymakers must consider the
unique political and economic context which will determine a country's need for compensatory
social programs. Among the factors in each country one needs to consider are:

• Prevailing macroeconomic conditions
• The historical role of SOEs in the economy;
• The existence of institutions (either private or public) providing social services; and
• The strength of organized labor.

Blunt policy measures taken in disregard of contextual differences would not be as effective as
those tailored to the unique circumstances of a particular country. While a country-specific
discussion is beyond the scope of this paper, several generalizations can be made at the regional
level.

Fonner Socialist Countries

Privatization exerts particularly strong impacts in the formerly socialist countries since
their governments have historically provided most, if not all, social services through state-owned
enterprises or government funds. Because of the potentially disruptive impact of privatization on
both employment and social services in these countries, many privatization transactions have
included guarantees to maintain employment and/or social services for a specified period after the
privatization transaction has occurred. It is unlikely, however, that such services can be
maintained indefinitely by enterprises due to the expense, administrative burden, and overall
inefficiency of such programs.
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Latin America and the Caribbean

Popular acceptance of government divestiture continues to strengthen the success of Latin
America I s privatization effort. The private sectors in most Latin American countries are active
and growing, thereby providing alternative employment opportunities. This trend bas aided the
region in remaining well ahead of Central and Eastern Europe in the restructure and sale of its
state entities, and attitudes toward privatization remain favorable in the region despite political
instability in Peru, Venezuela and Brazil. labor is generally well organized, at least in the formal
apd parastatal sectors. Governments have permitted increased employee participation when
conducting the sale of state-oWned companies and have allowed employees to be the tint bidders
on companies.

Although social support services lag behind those in most OECD countries, Latin America
bas some of the most extensive social security programs in the developing world. Uruguay and
Argentina provide the most comprehensive benefits in the region. Nevertheless, only seven
countries in.Latin America provide any kind of fonnal unemployment benefits and even here the
programs cover only a narrow section of the population and have restricted benefits.5

Africa and the Middle East

Though most countries in these regions have indicated an interest in privatization and
private sector refonn, large-scale privatization bas not yet occurred. Only a few countries
(zambia, Morocco and Egypt) have active privatization programs, and even in these countries
only limited progress has been made on actual sales. Privatization in North Africa bas typically
been limited to participation by domestic investor groups.

As in the fonner socialist countries, SOEs in many African countries typically provide a
range of social services such as housing and health care. Formal social security systems in Africa
are limited or non-existent, thus compounding the potentially negative social impacts of
privatization.

Asia and the Pacific

Privatization programs in Asia and the Pacific vary widely. South KOrel, Taiwan and
Malaysia have been promoting capital market development through privatization while other
countries such as India, Pakistan, the Philippines and Indonesia are pursuing isolated sales through
tender offers. Privatization initiatives in the region have tended to emphasize sales of SOEs in
infrastructure sectors such as transportation, power and telecommunications - all of which are in
desperate need of new investmenL

"Socw ProtectiOD aDd Ecooomic AdjultmeDl ill DevelopiDa CouDtrieI-, worJd Deyelopmeg! Report,
1DterDatiooal Labor Office, 1993.
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Some countries have placed strict conditions on the terms of privatization. Malaysia, for
example, has made employment protection an explicit goal of privatization. In normal
arrangements, no employees may be laid off within the first five years following privatization,
leaving attrition to solve the problem of labor redundancy.6 Pakistan, which has been more
relUC13Jlt to privatize, guarantees employment for one year and generous unemployment benefits
thereafter.

'UNCTAD, Ad Hoc Worlcinl Group on Comparuive ExperieDcea with PrivatizatiOD, p.40.
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IV. MITIGATING SHORT-TERM SOCIAL IMPACTS

Privatization is based on the economic rationale that private ownership and management
of enterprises will help improve general economic efficiency and increase the welfare of the
citizenry in the long term. Several social impacts of privatization on the macro-economic,
regional and industry, and micro-economic levels have been examined in the previous chapter.
Of those impacts assessed, the welfare effect of labor retrenchment and the loss or soclaJ
services are often the most immediate, direct and poignant for workers affected by the process.

In Section A of this chapter, alternative strategies and options for dealing with labor
cutbacks will be examined. Since the responsibility of alleviating the social impact of
retrenchment can fall on either the government (old owners) or the new private owners of
enterprises, this discussion does not distinguish between the obligations of the state and the new
private owners. However, worldwide privatization experience has indicated that labor
retrenchment is often better taelded by governments, since the effect of mass layoffs is likely to
ripple throughout the economy with accompanying social and political ramifications.
Governmental strategies or guidelines to deal with labor retrenchment also help clarify and define
buyers' liabilities in the process of downsizing overstaffed SOEs.

Section B outlines different options for policymakers to mitigate social impacts resulting
from changes in the social service infrastructure related to privatization. Finally, Section C
focuses on areas where new owners of former SOEs can assume responsibility in assisting
retrenched workers in the difficult period of transition to a market-based economy.

A. Labor Retrenchment

Although privatization is intended in the long term to increase employment opportunities
through a more dynamic and expanding private sector, the short term impact of privatization
inevitably involves some amount of labor retrenchment, especially in enterprises which have been
chronically overstaffed as part of a country's guaranteed employment policy. An effective
retrenchment strategy therefore should satisfy three goals:

(i) Provision ofa temporary means of income support to displaced workers to alleviate
the level of human suffering resulting from economic restructuring;

(li) Demonstration of the government's commitment to assisting workers in a time of
rising unemployment and layoffs; and

14

49

/' 1
..,.,,' .~



(ill) Enhancement of labor mObility and productivity by providing services which
improve worker s1cills and enable workers to find alternative employment in other
enterprises, sectors or regions.

The experience of both developing and industriaUzcd countries suggests that a variety of
programs can minimize privatization'.s impact on the labor force. The most commonly used
strategies are: (i) direct income compensation; (d) employee ownership plans; (iii) employment
and information services; (iv) job training; (v) special credit/entrepreneurial programs; and (vi)
employment-generating programs I labor-intensive public works. These strategies refer to income
and reemployment. The issue of provision of social services to laid off employees is discussed
in section B below.

Direct Income Compensation and EmplOyment Subsidies

Direct income compensation programs are cash payments made to ret:renched workers
directly following privatization. Such compensation can come in the form of the following:

• Severance pay and/or bonuses for early retirement to encourage a voluntary
reduction in the labor force; and

• Unemployment benefits to support workers financially during job search.

In some cases, income subsidies are provided in the form of commitments from new owners to
maintain employment for a fixed period with the expectation that over-cmployment may be
eventually eliminated by attrition or by future layoffs.

Direct income compensation is often most useful to retrenched workers and is considered
the most effective labor reduction strategy for a variety of reasons. Severance payments provide
maximum flexibility for laid off worla:rs who can use the payments for subsistence until they find
another job, to pay for further job training or to relocate to other areas. Direct income
compensation and unemployment benefits are simpler to administer than job training programs and
do not require the creation of programs or institutions (or government bureaucracies in cases
where governments take responsibility). Severance payments for redundant workers have been
used successfully in the privatization programs of Argentina, Ghana, Germany, Greece, Sri
Lanka, Tunisia, Turkey and Venezuela.

The above mentioned advantages notwithstandini, direct payment programs are often the
most costly form of worker assistance due to the fact that strong labor unions in many countries
require generous cash payments to retrenched workers, even if such schemes are prohibitively
expensive for new investors or cash-strapped governments. In the cases of Bolivia and Ghana (see
Box IV. I), devising a severance strategy that is both attractive for workers and financially feasible
is a delicate balance to strike. Well designed severance schemes like Bolivia's have suc:c:ecded in
encouraging enough workers to leave voluntarily while still providing adequate incentives to retain
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the most prodUl..-nve work.e:s. Conversely, inadequately financed severaI1ce schemes are difficul~

to implement and ca.r: even thre3ten rr.e entire privatization process, as in Ghana.

Box IV.I

COMPARJNG SEVERANCE SCHEMES IN GHANA AND BOUVlA
".,' .. ' . . ... .

"." - --- - ::' ,::,.',-,--.

The experiences of Ghana and BoIMa present lwo paradigms for severance pay strategies.
Ghana's efforts10 rewaIize many ofas SOEs in the latet980s wereJaopardizec(byb Inability to meet the
generous severance payments to wflichthe ~mmentnadagreed duringcolfectiye bargaining
negotiations. Setween 1985 and 1991, end-of-seMcebeneft!sgreWto~n$11423and$2,84&per
worker. representing four to seven limes the country's per Caplta GNP~ Unable to meetSUch obfJgations
through the proceeds from privatization, tttegovemmentwas forCed to divert funds from·theits central
budget. The delays caused by the inablTlty of1he govemmenftofundseveranceschemes has SItu
defayed the prMUIzation ofmany SOEs and has diminished the interest ofprivate invElStors. Labor groups
have been reluctant to negotiate for fear oftoslng generous benafltswtlile private investors.are wary of
inheriting an enterprise which bindstbem to hooorthe govemmenrsseverancePaynlentobligations. .

in con~ a severance scheme designed toad~ress~er-empfoytT1~~thesolNianCentrGJ
Bank during the mD 1980swas both attractive to workers and financfaDyviabte fortn9 oovemmentWhen
ttle Bank deci1edto dOWl'lSize by laying off600 oflts 1000 employeesr 1he governmenrcondueted8 careful
cost-benefit ana lysis to datermine the mcst appropriate severance-scheme: After reviewing the payron,
the Ban)( determined that the fuhJre wage savings from a smaUermffwouldenablethe BiinJc10finance
generous severance payments for disptacedworkers and. oftermeri4)ased pay increases to those
remaining on the lob. The net resutt was a more efticjent wor1c. force and an. overalfteduction in personnef

com. The examples cf Ghana _ ~m_~;t!~~!~~~~~~~:~:.
severanee scheme. .Among the variables to consider are: (i) the expected·proceeds.from privatization;. 00
the current fiscal position of the government; {Iii) the expected cost savings from downsizing; andfrv) the
possibility of spreading ~ayments over severaJyears ratherthan~rsingthemas aJump sum.

Soureu Uebei i i_" Ira, lndostriaJ RestrndYr!ng Po8('y and j'!!ctfet. The Wortd Bank.1n~ and KIkeri, HeJB& and .Shkfey.
P'dv,uutlQn; Tb! Ln!9!lf of E.!l?$neng. The Worsd 1Mnk.159%.

Emplovee Ownership Plans

Employee buy-outs (sometimes carried out through Employee Stock Ownership Programs
or BOPs) in some cases have allowed some privatized SOB to manage retrenchment or wage
reductions by permitting employees to acquire controlling interest in companies. In Poland,
partial employee ovmership is actually required by the country's privatization law which mandateS
that a proportion of the discounted shares be reserved for workers in each privatization. The
advantage of an ESOP is that it allows labor to gain an equity share of their company in exchange
for wage reductions which may be necessary under privatization. Shon-term wage reductions
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The disadvantage of BOPs LS :.."..a: ""eyzr.ay increase the fir.anc:.al burder::m ',;,"or :e:-s w;,o
already have little financial sec:.mty and :nay raise unnecessary expectaticl.S 'Jf prcr:tmiikir,g in
the near tenn. It also does not mitig-a:e :.he s,hon-term income loss for workers in the case of~e

~ -
reductior.s or layoffs. Box Pi,:; belo·,l. des::::ibes a suc~ful e:':1plovee bUy-iJut in Chile,

Box IYT.2

EMPLOYEE BUY-OUT OF ECOM IN CHlLE

Th~ privatization of Chite's largest computer firm, Empresa Nacionaf de Computaci6n e
Infonnatica {ECOM), was~mpIetedas an employee buy-<)ut. The company's weakiinancial posmon had
discmJraged many private investors.. and the Qnfy group which demonstrated: an interest In acquiring the
Wm was its employees. ECOM was sold to its employees under the follo"oMng arrangement Ten percent
of the purchase pries 1NaS paXi throu9h ao advance of retirell'lent funds, and the balance of 90 percent was
financed through a 1Q-year loan from the state hafding company CORFO at a We percent interest rate.
After reorganizing the company, reducing salaries and selling off disposable assets, the new ownet'S

realized a profit of$250,OOO in 1986.

While the case of ECOM illustrates the potential feasibility of emptoyee buy.auts. it should be
noted that this privatization transac50n was greatly facilitated by the statehoiding companywtUch accepted
a reduced price for the firm and premed low cost financing. tt is not clear~ such an experience a>uld be
reprlCSted elsewhere in the absence ofsuch special finanaarterms.

Emplovrnent and Infonnation Services

Employment and infonnation services attempt to reduce frictional ];11employment by
prepar.ng dislocated workers for relocation to another company or secter. Such services can be
provided by either private or public agencies. and can be facilit:.atro thrc ugh c.omputerization. The
fi1ain types of employment and infonnation services lre:

• Job search services such as counselling, referr-.Js and infonnation abJllt job
marke:s;

, ~
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• Advance notification of plantcl~ or layoffs that allows workers time to search
for another position; and

• Relocation services, (cost of fare for job search, funding relocation expenses, etc.)
which are particularly critical when closures are concentrated in a geographic
region.

On balance, the experience of countries worldwide has been mixed with respect to
employment and information services. lob search services are considered cost-effective in that
they help reduce the period of unemployment by matching dislocated workers with potential
employers. However, in some cases these services have offered limited benefits in countries,
regions or localities where unemployment is already high.

Studies of advanced notice programs have found that longer notice is preferable to shorter
notice, and that notice of two to three weeks has only a negligible impact on displaced workers.7

In Hungary., for example, the 1991 Employment Law requires that all employers with at least 30
workers who intend to reduce staff by 2S to SO percent within a six month period must give
government and worker representatives at least a three month notice. Another study by the U.S.
Department of Labor found that advance notice is most effective when combined with a
comprehensive job search program.'

Relocation schemes have not proven cost-effective, due to both the cost involved and the
reluctance of workers to move to other regions. As a result, most governments prefer to promote
re-employment locally.

Job Trainine

Job training programs target structural employment and focus on investing in human capital
as a means of providing new employment opportunities for displaced workers. Most of these
schemes aim to increase labor productivity by teaching occupational skills or providing basic
education. Vocational training programs have been implemented to complement privatization in
Benin, Colombia, Ghana, Japan, Portugal, Turkey and Venezuela, among others.

The experience of these countries has been inconclusive as to the cost effectiveness of job
training programs. While investment in human capital is widely recognized as essential to
boosting worker productivity, governments are often unable to design and implement training
programs which meet the rapidly changing needs of private sector companies. Private companies

'Positive Adjustment in Mappoym II!!l Social policies. OrpIUzMioa for Ecoaomic Coopntion ad
Developmeat, Paris, 1984.

'U.s. Deputmem of Labor. Economjc Adjustment!!Dd Worker DislOC!!ioD in. Competitive Socjety, 1986.

18

53



are likewise reluctant to undertake extensive training programs where there is the risk that their
recently trained workers will may leave for other finns.

To overcome these problems, some governments have implemented contract training
programs which prepare workers for specialized positions within a specific company that has
agreed to participate in the program. The most effective programs provide tax or other financial
incentives to the finn - available only on the condition that the trained workers later be retained
at the firm in the position for which they have been trained.

Special CrediVEntrepreneuriaJ ProgrJIDI

Employed workers who are interested in starting their own business enterprises are often
constrained by the lack of investment funds, even though their credit needs are generally very
modest. Thus, improving access to credit for business start-up could be considered part of an
assistance package to workers facing lay-offs.

Small business programs vary from country to country. In Poland and Hungary,
employment programs provide limited capital for enterprise development, while those in Tunisia
offer technical assistance through local labor offices. While self-employment does hold some
potential for dislocated workers, international experience has shown that only a small portion of
the unemployed (two to three percent in the OECD and eight percent in the United States) are
successfully reemployed through such programs.' In addition, such programs have proven most
effective for higher skilled laborers rather than unskilled workers, as was the case in Ghana's
Small Scale Enterprises program.

Other micro-enteIprise credit programs in countries such as Colombia, 1amaica, Senegal,
Tunisia, and Turkey have been more effective when built into existing systems or mechanisms in
allocating loan capital to enterprises. To improve credit access to dislocated workers, the
government can pr.ovide small subsidies or limited loan guarantees to small borrowers via credit
institutions and!or programs.

As a general rule such programs should be demand driven rather than credit driven. Credit
should only be allocated to feasible projects and not made available as if it were an entitlement.
Borrowers should be discouraged from treating loans as grants that do not have to be repaid. In
the cases where only large subsidies can induce additional1ending by existing institutions to micro
enterprises, lump-sum grants are generally a better alternative to loans.

'Fretwell. David azxl Goldber&. Susan. DeveJopjug Effective Employment Services. Work! BcIk, 1993.
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Employment-Generatinc Prftrams/Labor-Intensivc Public Works

Public works programs repleseDt peIbaps the most visible and potentially costly option for
countries facing significant retrenchment following privatization. .Countries such as Bolivia,
Chile, and Tunisia, all of which experienced high unemployment rates during periods of structural
adjustment in the 19805, introduced government-sponsored work programs to alleviate the social
costs of retrenchment. Ghana, Guinea, Guinea-Bissau, Senegal and Mexico have recently secured
funding for similar public works programs.

Such programs have several political and economic advantages. Since labor-intensive
projects offer direct employment for displaced workers, tbey provide income for those who are
most affected by privatization. The program also demonstrates government concern about the
social costs of privatization, which in turn helps to diffuse political opposition. Finally, large
public works programs build infrastructure such as schools, hospitals, roads, and bridges which
contribute to long-tenn economic development. The problem with such projects is that large scale
public work programs are expensive (e.g., 530 million in Tunisia and 5181 million in Bolivia) and
they tend to perpetuate dependence on the public sector as the only reliable source of employment.
Box IV.3 details the experience of two such programs in Chile and Bolivia.
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Box IV.3

PUBLIC WORK PROGRAMS IN CHilE AND SOLMA
":-:::- ':.".-: .. ,',- ::::-,:::.. ::"-.-':-:,:', ".":... :.:: :::,:.,'

During1he mid 1970sand e:arly1980swhen ChSe was undergoing a;Jainful economic
restructuring. the PinoChet government implemented a larg&-scale public worXs program known as the
Programas de Empleo. Even 'though Chile has one of the developing workfs most extensive social
~urity systems, the program played 8.criticaJ rol&<suring1he countly's economic adjustment period.
When the program was inaugurated In 1"974, it soon employed 6 percent of the labor force, and by the
height of unemployment. ht982.1he program employed some 500.000 people, or 13 percent of the labor
force. As unempJoymentfen. the program was phased downaod eliminated completefyfn198S.

Faced\Wh ~mpar2~e unem~e>yI1l8ntPJt)~.~ th& closur8of~stit~edmining
companywhk:h employed 23,000 people, BoiMa implemented its own massive public·WOfb program 10
1986. The Emergency Social Fund, backed by the World Bank and several international donors, funded
a$180 milfoo paclcagewhlc:h sponsored over 7,000 projects~g some 2O,OOOwor1cers.Amongthe
projects approved for ESF funding were: (i) economic infrastructure; (i) sociallntrastructureincluding
schools and health clinics; and (iii) credit to micro-enterprises and cooperatives. Although the program's
impiementation has been crificized,l is nonetheless considered successful in having provKjed producfNe
employment for thousands who might otherwise have fanen into poverty.

"-"-.-:.-:. '.' .':"',:'

Although these programs did succeed in gen~ratingtbousandsofjobs for those who would
otherwise have faced unemployment they were both implemented under condltionswhich rnaynot be
replicable in other countries. Chile's Prograrnas de EmpIeo was implemented under the authoritarian
regime of General Pinochet, wmehaDowedtbe government to direct substantial reSources to poverty
alleviation. but at the same time generated substantial controversy over the means used tn do so. In the
case of Bolivia, the ESFwas funded with signi1icantsupport 1Tom the intemationaldonorcommunity.

Considering the massive scale at privatization taking place arot.md the world in dozens of
countries simuttaneously, it is unlikely that the donor community could again fund a program on the scale
of the ESF. A more cost-effective option in the future might be to implement smaDer-scal& pubfic wor1cs
programs which respond directfy tn local nee<is. or to combine such programs with other retrenchment
strategies such as job training.

Table IV.I below summarizes the advantages and disadvantages of the different types of
labor retrenchment and compensation strategies discussed in this section.
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Table IV.1

CO:MPARISON OF LABOR RETRENCHMENT/COMPENSATION STRATEGIES

.; .::"; .:":; .:;::':.;::;.:. ., "." :./!;;r· ?:t>.'/.,.; .::-:.<~<:.: :.".:",. .:.'.",'

.ri:l"<.AttG¥ :·:..···:.··:t·}··:.AiJVANTAGES· .""..:.:: ". ·.• •• .. ·DiSAJ:)~ANrA.GEs·
Direct Income Compensation

Employee Ownership Plans

Employment and Information
Services

Job Training

Special Credit Proarams

Employment GeneratinC
Prop"llJm

Provides immediate cash
support to the unemployed.

Relatively simple to
administer.

Builds public support by
promotinC widespread
ownenhip of enterprises.

Reduces period of
unemployment by matcbinC
dislocated workers with
potential employers.

Provides investment in
human capital to prepare
workers for posts in other
enterprises or sectors.

Provides start-up funds for
entrepreneurs who would
otherwise have difficulty
obtainin& rmananc in
countries with
underdeveloped rmandal
markets.

Provides immediate
employment for displaced
workers.

Supports infrastructure
development.

22

Can be prohibitively apensive
if pnerous severance
payments are IlWIdated by
law.

Can place financlaJ burden on
workers who may already Iac:k
rmandal security.

Of limited use in a country
with bi&b unemployment and
limited job opportunities.

Of fimited use in countries
with bi&h unemployment and
limited job opportunities.

Difficult to match training
Prop'alm with private sector
needs.

Expensive to administer.

Self-employment is an option
for only a few displaced
workers.

Usually benefits skilled rather
than unskilled workers.

Promotes dependence on state
for employment.

Expensive to administer.
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B. Short-Term Provision of Social Services

As described above, a system for providing income suppon is the most important and
immediate need posed by labor reductions. However, policymakers also need strategies to
address an additional challenge posed by privatization: How to restructure and ensure provision
of social services which had previously been provided by state-owned enterprises.

In industr'ia)j= countries such as the United Kingdom, Italy and France, which have
undertaken bold privatization initiatives, the shon-term impacts of unemployment are usually
limited to job losses which necessitate only severance plans or other forms of clirect
compensation. Essential social services such as health care and education are provided by the
state, and employees retain access to these services even when they lose their jobs. In many
developing countries, where state-owned enterprises are more pervasive, the enterprise often
provides much more than employment. It may also furnish any or all of the following social
services:

• Housing
• Food supplements
• Health care
• Child care
• Education
•. Clothing allowances
• Pensions/retirement funds
• Recreation and reson privileges

For countries where fonner SOEs are the primary providers of a variety of social
services, the challenge is twofold: (i) shon-term, transitional measures which provide
temporary suppon to workers during the period of ownership transfer (the subject of this
section); and (ii) the long-term overhaul of the social services infrastructure to determine
which, how and by whom such services will be provided (the subject of Chapter V).

It is likely that many social services eventually will be delivered by the private providers
in countries currently undergoing privatization. For example, recreation and reson facilities,
which are obviously not considered basic needs, are usually provided by the private sector in
most countries, sometimes with subsidies from private employers. In non-socialist economies,
necessities such as food, clothing, housing are usually provided by the private sector, with the
state subsidizing the lower income segments of the population (such as the food stamp program
in the United States and public housing construction and subsidy program in Hong Kong).
Other essential services such as health care, child care, education, and pension and retirements
funds may require a combination of public and private provision, with varying degrees of
government supervision and control to ensure quality, accessibility and affordability.
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Th: task of providing social services is a complex and evolving process which reflects
the orientation and needs of a society in its particular socio-cultural, economic and political
contexts Thus, it is beyond the scope of this paper to prescribe -the- appropriate policy mix
to tranSfer responsibility of social services effectively from enterprises to other private or public
agents. Nonetheless, in many countries undergoing privarization it is urgent and important to

meet the needs of the citizens during the transitional period when social services delivery is
transferred to other public sector agents or the private sector.

in :he short term, when resources are scarce but needs are more urgent, policies should
focus on providing a minimum level of income suppon to the neediest individuals and assure
that they :-eceive a minimum level of essential social services such as health care and housing.
In ca.ses where the cost of such services is minimal, they can be maintained by the new
enterprise o~,'ner for a specified period of time (see Box IVA below). However, in cases where
it is not feasible for privatized companies to continue to provide those s~rvices, it may be
necessary for government institutions and private sector organizations to step in to provide
transitio:-.al suppon in essential services until they can be effectively delivered by other means.

Box 1V.4

PROVIDING SOCIAL SERVICES
FOLLOWING THE PRIVATIZATION OF POLANO"S

JAROSLAW GlASS COMPANY

l.b many enterprises in formerly socialist countries, Jaroslaw glass company In Poland provided
for its emlployees a comprehensive social benefits program which included full health care, subskfized
housing for employees, a subskfized cantean and several recreational and vacation houses along 1he
northern shore of the Battfc Sea When the U.S. firm Owens-lllinois bid for the pfant during privatization.
it decided that maintaining the entire beneflts .package was financially feasible given the low costs of the
benefits relattYe to total operating expenses, and the expected profitabifrty of the company after its
acquisition. 'h'hile this solution may not be "financially feasible in all cases, ft does provide one possible
option tor maintaining adequate social services in the wak.e of privatization.

Chart IV.l below summarizes some shon term compensatory measures to alleviate the
short term welfare impact resulting from privatization 10. The next section focuses on
alt.ernatIve company strateg]es for former SOEs to assist retrenched workers. The longer term
social safety nets considerarions ::-elated to privatizati.::m v.ill be the focus of Chapter V.

I( :hecretlcally. ::nost of the :>oci.a.J sen'i~ needs can ~ me: gJVe:o suffi;:lenl income suppon. i.e .. iDdividua.1;

ca.n buy fOCX::. housing. hea..ltb care &Dd other services if they C&Il word them. However. most countri~ have
admimstered s.oc:a.l senl~ programs in addinoD to direct income supoon to ensu.re that suffiCient re&OUr= be
&llocated to differ=: areas of need.
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Chart rv.1

SOCIAL NEED

Income Support

Food

Housing

INTERIM POUCY PROVISIONS

~ Offer severance pay to retrenched workers.

Consider public works program if true need for projects
exists.

Initiate special credit programs for those seeking self·
employment.

Initiate job search assistanceltraining programs.

~ Encourage market prices for commodities.

Maintain food subsidies only for the neediest.

~ Gradually move to market rents for housing.

Continue subsidized housing for the neediest.

Allow immediate private ownership for those who wish
to purchase.

Health Care

PensionJRetirement

Education

Child care

Vacation and Resort
Benef'1ts

Initiate government/private sector dialogue on
appropriate provision of health care services.

Introduce "means testing" to subsidize care only for the
neediest.

Rexamine eligibility criteria to provide pensions for the
neediest.

Raise retirement age.

Explore options for establishing private pension funds.

Continue public provision.

Initiate government/private sector dialogue on most
appropriate long-tenn provision ofeducational
services.

Continued enterprise provision If financially feasible,
but set market price for services.

Maintain standard vacation benefits.

Eliminate subsidies for resorts.

.... Indicata prtmuy policy to emphuizL

' ...s> 1ndIcat.. secondlIry poley ..... 'Iv.
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c. Alternative Company Strateaies

While many of the social impacts of privatization are related to fundamental economic
changes and social service infrastructure which are beyond the influence of individual
enterprises, companies undergoing privatization can play a role in mitigating the negative
impact on their own workforces.

Adopting strategies to alleviate the potential negative welfare impact of privatization is
beneficial to the enterprise for two principal reasons. First, it will help sustain labor's support
or at least minimize labor's opposition to the process, especially in cases where privatization
involves labor n:trenchment and/or wage reductions. Secondly, investors acquiring ownership
of former SOEs also have an ethical responsibility to help reduce workers' suffering from
temporary income loss and facilitate the reemployment of retrenched workers when it is within
their means.

This section will present several company level strategies to mitigate the welfare impact
of individual privatizations. Some of those strategies which have already been examined on
a policy level in previous sections will not be discussed in detail again here.

Maintainine the Current System

Some investors acquiring ownership of former SOEs choose to maintain the existing
system of employment, wages and social service benefits even when it is not optimal from an
efficiency standpoint. It is expected that natural attrition will reduce the size of the labor force
over time. This option has the least negative welfare impact on workers and often helps to
overcome labor opposition to privatization. However, it is only feasible when payroll and
employee benefits are not a significant part of operating expenses and when the privatized
company is expected to generate sufficient profits to cover the costs of maintaining the current
employment structure (See Box IV.4)

Temporary Income Support

As discussed in Section IV.A, severance pay in the form of a lump sum payment is
simple for the company to administer and helpful to retrenched workers in providing temporary
income support. A lump sum payment could also be used by workers to cover relocation
expenses, training costs or as capital for starting small businesses. The main disadvantage is
the high cost often associated with payments acceptable to labor.

Training and Employment Services Assjstance

New employers can provide training or offer to cover a portion of the training expenses
of retrenched workers to facilitate their reemployment or self-employment. In addition, new
management can assign specific personnel to administer an out-placement system providing job
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market infonnation, referral services, m:ommendation letters, and other office support (typing
resumes, filling out fonns, etc.). Since retrenched workers are more likely to find employment
in the same or related sectors, industry-specific training assistance and employment services
delivered by former employers could be more helpful than the general employment services
provided by government agencies.

Management could also cultivate trust and good will by providing workers with longer
notices of employment termination and present an early program of compensation and
employment assistance. Such a policy will help reduce the shock to workers and give them
sufficient lead time to undergo training and find other employment options.

Flexible Compensation Packages

Employers may offer a choice of compensation packages to retrenched workers,
consisting of different combinations of lump sum payments, company stock ownership,
training, ~mployment services, small business loans or loan guarantees. For example, workers
who are being laid off could be offered the options of substituting a portion of their severance
pay with company stock shares at discount prices, or with loan guarantees for small business
start-ups.

A flexible system will give retrenched workers more options, and force them to share
responsibility in determining the types of resources which will best prepare them to meet the
needs of the labor market. The drawbacks are the complexity in designing comparable
packages from an equity standpoint and the difficulty involved in administering a flexible
system.
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V. LONG-TERM SOCIAL SAFETY NETS CONSIDERATIONS RELATED TO
PRIVATIZATION

The appropriate roles for governments in the provision of social services has been the
subject of significant debate in both industrialized and developing countries, with arguments
focused particularly on efficiency and equity considerations. In this section, the term -social
safety net- will be used in its broad definition to include two types of social service support:

(i) Direct income support to protect vulnerable groups in the form of
unemployment assistance and pensions; and

(li) Other assistance to meet the basic needs of low income groups, such as food aid,
housing and health care.

Provision of long-term social safety nets is a particularly pressing issue in many
economies where privatization and restructuring have fundamentally transformed the role of
the state and state-owned companies as the primary provider of social services. While it is not
possible nor within the scope of this paper to prescribe a particular social safety net system, it
is nonetheless important to highlight several long-term social safety net considerations related
to privatization.

In the short term, privatization often creates dislocation of individual workers. Several
strategies for alleviating the suffering and income loss of retrenched workers have been
discussed in Chapter IV.A. In the long term, one of the anticipated gains of privatization is
higher employment and wage levels within a more efficient and dynamic economy. However,
even economies with developed private sectors are susceptible to downward swings of
economic cycles, and workers will still face the prospect of frictional unemployment even
during periods of economic growth. Thus, macroeconomic fluctuations, labor market reality
and the basic principles of social justice make it imperative for most governments to put into
place a social safety net system which guarantees a minimum level of welfare for their
citizenry.

Privatization heightens the urgency of addressing long-term social safety net issues for
the following reasons:

• As a result of privatization, workers can no longer rely on state-owned enterprises for
guaranteed employment, and are therefore more prone to income loss due to frictional
and structural unemployment. Rising unemployment thus intensifies the need to
overhaul the often inefficient, bankrupt, or in some cases non-existent social security
systems in order to protect the welfare of its citizens.
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• At the local or enteIprise levels, workers in privatized finns may no longer be entitled
to the social service packages such as education, health, and child care services where
were formerly funded and provided by their state employers. Other public or private
sector programs must then step in to provide those essential services.

• At the provincial and national levels, privatization reduces the state's ownership and
management of productive assets, thereby diminishing its ability to subsidize social
services with income from other state-owned enterprises. As a result, the state is often
forced to reduce its role as the direct provider of social services and expand its role as
a re~u1ator of private providers.

The actual delivery of social services is a complicated task which must be considered
within the particular context of individual countries. Social services in OECO countries, for
example, have evolved over decades and in many cases are still in flux, as demonstrated by the
current health care debate in the United States. The appropriate role for the governments in
the provision of social services will depend on the cultural and social traditions, political history
and environment, and economic condition of particular countries. Some options for dividing
social service delivery between the public and private sector are presented in Figure V.I.
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Figure V.1

OPTIONS FOR MEETING THE NEEDS
OF SOCIAL SERVICES

GOVERNMENT
PROVIDER

PRIVATE
PROVIDER

UNIVERSAL
PROVISION

MEANS-TESTED
ASSISTANCE
FROM STATE

I IV

.Unemployment, All services
Pensionl Retirement conditional on

Health, Education ability to pay

II III

Housing, Pensionl
Retirement, Food Health, Education,
{e.g., surplus food Housing, Food
purchased by the (food stamps)

government)
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Quadrant I indicates soCial services for which the government may be viewed as the
most app10priate provider. For example, the administration of unemployment benefits in most
OECD countries and many Latin American countries is considered a state responsibility. In
many OECD countries, the state also funds and administers a public education system or
universal health system (Canada, United Kingdom).

Quadrant n represents the means-tested assistance which could be provided by the state
directly to meet the basic needs of its most wlnerable citizens. For example, the government
may finance and manage public housing projects, or purchase surplus food to distribute to the
poos.

Quadrant m includes the social services which typically fall into the domain of the
private sector, but for which the state can provide means-tested assistance to low income
groups. An example is the Medicaid Program in the United States, under which low income
groups can obtain medical services from private hospitals with government subsidies.

Quadr.ant IV indicates the services which could be provided by the private sector to all
those who have the ability to pay for them. In those cases, the state can play an active role in
ensuring appropriate quality standards, accessibility, and affordability of social services.

Governments are often viewed to have a fundamental responsibility to ensure a basic
standard of living for their people. The challenging task, however, is to satisfy both principles
of equity and efficiency, to balance minimal social protection with fostering self-reliance, and
to meet social priorities which compete for scare resources. High unemployment benefits, for
example, may act as a disincentive for the unemployed to find new jobs.

While the experience of developed countries with more advanced and extensive social
safety nets may not be directly transferrable to developing countries, the recent shift of focus
in social assistance in developed countries can be instructive. A visible trend has been the
development of programs which encourage self-sufficiency and independence from passive
income support. This approach often complements income support with job-search assistance
and vocational training services, with reenforcement on self-sufficiency through premiums
conditional on job-search, mobility, education and training. In countries undergoing
privatization, efforts to develop skills and business capacity are perhaps even more important
in assisting workers to take advantage of opportunities in the emerging private sector, as well
as to adapt to a more competitive and dynamic labor market.

In countries where privatization has brought fundamental changes in the relationship
between the state and its citizens, the overhaul of social safety net systems and the
m::onstruction of the social service infrastructures will require a lengthy and evolving process.
Social and political particularities notwithstanding, there are several basic principles which
should be considered when designing appropriate social safety nets. These are summarized in
Box V.I below.
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Box V.I

CHECKUST FOR REDESIGNING SOClAL SAFETY NETS

+ Provide a system thatprom<ltes macroeconomic efficiency;

+ Design serakeswhich are affordable for inl:ft.,;juals, enterprises and the government

+ Establish a minimum poverty threshold to target income support programs and
poverty alleviation measures to the neediest;

• .Provide a minimum level of the most essential sociaJ services wttichare used by the
poor or more vuinerable~roups.and protect these services from financial cutbacks;

• Design temporary assistal,ce measures which assist displaced incfMduals fi'om falling
into extreme poverty but do not promote pennanent dependence on the state;

+ Provide an administrative system which is inexpenshie yet effective: and

• Encourage the development and participation of community networlcs and non
governmental organizations.

Conclusion: 'Who is Responsible?

Looking beyond the issue of the most effective system to deliver social services, who
bears responsibility for funding these activities, particularly as applicable to privatizations:
Gear!y it is the government owners of SOEs that through explicit policy or poor management
practices create excessive labor rolls in government-run firms. At the same time, it is usually
the new private o\!rners that must administer layoffs and deal \!rith the results of efficiency
measures. On the other hand, local, regional and national governments are ultimately
responsible for the welfare of their citizens.

Arguments over the assignment of responsibility could go on forever without any
satisfactory solution. Therefore, the most effective approach would be to assign roles a."d
responsibilities pragmatically. While so....-ial safety nets systems should be designed in the light
of specific IX'litical, social and economic contexts. the reSJX)nsibility is usually shared bet\lr'een
the individual and his/her family, the employer. the family and the state in most societies.

The tirst tier consists of savings of the individual. suppon from his or her family, or
assistance from :haritable organizations. In sor.;e so:ienes. this is the only rea.: system
to sU?PQr: the unemployed, elderly or disabled.
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A second tier of social safety nets may include public funds financed by individual or
employer contributions to provide additional income support or cover long-term
contingencies, such as retirement and disability.

A third tier usually consists of supplementary support with more private sector
involvement, as in the areas of health care and private pensions in the United States.

The fourth and final tier, established in some but not all countries, is made up of
government-sponsored programs aimed at meeting the basic needs of those who are
fundamentally unable to help themselves. Such support is usually financed through
general taxation.

Those charged with the task of defining and putting into place social safety nets should
first determine the existence and relative strengths and weaknesses of each of these tiers of
assistance. Then they should concentrate on filling significant gaps. Financing should come
from some mix of individual contributions, payments by governments (perhaps all or in part
from privatization proceeds), and payments by new owners.

Regardless of the eventual system and cost sharing used, strategies for dealing
responsibly and humanely with employee layoffs and other social impacts of privatization
should be developed and announced before the transaction takes place. Appropriate strategies
for addressing social impacts will strongly enhance the ability of nations to make the difficult
transition from statist to market-oriented economic structures.
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1994
By neth McGoldrick

,
'WT hat 0 difference twelve monliis can "wke. There

may still be !.oml..' b{l"ker~ and dealmakcrs who
grumble that there i!.n't enough action in tlw
world of projcct fjname---os many did in 1993

thot case was a lot horder 10 make in 199<1. Indeed, it wo~
a bonner year for dcah of nearly every stripe.

SourH~S of capitol expanded. And Ihe need for deeper
pockets fo fund comple,., project!; spurred consolidation among
devl,.·lopcrs. Not all new'. WO'. !Joad, of COUrst'. Projelr finoncc
in emerging markets faced a criljcal test whcn the Mexican
peso collapsed in Dc«:rnber.

There wo'. no shortage.. of innovative struCILJrt·s, whctht-r for
a refinery in Texas or 0 toll l"oad in Australia. Energy Inv{'<,lor.!
Fund used th(;' portfolio approach for refinancing its invc:..t
mcnh in 16 powe..- plonts. Colifornia £nergy financed prospec
tively to fund future pOWer plants ill Asia and to bolster a \Nor
che!.t. New markel,> t'mcrgcd: Kilroot tested Ihe Furo-wok-rs
for nondollar projcch, while Lumut plumbed the depths of
Malaysia's capital morkel. In China, f-fuancng POWer'." IPO i:; a
milc.,tonc. Just as Hull.' 144A becamp firmly t'stabli.shed as a
preferred financing mute--with Selkirk pushing rhe envelop!.;--
Indiontown set 0 new standard for large projects by registering
its SCCLJrities in the public (apital markf.:fS.

four mojor U.S. players <-hose to combine in tv.to mergers. U.S.
Generating's $250 million ocqui~itjon of J, Makowski Co., lost
summcr, was the first mOve in a comolidafion trend in project

. finance. 8y December, California Energy Co. succeeded in acquir
ing rival Magma Po.......cr Co. for $950 million.

The task of choosing fen significant d!.'Ols to represent 1994
was a difficult one, coming in 0 time span fhot prodLJred !-o mony
notable transattions. U.s. Gcnemt;ng's Northampton Energy
project continued a trend of financing large pOWer plants with a
blend of Commercial bonk facilities and 144A bonds. AES China
Generating Co. showed that the ideo of pooled financings for
project finance is still evolving. Glod-.tone pOWer plant in Aus-
tralia and the 1,180 megowatt Rayong generaring starion in
Thailand numb~redamong key privatizations.

• I", :.: • ~ • ~•.• : -:' ~.' :-.' -.' ." .. "... " • ' I " .
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T he April dosiDg of the $1.5
billion Lumut Combined
Cycle Power Project maric.ed

the first nonrecourse independent
power projeCt ever financed in
Ma.laysia, u well &S one of tbe
biggest independent power projects
in Am.

But even more DOte'WOrtby is the
fact that the deal was entirely funded
by Malaysian financial imtitUtiOD.$.
"'What this deal means for~
and POSSl."bly for the rest ofAsia, if that
local debt sources should be the 8m
port of eall for project sponsors,
inste2d of the: last,- says WlIly Lim.
managing dirc:aor ofFlCldsmne Asia,
financial adviser Cor the U'anSaCtion.

!6 ft;BJl.UAAY/lotAllCH 19os

I
'"Many have expressed reteJ"'lt

lions about the capacity of the local
capital market to fund such a large
project,- says Abdul Azi.z Oman.
CEO of:Bank Bumipu.tra, one of
the lenden. -Most bankJ,- adds
Charles Hill, CEO ofFieldstone Pri
~ capital Group in New York,
"had "ery ItrOng opillioDJ on the
subject that foreign ba:a.k.s 1fOuld be
needed in the deal,- but were
proven wrong.

Solne $400 mDlion in equity was
provided by d~loperSibp Ener- 
BY VcuturC$ (SEV), a joint ftnture .
between Malakoff P.erbad (a p~
Udy traded company. Ultimately
contrOlled by Mala.ysian R.esources

Corp. Berhad) and ABB (Malaysia)
Holdings.. Ai closing. ABB sold 5
percent of its stake to MalaYlian
Resources Corp. and the other 20
percent to Tcnag&. the national
Utility.

The 15-year term financing was
longer than a bank debt~
The $1.1 billion in debt was dMded
equally between fixed- and floatiDc
rate sources.

The Employees Provident Fund
of Malaysia, the pension fund for
the country'c &aImed employecs,
purchased the fixed-rate tecurities.
The power plant is a new type of
invettment for the fund, which in.
the put has bought ~nly govern-
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ment debt or private deals with bank
guarantees. BanI:'. Bumiputra
Malaysia Berhad and Malayan Bank·
ing Berhad led the lenders of the
floating-rate debt. Ahmad Jauhari
Yahya. who manages the project
company for Lumut in Kuala
Lumpur, declines to specify the
interest rates on the privately placed
fixed. and floating-rate debt, but

of!ic:ials at Sibp and the financiers
say they were "llbave market rates.·

The plant-to be constl'\l.CtCd in
peninpUar Malaysia. near the Ih~
line at l.umUt-i.s expected CO pro
'ride 1,!O3mega~ofpower in two,
stages. approximately 11 percc:nt of
the cowury's total capacity.

There are no go.ernment guar
antees on the power purchaser, nor

on the fu.el supplier. and the proj
ect', shareholders did not hue co
~de my cost overrun guarantees
or ca.sh deficiency support.
"Lumut,· sap Lim, -represents a
major breakthrough in changing
dle mentality of the local financing
iDstitutiODJ,· which may be the key
CO the success of fUNre infrutnlC>

mre projects in .Asia.

INDIANTOWN INvESTORS GET COMFORTABLE

By the time it dosed on NoYem
ber 22, IndiantoWn Cogenera
rion LP. bad earned JO many

distinctions that it now ranks as olle of
me most important projea financings
completed to date. Issuing $630 mil
lion in bonds with terms from 1.6 ttl Sl

,an. the c:oaHired~ pr0j
ect in Indiantown, Florida, was the
largest project financing in the U.s.
market this year, and it featUt'ed the
longest matUrities, aer, for an inde
pendent power p%'C!jcet.

Indiantown Was nted Baa!5/BBB-,

but it was priced more in line with
BBIHatcd UIiIitie:s- Its most significmt
feature, hDWe'/'!:%'. is that it marked the
Srst pure project finandxlg in the pub
lic capital markets. Indiantown~
gests that invest.ors are becoming
snore comfOrtable with loDger mamri-
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DC$, and that these deaJs may be sold
into the public market without the
comfon of Rule 144A, which limits
certain pri'IZle pIaccmenI3.

This Fa IndiantOWn~on
Is. of coune, a refinancing. In 1992,
the sponson fioa.ced one of me tim
"mini-penn- strUdUl"eS in an IPP proj
ect. -:IDe SUCCUI of Indiantown
affirms that the concept of a miDi
penn works in project financing,
ins=ad of the m~ qpical approach
where a~mightReklo~
financiD( at the outset." says Bury
Kupf¢rberg. 't'ioe president at Morgm
Slanley.

u.s. Generating and lead manager
Morgan Stanley had a lot on their
plates tWo days bdon: 'I"hanksgMng,
laYS John Cooper, senior vice pte!i
dcntaftiDanceat U.s. GenetaliDg:. the
project nu.nager. By noon that day,
$505 million in taXable bonds aad
SI25 mDlion in tiIX~lSbad been
priced and IOld to lOme 40 r:axable
and 20 b1X-a:cmptiDvc:sum. mdudiDg
iJuurance companies, iDTeltment
advisers, banb. and pensioo and
mutual fuDds. I..a= Ibat aftemoon,
CE CIpltal-wbicb owns Indimtown
along wbb affili:ttes ofP'acific Gas Ie
Electric EnEerpmel and Bechtel

Enterprises. and has committed $ltO
- million ofequi~a two-bour auc

cion CD unwind the $525 million IW3p
that had provided m interen n.te
hedge on debt semce~ ratios
mrIndianrown lince 1992-

U.s. Generating didn't wait long
£or iIs m:xt IDO\'e. The IpODSOr dosed
in earlyDec:cmbcrOIllhe $551 million
Hennistoo Oc:ncrating Plant in~
em Oregon. Ea1irdy~ by
Credit Sulue, "'Hermiston is struC
tured like IDdianlOlmt mthat \¥l: fully
apect lD nfiDance it,. RJI tJ-S. Gen
eraxiog'sJdIiey McPariaDd. Wee prest.
dent cfprojcctfiDance-

HUANENG CHINA ON WALL STREET

pr:~T """H ARLE copy

T he five-and-a-half-week
roadsho\V orchestrated by
Lehman Brothers, global

cooZ'diJlator for the Huancng Pow
er International (HPI) IPO, began
with high hopes over Labor Oay.
By the time it was over, confusion
over mixed signah sent by the Chi
ncse government had begun to
deflate in~stor optimism. Gold
man Sachs, in met, p05l:poned a
plaDDed offering for another po",""
ercompany.

Nonetheless, early wt OctO
ber, HPI offered !l.!S Million
American Depositary Shares at
$20, thU$ becoming the largest
independent power issue eyer for
China, as well as the second Chi
nese IPP to be lUted on the New
York Stock Exch2.ngc (NYSE) .. "It
was importa.nt for the Chinese
government, and for the compa
ny, tha.t tbe dea.l be done-and
done succes.sfully," says Shennan
Lewis. vice chairman of Lehman
Brothers in New York.

}!PI, which is hued in Beijing,
owns five power plants with a total
capacity of 2,900 megawaas (MW)
located in China's mOlt prosper
ous and populous provinces.
Under chairman Wang Defang,
the COMpany is developing eight
more plantS with a tow capacity
of 5.900 MW atld hu preliminary
plan.s to add another 6,100 MW.

A squabble over equity returns
that the government will allow for
eign ioveston in power projects
complicated HPJ's issue and
cawed the boomitlg calendar of
ncw Chinese Usue& to come to an
abrupt halt. Interest t'at¢S were aD
me rise lI1).d share prices for lOme
prominent Chinese companies
brought to market in 1995
.lumped.

In addition. certain foreign
inveacment firms, including
Lehman Brothers, sued ChinClc
state-owned enterprises for
allegedly W'&1ldng away from their
crading obligation.!.

BPI, and its predecessor, Shan
dong Huaneng Powcr Develop
ment Co. (listed on the NYSE JaR
Augu&t) , haYe, in thcir short lifts,
cliaappolntcc:l invenors. Shandong
listed on the N'YSE at $14.!5 for
an aggregate amount ofS!!2 mil
lion, bUt bas now dropped to thc
$9 range. .

HPI'I .hares now trade at
around $IS 5/8, down about one
third from issue price. But LewU
RYI' -rhi.s was the largeat equity
imle to come OUt of China., and it
1'I'U done under difficult ~arket
cOQditions.- Meanwhile, China
~ttnen~b~g~ra~

out among the foreign lDVe.Jtment
banks fighting for I. toehold in
China.

The COst of keeping emploj'ee$
in HongJc.ong hu convinced at
least one investmcnt firm, Gold
man s.etu, to doWD$i%e, whDe oth
ers W2it to see just bow scriow the
Chinese are about :I.~ting for
eign investment.

1!'mW'I1U1~~~!9
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Corporategovernancein
thenewRussia

---_._._-------------_......-.
Roswell 8 Perkins, ofDebevoise & Plimpton, New York, refl~ on the
importance of sound corporate governance to Investor: confidence In
Russia's emerging market .

The traNition'of the Russian c:conomv~. a state·
owned and state-directed econ~y t~ • ft~markCt
systc:rn aUs outu~ndyfor an inlJux oEWestmi capital.
Unhappily. the pace of new io\"l:SUn~t from outside
RussiahasbcetI slo~' .ndfalt~rin~.

The message oi this ankle is simply' this: fo~
in"'C$Uneflt wiU not now signiFicantly into ·Publicly.held
F.ussian companies unless foreign In''estors hM Confi·
.dcnce in th<= wiy such rompanies are~ m2d the
'TYStockholders arc treated.

. Importanceofeffedive<:orporcrtegovernance
The impottAlnce of effective cOrporate governance to
Russian enterprises is, quite simply. the need to assUre
prospc:nivc investors that unfair trcannent as stock,.
holders'is a coneern that can bediminatcd from the risk
side ofthe risklre\l;ard equation. .

The ~a:ls to be derived from Uwesunent in Russia
are potenti~itr ·great.' Much h~ been written. for
example, about the undervaluation' of Russian
comp21lics as they havc become privatized. Gn."Cl
potentiallyhilth rev:ards. the i......~ue becomes one ofrisk.
" The usual risks associated u-ith foreign investment 
me risks ofpolitical violence, expropriation and currency
iDeonvrnibility - play a lesser role: in deterring
investment in Russi2 than either the threat ofcxcessive
taxation or un~nainty as to ho": investors will be
treated in the ne\l.-ly-privatized corporate structures.
Obviously, corporate managers in Ruma cannot
control the actions of the Russian Parliament in rdation
to weation. Protection ofinvc:stors through the adoption
of sound principles of corpor81C governance. on
thc other hand. is c:ntirdy within the control of
Iwssian managers.

The stockregister .
Co~ratc governance begins with llS..o;uMg in..-estors
that their share O\l'nership will be dearly esra~Iished on
the books of the complli:ly and that they will be able: to
transfer their shares "'hen Lhe time comes to sd1 them.
Unfonunate!y. as numerous articles in the. preSs havc
reponed, investors in the Rus~iiUl market have been
subject to so-called custody risk: tile fear that the share
holder registers could become lost or destroyed 01' .

manipulated by unscrupulous regislr2fS ,or
management, te$ulting intbe disappearance- of any
physical proofofo~"Oc:rship.

12lJun< 1995

The importllnce of an effective registration system is· :
recognized in Russian laws and regulations, Anicle 9 of
Decree No. 601 of the Council of Ministen of Russia,
dated Dccanbcr 2' 1990 CDcm:c No. 6Oll, c::sW>lislres
the ba.~e legal requirement to maintain a registry of .
stockholders, Article 51 of Decree No. 601 specifically
permits the delegation to banks or. other specialized' .
organiution5 of tht' funetion of maintaining the Itad .
register. Presidential Edict No. 1769 of October'27.
1993. and Order~"Jo. 840·r. dated April181994, ofth~
State: Committee for Management of State'Property,
esublish a l«:gal framework for a s}'Stem of registration
and transfer ofshares,

'Praidcntial Ediet No. 2Q6}, of ~vember 4 1994;
created the Federal Securiries and Srock Market
Commission <me Securities Commis5ion) and eharge.d it
with o.vt=rse:cing the devdoping Ru.~ian securiries
marker. An April 1S 1995 resolution 9f the Council
.of Ministers ealJed upon the Securiries Commission
to create ne~' procedures for a modem_ effic:ienrfederal
settlement aod custodial system. Such a JyStCJJl'

is beg1nrUng (0 ~ form in a new joint vcilture
shan: regiztrar, to be called the: NatiorulJ ~uy
Company, under the 5ponsorship of the Securities
Commis:'iion, tbe Intematiopal Finance Corporation
(the private development ann of the World Bank>:

(c)1995 International Financial Law Review
reprinted with permission.
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Stod<holders'meetings and votingp~ures
As is recognized by Anicle 18 of Decree No. 601, the
annual rneetiag of stockholders is the most important
event in corporate governance. 1be President's Edict of
January 4 1994entitkd 00 the Stlte Prognrnme
for Privatization of State and M\lnicipaJ Enterprises in
the Ru~jan Federation (the 199-l Privatizarion
Pro~me) requires that the annual meeting Ix: hdd
no later than 120 calC%)dar days after the end ofthc fiscal
year, ""hieb is a positive step in thc direction of share
holderprotection.

The most important function 10 be carried out at the
annual meeting is, ofcourse, the dection of the direetol'$.
The: other imporrant functions of the annual mL!eting. as
provided for in Article 98 ofDeertt No 601. are the
approval of the financial statonems. the designation of

EBRn. Bank o( Ne\V York and !'\l'O Ru~iarl companies.
It rmy take sever~1 years to ..chiC'"e .. fully funct.ioning.
.independenl regisct':lr s)"Stem, but ;I promisin8 Start Is
bcintl made.

Meanwhile. private cffo.rts arc Dlso being made. One
exampkistheprogrammeofproposcdcustodyarrange.
ments developed on behalf of~ proposed Templeton
RuS3ia Fund. Templeton propose to usc ~ MOSCO\l"·
based subsidiary of Chase Manhattan Bank as the
coordinillor end monitor of .ill registry lind custodian
rdationships .in Russian com panics, by means .of a
nerv.~rk of contracts \Lith the registrars of the Russian
compmic:s in v"hicb the~' Fund \LiD invest. ,. .

The: fact diat the US Securities and Exchan~e

Commission has recently granted and published an
·c:<tensive ruling.end anexemptioo order tbat permit the
proposed Templcton Russia FUQd to awkct mutual
fund shares to US invcst0t3 on the basis. ofchis custodv
struCture has giVal further prominence in the US t~
the is~ue· of regisua.rion and custody mechanisms in
Russia. This publicity v,ilI further raise 'the expectations
of foreign investors as to uk regisrration and
custody procedures. .

{t is'imperative that Russi.n ma~rs both under
stand the: vital importance of these: evolving measures
IUld give them full Stlpport.

An indication that some Russian managers and
o''''ncrs appreciate the importance of the stock register
lies in a recent press report concerning the Tomsk
.Petrochemical ~t, The Moscow investment
corporation. Ni~~tee<:ntlygained control of Tomsk,
and. according to thcpress repon. the new board of
direcrors v.il1 ·work to make (me Tomskl sharo.more
a~lihg .... Nipek management pl.ans to tranSform
thc pianr into Il progressive joint·stock company. The
comphly's share rqistc:rwill~maintained by a bding
Moscow resisuarion company .... Tomsk sh:ues could
eventually be offered on international stock markets. ~

Oearlythe motivation to creace highly marketable
shlUCS, in this instance, is bringing into sharp focus the
share register and other consideration~ of imponance to
foreign i.cvestors

__________________~RI..;;;=n-"=~~.legown-

the auditor 'nd the ftxing ofthe audilQr's eompeoS8tion,
~ussian 111"" contains· some ~asic. Pl"O(ecUon$ for

minority stockholders b~' req!Jiring mare chm I simpk
maiority ofthe votes to adopt major~ Article 105
ofDeem: No. 601 alIs for a ma;oriry ofar lcast i,,% of
the vota of the stockholders prcsc;nt at thetn~ in·
favour of c:NnRel' to the charter' and decisions to
reorilUlize the joint stock company or convert it$·.c:tiv.
mes. the 1994 Privlriution Programme goes further

.and calls fora \'Ote ofItkat75% in [,vouro[~ in
the size of the authorized Capital. the sale of c:otPor.tte
ISSeU if the value of the sold ISSetS exceeds 25% Of the
authorized ~apital.md atbcrimporwrtmaru:n. .

Thus. Russiln In.- prp\'ides the due frwmeworic for
"ockholder~ Theproblcmsaretbrecfold;
• outright~ on the. put of mmY Russian·
~ tosrodcboldc:r\"tXiaamdstexXhoJdaiuitiatiflS';
• nOfl'C:xisfa!cc of indcpmdcot prm:r-c:ouacizig
mechanisms: and .
• mexp.meno: in the runningofannual meetings. .

As to the first of these ptoblems. the Wfl1J Str«t·
jourM/ of April 21 1995 carried a story of a1lqcd
extortion in the form ofademand bya~ussian company
handling the stock registry of Sakhalili Shipping Co.
for payment of S75,OOO in order for I Russian
shareholder to vote its shares at the &nl:1ual meeting.
The same article reports, in the case of another
Russian company azmual mc:cting, ph~a1 bl~
of entry to the .Annual meeting. These~
obviously reverberate around the world aDd cannot
help ·but serve ~s I deterrent to foreign ·invcsmx:nt. .
The rcmedy lies v,;thin the eny.~~fi~«i.

.•. _ .•.•~•• "'-<;...•
c:orporacemanagers. .. :.~.:'";;':''' M:-~~

~ to the second p.r9b~l· ... ,.~. ;"I?'
ofDecceeNo.~l~lts~~~~~~.
D~ of the sopblsucate:dme~P!'J?"Y"~
and counting tM lave beetl ·d~~.i·~(Ui."
We recommend chat the ~.:,~ietif
undenakc: the preparation of~~~~..:
seer~ries as to proxy voting procedu.reslln~i!jir
to assure that independent pro~ counting.~.~"
available and art: used to bclp cnst,l~ the mtqriryCi~
voting process. '. .. . .. ' ... -:.;.;' ,

Finally, as to the conduct of the 1lQnue.l meer:m,~ ys".
experience demonstrates thar the. ~l'QP;eJ~C#~ ..
m~ing ofstockholdersrequiresap'~~ •
bas both knowledgeof thegroundroks~ieiuQit~, ;
procedure and a balance of~·diP~.itJ..
good judgement. Wc recommend th. rhe~
Commission, or another appropriari::~~~
handbook for presiding offices u~~'"ol:~
holders. and.th~t steps be takenro.~¥j~
use of the pnnaples andpr~~s\dl:
handbook. . . :, ~~. '. ~ ': .~. ~~ ¥

...:.:.-.:;. >~..
Theboardof<f.rectors ..... ~:::..~'~.~:....

Size of the board. The 1994 Priv~ti~~t:~~~·.~
requires a Board of DireCtol'$ ofat·bst~~.
in ~e case of joint stock companies b..\IiniD'otmO~ .'

. ., .'.:..~~"\.

Juo(i..~.'..
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_ ..--~--------------_.:...
10.000 stockholders and ofat le2st nine ~bers in the
case of joint stock rompanic,s with more than 10.000
stodthol~. lul50~in:scumulativc voting..

Composition or the board; The 19904 PrintU;suon
Progl'2minc n:Cognizcd the diScin~n bet'.!-"eCIl imide
and outside: din:ctors and toole a bold step f(IN':ud. It
~uired thac at bst na'o-tnirc:fl; of the members of the
.Board be non~ployees ofche compt.ny.

No dOubc then: ",ill be dif/kulry in finding ,,'t'U·
qu.ali£ied individuals to h11 the outside director
slots.. 1:{0\Ve\'er. the pool of talent is InNing daily. lIS

more and more Russians gain experience of opetlitillA
within a' fn:t: market system. We unPersrand mar

· vt!ty rec:en~ly the Red October ChocoI2~ FlICtory
·and Irkutskencrgo. bcxh of utJich Ire uyinlt to
attract fon:iE:n in'i'CStmalt.· dected Amc:rians to

theirboards.
.·.RUssian manaeers should also undastand that if an

qut$ide director is 10 qualify as being indc:~ent. it is
Dot CDOlJgh dllt hi or she DOC be IIl1 employee of the
company. The outside director should not ha\~ such a .
dO$C rdaponship to the chiefcxc:cuu\'c officer (\Okthcr
by family or ec:onomic or other ties) that he or she is
subservie:ot to the opinions or decisions of the chief
exe:cuti\'e Officer.

functions of the board, By far the most important
function ofthe board of direnors is the sdenion of the
cmefexecurive offi<:cr <CEO>. the fixing of his or her
compensation, the evaluation of his or her performance
and the n:p~cmcnt of the CEO when appropriate. In
recalt }-c:ad tJs- boards of directors have been more
insistent on higb.I~1 pcrfonnancc by the CEO and
more'\l.iUing to teCOfnize their own errors ofsdce:t.ion by .
Vloving deciSively roward repl.eement of II poorly
is:erformingCEO.
.. In contnlSt to this locus in the board of dir«ton of
respoll.~jbility for selection of the CEO. Article 124 of
Decttt No. 601 provides that the st~k.botdm choose
the CEO ("/I geDera1or executiVE: directororpresident')
from among the board ofdirectors. We reeorrunend dut
in any corporation law enacled by the Russian

. Parliament, or in any revision of IXcn:e No. 601, the
sdecrion of the CEO be made a function of thc board
dfdirectors. •

Boards of Russian companies must be encol1ra~ed to
accept the other principal responsibiliti~ of a board of
clittaors. In US corporations the boud normally; .
• oVersees the conduct of the corporation's business to
evRluare whether it IS being properly managed:
• rt'Views and approves major corporate plans and
actions;

.• appl'Oves the corporation's nnancW ,tat~ts; IUId
• makeS recommendations co shareholders as to
m:ttters on "'hich rhey have poU'cr10 vote.

We recommend that educational .materials be
prepared for boards of directors of Russian joint-stock
companies. describing thdt functionsaod their duties.
This project could approprialdy be undertaken by the
Securities Commission.

14[func 1995

Theauditc:ommittee
Article l30 of Decree No. 601 requires d1areJte stoc~-'

holders lAt (he annul.! meetins elect from *J110nt\ th~

stockholck~ an audic commission.. Non~ of the
members ma)' be officers of.the eompany C"cxcariivc
directors·. in the terminology of~ No. 6011.. rhc
difference beN,'ecn Decree: ~o. 60 I and US law or
pNC'tice is that th~ audit ~ommjttC't' in the: US is~.
by the butt,J 01 Jil'«'tors {rom among the outside or ...
indepcndc:nt c1in:aors. .

.Decree No. 60J pracribes the duties of the lIudk
commissionin~raI~rms.lI-hichare; ·Toovc~ihe'

linandaJ and (OI11lm'rcial activity of the compm):.~ .
(Article 1701 Also. the audit eommmion in Russia
·presents the results of its ludit to die~ Ctock
bolden'm«ting.": (Arride IH). .' .. .'

Much hll~written in the t:SastotheimpOrtan~

of the lIudit committ~ and the scope of itS £uncti~.
Again. ~ n:c:amm<:IJd chat educational rncti:titls,·
including guidc1inc::s, Ix: prepared by the. Securiti~
·.Commission for the use ofaudit committeemc:mbets. .

Othetoorri. itteesofthe boardofdiredors
Article I2} ofDecree No. 601 providcs:

·The Board of Directors miY. when neeasaty,
designate persons froin among their number or .
other personnel of the joint.stock company to
perform specific tasks. W

This authorization could readily be wed by 1II board of
directors to desigDate twO commitlees that are wdI
established in US praaicc; tM compensation committtt
of the boerd and the nominating committee of the
board. Dcsjgnation of such committees "Il.-ouId demOn·
str2te a commitmenc co effecrive corpora«: govcrntace .
and a sophi$tic:ation iD eotp01'Ite governance struCture;'
lI,hich ~'ould enhance im'CS[or confidence.

Although Dc= No.601ClI1.Is for CEO compensarion.
to be esfBblished by the stockholders..presumabJy II·

rccommcnda.tion must be taken to thesrockholdc:rs by the
board of dircaors. lbat n:comme:ndsrion wowd ide3lly,
be worked out initWIyiD acommirtee of outSide ()r' .'
independentdirectors, that is, acompensation committ~

A. norninarmgrommitt¢c ofthe boardofc:iirecto~could
uke the lead in the sc:arch {or outside c;li~ who wiIl
bring experience and ju~Cllt to the board ofdirectorsOf
Russian joint stock companies. At b.st a majority ofcbe
committee(ifnot all) should beourside directors.

The mere designation of thesc two committees by a
Russian joint·stock company would bring very
favourablcane:ntion from foreign investors. .

Duties ofc:lirectors andofficers
Although Russia is ;I civil law rountry, inV'C:5[or conE·

. dence would be greatly e:nhancrd if the fiduciary
principles applicable 10 directors and officers which
have <:'Volved in England and the US o~c:r two centuries
were given cffect in Ru:i3ia.

In the l'S thc duties of di~ors and officers· are'
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'8c=rzllydas.si1icdW1dcrN'Obroadc:lt~~. 1~)lrc:

Duty of~.~Ru~anmanOll!crs ~houlJ be tl"1lined 10

accept the basic precepl of lhe JUlyofCa~. n/lmcly. th"t
a director or. officer has I dutY to his eorporatlOn to
perform his functions in tood f!lilh. in II mann~r lhat he
or she ~nablv bdievc-s to Ix:- in the best interests of
the cOrp<lration: a"nd 'lilh 'Ihe care that m ordin:zrily
prudent person \..'Ould rel/!'Onobly b4! expected to
e'terdsc undersimUarcircumsllUlces,
: This duty i11dudes the duty to im.'CS~.tcsu~picious
facts or circumstances and to tUld out the auscs of
uhusuaJ evenlS.
. ObViously~ manlllters need Ihe prOta;tion of

.the 'business iu~ent rule', which statC$ that the
conscious dccislons of dirC'C1ors and officers. if made in
i~ £aith IUld v.ith adcqUi1fe information. I1'C not
subject to $Ccond RUessmg.

Duty 'oE &;t dealing, or duty of loyalty. P.n:i"'I.rf)·
.....-hcre: the ownership of the means of production is
moving from Ilovemmen'~ entities into privardy.
owned companies. there ;\l'e many situations in which.
eonflict. of interest can arise bcrwcen • director or
officer. on the one hand. and the eompany or its stock·
holders:on the ocher hand. Whenelo'er • director or
of£lc~r has a personal ftnancial interest ill a matter
affecting tbe corpol'3tion. he bas a dut)· to aa fairly·
toward the' c:orpol'3tion and its stockholders. The
fundamental principb of disclosure to the board of
directors (ana in some cases to the nockholdersl and of
disqualification fr~ voting on matters in which an
officer or .dir~ctor~ a personal inte:r<:st must be
learned and pUI into practice in Russia.

The principles of fair dealing. disclosure and
informed choice by disinterested stockholders also
apply ~~ere a maioriry~ockbolder seeks to llcquire or
restructUre: minorirv interests in subsidiaries. ~"eral

Russi2n Companies, includingLukoiJ and Komite:k. have
recentlyengllged in transactions invoh-ing minority
interests in subsidiaries. and undoubt~dly other Russi2n
'companies will be taking simihr action,

Remeer!eS
The use of joint·stock cOD1panies as the principal vehicle
for conducting the free enterprise syst~ in Russia
cannot succc:ed in thc:long run w'ithout romes~= of
remedies whereby stQc:khold~1"$ <:an ~n(orce th~ duties
oftbe company's officers and directors. The freedom to
sell shares of a peony-managed company or one that is
beinfl wrongfully exploited by its managers isnot II suffi·
cient answer for ~arehoJden: in the new joint-srock
companies ofRussie. where values lire likely to increase if
sbllres are ~ta.ined.

Similarly, proxy rontc:srs'lIrc not a viabk rcrncdy in the
prc:5(:nt state of immaturity of the sc:curicics markets in
Russia and ofvoting procc:durcsofRussiiL":l companio.

Civil suitl by stockholders. The ultiinOltc means of
enforcing the duties of dir~etors Irld officers in the US is.
of course, the commen~mentof II judieilll proceeJing.
The sui! can ~ither be:

_. __._. .•~c:00::J2ltl!.JiC.'!'!!~i1· ..ce

• to. prevent the ~'ronltful action from 'taking puce or
concinuinlt (an injunction I; or .
• to requIre the ~'lVngful director:; and officers to polly
money (dat1'l;lgcs) 10 compel1$llte the stockholders o~ the
eorporation for the: iniul)'donc bypast :lctions, :

W'hiJe one mij!.hr not 1,\'ant to se:t: the litigiousprOdiv- .
itics of' US stockholders lor. more realisticallv. their'

· attorneys) takin~ hold in Russia. lc:¢slation should be.
~cted pet1l'Iinin~ stockholders of Russian joint stoclt·

. compllZ1ics to protect thdr righrs through the
Arbitr.llt~ COUrt. The legislation ideally "''QUldcreatea
special branch ofthe Arbitration (".aurt for dealing with
iotf'll-corporatc di"putc:s.

The "mitr.rion Court could adopt • set of special
rulcu/IIJ p~dul'C$10 help ensure that intra-corporate:
disputes lire n:IOlved Gpeditio~r. Apre~r exiSts
i~ the state: of Dcla1,\'are in the US.' v.-nere most: large.

· corporations h&\'e been organized md where most.
cot'pOt'ate p-emance litigation talces place. Dda.......re
has n:a;ntly adopted a special set of rules and ~~.
dul'C$ designed to have mlljor commercial litisation
resolved expeditiously and cosl-effeetivdyby Il'l experi-
ene:t:djudge.. . .

Governmental enfon:emenL Both in Russi2 ImCl it!
the Us. ,,:hen the directors and offi~elluse th~ corpo
ration to ~iol.le: applicable: !a\l,', the governmenr can
bring cnf<?iecmc:nt procc:dings. In the US these
pl'OCttdings mOlYbe brought by tbe federal govcmmt:nt,
a state government. or a local government (county. citY.
or town). depending on ",:hllt kind of .lav. bas been

. ~iolatc:d, 'The proee:t:dings may be civil or eriminal in
nature. A eorporarion can be fined. and in sonJe case:s
the officers responsible for the illegal conduce have eYC:n

bcc:n found criminally Ii.ililc:· md cithc:r fined or
impri.~nedor both.

We recommend IMt a new position be created withi,n
the Securities Commission for an officer whose
particu1u :'CSpOnsibilities v..ill be to investigate and
;>rosec\ue eorpol"llte wrongdoing, and th'lIt the procu
rator-general be empowered to prosecute corpOrate'
officials v..bcre:criminal beh~viour isinvoh-ed.

Conclusion
· The transition to II frtt mlll'ket economy in Russia.

requires foreign invatmcnt.. Foreign inveStmc:nt will
flow $j~nificantly only if [here is confidence in the ......ay
corporations arc gove:rned. This requires;
• basic: stockhoJd~r prot~ctioDS in respect ofoMJership
rights and volin;;.
.• rules ofconduct for officcrs and dircctonofRussi:in
juint-s{ock eompmics that arc as dear as possible;
• an educational process for such offic:crs and directors;
.and
.e. th~ e"il;tence of. ;udicilll forumu.'he~in stoddlolda
rights an be enforced, .

While II ~ood Stan has been madc in establishirig
sound principles of corporatc govcmanc:~ in R1JSSia:,
the need for more rapid progress is clear' and .
compelling. :J

June 199511S
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Case Study: The Privatization of Fertilizer Distribution in Bangladesh

I. Introduction I

On January 16, 1995, Mr. Michael Armitage2, a USAIDlBangladesh Mission officer, was
reviewing a disturbing report on recent violence in the countryside. Apparently several
farmers in Bangladesh had been killed in riots over fertilizer supplies the day before. The
report also stated that seven fertilizer distributors in Bangladesh were arrested for selling
fertilizers at above the maximum retail price set by the Government of Bangladesh (GoB).
The events proved particularly disturbing for Mr. Armitage, in light of the recent completion
of the fertilizer distribution improvement project in Bangladesh. The 16 year project,
completed in August 1994, had led to the increased use and supply of fertilizers to improve
agricultural production levels, eliminated price controls on fertilizers, and facilitated the
privatization of fertilizer distribution.

The rece~t violence resulted from a series of unfortuna~ events that had occurred since the
project had ended. The problems in the fertilizer sector could be traced to a world-wide
increase in urea prices that began in the summer of 1994. In response to price increases, local
factories, all of which were still owned by the government, began to export aggressively in
search of more profitable earnings abroad. This limited the supply of fertilizer to private local
dealers and reduced the supply sold to local farmers. The shortages and the increasing
violence had given the GoB an excuse to introduce price controls and other measures which
threatened the accomplishments of the fertilizer distribution improvement project. The
nascent private fertilizer distribution industry was threatened. What options, if any, did the
Mission have to address the crisis? How could the Mission prevent the government's gradual
reclaiming of what had once been a vibrant private sector distribution network?

ll. Bangladesh- Recent Economic Background

The rate of economic growth in GDP in Bangladesh had averaged 4.5% over the past three
decades. By 1994, Bangladesh achieved a 50% increase in rice production and neared self
sufficiency in rice production due to increased fertilizer use and groundwater irrigation.
Improvements in non-traditional exports (other than jute, leather, and leather products) and
garments led to an increase in the export to GDP ratio from 7.4% in 1985 to 9.4% in

lThis case study was developed by Price Waterhouse UP for the Economic Growth Training Workshop
given for the United States Agency for International Development (USAID). The case is meant to serve as a
basis for class discussion rather than to illustrate either effective or ineffective handling of a business scenario.
The author of this case wishes to lhank: Mr. John Allgood of the International Fertilizer Development Center
(IFDC) and Mr. Ralph Cummings of USAID. Further use of the case is prohibited without permission from
Price Waterhouse LLP and USAID. August 1995.

2Names and positions have been fictionalized for the purpose of case writing.
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1991.The ratio of imports to GDP was 16-18%, fluctuating with the annual food aid
requirement and changes in the annual bill for oil imports.

Poverty alleviation remained a major issue for the GoB. The per capita income of US$180
made Bangladesh as .one of the lowest income countries in the world. Income distribution in
Bangladesh was highly skewed, with the upper 5% of the population contributing 21 % to the
national income and the lower 40% contributing 18%. Nearly half Bangladesh's 110 million
people lived below the poverty line, while 27 % were considered to be in extreme poverty.
Bangladesh remained heavily dependent upon foreign aid, with total aid disbursements,
though declining, accoun~g for nearly 7% of GDP in fIscal 1993.

To encourage private sector initiatives, the GoB passed the 1991 Industrial Policy, through
which it planned to privatize all public enterprises, with the exception of airways, railways,
electricity, telecommunications, and minting and security printing. The government planned,
in particular, the restructuring of the Bangladesh Jute Manufacturing Corporation, the
Bangladesh Jute Corporation, the Bangladesh Power Development Board, and the Bangladesh
Agricultural Development Corporation. In 1993, the government permitted private sector
investment in power and telecommunications, in addition to establishing a privatization board
to speed the divestiture process. By 1995, the government had initiated a major restructuring
program in the jute sector that called for the closing or privatization of all but two of its 29
mills.

ID. The Agriculture Sector in Bangladesh

Predominantly an agrarian economy, Bangladesh's agriculture production contributed to 40%
of GDP in 1994. In 1994, about 85% of the population resided in rural areas, with over 2/3
of this rural community working in the agriCUlture sector. Between 1980 and 1993, the
number of persons per cultivated hectare had increased from 10 to 14 persons.

Bangladesh farmed 9 million hectares of cultivable land. About 30% of the cultivated land
was irrigated, with 85 % of the irrigated land using modern methods and tools such as
tubewells and low lift pumps. Farm sizes averaged 0.9 hectares, with small farms dominating
70 % of the farm community and 29% of total farm area.3 Landholding patterns were also
skewed. About 11 % of rural households owned half of the total cultivable land, while 33% of
the rural population were considered landless.

Wheat and rice paddy crops accounted for, on average, 80% of the value of annual

3Landholding of up to 2.5 acres were considered small farms. Medium farms were up to 7.5 acres. and
anything above 7.5 acres were considered large farms. Large farms accounted for 4.9% of the total farm
population and 26% of the total farm area. In 1994. the farm community consisted of about 10 million farmers.
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agricultural production. 4 Three seasonal rice crops (Aus. Aman. and Boro)S represented
about 74% of the total cropped area; other important crops included wheat (5%) and pulses
(5%).

Urea. triple superphosphate (TSP). and muriate of potash (MP) were the principal chemical
fertilizers used in Bangladesh. Domestic fertilizer production consisted primarily of urea and
TSP. and some single superphosphate (SSP). The government imported all of its MP supply
and 75% of TSP. Imports of MP. TSP. and other products accounted for about 25% of the
total fertilizer supply in Bangladesh.6 Approximately 80% of the total fertilizer use was
applied to rict: each year.7

Demand for fertilizers peaked at three periods during the year. For urea. the peaks were
February-March (Boro). June (Aus). and September-October (Aman). For TSP, the peak use
periods were January-February, July-August, and October-November. A pattern of peak use
for MP was not apparent.

IV. Fertilizer Distribution and Marketing in Bangladesh Prior to 1978

Inefficient traditional subsistence agriculture and poor climate and drainage led to low
productivity. The use of manure, compost and rice hulls to soil was practiced, but on a
limited basis.

Bangladesh did not begin use of chemical fertilizers until the 1950s, primarily for tea gardens
and agricultural research. At the time, the Directorate of Agriculture procured, stored, and
distributed the fertilizer. The Bangladesh Chemical Industries Corporation (BCIC), a
parastatal operating under the Ministry of Industries, controlled all domestic fertilizer
production.

In the early 1960s, the East Pakistan Agricultural Development Corporation (EPADC), was
established to import, procure and distribute to the farm level fertilizer, seeds, and irrigation
equipment and services. After independence from Pakistan in 1971, EPADC was renamed
the Bangladesh Agricultural Development Corporation (BADC), and placed under the
Ministry of Agriculture and Forests. In addition to duties formerly carried out by EPADC,
the BADC gained responsibility for monitoring and controlling prices of fertilizer distributed

40ther important crops included jute, sugarcane, tea, tobacco, cotton, oilseeds, potato and pulses.

>rhe three rice crops corresponded to the early monsoon, late monsoon, and winter (dry) seasons.

6In 1977, urea represented approximately 66 % of total fertilizer sales; TSP, 27 %; MP, 6%, and other,
1%.

'Of the total used on rice, the Aus crop accounted for 32%, the Aman, 55%, and the Boro, 13%.
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and sold to retailers and farmers.

Between 1967 and 1968, BADC began a campaign to inform farmers about the value of
fertilizer to increase crop yields. This involved the development of a distribution system
through private dealers and cooperatives. Between 1964 and 1977, fertilizer sales increased
from 305,900 metric tons to 715,000 metric tons. By 1977, 65% of the farm community used
chemical fertilizers, though most of the users were larger farmers. Fertilizer imports
represented 57% of total sales in 1977, mostly funded by various sources under loans and
grants. Supply shortages and timely delivery of fertilizers hindered sales.

The Old Marketing System

Under what was known as the Old Marketing System (OMS), the BADC used a national
network of about 22,000 private sector retailers for fertilizer sales to farmers. 8 The BADC
procured the fertilizers from the domestic state-owned factories or imported them, and then
shipped the fertilizers to 67 intermediate warehouses. The BADC then shipped the fertilizers
to a network of 423 thana9 sales centers or Thana Central Cooperative Associations (TCCA).
Finally, private retailers purchased the fertilizers from the thana sales centers or TCCAs and
sold the products to farmers (see Exhibit 1). Thana sales centers distributed about 75% of the
fertilizers directly to private retailers, while TCCAs sold the remaining 25 % on a wholesale
basis to private retailers and to member village cooperatives called Krishi Samabaya Samity.

Retailers could only purchase fertilizers from specific sales centers assigned to them. The
OMS permitted retailers to sell fertilizers only to farmers in specified areas and at prices
established and controlled by the GoB. The retailer would also receive a discount off the
official retail price of the fertilizer product, set by the GoB, to cover transportation costs,
losses, and profit margin. IO BADC gave retailers an average discount of 8.6% off BADC's
gross sales revenue. The discount and profit margin proved insignificant after accounting for
transportation and handling costs. In addition, if the price of fertilizer increased, the discount
only compensated the retailer for distance, and the retailer paid for the price difference out of
his own pocket.

Under the OMS, all retailer accounts and sales were subject to inspection by the BADC. To

SDealers were appointed by the BADC on approval of a thana comminee composed of BADC's thana
inspector, the Ministry of Agriculture's thana extension officer. the local union council chairman, and an officer
representing the deputy commissioner at the thana level.

9Thanas were the administrative unit of the local government below the district level.

lOorbe formula for establishing a dealer's gross discount off the official retail price was based on the
dealer's distance from the assigned thana sales center. This discount did not talce into account the dealer's
purchase cost. Thus, the gross discount varied from product to product and according to distance.
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help achieve promotion of fertilizer use, retailers had to maintain a sign board indicating
retail fertilizer prices in a prominent place at their sale site, distribute leaflets and pamphlets
to farmers about fertilizer use, and display posters issued by the BADC. But retailers rarely
bothered to display these posters or hand out leaflets.

The BADe had few incentives to cut costs under the OMS. Though sales volumes increased
by 90% between 1973 and 1978, BADC's operating costs escalated by 240%.

Moreover. retailers and farmers experienced frequent temporary fertilizer shortages. This
resulted, at times. in restricted product choices for farmers. These problems in fertilizer use
and supply were mainly attributed by:
• Poorly timed arrival of imported products, limited access to foreign exchange, and low

production levels from domestic factories.
• Inadequate transportation infrastruCbJIe to meet higher shipping demands and limited

storage capacity.
• Lack of coordination and communication between donors on fertilizer aid and

organizations responsible for various segments of the fertilizer sectors at the Ministry
level (e.g. transport, finance, port operations. and rural development).

• Ineffective agricultural extension efforts to advise farmers on proper use practices.
• Shortage of skilled (technical and management) personnel.

Fenilizer subsidies

Beginning in the 1960s. budgetary subsidies were employed as part of the GoB's effort to
popularize chemical fertilizer use and achieve accelerated growth in fertilizer consumption.
The subsidy reflected the differences between the BADC expenditures on fertilizer
procurement and distribution and sales revenues. As fertilizer use began to increase
dramatically during the 1970s, subsidized prices created a serious bUdget problem for the
GoB. By 1977. the fertilizer price subsidies (from factory to farm-levels) amounted to 59%
of BADC total bUdget and 4% of total GoB budget expenditures. Subsidies as a percentage
of total fertilizer costs averaged 50% (see Exhibit 2). The GoB wanted to phase out the use
of subsidies and more efficiently use the savings for activities such as irrigation development.

In 1978, the GoB with the assistance of USAID, began an ambitious fertilizer distribution
improvement project to remedy these and other problems faced by the fertilizer sector.

v. The Fertilizer Distribution Improvement Project, Phase I (FDI-I): 1978-1983

The FDI-I project integrated and expanded three separate USAID agricultural development
efforts in fertilizer storage, bulk handling, and agricultural input supply initiated in the early
1970s. The project aimed to increase crop production through increased use of fertilizers,
particularly among small farmers, and improve BADC's effectiveness in fertilizer distribution
and marketing. The GoB hoped to achieve a 4% annual increase in foodgrain production on
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all land, as well as a minimum 6% increase in foodgrain production on small landholding.

The GoB/Ministry of Agriculture and USAID/Bangladesh signed the FDI-I project agreement
in July 1978. 11 USAID and the GoB contracted the services of the International Fertilizer
Development Center (IFDC) to provide technical assistance for the FDI-I project. IFDC
would provide assistance to the Ministry of Agriculture and the BADC in the areas of
inventory control, least cost routing, and use of high-volume transactions as a means to cut
costs and pass on savings to private retailers. In addition, IFDC would deliver training to
private retailers on how to promote fertilizer use and increase demand through improved
information dissemination on optimal fertilizer use.

Constraints to fertilizer supply due to the lack of foreign exchange for imports and storage
capacity would be addressed through financing of fertilizer imports and the construction of
additional fertilizer warehouses. Further, FDI-I aimed to develop and implement a new
marketing system (NMS).12

The New Marketing System

The project encouraged policy and operational changes in the fertilizer marketing and
distribution system through technical assistance, restructuring and privatization. The major
changes brought about by the NMS included the following (see Exhibit 3):

• The intermediate warehouses, thana sales centers, and TCCAs were condensed into 97
Primary Distribution Points (PDP) under BADC control. BADC kept some of the
thana sales centers and TCCAs located in remote areas where PDP dealers could not
effectively supply fertilizer due to high transportation costs.

• The BADC would now only distribute fertilizers down to the PDP levels and in
remote thanas not adequately served by PDP dealers.

• At these PDPs, BADC could sell fertilizers at reduced wholesale rates for large
quantities over 3 tons directly to retailers. 13

lITotal u.s. assistance as of May 1988 was approximately USS222 million ($190 million in grants, S32
million in loans).

12Funding for the three components were as follows: USS142 million to finance 527,000 tons of fenilizer
impons. US$60 million to fmance the construction of BADC fenilizer warehouses, and US $33 million for
technical assistance and training in fenilizer marketing policy and marketing systems.

13Wholesale prices were determined by the GoB based on BCIC production cost or impon costs, plus a
markup for BADC overhead.
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• Retailers could sell directly to farmers or to other private dealers. The ability to sell to
subdealers allowed some retailers to become distributors of fertilizers.

• Restrictions on the resale price of fertilizers to farmers no longer existed.

• The gross discount rate offered by BADC to retailers and distributors was no longer
based on distance from purchase site to sales site. Rather, the retailer or distributor
would receive a fixed discount dependent on the type of fertilizer purchased at a PDP
or a remote thana sales center. The discount received under the NMS averaged
11.8%, 3.2% higher than under the OMS.

• The BADC no longer appointed retailers. Any private individual, company, farmer
association, or cooperative could buy or sell to and from anyplace or anyone they
desired within Bangladesh.

Achieveme.nts under FDI-I

Over the 1978-1983 period, the FDI-I project achieved important results:

Foodgrain production: Between 1978 and 1983, foodgrain production increased by about
2.6% per year, from 13.3 million metric tons to 16.5 million metric tons. Though foodgrain
production did not meet the 4% per annum goal, rice production increased at an annual rate
of 2.15% (boro rice production increased by 8% per year alone) and wheat production
increased by 12% per year over the life of the project.

Warehouse construction: Warehouse construction led to 34 new BADC warehouse sites with
a rated capacity of 188,000 metric tons. This represented over 40% of total capacity (449,092
metric tons) by 1983.

Fertilizer imports. sales and use: Through the US$142 million fund support for imports,
BADC imported a total 527,461 metric tons, averaging about 13% of the country's total
fertilizer imports.

The gradual reduction of subsidies on urea, TSP, and MP did not result in reduced
consumption of fertilizers, evidenced by increased sales to local farmers from about 730,000
metric tons to 1,129,000 metric tons between 1978 and 1983. This demonstrated an annual
growth rate from about 8 % to about 55 %.

Over the life of FDI-I, the percentage of farmers using fertilizer on at least one rice crop
grew from about 65 % to 98 %.

New Marketing System: The NMS limited BADC's responsibility for distribution of fertilizer
down to the PDP level. In light of the fact that private retailers could now purchase directly
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from PDPs and sell to anyone of their choice below the PDP level, some private retailers
chose to become distributors and resell fertilizer to subdealers for slightly higher profits than
before. By the end of the project, private distributors and retailers controlled nearly 99% of
fertilizer trade below the PDP level. Though not openly stated as part of the project goal, the
policy changes under FDI-I resulted in the gradual privatization of fertilizer marketing and
distribution below the PDP level.

Remaining Issues under FDI-I

Though BADC's distribution costs did not increase, they remained very high, attributed
mainly to BADC mismanagement. Fertilizer use by fanners and dealer receivables were still
often constrained due to BADC's failure to make fertilizer available in an adequate, timely,
and convenient manner. Access to and reasonable prices for fertilizer in remote areas
remained an issue for the BADC, given higher prices for transportation and marketing, and a
limited number of distributors in the remote areas. Further, as retailers and distributors began
purchasing larger amounts of fertilizers, they complained of a lack of access to commercial
credit to finance their purchases.

VI. The Fertilizer Distribution Improvement Project, Phase n (FDI-m : 1987-August
1994

The experience under FDI-I revealed that improvements in fertilizer use depended on the
liberalization of the distribution system. Thus, FDI-II was born. Though FDI-II maintained
the same development objective as FDI-I, this follow-on project focused more on improving
efficiency in fertilizer distribution by focusing on the establishment of a free, competitive,
open fertilizer marketing system. IFDC continued to provide technical assistance to the
project and the Ministry of Agriculture.

Project implementation began in February 1987 with the re-contracting of IFDC to provide
technical assistance. FDI-II included four major components: policy reform, a commercial
credit program, dealer development and technology transfer, and institutionalization of a
market information system. 14

Policy Reform

The objective of the policy reform component was to identify, formulate and recommend
policies that would provide a strong basis for a viable and sustainable private sector fertilizer

14More specifically, the key components were: a US$44 million fertilizer Commodity Import Program
(CIP) with the local currencies generated by the sale of the imports used to create a fertilizer credit fund; US$6
million for construction of storage, bagging, and handling facilities; and USSS million of technical assistance
and training under an IFDC contract. Including US$lO million for contingency and inflation, total USAID
funding for FDI-II was US$65 million.
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marketing system. This was accomplished through several programs which sought to reduce
fertilizer distribution costs and encourage greater private sector participation in procurement
and importation of fertilizers.

TDP Program: In July 1987, IFDC recommended the creation of transportation discount
points (TDP) to allow private dealers to bypass PDPs and purchase larger quantities of
fertilizers (84 metric ton minimum) at discounted prices from 4 major TDPs strategically
located closer to factories and ports. Offering a discounted price to dealers to purchase
fertilizer from the TDPs proved less expensive for the BADe than transporting and
distributing fertilizer to dealers from the PDPs.

By December 1988, private wholesalers made nearly 22% of their sales through the TDPs.
The BADC, seeing its role in distribution fading, made the concerted effort to obstruct use of
TDPs by delaying the delivery of fertilizers to the TDPs. The TDP program suffered from
inefficient operations and resulted in supply interruptions to private dealers and fertilizer
shortages at the farm level.

Direct Procurement of Fertilizers: Beginning in July 1989, the Ministry of Agriculture
decided to allow private distributors to purchase fertilizers directly from all factories. The
policy initially applied only to the purchase of urea from domestic factories. The private
sector responded with aggressive purchasing of urea from the factories and led to improved
availability of urea throughout Bangladesh. This, in turn, led to significant decreases in farm
level prices (see exhibit 4). The policy encouraging dealers to buy urea directly from factories
persuaded the Ministry of Agriculture to permit the direct purchase of TSP and other
domestically produced fertilizers by the private sector. In 1992, the GoB began to allow the
private sector to import fertilizers, such as MP and TSP, directly on a full cost basis..
Reorganization of BADC: BADC, which in 1988 employed 20,700 people, found itself with
nearly 6,000 redundant employees as an increasing number of its activities were transferred to
the private sector. An initial recommendation by IFDC involved reorganizing BADC
regional offices into centers for promotion, development, market research monitoring,
demonstration, and technology transfer activities related to fertilizer marketing. An alternative
to this involved shifting all responsibilities for monitoring farm-level prices, quality control,
stock availability, and import of agricultural inputs to a monitoring branch of the Ministry of
Agriculture. BADC employees and unions, however, demonstrated great resistance to such
changes. They did not favor the concept of phasing out redundant employees, even if
counterbalanced by an attractive voluntary retirement package.

Commercial Credit Program

In June 1989, to complement the deregulation of the fertilizer imports and marketing system,
the FDI-II project established a commercial credit program (CCP). USAID granted the CCP
a head start with US$15.0 million in funds. The funds were placed with the Bangladesh Bank
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to be used to provide loans to commercial banks. The commercial banks then provided loans
to finance private distributors' fertilizer inventories. The CCP funds were periodically
increased with (1) local currency payments made on fertilizers imported under USAID
funding, and (2) interest paid on refinancing received by the participatory banks. The CCP
funds totaled US$26 million at the end of FDI-ll.

The CCP system also introduced a new banking instrument in Bangladesh, the Inland Letter
of Credit (ILC). The ILC enabled fertilizer distributors to receive commercial bank financing
(at rates ranging from 12.5%-15% per annum) for 9O-day periods to purchase fertilizers from
the factories. Under the ILC system. the banks provided credit to the" distributors,
guaranteeing payment by the bank to the BCIC within 5 days of delivery of the fertilizer.
Advantages to this credit medium included lower bank charges, lower risks in arranging cash
payments. no credit risk to the BCIC. and no blockage of funds to distributors with the BCIC
for prolonged periods. IS The delinquency rate for loans made to distributors was estimated at
24% in mid-I994, as opposed to an estimated 80% for foodgrain traders.

Dealer Development and Technology Transfer

This project component sought to improve the technical skills of fertilizer distributors and
retailers to improve the efficiency of fertilizer suppliers, actively promote proper fertilizer
use, and provide better advice to farmers. Part of IFDC's technical assistance role included
training to various fertilizer industry players, funded out of the project's technical assistance
component. IFDC provided training to government officials on fertilizer policy and market
based fertilizer distribution; to private distributors on fertilizer marketing; and to bankers and
distributors on the use of bank financing for fertilizer marketing. During FDI-ll. over 11.000
fertilizer industry players participated in domestic training programs and almost 200
participated in external study tours/programs.

Market Information System (MIS)

IFDC developed and operated an MIS to collect and disseminate information on fertilizer
sales, imports, stock, prices, and availability. Other monitoring activities included the
institutional and economic impacts of fertilizer distribution, the determinants of fertilizer uses,
and the profitability of fertilizer use under different circumstances. The MIS sought to ensure
transparency in fertilizer marketing and provide policy officials with improved and timely

. information as a basis for sound policy development.

Achievements under FDI-II

By the completion of the project in August 1994, the USAID/Bangladesh mission could only

ISAn estimated USS400 million credit had been provided to fertilizer dealers under the ILC system.
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fmd satisfaction in the project's numerous accomplishments.

Subsidy withdrawal: The fInal stage of subsidy removal targeted TSP and MP fertilizers and
was completed by December 1992. Total savings to the national budget due over the 1989
1994 period as a result amounted to approximately US$44 million (see Exhibit 5). Gross
margins remained low between factory to farm-level prices, averaging between' 16-19% in
1991-1994.

Improved efficiency by the private sector: Policy changes in fertilizer procurement and
distribution led to the emergence of a growing group of private sector importers, distributors,
and retailers (see Exhibit 6).16 Costs in the distribution of urea from the factories to the farm
level declined from 30% in 1988 to 14%, on average, in 1993.

The public sector share of the national fertilizer market decreased from 100% in 1987 to less·
than 1% by 1994. Imports by BADC declined from 100% in 1990 to 0% in August 1994.
The private sector managed the importation of fertilizers at full cost.

The direct purchase of fertilizer from the BDIC factories by the private sector led to a steady
decrease in farm level prices for urea and TSP to competitive market levels (see Exhibit 4).

Increased fertilizer use. availability and sales: Fertilizer use increased significantly. Aggregate
fertilizer sales during 1987 to 1994 increased by 70% with an annual compound growth of
8% (see Exhibit 7). The number of farmers using fertilizer grew from about 8 million in
1985 to 11 million by 1992. In particular, fertilizer use spread more rapidly among small
farmers (see Exhibit 8). This led to an average increase in paddy yields from 1.4 metric tons
to 1.8 metric tons per hectare between 1987 and 1993, an increase of about 30%.

Fertilizer availability had also improved significantly throughout Bangladesh with the
exception in the remote regions of Chittagong. In 1986, about 41 % of the Bangladeshi
farmers were able to purchase fertilizer at retail shops within 5 km of their farms. In 1994,
this increased to 80%. The higher urea sales level from BCIC factories by 1990 to the private
distributors complimented the increased domestic production.

Higher levels of agricultural production: Food grain production increased considerably. Total
food grain production increased from 16.5 million metric tons in 1987 to 19.5 million metric
tons by 1993. Total rice production increased by an annual compound rate of about 3%.

Market Information System: The output of the MIS provided by IFDC to sector policy
makers served as a basis for a series of reports inclUding: weekly reports on fertilizer

16Between 1987 and 1994, the number of importers increased from 0 to 215, distributors from 0 to 1,400,
dealers from 6,000 to 13,000, and retailers from 36,000 to 108,000.
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production and sales; fortnightly reports on farm-level prices; trade bulletins; monthly fann
level fertilizer price and availability surveys; monitoring reports on fertilizer distribution;
CCP monitoring; quarterly progress reports; annual reports; and fann-Ievel use studies.

Formation of the Bangladesh Fertilizer Association <BFA): The BFA was created out of the
need for fertilizer dealers in Bangladesh to develop their own capabilities to deal with certain
key issues, such as market monitoring and intelligence, liaison with the government on
fertilizer and agriculture related issues, dealer training and technology transfer, and dealer or
retailer and farmer education about fertilizer use. The BFA received technical and
organizational assistance from FDI-II.

Close collaboration between project players: The cooperation among the Ministry of
Agriculture, USAID and IFDC proved crucial to the success of FDI-I and II. Officers of
each entity actively participated at every phase of the project and maintained consistent
contact with their project counterparts. IFDC maintained daily communication with the
Ministry of Agriculture on all issues pertaining to the project. The Ministry of Agriculture
committed itself to opening the fertilizer market to the private sector and consistently
implemented policy changes recommended by IFDC. The level of cooperation between
USAID, IFDC, and the Ministry of Agriculture also extended to the Bangladesh Bank,
Ministry of Finance, BCrC, commercial banks, and the donor community.

Remaining Issues under FDI-II

Transfer of BADC Warehouses: The gradual privatization of fertilizer distribution left the
BADC with a handful of unused warehouses. The transfer of the warehouses was proposed
and only partially carried out, leaving the GoB to incur costs for the idle storage sites. By
1994, the GoB divested a capacity of 95,700 metric tons, but there remained an additional
373,900 metric tons still under the BADC. BADC retained an unnecessary budgetary burden
of nearly US$S million/annum to cover overhead, salaries and allowances of redundant
employees.

Non-institutionalization of the MIS: The MIS proved itself highly valuable and effective in
information dissemination to sector policy makers. It was hoped that the MIS would be
integrated with the Ministry of Agriculture or even the BFA through an upcoming Agro-based
Industry and Technology Development project (ATDP). However, implementation of ATDP
did not take place until March 1995, and the MIS stood idle during the interim.

VII. Unexpected Problems in the Fertilizer Sector

In July 1994, world prices for urea began to rapidly increase. The BCIC took advantage of
the higher fertilizer prices and began to export to take advantage of lucrative international
markets. The exports continued to grow during August- December 1994, apparently without
the knowledge of government policy officials. Further, factories stopped extending credit to
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private sector dealers under the ILC scheme, thus limiting amounts private sector dealers
could afford to purchase. As a result, the domestic pipeline was not adequately supplied for
the boro rice season. Fertilizer prices escalated.

The government attempted to respond by using civil administration and later the army to
uproot the unofficial embargo of fenilizer products placed on domestic distributors and
dealers. The government also implemented a maximum retail price for the urea in January
1995. Although not rigorously enforced, implementation of price controls added further to the
uncertainty in the market place. The GoB also began to assign command areas to urea
factories, and restrict dealers to buying fertilizers from particular factories. In addition,
individual distributors/f111IlS could only purchase a limited amount of fertilizer from these
factories.

As a result of tight fertilizer supplies and 25-40% higher prices since December 1994, it was
estimated that foodgrain production for the 1995 (AprillMay harvest) boro crop of rice would
fall 500,000 tons short of what it would have been with fertilizer available.

VTI. The Decision

Mr. Armitage knew that the· situation would worsen if the GoB continued to recapture control
over the fertilizer distribution system. Given that the reform process had begun to unravel,
what issues did Mr. Armitage need to address in order· to get the reform process back on
track? What could have been better addressed under FDI-II that could have prevented any of
these events from taking place?
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Exhibit 1: Old Marketing System
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Exhibit 2: Estimated BADC Fertilizer Procurement Costs,
Sale Prices, and Approximate Nominal Subsidy (1975-1983)

Estimated Estimated Approximate
BADC Supply Costs BADC Sale Prices Nominal Subsidy

Urea TSP MP I Urea TSP MP Urea TSP MP
(TklMetric Ton) (%)

FY
75n6 2841 4149 2800 1361 1089 816 52 74 71
76n7 2982 3985 2990 1633 1307 1089 45 67 64
77n8 2564 3785 2221 1633 1307 1089 36 65 51
78n9 3222 4460 2670 1905 1497 1225 41 66 54
79/80 3426 4926 3330 2450 1905 1497 28 61 55
80/81 2741 5841 4092 2994 2450 1769 -9 58 57
81/82 3793 5474 3856 3390 2802 2189 11 51 43
82183 4118 5945 4370 3966 3752 2948 4 37 33

*US$1=40 takas
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Exhibit 3: New Marketing System (1978-1984)
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Exhibit 4: Average Issue and Retail Prices of Chemical Fertilizers
July 1989 to January 1994 (takas per 50 kg. bag)

Margin
Issue Retail 8sa%of

MonthlYear Price Price Margin Issue Price

UREA

7/89 201 243 42 21%
1/90 201 227 26 13%
7/90 201 229 28 14%
1/91 203 233 30 15%
7/91 188 244 56 30%
1/92 216 244 28 13%
7/92 219 260 41 19%
1/93 233 268 35 15%
7/93 204 252 48 24%
1/94 202 235 33 16%
1/94 as % of 7/89 100% 97%

TSP

7/89 216 252 36 17%
1/90 216 249 33 15%
7/90 216 256 40 19%
1/91 216 262 46 21%
7/91 250 267 17 7%
1/92 275 320 45 16%
7/92 300 341 41 14%
1/93 343 402 59 17%
7/93 343 404 61 18%
1/94 366 403 37 10%
1/94 as % of 7/89 169% 160%

MP

7/89 166 226 60 36%
1/90 166 210 44 27%
7/90 166 214 48 29%
1/91 166 208 42 25%
7/91 183 215 32 17%
1/92 212 267 55 26%
7/92 237 285 48 20%
1/93 324 353 29 9%
7/93 283 355 72 25%
1/94 249 369 120 48%
1/94 as % of 7/89 150% 163%

Note: For urea. the issue price is the factory price; for TSP and MP,
the issue price is the BADe TDP price.

·US$1 =40 takas
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Exhibit 5: GoB Savings Attributable to Subsidy Withdrawal and Private Fertilizer
Business Activity

Fiscal Year Savings due to
subsidy withdrawal

Savings due to
reduced GoB
activity in fertilizer
sector

TOTAL

'\..

',<'~...

~'-

1988-1989

1989-1990

1990-1991

1991-1992

1992-1993

1993-1994

TOTAL

U)
00

--------------------------- Millions of Taka ----------------------------

23 23

286 286

454 454

405 516 921

530 1,186 1,716

824 534 1,358

1,759 2,999 4,758

(US$44 million) (US$75 million) (US$119 million)



Exhibit 6: Estimated Number of Private Fertilizer Importers, Distributors, Subdealers
and Retailers 1987-1994

Fiscal
Year

Business
Type

1987-1988 1988-1989 1989-1990 1990-1991 1991-1992 1992-1993 1993-1994

~
~~J

Importers

Distributors

Subdealers

Retailers
\0
\D

6,000

36,000

143

6,500

43,500

276

7800,

47,200

215

590

8,500

71,500

215

1,271

9,500

100,500

215

1,335

12,000

104,000

215

1,398

13,000

108,000



Exhibit 7: Chemical Fertilizer Sales, by Product (thousand metric tons)

Growth
Year Urea TSP MP Total Rate(%)

1972/73 281 90 19 390
1973n4 272 95 19 386 -1
1974/75 177 76 18 271 -30
1975nS 317 112 22 451 66
1975n7 359 128 23 510 13
1977'78 488 195 42 725 42
1978n9 476 215 45 736 2
1979/80 542 251 47 840 14
1980/81 560 257 45 862 3
1981/82 519 256 45 820 -5
1982/83 629 279 50 958 17
1983/84 708 354 63 1125 17
1984/85 832 346 69 1247 11
1985/86 825 307 63 1195 -4
1986/87 947 376 78 1401 17
1987/88 1050 402 86 1538 10
1988/89 1322 449 94 1865 21
1989/90 1369 480 119 1968 6
1990/91 1321 513 146 1980 1
1991/92 1533 457 137 2127 7
1992/93 1547 407 126 2080 -2

Annual Growth (%)

1972/73-1982/83 8% 12% 10% 9%
1982/83-1992/93 9% 4% 10% 8%

100

/'
)
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Exhibit 8: Number of Far... ftouseholds Using Fertilizer by Fann Size

1985-1986 1991-1992

Total Number of Total Number of
Number Fanners Using Number Fanners Using
of Fanns Fertilizer of Fanns Fertilizer

Farm Size (million) Percentage (million) Percentage (million) Percentage (million) Percentage

Small 7.5 70 5.6 74 10.0 81 8.7 86
Medium 2.7 25 1.9 73 2.0 16 1.7 87
Large 0.5 5 0.4 76 0.4 3 0.3 83

Total 10.7 100 7.9 74 12.4 100 10.7 86



CHAPTER 6

Techniques of Mass Privatization:
Implementing the Voucher Auction Program
October 1992 to June 1994 .
Jeffrey L. Schwartz and Zoanne L. Nelson

This paper presents a sumuwyofthe opera
tional phases of the voucher auction process
which was adopted by the Russian govern
ment in 1992 as part ofthe mass privatization
program. The overall results of the voucher
auction program's transfer of more than
12,000 enterprises from government to pri
vate hands are well· known. In part, the suc
cess of mass privatization in Russia is due to
the program's design and meclwUcs, which
allowed for rapid replication and implemen
tation across the country. Between October
1992 andJanuary 1993, the Russian govern
ment issued each Russian citizen a privatiza
tion voucher; almost 150 million vouchers
were distributed. A mechanism of publicly
held voucher auctions was established by the
goverrunent to provide the opportunity for
citizens to invest directly in large-scale enter
prises undergoing privatization or to partid
pate in one of more than 600 voucher
investment funds which were licensed to op
erate in Russia.

The mass privatization program was ini
tiated by the State Committee of the
Russian Federation for the Management of
State Property (Goskomimushchestvo,
GKI). According to the Russian Privati
zation Center, as ofApril 30, 1994, eighty 
six of the eighty-nine regions in Russia had
initiated voucher auction programs, and
approximately 11,000 enterprises had been
privatized. The program was scheduled to
be completed with the expiration of priva
tization vouchers on June 30, 1994.

The overall design of the mass corpora
tization and privatization program included
the use of simple and standard procedures
at each level of the process. The deliberate
lack of complexity in the process facilitated

the timely implementation and contributed
to the success of the program. This design
also made it possible to effectively use tar·
geted international technical assistance and
financing to support the program's replica
tion throughout the country. As the eootdi
oating ministry, the GKI has been highly
effective in using technical assistance to
support the program's design and imple
mentation. Technical assistance has been
provided by professional staff and private
.consultants supported by USAID, the
World Bank, and the EBRD.

In outlining the design and mechanics
of the voucher auction privatization pro
gram, this paper examines the three oper
ational components of the proBJ:lUll. The
first step in the mass privatization program
was the mass corporatization of enterpris
es which were to be privatized. The key
steps in the mass corporatization process
are outlined in the first section. The public
and operational focus of the mass privati
zation program were the public voucher
auctions which were conducted in almost
every region across the Russian Federation.
The main elements of the regional vouch
er auction process are outlined in second
section. The last section summarizes the
operations for national auctions, such as
for the mass privatization of enterprises
which were simultaneously auctioned. in
multiple regions.

Key steps in the corporatization and
preparation for privatization of an cnter
prise in the mass privatization program.

The initial ph.ase of the mass privatization
program involved the preparation and mass

The deliberate lack
ofcomplexity in
the prOcess facili
tated the timely
implementation
and contributed to
the suaess of the
program.
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Figure 6.1 Preparation of a Russian enterprise
for voucher privatization

corporatization of thousands of enterprises
aaoss the country. The mass corporatization
process included standard procedures for the
selection of privatization options, the draft·
ing of a privatization plan including a stan·
dard valuation of an enterprise's assets, the
transfonnation ofenterprises into joint stock,
companies and the compilation of docu·
ments to register the shares to be distributed
and sold at internal and public auctions.

Loc.aI
Documents

~ committee's Joint stock
~ ~ poc:bge ... docvment ~ compony ... S"-s ... ............
tIociIiafts ..,;stem tr~.....,....uon .-t regisuat'on
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onc!. if
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MClIIWry.

• Privotiulion • Joint ItOdt ..--t
to

CI9tion CIIIftlIM)' -.sid_lion employees

cNnor

In practice, options
1 and 2 have been
predominant
choices for
enterprises
undergoing
privatization.

Phas~ 1: PrqNZration/orprivatizlltion

There were three key preparation steps reo
quired to transform an enterprise into a
joint stock company. The Director General
of each enterprise was responsible for es·
tablishing a working commission for priva·
tization of the enterprise. The commission
was charged with the following tasks (see
figure 6.1).

Valuation of as:s~/s. Enterprises' valua·
tions were mechanically derived summaries
of an enterprise's assets. These valuations
were primarily driven by book values and
were prepared according to requirements
specified in GIa Regulation No. 76.3p.

Privaliztztion options. According to the
1993 State Program of Privatization in
Russia, each commission was required to
provide information to the employees ofthe
enterprise in order to choose one of three

options for privatizing the enterprise. The
three privatization options involved a range
of share allocations to enterprise insiders
(enterprise managers and employees) and
outside investors. Shares available to· out·
side investors were distributed through
voucher auctions or investment tenders.
Each of the privatization options specified
that 29 percent or more of available shares
would be distnbuted through voucher auc·
tions unlesS the enterprise belonged to' a
8JOUP of enterprises whereby less shares
were required to be sold, such asene~ ex·
traction, and refining enterprises. The share
allocations for the privatization options are
summarized in table 6.1. A dominant fea
ture of the mass privatization program was
the availability of large percentages of
shares to employees and managers in enter·
prises tobe privatized. Each ofthe three op
tions involved between 50 and 60 percent
ofthe initial shares of newly privatized com·
panies to be distributed to enterprise man
agers, employees, or the Enterprise
Employees' Shareholder F\ind (EESF).

The sdeetion of privatization option 2
or .3 required the approval of two-thirds of
the employees either in a general meeting
of the workers' collective or by obtaining
signatures of the employees. H options 2 or
.3 were not sdeeted, option 1was chosen by
default. In practice, options 1 and 2 have
been predominant choices for enterprises
undergoing privatization. Approximately
70 percent of enterprises selected option 2
and approximately 30 percent of enterpris
es selected option 1. Less than one percent
of enterprises selected option .3. Many of
the largest enterprises chose option 1 by de
fault due, in pan, to difficulties in organiz
ing a workers' meeting or difficulties for
employees in purchasing the majority
amount of shares for large enterprises with
high levels of statutory capital.

The key dements of the privatization
options are sununarized below.

Loc:a4 committee's Local comrnitt.ee·s
inlIYstrioI cMpor1ments odministroliw depor1ments

~ ~~ ~

Enl«pOw... . OPTION 1. Enterprise insiders can ob
tain control of up to .50 percent of the
shares. Fifty percent of the shares are avail
able to outside investors through voucher
auctions or investment tenders. From the
authorized capital,
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Table 6.1 Allocation of shares under privatization options 1, 2, and 3
(percent)

• Employees are given preferred nonvot
ing shares representing 25 percent of the
chaner capital. These shares are distrib
uted free ofcharge to aU members of the
work collective provided the value does
not exceed 20 times the legal minimum
remuneration for the employee;

• Common shares constituting up to 10
percent of the charter capital. but not
exceeding six times the legally estab
lished minimum remuneration of one
employee, are sold by closed subscrip
tion to the work force at a .30 percent
discount from the nominal price of a
share. Payment can be made in install
ments over a three-month period with a
50 percent initial payment of the nomi
nal price;

• Management can acquire common
shares constituting five percent of the
charter capital at a nominal price not to
exceed 2,000 times the legal minimum
remuneration; and

• The work force may establish an Enter
prise Employees' Shareholding Fund
(EESF) which is eligible to receive 10
percent of the chaner capital with a two
year option to purchase the shares at
their nominal value. 'fransfer of the
shares from the EESF to the employees
is conditional upon the completed sale
of 80 percent of shares including the
sale for vouchers of the shares estab
lished by legislation.

OPTION 2. Enterprise insiders can ac
quire 56 percent of the shares and 44 per
cent are available to investors through
voucher auctions and future cash sales or
investment tenders:

• Employees have the right to buy com
mon voting shares representing 51 per
cent of the authorized capital at a price
equal to 1.7 times the nominal value of
the shares and

• The EESF may retain up to 5 percent
to be purchased within two years.

OPTION 3. Enterprise employees and
managers can acquire 60 percent of the
shares with 40 percent of the shares to be
sold through voucher auctions and invest
ment tenders or cash sales.

• If a group of workers or any physical or
legal person takes the responsibility to
fulfill the privatization plan and to en·
sure the solvency of the enterprise. and
receives the consent of the general as
sembly of the work force under an
agreement which should not exceed
one year, the group has the right with·
in a specified period to acquire 30 per·
cent of the common shares at the
nominal price.

• Enterprise workers (including mem
bers of the above group) can purchase
common shares constituting 20 per·
cent of the charter capital not ex·
ceeding 20 times the minimum
remuneration at a .30 percent discount
from the nominal price payable over a
three month period with a 25 percent
initial payment.

• If the managing group cannot ful6ll the
provisions of the agreement, the shares
of the group will be sold to the public at
a specialized voucher auction (or for
cash after July 1, 1994).

• Shares transferred to the £ESF should
not exceed 10 percent of the charter
capital.
Table 6.2 illustrates the allocation of

shares among internal and external In

vestors for selected enterprises.

PrivatizJztion plan. The privatization
plan for an enterprise details basic infor
mation on a company and its privatization.
This includes a sign valuation of the enter-

Description

Free to employees
Sold to employees at 1.7 index of nominal value

(cash or vouchers)
Sold to management at nominal value
(cash or vouchers)

Sold to employee group committed to fulfilling
the privatization plan and managing the enterprise
at nominal value after one year (cash only)

Sold to Enterprise Employees' Shareholder Fund
(EESF) with two-year right to purchase (cash only)

Subtotal retained by enterprise

Voucher auction (minimum percentage by law)
Investment. tender, retained by govemment, or other

Subtotal available to investors or government

Total

Option 1 Option 2 Option 3

2S 20

10 51

S

30

10 5 10

50 56 60

29 29 29
21 15 11

50 44 40

100 100 100
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prise's assets and the proposed number
and allocation of shares to be issued. A typ
ical privatization plan depicts the following
information:

• Summary characteristics and informa
tion including the name, address,
ownership status, bank name and ac
count numbers, names and addresses
of wholly-owned and partially-owned
subsidiaries, number of employees,
founding capital, list of products
made by the enterprise, and infonna
tion regarding the location of compa
ny plants and operations. The plans
also include lists ofaU social, as well as
productive, assets.

• The selected privatization option and
the names of the commission members.

• The distribution of shares according to
the privatization option including the
calculation of shares outstanding, and
for whom specified amounts of shares
are available.

• The proposed placement of the shares
of the enterprise including the new
name of the joint stock company, the to-

Table 6.2 Distribution of shares for selected Russian enterprises

tal number and nominal value ofshares,
the percentage of preferred and com
mon shares, and the form ofshares (ac
tual certificates or central registrar).
The plan should include a table which
summarizes the proposed placement of
the shares to employees and manage
ment, along with enemaI placements
(such as voucher auction and invest
ment tenders).
The privatization plans were signed by

the chairman and members of the auction
commission and chairman and members of
the local property committee.

Articles of t« joint stock company. A
model corporate charter was provided in
the attachment to Presidential Decree No.
721 entitled, -Regulations for the Com
mercialization and Transformation of
State Enterprises into Open Joint Stock
Companies.· The decree provided a de
tailed example of a company charter in
cluding the company's purposes and the
role of the board of directors and compa
ny's management.

Saransk Lukoi/
Factory KDgalim- Ktasnoyarsk Tornsk
Orbita Amurenergo neftegas Krasnoya~k TsBK Neftekhimiches
(semi- (electric utili- (oil drilling Tire (cellulose, Teksfifmash Factory

ZIL conductor ties and ther- and gas Factory paper. and (textile (oil-based
Company (prindpal industry) (automobiles) devices) mal power) extraction) (tires) ardboard) looms) chemicals)

Privatization option 2 2 2 2

Internal placement (percent)
Preferred stoc~ placement for
employees (option , only) 25.0 25.0 18.5 18.6 0.0 0.0 0.0 0.0

Dosed subscription of common
stode for employees 10.0 10.0 5.6 10.0 51.0 51.0 51.0 51.0

Common stode placement for
managers (option 1 only) 5.0 3.6 5.0 5.0 0.0 0.0 0.0 0.0

Enterprise Employees'
Shareholding Fund (EESF) 10.0 10.0 10.0 0.0 5.0 0.5 0.0 5.0

Total internal placement 50.0 48.6 39.1 33.6 56.0 51.5 51.0 56.0

ExterTUll placement (percent)
Voucher auctions 35.0 29.0 11.9 17.3 29.0 2?0 29.0 44.0
Retained by g~mment or

holding company 13.0 20.0 49.0 38.0 15.0 19.5 20.0 0.0
Distribution to population in the far

north and employees of the oil
transportation companies and
subcontractors 0.0 0.0 0.0 9.7 0.0 0.0 0.0 0.0

Investment tende~ 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Cash sale 2.0 2.4 0.0 1.4 0.0 0.0 0.0 0.0
Total external placement 50.0 51.4 60.9 66.4 44.0 48.5 49.0 44.0

Total shares (percenV 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

Nore: Figure<; .re rounded to t~ first number .lter tne.decimal point
Source: Privaliution ~n of t~ Enterprises.
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PhtlS~ 2: Trans/ormation to ajoint stocle
company

Enterprises changed their legal status to joint
stock companies through the registration of
their privatization plans and founding docu
ments by the Local and Federal Property
Committees. The process included:

Approval. Privatization plans were to be
submitted by October I, 1992 to the in
dustrial departments of the local property
management committees. The committees
were required to approve these plans with
in seven days of their submission. If a plan
was not approved, the committee had one
week to amend and approve the plan. The
approval of the central government and the
GKI were required for certain size compa
nies and industries.1

Registration. Within the property com
mittees, the industrial department submit
ted an application, foundation documents
for registration, and a prospectus for the
registration of a securities issue for ap
proval by the administrative department.
The enterprise is considered transformed
into a legal joint stock company upon its
registration. The new shares of the enter
prise are registered by the finance depart
ment of the regional authority.

Board 0/diuctors. As part of the legal
registration and transformation process,
the enterprise formed a Board of Direc
tors which by law included the director
general or a representative from that of
fice, a representative of the property com
mittee, a representative of the work force,
and a representative of the local authori
ties. The board of directors' composition
and duties were outlined in the model cor
porate charter included in the attachment
to Presidential decree No. 721.

Phase 3: Distribution 0/shares to employees
(closed subscription)

According to the privatization option cho
sen, enterprises were obliged to allocate
shares within the company according to the
approved privatization plan.

Distn'bution 0/sham. Upon registration,
the company had fifteen days to conduct a
closed subscription auction in order to either
transfer the shares free of charge to the em·
ployees under option 1, or to make available
for purchase the shares under options 1,2, or
3. Employees. pensioned employees, and un
der certain regulations, the employeesofsup
pliers or native inhabitants of the regions,
submitted applications for the receipt orpur
chase ofshares. Applications were proa:ssed
to determine the allocation ofshares.

~ rqistry. Following the distribution
ofshares to employees, the listofapplicants
formed the basis for drawing up a register
of shareholders. These lists were later ex·
panded to include new shareholders such
as the winning participants in voucher auc
tions and investment tenders.

Phase 4: Voucht'r privatiution

In accordance with government regulation
and the approved privatization plans, aper
centage of shares from each enterprise was
allocated for distribution by the govern
ment to external investors through public
voucher auctions. The percentages for dis
tribution through closed and public auc·
tions were specified in the privatization
plans. Typically 29 percent of an enter
prise's shares were allocated to be distnb
uted through public voucher auctions.

Voucher auctions were conducted by sell
ers designated in the privatization legislation.
The local property committee transferred the
enterprise's registration documents to the
seller who assumed responsibility for the
shares created in the process ofprivatization.
Sellers were generally the Federal Property
Fund for companies which were federally
owned, or the appropriate local property
fund for companies that were under owner
ship of the territories, regions, the cities ofSt.
Petersburg or Moscow, and municipalities.

The sellers managed the voucher priva
tization process. At the regional level,
voucher auctions included a number of
fundamental steps.

• Assigning an auction commission to pro
vide oversight to the conduct of the auc
tion and approval of the auction results

Typically 29
percent ofan
enterprise·s shares
were allocated to be
distributed through
public voucher
auctions.
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The location and
reach oftloucher
auctions was a
function ofthe size
ofthe enterprises.•.

• AIranging for publication ofrequired an
nouncements for the upcoming auction

• Conducting the voucher auction
• Compiling and calculating the results of

an auction, legitimizing the auction by
the signing of a protocol of auction re
sults, and ensuring that the sharehold
ers are entered into the share registry of
the enterprise

• Announcing the results of the auction
to the public

• Ensuring the cancellation or return of
vouchers

• Conducting a cash sale auction for a
small percentage of shares to cover the
expenditures ofconducting the auction.

The regional voucher auc:don procell

The initial voucher auction phase of the
mass privatization program emphasized the
development of regional voucher auction
capabilities to conduct auctions for
medium-sized, local enterprises in the re
gions where companies conducted their pri
mary activities. Eighty-six ofthe eighty-nine
regions in the Russian Federation had initi
ated and conducted regional voucher auc
tions prior to the program's close at the end
ofJune 1994.

The Russian Federation Conunittee for
the Management of Property (GKI) was re
sponsible for overseeing and supporting the
development of regional auction capabilities
and ensuring that local regional programs
confonned to the laws, decrees, and regula
tions governing the mass privatization pro
gram. Following the program's basic design,
regions participating in the program estab
lished comparable systems providing the
opponunity for citizens to invest in priva
tization vouchers through auction centers or
bid reception centers located in cities and
towns throughout the regions. The use ofba
sic auction procedures and decentralized bid
reception centers facilitated a widespread
implementation of the program. The use of
common bid reception and auction proce
dures also made it possible to integrate re
gional voucher auction capabilities into a
national system to conduct auctions simulta
neously in multiple regions for the iargest
Russian enterprises participating in the

voucher privatization program. To establish
voucher auction programs, regions devel
oped similar systems of processing voucher
auctions which included the basic steps out
lined below.

Ubrking with the local property conunittee,
the propetty fund identified enterprises
whichwere eligible forae1Iingshares through
voucher auctions. They then performed a
minimum level of due diligence on the en
terprises, and generallyorganized an auction
"wave" for the auctioning of several enter
prises simultaneously. A typical wave would
include anywhere from five to 6fty compa
nies being auctioned simultaneously in a two
week period.

The location and reach of voucher auc
tions was a function of the size of the en
terprises: companies with a fixed asset value
oHess than 250 million rubles could be auc
tioned only in the seller's region, enterpris
es with a fixed asset value of between 250
and 500 million rubles were required to be
offered in at least five regions, and enter
prises with a value of greater than 500 mil
lion rubles were to be auctioned nationally.

Bid collection

The local property fund established a re
gional auction center and several bid recep
tion locations throughout the region
depending upon the size of the region and
distribution ofthe population. Over750 bid
collection sites were operating nationwide
(approximately 10 sites per region) during
the last six months of the voucher auction
program.2 Each region operated a central
regional auction center which was run by
the property fund or their designated
agents. The property fund or agent general
ly subcontracted with commercial or gov
ernment entities to open a network of bid
reception sites which received applications
for voucher auctions. Consultants at the bid
collection sites provided basic information
(drawn from the privatization plans) to po-

. tential applicants about the voucher auction
process and companies being auctioned.
Additional staff accepted and processed ap-
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plications, and submitted the collected ap·
plications to the regional auction center for
processing and calculating auction results.

1jpe 1versus type 2 bids

Two types of bids were allowed under the
voucher auction program. Each applicant,
whether an individual or legal entity, was en·
tided to select the type of bid to be made in
an auction. If an applicant submitted a type
1 bid, he would automatically become a
winner in the auction and receive some
number ofshares in the auction. Type 1 bid·
ders were indifferent to the strike price (the
number of shares per winning voucher).
Under a type 2 bid, the applicant specified
the minimum strike price at which he was
willing to accept shares in the company. If
the calculated strike price was equal to or
lower than the indicated bid, the applicant
became a winner (for example, an applicant
who specified a strike price offive shares per
voucher would be a winner in an auction
where the strike price was five shares per
vouchers or lower). An estimated 95 per·
cent of all bids in the voucher auction pro·
gram were type 1 bids.

Auction results processing

Once the auction was closed, all bids were
entered into a computerized database pro
gram. The auction results were calculated
according to an algorithm which deter·
mined the strike price of shares per vouch
er. If there were no splits in the number of
shares being offered at the auction at least
80 percent of the shares were to be sold. If
there was a split in shares being offered (for
example, 300,000 shares of 1,000 robles
nominal value were split to 600,000 shares
of 500 rubles nominal value), one of two
things occurred. If there was a split in shares
being offered and less than 29 percent of
the shares were offered for the auction, then
95 percent of the shares were to be sold.
However, if a split occurred and 29 percent
of the shares or more were offered, then 90
percent of the shares were to be sold.

To ensure the accuracy of voucher auc·
tion calculations, GKI developed and dis
'ributed standard 'auction software to the

regions. Regions were permitted to develop
and use their own software provided that it
was tested and certified by GKI. Most reo
gions used versions of the standard auction
software issued by GKI.

Results of the auctions were presented
in a protocol which was approved by the
Auction Commission. Attached to the pro·
tocol summarizing the auction results was a
list of winning applicants which was trans·
ferred to the share register of the company.
After auction results were announced, the
vouchers of winning applicants were can·
celed and the vouchers of the losing type 2
bids were returned to the applicants for reo
submission in subsequent auctions.

Cash sale

To defray the operating costs for local vouch·
er auctions and to provide incentives for
agents operating local bid reception centers, .
post voucher auction cash sales were orga
nized in regions which conducted voucher
auctions. These were typically simple open
outcry auctions where lots with varying nwn
hers of shares were sold for cash. Regional
property funds could sell up to 5 percent of
the amount ofshares sold through thevouch
er auction for enterprises which sold less
than 29 percent of their shares, or they could
sell up to 10 percent of the shares allotted to

voucher auctions if29 percent or more ofan
enterprise's shares were sold through vouch
er auctions. Proceeds from cash auctions
were collected by the property fund and reo
distributed to participating agents which op
erated bid reception centers. Agents were
generally reimbursed on the basis of the
number of vouchers which were collected
and canceled (the presentation of a cancella·
tion protocol to the seller was necessary in or
der to receive compensation). Lists of
winners of shares in cash sale auctions were
also forwarded to the company or its registrar
to be included in the share registry.

Examples 0/regional votKher atKhon
rystems

To illustrate the operations and results of reo
gional voucher auction programs, the activi
ties of five regions are summarized below.
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Sverdlollsk &gionlllAuction ~t~ The
propelty fund designated the Ural Stock
Center (USC), a commercial entity, to act
as the agent for the region. The fund played
a key role in creating this entity in cooper
ation with a private consulting finn with
funding provided by USAID. Initial fund
ing of the bid Process was provided by US
AID until the introduction ofpost-voucher
auction cash sales enabled the system to be
come self·financing.

• Bid~ceptionnetwork. The USC opened
approximately 30 bid reception sites to
provide coverage in the 20 districts of
the region. Locations were primarily in
the local house ofculture or the district
property funds or committee offices.

• Auction so/twar~. The property fund de
veloped their own software which was
certified by GIQ for use in local auc
tions, but uses the GKI standard auc
tion software for national auctions.

• Auctions r~su/ts. By the end of June
1994, the property fund conducted an
estimated sixteen auction waves for a
total of 350 enterprises.

Omsk &gionll/ A14ctionu~ The re
gional auction center was managed direct
ly by the property fund and was created
with stalt-up technical assistance and fund
ing provided by USAID. After the intro
duction of post-voucher auction cash sales,
the operation became sdE.financing.

• Bidr~ceptionn~twork.The property fund
subcontracted with the local Sberbank
(government-owned savings bank)
branches, which opened two bid collec
tion sites in the city of Omsk and two in
other population centers in the region.

• Auction softwllr~. The property fund
used the GKI standard software for cal
culating the local and national auctions.

• Auctions r~su/ts. Omsk property fund
conducted an estimated twenty waves
of auctions for a total of 194 enterpris
es. Auctions were typically held for a pe
riod of two weeks.

S<:zrlltov Regiona/ Auction Center. The
property fund originally delegated the auc
tions to the local stock exchange. Towards the
end of the program, the property fund end-

cd this artangement and developed its own
center. This was a trend in several regions as
the privatization program was drawing to a
dose and property funds were seeking to
identify future roles for their organization in
the post-voucher privatization system.

• Bidr~ception n~twork. There were six bid
reception centers that were operated di
rectly by the property fund and its agent.
In addition, twenty-three bid reception
sites were operating in the region at the
local postal offices and district property
fund or committee offices.

• AMdion softwa~. The property fund
used the GKI standard auction soft
ware for calculating local and national
auctions.

• AuchOns mults. Saratov property fund
has auctioned approximately 2.50 enter
prises in twenty-five auction waves, each
wave consisting of approximately ten
companies. Enterprises were auctioned
for a two week period.

Ormburg &giona/ AJiction Cent~ The
property fund signed an agreement with a
local currency exchange to act as their rep
resentative in the region. The exchange re
ceived start-up funding from the local
property fund and committee. At the re
quest of G KI, periodic technical assistance
was provided with funding from USAID.

• Bid ~c~tionnetwork. Up to twenty bid
reception points were operating in
Orenburg through an agreement with
the local Sberbank.

• AJiction software. The property fund
used the GKI standard auction soft
ware.

• AJictions results. Approximately 100 en
terprises have been auctioned, each
company being auctioned for four
weeks. The property fund auctioned
companies individually as opposed to
grouping them into waves.

TuLz &giona/Auction Cent~ The prop
erty fund managed the regional auction
center directly. The voucher auction pro
gram had been financed by the property
fund without outside assistance. Periodic
technical assistance was provided at the re
questl)f GKI with funding from USAID.
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Table 6.3 Partidpating regions in the National Auction System

a Num~ of sNlres sold will exceed number offf!<td in the aw of shart spl"rtting during the alculation of
tht auction -

remained essentially the same as regional
auctions except that bids were received in
local bid reception centC[$ across the coun
try. The bid reception process for national

Table 6.4 Performance results of the National Auction System

May 7.7993 May 7, 7994 June 30. 7994

Number of companies
sold (dosed) 3 113 313
sold or in process 3 157 313

Total charter capital (thousand Nbles)
sold 6.082.034 239.060,698 439.425.289
sold or in process 6,082.034 316.532.042 439,425.289

Vouchers collected 1.149.038 23.763,134 34.060.139
Bids received 80.526 269.697 325,270
Number of regions 26 79 80
Number of shares

offered 1.910.764 83.086.466 118.917,045
sold' 4.701.750 160.188.649 239.102,861

Number of regions transmitting
bid data electronically 0 36 40

•

*

*

*

*

*

•

*

•

•

•
•
•

41. Nefteyugansk
42. Nizhni NOIIgOl'od
43. NOIIgorod
44. Novosibirsk
45. Omsk Oblast
46.0rel
47.Orenburg •
48. Penza *
49. Perm ..
5O.~pavloYsk Kamchatsld •
51. ~rozavodsk •
52.Pskov
53. Rostov-on-Don
54.Ryazan
55. salekhard
56. samara
57.saransk
58.saratov
59.Smolensk
60. St.Petersburg
61. Stavropol
62.Syclctyvkar
63. Tambov
64. Tomsk
65. Tula
66. Tumen
67. Tver
68.Ufa
69. Ulan-Ude
70. Ulyanovsk
71. V1adikavkaz
72. Vladimir
73. Vladivostok
74. Volgograd
75.Vologda
76. Voronezh
77. Yakutsk
78. Yaroslavl
79. Yoshka r-Ola
80. Yuzhno·sahalinsk

*

*

*

*

*

*

*

*

*

•

•
•

•
•

•

•

•

•

•

•

•
•
•

•

The following regions in the Russian Federation pirticipited as selling Igents for the national
luetion system. Regions with In asterisk offered companies to be privatized through the
national system.

1. Ab.1kan
2. ANdyr
3. ArkNngelslc
4. Astrlhan
5. Bamaul
6. Belgorod
7. 8IIgcMlshensk
8. 8Iyansk
9. Cheboksary
10.Chelyabinsk
11.Cherckessk
12.Chita
13.Dudinka
14.Ekaterinburg
15.Elista
16.lrkutslc
17.lvanovo
18.lzhevsk
19.Kaliningrad
20. Kaluga
21. Kemerovo
22. Khabarovsk
23. Khanty-Mansijsk
24. Kirov
25. Kostroma
26. Krasnodar
27. Krasnoyarsk
28. Kurgan
29. Kursk
30. Kyzyl
31.Leningradskaya Oblast *
32.lipetsk
33. Magadan
34. Mahachkala
35. Maikop
36. Moscow
37. Moscow Oblast
38. Murmansk
39. Nahodka
40. Nalchid

• Bid r~c~p/ion n~lwOrk. Over fony bid re
ception sites were opened by the prop·
eny fund by subcontracting with a
privately·held bank to open sites in
twenty-five branch offices and with the
district property funds and committees
in another fifteen locations.

• AMction softwar~. The propeny fund
used the GKI standard auction soft
ware.

• AMctions results. 166 enterprises were
auctioned by the propeny fund in thir
ty-eight auction waves. Each enterprise
was auctioned over a two week period.

The National Auction System

In February 1993, the National Auction
System (NAS) was created as a mechanism
for conducting voucher auctions for large
Russian enterprises in multiple regions si·
multaneously. It was designed as an "over·
lay" of the regional auction system utilizing
the processes and procedures that had al
ready been implemented at the regional
level. The National Auction System en·
abled voucherholders throughout Russia to
participate in voucher auctions for the
largest enterprises without travelling to the
region where the companies were located.

Russian legislation stipulated that en·
terprises with a fixed asset value greater
than 500 million were to be offered for sale
nationally.' The first company to be auc
tioned through the NAS was the giant au
tomaker zn. which was offered in twelve
regions throughout Russia. These twelve
regions included the locations of Zn.
plants, major suppliers, major investors and
voucher investment funds. From March
1993 until the conclusion of the voucher
auction program on June 30, 1994, 313
companies were auctioned through the
NAS in eighty regions. Regional participa
tion in the NAS is presented in table 6.3
and a summary of the performance results
of the NAS is presented in table 6.4.

To coordinate the national auction sys·
tern, the National Network Center (NNC)
was initiated under the auspices of GKI.
Th~ NNC facilitates the cooperation
among participants to condue! national auc·
tions. The procedures for national auctions
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auctions was typically four weeks as op
posed to two weeks for local auctions. The
NNC was responsible for essentially the
same basic functions as the regional auction
centers. These main functions are summa·
rized below and summarized in figure 6.2
which outlines the auction process at the reo
gional and national levels.

Milnaging the auction p~/in~

The NNC worked closeIywith the GKI, reo
gional and federal property funds, local
property committees, and the enterprises to
coordinate the pipeline and to schedule
those companies to be auctioned nationally.

Contracting with the se/l~

The NNC drafted and arranged for the
signing of contracts between the regional
property fund responsible for selling an en
terprise, and participating property funds
in other regions which accepted bids for
shares through local bid reception centers.
The NNC was required to invite aU regions
to participate in the auctioning of enter
prises available for national auctions.

Developing regional participation

By the end of the program, seventy·nine re
gions had participated as agents in the
NAS: shares of companies slated for na
tional auctions were offered through their

Figure 6.2 Sequence of regional and national voucher auctions

local bid reception networks. All regions
participating in the NAS received initial
training and inspections by NAS staff prior
to participation in the system to ensure
compliance with national auction standards
and procedures.

Announcing the auction

The NNC worked with the sellers to ensure
that the legal requirements for announcing
auctions in the national press were met be
fore any deadline.

Commendng the auction

Privatization plans and other essential doc
umentation necessary for the bid reception
sites to conduct an auction were delivered
to all participating regions. Each region
confirmed that the bid collection had com
mencedin their region.

C/oring the auction

At the end of an auction, regions collected
the applications and entered them into the
standard computerized database program.
The actual bids and vouchers were main
tained at the local bid reception centers
where application bids were offered. The
sununary auction data from participating
regions was then carried by hand or trans
mined electronically to the NNe. Upon re
ceipt, the data was tested for accuracy and
completeness prior to being incorporated
into the national database for the calcula
tion of the auction results.
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Compiling and calculating th~ auction

In the presence of a member from the auc
tion commission, the NNC compiled the
data from participating regions and calcu
lated the auction results. A draft protocol
with the auction results was prepared and
presented to the auction commission for
approval.

Regi................ ouction (19 -. (0111)
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Processing the auction results

Following approval of the auction by the
commission, the NNC prepared summa-
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ry reports for the selling property fund,
enterprise, participating property funds,
and winning applicants. Each new share
holder was issued a notification ofowner
ship confuming the information that was
to be entered into the share registry of the
enterprise. Results of the auction were an
nounced in the Federal press. At the local
level, winning vouchers were canceled
and destroyed and losing voucher bids
were returned.

In addition to managing national voucher
auctions, the NNC coordinates a post
voucher auction cash sale to sella percent
age of the company's shares for cash. The
proceeds from these cash sales are used to
defray the costs ofconducting nationalauc
tions. The percentage of shares offered for
sale is the result of the difference between
the amount of shares available for the
voucher auction and the amount of shares
actually distributed during the voucher
auction. The maximum level of shares
available for cash sales is the same as for re
gional cash sales: either 5 percent of the
shares sold in the voucher auction if less
than 29 percent of the enterprise's shares
were put up for auction or 10 percent if 29
percent or more of the shares were avail
able for auction.

Upon conclusion of the cash sale, pro
ceeds are distributed to participants in the
voucher auction to finance the operational
costs of conducting the auction. The NNC
monitors the cash auction process until all
funds have been distributed. Since the in·
ception of the National Auction System,
several mechanisms have been created to
implement the post·voucher auction cash
sale. These include the following.

Int~rr~gional opm cash auctions

The NNC has overseen the management of
cash sales in up to four regions simultane
ously Cash sales typically are managed by a
third pany general agent including broker
age companies or stock exchanges which
are responsible for organizing and con·
ducting the cash auction. The responsibili.

ties of these general agents include the fol
lowing steps:

• Polling potential investors,
• CoUecting applications and deposits

prior to the auction,
• Agreeing with local agents in other re

gions to participate in the auction,
• Connecting the agents to a telecommu

nication network to conduct a simulta
neous auction in multiple regions,

• Conducting the auction in an open out
cry format (lots ofshares are sold to the
highest bidder>,

• Processing the auction results, and .
• Coordinating disuibution ofproceeds to

the participatingvoucher auction agents.

RegioNlI audion

In certain cases, given the relatively low
percentage of total shares available for
the cash sale and the limited number of
potential investors interested in purchas
ing shares, cash sales for national auctions
are conducted in the region where the
selling property fund and enterprise are
located. The NNC works with the local
property fund or their designated agent to
conduct the cash sale using one of a vari
ety of fonnats:

• Open out-cry. The shares are divided in
to varying sized lots which are auc
tioned to the highest bidder.

• Brok~ring. Shares are placed on the ex
change at a fixed price which can be mod
ified by the broker according to the
buyers' demand. Th.s approach was wed
in a number of regions, with active local
stock exchanges such as Vladivostok.

• Cloud tmtkr. During specified time pe
riods. closed bids are accepted in sealed
envelopes thllt are opened on the an
nounceddate by the auction commis
sion. Shares are sold to the highest
bidder in the amount indicated by the
bidder until all shares are sold.

Cash sales for national auctions have gener
ated significant funds to defray the system's
operating costs. By the end of April 1994,
cash sales had been conducted for seventy
companies which had been auctioned by
thiny-nine property funds in national auc
tions. These cash sales generated approxi-

Cash sales for
national auctions
have generated
significant funds to
defray the system's
operating costs.
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mately 7.4 billion rubles 01' an estimated $4.1
million. While the results for the largest com·
panies generated the largest proceeds, the avo
erage result for national cash sales was
105,000,000 robles or $58,500.

Conclusion

Between early 1993 and mid·1994, voucher
auctions were conduaed nationally and l0
cally in eighty-six regions across the Russian
Federation for shares in more than 12,000
medium·size and large companies. The suc
cessful completion of the mass corpontiza
cion and privatization of an wtprecedented
number of companies was the result of a
number of political and economic factors.
This paper has focused on the standard op
erating procedures utilized in the corporati
zation and voucher privatization programs.
The use ofstandard program procedures fa·
cilitated the rapid and geographically far
reaching implementation ofvoucher privati
zation. One of the main challenges in de
signing and supporting post·voucher

privatization programs, including efforts
aimed at providing resttuetwing and finan·
cial assistance to newly privatized enterpris·
es, will be the development of standard
approaches, tools, and systems which also
can be widely replicated and implemented
with targeted international technical assis
tance and financing.

Notes

The authors of this paper are rnanqement consul·
canes with Price 'Waterftouse',lntemational Priva·
tization Group. Theydirected and participated in a
program of technical uaistInce, supported by US·
AID, to work with the GKI in the development and
implementation of the national auction system.

1. In pnIdice it ..... not always poaible to meet
1heae deadlines a there were locistial and politi.
cal delays in both the preparation and approval of
1beplana.

2. The last six months of the voucher auction
program 'ilia the 6rst halfof 1994.

3. Some large enterprises below these levels
were oHered the option to use the National
Auction System.
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The flO'lN of
private capital to
the developing
countries, having
all but ceased in
the 1980s, is
reviving. Does
this herald faster
grO'lNth in
investment and
living staruiards
or, in du.e cou.rse,
another third
world debt crisis?
Our deputy
editor, Clive
Crook, reports

New ways to grow
T HE outlook for the developing countries seems tries in almost every pan ofthe third world (as well

brighter than for many years. After the battering as in Eastern Europe and the former Soviet Union)
of the 1980s, a mere pause in the third world's trou- have been engaged in whatamountstoa revolution
bles might easily be mistaken for a miracle-but for in economic policy. The otherchange, connected to
some countries, at least, the improvement that now the first, is the revival (in new forms) ofRows ofpri-
looks achievable could be lasting. When the world's vate capital to the developing world. Together, eeo-
finance ministers and central-bank governors, cor- nomic reform and adequate supplies ofcapital ap-
railed in Washington, Dc,for the annual meetings pear to offer exactly what the developing countries
ofthe International Monetary Fund and the World need: a big increase in profitable investment. That,
Bank on September 28th, come to write their com- in one sentence, is the new case for optimism on
muniques, the obligatory guarded optimism about development.
the developing countries' prospects will be better At this point, however, anybody with even the
grounded than usual-the optimism, that is, rather slightest sense of history will pause. During the
than the guardedness. 19705 many people were equally optimistic about

In the past few years, growth in the world econ- the prospects for growth in parts ofthe third world,
omy has been sluggish. It is therefore not only wel- especially in Latin America. That mood encour-
come but surprising that this change is comingjust aged, and was in turn encouraged by, an enormous
now. Economic growth in the third world depends Row of capital to the region. For more than ten
panly on demand in the industrial countries, years Mexico, Braz.il, Argentina and others took on
which account forthree-quaners ofthe world's out- debts that could be comfonably financed only if
put. America's recovery remains hesitant, and la- rosy (though not, in fact, outlandish) assumptions
pan and Germany are in recession. For the mo- about economic growth and interest rates came
ment, therefore, the poor countries' economic true. They did not. In the early 19805, when dollar
opportunities are expanding without much help interest rates rose sharply. borrowers were pushed
from the traditional motor of th ird-world growth: to the brink of default. And lenders, desperate to
rich-eountrydemand for impons. curb their losses, acted in individually sensible

Instead, two other changes are under way. One ways that threatened for a while collectively to
is the effon that the governments of many poor bring down the world's financial system.
countries are making to reform their economies. This was not the firsttime that economiceupho-
When these efforts began, spurred in many cases by ria soon turned to bitter disappointment, and it is
the financi~1 distress of the past ten years, the scale safe to predict that itwill not be the last. What a pity
of the reformers' task could hardly be exaggerated- it would be, though, if the cycle of excessive opti-
and, except in the boldest cases, a great deal re- mism, heavy borrowing and economic collapse of
mains to be done. But over the past few years, coun- the 19705 and 1980s was about to repeat itselfin the

ToHrco NoM"'Hnr""'25'" '993 (c)1993 The Economist Newspaper Group, Inc.
Reprinted with permission.
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Primary balance

(see table I). Th is has been done not just by hacki ng
away at existing spending programmes; in many
countries, governments have tried to reform fiscal
policy in a more coherent and fundamental way,
through broadly based tax reforms and by rethink
ing the role ofthe state.

Governments have been equally active in mi
croeconomic policy. Many have chosen to open
their economies to trade for the first time. Tariffs
have come down and non-tariffbarriers to imports
have been lowered as well. One ofthe most striking
changes of the past few years has been the unam
biguous reversal ofthe old presumption that the in
dustrial countries were by and large in favour of
more liberal trade, wht;reas the developing coun
tries were sceptical about it. (That presumption is
indeed written into the General Agreement on Tar
iffs and Trade: developing countries chose second
class citizenship ofthe GA1T, accepting fewer rights
in exchange for fewer obligations.) Lately, much the
most radical trade reformers have been developing
countries such as Mexico, or post-socialist econo
mies in Eastern Europe, such as Poland. Within the
space of a few years such countries have made
themselves, in many" respects, more open to trade
than many rich industrial countries.

Microeconomic reform has extended far be
yond trade policy. Governments have privatised
state-owned enterprises. They have deregulated in
dustry, commerce and domestic finance. Theyhave
adopted convertible currencies, and liberalised
their exchange controls; governments that once dis
couraged inward investors now go to the rich coun
tries' financial centres to advertise opportunities
for foreign investment.

These comprehensive moves away from heavy
state intervention towards more liberal economic
policies help to explain why many developing
countries now seem more attractive than before to
suppliers of foreign capital. They also help to ex
plain why the new pattern of inflows is different
from before.

Today, a far smaller share than in the 19805
takes the form of bank lending; bond and equity
finance are far more important than before, and
the volume of foreign direct investment (FDI) is
much greater (see chart 2 on next page). The decline
in bank lending doubtless reflects the banks' mem
ories of the wounds they suffered in Latin America
and elsewhere. But the expansion of portfolio fi
nance and FDI bears witness to new opportunities
created by financial liberalisation, privatisation
and better prospects ofmacroeconomic stability.

There are grounds for hoping that these two
sorts of change-in economic policy, and in exter
nal finance-will continue to reinforce each other,
forming a virtuous circle. The new methods of fi
nance should prove less risky for the borrowing
country; not least, they reduce the borrowers' expo
sure to changes in foreign interest rates. At the same
time, by strengthening the private-sector links be
tween the reforming countries and the interna
tional capital markets, they may encourage (and
perhaps oblige) governments to consolidate their
pro-gro'Nth economic reforms-a task that heavy
public-sector debts, in contrast, often seemed to
make more difficult.

Undeniably, however, there are risks. For a

D
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developing countries so quickly.
When an economy in the third world fails to

grow as fast as it might, the harm is much greater
than in a rich country. Even when the shortfall be
tween actual and potential output is not literally a
matter of life and death (as it often is), the result is
poverty ofa breadth and depth that the industrial
countries have long since forgotten. Also, in many
of the poor countries that are now undertaking re
forms, the resulting extension ofeconomic freedom
is often (deliberately or otherwise) part of some
thing bigger: an extension ofcivil and political free
dom. This is most obvious in Eastern Europe and
the former Soviet Union. But in many other poor
countries as well, from Olina to Peru, more will be
lost if recent economiC changes go wrong than can
be captured in figures for output and poverty.

Something old, something new
Undoubtedly, even on the most favourable as
sumptions, reform in some countries will indeed
go wrong. It will happen for reasons that will YaJY
widely from case to case. However, the question
this survey will address is whether trouble of a
grander and more dangerous sort may also lie
ahead. Might development be halted once more as
it was in the 19805-not by failure here and there,
with a variety of different causes, but by systemic
and contagious failure, with financial distress in
the leading role?

The best reasons to believe that this can be
avoided lie in the changes already mentioned. The
combination of enlightened economic policies
and a more appropriate quality (as opposed merely
to a greater quantity) offoreign investment marks a
crucial difference between the early 19905 and the
late 19705.

The reforms that are under way in many devel
oping countries cover the whole range of what
might be called the standard neoclassical prescrip
tion, which for many years was denouncecl by
third-world governments as irrelevant to their
countries' needs. In macroeconomic policy, great
efforts have been made to curb chronically high
rates ofinflation. Budget deficits have been brought
under better control-in Latin America, long
plagued by fiscal instability, to a remarkable extent
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start, the debt crisis of the 19805 is not yet over for
everybody. The danger that third-world defaults
might cause a system-wide financial collapse has
gone, and satisfactory growth is resuming in many
middle-income developing countries. But the
poorest economies, especially in Africa, are still
confined in the debtors' prison of the 19805. These
continue to find it a struggle even to service their
existing debts. Much if not all ofany additional ex
ternal resources, in the form ofaid or loans, must be
devoted to that purpose; little remains to pay for
new productive investment. For these countries the
1980s were not merely, as the cliche has it, a "lost
decade", but a time when they became substan
tially poorer. In the 19905 at least some of them will
fall even farther behind.

Room for-doubt
Even for the less poor, for the bold reformers, for the
countries that the West is most anxious to help, for

Debtors' prison
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a II those whose prospects look better than for years,
much can still go wrong. And finance, the cause of
so much pain in the 19805, might yet be the reason.

The new pattern ofexternaIfinance is encourag
ing: private borrowing is better than public bor
rowing; portfolio finance spreads risk more safely
than bank debt; FDI brings technology, ideas and
access to rich-<:ountry marketing networks, as well
as hard currency. All this is good. But nobody'
should suppose that the debt crisis ofthe 19805 has
cured financial institutions of their herding in
stinet-of their demonstrated preference for being
collectivelywrong rather than unfashionably right.
Forseveral years now, the "emerging markets" have
been all the rage. One or two big embarrassments
may well be enough to tum the West's portfolio in
vestors against all third-world borrowers.

This illustrates a broader point, which is as true
now as it was in the 19805, regardless ofthe change
that has meanwhile occurred in the mix ofexternal
resources: financial integration with the outside
world involves costs as well as benefits, especially
greater wlnerability to certain kinds of economic
shock. And, as history all too amply demonstrates,
the transition from a closed financial system to an
open one is especially prone to shocks. Many ofthe
reforming economies are nowattempting this tran
sition. No aspect of Iiberalisation has proved so
consistently difficult.

Except, possibly, for its domestic counterpart
the transition from a tightly controlled system to a
substantially deregulated one. This is a reform that
has caused no end oftrouble in the rich countries of
late (witness the business cycles ofAmerica, Japan
and Britain since the late 19805); and these indus
trial economies have civil servants and central
bankers who are supposed to know what they are
doing. In manydeveloping countries,and in all the
economies ofEastern Europe and the former Soviet
Union, these pitfalls offinancialliberalisation are
made infinitely more threatening by a large and
growing stock of bad domestic debt. As a result,
malfunctioning domestic finance has put eco
nomic restructuring, as well as macroeconomic sta
bility, in jeopardy.

Financial systems that work are crucial for
development, but when they go wrong, nothing
else is nearly so good at spreading damage. Just as
the structure of third-world finance has changed
since the 19805, so have the risks and opportunities
that confront the developing countries. .

THE third-world debttroubles ofthe past decade
are an extraordinary episode in world eco

nomic history. They came, it seemed, from no
where. Virtually without warning, the interna
tional debt "crisis" (that over-worked term was
fully justified on more than one occasion after 1982)
was squashing grov.'th in dozens of countries
around the globe and threatening the world's rich
est and most powerful economies with a financial
breakdown worse than any they had seen for 50
years. What vast WIcked conspiracy, what wide-
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spread and outrageous incompetence, could be the
cause ofso much harm?

The scariest thing about the debt troubles is that
no great conspiracy, no huge incompetence, was to
blame. Great damage was done, and far greater
damage became entirely possible, because lots of
small and easily understandable mistakes were ag
gregated and amplified by the international finan
cial system. The story does offer lessons for today's
investors and policy-makers-bul because, even
with the benefit of hindsight, no single cause of all

The chief lesson
that the debt crisis
of the 19805 teaches
governments and
investors is
disappointingly
vague: be careful

119



8 SURVEY THIRD-WORLD FINANCE

}- ~, .

Three steps to bankrupt
,t' '.
t:?....

".:-'

ZO,.
15

ZoO

Lending terms for third-world :
borrowers i

12

v....
10

'*·.;Sbn- t-

..100
~;;;.., .,.

:500 ':::i
~,,,!...r ,tt
.- <f:

~,,:
-=jOQ~ :<~'

"it
'200':t1.(
.';'.; ,
.100 ~;

....-!'~i'•.~ ~
.......~;~~.

that distress stands out, the tale offers little reassur
ance that another such crisis can be easily avoided.

The debt troubles began with the enormous rise
in oil prices of 1973-74. Oil exporters placed the
larger part ofthe proceeds on deposit with the inter
national banks; the banks needed borrowers, and
lots ofthem, to enable them to recycle the oil money
profitably. Another effect of the oil-price shod was
a marked slowing of economic activity in the in
dustrial countries in the mid-19705. For both rea
sons, interest rates fell in real tenns to their lowest
level for years; for a time, they were actually nega
tive (see first panel ofchart 3).

At the same time the banks, competing vigor
ously for a big share of this growing market, made
the terms oftheir loans more generous: as the 19705
went on, they offered the developing countries
longer loan maturities and periods of grace, and
narrower spreads over their own cost of funds (see
second panel of chart 3). Under these circum
stances, willing lenders found willing borrowers,
and the external debts of the developing countries
increased from less than $100 billion in 1972 to
more than $600 billion by 1981 (see third panel of
chart 3).

That sixfold increase, mainly in the form ofsyn
dicated commercial-bank loans, now looks reck
less, especially since everybody knows what hap
pened next. But it is worth remembering that, at the
time, few thought it outlandish.

Despite the economic slowdown in the indus
trial economies, the developing countries' com
modity exports were fetching higher prices in real
terms. Overthe course ofthe 19705, the third world's
real export prices went up by roughly 70%. As a
group, the heavily indebted middle-income coun
tries (mainly in Latin America) saw a somewhat
smaller rise. But even in their case the price increase
was enough to prevent much ofa rise in the ratio of
debt to exports-one measure of the severity of a
country's indebtedness. In 1970 this ratio stood at
about 150%; ten years later, despite that enormous
rise in the dollar value of outstanding debt, it had
risen only to 175%.

Moreover, the expansion of borrowing com
plied with another rule of thumb, likewise suggest-.
ing that there was little cause for alarm. The devel
oping-country borrowers were increasing their
output at a rate that exceeded the real interest rate

"

on their debt. This had a reassuring arithmetical
implication: so long as growth stayed high and in
terest rates stayed low, the debtors could continue
to borrow without increasing the burden ofdebt in
relation to the size oftheir economies.

The debt-to-exports ratio did not peak until
1987, five years after Mexico and a score ofother big
borrowers first announced that they could not meet
their obligations; by then it had reached a colossal
350%. What had happened at around the tum ofthe
decade to so transform the picture? The answer was
the second oil-shod-and, more important, the in
dustrial countries' response to it.

Trapped
The governments of industrial countries had al
lowed the first big rise in oil prices to cause higher
inflation; they accommodated the pressure on do
mestic costs and prices by loosening their monetary
policies. After the second oil-price rise, with infla
tion already too high, they chose instead to tighten
their monetary policies. America's Federal Reserve
led the way, its task made all the harder by Presi
dent Reagan's relaxation offiscal policy. Dollar in
terest rates rose sharply. And as demand slowed
again in the industrial countries, the developing
countries' export prices fell in real terms. With
alarming speed, a financial position that had
looked alright became plainly "unsustainable".

The result was a vicious circle. Banks suddenly
became unwilling to lend. Governments therefore
found that their earlier budget and current-account
deficits could not be financed. To reduce these defi
cits, the governments were forced to adopt mea
sures~metimes brutal ones-tO curb demand.
This hurt growth straight away and, by causing in
vestment to fall, damaged longer-term growth pros
pects, too. Yet the efforts to reduce budget deficits
did not fully match the shortfall ofresources, so the
deficits were at least partly.financed by domestic
monetary expansion. Inflation therefore acceler
ated-and, with growth sluggish at best, servicing
the existing debts seemed ever less feasible. So the
banks became even less willing to lend. And so on.

The perversities of the debtors' situation
seemed to multiply. Many of the debtor countries
had long suffered from capital flight-the illicit
transfer of money abroad. (Savers in developing
countries have for many years done what they can
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to protect lheir assets from high inflation and artifi
cially repressed interest rates, a corrosive combina
tion.) The World Bank has estimated that capital
flight from Latin America between 1976 and 1984
roughly matched the increase in the region's exter
nal debt: as quickly as the banks put money in, it
left for Miami in suitcases. So as the debtors' trou
bles grew worse.. capital flight added another twist
to the problem.

In addition, the banks found that their interests
now diverged in the most awkward way. It dearly
made sense for any individual bank, confronted
with the possibility ofdefault. to limit its exposure
to the debtors, preferably by extending no further
loans at all. But ifevery bank applied that view, the
mere possibility of default would become a cer
tainty. because the debtor countries needed to bor
row-and heavily-just to keep up the payments on
their existing loans. Collectively, if the banks were
to maximise the expected value of their existing
loans to the debtors, theyhad to keep lending; indi
vidually, most wanted only to bailout. This di
lemma, the desire ofeach bank to "free-ride" at its
fellows' expense, plagued all subsequent efforts to
ease the debtors' plight.

Debtor governments, in deciding how to cope,
also had to contend with peculiar incentives. Be
cause the financial markets took the view that the
debts were unlikely to be repaid in full, the value of
the debt, when traded on the secondary market,
was substantially marked doWl'} from its face value.
In renegotiating their debts, the developing-<:oun
try governments expected to capture at least some
of this discount. (A deal that gave the banks more
than the secondary-market value of the debt, but
less than its face value, would arguably leave both
sides better off.)

But suppose governments tried to service their
debts in full (most likely squeezing consumption
and investment as a result). The more successful
they were, me higher the secondary-market value of
their debt would rise-and the smaller the gain they
could expect in any subsequent debt restructuring.
In short, once the markets believed that the debts
were worth less than their face value, the benefits of
any fiscal reform undertaken by the debtor govern
ments (or, indeed, of any resumption ofgrowth in
output or exports) would accrue largely to the
banks. This was a point not lost on the electorates
asked to make sacrifices in the name of
"adjustment".

All these factors acting together threatened to
trap the debtor countries in years of slow growth.
Their immediate predicament was bad enough.
Starved of external finance for new investment,
with rising taxes, high inflation and diminished in
centives for economic reform, the debtors were left
to contemplate an even bleaker future.

The great escape
Somebody in the 19805 said that, in Latin America,
"desperation is the only hope". So it proved,
eventually.

For some time many of the debtor countries
were reluctant reformers-t~ough there were al
ways exceptions. In Latin America, for instance,
Chile consistently set its neighbours an example in
the an of economic self-help. (Chile's debt prob-
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lems were, moreover, less of its own making than
were those ofother countries: they were caused less
by a big increase in borrowing during the 19705
than by an unusually severe fall in the price ofcop
per, its principal export.) Most of the others re
quired a mixture of outside pressure and encour
agement to embark on economic reform. Only
later, towards the end of the 19805, did reform ac
quire an impressive momentum of its own in
many countries; so much so that Mexico and Ar
gentina, for instance, were in the end among the
most radical economic Iiberalisers in the world.

The leading supplier of pressure and encour
agement was the IMF. Its strategy for avoiding fi
nancial disaster changed repeatedly during the de
cade. Notwithstanding the costs to both sides, these
efforts deserve to be counted a success; without
them, the outcome would probably have·been
much worse for everybody..

In the early days the Fund was concerned
mainly to forestall the threat of imminent default.
It overcame the adverse incentives facing debtors
and creditors alike by arranging deals under which
it put up some of its own (ie, taxpayers') money. In
return, nearly all the banks reluctantly maintained
their flow of lending and the borrowers changed
their policies (ie, tried to reduce their budget and
current-account deficits) so as to improve their
debt-servicing capacity. At first these arrangements
were short-term, typically rescheduling debt for just
two or three years. Big defaults were avoided, but in
the process the countries saw their debts grow far
larger, with little sign ofimprovement in the econo
mies' ability to carry them. The IMFS first interven
tion had bought time, but the threat of(now bigger)
defaults remained.

Soon the IMF was sponsoring "multi-year re
scheduling agreements", which would shortly be
under the terms of the so<alled Baker Plan. These
deals extended repayments over longer terms but,
that aside, the ingredients were the same as before:
IMF money, further involuntary lending by the
ba nks, policy reform by the debtor governments. It
became clear that this approach would not restore
the debtors to creditworthiness; the scale of their
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T HE new pattern of external financing for the
developing countries has three main charac

teristics. First, flows of capital are now more con
centrated in certain favoured countries. Foreign in
vestors, it seems, are more discriminating than they
were in the 19705 and 19805. Second, on the supply
side, a much smaller share ofthis capital nowadays
comes from banks. Third, on the recipient side,
much more ofit goes to private firms, rather than to
governments or state-owned enterprises. These
changes, which are closely interrelated. are shifting
the risks and incentives that influence third-world .
investors and their governments~iftingthem. by
and large, for the better.

To each, according to his means
At first sight, the most striking form ofdiscrimina
tion among borrowers is, in fact, nothing new: the
poorest countries, as a group, continue to receive a
diminishing share of international capital. These
countries, mainly in sub-Saharan Africa, have long
relied on grants and loans from industrial-eountry
governments to provide external finance. Since the
late 19805 these borrowers have received private
flows, such as they are, that have been shrinking not
just in relation to flows elsewhere, but also in abso
lute, inflation-adjusted terms. Over the same pe-

_ .riod, private flows to the middle-income develop
mg countries, mainly in Latin America, have
increased dramatically (see chart 5).

The reluctance of the private sector to invest in
Africa is understandable. Much of the region suf
fers from bad (though improving) government,
pitifully inadequate infrastructure, an under-edu
cated and often under-nourished labour force, and
a burden of debt that, despite the restructurings of
recent years, remains insupportable. The nature of
these difficulties is such that the initiative to start
development moving in Africa rests with govern
mmts, domestic and foreign. The region's own
leaders need to take their recent steps towards lib
erahsation much further, concentrating their ef
forts and meagre resources on providing infrastruc-
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ture, and better education and training, instead of
on trying to micro-manage markets and enter
prises. The rich countries, and the multilateral in
stitutions they control, need to be bolder in reward-.
ing eager reformers with debt forgiveness, grants
and technical expertise.

Perhaps for years, Africa's poor reputation
among investors will continue to taint its individ
ual economies, reformers and non-refurmers alike.
Until that changes, it will be difficult for the re
gion's more promising economies to attract the pri
vate capital that they may, in due course, be able to
use profttably. Difficult, but not impossible. That is
the lesson of reviving flows of private capital in
other parts of the world. Foreign investors in the
developing countries may be more cautious than
they were in the past, but their caution has not
blinded them to opportunity.

The countries that are now attracting most of
the capital from the private market have two main
things in common. One is that their debt-service
obligations look manageable, either because they
avoided severe debt-servicing troubles in the first
place (eg, China. Indonesia, South Korea) or be
cause they have completed comprehensive debt-re
ducing agreements with their bankers (eg, Argen
tina, Chile and Mexico). The other is that their
economic policies are conducive to macroeco
nomic stability and private enterprise-at least by
the standards ofthe third world.

It is no coincidence that the countries that meet
the first criterion also, by and large, meet the sec
ond. Countries that, throughout, had compara
tively good economic policies tended to avoid debt
troubles. And countries that did fall too deeply into
debt had to tum reformist in order to win the IMFS

support for debt restructuring.

A stake in management
The biggest single component of the renewed flow
of capital to developing countries is foreign direct
investment. FDl measures money spent on acquir
ing companies, or substantial parts of companies;
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Capital flowing to
the third world is
moving lessfrom
banks to
govem.ments and
morefrom capital
markets to private
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I ClJ\!I1tncs of East and South-East Asia. Add eco
nomic swbilityand creditworthiness,and you have
a prospcctthat is difficult to resist.

However, many small countries (as table 7
showed) have succeeded in attracting FDI, too. In·
stead of consumers in the hundreds of millions,
they may offer a strategically desirable location in a
regional market; a good supplyofskilled workers; a
fairly liberal economic-policy.regim~ (which .leaves
the private sector to go about Its bUSIOCSS); friendly
rules for the conversion of foreign-exchange and
the remission of profits abroad; duty-free imports
of raw materials and intermediate goods (usually
offered to investors setting up plants in export-prcr
cessing zones); or other inducements (ranging from
taX breaks to plain hand-outs).

Byoffering a selection ofinducements from this
list, even tiny economies with (it might seem) little
goi ng for them can attract plentyofFDI-and grow,
as a result. Mauritius, a small island In the middle
ofa big ocean, relied on FDI to establish its textiles
and clothing industries in the 19605. More recently,
aiming to becomean offshore banking centre, it has
succeeded in attracting investment in financial ser
vices. In the four years to 1991 its inflows of FDI
amounted to $120m, or roughly 5% ofthe country's
total investment. What Mauritius began to do a
generation ago-welcome, indeed seek, foreign in
vestors-many other developing countries have be
gun to do more recently. They are finding that hos
pitality pays.

Apapertrail ...
,;<i:en together, portfolio flows of capital (invest
ment in bonds, equities and related securities, cer
tificates of deposit and commercial paper) pro
vided the developing countries with another $37
billion last year (see chart 9). These forms ofcapital
have increased, admittedly from a tiny base, even
more rapidly than FDI.

Why? In some ways, the change is unsurpris
ing-if anything it is overdue. Most of the invest
ment "fundamentals" that, in principle, ought to
govern flows ofportfolio capital to the third world
h" ,'e iong been more favourable than the outcome
would suggest.

Consider investment in equities. Developing
country stockmarkets offer, on average, higher re
turns than stockmarkets in the industrial countries.
Market by market, these returns are riskier (as you
would expect). Taken as a group, however, and used
in combination with rich-eountry equities. the
emerging markets actually offer investors the next
best thing to a free lunch: higher returns with less
risk. This is because the ups and downs of third
world markets are not strongly correlated with the
ups and downs of rich-eountry markets. (In some
~ses, the correlation is negative: when stocks in the
Industrial countries go up, stocks in the third world
go down.) This allows investors to diversify their
portfolios ofequities, and improve the balance that
must be struck between profit and risk. According
to such calculations, the rich countries have been
under-investing in the third world for yr.ars. Only
J"10W are they staning to put that right.

There are probably four main reasons for this.
To begin with, the same economic reforms that
have attracted FDl in recent years-privatisation,
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measures to promote macroeconomic stability,
more liberal trade regimes, and so on-.flave
brought many developing countries to the atten
tion ofportfolio investors,as well. Initially, repatri
ated flight capital formed a large part of the in
crease in "foreign" portfolio investment. The
owners of this capital are particularly well-placed
to judge the significance ofany change in the ec0

nomic-policy regime. Now other, truly foreign, in
vestors are following their example. If the invest
ment fundamentals have long been attractive, they
are now even more so.

Second, a related point, many developing
countries are now far more creditworthy than they
were in the 19805. In the past two years countries
such as Indonesia, Chile and Turkey have been
given "investment-grade" (ie, good) credit ratings
by the main rating agencies. Avarietyofother third
world borrowers are rated at or near investment
grade (see table 10). Below that threshold, average
ratings have improved since the late 19805.

Good ratings matter a lot to all portfolio-inves
tors; to bond-investors, who are promised a fixed
rate of return with no participation in the value of
the company, little else counts. The rules that rich-
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country governments set for institutional investors
make credit ratings especially important to big
American investors, and to American pension
funds, above all. Since portfolio investment tends
to Row along regional channels, Latin America has
so far gained disproportionately among third
world countries from its improved credit standing.

Another reason for the sudden growth ofponfo
lio Rows to the third world is the easing of some
financial restrictions, and the tightening ofothers.
Again, in many countries such changes have been
part ofa broader movement towards economic re
form. Argentina, Brazil, Malaysia, Pakistan, Peru
and Turkey are among the countries that allow for
eigners virtually unrestricted access to their stock
markets. AI Iof these also allow free repatriation of
income and capital. Many other developing coun
tries, including Bangladesh, Oaile, Indonesia,
South Korea (since 1992), Mexico, Sri unka, Thai
land and Venezuela allow foreign investors fairly
free access to listed stocks~metimes, however,
with restrictions on repatriation. In these coun
tries, and in others (where rules on foreign invest
ment may remain more burdensome), the trend of
late has been towards further easing. In countries
such as China, Poland and the Czech Republic,
stockmarkets now exist where none did before.

Surveys ofrich-country investors suggest that re
stricted access to third-world stockmarkets is often
less ofa worry than limited information and poor
regulatory standards. In many countries, these
rules need to be stricter. Many third-world govern
ments have recently begun to improve their regula
tory systems, as much to attract more domestic in
vestment as to appeal to foreigners.

According to the International Finance Cor
poration (the arm of the World Bank that concen
trates on private-sector development, and advises
many third-world governments on capital-market
reforms), Brazil, Chile, Colombia, Mexico, India,
South Korea and Malaysia have accounting stan
dards and rules for the protection of investors that
are regarded as being "of internationally accept
able quality". Governments in many other coun
tries are taking steps in the same direction-not al
ways at their own initiative. In China, allegations
of insider trading and share-price manipulation
led to riots in Shenzhen in 1992;soon after, thegov
ernment set up a new agency to regulate the coun
try's stockmarkets.

Finally, rules set by rich-country governments
for their own investors and capital markets also af
fect portfolio Rows to the third world. Most indus
trial countries restrict the extent to which their fi
nancial institutions, especially insurance
companies, can invest abroad. Practice varies a
great deal from country to country. In Germany,
such barriers are prohibitive; the foreign assets of
pension funds, for instance, must not exceecl5% of
the total. In America, the rules differ from state to
state. In some, such as New York, the limits are
nearly as tight as in Germany. By these standards,
Japan's rules are fairly liberal; so much so that they
have not lately been binding. In Britain, further
still along the spectrum, the government sets no
ceilings at all on foreign investment, relying solely
on prudential regulation.

The rapid increase in portfolio Rows to the third

world cannol be explained by any sudden change
in these sourcc-country regulations. However, one
financial-market innovation, made possible by
America's disclosure and registration requirements
for equities, has made quite a difference. Using an
American depositary receipt (AOR), issued under a
procedure called Rule 144A, it is possible for a com
pany from a developing country, in effect, to issue
shares in America without having to comply with
the rules usually insisted upon by the Securities and
Exchange Commission. AORS are tradable instru
ments, quoted in dollars and paying dividends in
dollars. They are issued by American banks, which
certify that the receipts are backed bya correspond
ing amount of equities, held abroad on behalf of
the bank.

Manyfirms in developing countries have found
this to be a cheap and effective way of raising
money. The market for ADRS and GDRS (global de
positary receipts, which are ADRS launched simul
taneously in different markets) has grown rapidly
in the past two years (as chart 9 showed~ In 1991
Mexico raised more capital by issuing AORS than
through syndicated loans and bond sales
combined.

... leading where?
Striking as these changes in the forms of capital
flowing to the third world may be, they probably
matter less than the change in its destination. In the
mid-1980s the share of private enterprise in the re
ceipt of external finance in the developing coun
tries fell tojust 16%. That, admittedly, was under the
special circumstances of the debt crisis. Nonethe
less, with governments pre-empting so much ofthe
inRow of capital, private companies-always the
chief source of growth in output and incomes
were starved ofthe foreign currency they needed for
certain kinds ofinvestrnent.

Since then, the Row ofcapital has revived,.and
the private sector's share ofit has increased. In 1991,
30% of the developing countries' aggregate capital
inflowwent to the privateseetor. For certain instru
ments the change is even more dramatic. The pri
vate sector's share ofbond finance, for instance, in
creased from 4% in 1989 to 47% in 1992. The causes
of this transformation are, by and large, those al
ready mentioned. The most important is the pri
vatisation ofstatlXlwned enterprises. Beyond that
lies the adoption ofa broad range ofother pro-busi
ness policies (from financial and industrial deregu-
lation to lower taxes and tariffs). .

The causes are the same as before because the
change in the form ofcapital (from bank finance to
capital-market finance and FOI) and the change in
its destination (less to public-sector borrowers and
more to private-sector investors) are really one and
the same event. For the countries that have so far
shared in it, this transformation is extremely en
couraging. In rich and poor countries alike, it has
aroused a mood ofoptimism concerning the third
world's prospects that may for a time be self-fulfill
ing: pro-business policies attract capital, capital
spurs growth, growth facilitates reform, and so on.

Often in the past, however, such optimism has
ended in disappointmenl.ls that to be the develop
ing countries' fate again?
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RECALLING the debt crisis of the 1980$, a first
question to ask of the new capital flows to the

developing countries is, will they last? Privatisation
has played a big part in attracting inflows of both
FDI and equity investment, especially to Latin
America-but privatisation programmes do not go
on for ever. A government in a hurry can sell its
most appealing enterprises within a few years.
What then? Also, you might argue. FDI and portfo
lio investment are notoriously volatile, even
among industrial countries whose crcdit-worthi
ness is not in doubt. For both these reasons, some
conclude. the new financial platfonn for growth in
the third world is wonyingly insecure.

11le world of international finance is undeni
ably turbulent. It is not always easy to say how
quickly, or how far, developing countries should
EXpose themselves to this source ofcontinuing eco
nomic volatility. Developing countries do need to
be careful when they open themselves up to inter
national finance; bungled or over-rapid Iiberalisa
tion has often proved extremely costly. And once
theireconomies are integrated with the global mar
ket for finance, governments can and should take
steps to cushion some ofthe blows that are likely to
follow.

More about that later. For the moment, put
these issues aside, and consider what may seem a
ll1or~ pressing point-the danger that the recent in
crease in FDI and portfolio flows is, for whatever
reason, a short-lived event, not a trend that can be
relied upon in future.

Built to last?
Forecasting capital flows-even long-tenn, or "un
derlying" flows, such as FDI and most portfolio in
vestments-is a hazardous business. Such flows are
notoriously variable from year to year. They de
pend on a complicated mixture offactors in invest
lng ~nd recipient countries alike.

You might think that FDI, especially, should be
fairly stable overtime. For the finns concerned, this
form of investment, more than any other, repre
sents a long-term commitment to a chosen country,
and is not one that can bequicklyoreasily reversed.
It ought to be relatively immune to the shan-term
shifts in economic circumstances that you would
expect to play havoc with, say, current-account bal
ances and shon-tenn credit flows. But it is not. The
rail in global FDI at the stan ofthe 1990$ took many
k,!c~asters bysurprise. Though the upward trend in
FDI to the developing countries has remained com
paratively steady (as chan 6 showed), it would be
unwise to take this for granted.

Keeping this in mind, however, it is possible to
put recent flows ofFDI and portfolio investment to
the developing countries into statistical perspec
llve. The question is,what scope remains for further
rises, nOt JUSt over the next year or !WO, but over the
next decade or !wo?

First, consider portfolio investment. It is often
argued that the third world's inflows of equity in
vestment, in panicular, are at the mercy of shon-
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term economic conditions in the industrial coun
tries: once interest rates in America rise from their
present historic lows, it is feared, investment in the
developing countries (Latin America, mainly, in.
the case of equity investors in the United States)
will fall back. In the past, in fact, equity inflows to
the developing countries have not been strikingly
sensitive to interest rates in the source countries.
But th is factor in any case is likely to be outweighed,
in the long term, byothers.

One straightforward benchmark forjudging the
potential scale ofportfolio flows to the developing
countries is the industrial countries' present stake
in the emerging third-world stockmarkets, mea
sured agai nst the emerging markets' share ofglobal
stockmarket value. At the end of the 1980$ the
emerging markets' share of the global stockmarket
doubled (because prices in those markets rose
sharply) to about 6%. Ifinvestors in the rich coun
tries increased their holdings in emerging markets
enough to come into linewith that ratio, the flow of
equity investment into the third world would in
crease by roughly $40 billion a year. That would be
a more than three-fold increase over the flow ofeq
uity and equity-related instruments in 1992; and it
would make equity flows to the developing coun
tries comfonably bigger than present flows of FDI.

In a way, that calculation exaggerates the pros
pects for equity flows to the third world, because
equity investors evel)Where tend to prefer their
own home market to foreign markets (regardless of
whether the foreign markets are in rich or poor

Things you should
!mow about the
revivingftow of
capital to the
third world
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slopeS upwards to the right. Thus, moving from a
portfolio balanced 60-40 in favour of American
stocks to another balanced 50-50, the chart shows
that both risk and return go up. But the point is that
in its lower reaches, the line slopes upwards and to
the left, indicating opportunities to have both
higher returns and lower risk-the gain to be had
from a diversified portfolio.

On the basis ofth~ returns (calculated, admit
tedly, over a short period), even the most risk-loath
ing investorshould prefer to hold 20%ofhis portfo
lio in the emerging markets, for that is the risk
minimising mix. Investors willing to take on at
least some risk in exchange for a better return-and
all equity. investors volunteer for at least some
avoidable risk-should prefer to hold even more
than that minimum in emerging-market shares. All
this suggests that the scope for flows of equity in
vestment to the developing countries is YeIY large.

ConsUlt a scenario
Is there room, too, for substantially greater flows of
FOI to the third world? Or might this form ofinvest
ment expand so far that, for any given country, no
more can be profitably absorbed? Hardly. The rich
countries, with their far greaterstocks ofcapital, are
still able to attract billions of dollars in FDI. It is
absurd to fear that any parts of the third world
could be anywhere near such a point ofsaturation.
Also, in some of the developing countries that, by
virtue of their size, have received a large share of
global FOI, this inflow represents only a small frac
tion of their overall domestic investment. [n 1991,
China's $4.4 billion of inward FOI (more than a
tenth ofall such flows to the third world) was equiv
alent to only 3.3% of the country's gross domestic
investment; Brazil's $1.6 billion was only 2% of its
gross domestic investment.

Argentina, Malaysia and Venezuela show that it
is possible for countries to finance much larger
shares of their domestic investment through FOI
(see table 12). These countries suggest that the scope
for an expansion of FDI elsewhere in the third
world is great. The World Bank has calculated that
if flows of FI>J amounted to 10% of gross domestic
investment in all developing countries-a conser
vative number, just halfofwhat Malaysia and Ven
ezuela have lately attained-global flows of FDI to
the third world would now be twice as big, or about
$80 billion a year.

There is another way of looking at it-and the
view from this new angle is equally encouraging.
An analysis by DeAnne Julius (a leading authority
on FOI, formerly the chiefeconomist at Shell, now
at British Airways) relies a bit more on economic
principles. It takes into account the main factors
that influence direct investment over a run ofmany
years, and requires some computerised number
crunching. It too suggests that the scope for growth
in flows of FOI to the third world is great.

Over the long term, Ms Julius argues, flows of
FOI are likely to reflect global investors' judgments
about where they can get the highest returns. In the
short term~en over runs of several years~uch
judgments may be obscured by cyclical factors; in
the end, however, likely returns on investment will
carTY the greatest weight. A rough measure of the
long-term return on aggregate investment is given

countries). But two important points argue the
other way.

The first is that the emerging markets are likely
to carTY on growing faster than their rich-countty
counterparts. The ratio ofemerging-market GOP to
global GOP is 13%; recall that the ratio ofemerging
market value to global stockmarket value is only
6%.With time, the second number is likely to rise to
meet the first. As it does, the rich countries' small
share in third-world markets will rise too-or else
be increasingly anomalous.

The second reason to expect equity flows to the
developing countries to rise is that rich-eountry in
vestors are still a long way from fully exploiting the
benefits to be achieved through that sort ofdiversi
fication. Investors have doubtless noticed that re
turns in third-world stockmarkets are higher than,
and only weakly correlated with, returns in rich
countrystockmarkets. That combination, as was ar
gued earlier, enables investors to strike a better bal
ance between risk and return, and is surely one
reason why equity flows to the third world have
been expanding. The point is that the process has
barely started.

Between 1987 and 1991 American investors held
less than 0.5% of their equity portfolios in emerg
ing-market stocks. Calculations by economists at
the World Bank show that if those investors had
held 20% oftheir portfolios in such stocks, their av

erage return would have been
roughly one percentage point
higher, and the risk of their com
bined portfolio would have been
not higher, but substantially lower.
Chart 11 shows the full rangeofpos
sible combinations for that period.
It plots annual return on the verti
cal axis and risk on the horizontal.
Each point represents a portfolio.
The lowest point on the line repre
sents a portfolio with nothing but
American stocks; the highest a
portfolio of emerging-market
stocks. The points between show
the other combinations.

The rule that risk is the price
you pay for a higher return is true
over most ofthese combinations: it
is true, in fact, wherever the line
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b... ;: statistic called the incremental output/capital
ratio-the rate of economic growth divided by
share of investment in national income. It shows,
in effect, the increase in output achieved by a given
amount of investment, which is a rate of return in
the broadest sense. (It is only a rough measure be
cause it implicitly assumes that all the increase in a
country's output is due to investment, as opposed
to say, increases in the country's labour force.)

, Taking the developing countries as a group, this
ratio was 24% during 1965-80. In other words, a dol
lar invested in the third world earned, on average, a
return of24 cents. Over the same period, the indus
trial countries, with much larger stocks of capital,
grew more slowly-as the law ofdiminishing mar
ginal returns would lead you to expect. Their return
on investment was therefore lower: on average,
19%, or 19 cents on the dollar.

In the 19805, under the strains ofthe debt crisis,
growth in the third world slowed, and the aggregate
return on investment collapsed to 13%. (The return
in the industrial countries fell too, but only to IS%.)
This makes it unsurprising that the developing
countries' share ofglobal FDI, which had been 23%
in 1971 and the same ten years later, fell to 13% by
1986.

How might investment returns in the third
world change over the next two decades? It seems
plausible to assume that they will be doser to the
rates of1965-80 than to those ofthe 19805. For many
developing countries, at least, the worst of the debt
crisis is over, and economic growth is resuming. On
top ofthat, dozens ofcountries have embraced eco
nomic reform more enthusiastically than ever be
fore. Agood many ofthese ought to grow at least as
fast over the next 30 years as they did in the years
before the debt crisis.

Suppose that the return on investment in the
third world rises to 21% in 1990-2020. That is the
cautious figure that Ms Julius arrives at with a mix
ture of judgment and computers. Though not as
good a return as the developing countries achieved
in 1965-80, it is a big improvement over their per
formance during the debt-burdened 19805. Also
s~ppose that the law ofdiminishing returnscontin
ues to reduce, albeit gently, the productivity of in
vestment in the rich countries-to an average of
13%. Further assume that a higher return on invest
ment in developing countries causes the amount of
aggregate investment there to rise-to 27% of na
tional income over the period (compared with 24%
in the 1980s). For the third world as a whole, all this
implies an average rate ofeconomic growth of5.7%
a year between 1990 and l02a-about the same as
in the 15 years to 1980.

What does it imply for FDI? The computer,
lookIng at the widening gap between returns on in
vestment in the rich and poor countries (a gap that
henceforth works in the poor countries' favour),
concludes that FDI in the third world would in
crease from $40 billion a year now to more than
$80 billion a year (in today's prices) by the end of
the century and to roughly $400 billion a year by
2020. By then, today's developing countries would
be attracting about half of the world's FOI, com
pared with about a fifth now.

Al first sight, that looks like a remarkable in
crease. But if it happens, the share of FOI in the
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dcveloping countries' investmcnt would still be
only 6%-a third more than now, but far less than
many of the more successful developing countries
are already achieving.lfFDI is to play this enlarging
role in promoting development in the third world.
the recent trend towards pro-business policies and
greater economic openness must continue. If that
trend is checked, or goes into reverse, this scenario
(which Ms Julius insists must not be called a "fore-.
cast") will not come true. All in all, though, it seems
reasonable to conclude that there is no reason for
the recent rise in FDI to the third world to stop
abruptly, unless developing-country governments
abruptly change their minds about the virtues of
economic reform.

Small print
While contemplating these possibilities, it is right
to bear in mind that foreign investment of either
variety cannot secure faster growth for the develop
ing countries byitself. And, indeed, that as forms of
finance for the third world. foreign portfolio and
direct investment have disadvantages (as com
pared with bank lending) that must be set against
their benefits. However, the drawbacks are small
whereas the advantages are large. And if more for
eign investment is not a panacea, that is all right
nothing in economics ever is.

However, pause for a moment to consider those
small drawbacks. FDI, it needs to be remembered,
can be quite an expensive source of finance. If a
firm in a developing country borrows from a bank,
and then makes a profit, any surplus is at least ini
tially retained in the country. Ifthe firm is financed
by inflows ofFDI, all the profit, except for any that is
reinvested in the company, returns to the foreign
investor. Unlike a bank loan, FOI is, on the other
hand, a risk-sharing financial contract: if the pro
ject fails, the "lender" gets nothing. But the typical
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The third world
needs the global

market for capital
but cannot always

rely on its
co-operation

direct investment project does not fail-and the
lender does very well.

·In practice, this has meant that "net transfers"
on FDI were usually negative between 1965 and
1980; that is, outflows ofprofit (net ofany that were
reinvested in the companies) were usually greater
than the new inflows of FDI. This ceased to be true
in the late 19805, because new inflows surged and it
will besome time before those investments become
profitable. In time, though, profits will rise cor
respondingly fast-and net transfers may again
turn negative. Because of that, a country would be
unwise to rely on an increase in FDI as a way of
bridging a balance-of-payments gap. For that pur
pose, it is a needlessly expensive form offinance.

All this, however, says more about the limits of
the concept of"net transfers" than it does about the
desirability of FDI. Even ifnone ofthe profits from
FDI were reinvested in the host countty-an ex
treme assumption-it would be absurd to argue
that the recipient country had not benefited. At a
minimum, FDI creates good jobs that would not
otherwise have existed. In practice, the gains go far
beyond this-provided only that the host country's
economic policies are not so bad that they channel
the resources into inappropriate uses. (And that ca
veat applies as much to investment financed out of
domestic savings as to FDI.)

As a rule, FDI brings more than just finance to
the country concerned. Because the investor has
bought at least a share in the control of the enter
prise, FDI usually involves a transfer of manage
ment skills, a resource which is in short supply in
many developing countries. Often, access to rich
country technology is also part of the deal. As the
new firm buys from local suppliers and sells to local
customers, knowledge about rich-country business

Perils of openness

T HE past ten years have been a time of great fi
nancial stringency for the debt-burdened devel

oping countries. New productive investment has
been squeezed and much-needed growth post
poned. Rich-country suppliers of capital (until re
cently, the banks) had to have their arms twisted to
maintain even a severely reduced flow ofresources;
meanwhile savers in the developing countries illic
itly sent billions ofdollars abroad. Now that many
countries seem to be putting these financial prob
lems behind them-they have regained voluntary
access to new sources of foreign capital, and their
own savers are bringing home their smuggled sav
ings-it may seem churlish to complain. But some
developing-country governments have found that
their recent success has brought a different sort of
difficulty.

It is this: rapid inflows offoreign capital greatly
complicate the conduct of macroeconomic policy.
These complications can be so severe that the coun
tries' broader efforts to reform their economies may
come to nothing. The sorts of capital that are now
flowing so freely to parts of Latin America and else
where in the third world are indeed superior in
many microeconomic respects to the flows ofbank

practices spread. And since the developing-country
firm is a partner in an international business, FDI
often attunes governments to the needs of export
ers. Expon-oriented policies have been shown to be
extremely powerful agents of development. For all
these reasons, FDI is good news.

The balance of costs and benefits in equity fi
nance is finer. The long-term cost ofequity, like that
OfFDl, is higher than th~t ofa bank loan, and for the
same reason: an equity investment is a risk-sharing
arrangement. In return for that extra cost, the re
Cipient country does not gain the inflows ofknow1
edge and technology that FDI brings. But, in addi
tion to less risk, it can expect to gain' two other
substantial benefits instead.

One, despite the fact that inward equity invest
ment will usually be dearer than bank finance, is a
lower overall cost ofcapital. The reason is that the
cost ofcapital raised on developing-country stock
markets falls when foreigners increase their de
mand for the country's equities. There is good evi
dence that this effect is not confined just to the
shares in question. In other words, when Ameri
cans buyshares in a Mexican company, bidding up
their price and lowering that firm's cost ofcapital,
shares in other Mexican firms tend to rise some
what,too.

The other great benefit that equity inflows have
over bank lending (at least, as it was conducted in
the 19705 and 19805) is that private investors are se
lecting private firms in which to invest. This helps
to channel resources to more efficient uses, and it
puts the managers of those resources under firmer
discipline to use them well. One of the clearest les
sons from the history ofdevelopment since 1945 is
that it is not the quantity of investment that counts,
but the quality. .

lending ofthe 19805; but in the challenge they pose
to finance ministries and central banks in setting
their monetary, fiscal and exchange-rate policies
they are no less difficult.

That is whysome economists fear that the finan
cial breakthrough of the early 19905 may end, in
due course, in another bust. Whereas the failures of
the 19805 were (rightly, on the whole) attributed to
failures ofpolicy in the debtor countries, especially
to large budget deficits and excessive intervention
by the state, the next crisis, if it comes, may well be
blamed on liberalisation. That would be a formida
ble setback to development throughout the third
world.

Feels like old rimes
. In fact, these difficulties are nothing new. One of
¢e most notorious episodes in the recent history of
economic development was the failure ofattempts
at financial reform in the Southern Cone of Latin
America in the late 19705 and early 19805. Econo
mists are still arguing about what went wrong
with renewed urgency, now that some see parallels
with more recent events.

Ignoring many important differences between
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the three cases, what happened in Argentina, Chile
and Uruguay is roughly as follows. During the
1970$ all three countries embarked on a variety of
reforms in their banking and financial systems.
They removed their ceilings on domestic interest
rates, giving their banks much greater freedom of
action. Also, early on, Argentina and Uruguay re
moved most of their capital controls; Chile, mov
ing more slowly in this respect (though faster in oth
ers) removed its controls only partially.

Over the following years, all three countries saw
their interest rates rise, to more than 30% in real
terms. Such levels were not brief "spikes"; they
were sustained for months ata time, and in Chile's
case for years. As a result, foreign capital flooded in,
causing the countries' exchange rates to appreciate.
Between the first quarter of 1977 and the first quar
ter of 1981, Argentina's trade-weighted exchange
rate more than trebled in real terms (see chart 13).
The countries saw their trade balances deteriorate,
to such an extent that all three were forced to aban
don their reforms, in varying degrees, in the early
1980$. (Chile quickly resumed its bold effortS at re
form; Argentina and Uruguay turned reformist
again only recently.)

The moral that most economists see in this his
tory is this: do not open your economy to inflows of
capital too soon in the process of economic re
form-especially if you are unable to use other in
struments of macroeconomic policy to deal with
the exchange-rate consequences. Is that good ad
vice for teday's reformers, too? Is the revival of pri
,ate capital flows to Latin America and other pans
t)f The third world happening so quickly that, far
from supporting those countries' economic re
forms, it may jeopardise them?

The answer is maybe-though there are things
that governments can do to reduce the risk. First,
however, it is worth noting that the financial world
has ch;lT~ged a good deal since the late 1970$. The
consequence is that teday's governments have
fewer choices than their predecessors over the pace
of their financial reforms. This, in turn, makes the
Southern Cone syndrome harder to deal with.

The recent surge in capital flows. to parts of the
third world is only partly due to a deliberate liberal
isatlon of inflows by governments. Most develop
Ing countries (and, for that matter, most industrial
countries) still maintain some controls of one sort
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or another. UsualIy, these take the form of restric
tions on certain capital-account transactions (eg,
rules forbidding residents to open foreign-currency
bank accounts). More intrusive systems (still com
mon in the third world) involve dual or multiple
exchange rates; in effect, the price at which the gov
ernment is willing to let people or firms buy foreign
currency varies according to the purpose for which
it is required. Despitesuch controls, capital flows to
parts ofthe third world are on the rise.

Why? First, because capital controls are rarely
intended to isolate a country entirely. Flows can
therefore increase without a change in the restric
tions. Second, because in many countries the rules
have indeed been liberalised somewhat. There may
still be controls on inflows of FOI, for instance; but,
whereas the government once imposed extremely
burdensome conditions on a would-be investor
(eg, all its sales must be for export, only a small part
of its profits could be remitted, the government
must be granted a large shareholding), its condi
tions now, if any, are less demanding. Third, be·
cause capital controls no longer work as well as they
used to.

Capital controls have always been leaky. A fa·
vourite way of getting round them has long been
through false invoicing ofexports and imports. For
instance, an importer wishing to move money
abroad could ask his supplier to write an invoice
for more than the true price; the surplus, instead of
going to the supplier, goes into a foreign bank.
Through this and other methods, third-world in·
vestors were able to stash away billions of dollars
during the 1980$.

According to the World Bank's estimates, at its
peak in the 1980$ the amount of capital illicitly
flowi ng abroad from the developing countries was
$100 billion a year. On these estimates, by 1990 the
stock of flight capital was roughly $700 billion.
Latin America's share ofthat outflow to the United
States and elsewhere was equivalent to more than
30% of the region's GOP (see chart 14 on next page).
It is impossible to be precise, but a good part of the
capital that has lately flowed into Latin America is
drawn from these illicit investments. The outflow
and subsequent inflow had less to do with changes
in capital controls than in the judgment of Latin
American investors about the safety and profitabil
ityofinvesting their savings at home.

129



34 SURVEY THIRD-WORLD FINANCE

Theyk~ewbetter II]

Nonetheless, it seems certain that capital con
trols, always somewhat porous, are gradually be
coming more so. As integration through trade in
creases, opportunities to evade controls multiply.
Improvements in technology, especially advances
in telecommunications, also make it ever easier to
escape the state's financial clutches.

And that is why today's governments have fewer
choices when confronted with a disruptively large
inflow ofcapital. The ol;lVious solution to the prob
lems caused by a sudden inflow of capital is un
likely to do much good. Attempting to tum the cap
ital away by strengthening controls is to swim
against an ever more powerful tide.

This is not to say, as some economists do, that
controls have no effect. Theydo, and that is why it is
well worth removing them when circumstances
permit. The case for a fully liberalised capital ac
count is analogous to the case for free trade. Freeing
capital privatises decisions about the allocation of
resources, and promotes efficiency by fostering
competition among suppliers. Even modest con
trols on capital have costs. They cause rent-seeking
and corruption, and prevent scarce foreign ex
change from being allocated to its best uses. Coun
tries that have liberalised inflows ofcapital are of
ten more cautious about liberalising outflows. This
too is hannful. It forbids their financial institutions
to seek the best returns, or to diversify their hold
ings ofassets in risk-reducing ways.

So capital controls, in these ways, remain "ef
fective". Unfortunately, they are likely to be better
at twisting flows offinance into different, and often
illicit, channels than at controlling inflows and
outflows in the aggregate. Stronger controls, though
they would be an even greater microeconomic nui
sance, can no longer be relied upon as a macroeco
nomic remedy.

Crying all the way to the bank
The economics literature offers two sorts ofadvice
to countries suffering, like the economies of the
Southern Cone in the late 19705, from an embar
rassment of riches. The first applies to countries
where the inflow is already pushing the exchange
rate to troublesome heights; it concerns the proper
response of macroeconomic policy. The other is
more relevant to countries that do not yet face this
problem-but may expect to, before long, as theIr

economic reforms proceed. This sort ofadvice con
cerns, in the jargon, "sequencing"-how to reduce
likely difficulties by getting your reforms in the
right order.

Countries facing the immediate macroeco
nomic problem of an unmanageably large inflow
of capital leading to a sharply appreciating ex
change rate have six main options.
• Lie back and enjoy ,it. The other possibilities,
some economists argue, are Worse than doing noth
ing. So let the exchange rate appreciate: ifit is fixed,
let it float. This will put the country's exporters un
der tougher competitive pressure, but the news is
not all bad. The resulting current-account deficit is
simply the means for the country to import the for
eign capital that is now available to it. After all, the
whole point ofa capital inflow is to allow the coun
try to invest more than it saves (ie, run a current
account deficit). This is entirely appropriate for a

.poor country that needs to accumulate lots of
capital.

Remember too that the obverse of a stronger
currency is greater purchasing power over im
ports-in other words, an improvement in the
country's real income. If the increase in capital
flows is not a permanent thing, but merelya tempo
raryinflow of"hot money", it might make sense to
stop the exchange rate over-shooting, thus prevent
ing needless strain on exporters and forestalling fu
ture balance-of-payrnents difficulties. But if the
larger capital inflow really is a long-term change,
the exchange rate will have to go up sooner or later.
What is to be gained from postponing this appre
ciation~pecially when it causes damage else
where to do so?
• Cut interest rates. This will discourage the inflow
ofcapital and slow or stop the rise in the country's
exchange rate. But the effects in the domestic econ
omy could be dangerous. The same circumstances
that have attracted the capital inflow may be fuel
ling an economic boom. Lower interest rates would
increase domestic borrowing, adding to inflation
ary pressures.
• Tighten capital controls to discourage inflows.
For the reasons explained above, this is hannful
and unlikely to work for long.
• Liberalise capital controls to encourage outflows.
This looks attractive, except for one thing: many of
the countries that have done it have found that al
lowing more capital to flow out has encouraged
even more capital to flow in. This happened in Brit
ain in 1979 (and in Yugoslavia in 1990). Foreign in
vestors may take the refonn as a sign of better eco
nomic times ahead, and/or be reassured that
having put their money in, it will be easier than
hitherto to get it out. Whatever the reason, this ex
perience adds weight to the view that liberalising
capital controls is not a policy well-suited to influ
encing aggregate inflows or outflows.
• Sell more government bonds. This is known as
sterilising the inflow: its effect is to reduce any effect
that the surge in inward investment might have on
the domestic money supply. Where the inflationary
impact ofthe inflow is the most pressing worry, this
may look like a good answer. The trouble is that if
the sterilisation is conducted on a large scale, the
government will have to raise its interest rates to
make the bonds attractive. That will draw in more
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foreign capital, calling for more sterilisation, and
so on-a vicious circle. In the meantime, either the
finance ministryor the central bank isrunningupa
bill for debt service that is likely, in due course, to
become a big problem in its own right.
• Tighten fiscal policy. This does two things. It re
duces demand in the domestic economy, helping
to meet any worries the government may have
about rising inRation. Yet at the same time it is
likely, other things being equal, to reduce interest
rates, which ought to encourage a slower inRow of
capital. This will mitigate the rise in the exchange
rate and reduce the undue pressure on exporters'
profits. That combination is exactly right-and the
greater the proportion of "hot money" in the in
/low, the moresense it makes to resist the currency's
appreciation in this way. There are two drawbacks.
In practice, it is extremely difficult to know how
much ofthe inflow is hor. and how much not. And,
by itself, a fall in public borrowing (or a rise in the .
public sector's surplus) will be nowhere near big
enough to oflSet a really large-scale rise in inward
investment.

Weighing these pros and cons, it seems that a
mixture of three of the policies may be best. One,
tighten fiscal policywith ajudicious mixture ofcuts
in public spending and higher taxes. Two, partially
sterilise the inflows-best ofall, by privatising some
state-owned enterprises, for that avoids the debt
servicing difficulties that may follow heavy sales of
government bonds. And three, allow any remain
ing upward pressure on the exchange rate to cause a
moderate appreciation. This is a good description
of present macroeconomic policy in several Latin
American countries, notably Mexico and Argen
tina (though Argentina's exchange-rate apprecia
tion looks increasingly immoderate).

Better start from somewhere else
Dealing with the macroeconomic implications ofa
capital inRow in this way presupposes that the gov
ernment has good control of its own fiscal policy.
In many developing countries, where the tax base is
insecure and public spending out ofcontrol, this is
not the case. For governments just embarking on
the path ofeconomic reform, adequate fiscal con
trol should therefore be a precondition for other
measures that might encourage a bigger inflow of
capital-including the liberalisation of capital
controls.

But there are other preconditions, too. Indeed,
the consensus among those who have studied the
issue of sequencing is that freeing an economy's
capital account should ideally come last. However
desirable it may be to admit inflows and allow out
flows once the economy has been substantially lib
eralised in other ways, these freedoms may be
COu nter-productive in the early stages ofreform.

Suppose, for instance, that the government's
budget deficit has not yet been brought under con
trol. Freeing capital controls under these circum
sta nces not on Iy risks, as already explai ned, a strong
appreciation of the currency that would harm in
dustry; it also makes it likely that the budget deficit
will stay too big for longer. As long as the inflow of
C<lpltal lasts, the government will find it easier to
finance its own borrowing. Measures to curb the
deficit, which are often painful and politically un-
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popular, are therefore likely to be postponed~

that the inevitable fiscal crunch, when it comes,
will be all the worse.

Or suppose that capital flows are liberalised be
fore trade in goods and services has been freed.
High trade barriers, among other things, divorce
domestic prices from world-market prices; the
higher the barriers, the greater this distortion. D0
mestic prices, not international ones, guide finns
in choosing how to invest. If cement manufactur
ers, for instance, are protected from foreign compe
tition, their prices will beartificiallyhigh-and pro
ducing cement will be artificially profitable. New
cement factories may be built that make money at
local prices, but big losses if prices and costs are
measured in the international market.

In some developing countries, and in parts of
Eastern Europe and the fonner Soviet Union, dis
tortions ofthis kind have been exceptionallysevere.
InVestments have gone ahead which are not merely
unprofitable at world-market prices, but "value
subtracting". A value-subtracting enterprise is one
that would lose money even ifits labour were sup
plied free ofcharge-in other words, it is an enter
prise that takes in energy and raw materials and
turns them into things that are worth less than they
were to begin with.

When prices are this badly or even somewhat
distorted by high trade barriers, so that investment
is failing to earn the economy an appropriate rate
ofreturn, there is no case for liberalising capital in
flows. In the most distorted economies, the new in
vestment that will be financed bysuch inflows may
even reduce the country's output (properly
measured).

There are exceptions. Some countries have at
tracted foreign direct investment by creating enter
prise zones within which producers pay free-trade
prices for their materials and receive free-trade
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prices for their products. A capital inflow of this
kind may make good sense even in an otherwise
distorted economy. And there are other ways to off
set the effect ofdistorted internal prices on invest
ment decisions. Much the easiest way of ensuring
that capital inflows finance onlysound investment
projects, however, is to bring down trade barriers
before letting the capital in.

Finally, suppose that thecapital account is freed
before the domestic financial system has been re
formed. In many developing countries, banking
systems have been either explicitly state-run or else
subject to all manner ofheavy-handed regulation.
It is still common for the interest rates paid to de
positors and by certain favoured borrowers to be
much lower than the rate ofinftation-so that the
banking system is, in effect, taxing saving and sub
sidising some borrowers. As in the case oftradep~
tection, this represents a price distortion-and the
price ofcapital is an especially important one. Un
der these circumstances, inflows offoreign capital
are likely to be inefficiently allocated.

Clarity starts at home'

THE debt distress ofthe 19805, which continues
in many developing countries in the 19905,

made it clear how sensitivelythe third world's pros
pects depend on a secure and steadyflow offinance
from the industrial countries. So it is right that
much ofthe debate about economic policy in devel
oping and ex-eommunist countries turns on issues
in international finance: the case for debt forgive
ness; the best forms of borrowing; how to manage
financial risk and exchange-rate uncertainty; the
need for more aid; and so on. The result, however,
is that domestic finance has, at least until recently,
been neglected.

If that is changing it is partly because financial
upsets in the big industrial economies (the savings
and-loan mess in the United States, the mountain
ofbad bank-debts in Japan) have brought the diffi-

For all these reasons, reformers in developing
and ex-communist countries would be well-ad
vised, whenever possible, to put the liberalisation
ofcapital controls towards the end of their overall
programmes of reform. Fiscal control, and hence
low inflation and a background ofmacroeconomic
stability,should come first. In somecountries-and
above all in Eastern Europe and the former Soviet
Union-fiscal reform will be impossible without a
parallel reform of the domestic financial system.
Without undue delay, trade reform should follow.
When all that is done, controls on capital outflows
and inflows can be safely reduced.

The trickiest prescription in this list (but one on
which everything else may depend) is not fiscal re
form or trade reform, difficult though these may be.
The hardest taskin many poor countries-witness
the difficulties it has caused throughout the indus
trial world-is the reform ofdomestic finance. Pri-

. vate capital, whatever its source or form, is power
less to promote development unless the domestic
financial system is doing its job. .

culties of financial regulation and deregulation to
wider attention. It is also because of the financial
plight of the ex-communist economies. In Eastern
Europe and the former Soviet Union, the assets of
state-owned banking systems are in many cases
worthless. Yet the banks continue to extend credit
to chronically loss-making enterprises for fear of
causing an even more precipitous fall in output.
Where attempts have been made to curb this pro
cess, enterprises have resorted to "borrowing" from
each other-ie, to leaving their bills unpaid.

Domestic financial reform is therefore at the
core of building capitalism in the former commu
nist states-and hence more topical than it used to
be. This new interest in the subject is long overdue,
however. Many developing countries have suffered
for years from domestic banking systems that are
grossly inefficient. In some cases, the hidden prob
lem of bad debts-eaused by many years of inef
ficient and imprudent lending-may stand com
parison with its counterpart in the ex-eommunist
countries. That is because many developing-eoun
tty governments have used their financial systems
as heavy-handedly as the governments of Eastern
Europe, suppressing the price mechanism in the
allocation ofcredit as ruthlessly, and directing the
flow of resources from the centre as ham-fistedly.

Domestic finance matters, above all, for one
overriding reason: it is quantitatively much more
important than foreign investment, even in those
countries that are most successful at attracting capi
tal from abroad. Development economics has tra
ditionally emphasised the gap between the third
world's capital requirements and the savings it can
generate for itself; the World Bank and its sister
organisations exist to fill this gap and encourage
others to do so. This preoccupatiol) with the scale
and form ofcapitaJ flows from the industrial coun
tries to the third world is justified only up to a
point. It mailers more that the developing coun-
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many industrial countries too, though not to such
outlandish effect. Many developing countries have
maintained low nominal interest rates despite high
inflation, so that bank deposits quickly lose their
value. The rationale is simple: bykeeping down the
cost of credit, firms will be encouraged to invest.
The policygoeswrong because artificially low inter
est rates discourage saving-;>erhaps not in the ag
gregate (controversy surrounds this question) but.
pretty clearlyas measured by that part ofhousehold
saving which is entrusted to the financial system.

Mild "financial repression" may not do much
harm. Some of the countries that practised it have
done rather well (South Korea, before it liberalised,
to name one~ But severe repression-'-meaning a
real deposit rate sustained at, say, minus 5% or
less-is strongly associated with financial under
development (ie, with slow growth in bank depos
its relative to total saving~ More important, severe
financial repression hurts thequalityofinvestment
and retards growth. In the sample ofcountries just
referred to, the productivity of investment was
roughlyfourtimes higher for those with moderately
positive real interest rates than for those with
strongly negative ones-and theiroutput grew three
times faster (see table 16).

Why? One reason may simply be that savings
intermediated through a financial system, however
imperfect, are used more efficiently than savings
invested directly by parts ofthe economy that are in
surplus. This is plausible. Some of the savers who
invest outside the financial system presumably do
so not because they can earn a high return that way,
but only because the system has failed to offer them
anything better than a mugging.

Another reason is the converse ofthis. In coun
tries with artificially low interest rates, the demand
for credit is artificially high. At substantially nega
tive real interest rates, substantially loss-making in
vestments may be profitable, so everybody wants to
borrow as much as they can. Since the ceiling on
interest rates forbids this excess demand to be ra
tioned by price, it must be rationed in some other
way. Typically, bureaucrats do the job, directing
credit to the uses they judge most useful. Whether
because of incompetence or conuption or both,
they appear to do a bad job. The result is invest
ments that are markedly less productive than in sys
terns where prices do the rationing.

Now that all this is increasingly well-under
stood, many developing cOt,lntries are trying to re
form their financial systems. The trouble is, the
right way to carry through a financial reform is any
thing but clear.

Recall the disastrous effortS at financial liberal-

Finance matters ...

The usual way in which developing-<:ountry gov
ernments impede the workings of their financial
systems is by placing a low ceiling on interest rates.
Until qUite recently the same policy was used in

tries put their own savings to better use.
The domestic financial system plays the crucial

role in channelling these savings (and, for that mat
ter, much of the inflow of foreign capital) among
competing uses. To put this function of the finan
cial system in perspective, it is misleading to con
sider gross flows of savings. Households save, but
then invest much of the proceeds for themselves
without the intermediation ofthe financial system.
(For instance: cash spent on acquiring a physical
asset, such as a house, is simultaneously saving and
investment.) The same is true for businesses, which
invest out of their own savings ("retained earn
ings") as well as out ofother people's; and for gov
ernments, which invest out of their surplus of taxes
over current (as opposed to capital) spending. In
short the financial system is concerned with finan
cial surpluses and deficits.

Data on these are patchy, but by wayofillustra
tion chart 15 shows figures calculated from a sample
of14 developing countries, using information from
the 1970$ and 1980$. On average, households saved
12.9% of GOP and invested nearly halfof it directly
themselves; the surplus of 6.9% of GOP was inter
mediated through the financial system. Businesses
saved 8.6% of GOP but invested 15.6%; their deficit
of7% of GOPwas bridged by means ofthe financial
sYStem. Governments, too were a drain on the fi
nancial system, to the tune of 1.9% of GOP. To bal
ance the books, foreign investors provided a (com
paratively small) surplus of2%.

From these numbers two things are obvious.
First, a small increase in the household saving rate
will do more to increase the availability of capital
for investment than a big increase in foreign invest
ment. If this sample is any guide, to match an in
crease in the household saving rate from 12.9% to
14.9%, other things equal, the foreign surplus would
have to double. Second, the savings of both of the
sectors in surplus-households and foreigners
will be wasted unless the financial system works
well. In practice these points are closely linked, be
cause a common side-effect ofa badly functioning
financial system is that the supply of household
savings available for investment by business is
smaller than it would otherwise be.
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isation in the Southern Cone in the 19705. Chile,
Argentina and Uruguay not. only ~pcncd their
economies to inflows of foreign capital, but also
substantially deregulated their domestic financial
systems. That, in the view ofsome economists, was
the greater mistake. Banks, freed to compete for de
posits by raising interest rates, did so with unfore
seen enthusiasm. The results were memorably
bad-enough for many developing countries to put
financial reform offthe agenda for nearly a decade.
FiNlncial deregulation in the rich countries has
also gone badly, often creating as many problems
as it has solved. On this subject, America, japan
and the others are in a poor position to give the
third world advice.

... but what to do about it?
The difficulty is that the analogybetween free trade
in goods and free trade in finance is not quite right.
In markets for goods, domestic or international, it
is hard to have too much rivalry. The paradigm of
p::rfect competition envisages so many suppliers
that profits are tightly squeezed and no individual
firm can exert any influence whatsoever on prices.
In finance, in contrast, it seems there may wen be
such a thing as too much competition.

Among several reasons for believing so, the
most important is deposit insurance. Many gov
ernments in both developing and industrial coun
tries have formal schemes of this kind: if a bank
goes bust, the state makes good all (or nearly all) of
the depositors' losses, usually up to some ceiling.
The economic rationale is plain. Ifdepositors start
to doubt the soundness ofa bank, some may with
draw their money and put it elsewhere. As they do
so, fear that the bank may fail spreads and becomes
self-fulfilling. Even if the bank had been sound to
begin with, a run may start that drives it under. On
occasions in the past, runs have spread to many
banks. This is extremelydangerous: ifthe payments
system that banks provide is destroyed, the result is
a deep depression.

Deposit insurance is designed to prevent this by
stopping runs before they start. It works, but at a
price. Imagine a bank that is in trouble because it
has lent unwisely in the past. It is losing money and
its assets (ie, its loans) look shaky. It may be tempted
to restore its fortunes by taking more risks-lending
to less creditworthy borrowers at high interest rates,
attracting the money it needs by paying depositors,
in tum, higher interest rates.

Without deposit insurance, there is a check on
thi, temptation: depositors know (or anyway may
,lic:)ect) that they are receiving more interest to
~ompensatethem for the greater risk oflosing their
shirts. The higher the rate, the greater the risk, and
the fewer the willing gamblers. With insurance, the
depositors have no reason to refuse those high in
terest rates. If the bank's owners themselves have
little to lose-and they don't, because their bank
was on the point of failing anyway-the incentive
to lend ever more recklessly is irresistible. A process
of this son lay behind America's savings-and-Ioan
fia,cc. The same factors may also have played a role
111 tile Southern Cone, helping to explain why inter
est rates there., once deregulated, soared to such im
probable heights.

As yet, no country in the world has come up

with an entirely satisfactory answer. To abolish de
posit insurance, even ifthat were desirable, is not so
easy. Even in countries that lack formal schemes,
depositors may suspect (usually rightly) that the
government would compensate them if a bank
failed: deposits are implicitly insured even when
they are not explicitly insured. Careful bank super
vision is essential-the quid pro quo for deposit in
surance. But it has proved insufficient to stop reck
less lending even in countries such as America and
japan, where competent and honest regulators are
not impossible to recruit.

It is unrealistic to expect even that inadequate
standard ofsupervision in many parts ofthe third
world-least of all in Eastern Europe and the for
mer Soviet Union. There, many banks are insol
Yent, so the moral hazard ofimplicit orexplicit de
posit insurance is at its greatest; bankers lack the
necessary training. and experience in credit ap
praisal;and the skills for adequate supervision sim
ply do not exist.

Adding to the difficulties in the ex-comniunist
countries is the unusually weak stateofmany enter
prises. Often they are borrowing not to invest, but
merely to pay wages and stay in business. In one
way or another this mounting burden ofdebt could
end up bankrupting govemment~therbecause
fi nance ministries are eventuallyobliged to acquire
the banks' worthless assets, or because they take

. over the task ofsubsidising chronically loss-making
firms themselves, or both. Where that happens, the
only alternative to widespread defaults is to accom
modate the fiscal pressures through inflation-in
effect, printing money to pay for the industrial sui>
sidies.ln those ex-communist countries where very
high inflation is most persistent, notably Russia,
this process is already under way.

This link between bad banking and fiscal break
down has led one top economist-Ronald
McKinnon ofStanford University, a pioneer in the
modem theory of finance and development-to
suggest that, for the time being, credit in Russia and
other ex-eommunist countries should be banned
altogether. A less draconian proposal, as advanced
in a recent paper by Gerard Caprio (an economist
at the World Bank) and Lawrence Summers (for
merly the Bank's chief economist, now an under
secretary in the United States'Treasury)is to restrict
the number ofbanks tightly. By deliberately allow
ing less competition, governments would be ensur
ing that banks could be profitable, thereby giving
them something to lose if they continued to lend
recklessly. In this way, it is argued, the banks can be
given a reason to be more prudent.

First steps
In the face of all these difficulties, and remember
ing how many experiments in financialliberalisa
tion have gone wrong, neat blueprints for banking
reform cannot be offered with any confidence. But
this should not obscure the first steps that many
developing and ex-communist countries urgently
need to take.

Undoubtedly the top priority must be to
achieve fiscal discipline. This means that govern
ments must build a tax base capable of paying for
most of their spending (including implicit as well
as explicit subsidies), so that any remaining deficit
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can be easily financed without recourse to the
printing presses. Support for industryon non-com
merciaI grounds must be taken away from banks
and put on to governments' budgets, then gradu
ally sca led down. Regulated interest rates should be

Paying for growth

W HETHERgovernments like it or not, domes
ric financial systems are gradually merging

into a single worldwide capital market. The ex~

traordinary increase in capital·f1ight during the
19805 (despite strict controls) and the explosion of
open private finance in the 19905 (despite, even
among the most zealous reformers, only partial lib
eralisarion) bear witness to that. Yet it remains true
that the benefits of this transformation, and the
benefits of the individual trade, industrial and
public-sector measures that many economies are
undertaking, will be small, at best, unless they hap
pen as part of wider-ranging programmes of
reform. .

Put the technicalities ofsequencing to one side.
The crucial point is this: the undoubted difficulties
ofderegulating finance should not be an excuse for
delay. With time, to a significant degree, interna
tional finance is deregulating itself. So it is all the
more urgent that governments press ahead with the
policies needed to take advantage ofthat fact: fiscal
control, macroeconomic stability, trade reform, re
form ofthe banks.

Ofthese, fiscal control and macroeconomic sta
bility come first; without them, little else can work.
Beyond that, in both trade reform and financial lib
eralisation, there is a good case for pursuing reform
more gradually. In the case of finance, where new
skills and institutions need to be created, and
where the paradigm of an entirely free market is
anyway not the right goal, governments need to be
especially cautious. But for the many developing
and ex-communist countries that start from a posi
tion ofsevere financial repression, there need be no
hesitation over the first steps, and governments
should leave their economies in no doubt about the

allowed to rise, so that severe financial repression
stops. But they should not be freed altogether until
banks' balance sheets have been made sound
(partly by restricting entry), and until at least a rudi
mentarycapacity to supervise has been created. .

direction ofreform.
The transformation of international finance

has implications, too, for the policies of the indus
trial countries and the multilateral institutions (the
IMF, the World Bank and so on) towards the third
world. Avariety ofapparently small changes could
help to move the revolution forward in desirable
ways.

As explained earlier, greater portfolio invest
ment by rich-country investors in the third world is
a change that could benefit the rich countries as
much as the developing ones. Governments in the
industrial countries could encourage it by making
it easier for firms in developing countries to list
shares on the rich countries' stockmarkets. A good
way to encourage FDI in the third world-another
positive-sum game-would be to arrange more
double-taxation treaties with developing-country
partners. (This wouId also meet one ofthe anxieties
that developing countries have about liberalising
capital outflows: that their tax base of investment
income would shrink.)

Ahelping hand
A bigger question is what these financial changes
mean for aid to the third world. For years there has
been a good case for concentrating aid on the
world's poorest countries. (About a third of the aid
that the rich countries provide still goes to middle
income countries.) The revival of private finance
strengthens this case even further. The poorest
countries are not participating in the revival ofpri
vate finance. Foreign investors see few profitable
opportunities there. Even where econom ic pol icy is
improving (as it is in some) much investment in
badly needed economic infrastructure will con
tinue to require support from foreign donors.

Middle-income countries with improving eco
nomic policies need aid less and less; they can
make their own pitch for resources in the global
capital market. Where policies are bad, so that the
pitch falls on deaf ears, the humanitarian case for
aid is far less compelling than the case for helping,
say, sub-Saharan Africa. Increasingly, developing
countries are finding that the best sort ofhelp is self
help. Increasingly, they are finding that interna
tional financial markets are willing to reward and
invest in countries that are pursuing growth.

In such a world, the best way for the rich coun
tries to help the poor would be for the rich, too, to
favour a species ofself-help-by opening their mar
kets to the developing countries' exports. Then, as
the third world grows richer, its imports from the
industrial countries will rise in tandem. In devel
opment, freer trade is the biggest positive-sum
game ofall.
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monitor performance and keep management up to the mark-and manage
ment has more incentive to listen. Private pension funds in Chile do this well:
they now hold more than half of all the corporate bonds issued by privatized
companies and a significant percentage of their equity as well. Findings of re
search on the effectS of institutional investors are, however, ambiguous: some
studies, for instance, argue that the ease with which institutional investors can
move their shares from firm to firm leads them to focus on short-term profits
(see, for example, Black 1992; Porter 1992).

Conditions for Success

Two factors are paramount in determining the strategy and inBuencingthe
outcomes of privatization for economic productivity and consumer welfare.
The first is country conditions, in particular the extent to which free entry is
allowed by the macroeconomic and regulatory policy framework, markets are
competitive, resources arc allocated on the basis of marginal returns, and the
regulatory and supervisory institutions arc effective. The second is the nature
of the market into which the enterprise is divested, that is, whether the market
is competitive or potentially competitive as opposed to noncompetitive (see
table 3). (A potentially competitive market is defined as one in which relax
ation of legal or regulatory barriers to entrY would reasonably be expected to
produce, in the short to medium term, either domestic or foreign competitors.)

COUNTRY CONDmONS. Privatization of both competitive and noncompetitive
SOEs is easier to launch and more likely to yield financial and economic benefits
in countries that encourage entry and free trade, offer a stable climate for

Table 3. Privatization: A Framework for Decisionmaking
E.taurprise (;oruJitioru

Cou"try eoNiitioru

High capacity to regulate;
market friendly

Low capacity to regulate;
market unfriendly

Competitive

Decision
• Sell

Decision
• Sell, with attention to
competitive conditions

Notralmpetitive

Decision
• Ensure or install appropriate
regulatory environment
• Then consider sale
Decision
• Consider privatization of
managemenr arrangements
• Install market-friendly policy
framework
• Install appropriate regulatory
environment
• Then consider sale
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investment, and have a relatively well-developed institutional ,and regulatory
capacity. The advantages of creating the right policy and institutional frame
work are illustrated by successful privatizers such as Chile and Mexico, which
began macroeconomic and public sector reforms well before privatization.
Chile, for example, reduced tariffs to 10 percent across the board, eliminated
its budget deficit through tax reforms and expenditure c:utbacks, and intro
duced a stabilization program that reduced inSation from 380 percent in 1974
to 38 percent in 1979 (Corbo 1993). Such reforms attract private investors and
ensure that privatization expands competition and productive efficiency, rather
than simply transferring rents from SOEs to private owners.

In low-income countries, privatization of both competitive and noncompet
itive SOEs is a challenge. In addition to the usual social and political obstacles,
such countries often face macroeconomic distortions; thin capital markets; lim
ited interest from foreign investors; and weak legal, regulatory, and institution
al capacity. Poorly conceived and badly managed privatization in such settings
has compounded the problem. Terms and conditions of sale granting excessive
sweeteners such as new monopoly rights or overly generous taX and duty ex
emptions, have reduced competition and efficiency, as in Guinea, for example
(see Suzuki 1991). In other instances, privatized enterprises have gone bank
CURt, although closures do not necessarily indicate that the policy of privatiza"
tion is misguided. Many of these firms had not been viable when they were
state owned but had been kept alive by government protection and subsidies.
Few developing coun.tries can afford to subsidize, at the expense of all of their
citizens, the relatively small number of people in unproductive SOE jobs. The
demise of loss-making firms (public or private) can free assets for more pro
ductive use, eliminate a burden on the economy, and allow investments and
job creation elsewhere.

The distributional effects of privatization in low-income countries are yet to
be thoroughly analyzed, but a concentration of assets in the hands of a small
elite is a legitimate concern. Sales without competitive bidding, at predeter
mined concessionary prices or into protected markets, have helped enrich small
groups of well-connected individuals. The examples cited earlier show that
privatization in low-income countries can yield significant economic gains in
those (unfortunately few) cases where it is well managed, but the fact remains
that the weaker the economy and the governing institutions, the more difficult
it will be for privatization to yield benefits.

MARKET CONDmONS. Privatizing enterprises that produce tradables-in com
petitive or potentially competitive sectors such as industry, agriculture, and re
tail operations-is easier because regulation is not required. If privatization
also expands competition-a likely outcome because, for reasons cited earlier,
governments find it hard to maintain a level playing field for their SOEs-then
solid and rapid economic benefits will result (as long as there are no economy
wide distortions that hinder competition). In countries where markets prevent
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monopolistic behavior and provide incentives for efficiency, successful privati
zation may require little more than adequate attention to transparency. Even
in countries where markets are weak, privatization may still be beneficial if it
reduces the fiscal burden of SOE subsidies and exposes fully the costs of the
distortions. In such circumstances, rapid privatization of cOmpetitive firms, ac
companied by liberalized trade and prices and strengthened institutional and
regulatory framework, should be feasible.

Privatizing SOEs that operate as monopolies, such as power, water, or tele
communications, is harder in any setting: the enterprises are larger, the stakes
higher, foreign investment issues more sensitive, and regulatory questions more
salient. Nonetheless, the research cited above shows that privatizing such en
terprises has yielded benefits in Chile, Mexico, and the United Kingdom (Galal
and others forthcoming). A regulatory &amcwork that sets out the tariff re
gime, establishes goals for universal service, develops targets for minimizing
costs, and has credible regulatory institutions that can supervise the established
procedures and resolve conflicts is essential to clarify the rules of the game and
create a stable and predictable operating environment for private investors.
Such a framework also helps allay fears about equity and political opposition,
allowing decisionmakers to erect mechanisms to defend transparency, compe
tition, and the public interest. Chile's wcll-developed regulatory framework en
sured that sale of its power companies increased efficiency without harming
consumer interests. Tariffs were structured so that large consumers with high
demand at peak periods, who cause the system to expand, would pay a higher
price than consumers who do not cause this expansion; these would pay a price
equivalent to the short-run marginal cost. Suppliers to large consumers have
to compete in this segment of the market.

Privatizing utilities and other natural monopolies is especially difficult in
low-income countries, where private investors are few, capital markets thin.
and the institutional and regulatory framework inadequate. In such instances,
privatizing management is often a step in the right direction. Even where mo
nopolies remain state owned, competitive activities can be separated out, and
services provided in-house can be competitively bid for, as in Venezuela, where
a private company collects tariffs for the public water company.

What. How Much. and How Fast to Sell

Most divesting governments-including Chile, Jamaica. Mexico, the
Philippines, Poland, Togo, Tunisia, and the United Kingdom-began by selling
small and medium-size firms that operated in competitive markets. Such sales
require little prior restructuring, entail minimal political risk, are more easily
absorbed by local private investors, and help prepare for subsequent sales of
large and complex SOEs. The firms can and should be privatized quickly in or
der to put the assets to productive use. The Mexicans see this as the main les
son of their successful experience. They recommend starting with the small
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firms to learn how to do it, to educate the public, and to minimize risks-in
the words of Pedro Aspe, Minister of Finance in Mexico in 1991: '"If one makes
a mistake selling a night-club or a bicycle factory •.. it is not as tragic as if
these mistakes are made while selling the largest commercial bank in the coun
try, the telephone company, or a major airline"(Aspe 1991: 8).

But there is no universal strategy. The choice of where to begin depends on
investor interest, government capacity, and which sectors and SOEs most need
new investments and improved efficiency. Some countries choose to privatize
public utilities first, despite the complexities involved. The window of political
opportunity may be open but briefly, and the most important cases may best
be tackled before conditions change. Large privatizations give the policy in
stant credibility and send clear signals of commitment to financial markets and
investors. The potential economic and financial benefits of privatizing the util
ities first may make it worth the risks: privatizing badly managed utilities that
provide critical goods and services can help accelerate modernization and
growth. Latin American countries (Argentina in particular) have taken this
course with good results.

Privatizing Management

A big advantage of sales over divestiture methods that do not privatize own
ership is that sales transfer property rights to profit-oriented owners who have
an incentive to improve performance. But outright sales may not always be fi
nancially or politically feasible, particularly in low-income countries or in en
terprises, such as railways, water, and power, that require a big investment in
modernization. In such instances, one option is to bring in private managers
and allow the SOE to operate much like a private firm, even if the assets remain
state owned.

Management contracts have worked well in sectors such as hotels, airlines,
and agriculture, where contract negotiation and monitoring are routine and
where there is an ample supply of experienced managers. But management con
tracts have disadvantages. Typically, contractors do not assume risk, and loss
es are borne by the state. Flat fee-for-service arrangements, payable regardless
of performance, provide little incentive to improve efficiency and maintain cite
value of assets (Hegstad and Newport 1987). Properly drawn contracts can
minimize these problems, but that-particularly in low-income countries
usually requires strengthening government's capacity to monitor and enforce
contractual obligations. Once again, the dilemma surfaces: in low-income
countries, the very factors that block privatization also impede alternative
solutions.

Leases overcome some of these drawbacks because the private party, which
pays the government a fee to use the assets, assumes commercial risk and has
more incentives to reduce costs and maintain the value of the assets. Lease
arrangements have been widely used in Africa in sectors that have difficulty
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attracting private investors: water supply in cate d'lvoire and Guinea, power
in cate d'lvoire, road transpon in Niger, pon management in Nigeria, arid
mining operations in Guinea (Triche 1990). The gains have been substantial.
In cate d'lvoire, for example, the leased water company improved technical
efficiency, new connections, and billing and collection of receivables-and re
duced the number of highly paid expatriate staff members by 70 percent.

Concessions, in which a private operator is responsible for capital expendi
tures and investments as well as existing assets, are more desirable for the gov
ernment but less feasible than leases because private financing (or willingness
to finance) tends to fall shon of the needed investment, panicularly in sectors
or countries where political and economic risks are high. Concessions have
been successfully used in the recent telecommunication and railway privatiza
tions in Argentina.

Analysis of the experience with private management arrangements empha
sizes that governments should avoid interfering in management and should
concentrate instead on accountability. SOE management can be held account
able by various mechanisms: business plans, properly staffed and empowered
boards of directors, contract plans and performance agreements, and perfor
mance evaluation and incentive systems. All are costly and difficult to install;
none are foolproof methods of improving performance. Managers could be
given incentives to improve operations and enhance the long-term value of the
assets by linking fees to performance, encouraging equity investments, or al
lowing managers to purchase some or all of the assets or shares when the con
tract or lease expires. (Obviously, this last option must not link market value
at the end of the lease period with purchase price, or the lessee would have an
incentive to run down the value of the enterprise.) Finally, private management
arrangements are likely to work best when they are a step toward full privati
zation, because it is change in ownership that checks government interference
and brings in badly needed investment capital.

Full or Partial Sale?

Selling minority shares has sometimes worked well, panicularly when com
petition is introduced; when managerial control is transferred to competent
core investors; when government's voting rights are limited; and when the mi
nority share offering is a prelude to a majority share offering. In Malaysia, par
tial sale of the port operations significantly improved behavior and enhanced
productivity (Galal and others forthcoming). In Indonesia the public offering
of 27 percent of equity of a state-owned cement company reportedly changed
operational behavior for the better. Management reported that the need to
meet listing requirements on the stock exchange led the company to hire pri
vate accountants, which improved transparency; managers also claimed that,
to maintain share values, they implemented cost-cutting measures that had pre
viously been avoided (authors' field notes, October 1992). In Japan the sale of
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33 percent of shares of Nippon Telephone and Telegraph' (NIT) to 1.6 million
small shareholders (with a further government commitment to sell up to
OJ percent of total shares). combined with increased competition and the ap
pointment of a new chief executive officer from the private sector. resulted in
higher profits and improved service for NIT despite reduced long-distance tar
iffs and staff cuts of 20 percent over five years (Takano 1992).

But the N1T case also illustrates the limits of partial privatization. Most
shares remain state owned. and enactment of NIT's Corporation Law has al
lowed the government to remain involved in company operations--in some ar
eas. even more than it could when NIT was a state-owned company. For
example. the regulatory ministry can approve or reject appointments to the se
nior executive corps. even after such appointments have been approved by the
shareholders' meeting; the ministry also has the authority to approve or reject
NIT's business plan (Takano 1992).

Implementation

Once the commitment to privatize has been made and a strategy planned.
the details of implementation present their own challenges to policymakers.
The principal issues are the preparations needed for sale. pricing and valuation.
financing. and managing the process.

Preparing for Sale

Experience shows that small and medium-size competitive SOEs can and
should be sold rapidly through competitive bidding without much restructUr
ing. But selling large enterprises requires considerable preparation. for exam
ple. legally transforming public entities into corporate forms that permit
private shares (such as joint stock companies). breaking up large. firms and mo
nopolies into viable and nonviable units. separating competitive from noncom
petitive activities. and identifying peripheral assets (such as real estate holdings,
sports teams, and restaurants) that can be sold as separate concerns. Many
such actions have been taken in the former East Germany and elsewhere in
Eastern Europe and Central Asia. as well as in Argentina (railways. steel) and
Mexico (steel).

Successful large privatizations-the utilities in Chile. Mexico. New Zealand.
Venezuela. and the United Kingdom are examples-have also entailed the ap
pointment of new managers. often from the private sector. with different atti
tudes and approaches and increased autonomy to prepare for privatization.

SOEs are typically encumbered by large debts. Private buyers are usually re
luctant to take on the debt. and governments are rarely willing to discount the
sale price by the amount of the debt; debt write-downs are standard practice
of divesting governments the world over. Such debt relief should occur only

261

142



when ownership and management change hands', and not before, otherwise
there is a real risk that arrears will simply recur. The extent of the write-on
varies. The governments of Argentina and Venezuela assumed debts-of
$930 million and $471 million, respectively, upon the sale of their tdephone
companies. In Germany government assumes, on average, 70 percent of the old
debts of the companies sold.

Many SOEs have significant potential environmental Liabilities, an issue piu
ticularly germane to Eastern Europe and Central Asia. Inappropriately dis
posed waste can be cleaned up before sale or by the purchaser as a condition
of sale.

Preparation for privatization can also involve doumsiDng the labor force; as
occurred in Argentina, Japan, Mexico, New Zealand, Tunisia, the United
Kingdom, and elsewhere. Large.scale labor shedding is best handled by the
state, particularly for large firms or when liquidation precedes sale of assets.
Private investors would rather avoid contentious and highly visible labor dis
putes; and the government is better able to design social safety net measures
such as retraining, severance pay, and unemployment insurance.

Some governments, in the interest of speed, have sold large firms with their
labor force intact. This strategy has worked well in tdecommunications and
other high-growth industries able to absorb excess labor. In some instances
governments have limited the latitude for private owners to make labor deci
sions, but such restraints have reduced investor interest (as in Pakistan, where
there were twelve-month restrictions on layoffs) and have invited demands for
subsidies to cover costs (as in the case of jute mills in Bangladesh). Moreover,
restrictions may not be easy to enforce. As noted, in Germany the selling agen
cy, the Treuhandanstalt, places employment maintenance clauses in the sales
contracts with stiff monetary penalties for noncompliance. But these are hard
to enforce because the monitoring party-the Treuhand itself-is working its
way out of existence as fast as possible, and the threat of repossession lacks
credibility.

Labor opposition to privatization is common, understandable, and s~~e

times intense-but it has been muted where employees understood that the al
ternative was liquidation. Campaigns to explain the costs and benefits, of
privatization were critical in Japan, New Zealand, Tunisia, and Venezuel~

indeed, in just about every country where divestiture has succeeded. Attractive
severance packages have weakened opposition and created a social safery net.
In Tunisia, generous severance packages, beyond those provided by law,in~

duced so many voluntary departures (90 percent of all redundancies) that there
was little need for outright dismissals. Employee ownership schemes are useful
too, although employee ownership at too high a proportion can lead to diffi
culties in employment and wage restructuring and make it hard to attract buy
ers. In Chile it has been argued that workers' shares helped raise the price paid
for SOEs because the buyers regarded the workers' stake as reducing the risks
of renationalization (see Luders 1990). The governments of Argentina, Chile,
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I. INTRODUCTION

The United States Agency for International Development (USAID) has a long tradition ofhelping
developing countries provide basic human needs to their populations and promoting sustainable
development. This assistance has usually taken the form of supporting educational and health
programs, helping to develop infrastructure and providing social programs. More recent attempts
to reduce poverty have concentrated on promoting private sector development through economic
and legal reforms which liberalize trade and strengthen democratic institutions. Many countries
are now actively promoting a free market economy and private sector development.

Pension fund reform encourages broad-based economic growth and promotes the traditional goals
of USAID. For the purposes of this paper, pension fund reform encompasses efforts to create
or improve the coverage and capitalization of pension funds. The ultimate purpose of pension
fund systems is to provide adequate income for the elderly, the sick, and the poor. This goal can
be achieved by introducing a sensibly capitalized pension fund program, which in turn develops
a strong domestic market for new financial instruments, promotes economic democracy by
broadening equity participation to large segments of the population and generally stimulates
economic growth and development. A natural complement to pension fund refonn are
privatization programs, which increase domestic investment opportunities and can be partly
financed through the participation of pension fund portfolio managers.

Social security systems across the world are suffering from similar problems. They tend to
absorb a large portion of current revenues and depend heavily on state subsidies. Trends for the
future only show that without fundamental reform, fInancing social security will place an ever
greater burden on the economies of rich and poor countries alike. Most of these troubles can be
linked to the same causes. Pension funds are often under-capitalized, with contributors paying
for current beneficiaries, instead of accumulating reserves which can be invested for each
pensioner's future needs. They are also usually run by the state and inefficiently managed, often
not with a view to maximize returns, but to pursue other political agendas.

Pension and social security reform will usually lead to better services provided at a lower cost.
The implications of such reforms are vast however, because of the sheer numbers involved.
There are telling statistics on the Chilean system which underwent radical reform in the early
1980s. In 1970, the social security budget absorbed 65% of the State's current revenues. Today
a self-fmancing capital base of $12.2 billion has been accumulated by pension funds, equivalent
to more than 25 % of Chile's GNP and over 50% of its external debt. The Chilean success has
inspired many other countries to follow this example and USAID has already been involved with
reform programs in, for example, Bolivia and Indonesia.

Three main types of reform are possible: financing, administration and program design. A
fInancing reform would address the funded or unfunded nature of the system. This sort ofrefonn
would only be directed at defmed benefit plans since defined contribution plans are always
funded. Administration can be reformed by moving the investment management and/or account
maintenance to the private sector. The fInal type of reform is one of scheme design: defmed
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benefit or defmed contribution. The features and risks involved with these two pension fund
variants are discussed in more detail in Section ill.A.

In the current environment of decreased resources and competing needs, foreign aid must be
prudently allocated. Research suggests that foreign aid used to finance the reform ofpension
systems has a greater impact per dollar paid than most other forms of assistance. Beyond the
long-term objectives of reform, there are shorter term implications which magnify the positive
impact of reforming pension funds. Encouraging the accumulation of a large capital base which
will fmance future pension claims helps to strengthen fmancial markets in developing countries.
This in turn provides easier access to credit for an emerging private sector and a source of
fmance for the purchase of state owned assets when and if the government wishes to privatize
them. As pension funds invest in the country's equity base, share ownership is broadened and
large segments of the population acquire a vested interest in the general prosperity of the
economy. This broad shareholder base tends to pressure governments to manage macroeconomic
policies in a sensible and prudent manner. Over time, these factors contribute to higher economic
growth and·general prosperity.

Section II below provides a description of the general characteristics of pension funds and
reviews reform trends in selected countries. In Section ill, an analysis of key policy issues which
impact pension fund development and administration are highlighted. Section IV presents
conclusions and program implications for foreign aid. Annex A at the end of this paper
summarizes principal facts and issues on pension fund reform.

II. DESCRIPTION OF EXISTING SYSTEMS

A. General Characteristics

1. Public Pension Funds

In many countries, public pension funds take the form of social security pension programs which
provide benefits to retired workers from the formal sector. These programs are typically defmed
benefit schemes with pension benefits based on a formula which includes worker's salary and
years of service. They are calculated independently of the amount of contributions the worker
paid into the system. These plans tend to be under-funded. In other words, pension liabilities
generally exceed the plan's assets. An important reason that social security pension programs are
often under-funded is because governments often recognize prior work experience at the time
social security is adopted. As a result, there is no money in the system at inception, but pensions
must be paid almost immediately. Consequently, social security programs tend to be funded on
a pay-as-you-go (pAYG) basis.

Under PAYG programs, active workers' payroll taxes fund retired workers' benefits. PAYG
allows governments to meet pension obligations with reasonable tax rates as long as there is an
adequate ratio of workers to retirees and little evasion of payroll taxes. Because current
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contributions are used to pay current pension benefits, a small amount of funds accumulates
under state-managed social security pension programs.

In some countries, state-managed social security pension programs tend to invest funds in
hospitals, roads, and other'infrastructure projects which do not usually earn investment returns
comparable to those available in the capital markets. In countries with budget deficits and current
social security surpluses, there is a strong temptation to divert workers' pension fund
contributions to other government purposes.

However, trends such as changing demographics (aging of the population, increased longevity,
lower birth rate, early retirement, migration) or increases in benefit levels, can cause fmancial
difficulties for PAYG systems. For example, the Organization for Economic Cooperation and
Development projects the European Union population to peak in the year 2000 to about 330
million, and then decline by 50 million over the next 50 years. This trend implies that fewer
workers will be available in the future to support retirees and thus financial problems for the
PAYG system will arise. When these fmancial problems are encountered, the short-term solution
may be to raise the retirement age, increase contribution rates (payroll taxes), increase coverage
(reduce evasion), or limit benefits. Improving the investment performance of assets may be
another alternative if the pension fund system has reserves. If not, more ambitious reform, like
the privatization of social security undertaken by Chile, may be warranted.

2. Private Pension Funds

Private pension systems operate at the company or individual level. Both systems can coexist,
or the country may, as a matter of policy, decide to go for one or the other. Private pension
funds may also coexist with public pension funds. In the United States, for example, both private
and public funds coexist. That is to say, in addition to drawing on personal savings, a retiree
may receive a social security pension and a company pension at retirement.

Private pension systems may be either defmed-benefit or defmed-contribution plans. Defmed
benefit programs promise to pay a specific benefit to covered workers on their retirement. Under
defmed-contributions plans, a worker accumulates funds in an individual account managed by
a professional investment manager. The amount of the pension benefit depends on the amount
in the individual account at the time of retirement. Under both types of private pension systems,
funds tend to be invested in the capital markets to achieve optimal investment returns. One
important difference between these two types of private pension systems is that, while defmed
contribution systems are always funded, defmed-benefit systems may be under-funded if
contributions are not regularly reassessed.

Under company run pension schemes a strong regulatory framework is critical. As the recent
Maxwell scandal in the U.K. illustrates, particular care must be taken by regulators to prevent
the board of companies from abusing their roles as fund trustees and managers. The temptation
to use their power for ends other than maximizing the return for their pensioners is great and
needs to be brought under close public scrutiny by very stringent regulations. When the employer
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happens to be the state, the potential for conflict of interests is greater still and it becomes all
the more important to separate the management of potentially very large assets from the political
agenda.

B. Trends in Selected CQuntrjes

A trend towards instituting and operating privately managed pension plans characterized by
funded defmed-contribution schemes is taking place in countries around the world. From the
U.S. and Chile to China and Australia, nations are being forced, by the twin pressures of
relieving hard-pressed social security pension systems and stimulating local economies, to adopt
privately managed and/or funded pension programs.

1. United States ofAmerica

In the U.S., public and private pension systems coexist. The public system is in the form of a
mandatory social security pension program characterized by a defmed-benefit scheme. It is
fmanced by a 7.65 percent tax levied on wages, with a matching amount paid by employers. An
employee must contribute a minimum of 10 years before being covered. Benefits are calculated
according to salary and years of work and do not depend on the amount contributed. Current
contributions pay for current retirees' benefits. Any excess social security tax receipts are
deposited in the U.S. Treasury along with other taxes and are accounted for by crediting federal
bonds. The ratio of workers to retirees is however worsening and as mentioned previously, the
current PAYG system is forecast to become insolvent by the year 2036.

Private pension programs are voluntary and involve defmed-benefit or defmed-contribution
schemes. But the past 20 years show a drop in the number of pension participants in defmed
benefit plans from 87 percent to 68 percent and a growth in defmed-contribution plans from 13
to 32 percent. Both types have been in existence for many years, fmanced by employers and
supplementing the pension received from the U.S. Social Security pension program.

In order to protect the interests of the participants and beneficiaries of private pension plans, the
Employee Retirement Income Security Act (ERISA) was enacted in 1974. ERISA does not
require that employers provide pensions, but those who do must meet minimum standards and
provide prudent management of pension funds. A special body, the Pension Benefit Guarantee
Corporation (pBGC) acts as an insurer for defined-benefit plans in case of bankruptcy. Private
pension assets account for US$2.9 trillion in 1992 (from US$295 billion in 1975), US$51 billion
of which are considered under-funded and in risk of needing to be subsidized by PBGC or the
Government.

The trend towards defmed-contribution plans has been attributed to a number of reasons
including: (i) the shift in the U.S. economy from unionized manufacturing firms, that typically
provide defmed-benefit plans, to private sector service firms, that typically provide defined
contribution plans; (ii) the risk ofunderfunding associated with defmed-benefit schemes which,
in tum, increased the stringent legal and actuarial requirements and made these plans more
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expensive to administer; and (iii) the establishment of numerous tax incentives for defmed
contribution plans such as the deferral of current income taxation on salary foregone for
contribution to a defmed-eontribution plan.

A number of defmed-eontribution plans are available in the U.S. Each type of plan shares one
trait : a deferral of current income taxation on salary contributed to a pension plan. But rules
governing eligibility, contribution, and withdrawals vary significantly.

One of the most popular defmed-contribution plans is the 401 (k) plan. In 1990, 20.8 million
workers were covered by 401(k) plans. This number represented 23 percent of all private sector
workers. A 401 (k) plan permits employees to elect a contribution of a part of wages on a tax
deferred basis to a plan that may offer several investment options. Employers usually make
contributions, which also are treated as tax-deferred income for employees. The typical plan
includes employer matching of employee pension fund contributions. In one such plan, the
employer puts in 50 cents for each dollar of employee contributions up to 6% of salary. Annual
individual contributions are limited to US$9,240 in 1994.

2. Chile

In 1981, Chile introduced a private pension program based on a defmed-eontribution scheme that
replaced the previous pay-as-you-go state-managed social security system.

Under the new system, 10% of the worker's paycheck is deducted and forwarded by his or her
employer to a pension manager chosen by the employee. Participation in Chile I s system is
compulsory, but employees can freely switch from one fund to another. Upon retirement, the
employee buys an annuity from an insurance company with the proceeds from his/her account
or opts for a programmed retirement pension paid out of his accumulated fund according to a
government defmed formula based on his life expectancy, the current rate of return and size of
the fund.

The system in Chile is tightly regulated. For example, funds are required to have less than 30
percent of their assets in the stock market. In addition, both debt and equity investments must
be approved by the Superintendent of Pension Fund Management Companies, and a fund cannot
have more than seven percent of its assets invested in the securities of anyone company.

The accumulated pension savings of US$20.0 billion in 1994 has already satisfied much of
Chile I s demand for capital. The Chilean private pension system significantly altered the shape
of the domestic capital market. Until the late 1980s, Chilean companies, like most in Latin
America, could borrow money only for very short periods at very high interest rates. As late as
1989, with Chilean sovereign debt trading at 60% on the dollar, foreign banks were not lending
new money in the country. Since then, pension funds have absorbed $5 billion of long-term
corporate bonds with maturities as long as 27 years, creating the first long-term debt markets in
Latin America.
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Chilean pension funds have been active investors in the local capital markets. Currently, the
corporate pension funds own over 10% of the total market capitalization of the Santiago Stock
Exchange. They are important players in the privatization process and have helped to reduce the
country's dependence on foreign capital.

3. Mexico

Under a decree that was enacted in 1992, privately managed pension schemes were created to
operate alongside the existing state-sponsored system. These pension funds were designed to
supplement the social security system. In addition to paying social security taxes to the state

.system, as of May 1992, employers were required to contribute a percentage of employees'
wages to a new form of individual retirement savings accounts. These new accounts are invested
with the central bank, offering a guaranteed yield of two percent above inflation.

Unlike the Chilean system, the Mexican scheme allows the worker to maintain his/her investment
in government securities. Today, workers have the option of transferring their accounts to
investment management operations run by banks and other entities, including stock brokers.
However, it is expected that many people will be lured by the potential of higher yields in other
investment vehicles.

4. Peru

Peru passed legislation to create private pension funds in 1993. This new system, which follows
the Chilean model of pension fund reform, will be supervised by a government body known as
the Superintendencia de Fondos de Pensiones.

In the new scheme, individual employees can contribute, on a voluntary basis, up to 10 % of
their salaries to a pension scheme. So far, 759,000 individuals have chosen to join. In addition,
employees will be able to join any private pension fund and switch funds at will. Individuals
participating in the government-run social security system will also be able to switch to the new
private system. By doing so, these individuals will receive a bond equivalent to their previous
contributions to the state system that they may choose to invest in any private pension fund. The
Peruvian government has provided for a two-year transition between private and state systems.
It seems at the present time that the transfer is not as smooth as was the case of Chile.
Difficulties encountered are more than normal growing pains and linked to some fundamental
choices made in the formulation of policy and regulatory framework. These unexpected problems
are expected to provide interesting research material into understanding how pension fund
reforms can best be tackled and the kind of tradeoffs which must be made.

5. Bolivia

Bolivia has prepared a draft law and regulations to reform its social security pension system. The
legislation is expected to be presented to Congress in 1994. The impetus of the pension fund
reform has two parts: to address the fInancing of the social security pension system and to
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improve pensions for Bolivians participating in social security. Under the reform, private pension
fund administrators will handle investment and pension fund management. The system has
prudent disclosure requirements and investment limits, and establishes fiduciary responsibilities.
The new pension fund system will be supervised rigorously by a pension superintendency to be
established by the Government of Bolivia (GOB). USAID has provided significant support in the
privatization and reform process

The Government of Bolivia plans to link privatization of several of the largest state-owned
entities to the pension fund reform. The GOB proposes to distribute half the shares of these firms
to all adult Bolivians via pension funds. This move has interesting implications for capital market
development and corporate governance although the logistics of the plan are not yet fully
resolved.

6. Eastern Europe and NIS

Many of these countries are eager to institute private pension fund programs. They are trying
to cut expensive social insurance costs and create an internal pool of capital.

Most recently introduced mass privatization programs already include the creation of investment
funds and the basic legal framework necessary to develop emerging capital markets. It is
interesting to note the synergies which could be further developed between these countries
privatization programs and the introduction of a privately managed pension system. One of the
reasons why the Bolivian government chose to link the sale of its largest state-owned entities with
the pension funds is that it did not want the public to expect short-term returns from these loss
making companies. Pension benefits are for the future and taking a long term perspective on
these investments was probably the only way to hope to salvage them as going concerns. This
reasoning may apply to many enterprises in the ex-eommunist block and could help to bring
expectations of dividends and capital returns, to more realistic levels. Another reason for the
linkage is to distribute the national patrimony to the people. This innovative approach addresses
certain criticisms of privatization programs as selling the country's patrimony to foreigners.

Even though Eastern European countries still lack legislative frameworks to create private plans,
some individual companies already have established their own plans. In Russia, for example,
there are more than 550 pension funds created under a September 1992 Presidential Decree.
Most of the necessary legislative framework is still lacking however and most pensioners still
only receive the state minimum guarantee of approximately $15 per month. The existing funds
offer their contributors no guarantees of transparency or integrity. The reform of the social
security system in Russia is very high on the political agenda, because it is clear that the situation
is close to a crisis. Pensions have not kept up with inflation and the fmancial situation of the
program may be precarious. In October 1993, the Russian State Fund was taken out of the
control of the Parliament and brought under the responsibility of the government. Given the
country's political balance of power, this suggests that reform may be tackled seriously in the
near future.
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7. Africa

Many African countries are initiating reforms in their social security programs to develop
nationwide, defmed contribution systems. The International Labor Organization and the United
Nations are both at the forefront of many of the proposals, but the initiative for reform is coming
from the governments themselves. The most common reforms involve shared contributions from
the employer and employees alike, of between 4 and 10% of the employee's salary.

Kenya's National Social Security Fund, for example, is exploring options for converting its
Provident Fund into a formal national social security system. Employees and employers would
both be required to pay-in 5% of the employee's annual salary, with benefits payable at
retirement either in a lump sum plus 8% annual interest, or in annuity payments.

Gambia is attempting to establish a similar system, transferring the management of its National
Provident Fund to the Social Security and Housing Finance Corporation (SSHFC). This system
will likely operate the same way, but with a 10% mandated employer contribution. Both
countries also have separate pension systems for public sector employees.

The vast majority of retirement plans in Zimbabwe are defmed contribution rather than defmed
benefit. The government is currently reviewing the National Social Security Scheme (NSSS),
which is designed to cover all workers in commerce and industry, though the many private
pension plans already in existence will continue. New benefits to be added are old-age,
survivors, and disability coverage. The NSSS will likely be funded by a 4% contribution rate by
both employees and employers. The system will be required to invest 55% of its portfolio in
government securities.

8. Indonesia

Indonesia has a social security system in the form of a provident fund that makes a lump sum
payment at retirement. In addition, private companies, state-owned enterprises, and Government
entities have pension funds. In April 1992, a new law established a framework allowing a wide
degree of pension arrangements and a choice in plan design. The law introduced various
requirements for disclosure, trustees, investment policy, plan valuations, funding requirements,
and other elements. Prior to that time, no comprehensive set of regulations regarding pension
fund operations existed in Indonesia. Over the past two years, the regulations which accompany
the law have gradually been issued. As a result, while some pension assets have shifted to
professional investment management in the private sector in response to the law, the full impact
of the reform has yet to be felt. USAID has provided assistance in the privatization/reform
process.

9. Far East

In the Far East, many countries are encouraging the development of private and funded pension
,schemes. While Thailand is providing tax incentives for only the contributions made to privately
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managed defmed-contribution schemes, Singapore has just introduced enabling legislation for the
creation of private plans. These pension funds would supplement the state-run Central Provident
Fund, which collects 20% of the pay of each employee, with a matching contribution from each
employer. Hong Kong tried to introduce a modest PAYG, defmed-benefit scheme which has
recently been rejected by public opinion.

China is about to embark on a reform of its state-owned enterprise pension funds, many of which
have serious fmancial difficulties. One alternative under consideration is to launch a mandatory
defmed contribution scheme for SOE workers. Funding conversion of the system is one
important issue which would have to be addressed under such a reform.

III. POLICY ISSUES TO CONSIDER

A. Defined Contributions and Defined Benefits

1. Summary Features

One of the main distinctions in pension funds is between defmed contribution and defmed benefit
systems. There are tradeoffs under both, but defmed contribution pension funds seem to be more
successful at attracting large amounts of capital and achieving the ultimate objective of payment
of benefits. But funded defmed benefit programs ka.D achieve the same policy objectives and in
certain cultural and political contexts may be a more appropriate choice. The principal advantage
of a defmed benefit program is that the participants know what they will receive upon retirement.
The main risk is that the fund will tum out eventually to be under capitalized. This is true
whether it is publicly or privately managed because benefits are not tied to contributions. The
only way a defmed benefit scheme can operate is if the level of contributions is re-assessed each
year or more frequently if necessary. The pension provider (state, employer, private fund
manager), must be able to impose increases in the level of contributions in order to keep up with
the defined benefits. Ifhe cannot, the fund runs the risk of being unable to fulfill its obligations.
This means that either the beneficiaries will not receive their entitlements or that the state will
have to bail the fund out with public subsidies. A second risk for pensioners exists if benefits are
not indexed, and inflation erodes the fund's purchasing power.

Defined contribution systems, on the other hand, are more likely to accumulate large amounts
of capital. By their nature, they give different incentives to workers. The participant's pension
is closely linked to that person I s effort to save for retirement. By contrast, the defmed benefit
pension is primarily a function of salary. Also, in a relatively stable macroeconomic
environment, a defmed contribution system has a more stable equilibrium than a defmed benefit
system. The funded nature of the system is the principal reason for this feature. Finally, the
defmed contribution system shifts more of the risks from the government or employer to the
individual.

2. Analysis of Some Specific Risks
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a} Inyesunent Risk

Any funded pension system -- whether defmed benefit or defmed contribution -- runs the risk
of under-capitalization through inadequate investment returns. Poor pension fund investment
returns may be due to defaults, changing interest rates, inappropriate portfolio diversification,
bad judgement, or poor investment conditions in the country as a whole.

Most individuals approaching retirement will probably want to receive a pension equivalent to
65 to 75 % of their latest salary level. Pension benefits under defmed-eontribution plans are
highly sensitive to the rate of return achieved over the working life of the contributor. If returns
fall below a certain rate, workers will receive lower pensions than expected.

b1 Emplcmnent (Density of Contribution) Risk

A related risk common to many countries undergoing adjustment is the employment risk
associated with making the difficult transition to a market economy. Individuals whose wages are
too low or suffer long periods of unemployment may not be able to accumulate sufficient funds
or years of experience to receive an adequate pension. For this reason, pension funds in
countries which experience significant employment shocks or chronic underemployment are
vulnerable to under-capitalization. It is critical, therefore, that adjustment programs such as
privatization address this issue through some form of social safety net.

k) Default Risk

Both defmed benefit and defmed contribution systems rely on regular collection of pension fund
contributions and on reliable payment of benefits. The former implies strong collaboration from
employers and a high degree of trust in the system, to prevent systematic evasion. The latter is
a somewhat more tenuous assumption, since it implies faith in the process over a period of more
than 40 years. The PAYG system may be a more sensible policy for those who do not believe
that the next half century will enjoy peaceful periods of economic prosperity and growth for the
world. It is conceivable that different parts of the world may have different perceptions and
opinions about this point.

Q) Conyersion Efficiency

The efficiency with which accumulated savings are converted into an annuity or a programmed
pension at retirement affects the total funds available upon retirement for both benefit and
contribution plans. For example, insurance companies charge a fee for establishing an annuity.
Such fees will reduce the size of the funds on which the pension can be based. The main
differences between the two systems pertain to the choice of the provider and the negotiating
power.

Under defmed benefit, employees often must use a provider chosen by the employer. By
contrast, under defmed contribution they are free to shop among various providers. Whether or
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not the pricing is transparent or people actually understand what they are buying is another
matter. Pensioners may receive better prices for annuities under defined benefit plans because
the provider is guaranteed a certain number of clients. Under defmed contribution systems, the
individual has a weak bargaining position vis-a-vis the annuity provider. His or her basic option
is to transfer to a competing program offering a "better deal", if available.

~ Risk of Personal Misfortune

The level of contributions may vary in a person's life time, due to personal misfortunes, such
as a low paying job, unemployment, sickness or injury. Under a defined contribution system,
the level of benefits will be reduced with the contributions, unless the state has a mechanism to
subsidize payments in certain defmed cases of hardship. Ironically, another danger for the
beneficiary is that he or his dependents may live longer than expected and have to make do for
a longer time with a fIxed amount of resources. Under a defmed benefit system, periods of
forced unemployment or job changing may cause some workers to lose potential pensions
because they are not yet vested in the pension plan. Under the defmed contribution plans,
pension funds are portable, so the worker does not lose past contributions.

.tl Fiduciary Risk

The pension fund managers may be dishonest, incompetent or simply unlucky. Strict regulations
can at least ensure that portfolios are sufficiently diversified, assets prudently invested and fund
managers' behavior permanently scrutinized for impropriety. Transparency in the operations of
a privately managed pension fund scheme is vital to its credibility and long-term success. The
role of the state in establishing clear and sensible rules and monitoring compliance is extremely
important in mitigating these risks.

~ Bad Goyernment Risk

Even under a privately managed pension fund system, beneficiaries may still be vulnerable to
the risk of being badly governed. Capital market regulations must be sensibly drafted. Portfolio
diversification and risk reduction rules can easily be abused by governments and used as excuses
for achieving other ends. For instance, a country may require that a large proportion of assets
be invested in government bonds, because they are supposed to be the lowest risk assets
available. This requirement helps to fmance government deficits, but ignores the implicit inflation
tax which has historically shown government bonds to be far from risk free.

Regulations may also prohibit fund managers from investing any significant amount outside of
their own country. Even the European Union countries were not able to do away with this
provision in 1992 when the Single Act supposedly abolished all restrictions on the free movement
of capital. Pension fund performance will therefore be very closely correlated with the general
economic performance of the country and the way it is governed.

b} Risk for the Goyernment
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Under a privately run pension scheme, the state can also run certain risks, depending on what
kind of guarantees and commitments it has made. In some schemes, the government is
responsible for fInancing the cost of the change in the system and its maintenance in the future.
Such fInancing includes: (i) the cost of providing the "recognition bonds" given to workers who
transferred from the old to the new system, such as the case in Chile and Peru; (ii) the cost of
liabilities arising from state guarantees covering the collapse of pension funds. In some cases,
the state must continue to fInance defIcits incurred by the old scheme as long as it continues to
operate.

B. Framework and Environment - Economic and Legal PrereQJ1isites

Before a private pension fund system can be put into a place a comprehensive assessment of the
existing pension system, if any, must be performed. Some countries have an existing state
fmanced scheme in place which may need reforming or replacing. Others may be starting from
scratch, as in Hong Kong. In fact, many of the least developed countries have little more than
a limited retirement program for civil service employees. Often, pension fund systems exist in
name only and have not functioned for some time. Zaire, for example, has a general scheme
covering workers in the private and semi-public sectors, and a special scheme covering
government officials and other civil service employees. Together, these schemes cover less than
10% of Zaire's population, and in practice, neither function reliably.

Special issues concerning the transition from an old system to a new one must be addressed.
Usually the state will have to fInance old entitlements, either until they expire (which could be
several decades after the reforms), or by paying "recognition bonds" as the Chilean government
chose to do. This cost may be partly paid for by the proceeds of a privatization program,
particularly if newly capitalized private pension funds are able to participate.

Policy issues to consider include whether the pension system should be voluntary or mandatory ,
and whether the transfer from the old system to the new should be progressive or immediate.
Investment limits and supervision of pension funds are also important policy considerations.
Investment restrictions imposed on newly privatized pension funds can progressively be modifIed
to reflect the growing size of the capital market. In Chile for example, there were initially very
few equity investment opportunities and fund managers were required to invest most of their
portfolio in government bonds. Gradually, long term corporate bonds and commercial paper
became more common and the privatization program provided more and more equity investment
opportunities. After more than a decade, there is already some concern that the accumulated
capital of the private pension funds may exceed the country's capital requirements and the
government has started easing its restrictions on foreign investments.

The other major prerequisite for successful pension plan reform and privatization is that the
appropriate legal framework be put into place. As discussed above, it is vital that private pension
fund managers be strictly regulated and monitored. Financial sector laws and regulations
governing the banking, capital markets, and insurance sectors are also necessary to support the .
pension fund system. Sound capital market laws must include, among others: clearly defmed
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fiduciary responsibilities; rules prohibiting insider trading, self dealing and conflicts of interest;
a regulatory body such as the SEC; disclosure requirements for funds and publicly quoted
companies; proper accounting standards; depository and transfer mechanisms to encourage
liquidity and secondary markets, etc.

Modem banking and insurance laws must also be adopted. Custodial laws must clearly
distinguish between the property of pension fund beneficiaries, pension fund managers and bank
assets. When annuities are to be purchased upon retirement from insurance companies, proper
actuarial rules, capitalization requirements and risk management must be put into place to ensure
the integrity of the system.

Above all transparency in the operations of all the players will be critical to the success of
reforms.

C. Other General Considerations

1. Absorption offunds l7y the capital markets

The magnitude of funds accumulated by the pension plans might have beneficial macroeconomic
effects and produce higher rates for economic growth. But they may go further than this if the
supply of funds is greater than the amount that can be readily absorbed by the local capital
markets and existing investment opportunities. Experience however has shown that by increasing
the demand for financial instruments, capital markets very quickly respond by supplying new
investment vehicles. This has certainly been the case in Chile, which has seen a remarkable
increase in investment opportunities. If local capital market absorption presents constraints, the
Government may consider allowing a certain percentage of assets to be invested abroad in the
first years of the system. This investment limit could be decreased over time. It is worth
mentioning that investment limits are best placed as maximums, not minimums. A ceiling on
investments abroad rather than minimum investment requirements domestically will reduce the
possibility of pension funds financing government deficits.

2. Governance

Many of the new pension schemes will rely heavily on the efficient operations of private pension
funds. This reliance will require: (i) the funds' compliance with regulations covering their
operations; and (ii) competition among the funds to minimize costs and promote productivity.
The first responsibility will reside with a regulatory body. Prompt and full compliance by two
other groups is equally important: workers and employers, who are responsible for forwarding
contributions; and the funds and insurance companies, who are responsible for processing claims.
Another essential element concerns the government's obligation to ensure good economic
management. Low or negative real interest rates, a weak labor market or a decline in the relative
size of the formal sector would all rapidly make new private pension schemes unattractive.

3. Informal Sector
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In many developing countries, a high percentage of the population consists of low-income
"casual" workers, rural workers, the unemployed and the destitute. These groups remain outside
of most social security and pension fund systems. They rely to a large extent on public assistance
for income in retirement (and on support from the family in certain cultures). Governments
which decide to subsidize the replacement of the old with the new private pension schemes will
have fewer immediate resources available to increase benefits for those who cannot afford to
contribute to the new funds. In the longer term, however, higher rate of returns achieved by the
new pension funds may alleviate the need for government subsidies, freeing up government
resources.

A combined privatization program may be one answer to help alleviate this cost for the
government. Social safety net programs which are designed to compensate short-term losses
against long-term gains made through efficiency gains have been common components of
successful adjustment programs. Privatization revenues have been used to fund such programs
in order to promote macroeconomic stability and to facilitate labor retrenchment during
transition. The setting up of a solidarity fund financed through the contributions of the working
population is another such example. The informal sector may require some tax and labor law
reform to give incentives for businesses to join the formal sector. Other alternatives may be
envisaged, such as job retraining or public works programs.

IV. Conclusion and Program Implications for Foreign Aid

The primary focus of national pension systems, and any pension system reform, should be the
provision of pensions to retirees to enable them to enjoy a reasonable level of income, and
subsequently health, well being and dignity in their post-work years. Savings, whether they are
voluntary or obligatory, are best invested and administered by the private sector. Private
management promotes efficiency in administration and investment management, maximizing
returns and minimizing costs. The redistributive elements, such as providing pensions or other
social welfare benefits to the destitute, disabled, or informal sector workers are matters of public
policy and should be handled by the state. Such programs will depend on the priorities and
resources of each country.

Many developing countries that attempt to privatize and/or reform their national pension systems
will require assistance from the international donor community to finance both technical
assistance and transition costs. A principal long-term objective of pension fund reform which is
to alleviate poverty and provide for those who cannot provide for themselves corresponds to the
main purpose of USAID. Shorter term impacts also promote USAID goals of encouraging
economic growth, liberalizing markets and sustainable development.

USAID assistance to privatize and/or reform pension systems has the potential for achieving a
greater impact per dollar of assistance than many other types of assistance. Once the structural
adjustments have been made, the accumulated capital in the pension funds will contribute to
fmance the continued development of the country, thereby creating a virtuous circle. The billions
of dollars accumulated in pension funds will eventually dwarf the assistance that can be provided
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by USAID and the international donor community, providing a truly sustainable source of
development capital.

Areas of USAlD intervention might include:

• Enabling environment reforms such as developing laws and regulations for new pension
fund systems; creating regulatory entity; and selecting and training staff for such an
entity.

• Institutional restructuring which might include outsourcing elements ofexisting operations
such as administration; implementing management information systems; streamlining
operations and procedures; and training in operations, portfolio management, investment
analyses, etc.

• Technical studies such as diagnostic and change integration analyses.

• Case studies of a long-standing, defmed-eontribution program (such as Chile's) and
analyses of various schemes, identifying the advantages and disadvantages of each one,
to determine which type is appropriate for a given macroeconomic environment.
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ANNEXA
QUESTIONS & ANSWERS

What are Pension Funds ?

• Pension funds are systems which may provide payments to retirees, survivors, and the
disabled.

• Pension systems can be characterized by how benefits are determined:
Defmed Benefit plans are based on salary and years of service.
Defmed Contribution plans depends on the amount accumulated in each
contributor's retirement account.

• Pension systems can be characterized by type of funding:
Funded: At any point in time, the system has enough money to meet obligations.
Examples: defmed contribution systems and some defiried benefit systems.
Unfunded: The system does not have enough resources to meet obligations.
Examples : Pay As You Go (PAYG) Social Security Systems such as in most
developed countries.

Why Might Pension Fund Reform be Necessary ?

• The pension fund system does not provide adequate benefits to participants.
• The pension fund system is causing large Government deficits.
• The pension fund system is operating inefficiently.
• The pension fund system allows for abuse which harms participants.

What are the Types of Pension Fund Reforms ?

• Financing
Short-term remedies include raising retirement age, increasing contribution rates,
reducing benefits, improving investment performance (only an option if reserves
exist).
Long-term remedies include requiring funding of the system, reducing evasion,
improving supervision and regulation of system, improving legal and regulatory
framework for capital markets and banking.

• Operations
Automate administration.
Contract with private provider for record-keeping, investment management, other
services, e.g. New Zealand.

• Change the System
Change from defmed benefit to defmed contribution, e.g. Chile.
Shift responsibility from Government to private sector.
Create a supplementary system, e.g., Mexico
Change from Pay-As-You-Go to Funded system.
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Many of these reforms may be undertaken separately or in concert.

What are Some of the Benefits of Pension Fund Reform ?

• Improvement of social welfare: An appropriately funded and administered pension fund
system may help assure that people can receive adequate pensions.

• Generate internal savings: Pension fund reform, particularly if funded systems are
established, promotes domestic capital accumulation. As these internal savings are
invested in the country, they support economic growth and development. Under the best
circumstances, a virtuous cycle of savings and investment is created. External fInancing
requirements decrease and sustainable development is achieved.

• Democratization of capital markets: Pension funds/social security systems pool together
the assets of people form many socioeconomic sectors. As pension funds invest in capital
markets, ownership of securities broadens to include all pension fund participants. On
their own, many of these pension fund participants would not accumulate sufficient funds
to invest in the capital markets.

• Privatization: As institutional investors in the capital markets, pension funds may help
support privatization programs, e.g., Chile.

• Improved efficiency and effectiveness: May separate investment and management
decisions from the political agenda.

What Type of Reform is Appropriate ?

• Type of reform needed depends on economic, social, and political context.
• Diagnostic assessment can help identify the appropriate type of reform.

What are the Potential Projects ?

• Technical studies
Diagnostic study to determine what to do.
Studies to support proposed changes to the system (if proposals already exist)

• Institutional restructuring : making the existing system work better.
Outsourcing parts of existing operations, such as administration.
Installing management information systems.
Streamlining processes and procedures.
Training.

• Systemic reform : change the system.
Draft laws and regulations for new pension funds systems
Create regulatory entity.
Select and train staff for regulatory entity.
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COUNTRY TYPE OF PENSION SOURCE OF PENSION BENEFITS AT ADMINISTRATIVE ORGANIZATION COMMENTS
SYSTEM FUNDS RETIREMENT

Bolivia State-Managed Social Insured Person: 30% of average earnings in last 6 Ministry of social Security and Public The government is currently
Security System based 5% of earnings months of contribution (24 months for Health, general supervision. bolivian addressing the financing of the
on a defined benefit Employer: 2.5% of workers with earnings over a specified Social Security Institute, responsible social security system. It is
scheme payroll amount), plus increment of 2% of for coordination, planning, contrOl, and considering the creation of

earnings for each 12 months of evaluation of program. private pension schemes to
contribution beyond 180 months. National Social Security Fund, operate along-side the existing
Minimum and maximum pensions are administration of program. state-managed system.
set at a given rate.

Complementary Funds 2.5% -17% Defined benefits based on final salary Funds organized by economic sector Inefficient. Inequitable benefits
combined and years of service each with own administration. result. Serious financial
contribution RegUlated by Ministry of Social problems in some funds.
(average 6%) Security.

Chile State-Managed Social Insured Person: 1/35 of final base salary times years of ~inistry of Labor and Social Welfare, In 1981, the government
Security System based 20.15% of contribution general supervision. Superintendent of instituted the mandatory private
on a defined benefit earnings. Social security, administration of pension system in order to
scheme Employer: None program. phase out the state-managed

social security system.

Mandatory Private Insured Person: Insured's contributions plus accrued Superintendent of pension Fund Launched in 1981.
Pension System based 10% of earnings. interest. Minimum pension guaranteed Management Companies, general
on a defined contribution Employer: none by government. At retirement, insured supervision; individual pension fund
scheme may buy annuity from private management companies,

insurance company. administration of program.

Indonesia Provident fund social Insured Person: Lump sum equal to total employee and Minister of Manpower, general As a result of a new law issued
security system (lump- 1% of earnings employer contributions paid in, plus supervision. Public Corporation for in 1992, a wide choice of
sum benefits only) Employer: 1.5% of accrued interest. Employees Social Insurance, pension arrangements is

payroll administration and operation of allowed. So far, some pension
program. assets have shifted to privately

managed pension schemes.
However, the full impact of the
Law is yet to be felt.

SOE/Occupational Insured person: Monthly pension based on final pay Usually the SOE or firm itself Same as above. Trend toward
Pension Funds varies (5% avg) and years of service private investment management.

Employer: varies
(5% avg)
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COUNTRY TYPE OF PENSION SOURCE OF PENSION BENEFITS AT ADMINISTRATIVE ORGANIZATION COMMENTS
SYSTEM FUNDS RETIREMENT

Italy State-Managed Social Insured Person: Based on average annual earnings in Ministry of Labor and Social Welfare, The government is considering
Security System based 7.29% of earnings last 5 years (with earnings in first 3 and Treasury, general supervision. adopting a defined-contribution
on a defined benefit Employer: 18.93% years revalued for changes in the cost National Social Insurance Institute, scheme to replace the existing
scheme. of payroll. of living). administration of program through its systems arrangements.

branch offices; managed by tripartite Recently, government has
governing body. Separate institutes or clamped down on evasion.
funds administer special systems.

Mexico State-Managed Insured Person: 35% of average earnings during the Ministry of labor and Social Welfare, The privately managed pension
Social Security System 1.75% of average last 250 weeks of contribution, plus general supervision. Mexican Social system was created in 1992 to
based on a defined earnings (rate will 1.25% of earnings/year of contribution Insurance Institute, administration of operate along-side the state-
benefit scheme rise gradually each beyond 500 weeks. program through regional and local managed system.

year to 2% by boards in areas to which coverage
1996). extended; managed by General Broader reform of state system
Employer: 4.9% of Assembly, Technical Council, under consideration.
payroll (rate will Oversight Commission, and director-
rise gradually each General.
year to 5.6% by
1996).

Privately-managed Insured Person: Contributions plus accrued interest Private. Individuals may choose
pension system based none between government and private
on a defined contribution Employer: 2% of investment funds.
scheme payroll (mandatory)

New Zealand National Superannuation Financed out of Income-tested, state-provided New Zealand Income Support Service Eligibility age being phased up
Fund/Guaranteed general revenues. universal benefit. (NZISS), administration of pensions from 62 to 65.
Retirement Income (GRI) through district offices.
covers general
population

National Provident Fund GSF is largely unfunded except for NPF administration and funds NPF is now closed to new
(NPF) and Government member contributions. management are contracted out. members.
Superannuation Fund Privatization of GSF has been
(GSF) covers public discussed.
sector employees
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COUNTRY TYPE OF PENSION SOURCE OF PENSION BENEFITS AT ADMINISTRATIVE ORGANIZATION COMMENTS
SYSTEM FUNDS RETIREMENT

Peru State-Managed Social Insured Person: 50% of highest average earnings in Comptroller General of the Republic, The privately managed pension
Security System based 3% of earnings; last 12, 36, or 60 months (whichever ge"!eral supervision. Peruvian Social system was created to operate
on a defined-benefit (self employed 9% is more favorable); plus 2%/year Security Institute, administration of along-side the state-managed
scheme. of earnings). beyond 15 years (men) or 1.5% program through 9-member governing system.

Employer: 6% of (women) for each additional year of board and executive chairman.
payroll. contributions up to 5 years.

Privately-managed Insured Person: Contributions plus accrued interest. Superintendent of Pension Fund Set-up problems still being
pension system based Up to 10% of Management, general supervision; addressed.
on a defined-contribution earnings (voluntary) individual pension fund management
scheme. Employer: 1% of companies, administration of program.

earnings.

Russia State-Managed Social Insured Person: Defined benefit based on salary, years Pension Fund of the Russian Government continues to
Security System based 1% of earnings of experience, nature of work Federation for collection. Federation subsidize, but privatization is
on a defined benefit Employer: 28% of performed. Ministry of Social Protection making coverage uncertain for
scheme. salary administers benefits. many employees.

Federal social safety net Government All Russian citizens are entitled to a Federal Employment Service Safety net coritinues to be
revenues. base entitlement. Citizens who worked achieved through enterprises
Employers pay in receive additional benefits based on
2% of payroll for factors such as nature of work, years
unemployment. worked.

Private pension systems Insured person: Depends on value of the fund. Management Ministry of Social No investment restrictions.
voluntary Security through the Inspectorate of Number of funds grew from zero

private pension funds, general to 800 in 3 years.
supervision and administration

U.S.A. State-Managed Social Insured Person: Based on average earnings over Health and Human Services, general State-managed social security
Security System based 7.65% of earnings. period after 1950 (or age 21, if later) supervision. Social Security system is projecting financial
on a defined-benefit Self employed, up to age 62 or death, excluding 5 Administration, administration of difficulties because of its
scheme. 15.3%. years with the lowest earnings. program. Collection of Social Security unfunded status.

Employer: 7.65% taxes through Internal Revenue
of payroll Service, payment of benefits, and

management of funds.

Private pension systems Insured Person: Vary by type. ERISA (Employment Retirement Security Share of employees covered by
based on defined-benefit vary by type. Act) requires employers to provide prudent defined-benefits plans dropped
or defined-contribution Employer: management of pension funds. The Pension from 87% to 68% (1975-87),
schemes. vary by type. Benefit Guarantee Corporation (PBGC) defined contribution plans

guarantees pension payments If the plan
jumped from 13% to 32%.sponsor goes bankrupt.



PRIVATIZATION ISSUES AND EXPERIENCE1

INTRODUCTION

During the 1990s privatization has been recognized as one of the critical components of economic
growth and reform strategies worldwide. It has become a widely-held belief that privatization,
when effectively designed and implemented, is essential to relieving governments of poorly
managed enterprises. Privatization is not a panacea for much of what ails the state sector. But
recent experience implementing privatization programs suggest that privatization does lead to
increases in investment and improved performance in former state enterprises, allowing
government bureaucracies to focus political and management resources on pressing public sector
Issues.

Privatization lies at the crossroads of economic growth, government reform, financial sector
development, and social sector development. Thus, the privatization process must be viewed
broadly.

The 1990s has also been a period of tremendous innovation and learning for governments
undertaking privatization programs. Wholesale, or mass, privatization programs, were introduced
in Central and Eastern Europe and the former Soviet Union and variants are now being designed
and considered in Latin America and Africa. Governments and technical assistance agencies
have deepened their understanding about the linkages between policy and legal development and
the roles of emerging financial markets, and successful privatization implementation. In addition,
governments have gained experience in organizing public sector programs to mitigate the social
costs of economic reform programs.

The tendency, when discussing privatization, is to focus on the "deal" or the transaction, whereby
operating, investment, and/or ownership responsibilities are transferred to a private party. But, as
suggested above, "getting the deal done" is only part of the privatization process. Important

lThis paper has been prepared by Price Waterhouse LLP for the Economic Growth Training Workshop, sponsored
by the United States Agency for International Development. September 18-21, 1995.
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issues, such as the creation of an appropriate legal and regulatory framework and addressing
issues of labor displacement and dislocation, among others, need to be considered if the newly
privatized entities are to operate efficiently and if the public interest is to be served.

The pmpose of this paper is to provide policy and decision-makers with a framework for
discussing privatization program design and implementation issues. To help support the issues
highlighted in the paper, we have included illustrations of privatization initiatives in a variety of
country environments. The illustrations presented are intended to emphasize one aspect of an
entire privatization program; they are not meant to imply that the success or failure of a program
hinged entirely on the point described.

This paper is divided into three parts:

• Part 1: Privatization Policy and Development describes common privatization
techniques, discusses their applicability to a wide range of sectors and country
environments, !ind outlines the policy framework necessary to encourage and implement
privatization.

• Part 2: The Privatization Transaction describes basic elements of an effective
transaction-- from educating the public, to creating transparency in the transaction
process.

• Part 3: Implementation Issues describes the roles donors can and have played in
improving the effectiveness of privatization program implementation.

PART 1: PRIVATIZATION POllCY AND DEVEWPMENT

1.1 Privatization Choices

In general, it is said that privatization will work best in countries that have a well developed
institutional and regulatory capacity, offer a stable climate for investment and encourage free
entry and trade. Moreover, in general, privatizing enterprises that produce tradeables -- in
competitive or potentially competitive sectors such as industry, agriculture and retail -- is
generally considered easier, because regulation is not required.2

But in the 1990s, new privatization techniques and bold political leadership, created
opportunities for privatization in countries and markets where such activities would have been
unthinkable in the past. Over 20,000 medium and large enterprises have been privatized in

2Sunita Kikeri, John Nellis, Mary Shirley. Privatizatian: Lessons Leamedfrom Market Economies, The World
Bank Re8earcb Ob8erver, vol. 9, no. 2 (July 1994), pp. 241-272.
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Russia, Ukraine, Moldova, Kyrgyzstan, the Czech Republic, Slovakia, and the BaItics through
mass privatization, a technique which facilitated wholesale ownership transfer. This was done, in
most countries, without many of the institutional, regulatory and macroeconomic reforms
introduced prior to privatization in Chile or Mexico, for example.

New Privatization Techniques

Privatization in the 1990s has moved well beyond traditional ownership transformation
techniques. The emerging market economies in Central and Eastern Europe and the Newly
Independent States of the former Soviet Union, (CEEINIS) have led the way in terms of
innovations. As noted above, mass privatization programs have been, in terms of sheer numbers
of enterprises transferred to the private sector in a record time, one of the most successful of
these innovations.

Mass privatization programs are best described as non-cash share distribution programs. By
allowing management and employees and the general public an opportunity to easily (and
cheaply) acquire ownership of former state companies, the programs have encouraged support of
the privatization process. They have helped create a new class of investors and owners in
countries where the idea of private property and ownership had not existed for decades. Mass
privatization programs have usually been accompanied by cash auctions. In many cases, the
objective of the cash auction is to bring in strategic investors, with expertise in the market and
the capital required to help restructure the newly privatized entities.

Mass privatization has focussed on larger companies. Other techniques have been developed to
help the state divest itself quickly of hundreds of thousands of small scale enterprises. In the
city of Nizhny Novgorod in Russia, which boasts one of the more innovative programs for
privatizing medium and small scale enterprises, companies were auctioned using a variety of
techniques, including leases (usually for 15 years), with provisions for subsequent buy-outs,
closed tenders and investment competitions.3 Political support for these and other programs
were obtained by providing special breaks to workers' collectives wishing to tender, usually a
30% price discount and 3 month grace period to start payments on the lease.

Yet another technique, used with increasing frequency in a wide range of countries, from
Argentina and Mexico, to Ukraine and Guinea, is sectoral privatization. This technique targets
SOEs that, because of their strategic importance to the country and/or the characteristics of the
industry in which they operate,4 have traditionally been considered "unprivatizable." The
privatization technique combines some element of mass privatization (or some other type of

3In investment competition, bidders are requested to suggest investment programs to restructure the business.

4For example, in the case of industries where there are "natural monopolies," when one provider can serve the
market at a lower cost than two or more providers could. This happens when there are significant economies of
scale.
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program that makes shares in the to-be privatized entity widely available to the public at a
discount) and a strategic investor with the capital and the savvy to improve enterprise efficiency
and value.

Expanding opportunities for private participation

The sale or transfer of government-owned assets to the private sector is one of several options for
harnessing private sector resources, capital, expertise and technology to meet privatization
program objectives. Another option is the concession. Although the particular form of a
concession may vary, the basic concept is simple: a private party or Itconcessionairelt leases
assets from a public authori~ for an extended period. In return for user fees, the concessionaire
is responsible for providing service, financing specified new fixed investments, and bearing
commercial risk during the term of the concession. At the end of the concession period, the
assets revert to the public sector. A concession arrangement is a public-private partnership and
is defined by the manner in which the public and private sectors share risks, responsibilities and
rewards. Concessions are appropriate where a market has substantial unmet demand and
promises high growth, but outright privatization is infeasible for legal, economic or political
reasons.

Concessions are one of many methods of involving the private sector in the provision of services
viewed traditionally as publicly provided. Other methods include management contracts, leasing
arrangements, build-operate-transfer (ItBOT') and build-own-operate (ItBOOIt). These four
examples of involving the private sector may be thought of as occupying a continuum between
public ownership (with minimal private involvement) and private ownership (with minimal public
involvement). In a management contract, for example, the private party assumes no commercial
risk and may be compensated according to productivity. The government, on the other hand,
owns and finances improvements to fixed assets, investments and working capital.

A leasing arrangement demands more private involvement than the management contract. In a
leasing arrangement, the private party collects user fees, advances working capital and finances
short term assets while the government maintains responsibility for major capital expenditures.
Further along the continuum to private ownership is BOT, where the developer receives a
franchise to finance, build, operate and collect user fees on a facility for a specified period of
time, after which the facility is transferred to the public sector. Finally, in BOO, the private
developer finances, builds, owns, and operates a facility in perpetuity subject to regulatory
constraints.

In the continuum, where management contracts represent the least amount of private involvement
and BOO the most, a concession arrangement would be situated between a lease and BOT -
unlike the lease arrangement, the concessionaire has the responsibility and assumes the risk for
making long term capital improvements and unlike the BOT arrangement, the concessionaire is
not responsible for, and assumes no risk in connection with, the construction of the facility.
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Privatization, regulation, or competition?

Many analysts believe that regulation and competition are more important than ownership transfer
in determining economic perlonnance. But the experience of recent years suggests that in fact,
privatization, competition and regulation must all be part of efforts to improve economic efficiency
in a sector, particularly those sectors that have elements of a natural monopoly or public good.

In the case of natural monopolies, legislative changes prior to privatization are often required to
introduce competition in the sector and facilitate the process of regulating the monopoly, whether
public or private. Legislation is often introduced to help separate those segments of an industry
which are natural monopolies from those which are not. This process, called unbundling, is
common in the power and telecommunications industries.

For example, in the United Kingdom, and more recently in Ukraine, electricity generation has
been separated from transmission and distribution (vertical unbundling). Whereas transmission,
by nature, is likely to remain a natural monopoly, the generation and distribution segments offer a
variety of opportunities for the introduction of competition. In telecommunications, the operation
of radio-based cellular services is typically separated from the provision of traditional telephone
servIces.

National railways can also be unbundled. In Japan, the national railway was re-organized and
split into six regional passenger operators and one freight operator that rents time from the
regional railways. The Polish national railway is scheduled to be divided according to region and
type of service.

Once sectors have been unbundled, usually through legislation, competition can be introduced
several ways to increase efficiency and ensure the monopoly provider meets the needs of its
clientele and the government:

• Competition from substitutes. Energy and transport are the two most important areas
where competitive substitutes can bring pressure on the monopoly supplier. While a
natural gas supplier or railway can be monopolistic, for example, government policy can
help ensure that other alternatives to these services are available to consumers.

• Competition from other suppliers in the same market. Infrastructure markets with
numerous suppliers are rare, but even introducing a second supplier can have extremely
positive effects on service quality and prices. Unbundling cellular from traditional phone
services allowed competition to flourish in many countries in what was once considered a
monopoly segment. For example, in 1993 Sri Lanka licensed four cellular operators,
leading to tariffs among the lowest in the world.

• Competition for the market. Where direct competition is not possible, efficiency can be
increased by means of competitive management contracts, ranging from simple contracts
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for specific services to long-term concessions that require the private contractor to take
over maintenance, operation and facility expansion. While there is only one provider,
competition is created between private contractors for the original right to this contract,
and then when the contract/concession expires.s

Where monopolies persist because unbundling is impossible and substitutes cannot be made
available through segmented deregulation, privatization can still introduce efficiencies not
possible under government ownership. For example, the privatization of infrastructure monopolies
in electricity generation and distribution and in telecommunications in Chile produced substantial
welfare gains because private owners overcame constraints on investment the government had
imposed on the SOEs, and because the new private management operated the companies more
efficiently.

But in cases where monopolies are likely to persist, the privatization process must be
accompanied by the development of a transparent regulatory process and structure that will create
appropriate efficiency incentives for the entrepreneur and protect the public interest.
Governments can impose regulation through enforceable comracts or through changes in the
legislation. If statutory regulations prove politically impossible to implement (typically getting
laws changed and legislation passed takes years, and the window of opportunity for privatization
is limited--see the discussion in 1.2.b), enforceable contracts are often a reasonable alternative.
The design of statutory regulation may and often does benefit from the contractual experience of
early entrants. Even if competition can be introduced, regulation will be important as a tool to
sustain competition. For example, in Mexico, regulatory action was required to ensure fair
interconnection by cellular operators into fixed networks.

1.2 The Framework for encouraging and implementing privatization

Irrespective of the techniques selected, privatization cannot proceed unless:

a. There is government commitment to privatization and a sound institutional
framework. Saying that success in privatization requires political will seems self
evident. But what do we mean by government commitment? Whose support is required
for privatization to occur? At a minimum, experience suggests that privatization must be
supported by a strong executive. Agreement from additional branches of government (i.e.
legislative), will move the process forward more smoothly, but privatization programs can
go a long way without congressional approval. For example, in countries such as Russia
and Ukraine, the privatization program was a presidential initiative, bitterly opposed by
powerful members of the legislature.

5For more examples and a more in-depth discussion of these issues, refer to the World Bank development
Report, 1994.
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In addition to senior level commitment. implementing privatization requires a lead agency
which is truly empowered to implement the privatization program (see point 1.2.b below).

Russia Mass Privatization Program: strong leadership does make a difference under a highly
bureaucratized environment. The momentum tor reform initiated by President Yeltsin after his rise to power in 1991
was Instrumental In forcmg the implementation of a mass privatization program that transferred ownership of 14,000
enterprises into the hands of the pUblic over a 21-month period. Under his direction, the program was advanced by
the State Committee of the Russian Federation for the Management of State Property (GKI) The two key 'champions'
in the process were Chubias and Vasiliev, Chairman and Deputy Chairman of GKI, respectively. These individuals, in
particular, were able to effectively wield the necessary commitment and authority that was essential to the programs
success. While Chubras was able to promote policy decisions through hiS direct access to President Yeltsin, daily
access to Vasiliev and his staff gave the donors and technical acr.",sors the backing they needed to move the program
iorvvard Strong resistance to and attempts to derail the program emanating from other ministries and the parliament,
other deputies within the ministry enterprises, and the public, was minimized by coordination at the most senior levels
of govemment

Burundi Office National Pharmaceutic (ONAPHA): political indecision at the top can lead to the failure of
even the best prepared transaction. in 1992, the Government of Burundi agreed to privatize ONAPHA, the national
pharmaceutical company. Burundis privatization program was stalled and needed at least one well-prepared,
successful transaction to revive the OTogram Therefore, this transaction was of particular importance to the
government The deciSion was made to make the ONAPHA transaction a 'model' for future transactions, both in terms
of technical preparation and in terms of process management.

The transaction was approached broadly. Significant resources were spent evaluating the sector structure as a whole,
Including issues such as the availabiuty of affordable drugs. the viability and Impact of the sale on the national state
owned insurance company The transaction structure also made considerable efforts to include all stakeholders and
competing Inlerests, including management, empioyees, the insurance companies, and private pharmacists, who
stood to lose their income from the sale of rmported dr'-lgs should the transaction go through

But when the bid documents were finaHyprepared, few bidders showed up. The reasens for the failure were varied
But it was clear that key seniO! ofilcials in the GoB had never been fully behind this transaction There was a very long
de.lay beTween the lime when poIential investors were contacted, and the first press conference held, and the time
when the tender was actually launched The delay was in part a function of a highly fluid and unsettled political
situation The privatization process coincided with the preparatJOns for the first democratic elections in Burundi. The
government was distracted, and it showed, in terms of indeciSion, or poor declSJons regarding the structunng of the
biddmg Moreover, once the bidding commenced, the newly elected oresident was assassinated, further throwing the
orocess into confusion and disarray.

b. There is a basic legal structure to govern the prhatization process.
Privatization program implementation proceeds most smoothly if a basic set of laws are In

place. At a minimum, these laws should seek to establish (i) a transparent and well
understood decision-making process for identifying. selecting and preparing enterprises for
privatization. and (iii a basic set of euidelines to govern the behavior of newly privatized
enterprises,
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(i) Legislation establishing a clear decision-making framework for privatization should
at a minimum:

• designate a government entity to oversee the privatization process, assigning
responsibilities, authority, and a budget to that entity, and clarifying
responsibilities and authority among related government entities (i.e. privatization,
finance, banking, industry, taxation, auditing, securities regulation, judicial, and
other departments). This entity also serves as a useful forum for the resolution of
inter-ministerial issues and should have representatives from the highest
ministerial levels.

To be effective, the agency's mandate and scope must be clearly articulated. This
means in part ensuring that the lines between the privatization agency's authority
and jurisdiction and the authority and jurisdiction of other related agencies (i.e.,
audit, tax, finance, industry-specific, etc.) are clearly delineated. Often, however,
the government may choose to be deliberately vague regarding what agencies are
to be included in privatization decisions, such as which enterprises are to be put
up for privatization, or how the assets are to valuated, or who is authorized to
negotiate and approve the process of negotiating the price. In these cases, a
"champion" within the privatization organization, someone who has a direct line to
the president, can be instrumental in clarifying privatization responsibilities and
objectives, and resolving bureaucratic jurisdictional problems (see the textbox on
the Russian mass privatization program).

• define the requirements of the privatization process, including corporatization of
the enterprise(s); documentation such as enterprise information, public
announcements, protocols of results, enterprise preparation (valuations, financial
disclosures); the membership of an oversight committee to evaluate bids and
negotiate on behalf of the government; the bidding process and requirements or
limitations for submitting a bid; the criteria for calculating, evaluating, and
determining bid results; and public notification of the results. Provisions for
enterprise liquidation, if considered to be a potential option, must also be
included.

(ii) Legislation establishing the rules of the game for private enterprise should include

• corporate governance procedures to regulate newly-privatized enterprises including
requirements for maintaining a share registry, notifying shareholders of corporate
events, providing disclosure of financial and management operations, etc.

• enabling legislation for government institutions such as industry regulatory
agencies, capital markets agencies (securities exchange commission, investment
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fund regulators), bankruptcy agencies, anti-monopoly agencies, enforcement
agencies, etc.

• enabling legislation authorizing the existence of public-interest groups such as
broker associations, shareholder rights associations, consumer protection groups,
and others.

• expeditious contract enforcement and dispute settlement mechanisms, tax codes
and regulations with accompanying rules, tax collection mechanisms and
investment incentives, antitrust and competition laws, intellectual property
protection laws, bankruptcy laws.

• social safety nets (e.g. labor laws and social welfare legislation, environmental
protection legislation).

Decree or legislation?

The privatization process can be effectively delayed for months or years if the enactment
of the required legislation is delayed. Delays can lead to the gradual erosion of public
support for the privatization process and loss of investor interest. Thus governments often
choose to issue presidential decrees rather than wait for all the necessary legislation to be
put in place. On the other hand, decrees can be easily overturned by a subsequent
President with yet another decree, and are therefore often insufficient to instill confidence
among potential investors (especially foreign investors).

What is the right timing for introducing this legislation?

A key set of choices facing policy makers pertains to the timing between the privatization
and the legal/regulatory reform process. What minimum requirements, in terms of laws
and regulations governing private enterprise, must be in place before the privatization
process begins? What can wait until after ownership transfer is concluded? How these
questions are answered can spell the difference between success and failure for an entire
privatization process. Unfortunately, there are no clear-cut answers to these questions.

The issue of timing depends on the social and political landscape, the type of financing
required for the privatization transaction, the nature of the enterprises or sectors being
affected by the privatization process. For example, throughout Central and Eastern
Europe and the former Soviet Union, the privatization process has preceded basic changes
in the laws and regulations governing private enterprise and relationship between the
private and the government sector. As a result, privatization has not always enhanced
private sector performance, and private sector managers end up operating in a legal and
institutional vacuum. But, many would argue that without the rapid advancement of the
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privatization process. many critical changes in the legal and regulatory framework
governing private enterprise in these countries would have been impossible.

Nicaragua Telecommunications (TELCOR) Privatization: a government deadlock over legislation can delay a
privatization transaction for more than two years. The first phase of the Nicaraguan privatization program was
designed and implemented according to presidential decree. It was considered to be a success. largely because it
foC'used on the saie of primarily non-strategic state-owned enterprises through the National Public Sector Corporations
(CORNAP}. However, the second phase of privatIZation, which included the sale of several strategically-sensitive
enterprises. was significantly delayec by Congress

A 1993 presidentiaJ decree declared the govemment's original Intent to privatize TELCOR, with its privatization
schedJled for June 1994. Over the 1993-1994 period all necessary preliminary work was conducted and completed In
a nmely manner, including a diagnostic srudy, terms and cnteria tor bidding, preparation 01 a prospectus, Invitation to
prosoective bidders to perform due diligence and the drafting of two necessary laws, including a draft
telecommunications law prepared to restructure and regulate theseetor and formally end the state monopoly of basic
telephone servlces But then the process staJled in mid 1994.

In a ::lid t::l gain some control Oller the process, the Congress passed a general privatization law requITing
congressional approval of the pnvatlZatlon process for crrticalpublic utilities, including TELCOR. Subsequently,
Congress withhela approval of the draft telecommunications law for more than 12 months 'Nhen differences with the
President surfaced over the unrelated Issue of constitutional reform.

The telecommunicatiOns law was finally passed in July, 1995. But a second law to specifically approve the TELCOR
transaction is still pending By the time both of these laws are in place, more than two years will have passeo since
the government began the prIVatization process for TaCOR. Much of TELCOR's infomnation will have to be updated,
the pre-qualif:cation process will begm again, and the biddmg process will be re-started.

Mass Privatization and the LegallRegulatory Structure. The Mass Privatization program in Russia is a good
example of a trarsaction process that runs well ahead of creating a legal and regulatory stnucrure. As a result, critics
cf the program In Russia point out that orivatizatlon has not led to improved enterpnse efficrency Moreover. the
absence of clear rules of the game has led to widespread cynlc:sm and distnust of "capitalist' strucrures, Widening
c:span:les between the 'winners' and "losers in this econoffilc game and deteriorating standards of liVIng have hurt the
creolb'ity of the reform process.

On the other hand, there are many reasons why pnvatizahon had to precede the creation of a legal and regulatory
framework for prIVate bUSiness. A key reason was political. To have waited to develop tine appropriate legal and
regulatory structures wou:d have mea"!t delays, and perhaps costly expenditures of poubcal capital to get regulations
ana laws passed. Given the political situation at the time, the choice was c1ear--build mennentum for the privatization
process and then worry about the legal and regulatory Infrastructure.

Moreover, once companies were privatized, the government reasoned, they too coold become advocates for changes
In the legal and regulatory structures to permt them to operate efficiently. Indeed this happened with several corporate
governance and Capital market regulahons and laws. For example, some 01 the largest privatized companies m RuSSia
oecame strong advocates for imprO'lled laws and regulations affecting shareholder registries and voting procedures at
General Meetings after scandals invoMng foreign Investors led to negative press coverage and dampened Investor
,"terest In the country.

Price Waterhouse LLP

BEST AVAILABLE COpy

10

576



Additional readings in privatization techniques and privatization policy framework:

Sunita Kikeri, John Nellis, Mary Shirley, Privatization: Lessons Learned from Market
Economies, in The World Bank Research Observer, vol. 9, no. 2 (July 1994), pp.
241-272.

The World Bank Development Report, 1994

Jeffrey Schwartz and Zoanne Nelson, Techniques of Mass Privatization: Implementing the
Voucher Auction Program: October 1992 to June 1994, in Russia: Creating Private
Enterprise and Efficient Markets (World Bank, 1994).

PART 2: THE PRIVATIZATION TRANSACTION

2.1 Moving the transaction forward

Once the government has made a commitment to sell, a privatization strategy planned,
privatization approaches selected, and the basic legal and regulatory infrastructure is in place,
implementing a typical privatization transaction will require that several steps be taken. Some of
these basic steps, which include preparing the enterprise for privatization (including most often
some sort of restructuring, especially financial restructuring), corporatization, valuation, and
preparing the bidding documents, have been discussed above. But the transaction process varies
according to the political landscape, the macroeconomic conditions and the dynamics of the
market and the sector.

In the case of smaller enterprises, governments do not usually choose to spend much, if any time,
on restructuring, valuation, or information memoranda. In the case of mass privatization,
enterprises were rarely, if ever, restructured at any level prior to privatization. Valuations relied
on book value and were used to provide benchmark prices for the share or asset auctions.

Irrespective of the type of transaction being highlighted, however, those responsible for managing
the privatization process must ensure:

a. Key stakeholders are provided the right incentives. Governments and their
advisors often fail to fully understand or anticipate how incentives to accomplish certain
objectives for privatization in one area can compromise their ability to accomplish other
objectives. As a result, the overall effectiveness of the program can be seriously
compromised.

For example, in Poland, sector advisors had all the incentive to perform case by case
transactions, and little incentive to guide their enterprises through other available
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privatization methods. In The Gambia, the management contractor put in place to turn
the company around prior to privatization was remunerated in ways which were in direct
conflict with the government's desire to increase the company's value by increasing its
cash flows. In a third example, during mass privatization in Russia, the issuance of
bearer-held vouchers and development of voucher investment funds created an
environment in which most investor energies were directed towards voucher speculation
rather than making investments in the enterprises.

Poland Sector Advisors In 1990, the Polish government established a Ministry of Privatization {MOP) and enacted
legislation which gave enterprIses several options for privatization including public offering, trade sale, mass
privatization, asset salelleaslng, and others To facilitate this mufti-track program, a "sector approach" was adopted to
analyze and privatize 600 enterpnses in 35 sectors. By focusing on sectors, the MOP intended to enhance the Iong
term prospects of PoI~ industry, raise revenue for the treasury, generate world-wide investor interest, impfO\le
privatization transparency, ana prevent SOEs from competing for investors.

Private consulting companies were selected to manage the privatization process in each sector. The private
contractors' mandate required them to evaluate and make recommendations on all companies included in each sector.
A subsequent phase, focussing on implementation, provided the selected advisors with a success fee for all trade
sales completed. The result of this process was that the advisors had little incentive to take action on those enterpnses
in their sectors that were not appropnate candidates for trade sales. In addition, the highJy bureaucratized structure
within the MOP made It difficult for adVlsors and MOP staff members working in the sectoral program, being run out of
the Department of Capital Privatization, to secure the cocperalion of and information from other departments and other
mtnistries.

The Gambia Produce Marketing Board (GPMB): a government-led restructuring effort gone wrong. As the
largest parastatal concern in The Gambia, GPMB represented a governmenHed monopoly for the marketing,
decorlication and oil pressing of groundnul. During the 19aOs, GPMB went from being a "cash cow" with large cash
reserves, to acquiring 067 million in domestic deb: as a result of declines in world groundnut prices, drought, rising 011

pTices. in addition to govemment borrOWing and Interference in the operations of GPMB.

By the late 19aOs the Government of the Gambia, responding to donor pressure began to prepare for GPMB's sale.
The gcvernment's plan caUed for restructuring prior to privatization It awarded a management contract to a private
contractor with the hopes of increasing the value of the company prior to solldtmg bids from potential strategic
Investors

The contractor selected was given responsibility for management of the company, rehabilitating plants and other
assets, and preparmg of the company for privatization. The management contract stated that in addition to a
management fee, the contractor would receive a 20% bonus for pre-tax profits realized in accordance with the business
plan, and a 30% bonus if pre-tax profits were exceeded Rather than striving to improve the companys cash ftow prior
to prlva:lzatlon, the contractor was thus motivated to set a price that would maximize short-term profits. But the price it
offered turned out to be 100:CN/ given the price being paid to farmers In neighboring Senegal. The company ran into
cash flow problems as Inventory piled UD. This drove down the govemments negOliallng abilities and reduced
subsequent revenues from potential strategic Investors.

b. The privatization process is transparent. Lack of transparency and loss of public
faith can seriously derail the privatization process, taking away what may be the
government's main base of support. Transparency is neated t.hrough:
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• enactment of decrees, laws, and/or regulations which clearly describe and govern
the privatization process;

• guaranteeing that all regulations. deadlines, and enterprise information memoranda
are announced and published in the national press in a timely manner;

• opening the process to all interested parties, and ensuring eligibili ty requirements
and/or ownership limitations are clearly defined prior to initiation of the process,
and procedures are applied fairly to all investors;

• ensuring that centers established for the acceptance of bids are accessible to all
investors and are publicly announced (necessary in mass privatization);

• ensuring that the calculation or determination of winning bids is conducted by a
neutral committee and the procedures are known to the public; and

• announcing results to the public soon after the conclusion of the bidding process.

c. The public is educated. Public relations campaigns target both potential investors
and the general public.

Investor public relations campaigns require the preparation of prospectuses, orchestration
of road shows, and the like. All this involves considerable time and expense. But
reaching for a higher number of investors willing to bid on a company generally results in
increased competition and a more favoreable price.

The general public is often skeptical of the government's intentions and wary of
international buyers that might usurp or abuse their country's assets. An effective
public relations campaign seeks to address each of these concerns in an open and
systematic manner. An effective campaign can mean the difference between success or
failure for a government's privatization program. as the example below suggests.

The Gambia Produce Marketing Board: privatization bidding gone wrong. Donor funding provided the
government 'N1th the necessary technical assistance for the analysJs of transaction options, company valuation,
preparation of a'1 information memorandum and bidding procedures, distribution of the memorandum to targeted
potential in~stors, and publication of the sale in the international press. Despite the USAlD's mission offer for
continuing support to the transaction, the go~mment decided to manage the bid evaluation and selection process
without the aSSl~ance of outSide adVisors. Of the fl~ bids received by the National Investment Board {NIB) Task
Force. three were selected for further discussion. From meeting notes obtained after the fact, it appeared that the Task
Force favored one bidder, a JOint venture proposal with a majOr foreign groundnut producer and marketer and a majOr
local concern with strong bUSiness ties to the GPMB Initially, this bioders offer was the lowest. The NIB Task Force
gave Ii an o;:x)or.unity to ~aJse ItS offer--aJn opportunity denied to the other bidders

-;-r~ j:i'lIJe~·ture clea~1y had serJO'~s intentions fer retumlng3PMB to prOlltability '(el.;1 brought many poSItive
cr.anges to the company, though the turnaround IS stil: In progress and the final results are unkncwn. But, much of the
political caDital the govemment could ha~ gained from real impro~ments in the enterpnse operating efficiency, and
Improvec salaries. was obscured by the prevailing view that the privatization process was tainted.
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Additional readings in privatization transaction issues:

Sunita Kikeri, John Nellis, Mary Shirley, Privatization: Lessons Learned from Market
Economies, in The World Bank Research Observer, vol. 9, no. 2 (July 1994), pp.
241-272.

Mary Shirley and John Nellis, Public EnteJ]Jrise Reform: The Lessons from
Experience. Washington, DC: The World bank, EDI, 1991.

Privatization: Lessons from Market Economies, in The World Bank Research
Observer, vol. 9, no. 2 (July 1994), pp. 256-261.

PART 3: IMPLEMENTATION ISSUES

In this section, we examine special implementation issues. We also highlight some areas in
which donors can and have been effective in terms of helping to promote more effective
privatization transactions.

3.1. The provision of technical assistance. The past ten years have witnessed a significant
increase in the world-wide base of knowledgeable technical advisors to privatization programs,
providing more opportunities for donors to offer such support to host countries. Advisors are
expensive, so the advantages and drawbacks to their use in the privatization process must be
carefully weighed.

Some of the ways that they can be effectively utilized include:

• assistance at the privatization program planning stages with respect to design and
implementation support for an appropriate institutional and legal framework; policy
development to strengthen the enabling environment; procedures and processes
development to ensure transparent and technically strong privatization program operations

• assistance during the life of the privatization program, with an emphasis on
capacity buildinglon-the-job training activities in three key areas: (1) transaction cycle
(company diagnostic, valuation, sales and marketing strategy, negotiations support) (2)
accompanying policy measures for the particular privatization (sector restructuring, price
liberalization); and (3) public relations/ education for the public, labor, unions, opposition
(directed both at the program overall and for particular transactions which may cause
public concern).

Privatization is normally a long-term process. Supporting this process requires consistency.
Advisors can provide for a continuity of assistance to a host country's privatization program.
Such continuity is important in environments where the host country government decision-makers,
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donor technical staff, and local operational staff frequently change. Where USAID's assistance IS

multifaceted and includes short-term inputs, advisors can help implement USAID's technical
assistance agenda in a manner which effectively identifies and responds to host country needs.
Finally, for programs in which USAID's financial commitments are significant and therefore
USAID is highly accountable for results, advisors can provide reliable and frequent information
on the program status.

But using advisors can be counterproductive:

• if the government simply is not committed
• if there is a strong, anti-foreign sentiment - if the use of a resident advisor(s)

would lead the public to view the privatization program as an "American" or alien
one, it is not an appropriate choice

• if the government does not have the capacity to absorb the resident advisor(s) 
situations where numerous donors are providing numerous long-term advisors
result in chaos and limited indigenous capacity-building

• if the advisor(s) has an "agenda" which differs from that of the sponsoring agency's
- something that is an all too frequent occurrence

An illustration of heavy USAID financial support and use of advisors is the privatization program
of Morocco.

Morocco Priv8ti~Btion Program. USA1D/Rabat has been proVIding assistance to Moroccos privatization program
since its formative stages. Its assistance geared up in 1991 and as of 1995, has included about $5,000,000 in
technical assistance and $20,000000 In grant lunds. This represents one of USAJD/Rabat's larger, more V1sibl€
programs.

Most of the technical aSSistance funds have been issued to an institutional contractor (Price Waterhouse LLP) through
a senes of buy-ins to the Prrvatizatlon and Development Project. The TA project is multi-faceted and Includes both
long- and short-term assistance Long-term assistance is in the form of resident expatriate adVisors and long-term
local consultants. The two expatriate advisors speCla~ze in policy/economics and transaction advisory sel'Vlces
respectively. The three local consultants speCIalize In the legal, public relations and financial analysis areas
respectively.

Benefits from tne deployment of these iong-term consultants have included: assistance to develop the instrtutional and
policy framework for pnvatizalion as well as cay-lo-day advice and input, resulting in the sale of 35 companies to-date.

Constraints have included ~mited capacity buuding - because of ~mited resources, the consuJtants are 'worker bees" as
opposed to "advisors" In addition, there is confusion over who the consultants report to given that the Minisli:y hjred
them while USAJD is financing them and Price Waterhouse is the conlJacting vehicle. Finally, agendas of sel€cted
consultants have differed from USAIDs and have consequently net contributed to the overall institutional development
objectives of the USAID technical assistance program

3,2 Promoting knowledge sharing, capacity building, and training. Knowledge transfer is
frequentlv a priority for governments, though they often fail to build sufficient incentives to
:n""lrI" this takes place. When technical advisors are brought in to focus on the initial
transactions, time pressures, language barriers, and other constraints may put knowledge transfer
on the back burner until the advisors are gone and capacity is found to be deficient.
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There are vanous mechanisms available to the government to ensure that training and knowledge
transfer does take place. These include establishing concrete, specific goals and criteria for the
fulfillment of training or capacity-building tasks: requiring the development of procedure
manuals, training materials, and other fonns of how-to documentation; carefully selecting
privatization advisors with a proven track record or commitment to this process; and training
selected individuals from the local staff responsible for training others in the organization (e.g.
through "train-the-trainers" seminarsl.

Aside from knowledge transfer through on-the-job trammg, fonnal training programs for
government decision-makers and employees and management in affected enterprises, can be a
very effective means of alleviating technical or political obstacles to privatization, as the Poland
case below illustrates.

Executive training courses designed and taught by privatization praCtitIOners can be leveraged
through distribution to home-country training schools or academies for further dissemination to
others.

Poland Privatization Program: a nation-wide training program that has provided key regional stakeholders
with a forum to discuss the impact of privatization and build consensus on the appropriate privatization
path for an enterprise Despite ambitiOUS privatization plans initiated by Poland in 1990, its program has not
progressed as quickly as planned due tc poiiticai differences in the administration, the strength of labor parties and
unions m the deCision to privatize, territorial disputes within the ministry, etc. Polands vovoidships, or provinces, lacked
both information about privatization and market economies, and forum whereby primary stakeholders in the privatlzation
process could meet each other and ooenly diSCUSS their often conflicting Objectives.

In late 1993, the government was provided assistance with USAtD funds to design and implement a training program
which would be conducted 10 each of fourteen regions over the next year. The program, caned 'BaSlC BUSiness Skills
(BBS), would bring company management. labor and regional ministry representatives (respcnsible for negotiating and
selling the state-owned companies) together in one location for seven straight days of lectures, case analySIS and
presentations. The objective of the program ....'as to create a common vision of the challenges ahead as the economy
liberalizes, as well as consensus among the three groups--vovoidship privallzation officials, SOE management and
Workers Counals, on the need to privatize -:-he training program is to be followed by technical assistance, funded by
EC-PHARE, to help prepare the ente~prises fcr privatizatIOn.

With three montrs left towards completIOn of the proJect, over 1,100 particioants have attendee the course. The
majority have Indicated a Significant appreciation for the opportl1nlty to discuss privatizatIOn with their peers and the
ultimate consequences of becoming a privatized enterprise in a competitive, market enVIronment. The EC-PHARE
funded conSUltants report a ncticeable drfference in attitude and cooperativeness between those enterprises that have
gone through the BBS training and those that have not.

Video-based courses and other programs help leverage donor funding for training. Donors are exploring
alternatives to traditional In-count" and partlc:pant training programs which rely heavily on foreign experts, as both of
these can easily become expensive Donors are placing increasing emphasis on training tramers, rather then
partiapants directly. Donors are also exploring means to replace at least In part, tradiLonal "live' traming sessions
For example, in light of the iarge and continUing demand for gUidance regarding co~te governance, especially in
coul't'ies Im::>Ie"'-en'jng In<lSS prl\'atizatJon USAJD has funded the development of a corporate gcvernance Vldeo-based
1:"I:ll1g progran Ar/lled'~ltil the '/ldee, and a brief program to on how to use It effectively in a lralnlng program local
training Institutions are able to take over coroorate governance training activities in-country.
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3.3 Addressing labor and social safety issues. Since privatization on a world-wide scale
began, a chief concern of governments, enterprise management, and the employees themselves is
how to downsize predominantly over-staffed enterprises without cutting off employment and social
benefits from what can be a sizeable percentage of the population.6 In fact, privatization refonn in
Poland has been slower than expected because of the strong presence of labor unions and their
opposition to any measure that risks unemployment.

Rather than leave employment issues for new enterprise owners to resolve, many governments
have developed guidelines of their own, seeking to have the privatized enterprises share the
responsibilities for labor retrenchment. In Bolivia and Ghana, the privatization process might
have been derailed by the population if the government had not taken this stance.
Short-tenn provisions for assisting displaced workers center around:

• financial compensation. This includes severance pay packages, bonuses for early
retirement, unemployment benefits, employee stock ownership, and/or mandatory full
employment for a pre-determined period of time. The issue here is who pays: the
government or the new employer? The government's basic stance should be that the
employer pays, but in this case, these pre-conditions should be clearly stated up front.

• outplacement assistance. Job training and education, employment infonnation services and
counselling, time off for job searching, relocation services, etc. are fonns of outplacement
assistance that could be offered through the government or enterprise. Many employers
have willingly undertaken these types of programs, increasingly with donor support.

• entrepreneurial development. The combination of enterprises seeking to divest social
assets, and employees seeking new job opportunities, can create a potential
entrepreneurial base to provide goods and services in a market environment that were
once controlled by the enterprise. Start-up capital at low interest rates, and/or
management/leasing contracts offered by the enterprise or state, can spur the development
of "spin-off' enterprises. Again, donors have become active in this area.

• public works. Government-sponsored public works programs are considered more
expensive than many other options, but they have proven to be viable options in certain
situations where the government is able to effectively utilize the introduction of labor
intensive public works projects to offset rising unemployment. The long-tenn effects

6 According to World Bank research conducted in 1991-1992, the widely-held belief that workers in privatized
enterprises suffered from the consequences of privatization was disproved in the analysis of twelve privatized
enterprises in Chile, Malaysia, Mexico, and the UK. In all cases, workers were not worse ofT than before
privatization. In three cases, workers benefitted substantially (Kikeri, Nellis, and Shirley, Privatization: The Lessons
of Experience, p 28).
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should be carefull y considered. however. since one of the eventual outcomes IS a
continued build-up, rather than reduction, of state supported employment. 7

Long-term solutions to the provision of social safety nets include basic unemployment
compensation and other social benefits. These take longer to develop and implement, given
government budget constraints, changing poli tical views, evolving societal needs. and are
generally considered the responsibility of the government.

Labor displacement is, of course, not the only type of social impact privatization brings. For
example, privatization of many basic infrastructure services often requires some type of tariff "re
balancing," so that the price for the service reflects the full economic costs of that service. In
the absence of this basic re-balancing. subsidies will continue distorting usage decisions, and
potential investors will be reluctant to bid on the concession. But tariff re-balancing can mean
over time hardship for disadvantaged sectors of the population. There are several mechanisms
available to governments for addressing this issue. including the creation of tiered tariffs and
other special breaks targeting specific groups of users. Donors such as the World Bank have at
times been willing to help subsidize the difference between the full economic costs of the service
and the consumer rate over a limited period of time, in an effort to facilitate the adjustment
process.

Severance Schemes in Bolivia and Ghana. These examples illustrate the importance of analYZing the
financial impact of proposed severance schemes. During the mid-1980s, the Government of BoliVia reached
agreement with Central Bank emDloyees or: a severance scheme that would be implemented for 600 of its 1000
employees. The scheme was based on a carelul cost-benefit anaJysis of luture savings from a reduced workforce
which not only alloweo for generous severance pa)<TI1ents for departing emoloyees, but also provided merit-based pay
Increases to the staff, Overall personnel casts were reduced, while efficiency and procuctivity increased.

In Ghana, on the other hand, a severance pa)<TI1ent agreement negobated between the government and worker
collectives proved to be more generous to the workers than the government could afford. Although profits from
pflvatization were Intended to suppon severance payments, the amount of the agreed-L'pon benefits grew 100% within
the first six years of program Implementation, representing between four and seven times the countrys per capita GNP.
The government was forced to reallocate funds from the central bueget The consequences of thiS actlor: were
delayed pa)<TI1ents to employees, and sefiOUS delays In the prrvatization process due to the wariness of private
Investors to inheriting government obligatlor1s and a reluctance on the part of the worker collectives to renegotiate With

the government, knowing that a reduction In benefits wouJd resultO

3.4 Financing privatization. Do donors such as USAID have a role in privatization finance?
Many would argue no. After all, while the growth of official sources of financing has remained
more or less stable, the amount of foreign. private capital invested in the emerging markets has

Mathieson. Yeung. and \ormand. SRI International/IPe. Mitigating the Social Impact of Privatization. pp. 15-

20.

8 \lathiesan. Yeung. and \ormand. "'\litigating the Social Impact of Privatization." p. 16.
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grown significantly in recent years. Altogether, international sources of finance (foreign direct
investment, portfolio flows, bank loans, debt and equity issues) increased from $30 billion in
1990 to $100 billion in 1993 for 45 developing countries tracked by the IFC. Much of the
growth in local stock market capitalization can be traced directly to privatization, especially in a
few key sectors, i.e., energy and gas, utilities, banks, and telecommunications. These tend to be
high profit sectors with great potential for expansion.9 Privatization in each of these sectors has
often included a strategic investor (foreign in most cases) whose objective is to acquire
controlling shares, restructure the company prior to' making a public offering of securities. This
model of privatization has been particularly popular and successful in the telecommunications
sector.

Reliance on foreign sources of financing for privatization is a double edged sword for most
governments since political opposition can be quick to accuse government of "selling out to
foreigners." Governments are looking for mechanisms and techniques to mobilize domestic
capital. And it is in this area that much work remains to be done, and where donors can be very
effective.

Many developing countries are discovering that, given certain reforms and types of privatization,
the pool of investment capital created by the pension fund system can be tapped for long-term
investment. Privatization activity has opened up new and attractive investment options for these
funds. Pension fund investors have become important institutional investors in Chile, Malaysia
and the Philippines. For example, in an effort to improve the liquidity of the local exchange, the
Malaysian Ministry of Finance announced on June 1995 that it would permit the Employee
Provident Fund (EPF--worth an estimated $35.2 billion at the time) up to 15% of its holdings in
local shares, up from 9% previously. Searching for safe investments with long maturity and
higher expected returns than what government paper was yielding, the EPF invested billions of
Malaysian dollars into corporate securities.

Bolivia, with donor support, is implementing an innovative approach that blends mass
privatization and pension reform as a mechanism for mobilizing local capital to finance the
privatization of major infrastructure companies. The government is enacting a plan whereby eight
of the largest SOEs, such as gas, electric and telecommunications, will be sold in part to a
strategic investor who will be given administrative control. Fifty percent of the shares in these
companies will be set aside to be distributed to every Bolivian citizen over the age of 21.

9Such infrastructure privatization activity has also created enormous growth in local capital markets.
Argentina's market capitalization increased from $3 billion in 1989 to $30 billion in 1993, in large part due to the
listing of two telecommunications companies; these two companies now comprise nearly 40% of total market
capitalization. A recent report by the IFC ("Financing Private Infrastructure Projects") reported that total
capitalization of developing country stock markets increased from $599 billion in December 1989 to $1399 billion in
December 1993. Much of this growth came from new listings of infrastructure stock and share appreciation in
secondary market trading. In Morocco the capitalization of the stock exchange grew by 500% in a three year period,

also as a result of increased privatization activity. It is now the second largest bourse in Africa.
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Shares will be held in accounts administered by private financial institutions and will be
exchangeable for pension benefits only upon the citizen's retirement. disability, or death,
Citizens may transfer their shares among accounts at these institutions and may voluntarily
contribute funds from their paychecks as well.

Donor support, through technical assistance and training, has been very effective in creating and
strengthening basic institutions, including stock exchanges and the clearing and depository
industry, critical to facilitating the mobilization of capital in a country. Such actions, as the
preceding descriptions suggest, can have enormous impact on the success of privatization
programs, and can create a virtuous cycle, helping local capital markets grow.

Pension Funds and Privatization Finance, The element of risk in long-term infrastructure financing deals has been
the largest obstacle to greater pension fund partidpation, The absence of brokers and other market makers in
emerging markets who can underwrite and re-package privatization financing deals often precludes contractual savings
institutions (whose portfolio risks profile is tightly monitored and regulated) from participating in infrastructure and other
prIVatization transactions.

However, an increasing number of countnes are deveJooing innovaUve nsk sharing options. For example, the
P,'lillpplnes SOCial secuflty system provides finanCing for power projects through a 4 billion peso loan fund. It loans up
to 200 millioo peso (about US$ 7 millon) for up to 15 years to commercial banKs, which then lend to the power
proJects. This meChanism shields the social security system from the project risk, allowing the banks to re-package
loans as risk caPital

Mass Privatization in the CEEINIS Region. Mass privatization programs from RUSSia to Kyrgyzstan, from Moldova
to Slovakia, have differed In terms of 'low they have been Implemented, But they share a fundamental characteristic:
ownership transfer requires no or a minimum of capital, Throughout the NIS/CEE region literally hundreds of thousands
of enterprises have been privatized in record time through mass privatization

Mass privatization owes much of its success to the emergence of the investment funds as market makers In the region,
In the Czecn Republic. it was one investment privatization fund (lPF). Harvard Capital (started by a young Czech
returning from hiS MBA studies In the US), which sparked the publlc's interest, guaranteeing a 1,000% return to those
who chose to entrust their privatizalion vouchers to his fund, Suddenly. what had been an apathetic public, began to
take a keen interest in the mass pnvalizatlon program Citizens began claiming their coupons by paymg a norrunal fee,
Harvard Capital never gave rts Investors a 1,000% return, but it. and other Czech and Slovak IPFs have become major
players In the rewlY prIvalJzed enterpnses. The results of the first wave of privatization in these republics Indicated, for
exampie, that 72% of all voucher points nelc by the public had been invested LI1 IPFs, These IPFs are actively seeking
strategic Investors to bring capita: and know-how to their portfolio of companies Their success will depend on how
we!! and the finar,ctal market Infrastructure in the country induding share registry, clearing and depository systems and
the like, develop and mature,

3.5 Coordination in the donor community. In an era of limited resources, and enormous
unmet needs, no donor cam hope to be able to address all areas of the privatization process.
Donor coordination has become critical. There are several mechanisms to facilitate this
coordination. from informal monthly donor roundtables to more formalized government funded
agencies established to coordinate assistance, The choice of mechanisms will depend on the size
of the privatization program. the size and diversity of donor efforts. as well as the internal politics
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prevailing in the country. The Russian Privatization Center is among the most effective of
bureaucratic mechanisms created to coordinate donor efforts in this area (see below).

Russian Privatization Center. During the rush to Jmplement a mass privatlzallon program in Russia, the Russian
gO\lernment and donor agencies quickJy recognized 1hat the size and long-term potential of Russia within 1he global
marKetplace was attracting a high number of donor agencies eager to partidpatein the process of economic reform.
Political realrty exemoted anyone agency from dominating a coordination effort among donors. Thus, certain donors
developed a proposal with 1he RuSSian government 10 establish a Russian non-profit, non-glvemment organization to
oversee the allocation and management cf foreign aid. Consequently, the Russian Privatization Center (RPC) began
operations in 1993 during the htghly publicized period of public voucher auctions.

The RPC is currently working wrth several donors 10 targe1 aid effectively in the post-privatization environment.
Although the REC cannot force partiCipation and cooperation among donor agencies, it has become a facilitator of an
in-country support network for privalizalion and post-privatization initiatives. Its present and future success hinges on
the RPes abmly to maintain a distance from the unstable political environment, market their services to and attraet
potential donors, and effectively serve the donors, newly privatized enterprises, and other selected stakeholders in the
pest-privataation arena.

Additional readings in the special privatization topics discussed above:

Price Waterhouse LLP, International Privatization Group. Privatization in Africa: Lessons and
Opportunities, November 1994.

Mathieson, Yeung. and Nonnand. SRI International/IPC, Mitigating the Social Impact of
Privatization, prepared under the Privatization and Development (PAD) contract, April 1994.

Third World Finance: Neu' Trays to Grow., in The Economist. September 1994.

Carol Graham. Safety Nets. Politics and the Poor: Transitions to Market Economies.
Washington, DC: Brookings Institution, 1994.

.4 Shift Towards Private and Defined Contribution Pension Programs, prepared by Price
\'raterhouse LLP for the USAID Privatization Seminar series funded under the Privatization and
Development contract, 1995.
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INTERNATIONAL TRADE AND TRADE REGIMES

I . Introduction

Trade is probably as old as human society and so are the rules to govern

trade. 1 The regulation of trade among foreign empires dates back to at least 2500

Be., when reference is made to a tariff agreement between the Egyptian and

Babylonian kings (Winham, 1992). This agreement is not fundamentally different

from the kinds of agreements made between modem governments. Of course, the

quantity and quality of the goods and the scope of the regulations are much greater

today.

In the period since World War fi, the predominate force that has governed

trade has undoubtedly been the General Agreement on Tariffs and Trade (GAIT).

Within this regime, Le., a set of rules, principles, nollDS or customary practices that

shape expectations about international trade,2 governmental barriers to trade have

been dramatically reduced and international trade has increased tenfold in volume and

forty fold in value (Greenaway and Hine, 1991). During the late 1970's and early

1980's, those "rules of the game" have been called into question. Many of the

original proponents of international free trade under GAIT are expressing

reservations. This note looks at the development of the GAIT regime, the growing

"reservations II about it and the implications of both for the future. It concludes that,

in all likelihood, the evolving rules by which trade is practiced are

unlikely to seriously threaten the reality of substantial levels of international trade.

However, it will likely affect who trades what and how they do it.

I I. The Need for an International Trade Regime

The necessity of a dominant entity (e.g., a state or group of states) to set up

and enforce international trade rules is advanced by Kindleberger, Gilpin and others

1
2

The classic history of trade and trade regulation is Condliffe (1950).
For more elaboration on the concept of a regime. see Krasoer (1983).

This note was prepared by Lyle Scruggs under the supervision ofProfessor Yair Aharoni.

Copyright 1993 by the Dean of the Fuqua School of Business. All rights reserved. No part of this
publication may be reprodUced. stored in a retrieval system, or transmitted in any form or by any
means without the permission of the Fuqua School of Business. Distributed by the Center for
International Business Education and Research. Fuqua School of Business. Durham. NC 27708
0120. (919) 6~7836. Printed in the U.S.A. ..
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in a theory qf "hegemonic stability." Because adherence to rules typically requires

enforcement and monitoring, both costly undenakings, the theory of hegemonic stability

maintains that the only way to have international economic stability requires the most

powerful nation (or group of nations) to assume those costs. These include direct fiJ;laIlcial

costs, but also the costs of trading freely when there are incentives not to. The hegemon

must also cajole other nations to trade freely.

In the aftermath of World War n, the international trading system, was in tatters.

The only major economies to survive wars in Europe and Asia were the United States and,

to a much lesser extent, Great Britain. The high tariffs that remained from the 1920's and

1930's continued to restrict trade among nations. Convinced that such barriers were to

blame for the Depression, and to a lesser degree World War n, the United States, as the

dominant military and eConomic power, began to rebuild the global trade system based on

liberal trade.3

Since the US played a major role in designing it, it is not surprising that much of

that system was guided by US experience. The principles upon which GAIT was to be

based were developed by US administrations between 1922 and 1934. The Forney

McCumber "bargaining tariff' of 1922 signaled an attempt to encourage liberal trade by

promoting reciprocally negotiable tariffs. Tariffs under this law were not at all low by

today's standards, but they displayed a realization of the importance of liberal trade. They

permitted the US to "trade" tariff reductions for tariff reductions abroad.

This attempt at negotiating for lower tariffs, however, was thwarted by domestic

protectionist forces, and, when combined with the fmancial collapse of 1929, provoked the

Smoot Hawley tariff of 1930. This legislation increased tariff barriers substantially and

across the board, almost doubling them, while providing no room to negotiate reductions

as under Forney-McCumber. Meanwhile, Britain and France responded with high tariffs

of their own. US trade between 1929 and 1933 fell by 75.2 percent compared with a

world decline by 54 percent.

To lead the way out oftbis spiral of trade restrictions, Franklin Roosevelt asked for

and received emergency authority to negotiate reciprocal trade agreements under the

Reciprocal Trade Agreements Act of 1934. This allowed the executive to negotiate tariff

3 The actual role of trade wars more likely served to worsen rather than cause the depression
(Bhagwati, 1988). Another important element of the postwar international economic system is the
Bretton Woods system of fixed exchange rates and the US as a "lender of last reson." For
elaboration on the post-war international monetary system, see Gilpin (1987, Chapter 4). Another
imponant explanation for the US decision to propose an international trade regime was the Soviet
Union. The US feared that a failure to revive and unify the still "free world" would endanger their
own political prinCiples and economic interests. .
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reductions on ~ bilateral basis. This Act pennitted some liberalization, but was intelTUpted

by World War n.

III. GATT structure

Originally the GATT was negotiated in 1947 as one part of a much broader

International Trade Organization, which failed to ~erialize.4 Interestingly, the most

recent negotiations (the Uruguay Round) have enhanced the authority of GATT

institutions, making it more of what the architects of the original ITO had envisioned. Even

the name is to be changed from the GATT to the World Trade Organization (WTO).

GATTis a trade regime in which nations negotiate to reduce tariffs and reduce

domestic discrimination against imported products, with'agoal towards reducing overall

trade barriers among nations. As we will see, the focus in negotiations has moved from

concentrating almost solely on tariff reductions to addressing discriminatory practices.

Consequently, the debate has shifted from a clear, agreed upon and easily measurable

barrier to much more contentious issues that impinge on the sovereignty of nation-states.
There are three basic principles in the GATT (Gilpin, 1987). The fIrst, contained in

Article I, is the principle of rwn-discrimination, or most-favored nation (MFN) status, for

all GAIT signatories. Basically this means that a nation's barriers to imports should apply

to all nations equally, and that some countries should not be given preferential treatment in

access to one's domestic market. It also refers to the treatment of imported goods within

the home market, i.e., they must be dealt with and traded as domestic products (Winham,

1992).

The second basic principle of GATTis the liberalilAtion oftrade through reductions

in trade barriers. Until the 1970's this basically meant reductions in tariffs. GAIT

encouraged the use of tariffs as opposed to other fonns of trade barriers because they were

the most transparent. The importance of transparency is revealed in the third tenet of

GAIT: unconditional reciprocity among the signatories. This refers to how nations go

about reducing tariffs with each other: nations making roughly equal concessions to better

assure that the gains from increased trade will be mutually beneficial. Such reciprocity was

not included in the language of the GATT, but subsequent multilateral trade negotiations

(MTN's) have used the principle to facilitate agreements in tariff cutting. The transparency

of a trade barrier is important in such situations because it makes the "value" of the barrier

4 The ITO was to be administered by an international body. The US Senate refused to authorize
such a broad delegation of sovereignty to an international organization. There were other problems
as well, but US resistance at that point was sufficient to terminate just about any international
economic endeavor. Whether similar Congressional opposition to the Uruguay Round agreement
will hamper its passage in the US remains to be seen.
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obvious to all.patties.s Thus, countries can negotiate the reciprocal terms to remove the

barrier more easily.

The number of participants in these increasingly complex negotiations has grown

rapidly. The original number of signatories was twenty-six. However, following

decolonization, the number had doubled by in the 1960's. In 1993, 117 nations

participated in the negotiations, with others, such as .Russia, eager to join. The expansion

of members has not only expanded the interests to be accommodated, but the disparity of

economic situations (developed, less developed, least developed) has grown larger. This

has made agreements more difficult and more time consuming.

There are two important points in the origin of the GATT that have a bearing on the

contents of the agreement itself and the evolution of disillusionment with the GATT. The

first is that the GATT was as much an international regulation of trade as a free trade

document. This point is well summarized by Gilbert Winham (1992):

... with the development of trade agreements between nations as a permanent factor
in international commerce, the face of regulation has changed. Now regulation is
pitted against regulation; that is, the regulation flowing from international
agreements that seeks to promote and stabilize economic exchanges between nations
is ranged against the regulation of national governments that often seeks to restrict
those changes. The issue today is not free trade, whatever that might mean.
Regulation is inherent in our highly ordered lives, and the irony is that to reduce
regulation of one kind, it takes regulation of another kind (pp. 20-21).

The GATT is a political agreement among nations, and as with all agreements contains

compromises that are often based on short time horizons and reflect the interests of

dominant players in the trade game. For example, the GATT agreement includes an

"escape clause" (in Article XIX) permitting temporary upward adjustments in tariff rates for

nations whose domestic industry Wag severely threatened by import competition. The

clause was intended to permit the orderly adjustment of domestic markets.6 In this sense,

the GATT sacrifices some short-term free trade issues for the long term goal of generally

freer, fairer trade.

GATT articles also permit deviations from non~iscrimination by pennitting

common markets, customs unions and free trade areas (Article XXIV). Free trade areas are

S

6

The counter example in this case would be use of a non-tariff barrier, perhaps a quota, or a quality
regUlation. Since the price value of such instruments is more difficult measure, conflicts will
more easily arise over the "price" of removing the barrier.
Such adjusunents were requited to meet three criteria to be considered legitimate under GAIT.
FJISt, there must be clear indications that the particular industry is threatened. Second, the tariff
increases must be offset by the reduction of trade barriers in other areas to ensure the originally
negotiated "openness" was maintained. Finally, these tariff adjustments had to be multilateral,
e.g., protection of the domestic auto industry would require tariff inaeases on imponed autos from
all nations and similar offsets, say on computers, or washing machines.
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arrangements in which there are no tariff barriers between the contracting countries, while

each nation maintains its own tariff rates external to the free trade area. Customs unions are

free trade areas which have a unifonn external tariff structure. The GAIT also permits

common 17Ulrkets, which are essentially customs unions in which factors of production

(labor and capital) move freely among the common market's members. GAIT pennits

"special and differential" treatment of developin~ countries. This led the way to a

Generalized System of Preferences (GSP), originally negotiated not under GAIT auspices,

but in the United Nations Commission on Trade and Development (UNCTAD). GSP

allows trade preferences for developing country exports up to a certain level, when high

tariffs are imposed.

Ultimately the GAIT can hardly be considered a global free trade agreement to the

extent that it only applied to signatories of the agreement. Thus, nations have been able to

erect barriers more or less as they wished with countries who were not in members of the

GAIT. This pennitted the United States to subject imports from Eastern Bloc economies

(especially the Soviet Union) to the Smoot-Hawley tariff rates of the 1930's!

Finally, GAlT includes implicit discrimination in certain types of goods. GAIT

has generally only applied to manufactured goods, thus excluding primary products,

especially agriculture (at the request of the United States in 1947). While it is true that the

original members and major nations in the GAlT were not dependent on agriculture and the

primary sector, at the present time, many of the signatories, and the majority of people
represented in the GAlT depend on agriculture. Thus, the international "free trade" regime

has done little to free and stabilize trade that most people and countries now in the GAIT

are involved in.

The second important point is that GAIT, like all contractual agreements, cannot

account for all possible future contingencies and thus parts must be reinterpreted or even

renegotiated. This permits the agreement to "evolve" through negotiations, but it also can

politicize the agreement. As we will see, a major renegotiation of some aspects of the

agreement took place in the mid 1970's during the Tokyo Round.

I V. GATT Negotiating Rounds

Despite the substantial deviations from purist principles of non-discrimination,

unconditional reciprocity and reductions in tariff barriers, by most accounts the GAIT

regime has been responsible for an ideological shift toward free trade in the major industrial

economies.7 This has been accomplished in eight major rounds of multilateral tariff

7 Such ideological shifts are difficult to prove defmitively, but that such a shift took place is
generally accepted by those who study international trade. In the 1920's and 1930's. those opposed
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reductions sir,ce 1948 (Table 1). The cuts in these rounds coupled with impressive

economic growth reinforce the idea that free trade is good for national prosperity. Since

1948, US tariffs have been reduced by 92%. Current tariff levels for the US, EC and

Japan are respectively 4.9%, 6% and 5.4%. Meanwhile, annual economic growth rates

through 1973 averaged about 4.7%, while trade expanded by 7.4% annually (Bhagwati,

1988).

A. Early tariff cutting Rounds

The first five MTN's, held between 1948 and 1961, principally involved tariff

reduction, with the United States making the majority of reductions (Winham, 1992). The

major limitation of these cuts is that they represented the "fluff' of generally high tariffs left

over from the 1930's.8 Reducing tariffs in areas with little foreign competition produced

large percentage tariff reductions and were politically easy to accept, but their efficacy in

creating economic gains from trade were relatively small.9 These rounds were also not

fully multilateral, but conducted in "a series of simultaneous bilateral negotiations"

(Baldwin, 1989, p. 191) after which tariff reductions were simply applied to all

signatories.10

B. The Kennedy Round

Following these rounds, the Kennedy Round (1962-1967) resulted in a change of

negotiating procedure and achieved broad tariff cuts in major areas. 1I A new major issue

concerned the goals of the regime. The European Community (EC), negotiating as a group

for the first time, suggested that tariff cuts should hannonize tariff rates internationally,

rather than simply reduce tariff rates by a uniform percentage. The US, on the other hand,

wanted broader percentage cuts across"the board.12 In essence, a compromise was reached

8

9

10

11

12

to specific protectioniSl measures were forced to explain why the nation should deviate from
protectionism In the post World War n era, those advocating less free trade are now forced to
explain the reasons for deviating from the norm of free trade.
For example, the Smoot-Hawley tariffs were akin to a shotgun approach to protection. It covered
everything, including industries that faced no competition from foreign imports. and was indicative
of the prevalent domestic view that it was best to avoid using foreign goods.
For example, a domestic industry facing little prospective foreign competition might have, say, a
50% tariff. Reducing that tariff to zero would do nothing to prices or the competitiveness
calculations of that industry.
In fact, Baldwin (1989) and others. maintain that there is a strong bilateral character to many
aspects of all the MIN's.
Across the board cuts." as post-Kennedy Round reductions are often referred to. does not necessarily
imply that all tariffs are reduced. or thalthey are reduced at the same rate. For more delails on the
Kennedy Round, see Preeg (1970).
The basis of this conflict is somewhat predictable. The EC, after achieving a common tariff
policy by averaging the tariffs of its members states, recognized that it generally had 50% to 150%
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in which disp~ties were reduced on a "bilateral" basis, similar to the process prior to the

Kennedy Round.

This session also had a working group on developments related to non-tariff

barriers, but the amount of time and resources spent working on tariff reductions pennitted

little progress in this area. A notable achievement on this front was the Anti-Dumping

Code. GATT rules specify that goods sold below ~osts constituted unfair trade practices

and were subject to countervailing tariffs to bring the prices of these goods to "market"

levels. As some industries, notably in the US and the EC, began to be threatened by such

practices, the governments of those nations began to press for elaboration of the GATT

rules. The Anti-Dumping Codes were an attempt to layout clearer rules and remedies for

"dumping" in order to pennit resolution of the issues within the GATT framework. They

did not, however, end severe conflict on the issue.

C. The Tokyo Round

The Tokyo Round (1973-1979) marked a major shift of emphasis in international

trade negotiations. While it resulted in further tariffs reductions, greater attention and time

was allocated to "fair trade" issues and the reduction of discriminatory barriers beyond

tariffs. Codes, or "rules of the game," regarding some non-tariff barriers (NTB's) on

issues such as subsidies, government procurement, and technical barriers to trade were

agreed upon. 13 Furthennore, there was a more explicit acceptance that some forms of

protectionism were inherent in a "fair trade" system. The codes were an attempt to ensure

that nations did not use discriminatory policies to restrict trade unreasonably and that

countries have a common set of rules to play by.

The emphasis in the Tokyo Round was on fair trade, not free trade, and the various
governments accepted that the notion of fair trade included certain elements of
protectionism ... The main concern of fair trade was the openness of the
international economic system, understood in relative rather than absolute terms
(Winham, 1986, p.I 1).

The problem with these agreements was their broad wording. This did liftle to resolve

many of the differences that were responsible for the negotiations in the first place. For

example, the United States was, and remains, opposed to subsidies as a means of

adjustment, but the EC has used them liberally for adjustment and social policy objectives.

The Tokyo Round changes contain language that justifies both sides of the issue. In other

13

lower tariffs than the United States, Japan and the UK in major industrial categories (Baldwin.
1989).
For more details on the Tokyo Round see Winham (1986).
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areas. such as government procurement. the emerging "rules" were more specific and more

concessionary, although not wholly resolved.

D. The Uruguay Round

Following the Tokyo Round, there was a great deal of pessimism regarding the

future of the multilateral trade regime. The failure to .reach substantive agreements on many

of the non-tariff barrier issues, the lackluster economic perfonnance of the underwriter of

the free-trade regime (the United States), and the refusal to incorporate backlog issues such
as agriculture, textiles and quantitative restrictions, all influenced this general pessimism.

The trend of decreasing protectionism was feared to be halting, or worse, reversing. In the

midst of pessimism brought on by problems of liberalized trade through multilateralism, the

Uruguay Round, the latest series of MTN's within the GATT, began in 1986.

The Uruguay Round was the most ambitious round of negotiations yet. and the US

instigated it while simultaneously beginning to withdraw from its focus on international

free trade by cultivating its regional, bilateral and "aggressive unilateral" options.

Agriculture was a serious issue for the first time, and pressure to resolve this issue
escalated. The United States, joined by a coalition of smaller agricultural exporters, the

Cairns group, sought greater export markets in the wealthy EC nations and Japan through a

general lowering of trade barriers. 14 The irony here is also heavy, as the US was the major

force behind excluding agriculture in the original GAlT.

Agriculture was but one of six negotiating issues in the market access category of

negotiations. Notable other elements in this category are tariffs, non-tariff barriers, and

textiles. Two of the other categories address the reform of GATT rules and processes

specifically regarding safeguards, subsidies, countervailing duties and dispute settlement.

The final category incorporates new'issues: trade in services, trade related investment

measures (TRIM's), and intellectual property rights (also known as trade related intellectual

property, or TRIP's). These new issues reflect the structural changes in the international

economy that have made the advanced industrialized nations more information and service
oriented. The desire of these countries (especially the US) to include them represents

selfish motives - they will likely be the gainers if such measures are liberalized -- but is

also an attempt to get liberalization on backlog issues by trading access to "traditional"

markets for access to markets on "new" (and previously protected) sectors.15 The new

14

15

The Cairns group consists of Argentina, Ausualia, Brazil. Canada, Chile. Colombia, Fiji.
Hungary, Indonesia, Malaysia, New Zealand, the Philippines, Thailand and Uruguay.
This "grand" Uade is unlikely to occur because the developing countries successfully pressed for a
"dual-track" negotiating process. which separates goods and services. The developing countries are
particularly concerned that trade in services and restrictions on TRIM's will substantially harm
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areas also pres.ent new problems because they involve areas that are much less tangible and

measurable than trade in manufactures or primary products. There is also resistance by

developing countries, who, having begun to embrace free trade in the 1980's, fear that

attention is again being shifted away from discussions over their perceived advantages to

areas in which developed countries simply seek further dominance. 16

The last minute completion of the Uruguay- Round has brought some potentially
major changes. In addition to the above-mentioned extensions of GAlT's
authority, other major accomplishments were: rollback of agricultural subsidies,
reduction or elimination of tariffs on major industrial goods, and a degree of
liberalization in the services trade (Financial Times, December 16,1993).

Whether these agreements are honored in the spirit of free trade remains to be seen.

V. The Rise of New Protectionism
The trade pessimism following the Tokyo Round will probably continue even with

the successful completion of the Uruguay Round. Thus, the "new protectionism" demands

particular attention in this note, because it reflects many of the current issues in international

trade. Many commentators suggest that the erosion of trade liberalization reached critical

mass in the mid to late 1970's (Baldwin, 1989; Gilpin, 1987; Bhagwati, 1988; Finger and

Nogues, 1987; Pomfret, 1991). After that period, Bhagwati (1988) claims that the

"dramatic conjunction of factors -- drawing on ideology, interests and institutions -that

had cenainly driven the engine of trade liberalization (p. 54)," was reversed and

protectionist pressure increased. This pressure led to a variety of non-tariff protectionist

policies. These developments have shifted the focus of the debate from how to reduce

tariffs (which all agreed were barriers to free trade) to what constitutes an illegitimate

barrier to trade. The lack of agreement on this question makes negotiations to reduce "new

their bargaining positions with foreign investors, especially multinational corporations. An
excellent overview of TRIM'sa is in Greenaway (1991). Balasubramanyam (1991) makes the case
for freer trade in services in the same volume. The Uruguay Roun actually made progress in both
areas, while developing countries were given mroe time to implement the reduction of service trade
barriers.

16 The pyramid negotiating process implies that the largest economies dominate the issues and pace
of negotiations, leaving developing countries little more than vetoes. In a significant
development, developing countries have begun to exen a greater voice in the negotiations, by
exercising vetoes and forming coalitions with smaller developed countries to press for certain
issues. In addition to the Cairns group, the de la Paix coalition has been instrumental in
negotiations over the functioning of the GATI'. Winham (1992) notes that coalitions reflect an
evolution of the GA'IT as a Parliamentary governing body. This has benefits in effectively
reducing the number of interests to be reconciled. It also makes coalition interests more inflexible:
beneficial for those with limited power but making it harder for the dominate economies to agree
and then force decisions on smaller economies. Under deadline pressure, however, many details of
the most recent agreement were resolved in US-EC negotitations and "forced" on other countries.
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protectionist" .barriers much more difficult. While simplifying, we can divide them into

two general categories: those inside the GAIT framework and those overtly outside of it.

A. 'Within GATT" Protection: Industrial Policy and Countervailing duties

An area that increasingly prompts trade conflicts is the use of national industrial

policies. A precise definition of industrial policy .does not really exist. Interpretations

range from picking "industrial winners" and subsidizing their development and expansion

to using subsidies, tax policy and national product regulations to promote domestic

structural transformation to government assistance in research and development at various

stages of the product cycle. European countries, Japan and the Asian NIC's are often

accused by the United States of picking winners or otherwise subsidizing their exports at

various stages, as well as allowing their firms to practice differential pricing policies

(higher at home than in their export markets). These nations counter that US industries

enjoy an implicit industrial policy: access to defense contracts and government funded

research and development programs.

Objections are 8lso raised over adjustment subsidies in European countries. These

often take the form of retraining of workers, tax breaks, local content legislation or specific

technical standards which cannot easily be met by products for the international market.

The purpose is to manage changing comparative advantage in order to dampen social

disruption. Such barriers are extremely opaque. Though often involving policy areas that

GATT leaves up to national determination , they can be consciously implemented to

discriminate against imports. 17

Changes in GAIT rules establish a common basis for legitimate trade practice.

Such rules are intended to ensure that domestic industries are not subject to unfair

competition-- subsidized by specific 'export subsidies, or through dumping, i.e., selling

goods below the market rate of the exporting country.I8 Both are considered contrary to

free market principles, and the post- Tokyo GAIT permits countervailing duties on such

17

18

An excellent example is health and safelY standards. On face. these seem reasonable prerogatives
for nations to decide themselves and which will have minimal effects on trade, provided that they
are applieda to both domestic and foreign goods. However, when the EC banned the use of a
growth hormone in cattle for health reasons, it subslantially limited US expons because US
producers often use the hormone to "beef up" cattle production. The US charged that this was
thinly veiled protectionism instigated by EC beef producers who. even without the cost advantages
of using the hormone. could not compete with US cattle ranchers. They claimed there was no
health risk and that the EC was blocking US producers from using its comparative advantage.
The GAIT does permit the use of subsidies to domestic industries in lieu of increasing tariffs on
those goods. The effect on the industry is essentially the same. but. like with VER's they do not
typically include concessions in other areas, excepl insofar as the government subsidies to one area
make them less available to "infant industries" or other sectors.
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actions to bring the price of the foreign good in line with "market" prices.19 Since the

GAIT has no real enforcement power however, interpretation and action on these rules is

left largely to the importing government's legislative and judicial process. This presents an

easy opportunity for nations to "capture ... the mechanisms for maintaining fair trade .,. as

protectionist instruments" (Bhagwati, 1988, p. 48) and in the view of many trade

economists, they have been. "Fair trade" respons~~ are often strategically initiated by

import competing industry to slow market penetration by exporters, drown exporters in

legal fees or prompt negotiations for import quotas (see next section). The cost of bringing

such charges is negligible and the national interpretation of the roles skews (or is perceived

as skewing) decisions in favor of the domestic interest.

Since the defInitions of unfair prices or what constitutes an export subsidy are in

some dispute within the GAIT itself, the signifIcance of illegitimate impositions of

countervailing or anti-dumping duties are hard to quantify. Most trade economists tend to

look at the number of complaints fIled under the countervailing duty provisions and

conclude that their rapid acceleration in the late 1970's and in the 1980's presents

compelling evidence of at least a move away from the basic tenet of free trade.20

B. ''Extra-GAIT'' Protectionism: Voluntary Expon Restraints, and Unilateralism

The use of arrangements for settling trade conflicts overtly outside of GAIT

stipulations has also accelerated greatly among the principle industrialized economies to the

point where "there use has been gradually legitimized internationally (Takacs, 1991, p.

177). It These arrangements typically take the form of Voluntary Export Restraints (VER's)

or Orderly Marketing Arrangements (OMA's), which are bilaterally negotiated and impose

quantitative limits on a countries exports of a particular product, or class of a particular

product, such as the Japanese VER on car exports to the US in 1981.21 Developing

countries, especially NICs, are disproportionately the victims of such restraints. The

extent of offIcial VER's reported to the GAIT has grown rapidly since the 1970's and may

19

20

21

For a more detailed examination of interpretation of anti-dumping. subsidy and countervailing duty
provisions after the Tokyo Round, see Grieco (1990).
The prevalence of each of these two approaches is not evenly distributed across the major
economies.li The US virtually alone in its use of countervailing duty actions. while the EC. US.
Canada and Australia all tend to use anti-dumping claims. Japan has used neither to any
appreciable degree. It and the NIC's are more often than not the victims of these claims. For more
information see Finger and Nogues (1987).
OMA's and VER's essentially do the same thing. VER's are negotiated between governments.
while OMA's are negotiated between industries or between the importing government and
exporting industry (Winham, 1986). Here. VER refers to both. This is consistent with the trade
policy literature. where it is often difficult to flOd a definition of OMA's.
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not represent the true total.22 Although globally most severe in the textile industries,

VER's have also been negotiated by the US on such imports as cars, TV's, steel, and

electronics from countries including Japan, Korea, and Brazil. The estimated extent of

VERrs in world trade is in the order of 7.5% for intra-OECD trade and 11.1 % for·OECD

imports from developing countries. In particular areas (the US and EC) trade subject to

VERts roughly doubled between 1981 and 1986 (Laird and Yeats, 1988).

It is difficult to say whether VERts per se constitute a threat to international trade

liberalization. If they are considered merely a targeted (and discriminatory) form of

preventing major disruptions in the adjustment process, they are within the GAITs "spirit"

of orderly adjustment. The fear is that many VERts will go the way of an early VER was

negotiated in 1955 between the United States and Japan on cotton textiles. It evolved into

the current Multifiber Arrangement (MFA), which sets quantitative limits on textile

exporters and products, and represents an evolving and growing managed trade regime,

with more products and more exporters incorporated into the agreement. "From being a

short-teon measure to help temporary adjustment, arrangements to protect the industrial

countries textile and clothing producers ... have acquired an air of permanence (Pomfret,

1991, p. 113)." Another fear is that VERts have become a popular way to call for

"safeguards," yet get them without going. through the GATI' requirements of showing

tangible hann and providing reciprocal tariff cuts.23 Combined with the capture of GAIT

rules by domestic interests, protectionists can "talk GATT," while they close their borders.

Another major event signaling an erosion of GATT principles concerns recent US

policies, Variously labeled as "leveling the playing field" or "aggressive unilateralism."

Many in the US argue that they have. now and historically, had a more open market than

their competitors. Under Section 301 of the Foreign Trade Act, they seek to use the threat

of tariff escalation to gain access abroad. This permits the US to pursue essentially

mercantilist policies bilaterally, while countering protectionist pressure and embracing freer

trade on its tenns.24

22

23
24

Price (1979. cited in Winham. 1986) suggests that there may be informal VER's in which
powerful states simply "notify" smaller states that there are problems with the level of that
country's imports. and the country limits its exports to that particular country. This may also
occur between powerful trading nations. Recently, the Japanese autO manufacturers have "agreed"
to limit production and export into the EC in response to conflicts over whether cars from their
plants in the Britain are a part of their official VER (Economist. 1993a).
See fn. 8.
Mercantilism refers to the attempt to gain access to export markets exclusively for oneself, while
keeping ones own matket closed. Some current industrial policy is considered neo-mercantilist.
and the term is often associated (though often erroneously) with the Japanese export success.
Historically, it was used to maximize profits or gold specie for the Slate treasury, usually enforced
by a powerfUl navy. It was against such policies that Adam Smith was reacting in The Wealth of
Nations.
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A major criticism of the policy is its criteria of a closed market. Unlike the GATT,
which is more rules and procedure oriented, the gist of the US bilateral strategy in Section

301, is outcome and quantity based. For instance, the low foreign penetration in the

Japanese semiconductor market led the US to conclude that the market must be closed. In

response, the US demanded quantitative import initiatives in Japan. Bhagwati (1988)

claims that such "voluntary import initiatives" are ~alogous to VER's. These outcome

oriented approaches have spend more energy on trade diversion, i.e., merely shifting who

the particular beneficiary of trade is, than on global trade expansion.

VI. The Rise of Preferential Trade Agreements
The final series of developments which cause many to fear the end of international

free trade under GATT rules, is the growth of regional trade arrangements, exhibited in the

expansion and economic integration of the European Economic Community, the US free

trade agreements with Canada and Israel and Mexico.2S There is continuing controversy as

to whether such regional agreements are good or bad for the overall expansion of trade,
independent of whether it threatens to undennine GATT principles, especially non
discrimination (Schott, 1989). For the present, we will look at the development of regional

trade regimes, which can largely be viewed within the context of GATT, because they

generally involve GATT members, and are, in theory compatible with liberalizing trade

internationally.
First of all, the GATT allows regional free trade regimes. These are contained in

Article XXIV, which also sets certain conditions for "GATT compatible" forms of
"positive discrimination (Pomfret, 1991, Chapter 15)." The primary political reasons for

the original acquiescence to free trade areas and customs unions was British desires for
preferential treatment in the Commonwealth and US support of the formation of the EC.26

Of course, it is the expansion and integration of the EC to more resemble an economic

union that raises the most fears on the Western side of the Atlantic.27

25

26

27

The focus on these two areas is obvious. They comprise a huge proponion of world trade and
wealth, thus decisions in either area would have important repercussions for all countries. The
issue of trade within and with the EC is partiCUlarly important because so much trade,
approximately half of world trade, takes place between its member countries or the rest of the
world (Pomfret. 1991).
Following World War I, French fear of Germany propelled them to "reparation" Germany into
permanent economic weakness. The terrible outcome of that solution to European security (the
rise of Hilter) prompted the US to support integration to constrain Germany's military threat
(because of economic and material interdependence) while simultaneously permitting economic
recovery in Western Europe.
An economic union is a common market in which there is coordinated or centralized economic
policymaking, a common currency and other macroeconomic cooperation (pomfret. 1991).
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The an~ysis of the economic effects of PTA's was pioneered in Viner's (1950) still

insightful book on the sUbject of customs unions. PTA's are typically thought of as

"second best" alternatives to global free trade. The reasons for opting for second best will

be discussed in the next section. A preface to those remarks is to recall ~at the

international trade regime under the GATTis not strictly a free trade regime, but an attempt

to regulate protection and encourage freer and "fair" trade. In that sense, if there is a

continuum, the GAIT is closer to free trade, but still probably a "second best" solution.

PTA's are by definition discriminatory. However, they can be globally trade

creating or trade divening. The difference between trade creation and diversion ranges

from the obvious to the subtle. The devil is in the proverbial details. If, for example,

integration produces a large increase in growth, imports would likely rise, just as growth in

the 1980's, despite increasing protection, increased imports. If a PTA increased its total

tariff barrier to outsiders, fonnerly uncompetitive industries within the PTA would divert

trade globally. More subtly, trade diversion would occur if the reduced barriers to trade,

freer capital movement and a larger market within a PTA, allowed PTA goods ( fonnerly

competitive or uncompetitive with imports) to become more competitive and if the

subsequent absolute imports from greater growth did not exceed that "created

competitiveness."

While the only generalization about the global effects of preferential arrangements is

that there are none, they may be significant for the stability of the global trading system.

The GAIT and global free trade advocates stress the political importance of pursuing trade

creation and avoiding trade diversion. Trade creation is an expanding pie scenario which

encourages participants to cooperate. Trade diversion is more of a zero-sum game, in

which nations are competing over a fix pie. It is more likely to result in the "beggar-thy

neighbor" attitude that many economists, political scientists and historians believe produced

the trade wars of the 1930's and worsened the Great Depression.

A . Integration in Europe

In many respects the EC maintains protection across the range of goods at levels

similar to the US and Japan. Its agricultural restrictions are much higher than in the US

and they are also higher in several areas of manufactures. The wave of new protectionism

has also increased barriers to trade in the last fifteen years, both outside and within the

union, although Hine (1991) argues that such protection has leveled off or declined since

the early 1980's.

Much of the issue revolves around which interests will dominate policy making in

the unified market.
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There are some groups -- particularly in the more protectionist member countries
like France and Italy -- who argue that the Community should move further in this
direction [of high extemal tariffs] ... In present circumstances, there is little chance
that such a view would prevail in the Council of Ministers. The leaders of
Germany, the Netherlands, Denmark and the UK are well aware that Europe's
prosperity depends on close involvement in world trade and the stimulus of global
competition. These countries form a blocking minority in the EC council of
Ministers against protectionist policies (Hine,.l991, p.92).

What is imponant to remember is that each particular commercial, social or financial

policy which is integrated completely, or even partially, to the European "central"

government may have trade creating or trade distorting effects. Even if integration isn't

complete, any configuration of national and supranational powers can altered, turning an

on-balance trade creating regime into a trade diverting one or vice versa. This no doubt

explains the apprehension and the continuing uncertainty about the outcome. It also

provides ammunition to all sides of the protectionist issue.

One of the general fears in the international community is that illiberal with respect

to non-members, refusing them admittance, or granting it only under very stringent

conditions. As the GATT itself concluded in its latest study of European economic

integration. the EC has "improved access, transparency and legal security [for importers]

in many sectors."28 In addition to a European Free Trade Area which includes Austria,

Iceland, Finland, Norway, Sweden and Switzerland, the EC has permitted preferential

trade relations with Eastern Europe, with the promise of admittance into the EC's common

market (Economist, 1993b,c). There are a number of other countries seeking admission.

Such openness to outsiders, while not under the traditional multilateral assumptions of the

GAIT regime, can be viewed in a positive light, because it is moving in the direction of

free trade covering larger and larger areas. On the other hand, the rest of the world fears

that if the common trade policy closes the trading door behind these members, the result of

"openness" to surrounding countries will simply be a larger fortress. Thus, the central

commercial policy making arms of Europe - the Council of Ministers and the European

Commission -- become more and more imponant.

Hine warns that the uncertain future of Europe will likely go in the direction that

America does. If this is true, one may have cause to worry about the international free

trade regime, for the Americans have not only begun to impose protectionist measures, but

have undertaken their own second-best solution, the North American Free Trade

Agreement.

28 Cited in The Economist. (l993h).
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B. Canada-US FTA and NAFTA

In January of 1988, the US and Canada fonnally registered the Canada US Free

Trade Agreement. (It was actually the second FTA signed by the US: a US-Isr~1 FTA

was created in 1985.) The uS-Canada accord attempts rather explicitly to be as consistent

with the GAIT as possible, incorporating GAIT language in some its provisions as well as
making trade issues subject to revision, given changes in international trade rules through

MlN's. On the whole, it is predicted that the regime will be trade creating, as it often

reduces barriers to what were predominately US-Canada exchanges anyway. In addition,

the agreement incorporates freer trade in new areas - investment measures, government

procurement and services -- that are on the table in the Utuguay Round. In that sense, it

may contain a demonstration effect of the benefits of freer trade in these areas (Brown and

Stem, 1989; Grubel, 1989).

Subsequent to the US Canada Agreement the US and Canada have largely

completed negotiations to include Mexico in the Agreement, creating a North American

Free Trade Area (NAFTA). The push to codify the agreement while leaving particular

thorny issues-- large workplace, labor and environmental law discrepancies between

Mexico and the northern nations-- for later adjudication, has received some, but probably

not "life-threatening," resistance (Economist, 1993e,g).The US has also considered FTA

type agreements with Japan, South Korea, Taiwan, ASEAN countries (Thailand,

Indonesia, Philippines and Malaysia) and Australia.29

C. Other Preferential A"angements
The GAIT provisions allowing free trade areas has extended to many other areas

besides the two Atlantic powers. In all, 69 FTA's and preferential trade agreements have

been reported to the GAIT, most of which have been dissolved. Only four were certified

as meeting the GAIT Article XXIV requirements (detailed notification to GATT

signatories, comprehensive coverage of traded goods, and no increased barriers for third

countries), while none were rejected as obviously violating the GATT.30 Preferential

arrangements have come and gone in Latin America, more recently resurfacing in Central

America (Economist, 1993i; Edwards and Sevastano, 1989). ASEAN, has preferential

29 For a more in-depth analysis of the prospects of these potential candidates for US fTA's. see
Schott (1989). One of the effects of bilateral negotiations of this type is they bring a laundry list
of potential candidates. Others potential candidates have i.DcJuded Poland and Chile.

30 The capability to be neither GATI' consistent not GATI' illegitimate is perhaps unique to
intemationallaw. Basically. the violations were not obvious enough to justify censure. but were
significant enough to prevent acceptance.
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tariffs for its members, as do several African regional trade blocs such as Economic

Cooperation of West African States (ECOWAS). On the whole, these regional blocs were

of little concern to the industrialized economies or to the GAIT system)1 First, their

markets were so small that they affected very little trade and their unified economie~ were

so small that the distortions that they caused were only marginal. Furthermore, the GAIT,

both de facto and de jure, permitted developing co~tries to make their own trade policies

under the special and differential treatment provisions.

The 1970's were notable for the emerging voice of developing countries in the

international trade regime. Many of the developing countries had long been unsatisfied

with the trade and financial arrangements of the post-war economic order (Whalley, 1989;

Braga and Vasconcellos, 1991). At first, few developing nations were signatories of

GATT. Many undertook development policies which eschewed the international trade

system for the most part, attempting an semi-autarchic import substitution industrialization

(lSI) strategy, promoted by Raul Prebisch and the UN's Economic Commission for Latin

America (ECLA).32 Following the recognition of the rights of developing countries to

pursue "independent" trade policies in the Kennedy Round, developed nations conceded

that they could not be held to the Tokyo Round codes, and inserted a "special and

differential" formula to accommodate them.33

Although falling far short of developing country demands for a New International

Economic Order (NIEO), developing countries were granted preferential concessions under

a variety of bilateral and plurilateral agreements which ultimately authorized in the

Generalized System of Preferences (GSP) that had been negotiated within the United

Nation Commission on Trade and Development (UNCTAD).34 The GSP system provides

-

31

32

33

34

This is not always true. The US haS considered negotiations toward an FTA with the ASEAN
because they are large potential markets and their recent economic performance has been
impressive.
Autarchy is a policy which seeks to restrict all trade and contact with the outside world. Such
policiesa are vinually impossible. but the term is often used to refer to states like pre-1980's
China and India among others. who attempted to limit imports of many manufactured products in
order to develop these sectors. It generally corresponds with lSI.
The arguments for differential treatment are highly contentious. In theory. free trade allows poor
countries to take advantage of their poveny (demanding lower wages) thus attracting investment
leading towards more harmonized wage levels. The reality is much more complicated. due to terms
of trade problems. limited factor endowments. smaller markets. limited access to large amounts of
capital. consumer regulations in developed countries among other issues. The inability of the
GAIT to deal vary well withll the problems of developing countries reveals some of its limitations
as a "global" free trade regime,
A list of these agreements notified to the GAIT is listed in Scbott (1989). The EC had taken the
initiative provided in the Kennedy Round to implement a system of preferences in many former
colonies. codified in the Lom~ Convention in 1975. Unlike many GSP's. the Lomt Convention
permits duty and quota free impons for many goods. and lower barriers to the EC's agricultural
markets (Yannopoulos. 1988).
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quotas at the developed nations discretion for goods that can be imported at preferential

tariff rates. The goods covered are predominately light manufactures. not in products for
which LDC's have the greatest comparative advantages. specifically agriculture and textiles

(Braga and Vasconcellos. 1991). Major we criticisms of these agreements are: 1) They

provide too much discretion to the developed nations. who are not obligated to maintain

them and can decide when a country "graduates" (rom preferential status. 2) They are

manipulated for both domestic and international political reasons especially by the United

States (Whalley. 1989). 3) They serve to deflect attention from liberalizing trade in the

areas that developing countries had the greatest comparative advantages. specifically

agriculture. textiles and apparel. Despite these criticisms. developing countries continue to

accept GSP's because the benefits are very large for them. Other critics of the schemes

echo similar concerns, adding that the arrangements contribute to perpetuating bad

development policy by we governments and that the wording of the exceptions pennits

free-riding by countries who should have "graduated" from the preferential schemes.35

VII. Explanations for challenges to GATT

Although few deny that the shift away from international liberalization towards

increased protectionism has occurred, explanations vary greatly. Undoubtedly there are a

number of factors that have encouraged new protectionism and the increasing importance of

bilateral or non-multilateral agreements. Attention to the various causes and their relative

importance is vital because different configurations of factors may imply different. and

perhaps contradictory, solutions. This section discusses various explanations put forth for

this resurgence.

A. Declining US Global Dominance

Many political economists subscribe to the idea that the international economic

system's stability is a public good. As such. there is a tendency for individuals (states) in

the international system to "pass the buck" on maintaining the system. preferring to shirk

responsibility in lieu of capturing more benefits. Many maintain that the dominance of the

United States following World War n permitted it to rebuild the international economic

system. Although that system reflects many aspects of American economic thought (free

markets, most-favored nation status. tariff reductions. and reciprocity36). the US was

35 For specific commentary on LDC reciprocity and preferential status. see Milner (1991).
36 Most of these prinCiples derive from US practice in the interwar years. The MFN concept was

utilizeda in the 1920's. Reciprocity and tariff reductions were based on the success of the 1934
Reciprocal Tariff Agreements Act, which negotiated tariff reductions in the aftermath of trade wars
of the 1920's and 1930's.
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mostly willing to grant Japan and Europe leeway in some areas in exchange for general

adherence and US leadership of the "free world." In essence, the US supplied the public

good. This is not to say that it did not benefit immensely from it. Indeed, the success of
GAIT, or at least of the Western world has made the US very much richer, and a great deal
more powerful than any country probably ever has been.

Whether one looks at the US action as se~f-interested or altruistic, its relative

dominance has declined significantly. In areas pioneered by the United States, like high

technology and fmancial services, the US faces competition from Europe and Japan. In
traditional areas of manufacture, like automobiles, textiles, and electrical equipment, the US

faces stiff competition from Japan and Europe, and NIC's. The combination of pressures

produces a "double squeeze" on the industrial economies' that has resulted in the national

demand for slowing the decline of older sectors and speeding the development of new

ones.
Some maintain that the large advantage that the US had over its competitors

produced a slackening of competitiveness (Kindleberger, 1981; Olson, 1982; Gilpin,

1987). While this has probably been true in some sectors, it is often overstated. The US
still retains large advantages in absolute productivity over most of the world. But the
imponant point for those who use a "declining hegemon" analysis is that the United States

is less willing and able to supply the public good. Some have suggested that the US has

switched from using its hegemony to support the international trade rules to becoming a
"predatory hegemon."37 Such an explanation is consistent with its "aggressive

unilateralism" policy mentioned earlier.

In both Europe and the United States declines in certain sectors, especially

traditional ones like steel, leather goods and man-made textiles, were rapid and deep. The
political implications of rapid and extensive structural changes in explaining increased
conflicts in trade relations is well summarized by political economist Robert Gilpin (1987),

who reflects how the system may be the victim of its own success:

The political consequences of this diffusion of comparative advantages and the rise
of new industrial powers are powerfully affected by the speed at which changes
take place and how long is required for the rising challenger to take a significant
share of world markets. The shorter the period, the greater will be the adjustment
problem imposed on other states and the greater the resistance of domestic interests.
Rapid shifts in comparative advantage give rise to intense economic conflicts
between rising and declining economies. (p. 112)

B.

37

Muddling Through

See for example Conybeare (1985. cited in Gilpin. 1987)..
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While Jhe declining giant theory may be correct, it does not explain the form of

response. Why not use traditional GATT mechanisms and temporarily raise tariffs in

certain areas multilaterally rather than NTB's? There are several explanations, all of which

may be compatible with free trade despite their deviation from GAIT rules.38" First,

NTB's avoid mobilizing opposition that a tariff may provoke. This argument is true only

to the extent that the policymaker prefers protection: (If the policymaker and some of his

constituents prefer free trade, he would prefer to go public with the request, try hard, fail,

and still get reelected by attributing failure to the system, not his efforts.) Second, they are

preferred by industry for their more certain short term effects. Although there is a risk of

new third country suppliers, asking for tariff hikes is perhaps more uncertain because the

level of the tariff and thus its subsequent effect is unknown. Third, they generate rents for

both producers. The restricted entity gets to charge higher prices for limiting entry, and

domestic industry gets them too. This would clearly be preferred by the exporting country

(or industry in the case of an OMA) and the domestic industry, as a tariff would be

captured only by the government of the importing country. The preference for this in the

US may also be explained by government opposition to direct structural adjustment

assistance. VER's permit the equivalent of a subsidy to go directly to the affected industry.

Finally, some have pointed to the use of VER's to blunt attacks on the progress

toward free trade made under the GATT. Bhagwati (1988), for example, while not

convinced that it means there are not serious threats to free trade, sees VER's as having

political efficacy for free traders. While VER's will defmitely distort trade patterns, they

are a much less drastic response than the GA'IT, consistent with the principles of non

discrimination and reciprocity, would demand. In order to deter backsliding on tariffs, the

principIe of nondiscrimination makes raising tariffs a significant undenaking, because they

must be raised on all imports, thus causing injury to many countries. Consistent with

reciprocity, the offsetting tariffs essentially would have to be re-negotiated with all affected

countries. If the pressure for protection is intense because of sudden surges of imports

from particular countries (which has often been the case in areas like electronics, cars and

steel), VER's permit attention to be addressed but deflected, while permitting the exporting

country to evade the VER and capture some of the income from it and letting new exporters

enter the market.39 Somewhat related to this interpretation of the positive aspects of the

38
39

- , _.--.

These are adapted largely from Takacs (1991) and Baldwin (1991).
Bhagwati observes that often the pressure for protection responds to sudden waves of imports from
new, low-cost or high qUality competitors. The pressure can be dissipated, while adjustment takes
place. in several ways. First. VER's are easy to get around. Either by innovative exporting, such
as breaking down the item into component which are not covered by the specific VER, or in the
case of multinationals, Shipping from another location, or by illegally exporting through third
countries, the products can still be traded. Second, other countries will be encouraged to get into
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current "new protectionism" is that it must bow to free trade and the GAIT, e.g., abuse of

the countervailing and dumping duties. Of course, this can become utterly meaningless if

abusive defInitions become the nonn and then change the GAIT rules.
Other political arguments for the rise of new fonns of protectionism incorporate the

"fair trade" aspects of the GAIT. Like Bhagwati's optimistic interpretation of the rise of

VER's, this could be viewed as an attempt to save tbe multilateral free trade institution in

the face of opposition. Hence, US and EC countries impose countervailing or dumping
duties on imports based on allegations of subsidized exports or a general lack of

reciprocity, but within GAIT rules. The US often points to its massive trade defIcit overall

and with particular countries in addition to the lack of imports in certain sectors of foreign
markets as evidence of an "unlevel playing fIeld." They use such evidence further as an

example of how open borders may have detrimental effects if other's borders are closed.

Such allegations are highly contentious and problematic however, because they may reflect

a lack of adjustment or sluggish productivity growth in the US rather than unfair practices

abroad.4O Further, the governmental level (national vs. international) at which "dumping"
prices or hannful export subsidies are detennined and their overall impact (see next section)

is often as highly politicized. Critics of such policies point to the disingenuous motivations

of many proponents, specious economic arguments and the "more open than thou" attitude

such policies presume but do not prove, pointing instead to a safer presumption of
confining the adjustment process to international agreement or one's own economy
(Bhagwati, 1990).

C. Explaining Preferential Trade Areas: Faster, Easierand Freer Trade

Impatience and disenchantment with the GAIT process fonns the basis of regional
trade deals. First, GAIT critics charge that the process is too slow. The Tokyo Round

took seven years to conclude.41 The Uruguay Round took seven to get started and remains

40

41

the act. thus imports may continue to rise.a In such cases. industry must still adjust. and free trade
policy-makers can point to their efforts and drag their feet, even if the protectionist pressure does
not subside. Baldwin (1989) argues furthermore. in a more rational choice approach. that particular
protectionist pressures will subside as the domestic industry andli its political base withers and
others. who are incidentally less threatened by a VER than by the effects of tariff offsets. will gain
in political stature.
Economists agree that protectionism bas little or nothing to do with the trade deficit. A current
account imbalance is caused by low savings and a high deficit. making the US a Det importer of
capital. See Kreuger. 1990.
Jeffrey Schott (1989) argues that the Tokyo Round actually took less time: "In the Tokyo and
Uruguay Rounds, the Ford and Reagan administrations. respectively. were only able to launch the
negotiations and set out initial negotiating positions... In the Tokyo Round the "real"
negotiations lasted only 18 months." (pp. 21-22) He also adds that such complaints can become
self-fulfilling prophecies. when nations divert attention from the MTN process in favor of other
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unresolved af~er seven years of official negotiations. This contrasts with five GATT

rounds between 1948 and 1962 two between 1962 and 1979, rapid progress with

European integration in the last ten to fifteen years, eighteen months to hammer out the US

Canada Agreement and about five years for the NAFrA. The second complaint ,is that

there are too many interests (96 signatories) to reconcile too many complex issues (15

substantive areas) in MTN's, which operate essentially by consensus. Reducing issues to. .

the lowest common denominator amongst such a heterogeneous group stifles more

substantive gains that can be made among "like-minded" countries. Third, critics alleges

that exceptions to the reciprocity and MFN rules allow countries to "free ride" on

liberalization in other countries while legally keeping their borders closed. Finally, they

maintain that the GATT enforcement mechanisms do not work, so there is little point in

continuing to make commitments in a forum in which they will not be mutually

respected.42

In order to overcome many of these criticisms that make the fist-best solution of

global free trade unattainable, proponents claim that "less than multilateral," i.e., bilateral or

plurilateral, agreements are preferable as second-best solutions. FrA's and the like offer

nations that can agree the ability to promote freer trade faster, while preventing them from

having to pay the unreciprocated costs of free trade to those who don't play by the rules.

Such arrangements could permit freer trade either across the board (which would be

acceptable in the GATT) or in particular sectors (which require a GAIT waiver43).

Additionally, they may permit the extension of free trade into areas not covered by the

GATT, such as services, fmancial markets or agriculture (Gmbe!' 1989).

Another explanation often cited for regionalism by the US is that bilateral

agreements are a bargaining chip with which the US can cajole or demonstrate a resolution

of the Uruguay Round. Alternatively, 'some maintain that regional liberalization of sectors

currently on the table in the Uruguay Round permits a demonstration or model of the

benefits of liberalization in such sectors. The US-Canada agreement's inclusion of services

was a conscious attempt to demonstrate the benefits of such liberalization. Finally, US

policymakers who perceive that the US has been taken advantage of also see regional

agreements as a means to signal their unwillingness to tolerate intransigence by other

nations at the multilateral level, by creating alternatives to being a "sucker." A risk in this

strategy is the implications of having their bluff called or of having that justification

"captured" by more resolutely protectionist interests.

42
43

plans. There are only so many trade negotiators and so much time. Furthermore, if the issues are
complex it only underscores these true ability to have a dual-track option.
These are adapted from Schott (1989).
An example of a sectoral liberalization agreement is the US Canada Auto Pact (Morici 1989).
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Anoth~r second-best proposals, somewhere in between a FrA like NAFrA and

GAIT multilateralism is are conditional MFN arrangements. The former seeks to make the

"good" of free trade excludable. Those who play by the rules are permined MFN while

others are kept out and prevented from free riding.44 As with the alleged trade creation

benefits of customs unions, such answers depend on the details of how MFN is determined

and how much trade creation a conditional MFN w.<?uld produce. To some degree, such

policies being considered in the Uruguay Round with respect to trade in services and

TRIM's, as part of the dual-track negotiations on that topic.45

While most of the arguments about preferential trade areas point out that they

expanding free trade and do not erect higher barriers to trade. The arguments against this

approach are twofold. First, freer trade in some areas may create distortions from global

comparative advantage and division of labor. Consider 3 countries: X and Y in the PTA, Z

outside. Z is the cheapest producer of X's only import, but Y, which also exports to X

may have a "created" comparative advantage by virtue of a PTA which it would not

otherwise have had. Thus, Z loses despite being ~ost efficient. The second is that these

PTA will function like trade blocs in the event of an economic crisis, thus repeating the

experience of the Great Depression.

D. Free Trade Reconsidered: The Rise of "Imperfect Trade" Economists

While the role of political interests and institutions plays a large role in defming

policy, the role of ideas is becoming more and more recognized for the part it plays.

Perhaps ideas are rationalizations for interests, but, we must admit the role of ideas in

shaping the GATT and other aspects of the post-war order.46 New developments in

economics and trade theory are responsible for creating or at least amplifying attention to

the possible benefits of deviating from pure free trade.

One of the major intellectual developments that justify deviations from free trade is

theories of imperfect or oligopolistic competition and dynamic competition in certain

industrial sectors developed by "imperfect trade economists" like Paul Krugman, James

Brander and Barbara Spencer ( Krugman, 1986).47 Imperfect trade economists argue that

44

45
46

47

One of the perplexing things about presumption that the GATI is non-eXClusionary is that it is
not. It excludes non-members. Not only are the former Communist countries examples. but
Taiwan. despite its wish to join. has remained outside of GATI due to the feared reaction of the
PRC.
See tn. 13.
Tbese ideas come both from historical (Adam Smith. David Ricardo) and contemporary sources
(Keynes). New ideas played a in the both the alternative development paths pursued by developing
countries through the 1970's and their return to the free trade camp (Krueger. 1974)
The book cited here is a compilation of papers presented at a forum of academics and policymakers.
One of the contributors, Laura D'Andrea Tyson. was a recent appointment to the President Council
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many new ind!Jstrial sectors are globally oligopolistic, due to the economies of scale, the

benefits of learning by doing and the nature of modem production technology. With few

producers, the assumptions of free market theories are less tenable, and thus the arguments

for free trade and government non-interference are less appropriate. The upshot of much of

this theory is that there may be sectors in which government subsidies or intervention may

produce global gains even in an otherwise free trad~g economic system (Brander, 1986).

Perhaps more problematic is that early intervention in an oligopolistic market may be

necessary to capture any benefits, as it becomes more costly to attempt to enter the market
too late.

Students of imperfect markets also note that there may be national advantages to

having particular industries because their innovations are likely to have spillover effects. In

some ways, this is similar to some of the arguments made for the imperative of

industrialization for "real" development. Unlike lSI advocates of the past, these authors

emphasize the highly problematic nature of identifying those industries and the optimal

intervention as well as the potential making things worse through intervention:

... I will not deny that strategic export promotion could in principle be beneficial,
but I will suggest instead that it is equally possible that it would be economically
harmful and that the policymaker has no systematic basis for identifying instances
where the former is true rather than the latter. In other words, the efficacy of any
targeting policy ultimately rests on its criteria for selection and the information that
would be required to implement a successful policy of strategic export promotion
along the lines suggested by the Brander and Spencer analysis is well beyond what
economists or industry analysts could reasonably hope to provide. (Grossman,
1986, p. 48-49)

When one considers the possibility of other nations retaliating in the face of strategic trade

policies (a condition often missing fr~m the economists' models) carrying out a strategic
trade policy is truly perilous. Allegations by US or other officials that other countries are

engaged in such policies are rife. However, to believe that Korea or Japan engages in such

surgical promotion must appeal to luopan and feng shu; advisors imported from Hong

Kong rather than economics.48

What Grossman does not add here, but which he and many of those studying
imperfect markets are aware of, is such a possibility provides another bullet for

protectionists. Trade policy has been dominated by the economic theory of the benefits of a

free market. Imperfect competition models do not deny the values of generally free
markets, but they lay an important, and potentially revolutionary seed that objectively, or as

48

of Economic Advisors. This underscores the reality of the intellectual bases of business and
government policy.
For more details about this form of Chinese mysticism in business. see Hornik (1993).
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objectively as ~onomics can be, legitimates some protectionist sentiment. Paul Krogman

(1986), one of those working on imperfect markets, tells us how free trade may be

demystified:

Fifteen years ago economists could and did assert that so little was known about the
implications of imperfect competition for international trade policy that nothing
useful could be said on the matter. There is still considerable uncertainty, but not
so much that economists are without useful inliiights (p; 12)

VIII. Conclusion
The past fifteen years provide grounds for questioning the commitment of the major

industrial economies to multilateral free trade. First, dpmestic demands in developed

countries have produced protectionist "innovations" that either manipulate agreed to rules,

such as the GAIT's safeguard provisions, or openly flaunt them, as in the case of VER's.

Second, early exceptions to the non-discrimination principle, often made for goo-political

as much as political economic reasons, have produced contentious trade politics through

much of the post-World War II era. Though these preferential trade agreements are

widespread deviations from GAIT guidelines, it is not clear that their effect on trade

liberalization is more negative than positive. Third, the demands for structural

transformation in the United States, the backbone of the modem trade system, has

provoked what may be an attempt to "level the playing field" by unilateral force. These

policies can be attributed, in part, to a decline in American hegemony and a consequent

unwillingness to provide the collective good of trade system stability. Finally, new ideas
have undermined the dogmatic assumption that free markets are always even theoretically

the first-best policy. Despite these problems, world trade continues to grow and barriers

remain at low levels.

The Uruguay agreement appears to be more than mere "muddling through." As in

all negotiations, a number of irresolvable issues were simply eliminated from the text.

However, a number of substantive reforms would restrict the ability of the EC and US

from imposing NTB's. The importance of rule reform was essential in remedying the use

of VER's and other extra-GATT safeguard measures. Still, this will not eliminate the

domestic sources of protection, nor will it prevent the government from more informally

"suggesting" that nations restrain their exports or increase their imports.

However, it would be erroneous to assume that the failure of progress in the GATT

rounds or the continuation of protectionist pressures would lead to a return to the

protectionism of the 20's and 30's. Nations and production processes are much more

interdependent than they were during any point in history. This means that there are a

greater number of exporters, who have direct interests in keeping markets open.
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Additionally, ~e organization of consumers, generally the ultimate beneficiaries of freer

trade in the form of lower prices, is much higher now than in the 20's and 30's, and may

provide further resistance to substantial reversals in generally free trade.
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Table 1. GAIT Negotiating Rounds.

Round Name and Location Dare Number of Major Trade Issues
Participants

Geneva. Switzerland 1947 23 tariffs

Annecy, France 1948 13 tariffs

Torquay, England 1951 38 tariffs

Geneva 1956 26 tariffs

Dillon Round (Geneva) 1960-61 26 tariffs

Kennedy Round (Geneva) 1964-67 62 tariffs and some NTB's

Tokyo Round (Geneva) 1973-79 99 NTB's and tariffs,
enforcement and dispute
resolution

Uruguay Round (Geneva) 1986-93 117 NTB's, tariffs and new
areas (services, TRIP's and
TRIMS), enforcement and
dispute resolution

Source: FiTUlncial Times, 1993.
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Implementing all the rules and principles of the WTO will do much to reduce the extem to
which the trade policy regime of a country distons incentives. However, much also remains
discretionary, especially for developing countries. Full consistency with WTO requirements is
therefore neither necessary nor sufficient to ensure thaI the trade policy formation process will not
be captured by ret11-seeking lobbies. A great need remains for careful institutional design. and a
deliberate and conscious decision whether to exercise the various- options allowed for under the
WTO, both the 'gC?Od' and the 'bad' .

• This paper is pan of an ongoing effon in the Technical Department to monitor and disseminate
infonnation regarding multilueral trade policy developmentS and good practices in this domain to
the ECAIMNA Regions. Thanks are due to Will Martin. Petros C. Mavroidis and Alan Winters
for comments on an earlier version. The views expressed are personal and should not be
attributed to the World Bank.
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Summary

Trade laws. policies and institutions play an imponam role in determining the competitive
conditions prevailing on domestic markets. the sustaiDability of trade liberalization. and expon
performance. It is increasingly recognized by policymakers seeking to enhance competition on
domestic markets and promote expon-oriemed production that a narrow view of trade policy
basically comprising the set of tariffs or quotas that are applied at the frontier-is no longer
appropriate. Trade policy can be defined to encompass all policies that imply discrimination
against foreign productS/producers. or between foreign sources of supply. It pertains to goods
(tangible productS). services (intangible products). and knoWledge (intellectual propenyl.
Consequently. trade policy more broadly defined extends also to government procurement
practices. the development and enforcement of product standards. or the regulations affecting
inward and outWard foreign direct investment (FOI). FOI is often the preferred route for foreign
finns to contest a market. and is often the most effective way for the host nation to obtain new
technologies. enhance the security of access to expon markets. or increase the efficiency of the
service sector.

A distinction should be made between trade policy and trade laws and instimtions. Policy
comprises an action taken by a government. presumably to meet a specific objective. Usually. a
mix of fisc:a1 and income redistribution considerations underlie the use of trade policy. The trade
laws and institutions constitute the framework through which policy is developed and
implemented. Careful design of institutions and procedures is very imponant in order to reduce
the scope for capture of the policy formation process is not captured by special interests. Equal
care should be ta1cen with respect to implemenwion of trade policy. The effective level of trade
barriers is determined not only by the tariffs and quotas that are formally imposed by means of
legislation. decrees and regulations. but also by the adminisuative procedures used to implement
policy. For example. the procedures used to classify. value and process imports in conjunction
with discretionary granting of exemptions may be such as to imply that 'effective' tariffs are quite
different from statutory rates.

A country may panicipate in international agreements that affect both institutional design
and trade policies. The General Agreement on Tariffs and Trade (GATI) imposes a variety of
disciplines on trade policies of member countries. the most imponant being its nondiscrimination
rules. With the creation of the World Trade Organization (WTO) as pan of the outcome of the
Uruguay round of multilateral trade negotiations. multilateral disciplines on a large variety of
trade-related policies has been extended to aU GATI members. The first pan of this paper
provides a summary of the relevant disciplines of an institutional nature of the trade agreements
administered by the WTO: the new GATI (or ·GATI-l994·). the General Agreemem on Trade in
Services (GATS) and the Agreemem on Trade-related AspectS of Intellectual Property Rights
(TRIPs). An understanding of the WTO's rules and disciplines is important for decision makers
in any country. but is of particular relevance for countries in Europe and Central Asia. and the
Middle East and North Africa. Many of the countries in these regions are currently not GATI
members. but a substantial number of them have submined a request for GATIIWTO
membership. Accession working panies have ·already been established by the GATI for IS
countries in the two regions: Albania. Algeria. Annenia. Belarus. Bulgaria. Croatia. Estonia.
Jordan. Latvia. Lithuania. Moldova. Russia. Saudi Arabia. Slovenia. and Ukraine. These
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countries account for most of the current 'accession queue' (which totaled 21 applicantS as of
April 1994). Many other countries in the region are already GAIT members, and will therefore
be directly affected by the substantive obligations implied by the various provisions of the WTO
(e.g., on customs valuation, product standards, or imelleauaJ property proteetion).

The second pan of this paper assesses the adequacy of the various WTO rules and
obligations from the perspective of economic efficiency and private sector development. The
'WTO is an attempt in international cooperation between sovereign swes. It's existence reflects
the fact that it allows Swes to overcome political constraints that inhibit unilateral adoption of
policies that increase national economic welfare: more liberal uade policies. While the \\'TO is a
far-reaching agreement that goes signific:antJy beyond pre-existing GAIT disciplines, full
implementation is not sufficiem for governmentS concemed with maximizing economic growth and
constraining the incentives for interest groups to invest productive resources in rem-seeking
lobbying activities. The objective of the \\'TO is to limit the potential for governments to impose
negative externalities upon other countries when implementing trade policies. The focus of
mention is therefore on the effect of policies on oth~ countries; not on the effect of a
government's policies on its own economy. While the agreed set of rules are presumably in each
signatory's imerest (otherwise they would not join), it does not follow that the WTO's rules and
disciplines are optimal from the perspec:rive of a government that implemcms trade policy. The
question to be posed then is to what extent the WTO helps a govemmem in adopting policies that
are efficiency enhancing.

1he~

Although the WTO will cenainJy help, the extent to which it provides suppon in this
cormection depends greatly on the decisions that are taken by the GOVernment. Membership of
the WTO may help increase both the credibility of trade policy reform. in part by allowing
govermnems to resist demands from politically influemial interest groups for altering policies in
the furore. Both the general principles and much of the specifics of me WTO's rules are
efficiency-enhancing. While adherence to WTO rules and principles can clearly be of great value
to a counuy in terms of increasing the credibility of reform-minded govemmems. there are
blemishes, some of them imponant. Many of the WTO's disciplines are optional. either in the
sense that members have discretion regarding the extent to which they apply (Le., their coverage),
or have a choice 'whether to invoke them. A useful distinction can be made between the
possibilities that exist to opt out of disciplines that are 'good' in that abiding by them is likely to
be efficiency and welfare enhancing to a country. and the possibilities that exist for opting to use
measures thaI are pennined. but are likely to be detrimental to efficiency and welfare. Examples
of the tim category of 'options' are the magnitude and restrictiveness of tariff bindings,
panicipation in the procuremem agreement. and the specific commianems made under the GATS.
Examples of the second set of 'options' are use of antidumping, baJance-of-paymems safeguards.
and panicipation in regional imegration. It is also useful to distinguish between a country's own
policies affecting access to its markets and the policies maintained by trading partners. The lower
barriers in expon markets and the greater is the security (stability) of that market access. the
better it is for expon-oriemed producers. The extent to which the WTO's 'options' are invoked
by its member coumries largely determines the incentive structure facing finns and consumers.
Limiting the extent to which the 'bad' options are exercised and maximizing the extent to which
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the 'good' options are exploited is. however. a maner for which each national government bears
the primary responsibility.

Implementing all the rules and principles of the WTO will do much to reduce the extent to
which the trade policy regime of a country distortS incentives. Although much is required. much
also remains discretionary. especially for developing countries. This is really the key issue as far
as the impact of the WTO on trade policy stances and market access conditions are concerned.
Tariffs facing developing country exponers in DECO markets were already low before the
Uruguay round started. What manered was the lUtrictive quota regime applying to teXtiles and
clothing, and enhancing the security of market access. Indeed, the MFA can be considered to be
a subset of this issue. reflecting the non-functioning of GATI's safeguard provision during the
19705 and 19805. As noted previously, security of market access is not only a maner of external
concern. i.e., access to expon markets. Equally. if not more. importam is the degree of
uncertainty confroming imponers in a country that must have access to inpuIs at world market
prices if they are to be able to compete on global markets. For many developing countries the
issue of contingem protection has not been apriority, given the often high levels of impon tariffs
and extensive use of quantitative lUtrictions and associated licensing requirements. But, both
aspects of the trade regime are to some extent 'optional'. in that developing country governments
have substantial discretion what and how much to bind. and are consequently relatively free to
impose or raise trade restrictions.

Full consistency with WTO requirements is therefore neither necessary nor sufficiem to
ensure that the trade policy fonnation process will not be captured by rent-seeking lobbies. A
great need remains for careful institutional design. and a deliberate and conscious decision
whether to exercise the various options allowed for under the WTO, both the 'good' and the
·bad'. The focus of the WTO is on the multilateral trading system. not on minimizing the
domestic welfare cost of trade policies that are pursued by a government. This leaves substantial
scope for maintainilig a trade policy stance that is much more distoning (inefficient) than is
necessary to achieve a given objective. There are no requirements regarding the dispersion of
protection across industries (whether in nominal or effective terms); no rules relating to the
granting of tariff preferences and exemptions to specific domestic groups or agencies; no
disciplines on many kinds of subsidies (and even prohibited subsidies may be maintained. subject
of course. to countervail or retaliation by affected trading partners); no endorsement of-or general
rules for-the adoption of duty drawback or temporary admission mechanisms for imported inputs;
and no rules relating to the use of countertrade. Many of these aspects of the trade regime that is
maintained by a government are. of course. of great importanCe. This study does not discuss the
issue of the design of trade reform programs at any length. as these have been summarized in a
munber of World Bank studies. The focus is rather on a discussion of the holes and loopholes in
the WTO and the options available to 'close' these holes.

Towards Good Practices

This paper assumes that the fundamental objective of the design of trade policy
institutions is simple: tame the rent-seeker (Koford and Colander. 1984). Achieving this is
difficult. and will depend in pan on the specifics of individual countries. However. some general
principles are by now well known. Assuming for purposes of discussion that trade taxes are not
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the primary revenue generating instrument available to the government. good practices should
build upon a recognition that trade policy is an inefficient redistributive instrUment. A first
requirement then is that the net cost to the economy of a policy is determined (both estimated ex·
QIIle and monitored ex post). and the incidence of the implicit tax is identified. The best way this
can be done is by an agency that has a statutory mandate to determine the impact of a trade policy
on the economy. both in terms of efficiency (resource cost) and equity (income redistribution).
One option in this connection is to give this mandate to the competition law enforcement agency:
another is to create an iDdcpcndent agency to fulfill this role. The policy formation process
should give a voice to all potentially interested panies. whether they stand to gain or to lose. with
final decisions should be takenlapproved by an emity that has an economy-wide focus (for
example. the Prime Minister's office or the Ministry of Finance).

To reduce pressure for intervention in trade. participation in imemational agreementS that
bind a govcmment to a policy stance can be helpful. Agreements such as the WTO both creates
pressure for liberalizing access to markets over time in a way thaI may be both politically more
feasible than UDilaleral action (by providing domestic expon-oriemed interests with benefits that
offset to a greater or lesser extent the losses incurred by protected industries) and locks in the
result. As noted previously. this requires thaI the WTO be implemented to the fullest extent
possible by binding tariffs at applied rates and sCheduling all service sectors in the GATS. joining
the main remaining 'voluntary' discipline. Le.• the Govenunent Procurement Agreement. and
pursuing mutual recognition agreements relating to confonnity assessmem and certification (GATT
Standards Agreement). and professional qualifications cGATS). and so forth.

Another requiremem is to maintain control over the mechanism through which industries
may petition and obtain temporary protection against impon competition. In most circumstaDCCS
there will be a political need for such a mechanism. if only to 'sell' trade liberalization. It is
important that only one safeguard mechanism exist under which temporary protection can be
grant~ with a view to facilitating its restructUring. In practice. the safeguard mechanism foreseen
under Article XIX of the GATT sbould be more than adequate to allow domestic impon
competing industries to obtain some temporary relief from foreign competition. If it is politically
impossible to abolish instruments such as antidumping (the first best solution). competition policy
or appropriately defined national welfare ('public imerest') criteria should be used in its
application. and 'procedures defined thaI are neutral (unbiased) with respect to determining if
dumping has occurred.

Allowing policies to be challenged before the domestic courts for violation of inIcrnational
(Le.• WTO) commitmems is a mechanism thaI can be used to help enforce imernational trcarV
obligations. While this is quite far-reaching. as it implies thaI a Member decides that the wTO
creates rights (and obligations) for individuals. taking this step would greatly increase the strength
of WTO disciplines. inducing greater confidence in the commitmem of a government to a liberal
trade policy stance. The best illustration of this has been the role of the European Coun of
Justice in enforcing the provisions of the Treaty of Rome regarding the establishment of the
common market.

The best trade policy is free trade. While few countries have achieved this. an increasing
number are pursuing it. both unilaterally and in the setting of regional agreement. The WTO can
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help achieve this goal by 'ratebeting' moves to lower tariff rates by binding reductions in barriers
through the GATT and the GATS. There is potentially also much to be gained from pursuit of
regional integration agreemems if these are WTQ-consistenl (full free U'ade) ond go substantially
beyond the WTO as regards their coverage (i.e., include factor mobility and eliminate contingent
proteetion). R.ec:em vintages of the Association Agreements that have been negotiated between the
EU and parmer countries go some way towards meeting these conditions. although agriculture and
contingent proteetion are imponam blemishes. Such agreementS may help a govermnem more
tban the WTO in terms of locking-in trade policy reforms and increasing their credibility as this is
a requirement, not a choice. An Association Agreement with the EU can be beneficial in terms of
'upgrading' the regulatory environment to be more conducive to private sector development. A
large component of the Association Agreements agreed between the Cenual and Eastern European
counuies (CEECs) concerns the regulatory regime pertaining to capital flows (especially foreign
direct investment), comestability of service markets. and the appliCation of competition law. The
fact remains that preferential liberalization among a subset of nations is inferior to multilateral
liberalization. Free uade agreementS with the EU must therefore be accompanied with a uade
policy stance vis-a-vis the rest of the world that is broadly similar to that applied to the EU to
ensure that costly uade diversion does not eliminate many of the potential welfare gains associated
with opening up the domestic market to competition from European firms.
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PREFACE

The International ricultural Trade Research Consortium. an informal association of university
and government ,nomists interested in acriculturaJ trade, hu taken a keen interest in the
Uruguay Round . the negotiations on agriculture from the inception of talks in 1986. This
paper is the ninth ~n a series of Commissioned Papers that have attempted to monitor and
interpret the prog ss of the negotiations and in a modest way to provide a platform for ideas.
This last paper co pletes the story of the negotiations and adds the element of evaluation. The
set of papers as a .hole provide a chronicle of the changing concerns over the seven and a half
year period.

The present Com ~ssioned Paper is the work of a team of authon, under the Chairmanship of
Tim Josling. Sac jco-author contributed a section for the paper and participated in reading and
improving the oth sections. The draftine responsibilities. reflecting. geographical ex.pertize.
were as follows: hapter 4 (the United States) Sumner; Chapter S (the EU) Tangermann;
Chapter 6 (Cana .) Miner; Chapter 7 (Australia and New Zealand), Maclaren; Chapter 8
(Japan) Honma a (Korea) Lee~ Chapter 9 (Latin America) Valdes. Josling. Tangumann and
Miner drafted Ch . ten 1·3 and 10. Hyunok Lee translated the Korean section. Claudia Smith
processed the rna .script. Though not necessarily agreeing with every sentence in the text. each
of the authors wi es to be associated with the entire report.

. fitted from careful review by several people with official responsibilities for
the content of ag cultural trade policy in Ottawa and Washington, D.C. We thank them, but
grant them the 'onymity that the)' request. Other reviewers we can mention arc Kym
Anderson. Dale athaway, Scott Pearson and Sandy Warley, each of whom gave us insightful
comments and h ful editorial suggestions.

We were anxiou 0 provide a readable yet reasonably detailed interpretation of the qricultural
component of th ! Uruguay Round to inform lATRC members and others. We hope we have
not sacrificed ac racy for speed or brevity. but would refer readers to the official texts and
Schedules on an I specific matter of detail or language.

A note about te inolog)' might help to prevent confusion. We have chosen to refer to the
twelve countries f the European Community (Ee) by their new name (since November 1993)
of the European nion (EU) even when the reference is to a time when the EU did not exi~t.

Though the EC DeS teehnicaUy still exist, as a ·piJIarn of the EU. u5ale has shifted rather
quickly to the n name. We have however chosen to refer 10 the GATI, both as an institution
and as a set of . rticles, even thou&h this is to be only one part of the new World Trade
Organization i 0). Technically speaking. the GATT (1947) Agreement. which current
contracting part s (Le.• members) have accepted. has been convened into OAn (1994),
through the Un uay Round outcome. Countries can still be signatories 10 GATT (1947) but
not OAIT (199). However, most countries will accede to the WTO, which includes OATI
(1994) along wi the General Agreement on Trade in Services (OATS) and the Agreement on
Intellectual Pro rty Rights (TlUPS). Thus one can sim talk of GAIT as being the set of trade
rules for goods .including agriculture), if no loneer as a separate institution.
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Executive Summary
From the

The Punta del
modified trade nIl
improvement Impli
that it look to rae

The Alre
lanculture, and
with those in ope
much remains to

Ilrtcu1twe played a eentral role in the UruaUlY Round of QATJ'trade MlotlaUOM.
De~laration ~Jled for a 101ution 10 the problema fadDa alriculeural trade tJuouah

and an agreement to lower protection levels. 11 Wy rec:oam-ct mt such an
nelotadona 01\ the national farm polklea u well u jWlt trade policies. The time

agreement reflected the political aenaiti"It)' and mc:bnlcal ~pluit)' of Ibis task.

t embodied in the Pinal Act of lhc UNIDlY Roand breaks new poW\d for
I I bil &lep towards placina this sector of world trade under lUlu monl ccalstent

in other areas. However, the dearee of UberaliDticn of markets is~ and
done in future rounds of neJOliations.

The most r-reachinl element in the Apeemcntls a chanae in Ihe rules reprdina market accea
Whh very fe;N ex ens. all participal1n, countries have alrud to convert all uillilll non-wiff barriers
(alonl with unbo tariffs) into bound duties and not to introduce new non-tariff measures. N'aotiators
agreed to reduce tl new boW1d tariffs. as wen IS wiffs alread)' bound earlier, ac:cord1n& to Schedules

f the Aareement.

ment provides in caSC& of lariffication for "minimum &CCCSI opponunitla"', to prd
of hlah initill tariff ntes. This will open up reduced-tariff quotal for I number of
beef, cereals and fNits and waetable.. 1bc quOIIII will be upanded to about Spercent
er the 6 year period. Japan and Korea have 'arced to a lruter expansion of market
ompensation for the deJay in introducina sariff•.

The Agr
against me impa
products includin
of consumption

access for rice in

of ~unuies to conuel expon subsidies in liricultural markets was one of Ihe main
'on in the nelotiation. Under thc Agreement, countrlCli accept commitments on

reducing expend re on expon subsidies as wclI on the quantity of subsidised uports. This wllllimit
expon &1bsidies )' the EU and other countries" for such produclS u wheat. dairy products and beef. and
should lead to fi r world market prices in these commodities. 1'hese quantities are alao upreiilJed in
the Schedules w ch form pan of abe Alreement. Countries have also aareed nOl to apply eapon subsidies

"Tariffica n- wUl impose chanaes in import policies for I number of countries. Canada will
repillce import qu s for dairy and poultry products wiah ranfrs. initially It a bigh level. The European
Union will replac its variable lev)' with tariffs, thooah a maximum duty-paid price for cereals hu been
negotiated which IS a limit on the tariff charaed. Latin American COW1triea have aenerally enpled in
tariffication in ICC t years in advance of the Uruguay Round A.reement: for these, and ocher cowluies
their tariffi will w be bound. The US will forgo the use of Section 22 Impart quoras and the
negotiation of vol tar)' upon restraint aarcemenrs with beef suppliers, but abc impact on these markets
is likely to be l Japan and Korea have been allowed to delay tariftication in tho case of rice for the
next few yealS.
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to commodi eI not subsldtsed in the base period.

The peement a)s) ell Nles and commitments for domestic IUpport policie.. It defines I let

of petielea hich are deemed to be 1_ lrlde.aatoni"l than othm. and allocata them 10 a -.reen box
whlch is cDy Imnmna to chillenp. Other policies not lheltered in 1hI. WI)o are IUbject to nduetion
throup • I it an the total alpport "'len by damDltic IUbIldlel and adminiltend prlcel. It wu decided
that neither U.S. deficiency paymentl (under cunent lepJation) nor the new hectarap compensation
pI)'menti er 1M nformed Common Aaricu1runl Policy of the EU need to be reduced. It was also
_Creed that bsldies that conform 10 the new Nles are lheltered from intemadonal chaJlenlc under the
QATt'.

loping Countries aenenU)' race less SU'fnlent commitmenll. hayil\l 10 yelrs ather than six
chanps, and bavina to meet only two-thirds of the reduction taraets. In addition,

pollclel lte included broadl)' in the ·,reen box·.

I with the provisions on domestic and trade policies in the Agreement. participants Ilso
Agreement on Sanitary and Ph)'tosanilary Measures (the SPS Alreemenl). The loal wu

sief to dlsllnauiRh between lenuine he.lth and .ret)' isAues and dllJUised profectJon. The
tries to set their own safet)' and health standards Is reafrumed. but wilh the proviso that such

Id be based on lCientific justification and that use be made of intcrnadonaJ standards where

extent to which the Aareement wm lead to lreater markel access. curb export subsidies and
e.\'tlc policies in the next few years can onl)' be determined from a detailed inspection of the
commitments made b)' the individual cOlmtries. Paracbdcally. the immediate Impact on
des is likel)' in most cases to be small. Many countries have been englgeclin a precess of

reducinll emment support to agriculture. and makinl such support more closel)' targetted to needc;, In
advance the outcome of the Round. Policy reforms in the EU. Canadl, Sweden. Au..ralia and New
Zealand, "I with much of Laun America, have been stronaJy influenced by the nelotiation.~ in the
Uroguay d. The Alreement thus likes on the task of supporting and lockina-in such reforms. and
encouragi them In other countries.

me aspects the Alreement falls short of expectatJons (or It least inItial demandfl). It does
te I major move toward free trade in agricultural products: the cORt of chanling the rules ha.~

up lOme dearee of liberalization. The tariffs which countries wlJl impose in place of non-
• Ire in many cases 10 blSh that trade will be rearietecf to the asreed access quantities. Export

subsidy grams will continue thoulh It a reduced level. The major preau:e to reinstrument fann
policies w I continue to be from domestic: budget consualnEs. It wiJI take further rounds of negotiations
to reduce Olection in aaricultural markets to I level compuabJe to that for mc&l manufactured products.
However, lib the Nle changes and the new types of counuy commitments aareed. a much more
promising asia has been created for future negotiallons.
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C pter 3. Iuues In Implementing the Agreement on Alrlculture

The A reement on Agriculture takes a big step in the direction of "brinling agriculture
fully into the A1T'. However, in some ispects the Agreement falls short of expectations (or
at least Initial emands), and lOme of its elements may also tum out to cause difficulties when
it comes to lementinl Agreement provisions. The extent to which this is the case differs
amonl the ma or areas covered by the Agreement.

The ·cular wa, in which the conversion or non-tariff barriers into tariff. hu been
achieved in Agreement has sometimes been called "dirty" tariffieation, because the initial
tariffs from w ch reductions" start are often very high, sometimes several hundred percent. In
part this reflec the high rates of protection in agriculture. But governments have often searched
for price data for calculating base period tariff equivalents that result in hiah tariffs compared
to the actual 1 vel of protection in the base period.I

Moree er, the simple (unweighted) averaging that countries could use when allocating
tariff reducti to individual products has allowed much scope for continued protection of the
"sensitive" pr ucts. Even the requirement of a minimum reduction by IS percent hu not really
helped very uch. It was possible for a country, say, to reduce tariffs on three items with an
initial tariff 0 more than a hundred per cent by only is percent each and still meet the overall
36 percent u weighted average by reducing by 100 percent the low initial tariff of another
product. The dispersion of rates of protection across agricultural products could become more
pronounced ter the Agreement, causing trade to become more, rather than less distorted.

The S cial Safeguard Provisions may also reduce the benefits or tariffication. If trade
expands, U 0 e would hope under an agreement supposed to result in liberalization, the quantity
trigger safeg rd provision is likely to be invoked by many importers. The price trigger
provision eo d also be relatively often applied if countries were allowed to use trigger prices that
are high co red to current international market prices. For markets subject to tariffication,
there is the 'sk that the use of safeguard provisions wilt become the rule, rather than the
exception, th gh it should also be pointed out that trade subject to the high above-quota tariffs
is likely to small. It also remains to be seen how the implementation of these provisions will
affect the eq ity of trading activities. The quantity trigger provision has B tendency to treat
imports in t e latter part of a year worse than those comins in early, and the price trigger

usslon or me process of tarifficarion see Joslinl and TaoacrmaM. 1994.
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provision is prcjsumably to be applied on a shipment-specific basis, which can lead to a
previously~wn degree of price differentiation in agricultural trade.

I
;

The m1n~umaccess provisions. to be implemented through tariff-rate quotas, entail many
of the problems /that quantity-oriented trade policies usually have. Where they are effective, in
the sense that ~ports actually come in under the. reduced tariff, rents will result. Hence, there
is a need to tin4 appropriate way. of aUccatinl tariff rate quotas to traders. Governments of
importing coun~es wUl want to allocate licenses to their domestic companies, and exporters are
unlikely to receive any price advantage. Issues may arise out of the fact that minimum access

I

commitments~e sometimes been undertaken for relatively larse 81gregates of products. such
that importina ~untries have wide scope for choosing the "appropriate" allocation to individual
products.

Finally, the Special Treatment provisions in the form of the "rice clauseN, apparently
necessary to brlPgJapan and Korea aboard the Agreement, are a delay in the implementation,
if not a breach In, the principle of tariffication. Two other countries have also made use of the

I

rice clause: the Philippines (for rice) and Israel (pigmeat, cheese, and milk powder). It remains
to be IeeI1 whe~her there will be attempts to extend the delay allowed under these provisions.
In any case, a n~mber of issues may arise. some of which may bear similarity to issues that have
come up in ~ protection of "old" Article XI:2(c). such as that of "effective production
restricting ~es".

Given tije traditional preponderance of export subsidies in agriculture, the reduction of
both outlays an4 quantities required by the agreement Jooks like a straightforward approach. The
wording ofA~t rules in this area and the existence of quantitative commitments in country

I

Schedules are $0 much clearer than the earlier vagueness of the "equitable share" that it is
difficult to rm4 anything wrong with this element of the Agreement. However, the quantity
constraint on s~bsidized export, useful as it may be from a pure trade perspective, can push
governments o~ exporting countries into more and strengthened supply controls. TIus danger of
arowing goveniment inference with domestic markets is troublesome and is not in line with the
Uruguay Ro~'s avowed aim of fostering a more market-oriented agriculture.

I
I

:
As in t¥ case of minimum access commitments, export subsidy undertakings come in the

form of relativ~ly large commodity aggregates. Govenunents, therefore, still have the possibility
of creating pro~lems for each other in the area of export subsidization. by shifting the product
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!
composition of: their subsidized expolts such that different competitors are treated differently.'
Moreover. wi~ the constraints on expenditure and quantities. there is no restriction on country
taJ'letmg of aport subsidies.

\

Domesdc subsidies are the least imPacted by the quantitative provisions of the Agreement.
The "domesticT support provisions of the Agreement act as constraints on the total level of
support, \Vheth~r provided throulh border measures or tbroup domestic subsidies. Subsidies for
individual c:on1modities are not separately constrained, nor are particular policy instruments.
Given the ~rical parameters of reduction commitmenta in the areas of market access and
export competi~iDJ1. it could well happen that all the reduction required in AMS is effectively
achieved throulh liberalization of border measures. Where that is the case. domestic subsidies
in the narrow sense need not actually be brought down and could even be raised. even though
overall protectibn is reduced.

,,
The ext~nt to which the definition of the "green box" will become a problem must be

awaited. The pneral criterion for domestic measures exempted from reduction (Hno• or at most
minimal. trade distortion effects of effects on production") is laudable. Not all of tho policies
included in the ~l1ustrative list of exempt policies in the AJfWIlent would always fully meet this
criterion.IO On ~be other hand, all of the policies on the list are considerably less distorting than
most traditionat domestic subsidies in agriculture. In that sense this list at least establishes an
appropriate d~ction for future agricultural policies. Moreover, it is probable that policies will
still have to nieet the "decoupled" test even if they appear on the illustrative list. Special
provisions, however, have been written into the domestic support provisions of the Agreement
which (at l~ for the transition) exempt US deficiency payments and EU compensation
payments from i reduction requirements. These policies would not have qualified under the
"green-box" cri~erla. However, they have less protection then ,reen-box policies from challenges
under the GA'IT. under the Peace Clause.

These Fovisions. arising from the 1992 Blair House Accord, also lllustrat8 another more

• Shirtlnl can, ~ever. ~ only among wiIT lines identified u hayinllubsidics. Countries carmot shJrt
lubelmes to ocher~r linea even if they mi.ht appear to come under che lame broad commorllty Qte,CX'y.

I
10 One example 0( thJ. Il«'blem is the treatment or crop insurance. It is difficuh to hold that crop Insur.nce
docs not: inerease Production. It encouraaea fanninl an marlinal landJ 'Nhcre yields are bI1c:ert.ain. CD abe other
band one can limit! aovemment contributions to the cost or such insurance, 10 chat no subeidy is paid. Ilowevcr,
it II Un[lDl't&nt to *ongizc that policies claimed to r.1I in the "green box· must not only meet the respectiye
delc:ripUoD in the Ulusndvo JL.t, but abo me Jenera! criterion at no, or at malt minimal di.tonian. Hence. I
crop insurmce ICbUnc that has diltCJnin. cfTcet.I is not "arecn.M

i
I

I
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i
I

Jenera! ahottcoDUng of the Alreement. Whereas individual countries with specific pollcy
difficulties wer~ required to obtain waivers from OA'M' obUptions, the text of the new
Alreement on Agriculture hu been drafted such' that -waivers- are effectively built into the
lenera! .peemCnt. The -rice clause" for Japan and Korea is another such case.1I More
important, thou.h, may be the political consequence of the fact that under the new Apement.
some important :partlclpants have managed to be more equal than others.

I

!
i

i
i
i
I
I

I,

11 All Impmudi distilu:tion. tbouah. .. thal in Ibc Ialter cue die counlrla wiabinc to 1IIe daII .pcc:ia1 creatmenl
had to declare _l ill Ihe1r Scb:dula.
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So fur we huve anulyzed the instrumenls of trade policy and its oh,iectivcs withoU1
l;pecjfyin~ the COntcxt-that il>, without s:Jyin,;: much ahout the country under.:lking
these policies. E:1ch country has its o\\'n distinctivc hi"tory :md i!\sues. but in discussing
economic policy. one bro:ld distinction i!\ between two ~roups of countrics. On one
side :Jre the developed or adv:lnced countries: Nonh Americ:l. Western Europe. Japan.
and :J few others, These countries. whutever their economic prohlems. :Ire hy the
slandurds of the rest or the world hi~hiy succes!\ful economie!\. With only at-mut 15
percent of the world's population. the advanced countries account for about 00 percent
of the world's production and intemalion:ll trade. Given how well thcse economie~

pcrform. it is reasonable to suppose th:Jt their economic !<ystems :Jrc fairly eflieient.
so neither the demands on trade policy nor the expectations placed on il arc usually
very lar::e ,

Most of the world's population. howevcr. lives in de\'elopin;: countriL-s that la~

far behind these ad\'anccd nations. I Developin~ countries sfI:m the ranllc from 'rapidly
growing nation" such as South Korea «which m3Y l>oon be " ~du:lled" into the category
of lldvanced countncs I to nalions like Ethiopia that hve on the ed~e of suhsistence.
Despite the huge differences among developing countries. however. their shared relative
backwardness creates some common themes in their trade poliCIeS. First. 'many de-
~velopin~ nations nave'triecCto' us"c"trade 'Polic)' to favormanufacturinF:'as opposediCi
traditional sec\ors-'such'is a~rfcuiiure:an(rmlning'intfie-hope thai titt;; wo~dh'el~ihe;;n~
catch up v,'ith ~eaithier countries'- Second: many poorer countries have tried to use

I Deve:lopin~ country is a Icnn u~d l'ly inlernauonal o!,!!aniZlllion~ lhat ha~ n""" become !'Iandarcl.
even Ihou!!h some "dcvelnpln(' CtIunll'le, have h:ld dc:chnln~ h"ln!! stanClllrds 1m ~ dcc~(,lc nr more. A
more dcsc:npuvc but Ie!', ~lllc Icnn " lcs~-devclopcd counlnCS Il.DC,l.

Chapter 10 irade Pohcy in DevelOPing Countnes
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·trade policy to cure the problem of uneven development or dualism within the country .
Finally. developing countries sometimes argue that their relative poYen)' is not their
own fault but is instead due to an unfair international economic system. and they have
at times tried to use international negotiation to bring about changes in that system.

In this chapter we ex.amine the special issues of trade policy raised by each of
these considerations. In the next chapter we tum to the different concerns of the advanced
countries.

~

TRADE POLICY TO PROMOTE MANUFACTURING
Perhaps the most distinctive difference between trade policy in advanced countries and
in poor countries is that in developing countries policy is more consistently preoccupied
with the encouragement of manufacturing as opposed to other sectors of the economy.
This preoccupation is. to some extent. a result of the symbolic imponance of manu
facturing as a sign of national development. Most advanced nations are mainly exponers
of manufactured good~. while poor nation~ are usually exponers of "primary" product~

such as agricultural produce and minerals. Thus. countries seeking to demonstrate their
strength and independence often want to have conspicuous domestic industries such
a~ ~teel or petrochemical~. Beyond the symbolism of m:lnufacturing development.
howevcr. govcrnments in many nations have been strongly influenced by theoretical
arguments for trade policy to promote manufacturin~. The most imponant of these
:lrguments is the infam illdllsrr;. arj!umC'n! fortemporolry protection ofthe manufacturin~

~ector agllinst impon competition. which wc mentioned in Chapter 6.

Why Manufacturing is Favored: The Infant Industry
Argument

According to the inf:mt indum)' argument. developing countrie~ h:l\'e a p()/t'ntiul com
parative advantage in manuf:lcluring. but new manufacturing industries in developin~

countries cannot initially compete with well-established manufacturing in developed
countries. In order to allow manufacturing to get a toehold. governments should tem
porarily suppon ne."" in~ustries.._until they have grown strong enough to meet inter
national competilion~Thus it make~senSe:"accordin1! io tlii~ iiiume_~<~o-use-'~"riff~

or imPon quotas as temporary mea.<;ures to !let industrialization staned. It isa historical
fact that the world'~ three la11!est market economies all beean their industrialization
behind trade barriers: the Uniied States and Germany had hil!h tariff rates on manu
faclurili~ in 'the nineteenthcentuTy. while Japan-had extensive impOn controls lIntil
the 1970s.

Problems,with thetnfant IndustrY.Ar9u"-,~nt The infant industry argument
seems hi!!hl)"'plausible:and'iJi 'fact it has been'-persuasive to many governments. Yet
economists have pointed out many pitfalls in the argument. sug~esting that it must be
used cautiously.

First. it is not ahl.'ays a ~ood idea to try to move today into the industries that will
have a comparative advantage in the future. Suppose that a country that is currently
labor-abundant is in the process of accumulating capital: when it accumulates enough

irade Policy to Promote Manufacturing 241

245

[,. VJ)



242

capital. It will have a comparative tldvanta~e in capital-intensIve industries. That does
not mean that it should try to develop these industries immediately. In the 1980~. for
example. Korea became an exponer of automobiles; it would probably not h:Jve been
a good idea for Korea to have tried to develop its aulo industry in the 1960s. when
capit:11 and skilled labor were still very scarce.

Second. protecting manufacturin~does no ~ood unless the protection itself helps
make industry competitive. Pakistan :lnd India have protected their manufacturin~

sectOrs for decades and have recently begun to develop SIgnificant expons of manu
factured goods. The goods they arc exponing. however. are light manufactures like
tcxtiles. not the heavy manufactures th:n they prOtected; a !!ood case can be made that
they would have developed their manufactured expons even if they had never protected
manufacturing. Some economists havc warned of the case of the "'pseudo infant 10

dustry:' where indust!")' is initially protected. then become!' competitive for reasnns
that have nothing to do with the protection. In this Case infant indust!")' protection ends
up lonkin~ like :J success hut ma~; actually h:Jve hcen a nct cost to the economy.

More gener.tlly. the fact thai it is costly :lnd time-consuming to build up an industry
is not an argument for governmcnt intervention unless there is some domestic market
failure. If an indust!")' is supposed to he able to cam high enough returns to capital.
labor. :Jnd other factors of producunn to be wonh developing. then why don't private
investors develop thc indust!"), without government help'! Sometimes it is argued that
private investors take into account only the current returns in an industry and fail to
take account of the future prospects. but this i~ not consistent with market beh:Jvior.
In advanced countries at least. investors often back pro.iects whose returns are uncen:lin
and lie f:lr in the future. (Consider. for example. the U.S. biotechnology industry.
which attracted hundreds of millions of dollars ()f c:Jpll:J1 years hcforc it made even :J
single commercial sale.)

Market Failure Justifications for infant industry Protection To justify the
infant industry ar~ument. it is necessa!")' to go beyond the plausible but questionable
view that industries always need 10 be sheltered when they are new. Whether infant
industry protection is justified depends on an analysis of the kind we discussed in
Chapter 9. ThaI is. the argument for protecting an industry· in its early grov.'th must
be related to some panicular set of market failures thatprevenl private markets from ':
developirig the industry as rapidly as they should. Sophisticated proponents of the
infant industry argument have identified two market failures as reasons why infant
industry protection may be a good idea: imperfect capital markets and the problem
of appropriabilit,y. .

The imperfect capital markets jusl{ficalion for infant industry protection is as
follows: If a developing country does not have a set of financial institutions (such as
efficient stock markets and banks) that would allow savings from traditional sectors
(such as agriculture) to be used to finance investment in new sectors (such as manu
facturing). then growth of new industries will be restricted by the ability of firms in
these indusoies to cam CUJ'TCnt profits: Thus low initial profits will bi: an obstacie io
investment even if the long-term returns on this invesunent are high. The first-best
policy is to create a bener capital market: but protection of new industries. which would
raise profits and thus allow more rapid growth. can be justified as a second-best policy
option.
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The appropriabi/iry ar~tlm~nr for infant industry protection can take many forms.
but all have in common the idea that firms in a new industry !enerate social benefits
for which they are not compenliated. For example. the firms that first enter an industry
may have to incur "stan-up" costs of adapting technology to local circumstances or
of opening new markets. If other firms are able to follow their lead without incurring
these stan-up costs. the pioneers will be prevented from reaping any returns from these
outlays. Thus. pioneering firms may. in addition to producing physical output. create
intangible benetits (such as knowledf!e or new markets) in which they are unable to
establish property rights. In some cases the social benetits from creation of a new
industry will exceed its costs. yet because of the problem of appropriability. no privatc
entrepreneur~ will be willin!! to enter. The firsl-best answer is to compensate firms fur
their intangible contributions. When this is not possible. however. there is a second
best case for encouraging entry into a ncw industry by using tariffs or other tradc
policies.

Both the imperfect capital market~ arpument and the appropriability casc for infant
industry protection are clearly special cases of the market failures justification for
interfering with free trade (Chapter l}). Thc difference is that in this case the arguments
apply specifically to new industries r:Jlher than to any industry. The general problems
with the markct I~ilure approach remain. however. In prolctice it is difficult to evalu:ltc
which industries rcally wall.lnt special treatment. and there are risks that OJ policy
intended to promote development will end up being captured by special interests. There
are many storie~ of infant industries that have never grown up and remain dependent
upon protection.

How Manufacturing Is Favored: Import-Substituting
Industrialization

Although there are doubts about the infant industry argument. many developing coun
tries have seen this argument as a compelling reason to provide special support for the
development of manufacturing industries. In principle such support could be provided
in a variety of ways. For example. countries could provide subsidies to manufacturing
production in general. or they could focus their effons on subsidies for the export of
some manufactured goods in which they believe they can develop a comparative ad
vantage. In most developin8 countries. however. the basic strategy for industrialization
has been to develop industries oriented toward the domestic market by using trade
restrictions such as tariffs and quotas to encourage the replacement of imponed man·
ufactures by domestic products. The strategy of encouraging domestic industry by
limiting importS of manufactured goods is known as the strategy of imporl-substituting
industrialization.

One might ask why a choice needs to be made. Why nOl encourage both import
substitution and exports"? The answer goes back to the general equilibrjum analysis of,
tariffs in Chapter S: a tariff that reduces impons also neCessarily iCducesexporis. By·
protecting import-substituting industries. countries draw resources away from actual
or potential expon sectors. So a countl')"s choice to seek to substitute for importS is
also a choice to discourage export growth.

The reasons why import substitution rather than export growth has usually been
chosen as an industrialization strategy are a mixture of economics and politics. First.
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until the 1970s many developing countries were skeptical about the possibility of
exponing manufactured goods (although this skepticism also calls into question the
infant industry agrument for manufacturing protection I. They believed that industri
alization was necessarily ba.'ied on a substitution of domestic industry for impons rather
than on a growth of manufactured expons. Second. in many cases impon-substituting
industrialiUltion policies dovetailed naturolly with existing pOlitical biases. We have
alread)' noted the case of Latin American nations that were compelled to develop
substitutes for impons during the 19305 because of the Gre:ll Depression and during
the first half of the 1940s because of the wanime disruption of trode (Chapter Yl. In
these countries impon substitution directly benetited powen·ul. established interest
groups. while expon promotion hOld no natural constituency.

The 1950s 6!nd 1960s saw the high tide of impon-substituting industrialization.
Developing countries typically beg6!n by protecting tin6!1 sta~es of industry. such as
food processing anti automobile assembly. In the larger dC\'e10ping countries. domestic
products almosl completely replaced imponed consumer gouds lalthough the manu
facturing was often carried out by foreign multinational finns I. Once the possibililies
for replOlcing consumer-goods impom had been exhausted. these countries turned to
protection of intennetliate goods. such as Olutomobile bodies. steel. and petrochcmic61ls.

In most developing economies. the impon-substitution drive stopped shon of its
logical limit: sophisticatcd manuf61cturcd goods such as computers. precision m61chine
tools. and so on continued to be imponed. Nonetheless. the larger countries pursuing
impon-substituting industrialiuuion reduced their impom to remarkably low levels.
Usually. the smaller a country's economic size (as measured. for example. by the value
of its total outpUt I the larger will be thc share of impons anti expons in national income.
Yet as T6ible 10-1 shows. Brail. with :I domestic market less th6in 10 percent as large
as that of the United StOltes. cxponed the same fro1Ction Ilf its llutPUt as the UnileJ
States. India is the mo~t extreme case: in I Y83. expons were only 6 perccnt of output.
a share less than that of the United Suites and far less than that of large industrial
countries such as Japan and Germany.

As a strategy for encouraging ~rowth of manufacturing. impon-substituting in
dustrialization has clearly worked. utin American economies now generate almost as
lir1!e a share of their output from manufacturing as ad~anced nations. (India generates

TABLE 10-1 Exports as a percentage of national income. 1983

India 6

Brazil 8

United States 8

Japan 14

West Gennany 30

Sou~ Ko~ 37
Hong Kong 9S
Singapore 176

Source: World Bank. World D~/o"m~lJl R~po". Washin(!lDn. D.C.: World Bank. 1985.
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less. but only because ItS poorer population continues 10 spend a high proportion of
its income on food.) For these countries. however. the encouragement of manufacturing
was not a goal in itself; it was a means to the end goal of economic development. Has
import-substituting industrialization promoted economic development? Here serious
doubts have appeared. Although many economists approved of import-substilution
measures in the 1950s and early 1960s. since the 1960s import-substituting industri
alization has come under increasingly harsh criticism. Indeed. much of the focus of
economic analysts and of policymakers has shifted from trying to encourage import
substitution 10 trying to correct the damage done by bad import-substitution policies.

Results of Favoring Manufacturing:
Problems of Import-Substituting Industrialization

The attack on import-substituting industrialiUltion starts from the fact th:1l many coun
tries that have pursued impon substitution have not shown any signs of catching up
with the advanced coumries. In some cases. the development of a domestic manufac
turing b:lse seems 10 have led 10 a stagnation of per c:lpita income instead of:m economic
takeoff. This is true of India. which. aller 20 years of ambitious economic plans between
the early 1950s and the early 1970s. found itself with per capiw income only a few
percent higher than before. It is also true of Argentina. once considered a wealthy
country. whose economy has grown at a snail's pace for decades. Other countries.
such a~ Mexico.'have achieved economic growth but have not narrowed the gap between
themselves :md advanced countries. Only a few developing countries really seem 10

have moved dramati~lIy upward'on the income scale-and these countries either have
never pursued import substitution or have moved sharply away from it.

Why didn't import-substituting industrialization work the wa)' it was supposed to'!
The most important reason seems to be that the infant industry argument was not as
universally valid as many people assumed. A period of protection will not create a

. competitive manufacturing sector if there are fundamental reasons why a country lacks

.a comparative advantage in manufacturing. Experience has shown that the reasons for
failure to develop often run deeper than a simple Jack of experience with manufacturing.
Poor countries lack skilled labor. they lack entrepreneurs. they lack managerial com
petence. and they have problems of social organization that make it diffic.ult to maintain
reliable supplies of everything from spare pans to electricity. These problemsmay not
~ ..beyol'I~_the reach of economic policy. but they cannot be solie~_by iradepolicy:
an import quota can allow an inefficient manufacturing sector to survive. but it cannot
directly make that sector more efficient. The infant industry argument is that. given
the temporary shelter of tariffs or quotas. the manufacturing industries of Jess-developed
nations will learn to be efficient. In practice. this is not always. or even usually. true.

With impon substitution failing to deliver the promised benefits. anention has
turned to the costS of the policies: used to promote industry. On this issue~ a growing
body of evidence shows that the~protectionist policies of many less-developed countries
have badly distorted incentives. Pan of the problem has been that many countries have
used excessively complex methods to promote their infant industries. That is. they
have used elaborate and often overlapping import quotas. exchange controls. and
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domestic content rules instead of simple tariffs. It is often difficult to determine how
much protection an administrative regulation is actually providing. and studies show
that the degree of protection is often both higher and more variable across industries
than the government intended. As Table 10-2 shows. some industries in Latin America
and South Asia have been protected by regulations that are the equivalent of tanff roues
of 200 percent or more. These high rates of effective protection have allowed industries
to exist even when their cost ofproduction is three or four times the price of the impoMs
they replace. Even the most enthusiastic :advocates of market failure ar,gument'i for
protection find rates of effective protection that hi~h difficult to defend.

A fUMher cost th~t has received considerable attention is the tendency of impon
restrictions to promote production at inefficiently small scale. Even the largest devel
oping countries have domestic markets that are only a small fraction of the size of that
of the United States or the European Community. Often. the whole domestic market
is not large enough to allow an efficient-scale production facility. Yet when this small
market is protectcd. s:!y. by an impon quota. if only a single firm were to enter the
market it could earn monopoly profits. The competition for these pronts typically leads
sever:ll firms to enter :l market that does not really even have room enough for one.
and production is carricd out at highly inefficient scale. The answer for small countries
to the problem of scale is. as noted in Chapter 6. to specialize in the production and
expon of a limited ro!nge of products and to impon other goods. lmpon-substituting
industrialization eliminates this option by focusing industrial production on the domestic
market.

Those who criticize impon-substituting industrialization also argue that it has
aggravated other problems. such as income inequality and unemployment (problems
discussed later in this chaptcr under the heading of the dual economy J.

Despite the criticism of impon-substituting industrialization by economists. few
countries that followed policies of impon substitution have dismantled their trade
barriers. The reason for this reluctance to change policy is only pmly that they continue
to believe in impoM substitution as a dcvelopment strategy. An equally imponant factor
is that at this point a lot of capital has been invested in industries that could nOl survive
without protection. and many workers in protected industries would be hun if that
protection were removed. Thus there is now a vested interest in the continuation of
import-substitution policies.

TABLE 10-2 Effective protection of manufacturing in some
developing countries (percent)

Mexico (1960) 26

Philippines (]965) 61

Bruil (1966) 113

Chile (1961) 182

Pakistan (1963) 271

Source: Beb Balass£. Thr Srrwn"rt of PrD'tCUD" in D~JDp;n~ Cmlfl,rlts. Baltimon::
The Jonns Hopkins Press. 1971.
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TRADE LIBERALIZATION AND ECONOMIC
GROWTH: THE CASE OF CHINA

For much of the 1980s. the world's
most populous nation seemed to be well
on the road to becoming the biggest NIC
of them all. After moderates drove radical
Maoists from power in 1976. they insti
tuted a senes of economiC reforms that
allowed much greater play for market
-forces generally. and that opened up the
Chinese economy to InternatIonal trade In

particular.
The result of the opemng of China to

trade was a dramatic increase In both Im
POrtS and exports. In 1976 exports were
only5.6 percent of China's national income.
and Imports only 5,3 percent. By 1987 ex
POrtS were up to 15.8 percent. while Im
portS had risen to 17,3 percent. Most of
the new Chinese exports were manufac
tures ramer than raw materials: very low
Chinese wages ailowed China to become
a competitive exporter of labor-imensive
manufactured goods. and inexpensive Chi
nese products began appeanng in increas
ing numbers on world markets. Mean
while. many of the imports were capital
goods, used to aid a rapid expanSIon of
manufacturing capacIty. China's industnal

production grewat a remarkable 12 percent
annual rate between 1977 and 1988.

This manufactunng expansion did not
come at the expense of agnculture. On the
contrary. agricultural productIon also ex
panded rapIdly. at more than a 6 percent
annual rate. Compared With the prevIous
decade. dunng WhICh pohtlcal turmOil had
cnppled the economy. thiS amounted to a
Virtual economic miracle--and a claSSIC
demonstration of the potential of export
oriented industnallzatlon. By 1989 many in

temational analysts were predicting th~1

China would emerge as a more Important
factor In world trade than any of the es
taollshed NICs. perhaps more Important
than all of them combined.

Unfortunately. at the time of wminq
that future appears to have been indefi
nitely postponed. In 1989 the forces of
change unleashed by economic reform
spIlled over IntO demands for political
change. The Chinese government re
sponded by sending in the army. and In the
pohtical crackdown that followed there was
a reversal of many of the economic reforms
of the previous decade.

'"

Another Way to Favor Manufacturing: Industrialization
~hrough Exports
Although the attempt to ,promote ,industrialization Ihrough iniporiSUbstiNUon has now~

falJ=n mto'disfavOr" among economiStS~ riot all indUStrlatiZation'amon"gleSS-deVeloped":
countries has been a failure. Since the mid-I960s. a small group of initially poor
countries has combined rapid growth ofoutput and living standards with industrialization
oriented primarily toward expon rather than domestic markets. These countries are
oflen referTed to as newly industrializing countries, or !''1Cs. The most spectacular
perfonners among the NICs have been the four Asian countries of South Korea. Hong
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Kong. Taiwan. and Singapore. sometimes refcrred to facetiously as the "Gang of
Four" (after thc allegedly viUainous clique ousted by the current Chinese government).

Asidc from thcir rapid growth. the most remarkable thing about thc Gang of Four
is thcir openncss to intcrnational trade. Table JO-I shows some comparative figures
for the shares of exportS in national income. The contrast between thc NICs and the
impon.substituting industrializers is clear.:!

For the most pan. thc NICs have not followed policies of strict free trade (except
for Hong Kong. which is the Jeast regulated economy in the world). Compared with
the impon-substituting nations. however. all of the highly successful countries seem
to have rates of protection that are both lower and Jess variable across sectors.

The big question about the NJCs is whether their success can be emulated by other
developing countries. Does Korea do so well because of its relatively low rate of
protection or because of other factors'! If. say. Mexico were to abandon its strategy
of impon substitution. would its growth rate sharply acceleratc'! Obviously countries
diffcr. and it might be that the successful NICs do well because of social factors such
as a national commitment to education or wone ethic. On the other hand. 2S years
ago. few people would have said that Korea had a society well suited to economic
growth. It was only after trade policy ch:lnged that Korea began to look like a winner.
Was this success just a coincidcnce'!

Whatever the final verdict on the causes of success in the NICs. the remarkable
achievements of expon-oriented development have shattered the old belief that in·
dustrialization must be aimed at the domestic market.-PROBLEMS OF THE DUAL ECONOMY

While the trade policy of less-developed countries is panly a response to their relative
backwardness as compared with advanced nations. it is also a response to uneven
development within the country. Often a relatively modem. capital-intensive. high
wage industrial sector exists in the same country as a very poor traditionaJ agricultural
sector. The division of a single economy into two sectors that appear to be at very
different levels of development is referred to as economic dualism, and an economy
that looks Jike this is referred to as a dual eeODomy~'

Why does dualism have anything to do with~ PcOlicy? o.neaDS\!~.~ that,
dualism is probably a sigri' of rn&rketsworking Poorly: in an efficient economy, for '
example:workerSwouJd notcam hugelYdiff'erent wages iii diffcii:nt sectors. Whenever
markets are working badly. there may be a market failure"cisC for deviating from free
trade. The"Presence' of eCononuc'duaiiSm is,"otten uscei'to justifY tariffs'thai'protCct
the apparently mcm:effi'i::ietii' manufiCiUmig sCctor:-

A second reason for linking duaJism to trade policy is that tiade J)C?licy may_ itself:
have a great deal to do with duaJism. As impon-substituting indusUialiZationliii"come'

2 It may seem puzzling Ibat Sinppm'$ expcm s.bart exceeds 100 p:n:em. However. DO puaclox is
involved. National income. as explaiDed in Chapter 12. mcasun:s UIC: value IIIJiJU by UIC: =onorny. DOt

UIC: lOll! value of Ihe goods it procIuces, Sin,aJlOR ohen buys panly fini5hecll'lWlllfacbIrCS from abroad.
~ them further. then expons them. For examp.le. fabric WOVCll ill Ibe UaUccl Swes mly be _
by Singapore wortm into garments. which are theD exponccl. The value~ Giffen:nce between
what the imponed fabric aliI and the price of Ihe finished elothing-can cuily be less llwI the COSt of
the fabric. When this is the typic:al pancm. impcms and expons will end up iarIer thI2I natioaa.l income.
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under a!tack. some economists have argued that impon-substitution policies have ac
tually helped to create the dual economy or at least to aggravate some of its symptoms.

The Symptoms of Dualism

There is no precise definition of a dual economy. but in general. a dual economy is
one in which there is a "modem" sector (typically producing manufactured goods that
are protected from impon competition Ithat contrasts sharply with the rest ofthe economy
in a number of ways:

1. The value of output per worker is much higher in the modem sector th:m in
the rest of the economy. In most developing countries. the goods produced by a worker
in the manufacturin~ sector carry a price several times that of the goods produced by
an agricultural worker. Sometimes this difference runs as high as fifteen to one.

2. Accompanying the high v6llue of output per worker is a higher wa!!e rate.
Industri:l1 workers may eam tcn times what agricultural laborers make (although their
wages still seem low in comparison with North America. Western Europe, or Japan).

3. Although w6lges are high in the manufacturing sector. however. returns on
capital are nOI necessarily higher. In fact, it often seems to be the case that Qpital
earns Jow~r returns in the industrial sector~

4. The high value of output per wOrker in the modem sector is at least panly due
to a higher capital intensity of production. Manufacturing in less-developed countries
typically has much higher capital intensity than agriculture (this is nor true of advanced
countries. where agriculture is quite capital-intensive). In the developing world. ag
ricultural workers otien work with primitive tools. while industrial facilities are not
much different from those in advanced nations.

5. Finally. many less-developed countries have a persistent unemployment prob
lem. Especially in urban area.~. there are large numbers of people either without jobs
or with only occasional. extremely low-wage employment. These urban unemployed
coexist with the relatively well-paid urban industrial workers.

ECONOMIC DUALISM IN INDIA

The economy of India presents a classic case of economic dualism. In a
country of over 700 million people. only 6 million are employed in the
manufacturing sector. These manufacturing workers. however, produCe .15 percent
of the gross national product and receive wages more than six times as bigh as
agrleultlir21 wages. Manufacturing is far more capital-intensive than agriculture:
indeed. for the past 30 years investment on capital equipment for the tiny
manufacturing labor force has consistently been larger than lOtal investment in
agriculrure.

This sharp distinction between manufacturing and agriculture has actually
grown over time. Since 1960. for example. the real wages of manufacturing
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workers have risen by about 80 percent. while those of farm workers have risen
only about 5 percent.

Why is the gap between sectors so large·! It seems likely that government
policies playa key role. In India. g.ovemment subsidies and protectionist policies
have encouraged investment in manufacturing. and investment in the most capital
intensive sectors in panicular. At the same time. labor laws designed to protect
workers' interests have probably helped the bargaining position of unions. enabling
organized workers to win large wage increases even though there are millions of
workers who would be willing to take their jobs at lower wages.

WiIIlndia's manufacturing sector ~row and absorb the traditional economy'!
Unfonunately. there is little reason to think so. From 1960 to 11:180. manufacturing
employment grew at an annual rolte of only 3 percent. not much filster than India·s
population.

Dual labor Markets and Trade Policy
The symptoms of dualism are present in many countries and are clear signs of :m
economy that is nOI working well. especially in iL'i labor markets. The trolde policy
implications of these symptoms have been a subject of great dispute among students
of economic development.

In the 19505. many economists argued that wage differences b,etween manufacturing
and agriculture provided another justification. beyond the infant industry argument.
for encouraging manufacturing at a~culturc's expense. This argument. known as the
wage differentials a~ument. can be stated in rrnirket failure terms. Suppose that. for
some reason. an equivalent worker would receive a higher wage in manufacturing than
he would in'agriculture. Whenever ~ manufacturing firm decides to hire an additional
worker. then. it generates a marginal social benefit for which it receives no reward.
because a worker gains an increase in his wage when he move.; from agriculture to
manufactUring. This is in, contraSt to what would happen without a _""age difference.
wheie'the-UWginal worker would be indifferent between manufacturiiii-inclagrlcultural
employment'and there woald be DO marginal social benefit of hiring'a'worker other
than the 'profits' earned by'the hiring firm. ,. -,

The effects of a wage differential on the economy's allocation of labor can be
illustrated using the sptcific factors model presented in Chapter 3. Assume that an
economy produces only two goods. manufactures and food. Manufactures are produced
using labor and capital: food is produced using labor and land. Then the allocation of
resources can be represented with a diagram like Figure 10-1. The venical axis represents
wage rates and marginal products; the horizontal axis represents employment. Em
ployment in manufactures is measured from the left origin OIJ. while employment in
food is measured from the right origin OF. MPLIJ is the marginal product of labor in
manufactures. MPLr the marginal product in food; PM is the price of manufactures.
PF the price of food. Thus the two curves in the figure represent the valut of the
marginal product of an additional worker in each sector.

When there is a wage differential. workers in manufactures must be paid a higher
wage than workers in food: in the figure the manufactures wage is assumed to be WM.
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FIGURE 10·1 The
effects of a wage
differential.
If manufactures must pay a
higher wage than food. the
economy will employ too
few worKers in manufactures
an'! too many In food.

the food wage 11',. Employers in each sector will hire workers up to the poim where
the value of a worker's marginal product equals his wage: thus employment in man·
ufactures is O,.,LI (point B). employment in food is L10F (point Cl.

Suppose that the economy were now able to shift one worker from food to man·
ufactures. Manufactures output would rise: food output would fall. The value of the
additional manufactures OUtput. however. would be the wage rate in manufactures.
w..,. while the value of the reduction in food output would be the lower wage rate in
food. WF. The total value of the economy's OUtput. then. would rise by w.., - WF.

The fact that the value of output can be increased by shifting labor from food to
manufactures shows that the economy is allocating too little labor to manufactures.
An efficient economy would set the marginal product of labor equal in both sectors.
which would be achieved if 0,.,L2 workers were employed in manufactures. L20 F in
food (point A). (The increase in output achieved by moving to this efficient allocation
of labor would be equal to the colored area ABC in the figure.)

Jf there is a wage differential. then. marlcets will misallocate labor, firms in the
industrial sector will hire too few workers. A government policy that induces them to
hire more can raise national welfare.

;, As usual. trade poliey is not the tim-best' policy to eiPand manufacturing erri
ployment. Jdeally. government" policy should target employrnCnt directly~ either by
eliminating the wage differential or by subsidizing firms to hire more· workers. A .
subsidy to manufacturing production is not as good. because it encourages capital ao;
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well as labor to move into manufacturin~J-andcapital docs not receive an especially
high return in manufacturing. A tariff or impon quota is still worse. because it also
distons demand. Nonetheless. as a second-best alternative (or more strictly third-best).
a tariff on manufactures could be justified by the wage differentials argument.

In the 19505 and 1960s this seemed to be a fairly convincing argument. In a famous
paper published in 1970. however. the economists John Harris and Michael Todaro
offered a devastating reinterpretation of the labor markets of Icss-developed countries..a

They pointed out a link between rural-urban mip3tion and unemployment that un
dermines the case for favoring manufacturing employment. even though manufacturing
docs offer higher wages.

Harris and Todaro began from the observation that countries with highly dualistic
economies also seem to have a great deal of urban unemployment. Although one might
suppose that this unemployment stren~hens the case for creating more urban jobs in
manufacturing. Harris and Todaro pointed out that despite this unemployment. migration
from rural to urban areas continues. They concluded that rural workers were willing
to come to the cities and tak.e the risk of being unemployed in return for the chance
of gening high-paying industrial jobs, The chance of getting a job depend.... of course.
on how many jobs are available. .

According to the Harris-Todaro model. an increase in the number of manufacturing
jobs will lead to a rural-urban migration so lar!!e. that urban unemployment actually
rises. When an additional worker is hired by them:mufacturing sector. two or three
more workers may le:lve a~riculture to swell the ranks of the urb:ln unemployed.
Although the lucky worker g:lins. his wage ~ain will be largely (maybe even completely)
offset by the w:lge losses of the newly unemployed. The supposed soci~ benefit of
additional manufacturing employment is therefore lost;·-

Lik.e the infant industry :lrgumerit. the wage differentialli argument for protection
is now in disfavor with economists. This is panly becaulie of argumc:nUi like that of
Harris and Todaro and panly because of the general backlash against impon-substitution
policies. In fact. trade policies adopted as a response 10 economic dualism arc 'now
oflen accused of actually making th:lt dualism worse.

Trade Policy As a Cause of Economic Dualism

Trade policy has been accused both of widening the wage differential between man
ufacturing and agriculture and of fostering excessive capital intensity.

The reasons for huge wage differentials between agriculture and industry are not
well understood. Some economists believe that these differentials are a natural market

•reSPonse. Firms. so the' argument g6es'~-offerhigh wages-to ensure low turnover and ,.
high work effonin· countries not used 10 the discipline of- induStrial work. Other"
economists argue. however. that the wage differentials alsoreftcCt the monopoJypowcr

, This cannol be seen in the speeific·raeton model. because that model USUITlC$ thai apical canJIOI
be used in Ihe a,neultural s.eaor. In the raaor·proponions model. however. t:he superiority or I wa~

subsidy 10 I pnxIuClion subsidy can be dcmonsuale4. See Harry G. Johnson. "Optimal Trade Interven·
lion in the Presence of Domestic Dislonions.·· in R.obert E. Baldwin elll•• TrDiit. GrDW/h. 11M 1M
Btl/llnCt qf Faymtflls (Chicap:o: Rand McNally. 1965). Pl'. 3-34.

• John R, Harris and Michael P. Toclarc. ··Mip:ralion. Unemployment. and Developmenl: A Two
Sector Analysis:' "'mtri"all £"onom;c Rtl·i~ fIJ (l970l. pp 126-142.
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of unions whose industries are sheltered by impon quotas from foreign competition.
With freer trade. they argue. industrial wages would be lower and agricultural wages
higher. If so. dualism--and unemployment--may be worsened by impon restrictions.
especially those undertaken in the name of impon substitution.

The excessive capital intensity of manufacturing is panly due to relatively high
wages. which give firms an incentive to substitute capital for labor. To the extent that
trade restri~ions are responsible for these high wages. they are to blame. Also. in
some countries a controlled banking system in effect provides subsidized credit to
industrial firms. making capital-labor substitution cheap. The most direct channel.
however. has been th~ugh selective impor. control. In many cases. impons of capital
goods enter without tariff or other restriction. and sometimes with de facto impon
subsidies. This policy funher encourages the use of capital-intensive techniques.-NEGOTIATIONS BETWEEN DEVELOPING AND

ADVANCED COUNTRIES:
THE NORTH-SOUTH DEBATE

So far we have focused on how individual developing countries have tried to use their
own trade policies to help themselves grow. Since World War 11. however. developing
countries have also tried to get the advanced countries to change their policies. The
result has been a set of running arguments that are often called the North-South debate
bec:luse (with the exception of Australi:l and New Zealand) all the advanced countries
are in the temperate zones of the Nonhem Hemisphere. while most developing countries

; Ire in !he tropics.
---.. ,<-. Three questions have been at the hean of the Nonh-South debate:

I.:. Have poornalions been exploited'! Is the affluence of the advanced nations.achieved
;'·to some degree at the expense of developing countries'!

2..What is the role of foreign capital in development'! Is investment by advanced
-,-~:. nations in developing countries good or bad for them?
3. Should the prices of developing-counuy expons be higher? Should canels be or
.(·"i.anized to raise the prices of raw materials?

~zAre Poor Nations Exploited?
~-"

Poor nations. and their advocates in the advanced countries. have often claimed that
the wealth of the rich nations is based on exploitation. This position was easier to
argue when much of the less-developed world was under direct political domination
from Europe. (Actually. at the height of imperialism. few colonies paid enough tribute
to repay the cost of administering them. But there were some examples of brutal
exploitation. especially in Africa.) In the modem world. the case for exploitation must
rest on something about the tranSactions between Nonh and South that works to the
South·s disadvantage.

It is clear that trade between advanced countries and developing countries is marked
by ··unequal exchange." Developing nations use much more labor to produce the
goods they export to advanced nations than these nations use to produce the goods
they supply in return. The Ricardian model presented in Chapter 2 showed. however.

-"......... _-.~.- ,.- !""'\-_ ......... "53
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that this is not a useful way to look at international exchange. Given the low productivity
of developing countries in both manufacturing and agriculture. unequal exchange is
inevitable: it is not an indication that the poor countries are losing from their trade.

A more sophisticated view of exploitation comes from the same line of thought
as the infant industry argument. Suppose that developing countries could potentially
develop efficient manufacturing industries but that they cannot get started in the face
of competition from established industries in the advanced nations. Then it might be
that the division of the world into rich manufacturing nations and poor agricultural
countries is a historical accident-the rich countries just got there first. and their
industrial development precluded development by the rest of the world. This view is
sometimes called the doctrine of uneven development. Unlike the concept of unequal
exchange. which the model in Chapter 2 showed to be misconceived. but like the infant
industry argument. uneven development is Oln idea that makes sense. The question is
whether it is true.

The answer is that uneven development is hard to justify given the experience of
the last few decades. On one side. the doctrine depends on the correctness of the infant
industry argument. Yet the history of import-substitution policies shows that even with
decades of prolection from foreign competition. many developing countries have not
been able to develop eflicient manufacturing sectors. On the other side. some developing
countries h:lve done very well :It selling manufactures in world markets without inf:lnt
industry protection. Both the failure of protected industries to achieve efficiency and
the success of unprotected industries indicate that competition from established in
dustries in advanced countries is not the main factor inhibiting growth in developing
countries.

Many people-not all of them from developing countries-would like to believe
that the poverty of most of the world is caused by the wealth of the lucky advanced
n:1tions. The sheer awfulness of world poverty makes us want to find villains. In fact.
however. it is hard to find evidence that the wealth of the advanced countries has been
achieved at the expense of developing nations.

The Role of Foreign Capital and Multinational Firms in
Development
The doccine of uneven development concerns the effects of foreign rrade on devel
opment. Many LDCs have been equally concerned about the effects of foreign in
~·~Slmenl. especially when it comes as direct investment by multinational firms. Does
an important role by foreign multinationals hurt the economy of a less-developed
country?

At one level the opposition to foreign multinationals is based on concern over
national sovereignty. in the past. some councies have felt that foreign firms dominate
.their economies and have too much influence over their politics. The caricature of the
"banana republic" that is virtually owned by the United Fruit Company has sometimes
had a basis in reality. Even in a country as large as Mexico. foreign companies dominated
the economy and had powerful political influence in the early years of this century; it
was partly a nationalistic reaction to this foreign control that set off the Mexican
revolution of 1910-1920. As is the case for international investment generally, foreign
ownership declined during the period between the wars and has never regained the
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relative imponance it had in the yean before World War 1. Despite some scare talk.
national sovereignty has not been much threatened in the postwar period. A rise in
multinational operations during the 1950s and 196(}s did. however. raise some legitimate
economic concerns.

Essentially. recent concern over multinationals has focused on technology: the
kind that multinationals use (the issue of appropriate technology) and the way in
which it is made available to others !the issue of technology transfer).

Appropriate Technology Those who ntise the appropriate technology issue argue
that multinational finns bring with them a technology that is suited to the capital
abundant. labor-scarce economies in which they are based but not to the poor economies
to which they come. The slogan "small is beautiful." coined by the development
theorist F. W. Schumacher. h:lS popularized the view that LDCs need small-scale.
labor-intensive methods r"olther than the large-scale. capital-intensive methods that al
legedly characterize the oper"oltions of multin:uionals.

Defenders of multinationals reply that multinationals are no more inclined to use
inappropriate technology than domestically owned finns. and that when they do it is
because they a~ given inappropriate incentives. When multinationals produce man
ufactures in dualistic economies. for example. they face relatively high wages and
government policies that encour"..lge them to impon expensive machinery. Given these
incentives the multinationals adopt capital-intensive techniques similar to the ones they
use at home. Given different incentIves. they would behave differently.

There is some evidence to support this view. Consider Mexico. which has tra·
ditionally pursued ::l policy of import-substituting industrialization and which has the
characteristic problems of dualism: a capital-intensive manufacturing ~ector that offers
too few jobs to employ the growing population of urban unemployed. Since 1966.
U.S. finns have been allowed to establish plants in nonhern Mexico that export to the
United States and receive special exemptiori from both U.S. and Mexican restrictions
on trade: raw materials can be imported from the United States without tariff or import
restrictions. and the United States has agreed to charge tariffs only on the value-added.
not the total value of goods exported from Mexico. Because powerful unions are absent.
wages in these export-oriented manufacturing plants--known as maquiladoras-are
lower than wages in the older import-substituting industries. Also. no special incentives
have been offered to these new plants to impon expensive capital goods. The results
are dramatic: the maquiladoras of nonhem Mexico are only about one-tenth as capital
intensive as the traditional manufacturing sector. Despite having only modest invest
ment. the offshore manufacturing now employs some 2S percent of Mexican industrial
workers. The Mexican experience suggests that when multinationals are given an
incentive to use appropriate technology. they are as likely to use it as domestic finns.

. Techn01ogy TrBnsfer The technology transfer issue is a cousin to the infant industry
issue of appropriabiJity. Recall that infant industries are supposed to yield extra benefits
in the fonn of experience and knowledge that diffuse to other sectors of the economy.
Critics of multinationals argue that when an infant industry consistS of foreign finns.
the technology is developed elsewhere and is not transferred to the rest of the domestic
economy. These critics would prefer to see domestically owned firms' that either license
technology from abroad or develop it themselves. They believe that even though these
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firms might initially have higher costs than a multinational. the indirect benetits would
be larger.

While there is no hard evidence on how technology transfer by multinationals
compares with that by domestic finns. it might be infonnative to ask whether the NICs.
which seem to have been successful at adopting advanced technology. have relied on
multinationals. The answer is that they vary enonnously. On one side. Korea and Hong
Kong have relied primarily on local entrepreneurs to develop their industry. On the
other side. Taiwan and 'Singapore rely he:lvily on multinationals-so much so in the
C:lSe of Singapore that some observers have characterized it as :I "contract labor"
economy that hires itself OUt to foreign finns. All four economies hoIve done spectacularly
"'-ell at improving their living standards.

Raising the Export Prices of Developing Countries:
Commodity Export Cartels
Despite their efforts at industrialiZ:ltion. most developing countries remain cxporteTli
of agricultural products and minerals--ohen called "commodities"-and importeTli of
manufactures. Thus. the tenns of trade of developing countries as II group arc related
to the prices of commodities relative to those of manufactured goods. Governments
of poor nations have therefore always been interested in ways to rolise commodity
prices. The most promising route to increased commodity prices has often seemed to
be the fonnation of commodity export cartels. in which a group of countries exporting
the same commodity agree to restrict supply and drive up the price.

We saw in Chapter 9 that a country that is a large exporter of some good can rolise
its welfare at other countries' expense by imposing an export t:lX. If there O1Te sc\'eroll
exporting nations, however. each individual country will be restrained from imposing
a large export t:1X. because some of the benefit of the higher prices thllt rcsult will
accrue to other exporters rather than the taxing country. The b01Sic idea of an export
caneI is that several exporters acting together will take into account the benefits th:lt
each gains from the export taxes of the others. :md that they will therefore succeed in
raising prices (and their welfare) more than if they acted independently.

For example. suppose that Brazil and Colombia were the world's only coffee
exporters. If Brazil were to impose a tax on its coffee exportS in order to raise world
prices, some consumers would shift to Colombian coffee: this shift would limit how
high an export tax Brazil could profitably impose. Colombia would feel similarly
consuained. If Brazil and Colombia agreed to raise coffee prices together. however.
they would both feel free to raise prices higher. to their mutual gain (and the rest of
the world's loss).

Gains from fonning a cartel are greatest when the cartel controls much of world
production. when there is little ability on the pan of consumers to switch away from
the product. and when alternative sources of supply are difficult to develop, Over the
years there have been many anempts to form export canels. in commodities ranging
from coffee to oil to tin. For the most part. however. these canels either broke apan
or were less successful in raising prices than their founders hoped. The reasons have
partly to do with the limits on cartel power. most canels have controlled too little of
world production and have faced both substitution by consumers and competition from
alternative sources. EqualIy important. Cartels have trouble imposing discipline on their

:~aoter 10 Trade Pol!cv in Develooino Cour:lT'es
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own members. Each country has an incentive to cheat. undercutting the rest of the
cartel so as to sell more. If too many members cheat. the "honest" members will find
that it is not wonh trying to suppon the price .

OPEC

Most commodity expon caneIs have been unimpressive in their results. but
there has been one spectacular exception. The Organiution of Petroleum Exponing
Countries (OPECl. founded in 1961. was able during the 1970s to engineer II huge
rise in the price of oil. For a time. it seemed liS though OPEC could serve as a
model for other commodity exponers. In fact. however. OPEC's success has
remained uni4ue. lind OPEC itself fell on hOird times in the mid-19tlOs.

What WliS special about OPEC'! Pan of the answer is that politiclil disturbllnces
helped disrupt the supply of oil lind drive up the price: the Arab-Isr.aeli war of 1973
led to an Arab embargo. while the fall of the Shah in lr.m (19791 and the Ir.ln·lr.a4
war (begun in 19HOl reduced deliveries from the Persian Gulf. Also. OPEC
accounted for more than half of world oil production outside the U.S.S.R. in the
early 1970s. and both the supply and demand for oil are inelastic in the shon run.

Cheating by canel members was less of II problem for OPEC thlln other cllnels.
at least at first. because of the domin:lOt role of Saudi Arabill. In effect. the Sliudis
had 1I large enough market share that they were willing to suppon the price by
reducing output even when other members of OPEC produced more than they were
supposed to.

These special circumstances explain why oil could be more effectively
canelized than other commodities. And even OPEC eventually ran into problems:
by 1986. long-run shifts in demand and increasing supply from non-OPEC sources
had forced price reductions to levels that. in real tenns. were the lowest since 1973.

Despite the failure of attempts to raise prices through expon canels. developing
countries continue to argue that something should be done to improve their terms of
trade. which fell during the mid-I 9805 to the lowest levels since the Great Depression.
At times they have proposed that advanced counuies fund price-suppon programs. in
which international organizations would buy up commodities whenever their prices
fell to some minimum level: such programs would be extremely expensive. however.
and there is no sentiment in the industrial counuies for providing the necessary resouces.SUMMARY

I. Trade policy in less-developcd counuies can be analyzed using the same an- :-.
alytic:al tools used to discuss advanced counuies. The panicular issues characleristic~
ofdeveloping coumries are. however. different. In panicular. trade policy in deveioping-oo,

counuies is concerned with three objectives: promoting industrialization. coping with~
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the uneven development of the domestic economy. and attempting to undo what is'·""",
perceived as unfair or exploitative economic relations with advanced countries.~···

2. Government policy to promote industrializ:ation has often been justified by the
infant industry argument. which says that new industries need a temporary period of
protection from competition from established competitors in other countries. The infant
industry argument is valid only if it C:ln be C:lSt as a market failure argument fof
intervention. Two usual justifications are the existence of impt'rfect capita/ moi/.:i't'S,
:md the problem of uppropriahilit)' of knowledge generated by pioneerinJ, ,finns. --t

3. Using the infant industry argument as justific'llion. many LOCs have pUTliued
policies of import-substituling indu:rtriali:atinn in which domestic industries arc created
under the protection of tariffs or impon quotas. Although these policies have succeeded
in promoting manul~cturing:. by :md I:u-ge they have not delivered the expected gains
in economic growth :lnd living st:lnd:lrds. Many economists :lre now h:lTShly critical
of the results of impon substitution. arguing th:lt it h:lS fostered high-cost. inefficient
production.

4. A sm:l" group of developing countries h:lS managed to industri:llize not through
impon substitution but through development of m:lnut~ctured expons. These nclt'ly
induslriali:ing CCJuntr;C's (NICs) have achieved rapid growth in output and living stan
dards. A major question is whether other countries. by moving away from impon
substitution policies. can achieve similar success.

S. Most developing countries are ch:lracterizcd by economic dl/alism: a hig'S\.
wage. capital-intensive industrial sector coexists with a low-wage lroaditional -sector'l
OU:l.1 economies also often have :l. serious problem of urban unemploymenl.·-·~·

6. The difference in wages between the modem and tr.lditional sectors has SOnle
times been used as a case for tariff protection of the industrial sector. This is the It'agC'

differentials case for protection. This view no IonIZer receives much credence amonl!
economists. however. More recent analyses sugge~t th:lt protection will lead to mor;:"";·..
rural-urban migr:1tion. which worsens the urban unemployment problem and may}"
worsen the symptoms of dualism.

7. Governments of developing countries and their supponers have argued that the
current international economic system is unfair and that the poveny of the developing
world is related to advanced countries' wealth. The most coherent view of this kind
is the doctrine of lUleven development. which is related to the infant industry argument.
According to this doctrine. advanced countries were just lucky in getting established
in the industrial sector first. forestalling industrial development by later competitors.
A review of the evidence. however. finds little support for the view that advanced
nations grew wealthy at the expense of others.

8. On a less global level. multinational enterprises have been accused of failing
to provide benefits to their host countries. either because they use inappropriat~ tech
n%gy or because they fail to make a technology transfer that improves the technological
level of the rest of the economy. Defenders of multinationals argue that multinationals
use inappropriate technology because they are faced with distoned incentives. On the
technology transfer issue. some countries have done well with extensive foreign in
vestment and others have done well without it. so that it is hard to reach any definite
answer.

Chaoter , 0 Trade Policv in Develooin9 Countries
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9. Finally. most developing countries expo" commodities. and they have always

tried to find ways to raise commodity prices. In the 19705 the success of OPEC led
to hopes that commodiTy ~xpon C'arl~ls could improve the terms of trade of many
developing countries. It seems. however. that OPEC benefited from uniquely favorable
conditions (and OPEC itself has come on hard times).

KEY TERMS
developing countries

impen'ect capilal markelS

appropriability

impon-substitutin!! industrializalion

newI~ industrializin~ counlries
(NICs)

economic dualism

PROBLEMS

dual economy

wage differentials argumenl

Nonh-South deb:ue

uneven development

appropriate technology

technology U'llnsfer

commodity expon canels

(-
,~.:./

1. "Japan's experience makes Ihe infant industry casc for protection better than:an~ theory. In
the early 11J50s Japan was a poor nalion that survived by exponin!! textiles and toys. The
Japanese government protected what at first were inefficient. high-eost 'steel and automobile
industries. and those industries came to dominate world rrutrkelS:' Diseuss critically.

2. A country currently impons aUlomobiles at S8000 each. Its government believes that domestic
producers could m:mufaeture aUIOS for only S6000 ttiven time but that there would be an
initial shakedown period during which autos would cost SI0.000 to produce domestically.

a) Suppose that eaeh lirm that tries to produce autos must go through the shakedown period
Ilf high costs on its own, Under what circumstances would the existence of the initial
high COStS justify inf:lnt industry protcction'!

bl Now suppose. on the contr.1r)'. that once one lirm has bome the COSIS of learning to
produce aUlos :11 S6000 each. other firms can imitate it and do the same. Explain how
this can prevenl developmenl of a domestic industry. and how infanl industry protection
can help.

3. Why might impon substituting industrialization be more successful in large developing coun
tries such as Brazil than in smaller nations such as Ghana'!

4. The very small economy of Cantabrigia has a tolal labor force of 20 workers. These workers
can produce two goods. manufactures and food. In production of manufactures. the marginal
product of labor depends on employment as follows:

Number
of workers

2

3

4

S

6

Marginal product
of last worker

20

18

16

14

12

II
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Recent developments in internati\mal trade tl1l'ory h<1\'e ~1l<'\\'!1 tll,\1
there may be domestic gains from trade policy targeted to p<II"tiLub
industries facing foreign competition. Governments and firm" ,11('

seen as being engaged in a strategic game to gain profits ill \\prlLl
markets. The theory indicates that policies such as export <;ub"idll''''
can affect the underlying structure of tIll' g,lmc so as to ,,11\1\\ d\'I111.";'
tic firms to achieve extra profits from exports that eXCl'l'd the atTIllU Ilt

of the subsidy. If this is the case, the policy will have resulted in ,1 n,,;
gain to the domestic economy. 1 In theory some of the ,ldditip!1,t1
profits could be redistributed by taxation so that the generilll,I' ;,,1\'('1"

does not lose from the cost of the subsidy and still allow the l'\\ IWi',

and workers in the targeted industry to b(' better off.
In policy circles there has been a perception that sonw fpreign

governments such as the french and Japal1PSe have chosen to (,lI'g<..'t

certain sectors of the economy. 2 This has led to a current debatl' <1!.JOlIt

whether the United States should also join the targeting game, Then'
are many' difficult issues that arise from this debate, indudin~ !'hil,1'
sophical questions about the appropriate role of gOVt'rI1JIH'nt. (;1I~1

posing this isslIe were decided in the affinnativl', thl're IS <11';\1 ,I
considerable difference of Vil'WS as to which lypes l)f il1lhhlri.'"
should be targeted. For example, slll1uld thL' govl'rnlllent "ttenl~'t II)

revitalize declining industries, support existing profit,lt,le hi.l.';h
technology industries, or ~omehuw pick the winners 01 thl' flllllr('~

This paper is not concerned directly with the first majt1r is"ul'. [\<1:I1\'r
it has the more limited objective of addressing some asp('rb pf the
second question as to the types of industries to be targett'd, In I'Mt 1\'

lIIar, the aim is to describe the implications of the rccent trilde tllI'on'

for the broad characteristics of industries most likelv tt) lead 10 ,1

national benefit from targeting:3



1\ J 1•.'1' 116 What Should Tmdl' Policy Tnrget? 117

(}-----
1;;.-.

,,}\j

N
en
-..J

lil'l~ III l'ntrv th,lt hl'lp to ensure that dOlllestic firms at It'ilst have a

Pl\t\'111i.l1 f(11 1'.Hning subst,lntial profits from export Silks (characteris
tic II Commitment to he,1Vy expcnditures on capitill ilnd R&D can

pl.l\' .I centlal role in tlw strategic gilme betwecn finns (characteristics
:2 ,tnt! /, part i). This strategic game in capitill ilnd R&D which natu

I'lll\' occurs in the early stagcs of a product's life cycle has a miljor in
Ilucnd' on the e\'l'nttlal profitilbility of the product in the mature
prod uction stilge of the industry (see chalilcteristic 7). A mong other
things this g.1llW also affects the eventual conCl'ntration of the domes
til industry rdativ!' to the foreign industry, which is a factor in the
dll'ctlvl'ness of ,lilY continuing government promotion of the indus-

11\' \See characteristic 3). Finally, we associated decreasing average
II , ... h of production and dynamic learning economies with heavy capi
LlI dnd kJwwledgc requirements for production. As indicated in char
.II tel j,tic 5, part Ii, these scale economies tend to magnify any

,Id ... 'lnt.lge from a I~ovcrnment snbsidy program.
Ihis emphasis of the economic theory on large capital and knowl

l'dge requirements strongly point toward the encouragement of the
lh'\'l'1\lpmcnt of Ill'\\' products and processes as part of any targeting

program that might hope to kad to a national benefit rather than just
favor sOl)1e speclili interest group. The enhancement of the ability of

d"nw~tic firms tl) pick up quickly on new advances being made else

\\'h\'I"I' could also be important.
I /DWI'\'\'l", even if it had L1£'en dl'cided thilt a targeting policy of this

kinli \Yct'e desir,lbk, many more theoretical as well as practical issues
t'emain, h1j'examp!e, it should be dCilr from this paper tlMt an advan
1,1f~I' frllm targeting can depend not only on the right choice of indus

II'\' to turge! but Oil the nature of the targeting instruments

tlwmselvl'~, Although we know that a direct production subsidy is
lik,·ly to have different effE'cts than a wage subsidy or certainly than a

capit'll or R&D subsidy, very little study has yet been done on this

qu!'stion.
111 p,Htirular, given that the creiltion and maintenance of high

profit~ is it key requirement of the theory, more information is needed

1)Jl thc likely effects of various methods of targeting on both foreign
'lI1d dllllwstic entry into a targeted industry. ror this purpose the
qucstion as to wheth!'r a ti1l"geting policy should be narrowly focused
toward a single finn or product, or broadly focused towar~i an indus
IfV as a whole, is also important. The answer to this can partly de

J'l'nd on the nature of the targeting instruments. For example, an

industrywide export subsidy may create entry of domestic firms, re

ducing the domestic advantages from the subsidy, but a broddly
based R&D subsidy applied to the same industry may (edd to the

creation of new products for which the innovating domestic firm has
at least a temporary world monopoly, Even if it is decided that an
active U.S. induslrial targeting policy is not appropriate, research on

the likely effect of various targeting policies within different indus
tries could help us understand foreign targeting practices and the best
methods to counteract them.

As a final concluding remark I would like to emphasize that I bc
Iieve it is important that policy discussion on industrial targeting
proceed so far as possible from facts concerning particular industries
and the likely effects of targeting policies, rather than from precon
ceived notions arising, for example, from the traditional competitive
trade model, which may not be very relevant in many real industrial
situations. Also it would appear that the tax code in the United States

already has many provisions that have the effed of promoting some
industries relative to others. For example, rules for depreciation of
commercial real estate tend to promote real estate development. One
would hope that a better understanding of which types of interven

tion arc more likely to improve rather than worsen overall domestic
welfare could at least modify the distribution of government expendi

ture and tax relief in the right direction relative to the present some
what haphazard system.

Notes

L Sec Spencer and Bmnder (1983, 1984) for thl' basic theoretical argulIlent.

2. See, for example, USITC publications No. 1437, October 1983, and No.
1517, April 1984.

3. This paper should not be viewed as an overall survey of the literature on
industrial targeting. Other criteria as to which industries should be targeted
have been suggested. Krugman (1983) provid('s an excellent discussion and
critique of some of these.

4. Kreps and Scheinkman (1983) show thnt if firms playa two-stage game in
which capacity is chosen prior to output and if capital requirements are inflex
ible, then under sOllle mild assumptions on demand, the unique outcome is a
Cournot equilibrium. Under this structure a higher domestic capacity should
reduce the equilibrium levels of capacity and output of the foreign firms.

5. This result does depend on some specific assu~ptions concerning the
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I n I he two markets, the structure of competition could well be differ
l'nl at hOI11l' than abroad. ror eXClmple, there may be a higher propor
tion pi domestic to foreign firms serving the donwstic market thiln
fllll'ign mClrkets, which reduces the chances that il subsidy on domes
lie sales will be socially beneficial. Some types of policies, such as
~ubsidie<; to capital ilnd R&D or pncourilgement of research joint ven
lure", nillurally apply to both foreign and domestic markets. Since
Ilwsl' types of policies could well be particularly helpful in the long
run str,lll'gic game between firms, consideration of their effects on
(,(Ilh the domestic and foreign markets would be required.

An EXJmple

(JIll' eX'llnple of targeting of an industry that broadly fits the criteria
llf this f1ilper is provided by the development of the European Airbus
lOllsorlilllll. Indeed, government support of the European Airbus
lOll';lHtillm Illay be one case in which a government subsidy program
hds provcd effective. The consortium is approximately 70 percent
~:{I\ernllll'lltowned and enjoys substantial subsidies from the French
.1 nd Cerman governments, which on some calculations amount to
,1bllllt 20 percent of the airplane price. Airbus has managed to cilpture
,I stlb.,tantial portion of the commercial wide-body jet aircraft market
dt the expense of .,ales of U.s. competitors, such as Boeing and
\!c[)nnnell-f)ouglas. Jt seems clear that government subsidization
has allowed the airbus to obtain a larger share of the world market
thiln it otherwise would. Indeed it is rather unlikely that an unsup
ported private European firm would have entered the market at all.

\Vlwther government subsidization will translate into economic
"uccess in the sense that the additional profits earned from the airbus
,1I'L' more than sufficient to pay for the subsidy is not yet clear. How
l'\'('r, the dircraft industry does satisfy a number of the criteria that
llll'nrv indicates art' likely to be important for a successful targeting
I'wgr,lll1. l he industry has substantial barriers to entry because of
Idq~e capital and R&D requirements increasing the chances of good
rC'turnc., on investment. From the European perspective there is sub-

N qantial forl:'ign competition (from the United States) so that European
gJ ....111·S are at the expense of the sales and profits of foreign firms.

Indeed, since the European Airbus consortium is the only European
(nnt('nder in the wide-body aircraft market, subsidization is particu-

larly effective since additional sales cannot reduce sales of other do
mestic firms.

Apparently the Japanese are also interested in targeting their air
craft industry, although the Japanese are not yet a major force in this
industry. Whether the Japanese can also be successful remains to be
seen. As indicated in the previous section, the theory of industrial
targeting indicates that as more.governments subsidize the same in
dustry, the possible gains from subsidization are reduced. Countries
could benefit from mutual agreements not to subsidize.

Conclusion

fundamentally the possibility of a domestic gain from a government
subsidy program targeted to a particular industry depends on the
way in which government intervention affects the strategic interplay
between foreign and domestic firms. This argument therefore de
pends first on the existence of imperfect competition in the targeted
industry and on the nature of that competition. There is general
agreement that many industries are not perfectly competitive, but it
would be much harder to get agreement that any particular industry
fit the somewhat abstract requirements indicated by the theory.
Nevertheless, theory in industrial organization and trade does give
some guidance as to the broad characteristics one would need to look
for in developing a targeting program of a type that might have some
chance of conferring a net domestic benefit.

For example, one should look toward those industries in which the
domestic country is likely to have a natural advantage relative to the
foreign competition even if there were no government intervention.
Lower existing domestic marginal costs tend to increase the impact of
each dollar spent on a subsidy program in raising domestic export
profits (characteristic 5, part i). Also factor prices in the industry
should not tend to increase much in response to targeting. This is
more likely to be the case if the industry does not have a strong union
or, if the industry is unionized, that worker incomes be at least partly
based on profit sharing (characteristic 4, parts i and ii). Furthermore
no key input should be in fixed supply (4, part iii).

More important, a number of the conditions for profitable targeting
of export-oriented industries point toward industries that have large
capital or knowledge requirements. Such requirements provide bar-
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dircch'd toward a broad or a very narrow group of products and
\\fwllwr the foreign subsidy program is fully cummitted in the sense
lhat it cannot be changed by domestic actions.

If a inreign government targets a nilrrow(y defined product such as
the 2:iOK semiconductor chip, then similar domestic targeting of the
"allle product is not likely to be beneficial. The domestic government
would he hetter off being first to promote some other likely growth
product, although even this is il highly risky policy. If one basically
bl,lien's in private enterprise, a domestic response to foreign subsidi
/.Ition in the form of subsidization of a broad group of industries such
dS the sL'miconductor industry as a whole would have the advantage
ut allowing privatl' domestic firms to continue to choose the specific
products to be developed, presumably taking into account the likely
inrl'ign developments. Unless a product promoted by a foreign gov
ernment had exceptional potential, the domestically chosen products
an' likely to be significantly different from those of their foreign ri
vid", making the foreign subsidization of the industry less relevant.

Some types of foreign subsidies can more easily be reduced by
nq:oti<ltion and other domestic actions. A foreign subsidy program
th<11 has already resulted in increased R&D and capital expenditure in
specific products will have long lived effects on the distribution of any
rents carned on those products, even if domestic government pres
sure reduces future subsidy levels. On the other hand, subsidies such
,15 those that reduce the cost of export financing have less of a long
li\'ed c(fect on the profitability of exporting industries and may also
be more amenable to bargaining tactics. A domestic policy of match
ing such a subsidy set by a rival producing nation could in the short
ru n allow domestic firms to achieve a major sale and, by nullifying
tl)(' advantage from the foreign government action, could be an im
portant bargaining tool to reduce subsidy levels. This appears to be
the situation with the type of help to export financing which is pro
vided by the U.s. Export-Import Bank.

Targeting of Export-Oriented Industries versus Purely Domestic
Industries

N
$ rhe qUl'stion has been raised as to why subsidize exports when the

tax money could equally be spent on subsidizing domestic sales. For
"x,ll1lplc, Baron (lY84, p. 79) argues that both policies could heIp the
industry achieve economies of scale, lowering prices, but a subsidy to

domestic sales would have the advantage of being kept at home
rather than becoming a gift to foreign consumers.

Pirst, the reasons for subsidizing exports or export-oriented indus
tries imply very different policies from those associated with helping
the domestic consumer. Jf it is the domestic consumer the govern
mcnt has in mind, targeting policies could well include efforts to
increase entry of new firms into the industry, reducing the degree of
industry concentration, which tends to lower prices and profits. This
policy is just the opposite of those implied by the theory of export
targeting. The logic of targeting of exports is based on raising the
profits of domestic firms at the expense of the sales and profits of
foreign rivals. Consumers will not necessarily benefit much, since an
increase in domestic profits depends on prices not falling too far.

Also, if there is but one monopoly or oligopoIistic industry within
an otherwise perfectly competitive economy, one can say that the
output of the monopoly is· too low relative to the optimal product mix
from the viewpoint of consumers. This is not the case in an economy
with a large number of monopoly and other types of distortions. The
theory of the second-best indicates that unless all distortions are un
done by domestic policies, an attempt to remove a few distortions by
subsidizing domestic sales of some oligopolistic industries may not
result in a net improvement in consumer welfare. Some industries
may expand too much, relative to other monopolistic industries that
are not subsidized or do not respond in the same way to the subsidy
program.

For both the preceding reasons, the direct inclusion of consumer
preferences in a targeting program is likely to distort and complicate
the application of such a program, making it less likely that increased
domestic benefits would be achieved. However, if domestic con
sumer preferences are not taken into account, then the same kind of
argument that has been presented in support of subsidies to export
ing firms would also apply to domestic sales. Because of imports,
domestic firms may well face competition from foreign firms at home
as well as abroad. To the extent that a subsidy will increase sales of
domestic firms at the expense of imports, the country can gain from
the transfer of profits from foreign firms.

This does not mean, however, that whenever it is advantageous to
subsidize exports, it will also be advantageous to subsidize do
mestic sales. If, as we.have been assuming, the domestic and foreign
markets are separate in the sense that different prices can be charged
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Characteristic 7 If a domestic industry is involved in rivalry with
fprl'i,.;n lirms, it will be a belle I' candidate for targeting by R&D and
lIl\'l'stment subsidit's if

i. R&D ,mel capital UJsts form a significant proportion of industry
tl1sls, indicating they are important factors in finn rivalry;;

ii ,1 likely winning product is in the early stage of develolJnlCnt or
production and I{&D, and capital subsidies will raise entry L~arriers to
fl1rcign firms.

T.JI'gefing .tnd Import Protection

T.ni/Is and quotas C,)Jl also be used to target domestic industries. If
there arc significant scale economies ('I' dynamic learning economies
from Jlloving down the experience curV'e, the closing or partial closing
(If the c!flmcstic market to foreign competition can in theory lead to a
lower mMginal cost of production which then promotes success in
('xports (see Krugman 1984). Indeed, it has been argued that the
('\isteIKl' of a closed domestic market in Japan allowed Japanese firms
to g.1in sufficient experience in modern technology so as to become a
ill1'lL' in international competition. Also, if the domestic market is
IMge, protection, by taking away potential sales by foreign firms, may
inhibit foreign entry in industries with high entry cost. This would
leave the market dedI' for a domestic firm to enjoy maximum scale
l'colJolllies (see Dixit and Kyle 1984).

IloWl'\'er, this Illethod of promoting exports is rather indirect and
l ..ll1 l',lsily Il'ild to the reverse result. For example, in economies such
,1S Australia ilnd Canada, high tariff walls in certain industrial fields
hJ \'(' led to the development of too many small plants which do hot
11,]\'l' sufficient scale economics to compete successfully on the world
ll1.lrket. .

£:\"en if tariffs and quotas allow achievement of some scale econo
mies by domestic finns, commonly they will still have the effect of
raising prices in the domestic market, to the detriment of consumers.
In comparing protectIOn with subsidy measures of industrial promo-

!\) tioll, one must always keep in mind that protection normally reduces
C5 w(lrld trade, wlwreas subsidies arc generally trade enhancing.

Brtladly speaking, sul'sidy measures have a beller chance of improv
ing world welfare (including consumer benefits) than do protection
1l11'<lsures.

This is not to say one should accept foreign subsidization of rival
firm production as a gift. Foreign subsidies may help domestic con
sumers, but if they reduce the profits earned by domestic producers,
in many cases the economy will lose as a whole, Tariffs in the form of
antidumping duties can therefore be an appropriate measure to offset
the effects of foreign targeting p~actices on the domestic economy.

Targeting by Other Governments

An important question is the way targeting by other governments
might affect the criteria for domestic targeting. It has been argued that
the U.S. government should match foreign subsidies so that U.S.
industry is not put at a disadvantage by foreign governments. This is
the so-called "level playing field" argument.

It should be clear from the criteria for targeting that have been
presented that such a policy is not likely to be generally advanta
geous. In the first place the very fact that an industry or product
group has been targeted by a foreign government reduces the ex
pected rent to be earned by other firms in the industry (see character
istic 1). Even if the domestic return from subsidization is still positive,
if foreign targeting has been successful in reduCing foreign marginal
cost, the domestic return from a subsidy will be lower than otherwise
(see characteristic 5). In other words, although matching foreign sub
sidies may make a "level playing field," the playing field is now at a
lower level than before. Prices and profits in each country are likely
lower after subsidization by both governments than if there had been
no government intervention (see Brander and Spencer 1984).

Also the industries that are most suitable for targeting by foreign
governments may not always satisfy the criteria for a national gain
from domestic targeting. For example, if the industry is highly con
centrated in the foreign country but not in the United States, this
asymmetry will tend to favor a foreign subsidy but will make the
optimal U.S. subsidy low or perhaps even negative, implying that an
export tax would be appropriate.

On the other hand, a domestic government should not necessarily
be dissuaded from supporting certain industries that meet the re
quired characteristics, just because a foreign government has decided
to target the same industry. An important consideration is the nature
of any foreign subsidy program. For example, it is important whether
the foreign subsidy program and the proposed domestic program are
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Ii thel'e arc substantial scale 01' learning economics from increased
fl!\H.1urtion.

Mon> fundill1ll'nlally, innoviltion in products or processes can lead
to the crl'iltion of em initial absolute advantage in the production of a
product. It has bet' n "r~ued that because of spillover effects of R&D or
tr'lIlsfcr of technology to other firms, an innovating firm will be un
able to appropriak fuJly the return from R&D. Patent protection can
1ll'lp to overcome this problem, but it has proved less than fully
l'til'dive, particularly in the international arena. In those industries
\\hl'rc there are major problems from appropriation of returns from
I\&D, private incentives can lead to too little R&D from the viewpoint
oi the best resource allocation within a society.7 Transfer of technol
llf',V Itl other firms confers benefits to society that are not taken into
,1lCllunt by the innovating firms.

This traditional ilfgument for government subsidization of R&D
ari~iillg from the existence of substantial spillover effects of R&D de
pends on taking a world view of welfare, rather than the more na
tillll,ll "iew in which the gains and losses of other nations are not
takell into account. from a domestic viewpoint it is important
wlll'ther the externalities are conferred on domestic or foreign firms.
If tlll'n.' is oligopolistic rivalry between foreign and domestic firms,
any spillover of domestic R&D to the foreign firms is likely to reduce
the rellts earned by domestic firms in international markets. This
died could lower the domestic benefit from R&D subsidit>s. Domes
tic !'olicips can be L'ksigned to reduce the extent of spillo~ers of do
Illt'stic R&D to foreign finns. f;or eXilmple, the law could be amended
hI reduce the ease oi licensing of U.S. innovations to foreign firms.

Even if il firm is not first in innovating a product, it may still do well
if it is in a position to copy and improve on major innovations
being made elsewhere. If there is international rivalry, this means
that a domestic industry will be better off if it is in a position to take
n1,lximUIll advantage of spillovers of ){&D from foreign firms. For
l'Xolll1plc, it has been suggested (e.g., Weinstein et al. 1984) that the
Japanese semiconductor industry has benefited substantially from
U.S. R&D in basic technologies. By concentrating on process technol
0gv, the Japanese weI'{' able to replicate or adapt U.S. designs at low
cos!. This enabled thcm to capture in a relatively short time a large
share of the market in consumer products using semiconductors.
Cp\'crnment support of activities that speed the transfer of foreign

technology to domestic firms can be domestically beneficial. These
considerations lead to characteristic 6:

Characteristic 6 A domestic industry will be a better candidate for
targeting by R&D subsidies if

i. there is a minimum of spillover of new domestic technology to rival
foreign firms;

ii. the government intervention aids the transfer of foreign technol
ogy to domestic firms.

On the other hand, if there are no spillovers of R&D so that domes
tic firms can appropriate the full return from R&D, an increase in
domestic R&D due to government subsidies can set the stage for an
increase in profits from export sales, which more than exceeds the
cost of the R&D subsidy. Just as in the case of capital subsidies, this
policy is effective to the extent that it leads foreign firms to reduce
their R&D levels (see Spencer and Brander 1983). Domestic firms
alone may not be in a position to achieve such a response. If a domes
tic firm announces that it is substantially increasing its expenditure on
R&D, this may not be entirely convincing or credible to foreign firms
who may decide to continue with their R&D plans, making the do
mestic increase in R&D unprofitable. On the other hand, increased
domestic expenditure on R&D would be expected as a natural re
sponse to a domestic subsidy to R&D and could well indicate to
foreign firms that their research in this area is less likely to payoff.
Hence supporting R&D-intensive industries could be one way of ob
taining a greater share of future winning industries.

There also may be a connection between government support of
R&D and capital investment in the early stages of a product's devel
opment and the future structure of the industry in terms of the even
tual number of firms in the industry and the timing of their entry. In
the early stages of a product's life cycle, an initial innovating firm may
have a temporary monopoly of the product. After a time imitators
enter, reducing the profits of the innovating firm and bringing the
industry into what is often called its "mature phase." Government
subsidies to investment by the original firm can allow it to enjoy
greater economies of scale, making entry by other firms less
profitable. There may be a domestic gain if such policies reduce the
number of foreign entrants or delay the entry of foreign firms. These
ideas are summarized in characteristic 7:
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II'~<; in response to ,; subsidy, increasing the bonus payments of work
l'I';; frol11 profit shanng. In the extreme, if the union set wages at the
cl.Il11pditivc level ~:. that all trilllsfers of rent to workers comes from
I'I"lfitshill'ing, the" the union would have no effect on the total do
11l1'~tic rl'nt earned from government intervention.

Also certain mcans of subsidization are more likely to result in an
inln'(1~;C in the umon wage than others. My conjecture here is that a
~ubsidy tool that reduces the negative impact of a wage increase on
employment more than otl1l'r tools is likely to lead the union to be
nhlre aggressive in raising wages, For example, direct and permanent
w,lge subsidies w\luld likely have the least H'straining effect on the
union. Wages would have to increase by more than the subsidy per
workl'l' in order ((; i'l'duce employment. In the case of a capital or
I\&D subsidy an increase in the wage bill equal to the total amount of
tlw subsidy ' ...·ould (enel to lead to a substitution of capital for labor
'llld intensify the sl.'arch for labor-saving innovations. This prospect
m,l)' lead a union to be more moderate in its wage demands.

If inputs are not l.:'ilsily substitutable in production, a production
subsidy or subsid? per unit of output would affect the union wage in
tht' same manner as a wage subsidy. This effect would b~ reduced if
the subsidy were restricted to export sales, as is the case with the
current interest rate subsidy to purchaser financing which is provided
by till' Export-Import Bank. Most exporting firms also produce for the
donwslic market, and the union wage bargain covers both domestic
and export sillcs. The prospect of a reduction in domestic sales and
elllplo~'l11ent from ,1 \\'ilge incH'ilSC should mitigate the tendency for
wage~~ to rise.

A. furlher factor price effect to be considered is the possibility that
there is a fixed amount of some critical input used in a group of
expurting industries. Dixit and Grossman (1984) show that in this
case iln export subsidy to one of the exporting industries would in
cn'i1sc production of that industry, but mainly at the expense of the
profits illld sales ot other exporting industries. Dixit and Grossman
suggest that such an input might be scientists or engineers of a partic
ular kind. It is clear that this could be a problem, particularly in the
shnrt run. In the hmg run, inputs are not generally fixed in supply.
Civel1 the demand, more engineers and scientists would be trained in
the United States, and additional skilled workers would emigrate to
tlw United States from other countries.

These considerations lead to characteristic 4 of industries most
likely to be suitable for targeting:

Characteristic 4 FacIor prices should not increase much in response
to domestic targeting. This is more likely if

i. the indl~stry does not have a strong union;

ii. worker incomes are at least partly based on profit sharing;

iii. no key input is in fixed supply.

Cost Advantages

Another question is whether subsidy money is better directed toward
those industries where a country already has an initial advantage,
such as cheaper raw materials or better-trained workers, or whether
the money would be better spent in some way compensating for
higher costs of production relative to the foreign competition.

If the nature of the industry is such that an export subsidy is
beneficial, it can be shown that the lower the initial domestic cost
relative to foreign marginal cost, the greater is the domestic gain from
a given amount of subsidy. There is a greater return in increased
profit from each subsidy dollar if the domestic industry already has a
natural advantage relative to the foreign competition.

In addition the very nature of imperfect competition leads it to be
associated with scale economies,. which provide a barrier to entry and
thus maintain the industry profitability. In this case government in
tervention, particularly in the form of subsidies to capital, can lead to
a lowering of marginal cost sufficient to create a domestic advantage
where otherwise it might not have existed. Of course it does not
follow that such a policy is necessarily in the country's best interest.
Rather, this consideration indicates that if an industry has a natural
cost advantage in production such as cheaper raw materials or loca
tion advantages, and if in addition it is subject to learning economies
or other scale economies, then it is a better candidate for targeting
than otherwise. This idea is expressed as characteristic 5:

Characteristic 5 Targeting is more effective if

i. the domestic industry has a fundamental cost advantage relative to
the foreign competition;
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output tends to reduce foreign output more, the greater the number
of tOIl'ign firms or the less concentrated the foreign industry. With a
great'.'r number of kit,'ign firms each firm may tend to cut back less,
hilt the total reduction in output tends to be higher for a given expan
..,ion in domestic output induced by a subsidy.

Abo declining marginal costs, both short and long run, magnify the
tt'ndcllcy for imcign output to filII in response to domestic expansion.
In the short run a cutbilck in output then raises marginal costs, reduc
ing tilt' profitability of output at the margin so that output is reduced
1l101'l' thall if milrgill,li (ost were constilnt. In the long term foreign
firms would move ((l plants designed for a lower level of output,
rilising their average costs because they are able to take less advan-
tage from economies ;jf scale. ;

Turning to the question of concentration in the domestlc industry,
for ilny one domestic firm the response of rival domestic firms to an
inti ustry subsidy is Just as important for profits as the response of
rival foreign firms. A.., expressed by Eaton and Grossman (1983), there
i~, il kind of pecuniary negiltive spillover between domestic firms, in
the sense that each firm in choosing its output considers only the
effect Df that output choice on its own price and profits and does not
t,lke into account till' way its actions may affect other firms in the
eI( lIlH'stic industry. An increase in sales by anyone domestic firm
tends to reduce till' price and profits received by other domestic pro
ducers. One normally applauds this effect, which leads to more com
pl'lilive pricing <IS being in the best interest of domestic consumers,
bill jf sales are m<linly to foreigners, till' country's best interest lies in
kl'l'Ping monopoly profits high. This negative effect of the expansion
of otl1l'r domestic firms on the price and profit earned by anyone
dOlllestic finn tends (() be smaller the more concentrated is the do
mestic industry, since there are then fewer firms to which the exter
nality applies. Of COlll'se, as indicated earlier, even if there are a large
nurnlwr of domestic firms, the existence of an equ<llly large number of
foreign firms can offset this effect, so that an export subsidy can still
he advantageous.

Assuming that firms have Coumot behavior and each firm pro
duces the 5.1111(' product at the same cost of production, the effect of
industry concentration on whether a domestic export subsidy would
leduce foreign sales sufficiently to raise welfare is summarized in
characteristic 3:

Characteristic 3 The domestic industry involved in exporting
should be more concentrated or equally as concentrated as the rival
foreign industry.

This advantage from domestic concentration points toward an ar
gument for relaxation of antitrust laws for firms that are heavily en
gaged in export sales. This could facilitate the internalization of the
negative spillovers from independent pricing of export sales by do
mestic firms. The cost of all this, of course, is that the same cartel-like
pricing behavior could carryover to the domestic market.

hctor Price Effects

The rent extracted from export sales includes rents received by work
ers as well as total profit. Workers receive rent if they earn more than
the opportunity cost of their labor. As explained by Krugman (1984),
if an export subsidy results in an increase in employment so as to
increase the total rent earned by workers in industry, this is a benefit
to the economy just as much as an increase in industry profit. On this
basis the existence, for example, of high worker rents due to union
ization might be used as an indication that the industry could be a
candidate for targeting by the government.

However, the existence of a union brings an additional player into
the strategic game between firms and governments, and government
subsidy policies rather than just increasing employment would under
normal conditions result in an increase in the union wage. 6 This in
crease in the wage with the same or higher employment level would
increase the total rent earned by workers. However, this is not just a
transfer of profit from shareholders to workers, leaving the total sur
plus earned by the industry unchanged. An increase in the wage by
increasing marginal costs affects the result of the strategic game, re
ducing the level of exports as well as the total rent earned by the
industry. To the extent that a subsidy is reflected in a higher wage
level, this undoes the strategic effect of the subsidy, making each
subsidy dollar less effective.

Of course the impact of a union on the effectiveness of targeting
depends on both the nature of the union bargain and the nature of
the subsidy or protection tool. If the union contract depends partly on
profit sharing, then the union will have an incentive to raise wages
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!'rllll1 dllllwstic L'xpansiqn, allowing the possibility that domestic
illlifils \\'ill increase.

Ihis n'(luirement c1cilriy rules out intervention in the case of a true
111\lnopuly where a domestic firm does not face competition or poten
tied competition in export sales. A true monopolist will he in a position
to price ilnd milke investment choices so as to maximize its own
prllfits.

Whether an cxport subsidy will cause foreign firms to cut back
output dq' l'nds on th,' l1<1ture of the oligopolistic rivalry between
fillllS ,1Ild Oil the niltun,' of the response, if any, by foreign govcrn
llll'nh, 'I he l'Heet of olit~(lpo1istic rivillry ill pricing decisions has been
('"\f'II\lTd in Eaton and (;rossman (19K~). They show that the opposite
indlls!r~' response, oft.'n associated with tacit collusion models, is
(('I'tainly possible. If onc firm raises price by cutting back output, this
l11il)' CilUS(' other firms t<) follow suit and also cut back output, increas
ing prices c1osl'r to the ,oint profit-milximizing monopoly level. Con
\'('rse!y, a rise in exports by domestic firms brought about by an
e\port subsidy could lead to an increase in output by other firms and
il turthcr fall in prices, reducing the profitability of the domestic in
dustry. ~)uch would be the case under what is called Bertrand compe
tition, in which l'ach firm assumes that if it changes its own price,
.Itlwr (mns will maintain their price even in the face of loss of sales. In
thi~ casl;' (1n export tax rilther than a subsidy would increase domestic
pwfits from exports.

()n till' other hand, the Eaton and Grossman (1983) analysis applies
Illost ('asily to short-run pricing decisions after capital is in place. In
tl1l' ('arlin stages of pnduct development, there may well be a pdar
g,lIlW hl'tween rival firms as to the level ,ll1d timing of capital invest
l11\'nts, In highly capitai-intl'nsive industries, capacity decisions will
n'l1ditiull the nilture of future price rivalry, exerting an important
inllucllce on overall profitability and Ilwrket share at the future pro
duction stage. for example, if an industry has a large and inflexible
capital I\'cluirement, once the foreign firms are at capacity, an expan
';ion of domestic outpUl cannot induce an immediate expansion in
toreign output as is implied by Bertrand price behavior. Theoretical

tv \\'(llk by Kreps (lnd Sdll'inkman (1983) supports this view. 4

~ In such industries it would seem likely that an early and large
dOfllf'stic investment would tend to preempt the foreign competition

C-"\ It'ding to the lower foreign investment and output in the long run,
which is required if targeting is to be domestically beneficial. Govern-

ment policies that increase domestic capacity arc likely to serve as
signals to foreign governments and firms that domestic ouput will be
higher so that the return on investment to foreign firms will be lower.
Such policies are likely to be most effective in reducing foreign capac
ity if they occur relatively early in the product life cycle before plans
for foreign capacity have been finalized.

This discussion should make dear that one of the problems in
implementing targeting is that the nature of the reaction of the
foreign firms and governments may not be known. Further study of
this complicated question would be needed on an industry by indus
try basis. In effect, this discussion implies the following requirements
for successful usc of targeted subsidies:

Characteristic 2 The domestic industry must be subject to serious
foreign competition or potential competition. Subsidy of the domestic
industry should lead foreign rival firms to cut back capacity plans and
output. Although they are not necessary, large and inflexible capital
requirements are likely to increase the chances of this type of
behavior.

Industry Concentration

As indicated in the previous section, an export subsidy will increase
domestic welfare only if the enhancement of domestic exports from a
subsidy is not "too large" in relation to the reduction in sales or rival
foreign firms, so the fall in price associated with the subsidy is kept to
a minimum. Assuming that the industry satisfies characteristics 1 and
2, some factors are likely to magnify the tendency for domestic expan
sion to be at the expense of foreign rivals, making the industry a
better prospect for domestic targeting.

Dixit (1984) and Eaton and Grossman (1983) have shown that the
price fall associated with an export subsidy is likely to be lower,
the more concentrated is the domestic export industry relative to the
foreign competition. Hence this consideration tends to favor subsidi
zation of those industries or parts of industries that consist of fewer
domestic than foreign firms. The exact form of this result does require
some special assumptions on the nature of the industry, but the direc
tion of effects should still remain.5

Considering the foreign industry first, a given increase in domestic
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1,!"lltific,llion of lhe;,' char,lCterislics is a prelil11inar~' step toward
tr,lIl"I,ltillg theory intI> practical policy proposals, but there remain
"c'nou', pl(Ktical probic'illS of implementiltion. For eXilmple, some
I ildfilrlni"tics inclicatcu hy the theory require information that is not
r",1Lhh ,l\'ailable, such ,i'; the nature and level of costs in both domes
tiC ,I Ill! foreign firms. Furthermore accurate prediction of the behavior
l't l,'rl'i)',ll firms and gllH'rnnwnts, which is important for some of the
chdfilcll'ri"tits, is likl'ly to be extremely difficult to obtain. These prob
1"IllS ,lilt! othl'rs may w,'11 make a policy of targeting particular export
indll"trIl'S 1Illdl'sirabk Nevl'l'thl'less, even without donwstic im
f'!I'I11l'nt.ltion nf ,In industrial targl'ling policy of this sort, it seems
I: "l'flll tIl sec what CCllllomic theory has to say on the subject. This
,,11l'lIld Ie.ld to more 'l1fOl'll1ed debate as well ns perhaps to some
bt'lter 'Illderstilnding \I( lhe cffects of foreign industrial policies.

In lhi" paper [ take .l broad view of what is meant by trade policy
t.H~;l'!illg. In some di»cussions the word targeting is restricted to
~'olicie~; that promotc' "dIne narrow group of products within an in
du"IJ'\' or eyen a singk firm. Although trade theory docs indicate
SllllW pt the is';lIl's that might arise in deciding on how specific to a
Imn. F!'tldllcl, or group of products a targeting policy should be, this
qll,· ... tioll is \'L'ry much ;iffl'c1ed by the particular nature of the industry
or group of industries being considered and would require both more
tlll'oretil <11 analysis and detailed industry studies. I nlso take a broad
\'il'\\' ,1<; to 1\1(' nature uf the targeting instruments. Clearly export
sU["..ldil's and t<\Tiffs .He t\VO possible instruments. However, other
~'nliri('s such as subsidization of R&D and plant and equipment could
\\'pll h,lve a greater iOllg-run impact 011 profits earned from export
sail'" ilnd would need 10 be considered as part of any policy to pro
mp!l' industrial exports

Industry Profitability and Barriers to Entry

., hc' .lTgunll'nt for export subsidies found in the recent theory is based
Pil l':dr,leting additionill profits from foreign producers and consum
er" For an l'xpnrt sub:;idy to be domestically welfare improving, it
Illll»l lll( rl'ilSe the profits to be earned by tl1(' industry on export sales
b\ ,111 .nl1oullt exceeding the cost of the subsidy to the taxpayers.
.\pdlt from dynamic COllsidl'l'iltions of product innovation and devcl
(If'llll'nl, and the possibility of extrcme economies of scale, a net gain
n''-jlllre" that the sale price exceed the opportunity cost of inputs

determined without the subsidy. This cnnnot be the case unless there
is somc barriC'r or cost of entry to the industry, both to make subsidi
zation initially beneficial and to preserve the gain in profits for a
reasonable length of time. Common barriers to entry would include
high capital or R&D requirements as well as legal barriers such as
patent laws.

Traditional trade theory assumed that there were no barriers to
entry so that an industry would consist of a large number of small
firms earning only the normal profit required to remain in business.
In such a purely competitive industry, price is equal to each firm's
privale marginal cost of production, so an export subsipy of, for ex
ample, $1 per unit, would lead to a price that is $1 less than the real
marginal cost of production. In this situation an export subsidy can
only reduce domestic welfare, at best acting as a gift to foreign
consumers.

This requirement for profitability would appear to rule out subsidi
zation as a method to "save" unprofitable or so-called declining in
dustries and still benefit the country as a whole. This is generally the
case, although some seemingly unprofitable industries might earn
above-normal returns from exports if the hidden returns in the form
of wages and salaries above their opportunity cost are counted.

The first requirement for an industry to be appropriate for target
ing is summarized as characteristic 1:

Characteristic 1 The industry or potential industry must be ex
pected to earn additional returns (expressed in profits or greater re
turns to workers) sufficient to exceed the total cost of the subsidy.
This requires that at least for a period there be substantial barriers to
entry.

Restrictions in Sales of Foreign Firms

For an export subsidy to be appropriate, increases in domestic exports
must lead to a reduction in the output levels of rival foreign firms.
Indeed, an export subsidy is more likely to improve domestic welfare,
the greater is this effect or the more the domestic expansion is at the
expense of sales of foreign rivals. Without a loss in sales by foreign
firms, the increased domestic exports induced by a subsidy would
normally result in a fall in price sufficient to make the additional sales
unprofitable. A reduction in foreign output mitigates the price fall
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niltllrl' of the induslry. For ex,lmple', firms are assunwc! to hilve Cournot
h'h,wior, implying that in eqUilibrium each firm will haw chosen the level of
1I11tput thai maximizl's :ts own profits given the level of outputs of the olher
finm Also it assumes that each firm produces the same product at the same
ll),t I,f production.

h. Set' Brander and Sp"ncer (1984) for a model of the strategit: interplay
bl'lWL'l'n firm~; and a union in il partially unionized industry. It can be shown
th,lt i1 'lIb~id)' on eXpl1itS of the unionized firm would be substantially ab
"lIh'd in hihhcr wages, reducing the eift'ctivent'ss of the subsidy.

7. Thcn' is an opposite <1i'gumcnl: Ih,lt excessive duplication of research effort
l'y tl1ll1l'ding firms will lead to an excessive use of resources for I{&D. If this
is till' (ase t'ncouragenwnt of research joint ventures by domestic firms could
sO"'e this problem by allowing I{&D dollars to be spent more effectively (sec
Crossman and Shapiro 1(84).
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Global Growth Through Global Competition:
Linking Commercial Policies and TradelEconomic Performance

SRI International

The processes driving economic development are by no means fully understood. But much
can be learned by experience. History shows above all that economic policies and institutions are key
building blocks. This finding is encouraging because it implies that countries which have failed to
prosper can do better by improving policies and making the right institutional choices. The
Commercial Policy Framework Model focuses in particular on identifying which policies promote
economic development.

A central theme ofthis initiative is the interaction between government and the private sector.
A consensus has been reached on the need for a "market-friendly" approach to development. The
key elements ofa market-friendly approach include:

• Investing in people;
• Creating the right "enabling environment" for private enterprise;
• Integrating with the world economy; and
• Establishing a sound macroeconomic foundation.

Recent political events have helped encourage acceptance ofthe market-oriented principles.
For example, the dramatic political and economic events in Eastern Europe and the former Soviet
Union have generated unprecedented enthusiasm for introducing market-oriented reforms. Countries
which previously favored import substitution strategies in Latin America and Africa now are turning
increasingly towards export promotion and open-market policies to achieve higher levels of economic
growth. Many countries which formerly endorsed socialist models which relied heavily on state
subsidies and state-owned enterprises have now transformed their regimes towards a private market
orientation. Even countries in East and Southeast Asia which have long been known for their market
oriented export strategies have taken further steps to liberalize their economies.

There is increasing consensus that competitive markets are the best way found yet for
stimulating trade. Domestic and external competition provides the incentives that unleash
entrepreneurship and technological progress. However, it is also recognized that markets cannot
operate in a vacuum; they require the proper legal and regulatory framework that only governments
can provide.

Improving the standards ofliving through economic development has been an important, and
sometimes daunting challenge facing many countries. This challenge has been approached with
different development strategies over the past thirty years, with mixed results. Overall, the economic
growth of developing countries has surpassed the long-term historical growth trend of industrial
countries. The economic growth rate ofthe developing world averaged 4.8 percent over the 1965
1990 period, compared with a 3.5 percent growth rate for industrialized countries.
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During this time period, some ofthe fonnerly low-income countries have raised their relative
economic position to the point where they are entering the ranks of the industrialized world. In
particular, the growth ofthe four "Asian Tigers" has been striking. Taiwan, Hong Kong, Singapore
and South Korea saw their per capita incomes increase by a factor of five in the twenty-five years
between 1965 and 1990. One ofthe most interesting features ofthe success ofthe Four Tigers is that
these nations achieved rapid and sustained economic growth with few resource endowments. Most
ofthe economic success in those countries has been attnbuted to the policy choices, to the institutions
promoting economic development, and to the productivity ofthe human resource base.

What is both heartening and disturbing about the development results is that the distribution
ofaccelerated, sustained growth has been very uneven across different regions. While nations in East
and Southeast Asia have on average attained steady or accelerated growth, the Sub-Saharan and Latin
American regions have experienced economic stagnation. Most important, poverty and the
associated, wrenching problems of malnutrition, high infant mortality, underemployment, low life
expectancies, and wasted human potential, are still far from being eradicated.

Conditions for Rapid and Sustainable Growth

Eight factors playa key role in generating rapid and sustainable economic growth:

• Political stability
• Macroeconomic stability
• Resource endowments
• Labor resources
• Capital resources
• Infrastructure
• Technology
• Entrepreneurship

A counnys commercial policy environment directly affects all of these factors except political
and macroeconomic stability by the "rules of the game" -- the regulatory and policy climate in which
businesses operate. "Market friendly" policies reduce distortions in the economy, allow businesses
and firms to respond to market signals, and encourage investment and development. Sound
commercial policies help to reduce risks to investors, increase business confidence, and allow
countries to develop their true comparative advantages. The next section summarizes the impacts
ofkey commercial policies.

Business Start-up

The registration and approval process is a critical hurdle for businesses and entrepreneurs
since it is the initial step before a business can invest in new or expanded operations. Complicated
registration requirements and a lengthy approval process delay start-up operations and discourage
potential investors, especially those with neither the money nor personnel to proceed through a
circuitous screening process. Smaller firms are particularly likely to be dissuaded by the investment
in time and money required to proceed through demanding and uncertain registration and screening
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process. A simpler, more automatic process that minimizes "red tape," discretion and waiting time
allows investors to quickly realize potential investment opportunities.

Registration and approval begins with business policies governing procedures for company
formation and extends to other areas such as taxation requirements, pennits to purchase land and
construct buildings, and licenses to use natural resources or hire labor. How quickly investors receive
the necessary approvals for start-up can depend largely on a country's policy environment. Until
recently in Kenya, final approval for investment projects took up to a year for clearance because
investors were required to visit each of the government ministries overseeing the approval process
and to submit separate applications to each ministry. By contrast, Singapore and Hong Kong have
centralized all decisionmaking for investment screening and pennit approval. In these countries
investors can obtain approval for projects in as little as 24 hours.

Pricing Policy: Inputs

Almost all businesses ofevery size, whether they produce for local or export markets, require
a steady flow ofinputs to keep the company running. One ofthe key policy instruments affecting the
timely availability of inputs is pricing policy. Guaranteeing an adequate flow of raw materials to
industry requires pricing policies that provide adequate incentives for suppliers. Artificially low prices
that do not reflect the true value of inputs can be wasteful and costly to society, while overpriced
inputs represent an excess cost to be borne by industry.

Import Policies

An important tool for eliminating the disadvantages that industrial producers in developing
countries may face in competing in the world market is guaranteed free access to the imported raw
materials and intermediate inputs used in industrial activities that generate value added. "Free access"
in this case means that such imports are free ofimport and foreign exchange restrictions as well as
free from tariffs and indirect taxes. Rather than opening their borders immediately to free trade, many
developing countries establish free trade regimes for exporting while maintaining protected regimes
for production in the local market during the transition period. Free trade status is often given first
to exporters as a first step toward the first-best solution ofeconomy-wide free trade.

Financial Market Policies

As we saw in previous sections, pricing policies are essential for guaranteeing the efficient
allocation of inputs used by enterprises in the production process. Similarly, interest rates, which
represent the price offinancial resources in the capital market, will detennine the efficient allocation
of capital resources. Sound interest rate policies will: (i) provide incentives for mobilizing
international and domestic capital~ (ii) allocate credit to enterprises which can earn the highest
economic retum~ and (iii) signal a stable and predictable financial system which encourages
investment, savings and development. The experiences ofmany developing countries suggest that
positive real interest rates most often result from policies that allow interest rates to respond to
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changes in the business cycle, to adjust to fluctuations on the foreign exchange market, and to reflect
the relative risk ofinvestment opportunities.

Exchange Rate Policy

The exchange rate is also an essential price that will determine the cost of imports, the
competitiveness of exports, and ultimately the cost and availability of capital. Methods of
determining the exchange rate vazy by country and are distinguished by their degree offlexibility. The
choice of a particular regime over another is not so important as the necessity of maintaining an
appropriately valued and stable real exchange rate. Recent studies by the World Bank have found
that on average, countries with misaligned real exchange rates exhibit poorer growth performance
than countries with appropriately valued ones. Undervalued currencies make imported capital
excessively expensive and can restrict an enterprise's ability to import essential capital inputs.
Conversely, an overvalued exchange rate can lead to capital flight by making foreign financial assets
relatively more attractive than domestic ones, thus encouraging investors to place their assets abroad
rather than investing them in the domestic economy.

Foreign Investment Policies

Investment is widely recognized as a primary catalyst oflong-term, broad-based sustainable
economic growth, and guaranteeing a steady flow of investment funds depends critically on a
supportive policy and regulatory environment. The most important features in attracting prospective
investors, both foreign and domestic, are policy stability and clear "rules of the game."

Labor Policies

As a primary factor ofproduction, labor is particularly susceptible to government policies that
in tum directly impact a firm's profitability and competitiveness. Meaningful policies to protect
workers and avoid exploitative or discriminatory practices are necessary and important. However,
government regulations that determine minimum wages, labor mobility, the hiring and firing of
employees and the use ofexpatriate personnel, all ofwhich are intended to protect workers, can in
some cases have counterproductive effects on industrial development and long-term job creation.

Taxation

Taxation is a key policy instrument which affects government fiscal balances and business
profitability. In every country there is an important balance between raising sufficient government
revenues to provide adequate public services and to maintain infrastructure and providing ample
incentives to private business to invest and obtain satisfactory returns on capital.

High corporate taxes are viewed by the business community as burdensome as they result in
a reduction in net cash flow and the profitability of investments. High corporate taxes can act as a
drag on economic growth and also can provide strong inducements for tax evasion. Corporate tax
rates examined in this study ranged from a low of 15 percent in Hong Kong, Chile and Mauritius to
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a high of55 percent in Ghana and Uganda. The countries with the lowest levels ofcorporate taxes,
including Hong Kong, Korea, Taiwan, Chile, and Mauritius, enjoyed high levels ofprivate investment
and high levels of economic growth. Experience in these and other countries suggests there is a
strong link between tax levels and economic growth.

In addition to corporate income taxes there are a number of taxes which affect business
profitability. These include, among others, import duties, sales taxes, value added taxes, payroll
taxes, social security, and capital gains taxes. There has been a general movement in many countries
throughout the world towards lower, broader based taxes. This type oftax regime provides adequate
incentives for longer-term economic growth, while also being low enough to reduce incentives for
evasion.

Export Policy

In the export area, there are a number ofpolicy pre-conditions which need to be met in order
for countries to compete internationally and rapidly increase production. Experience from successful
export led-growth countries has shown that exporters need a policy environment that contains the
following elements:

• Maintenance of a competitive exchan&e rate: An exchange rate system that
maintains a competitive exchange rate is the single most effective export promotion
instrument.

• Access to inputs at internationally competitive prices: Meeting this condition
requires hberalized trade regimes, elimination ofmonopolies and price controls, and
the introduction ofpolicies which encourage domestic competition.

• Access to international markets: This requires the absence or elimination of all
restrictions on exporters including export taxes, export licensing, and quantitative
controls.

• Access to credit and other financial services at internationally competitive rates:
In general, the economy does not benefit from special below market rates ofcredit for
exporters, but rather from policies that ensure exporters credit at internationally
competitive rates adjusted for risks associated with local economic and political
conditions. In many countries with tightly controlled financial markets, fonnal credit
is unavailable at any price for non-traditional exporters. This represents a serious
policy impediment to eXporting.
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Commercial Policy Research Methodology and Findings

Research Goals

Given the importance ofa business-fiiendly commercial policy environment for private sector
development, it is imperative for policymakers to identify feasible policy alternatives, and to assess
their effectiveness. To this end, cross-country experiences can be utilized to examine specific policy
approaches and the lessons learned from their successes and failures in enhancing economic
performance. Cross-country data is also useful for conducting policy benchmarking, which is an
effective technique for assessing the comparative position ofa country's commercial policy regime
against its competitors in attracting international investment and trade.

Although comparative assessments ofeconomic policies have been conducted in the past, in
most cases the comparison is limited to a few countries and confined to a specific policy area, such
as the forei~ investment policy regime: In order to assess the commercial policy practices of a large
number of countries across a broad range of policy areas (such as trade, investment, tax, foreign
exchange, etc.), it is necessary to identify an analytical framework within which commercial policies
can be examined in a systematic and objective manner.

Research Methodology

Data Collection and Classification. To examine the commercial policy environment and
its relationship to economic performance, 36 policy variables and 4 economic performance indicators
have been selected as the basis for international comparison. To the extent possible, quantifiable
measurements ofpolicy differences were utilized. The economic performance indicators selected are:

• Average annual real GDP growth 1980-90
• Average annual real industrial growth 1980-90
• Average annual growth rate ofgross domestic investment 1980-90
• Average annual growth rate of exports 1980-90

To measure the economic policy environment, the 36 policy variables were selected on the
basis of the following criteria:

• Their importance in forming the overall commercial policy environment;
• The availability ofup-to-date information;
• The objectivity and reliability ofdata sources; and
• The country coverage available.

Information was collected from the World Bank, International Monetary Fund (IMF), United
Nations Conference on Trade and Development (UNCTAD), Office ofthe U.S. Trade Representative
(USTR), U.S. Department of Labor, Center for International Settlement of Investment Dispute
(CISID), foreign embassies, major accounting houses, and other sources.
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The policy variables analyzed were classified under nine categories:

1.
2.
3.
4.
5.

Business start-up
Pricing
Import policies
Export policies
Foreign exchange policies

6.
7.
8.
9.

Domestic investment policies
Foreign investment
Labor
Taxation

The policy variables were categorized so that they could be assessed as policy groups in
forming the overall commercial policy environment. Such classification can also accommodate cross
country comparison in each individual policy category.

Data Analysis. A rating system which assigns summary policy scores to each nation was
formulated. These scores describe the degree to which the commercial policy regimes are business
friendly and competition-based. The scores ofthe policy variables within the same policy category
were then summed and harmonized according to a conversion scale to yield Policy Category Scores
(PCSs), which fall into a range of 1-4. This is to ensure that the scoring system will be not be biased
towards the policy categories in which more data and information are available. The PCSs are then
given weights which reflect their relative importance in forming the overall commercial policy
environment.

The Total Score (TS) for each country was obtained by summing the weighted scores from
all the policy categories. The maximum achievable Total Score for a country is 100. Total Scores
can be compared across countries as a summary description of the commercial policy environment.
In addition, comparisons and benchmarking can be conducted in each policy category by comparing
the Policy Category Scores across all countries or groups ofcountries. Perhaps more importantly,
the correlation between the Total Scores, Policy Category Scores, and economic perfonnance across
countries can be observed and analyzed.

It should be noted that a country which has the most competition-based commercial policy
environment will not have the perfect score of 100. This is due to the fact that for certain policy
variables, higher scores are assigned to countries that have adopted special incentives specifically to
encourage investment or trade, such as income tax exemptions for exporters, or income tax holidays
for investors. In many countries, such special incentives are often provided to investors and exporters
to counteract the restrictive commercial policies in other areas.
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BOX 5.1

Sales Taxes + Value-Added Tax Rates

Domestic Investment

Foreign Investment

Business Start-Up

Pricing 8; Interest

Foreign Exchange

Labor

BEST AVAILABLE COpy

Income Tax Holidays
Duty Exemptions
Other Incentives;

Ac:ceIeratedDepreciation
Investment Allowance
R&D Incentives

Direct Investment Restrictions
Expatriate Employment Restrictions

.Differential Treatment between Domestic and
Foreign Investment

Dispute Settlement Mechanisms

Business L1censing
.Business Registration
Approvals

··Price Controls
Price: System

.. Interest Cootrols
Credit A11ocation

Exchange Rate System
Foreign Exchange Level
Foreign Exchange Restrictions
Profit Repatriation Restrictions
Capital Repatriation Restriction

.HiringlFiring Flexibility
Minimum Wage
Wage Controls
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Results and Conclusions

Overall, the commercial policy climate as well as functional policy clusters are found to be
closely correlated to economic performance. The following policy inferences can be drawn from the
data analysis:

• Developing countries with tugh Total Scores performed better in economic growth,
investment growth, and especially in export growth.

• High GDP growth in developing countries is especially correlated with high Policy
Category Scores (PCSs) in the import, foreign exchange, and business policy
categories.

• The developing countries with rapid investment growth have high PCSs in the
domestic investment and foreign direct investment policy areas.

• The developing countries which experienced negative investment growth on average
have low PCSs in foreign exchange, business, pricing and interest policies.

• Developing countries which performed well in export growth have higher rates of
investment, industrial and GDP growth.

• The countries that enjoyed rapid export growth have very "friendly" commercial
policy environments, measured by high Total Scores.

• The countries which experienced stagnant or negative export growth scored poorly
especially in foreign exchange, trade, business, and tax policies.

Over the 1980's the top ten developing country scorers achieved much higher cumulative
growth than the bottom ten. GDP growth was 75 percent higher, investment stock expanded by 30
percent instead ofshrinking by 12 percent, and export growth was six times as high.

Regional Observations

A perusal ofthe policy scores and performance ofcountries in regional groupings yields the
following observations:

• The East/Southeast Asian group and the DECD group have the highest (and almost
identical) Total Scores, but the Asian group enjoyed higher GDP growth between
1980 and 1990. This is probably due to the fact that the DECD countries are mature
economies, while the newly industrialized Asian countries have more room for
growth, at least until they catch up with the industrialized countries.
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• Compared to DECD countries, EastlSoutheast Asian countries scored higher (that is,
were more favorable toward business) in tax and domestic investment policies, but
lower in business, foreign exchange, foreign direct investment, and pricing and interest
policies. It can be inferred from this observation that although open by worldwide
standards, the EastlSoutheast Asian countries have less open commercial policy
environments than the DECD countries. The EastlSoutheast Asian countries
compensate with special tax and investment incentives in order to attract business and
investment.

• Sub-Saharan Africa has very weak export and investment growth, and low policy
scores, especially in tax, foreign exchange, pricing and interest policies. Although
many Sub-Saharan African economies have suffered from wars, civil strife and
political instability throughout the 1980s, the poor economic conditions were
exacerbated by the extremely unfavorable commercial policy environment which
prevailed in many countries.

• Compared to the newly industriaIizing EastlSoutheast Asian countries, LAC countries
are weak in import and tax policies. The economic performances of the LAC
countries are also much weaker than the East/Southeast Asian and DECD groups.

Global Growth Through Global Competition

The result of the data analysis provides strong evidence of the linkage between favorable
commercial policy environment and economic growth. By applying the lessons learned through the
use of the model presented in this report, it is possible to increase economic output through the
introduction of competition-based commercial policies. Developing countries possess many
resources, such as labor, natural resources, and climate which are underutilized due to the lack ofa
favorable policy climate to act as the catalyst. Cross-country experience has demonstrated that many
ofthese resources can be unleashed and organized productively by private enterprise operating in a
competitive market environment. However, the only means by which private enterprise is exposed
to competitive forces is the adoption of sound commercial policies. The linkage between economic
performance and commercial policies provides clear, strong evidence of the need for competition
based policy structures.
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Commercial Policy Scores for Selected Countries

1M EX TA INV FDI BUS PII FX LAB Tota gGD gEX giNO glNV gGNP/Cap
Singapore 16 8 12 6 8 8 12 12 8 90 6.6 8.9 5.8 4.3 5.3
Hong Kong 16 8 16 2 6 8 12 12 8 88 6.9 4.4 NlA 4.4 5.6
U.S.A. 16 6 12 4 8 8 12 16 6 88 2.6 4 2.9 3.3 1.7
U.K. 16 6 8 4 8 8 12 16 4 82 2.9 2.6 1.3 5.3 2.6
Korea 16 8 12 8 8 8 9 8 4 81 9.6 12 12.1 13 8.7
New Zealand 16 8 4 2 8 8 12 16 6 80 1.5 3.6 1.3 2.9 0.7
Taiwan 16 8 12 6 4 8 12 8 6 80 8 13 NlA 5.5 6.5
Japan 12 6 8 6 8 8 12 16 2 78 4.2 3.9 4.9 6 3.6
Paraguay 16 6 16 4 8 4 6 16 2 78 2.7 12 0.2 0.3 -0.8
Costa Rica 12 8 12 6 8 6 9 12 4 77 3.1 4.6 2.9 4.4 0.7
Saudi Arabia 16 8 12 4 8 4 9 8 8 77 -0.2 -4.2 -2.9 N/A -3.4
Australia 12 6 4 4 8 8 12 16 6 76 3.1 4.6 3 2.2 1.6
EI Salvador 12 8 12 4 8 4 6 16 6 76 1 -2.7 1.6 2.3 -0.3
Gennany 16 8 0 4 8 8 12 16 4 76 2.3 4.1 0.9 2.6 2.2
Ireland 16 8 0 4 8 8 12 16 4 76 3.5 7.1 N/A 0 3.3
Jamaica 12 8 12 4 8 6 6 16 4 76 1.6 0.8 2.6 3.6 0
Norway 16 8 4 0 8 8 12 16 4 76 2.7 7.4 5.2 -0.2 2.3
Canada 8 8 8 4 6- 8 12 16 4 74 3.1 5.7 3 4.5 2
Netherlands 16 8 0 2 8 8 12 16 4 74 2.1 4.4 N/A 2.4 1.6
Malaysia 12 6 8 8 6 4 9 12 8 73 5.7 11 7.7 4.4 2.9
Chile 12 8 4 2 8 8 12 12 6 72 2.2 5.2 3.6 5.1 1.6
Zambia 12 6 8 8 4 4 12 16 2 72 0.8 -3.2 0.9 0.2 N/A
Malawi 8 6 12 8 8 6 6 12 4 70 2.9 5.8 3.5 -0.9 -0.1
Tanzania 8 6 12 8 8 4 6 12 6 70 3.1 -1.2 2.2 5.6 0
Bolivia 16 8 12 0 4 2 9 16 2 69 0.3 4.5 -0.8 -8 -2
Argentina 8 8 8 2 8 6 9 16 2 67 -0.4 2.1 -1.4 -6.9 -1.5
Colombia 4 8 8 2 6 8 9 16 6 67 3.7 12 4.8 -0.2 1.2
Mexico 12 6 12 2 4 6 9 12 4 67 1.2 3.5 1.3 1.8 1.2
Namibia 4 8 4 8 8 6 9 12 8 67 1 NlA -1.1 -6.2 -1
Thailand 8 6 12 8 6 4 6 12 4 66 2.9 14 9.6 9.8 5.9
Botswana 4 6 8 6 6 8 9 12 6 65 10.1 N/A 10.1 N/A 6.1
Lesotho 4 6 8 6 8 6 9 12 6 65 5.4 N/A 8.5 9 -0.5
Morocco 8 8 0 6 8 8 9 12 6 65 4.2 5.9 3 2.5 1.6
Cyprus 8 6 12 6 6 6 6 12 2 64 5.8 6.6 NlA N/A 4.7
South Africa 4 6 4 6 6 8 12 12 6 64 1.1 0.7 -0.1 -4.4 0.1
Uruguay 8 6 8 4 8 4 9 12 4 63 0.6 3.1 0 -5.9 -0.4
Barbados 16 8 4 8 8 8 6 0 4 62 N/A N/A N/A N/A N/A
Zimbabwe 16 6 4 6 4 4 6 8 6 60 2.8 -0.8 1.9 1.8 -0.9
Indonesia 4 6 12 2 6 4 9 12 4 59 5.6 4.5 5.9 6.9 3.9
Tunisia 4 8 8 4 8 4 9 12 2 59 3.7 5.6 2.9 -1.1 1.1
Philippines 4 6 12 2 4 2 9 12 6 57 1.1 3.3 -0.5 -1.8 I -1.2
Swaziland 4 6 4 8 6 4 9 12 4 57 N/A N/A NlA N/A 1.6
Turkey 4 8 0 6 8 6 9 12 4 57 5 7.2 6 2.8 2.9
Ghana 8 8 8 8 6 4 6 8 0 56 3.2 5.2 3.7 9 -0.3
Hungary 12 6 4 4 8 6 6 8 2 56 0.6 2.2 -1.6 -1.6 0.7
Venezuela 0 6 16 4 4 6 6 12 2 56 1.5 0.1 2.1 -3.9 -1.3
PNG 16 6 8 4 4 4 3 8 2 55 2 6.8 2.4 -0.9 -0.6
DR 4 6 12 a 8 4 6 8 6 54 1.7 -1.5 1.6 4.5 -0.2
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Commercial Policy Scores for Selected Countries

Country 1M EX TA INV FOI BUS P/I FX LAB Tota gGOP gEX giNO glNV gGNP/Cap
Guatemala 12 6 12 6 4 0 6 4 4 54 1.1 -0.7 -0.2 -0.7 -1.8
Mozambique 4 6 4 8 6 0 9 12 4 53 0.4 N/A -0.4 3.1 -3.6
Senegal 12 8 4 8 8 6 3 0 4 53 3.1 5.6 3.8 3.7 0.1
Uganda 12 4 8 4 8 4 3 8 2 53 2.5 2.3 4.6 11.9 -2.4
Sri Lanka 8 6 4 8 8 4 6 4 4 52 4 6.3 4.7 1.2 2.5
Kenya 0 8 4 6 8 4 9 8 4 51 4.2 2.9 4 0.6 0.3
Cote D'ivoire 12 6 4 4 8 0 3 8 0 45 -0.5 4.5 -1.6 -1.7 -4.6
Pakistan 0 8 4 6 8 4 3 8 4 45 6.1 9.9 7.5 5.6 3.2
India 0 8 4 4 6 0 6 12 4 44 5.4 7.4 6.3 5.1 3.2
Angola 8 2 8 4 4 0 3 8 4 41 N/A NlA N/A NlA N/A
Egypt 8 4 4 6 4 0 3 8 4 41 4.8 2.8 4.2 -0.1 1.9
Cameroon 12 8 4 4 4 4 3 0 0 39 1.4 -1.3 2.2 -5.4 -1
China (PRC) 8 4 12 4 4 2 3 0 0 37 9.4 12 11 12.4 7.8
Brazil 0 6 8 4 2 2 3 8 2 35 2.5 4.3 1.7 -0.1 0.5
Bangladesh 0 6 4 4 6 0 3 8 0 31 4.3 7.2 4.9 -1 1.9
Zaire 4 6 0 4 4 0 3 8 2 31 1.8 -11 2.3 -4.5 -2.2
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ri~-E EAST ASIAN MIRACLE
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Using the International Market:
Trade and Industrial Policy

W HILE THE LINK BETWEEN Il'.rrERNATIONAL TRADE A.'\;D

economic growth is widely accepted, the precise nature of
the relationship is controversial. Early writing on trade pol

icy and growth stressed the benefits of neutral incentives between pro
duction for the domestic market and production for export. With
neutral incentives, it was argued, resources would flow to sectors in
which the economy was most internationally competitive (Corden
1971), and gains in technical efficiency (or "X-efficiency") would result
from a more competitive environment (Nishimizu and Page 1991).
Studies in the late 1960s and early 1970s convincingly demonstrated
the extreme bias in incentive structures against exports and agriculture
in most developing economies and the resulting high costS of import
substituting industrialization.24 Recent theoretical work has argued
that, where market power, economies of scale, learning, or externalities
are significant, departures from neutral incentive regimes (low and uni
form tariffs) may improve economic performance (Krugman 1986).
This literature, however, unlike the earlier carefully documented studies
of the costs of protection, provides very little evidence concerning the
importance of these factors or the potential benefits to growth of depar
tures from trade neutrality.25

Proponents of trade neutrality and intervention both cite the records
of the high-performing Asian economies as evidence supporting their
views. As we noted in chapter 1, international trade is important in all
the HPAEs and is the factor most consistently correlated with their suc
cess. Balassa (1991), Krueger (1993), Hughes (1992), and others argue
that openness to international trade, based on largely neutral incentives,
was the critical factor in East Asia's rapid growth. Conversely, advocates
of trade interventions, while acknowledging the importance of trade,
note that incentives deriving from quantitative restrictions on importS,
tariffs, and subsidies were not neutral among sectors (or firms) during
their periods of rapid growth. They argue that the HPAE governments
successfully intervened to change comparative advantage (Amsden
1989; Wade 1990; Singh 1992).

Industrial policy interventions, which often use trade policy inStru
ments, arc: motivated by the belief that shifting industrial structures to
ward newer and more modern sectors increases the opportunities for
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capturing dynamic scale economies that result from learning. During
their heavy and chemical industries programs, Japan and Korea were the
most active HPAEs in promoting individual industries and sectors. Sing
apore and Taiwan, China, have also actively provided incentives for
technological upgrading. Malaysia had an HeI program reminiscent of
Japan's and Korea's, while Indonesia has attempted to leapfrog from
labor-intensive manufaCturing to high-technology industries such as air
craft and dectronics.

How have trade and industrial policies affected growth in East Asia?
To answer this question we first examine those conditions that might
justii)' government efforts to promote specific seCtors. We then describe
the trade and industrial policy regimes in the HPAEs and compare their
domestic relative prices v·:ith international prices to determine the extent
of interventions. Finally, we evaluate two approaches to increasing pro
ductivity. We find, on the one hand, that government efforts to promote
specific industries generally did not increase economywide productivity.
On the other hand, the evidence shows that broad government support
for exports was a highly effective way of enhancing absorption of inter
national best-practice technology, thus boosting productivity and out
put growth.

Market Failures, Trade, and Industrial Policies

Why should governments interfere with the level playing fidd cre
ated by the international market? Our discussion of coordination fail
ures in chapter 2 touched on many of the reasons, but it may be useful
to review some of the arguments specifically as they apply to trade and
industrial policy.26 Among the many reasons for discrepancies between
social and private returns cited earlier, four stand ou!:

• Interdependent investments and economies ofscale. Increasing returns
from scale and capital market imperfections may mean that investments
that could be internationally competitive at optimal scales will not be
undertaken. This is especially true with large, interdependent projects
for which optimum scale depends on simultaneous investment in up
stream and downstream industries. The larger the indivisibilities and re
,urns from scale, the more likdy that private initiatives will be absent.

• Strategic negotiations. In negotiations wich oth~r economies and for
eign companies, governments can alter the nature of the market envi
ronment by intervention. The outcome of any bargaining problem
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depends on the strength of competition on both sides. By coordinating
the actions of buyers of technology and trying to increase competition
among sellers, governments can appropriate more of the surplus associ
ated with the transfer of technology than they otherwise could (Stiglitz
1993a).

• PecuniJzry roernalities. Pecuniary external economies arise if, as the
size of a competitive industry increases, the long-run supply curve falls
(MarshaJ.1ian real externalities). Such gains in productivity are attribut
able to economies of scope in the use of specialized equipment and
greater specialization of individual skills. 'When economies are small,
current prices may not convey adequate information about prospective
lower COSts of production through larger plant size (Scitovsky 1953;
Chenery 1959).27 Externalities can also arise from the interaction be
tween suppliers and buyers about the design or production ofa product
leading to a bener or cheaper good than is available internationally. In
this case, the source of the externality is the nontradabiliry ofsome types
of inputs or knowledge--otherwise the improved method or product
could be obtained from international suppliers.

• Learning. Externalities related to learning have traditionally been
identified as important sources of market failures in developing
economies. 'W'hen firms gain knowledge ofproduction from other firms
without incurring COStS, real externalities are present.28 Because of in
complete appropriability of knowledge, individual firms may spend less
on obtaining production knowledge than is socially optimal.29 Exter
nalities due to learning may also be conferred on other firms by the first
entrant. These include the demonstration that the sector is physically
and economically feasible and the leakage of information on technology
and marketing (Pack an~ Westphal 1986; Rob 1990).

Economists initially responded to these market failures with argu
ments supporting the protection of so-called infant industries. Protec
tion was seen as necessary so that firms could gain the e.xperience needed
to lower costS and become viable.30 Industrial policy advocates take the
argument a step further. Because they associate learning with capital
and knowledge-intensive industries, they advocate a rapid shift in
industrial srructure toward these activities, even if they are not interna
tionally competitive at present levels of scale, knowledge, and factor
prices. In this view, the short-run allocative COStS ofestablishing interna
tionally uncompetitive industries will be ounveighed by the long-run
benefits of rapid productivity change in the promoted and linked sec-
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tors. But as the many infant industries that have never grown up amply
demonstrate, protection does not ensure that the promised learning and
economies ofscale aCtUally materialize.

Trade Policies in the HPAEs

Most HPAEs began industrialization with a protectionist orientation
and have gradually moved toward increasingly free trade. Along the way
(as we showed in chapter 3), they often tapped some of the efficiency
generating benefits of international competition through mixed trade
regimes: they granted exporters duty-free imports of capital and inter
mediate goods while continuing to protect consumer goods. Export
prices were set in the international market and were often substantially
less than current marginal or average coSts.31 Losses on export produc
tion offset profits in the protected market, while competition in the in
ternational market ensured that the firm would not suffer from loss of
cOSt discipline. More recently, all the HPAEs have reduced their protec
tion of import-substituting industries.

Below we describe the evolving patterns of protection in the HPAEs,

with the exceptions of Hong Kong and Singapore, which adopted es
sentially free trade stances early in their development.

Japan. Japan pursued an early import-substituting industrialization
strategy, similar in many dimensions to those of Argentina, India, and
other less successful economies. As late as 1968, effective rates of pro
tection (ERPs) in Japan were still quite high and exhibited the cascaded
pattern from raw materials (low) to consumer products (high) that is
typical of most developing economies (see table 6.8). Unlike many
import-substituting economies, however, there was surprisingly high
protection of machinery (final producer goods), confirming other re
search indicating that the Japanese authorities engaged in an intensive
effort to develop this sector. ERP levels in the machinery sector were re
duced during the 1970s, only after it was evident from export perfor
mance that the sector had become internationally competitive (Itoh and
Kiyono 1988). Quite high levels of protection were afforded sectors
such as iron and steel and nonferrous metals as late as 1970. Protection
in capital-intensive sectors such as pulp and paper and chemicals also re··
mained high, to sav nothing of the remarkably high levels in textiles.32

Korea. There is considerable evidence, summarized in Pack and
Westphal (1986), that Korea selectively protected sectors that the go"-
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Table 6.8 Effective Rates of Protection in Japan
(percent)

By typ~ ofgoods

1963 1968 ERP·NRP
Typ~ N~ £RjJ NRP UP 1963 1968

Raw materials 3.1 0.8 3.9 0.9 -2.3 -3.0
Producer goods 13.7 29.6 15.2 22.3 15.9 7.1

Intermediate producer goods 12.3 28.0 14.1 21.7 15.7 7.6
Final producer goods 15.9 32.3 16.9 23.2 15.4 6.3

Consumer goods 21.6 44.6 23.6 35.8 23.0 12.2

By industry C

Industry 1963 1968 1972

Manufacturing 32.3 24.2 14.4
Textiles 54.3 28.2 18.6

Spinning 27.1 12.5 15.0
Weaving 44.6 30.5 15.5
Products 72.8 32.8 22.4

Wood products 14.0 25.6 16.1
Paper and pulp 9.7 18.0 11.0
Publishing -16.7 1.0 -0.9
Leamer and rubber products 30.9 21.8 12.3
Chemicals 33.4 17.7 8.8
Petroleum and coal products 19.5 14.5 7.1
Nonmetallic minerals 22.2 15.7 8.1
Iron and steel 30.1 30.0 17.1
Nonferrous metals 30.4 34.1 22.1
Metal products 13.8 19.9 9.9
Machinery 36.7 20.0 7.7

General machinery 23.0 14.5 8.7
Electrical machinery 30.9 16.5 5.4
Transport equipment 61.5 31.0 9.2
Precision instruments 34.9 22.9 10.4

a. NRP:Nominai Rate of Proteetion.
b. ERP:Effective Rate of Protection.
c. ERP based on simple averages of wiff rates.
Sourw: For tOP panel, Itoh and Kiyono (1988); for bottom panel, Shoud~ (1982).

ernment hoped to promote. Protection consisted of both tariffs and
nonrariffbarriers. Table 6.9 presents a summary measure that combines
the effect of nominal tariffs and nontariff barriers.33 The figures span
the period 1966-85, and thus include the early efforts at industrial pro
motion, the HeI drive, and the subsequent liberalization. The 1966 fig
ures show a relatively protectionist stance rhat becomes somewhat more
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Table 6.9 Overall Degrees of Import Uberalization by Major Industry for the
Republic of Korea, Selected Years (Consolidating Both QRs and Tariffs)
(percent)

MPjor i7Ulumy 1966 1970 1975 1980 1983 1985

I. Primary Industry 42.0 56.5 55.1 58.8 65.3 71.2
II. Food, beverages. and tobacco 30.0 32.4 38.4 49.6 49.6 64.1
III. Textiles. clothing, and leather producrs 34.7 36.6 43.8 74.0 74.3 87.8
N. Wood and itS producrs 24.2 64.0 69.1 76.5 82.7 92.4
V. Paper, paper products. and printing

and publishing 39.5 54.7 54.5 78.4 88.8 90.8
VI. Chemicals. perroleum. coal, rubber,

and plastic products 47.9 57.1 58.4 65.9 75.2 80.0
VII. Nonmerallic mineral producrs 41.0 77.0 76.8 89.1 89.2 91.7
VIII. Basic metal products 44.7 73.3 74.8 86.2 90.1 92.0
IX. Me.ta1 productS, machinery. and

equipment 41.0 59.3 55.4 63.6 69.7 77.8
X. Other manufacturing 31.8 39.5 38.7 58.2 65,4 76.1
All manufacturing (II-X) 37.5 47.7 52.6 66.8 71.3 79.8

Light industry (II-VX) 33.7 38.2 43.7 62.3 63.8 76.8
Heavy and chemical industry (VI-IX) 44.5 62.5 61.2 70.5 76.5 81.7

All-industry average a-X) 39.6 50.8 52.3 65.6 70,4 78.5

No!(: This table gives the degrees of import liberaliz.ation by major industry; these are obtained by averaging sectoral data, weighted by
the current price value ofdomestic production for respective years.

Souru: Sakong (I 993).

liberal by 1975. Nevertheless, even by 1983, when Korea's success had
become an established fact, most sectors were still protected by some
combination of tariffs and nontariff barriers. While Korea utilized a va
riety of instruments, especially export targets and rebates, to ensure that
exporters faced international prices for their tradeable inputs, there was
considerable protection of goods sold on the domestic market.

Taiwan, China. Wade (1990) provides a careful description of the ex
tent of intervention by authorities of Taiwan, China, in product mar
kets. The pattern of protection is not dissimilar from that of Korea. As
late as 1972, a significant percentage of items were subject to nontariff
barriers, and two-thirds of potential impoCts were subject to nominal
tariffs in excess of 30 percent. As late as 1980, more than 40 percent of
impoCts received nominal protection in excess of 31 percent.

Indonesia, Malaysia, and Thailand. As we described in chapter 3, Indone
sia, Malaysia, and Thailand all had import-substitution regimes that
whiJe modest by international standards, nevertheless favored produc
tion of manufactured goods for the domestic marker at the expense of

297

301



agriculture and exportS. Malaysia was notable for low, if variable, pro
tection of import substitutes, while protection levels in Indonesia and
Thailand were higher. AIl three economies began export-push trade
strategies during their periods of protection of the domestic market.
Tables 6.10. 6.11. and 6.12 provide recent data on the struCture of ef
fective protection for these three economies. Effective protection rates
are declining but in Indonesia and Thailand they remain sufficiently
high to result in some anti-export bias. The tree trade regime for ex
porters in these economies partially offsets the structure ofprotection.

The Closeness of East Asian Domestic Prices to International Prices

Notwithstanding the protection that exists in all the HPAEs except
Hong Kong and Singapore, domestic prices in these economies are
closer to international prices than in other developing regions. Two bod
ies of evidence lead us to this conclusion. First, nominal tariff rates ad-

Table 6.10 Selected Effective Rates of Protection,
Malaysia, Selected Years
(percent)

S~etor 1969 1979 1987
~~,

:: Food produet5 83 88
~,. Beverages 20 38 -22

Tobacco 125 -26
Textiles 58 15

" Apparel 400 45 6

,"" - Wood produet5 33 38 82
?' Fumirure 40 84 43
~_.:

Paper and paper produet5 140 66 29r~,_ "

~~ , Printing and publishing 26 -9
Industrial chemicals 230 32 12
Petroleum refineries 22 5
Rubber products 60 129 14
Plastic products 265 312 163
Iron and steel 84 63 289
Fabricated metal products 40 26 30
Nonelectrical machinery 1,600 89 19
Electrical machinery 130 4 12
Transport equipment 185 59 65

- Not available.
Nou: The effective rate ofprotection is the percentage by which value added at

domestic prices exceeds value added at world prices.
Source': Salleh. Yeah, and Meyanathan (1993).
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Table 6.11 Selected Effective Rates of Protection,
Indonesia, Selected Years
(percent)

1975 1987 1990

336.2 122 124
231.8 102 35

-1.2 25 33
87.3 31 20

28.4 14 13
-1 -1

426 57 48
18.2 13 10

Food, beve~,andtobacco
T exriles, cloth, and footwear

Wood products
Paper and paper products
Printing and publishing
Industrial chemicals
Petroleum refineries
Rubber and plastic products
Iron and steel
Fabricated metal products
Nonelectrical machinery
Electrical machinery
Transport equipment
Non-oil
Cement
ManufactUring total

(excluding oil sector)

63.6

74.1

-1
60.2

68

1
53.6

59

- Not available.
Nort: The effective rate of protection is the percentage by which value added at

domestic prices exceeds value added at world prices.
Sourrt: Bharrac:lwya and Pangesru (1993).

justed for the presence of nonrariff barriers are lower in the HPAEs than
in most other developing economies. Second, comparisons of real GNP

across a broad range of economies indicate that domestic relative prices
for tradable goods in the HPAEs are closer to international prices than in
other regions.

Table 6.13 presents one of the few systematic attempts to compare
nominal tariff rates for a broad range of developing economies (Erzan
and others 1989).34 The authors have also attempted to adjust for the
effect ofquantitative restrictions on levels ofprotection. (We have added
comparable data for Taiwan, China, and have computed the average
nominal tariffs for Korea, Malaysia, Thailand, and Taiwan, China.35)

Nominal tariffs in the HPAEs are lower than for any other grouping of
developing economies except the island economies of the Caribbean
and The oil states of West Asia. The difference between Latin America
(albeit before its recent trade libera.!l7..ations) and the HPAEs is striking.
Thus while these economies favored production of import substirutes,
they did so less than most other develop~ng economies.
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Table 6.12 Selected Effective Rates of Protection, Thailand, Selected Years
(percent)

S9t. March Oa. Nov. April
Sector 1971 1974 1978 1981 1983 1984 1984 1985

Av"age!
All sectors 87.2 18.6 70.2
Excluding food, beverages, and tobacco 44.2 45.9 90.3

Manufacturing 77.4 67.4 65.3 57.0 66.3
Tcxtile productS 248.5 144.4 127.8 108.0 118.4
Leather productS 151.3 199.7 199.0 167.0 152.7
Wood prodUctS 60.7 53.7 55.0 49.7 62.0
Paper and pulp 39.5 43.0 43.0 39.0 53.5
Chemical productS 54.3 52.9 51.9 46.6 44.5
Rubber productS 48.7 46.0 46.0 39.3 42.0
Other nonmetal productS 99.8 102.7 102.3 89.8 108.5
Mew productS 63.3 62.0 61.9 53.9 70.9
Machinery 14.1 23.6 23.6 21.0 29.3
Consumer goods and motor vehicles 34.9 33.4 33.5 30.6 45.6

- Not available.
Not(: The effective rate of protection is the percentage by which value added at domestic prices exceeds value added at world prices.
Souru: Brimble (I993).

Table 6.13 Average Tariffs and Para-tariffs, by Region 1985

Sub-
Tariff! Central South North Saharan West Oth" Dmlopin; All
para-tariff Caribbean America America Africa Africa Asia Asia HPEAf· regions

Tariffi
Economies
unweighred' 16 23 34 29 32 7 36 19 26

Economies
imporr-weightedb 17 24 38 30 35 4 22 17 ....
Tariffplus
para-tariffi

Economies
unweighted' 18 65 46 36 34 9 42 24 jo.i

Economies
imporr-weightedb 17 66 51 39 36 5 25 20 30

a. Simple averages across produces and economies.
b. Simple averages across productS; across countries, averages weighted by total importS.
C. Includes Korea, Malaysia, and Taiwan, China.
d. For Taiwan. China, 1981 data.
Souru: Erzan and others (1989).
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This is borne OUt by comparisons of international and domestic
prices. Figure 6.4 shows an index of OUtward orientation based on in
ternational comparisons ofprice levels and price variability for the HPAEs

compared with other regional groupings (Dollar 1990). The HPAEs as a
group are more outward oriented than other regions; their relative prices
are closer to and more consistently related to international prices. Of
course, there is substantial variation among the HPAEs. As would be ex
pected, Hong Kong, Malaysia, and Singapore rank in the tOP twO
deciles of the index, consistent with eVidence on their StrUctUres of ef
fective protection. Somewhat surprisingly, Thailand, with higher effec
tive protection, also is ranked in the top decile, while Indonesia is in the
tOP third. Japan, Korea, and Taiwan, China, rank in the fifth and sixth
deciles, below such developing-economy comparators as Brazil, India,
Mexico, Pakistan, and Venezuela. This is consistent with the evidence
that the three nonhern HPAEs intervened far more frequently and sys
tematically in their economies than the southeastern HPAEs (Dollar
1992). 'While any large, multi-economy effOrt at real price comparisons
is subject to methodological and empirical criticism, the results are
broadly indicative and consistent with other evidence: East Asia's relative
prices of traded goods were closer on average to international prices than
other developing areas.

Openness to Foreign TechnololY

An important factor in East Asia's successful productivity-based
catching up was openness to foreign ideas and technology. Governments
encouraged improvements in technological performance by keeping

F'lgUre 6.4 Index of Outward Orientation

HPAEa • _

OECD__

SoutIl Asia ••••••••••_

LMin Ametk:a Mel CIlrlbbaan •••••••••••

Mlddlebst ••••••••••

Sul>&ahaNn Africa ~!!!!!! _
o

Souru: Dollu (1990).
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several channels of international technology transfer open at all times,

even though some, such as direct foreign investment (OF!), were re

stricted or closed for varying periods. In contrast to most economies

with import-substituting industrialization strategies, even when protec

tion was practiced with respect to the domestic market, the search for

and absorption offoreign technology was encouraged. 'While Japan and

Korea set obstacles to OFI, they were hospitable to licensing, though

even here the Japanese attempted to ensure that they did not incur ex

cess COSts. Singapore was exceptionally welcoming to direct foreign in

vestment, and a major task of the economic planning agency was to

locate appropriate foreign investors. Malaysia has aggressively sought ex

port-oriented OF!, particularly from Japan (see box 6.2). None of the

HPAEs was hostile to the establishment of local buying offices by inter

national purchasers, an important source of production and marketing

knowledge. This selectively permissive attitude toward the acquisition

Box 6.2 Foreign Investment Brings Export Technology to Malaysia

IN THE 19705 ANO EARLY 19805, DIREcr FOREIGN
investment was welcome in Malaysia. Government
policy encouraged foreign investors, yet the effect
was inhibited by the conflicting goal of increasing
local participation in corporate ownership. Then, the
recession of 1985-86, large fiscal and trade deficits,
and declining investment brought an all-out push for
OF!, especially for export. New policies offered
greater tax incentives and relaxed domestic equity
participation requirements for potential investors,
bringing technology and exPOrt and employment
opportunities.

The new flexibility had a dramatic effect on for
eign investment. OFI approvals in Malaysia, which
averaged US$300 million a year in 1983-85, jumped
to US$2 billion by 1988. The investments became
more dynamic. In 1988 a quarrer of the OF! origi
nated from Japan, followed by Taiwan, China, and
the United States-in COntrast to the previous ten
years, when the greatest source of OFI had been Sin
gapore, naturally attracted by hisrorical ties and
physical proximity. New investments were directed

L- _
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toward electrical and electronic products, chemical
products, rubber products, basic metal products, and
petroleum. More of the investments were dedicated
to exportS than ever before.

The benefits to Malaysia of OFI have been sub
stantial, particularly in generating foreign exchange
and employment. However, some critics argue that
linkages with the local economy have not been
strong-at least, not as strong as in neighboring re
cipients of OF!. Two important reasons for that are
the young age of many of the investments in
Malaysia and the relative scarcity of management ca
pacity, skilled labor, and high-quality suppliers, a re
sult of Malaysia's late start as an HPAE. But the
foreign investment projects themselves have con
tributed to building know-how in the economy. In
1985 the thirteen American semiconductor manu
facturers in Malaysia spent more than $100 million
in training Malaysian workers, mostly engineers and
technicians. Local value added has been rising as es
tablished firms upgrade their technology to keep up
with world markets, and firms have added testing of
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of knowledge of international best practice was a reflection of the view

that the world market for goods and services provided an opponunity,

not a threat.

In contrast, many other developing economies that tended to em

phasize the dangers ofopening to world markets were equally suspicious

of open policies with respect to knowledge acquisition. Suspicion of ex

ternal trade was often reflected in a mistrust of OF! and licensing. The

absence ofexpons reinforced the suspicion. Even where OF! was permit

ted in inward-oriented economies, it was not viewed as providing access

to international best practice but rather as a source ofadditional domes

tic production. Thus some economies in Latin America that were hos

tile io licensing nevenheless allowed OF! in production for the domestic

market. The basic difference between these economies and Singapore,

which was much more heavily dependent on OFI, is that the multina

tional corporations locating in the latter could only do so to expon,

. -~~ .. ' . '. .~.

semiconductors to their assembly activities. There is ; to' Malaysia. The cperiise MalaySia has built up .in' .
also no doubt that DF! has created.a lot of employ-,··· .decrronics is considerable. Nixdox:{ Compmer.AG,
ment-often for poor I11I3l Malay women-to the "whichreeendy Cstab~aU.5$3lDillionso~,
tune of85,000 in decrronia alone in the late 198Os. . centerto create appliCationsfortJNix-b3Sed workSt:a~

'Malaysia has found that, as investments mature ,'. tions, ~amaered to ~ySia,by,die' fact 1:hat its
and local and regionallinkages are fortified, mul~.'·sofrware engmeCrs cost one-:fifih()fGemianY'$,~
nationals that are often thought .of as "foodoose" <: ;; ;:.Ca11~' ~:lts Malaysian~~~ohd'p ..~'iip';~ .chip
Stay, and the positive spillovers created by Suc:i:essf1;J1,;: assembly line in,Arlzon~.' .' ..•. '.. " ..'<","}'

ventures encourage more investment. For c:x:ampl~' , • Malaysian plants procitlCC';'i~of prOdUCts; ,
• Since the 1970s, DF!has made Malaysiathe.fromcolorrv.s"P:diocass~eplayers,2nd toasrmto

", world's third largest producer of semiconduerorS.,compurer peripherals. MaPy'rompanies tlW:'sraned

i~'·~ffi~~ih~~~gt~i~~~;iAGJr,t;~~;·it~~~~:i~~:Z;~~~!~·il
,', fouith p1W{in·th~w~rid't'o"~~e·lriegacblp~·:<~M3la~:'Wh~~f"~g:%bl~~fi)~;iJ"~on5.~'iK~

(the other three were in Germany, Japan, and the' " comptiter monioorS. Sony began 'to 'nianufaCtUr~iil-':'~'"
United States). But foreign companies have nor kepr hOu.se'some of the components for its newcolcir TV'

to semiconductors--invesanents in dectrOnics have plant in Malaysia in the late 1980s. Matsushita's
spread both backward and forward. National Semi- Malaysian operations, which gr~ in the mid-1980s
conductor recently built Malaysia's first wafer fabri- as expenses rose in Japan, have come to supply
cation plant to supply its IOelJ semiconductor plants; 10-15 percent of the world market for room air
Motorola and Hitachi have followed suit. Seagate has conditioners.
expanded production of disk drives from Singapore Souru: Lim and Fong (1991).
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given the small internal market. Korea and Taiwan, China, with larger
domestic markets, created a similar situation by encouraging DF! in pro
duction for expOrt and in those secrors where substantial technology
transfer could be anticipated. In contrast, the large import substitution
economies, such as Argentina, Brazil, and Mexico lured investment of
foreign firms by offering access to protected domestic markets.

Industrial Policies

We define industrial policies, as distinct from trade policies, as gov
ernment efforts to alter industrial Structure to promote productivity
based growth. Productivity-based growth may derive from learning,
technological innovation, or catching up to international best practices.
All the HPAEs, except Hong Kong, have employed industrial policies as
defined above. Japan and Korea had the most systematic set of policies
to alter industrial structure. Efforts in Taiwan, China, were less system
atic but were nonetheless widespread. Industrial policy in Singapore was

more functionally directed at the rapid upgrading of technology by di
rect foreign investors, regardless of type ofoutput. Indonesia, Malaysia,
and Thailand have all used industrial policies but much less systemati
cally than the northeastern HPAEs.

Industrial Growth and Produc:tiYity Change. HPAE industrial growth patterns
differ from the patterns in most other low- and middle-income
economies in the relative size and growth rates of two important indus
trial subsectors: metal products, electronics, and machinery; and textiles
and garments. Table 6.14 shows the share ofvalue added in nine Inter
national Standard Industrial Classification (ISlC) subsectors as a percent
age of the total value added of manufacturing. Among the HPAEs, metal
products, electronics, and machinery (ISIC subsector 38, or MPM) have
grown unusually fast. The sector's share of manufacturing value added"
doubled in Japan and Singapore, nearly tripled in Indonesia and Korea,'"
and quadrupled in Malaysia. More surprising than the importance of '~

growth in MPM, which provides vital inputs to numerous other manu- "~

facturing subsectors, is the continued importance of textiles and gar-:'~

menrs even as the rapidly developing Asian economies shifted from :j
labor- to capital-intensiveproduction.,~

Appendix 6.1 describes our method for determining the projected:"
relative importance of specific industrial subsectors in cross-economy,"
comparisons. As can be seen in table 6.15, both capital-intensive sectors ~
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(MPM) and labor-intensive sectors (textiles) playa greater-than-predicted
role in manufacturing in most of the HPAEs (except Indonesia and
Malaysia). Besides the unexpected prominence of textiles and garments,
the analysis yields another surprise. Chemicals and nonmetallic miner
als, two sectors often associated with industrial modernization, are not
large in the HPAEs by international standards.

Detailed sectoral growth rates oftotal factor productivity are available
for Japan, Korea, and Taiwan, China. There are now sufficiently long
time-series data to conclude that in these economies, TFP growth has ac
counted for a substantial fraction of the growth of constant price value
added in manufacturing. Table 6.16 shows a variety ofestimates oflong-
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term TFP growth rates. Given the length of time of the observations, it
seems unlikely that the measured growth rates ofTFP could be attribut
able to cyclical phenomena or growing capacity utilization of initial
large investments.36

Sbategies of Selective Promotion. Here we describe the strategies ofselec
tive promotion that have evolved in the HPAEs as they developed their
industrial policies.

Japan. Early Japanese industrial policy aimed to encourage sectors
that faced income-elastic demands in the international marker and ex
hibited economies of scale, large fixed COSts, and the potential to learn
from experience. This purely economic rationale was supplemented by
a sense that some sectors were critical to national morale and the

Table 6.15 ActuallPredicted Share of GDP Originating in Manufacturing Sectors

MNI
h.J. T-w. IF.. '- a-.w.u N..• ,....." Tou/

-.". -- ... ........ .oJ ... ,.,lIJJic "'i< .oJ..... """..... ~ rw'- ".-.. ...... .u-.J, --" -.., 00Wr jommor

HJ>Ah

Hone Kong
1913 0.11 10.31 0.89 0.j3 0.71 0.14 0.37 2.86 0.3~ 1.:::5
1988 0.43 118.95 0.36 0.65 0.67 0.14 0.17 1.96 0.38 1.26

Indonai>

191) 1.63 0.7~ 0.30 0.18 0.<0 0.20 0.00 0." 0.06 0.62

1986 0.75- 0.2~· 1.042 0.06 O.S< 0.9~ o.~ 0.11 0.01 0.51

j.p'"

'963 0.7~ 2.98 2.42 1.36 0.7) 0.63 1.00 2..1 0.67 1.23

1989 0.98 1.3.52 o.a8 0.66 0.69 0.52 O.il 1.69 0..4 0.97
Korea. Rep. of

1968 0.99 1.7~ 2.03 1.04 0.94 0.73 0.52 207 Q.2O 1.04

1988 0.'5 ':'74 0.71 0.64 0.99 0.62 1.13 2.76 032 1.26

MaI~

1969 O.3S O.'S I.S~ 0.89 0.80 O.O~ 0.69 1.03 1.4' 0.64

1981 0.94 0.68 3.28 0.57 0.89 0.70 0.~7 2... 0.01 0,'7
SinppofC'

1973 0.31 2.14 2"'0 0.49 2.09 0.75 1.~3 12.~ 0.13 1.41

1989 0.26 11.32 0.51 0.47 1.72 0.27 0.61 5.10 0.14 1.38
1b.ai.I.and

'968 0.90 1.=1 4..89 0.70 0.36 loG? o.~ 3.16 0.09 0.9~

1986 0.34 3.33 ...~ 0.71 0.6~ l.39 0.33 1.8Z 0.11 1.68

S....thAsw
w;,

'963 O.~O 6.00 O.S< 2.33 0.33 0.37 0.80 '.74 0.32 1.10

1986 (LS(, ::'39 0.18 t.02 0.B9 0.3S 0.68 2.11 0.09 0.9.2

Lm"A~.

B<Uil
1963 0.91 LSO '.84 1.03 0.69 O.SI 1.31 2.~8 0.00 1.02

198'; 0.94 1.70 1.21 0.78 1.12 0.-48 0.91 1.92 0.36 1.09
Chile

1963 LIZ 3.04 1.,21 1.07 0.79 0.73 1.63 US 0.;!4 1.11

1980 1.18 1.06 1.2S 0.9'" 0.67 0.48 4.36 0.88 0.03 1.01
M""",

I96S 1.37 0.49 0.-41 1.08 0.76 0.84 2.)7 0.64 0.00 0.9S

1984 1.5i 0.64 O.tS 0.60 0.70 l.O~ 1.94 0'" 0.00 0.92

a. rrcdiaed vajuc ... neptiw; c:alcu.bted heft a poIitive.

Soo= P.dd 1993b).
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Table 6.16 Long-Tenn TFP Growth Rates by Sector

TEP growth rate

Tmwan,
Japan, Chi-.

Sector Koru 1960-79 1966-86

Food 7.30 -1.76 2.0"
Beverages 7.90 0.0
Tobacco 13.40
Apparel 1.98 10.5
T=iles 10.70 0.47 7.6
Leather 12.60 1.03
Shoes 1.03
Wood 9.40 2.81 O.3b

Furniture 12.10 1.74
Paper 8.20 1.44 2.3c

Printing 10.70 -0.18
Chemicals 13.10 3.36 3.3
Petroleum -0.30 -3.5Sd O.Ob

Rubber 11.40 1.02 6.3b

Nonmerallic minerals 2.80 2.4
Basic metals 7.2
Iron and Steel 3.70 1.34
Metal productS 7.60 3.41 4.4
Nondeetrical machinery 8.00 2.30 6."r
Electrical machinery 10.70 5.37
Electrical equipment 7.1
Transport equipment 11.20 4.32 2.7
Precision instruments 11.0
Plastic productS 0.92£ 0.0
Other manufacturing 7.50 -1.76
Average 8.8 1.2 4.6

-Not available.
a. Food and beverages.
b. Rubber, petroleum, and wood productS.
c. Paper and paper products.
d. petroluern ref. and coal.
e. All machinery.
f. Plastic.
5D=: Pack (l993b).

achievement of international respect.37 In later years, industrial policy
had a narrower technological focus, for example, promoting establish
ment of the technological base for very large-scale integrated circuits
(Borrus, Tyson, and Zysman 1986). Among the sectors carefully nur
tured were steel, automobiles, textiles, shipbuilding, and aluminum re
fining in the earlier years and then electronics and semiconductors in
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later years.38 (Effective rates ofprotection in these industries can be seen
in table 6.8.)

Japanese industrial policy until the early 1970s had several strands
(Yamamura 1986; Yarnarnura and Yasuba 1985). The government di
rected credit to large firms and protected the domestic market to help
the firms realize static and dynamic economies of scale. Mm allocated

foreign exchange to favored large firms and tried to ensure that technol
ogy payments to foreign firms were neither excessive nor duplicated,

often forcing licensees to share their information with other Japanese

firms. Relatively high levels of protection were used as part ofa strategy
to help firms to export successfully. & late as 1978, the average ofeffec
tive rates of protection across the manufacturing sector was 22 per

cent.39 Such rates may have been responsible for the very low level of
manufactured imports, an issue widely discussed in the scholarly litera
ture (Balassa and Noland 1988).

Korea. Korea's policies were similar to Japan's with respect to selected
credit, protection, and limitation ofentry intO specific sectors (Pack and
Westphal 1986). However, the Korean government promoted individual

firms more often to rectifY perceived entrepreneurial and skill deficien
cies, using export performance to determine whether firms deserved con
tinued promotion. Other policies to encourage industrial growth and

exports included making direct and indirect inputs to exports available at
world prices. In Korea, the selectively promoted sectors were the heavy
and chemical industries: iron and steel, metal products, machinery, elec

tronics, and industrial chemicals. The motivation for these appears to have
been both Strategic-to increase defense capability-and economic-to
shift to capital- and technology-intensive sectors in anticipation of a loss

of competitive advantage in labor-intensive sectors.40 The costs of the
Her drive are still not fully known, but they were high (see box 6.3). Al
though there are no recent estimates of Korean rates of effective protec

tion, there is considerable anecdotal information suggesting that the
government afforded these sectors relatively high protection.

Taiwan, China. The intervention of Taiwan, China, in manufactur

ing has been similar to Japan's and Korea's, though less important quan
titatively. Wade (1990) has documented tariffs, quantitative restrictions,
and selective credit policies, maintaining that the success of Taiwan,
China, was at least partly attributable to an intensive government effort
to direct the economy's sectoral evolution. This conflicts with the stan
dard neoclassical view that its development was primarily attributable to
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low protection, the availability of inputs to exponers at international
prices, a conservative macroeconomic policy reflected in low inflation,
and competitive factor markets (Little 1979).

Unlike the situation in Japan and Korea, in Taiwan, China, it is dif
ficult to discern a panern of economic incentives. Wade (1990) notes
that a guiding principle in the 1960s may have been the existence of

Box 6.3 The Hel, Drive: Costs of Intervention
THE KOREAN GOVERNMENTS INTERVENTION sidered the lower bound, however. Those industries
policy, most notably the HO promotion, has often, whose .credit was squeezed were forced to borrow at
been evaluated from the perspective of the success or curb market rates. The real effective subsidies for He
failure of industrial pOlicy. Another imponant,ap- borrowers were therefore as high as 3 percent ofGNP.
proach in evaluating intervention policy, however, , 'As the KOrean government opted to bail out the

, would be to estimate the fiscalIfinancial costassOcl- struggling heavy machinery', shipbuilding, overseas
ated withinrerventiori.: Government intervention in-',' construction" and shipping industries in the mid-
curred direct costS in the form.ofsubsidies to strategic 1980S; n6nperfolming loans of commercial banks
secroIS wough policy loans and tax exemptions, es- ' a.cc:uniuIaWi rapidly,.and accordingly bank prof-
peciany during the 1973-79 period of He prcimo:-, itahilityseriously deteriorated. During 1986:-87. for
oon. Intervention also iDcurred mdirecr COstS in the . example, the share'of.nonperfonrii.rig loans in total
form of accumulated nonpe!forming loans and the 'assets reached almost 10 percent. BetWeen 1985'and
resulting Porttolio diffiaUties ofcommercial banks. 1988, 78ootpotations were "rationalized." During

The promotion of the HQsector was supponed this pr~ write:<lffs" of principal alone amounted
by a broad.range of fisCal and financialinsuumentS." , to l.oillion won,'.or"aOOm fpercent ofGNP in 1985.
Govern~entfunds'devotea to the HCIsector ".Far more da.maging Was tliefurther issiwice ofsubsi
amounted to 5 perCent ofthe tofaI budgetd~ the diied fundS "to rationalized firmS and the preferential
promotion Period. In addition, profii taXC:xemptioris " " aCCess to central Bank discounts, which has hun the
of up to 100 perCent for the first three ycarSand 50. balance shC:ei.:: :::~.'--:'~ .., . ,
percent for the neXt twO yem'provided effective taX As me Ko~'go~eftimentabandoned He prefer-
rates about :twertllirdS lower for SIl'a~c iridustries;" "'. enees duringthi'naumatic ttOno~c adjustments of
at the hdgh! oftheHa drive~1977 alone, about 82< . i 979-8i. th~ dircii tX;;stS ofinterest subsidies an but
billion W'l?n in taX reve.~ues (3 per~t of total taXes" ~peaid.In -Contrast.., it has taken more than a
collected) was lost. The pre<i?~t" source of fl- _.decade 'to I>egin to deal with the indirect costS in the

·,:~,~ji~rt fo~s.,vr#~~§2}p?~~~~<A~rrn.: ?~D_af~§~t!a¥_n?ilperfo~ .loans"and .
, ,,' diieci~tO' keyiriaiiSiries:~' i977; foi-a~P1~45-~:;::fs:qQ'&Zed~ii§.fiEi:bil.iiY!.~o(:UPril19?~ ~d the ::,

: percein of the total domestic credit of the banking Korean:gcivem.irie1ii'announce a inedium~i:ermplan '
system w:is engineered in direct: suppon of the HC to' tranSfer policy loans-which still account for
sector. Implicit interest subsidies to the HQ sector in more than 40 percent of total domestic credit-tO
1977 alone were an estimated 75 billion won, or 0.4 sepaTate accounts and to handle their financing
percent of GNP (calculated by applying an interest through the budget at yet to be determined COSts.
differential of 3-4 percent vis-a-vis the interest rates Sourets: World Bank (1987); Leipziger and Petri
for general bank loans). This estimate should be con- (1993); Nam (1991); Kim (1990).
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gaps in the domestic input-output table that revealed potential areas of
import substitution. The autobiography of a major architect of the is
land's development supports this view (Li 1989). Although anecdotal
evidence summarized by Wade demonstrates considerable intervention
in many sectors, there are no studies of effective rates of protection or
subsidy after the early 1970s. The more recent intentions of the gov
ernment may be discerned directly from two infrastructural efforts,
namely, the Hsinchu Science Park and the Industrial Technology Re
search Institute. Both were major investments undertaken by the gov
ernment to provide the basis for a rapid shift toward higher-technology
sectors.

Malaysia. In the 1980s Malaysia experimented with a heavy and
chemical industries drive similar in focus to those of Japan and Korea
but dependent on public investment. The Look East policy adopted in
1981 was, apart from its sociocultural aspects, an explicit anempt to em
ulate the heavy industrialization efforts ofJapan and Korea, which were
regarded as successes. The government created the Heavy Industries Cor
poration of Malaysia (HICOM) to be the vehicle for the heavy industrial
ization push. HICOM targeted a number of large-scale, capital-intensive
projects for development including iron and steel, nonferrous metals,
machinery and equipment, paper and paper products, and petrochemi
cals. 'While public investments were intended to be catalytic in each of
these activities, the government actively promoted joint ventures with
private (usually foreign) investors. By 1988 HICOM had set up nine com
panies, employing a total of 4,350 workers, involved in steel, cement,
motor vehicle, and motorcycle engine manufacturing. The highest pro
file of these investments was the PROTON car project, a joint venture
with Mitsubishi designed to produce 100,000 units per year.

The ambitious targets of the HICOM program ran intO the macro
economic constraints described in chapter 3--d.eclining terms of trade
and a deteriorating fiscal position. Prompt responses to the deteriorating
macroeconomic situation included reductions in public investment in the
HICOM program. Poor management and low profitability also forced the
treasury to bail out loss-making enterprises, a practice it could not sustain
under the fiscal austerity of the adjustment program. With the shift to
policies of privatization of public enterprises and private sector develop
ment in the late 1980s, the HICOM period had ended (see box 6.4).

Indonesia and Thailand. Neither Indonesia nor Thailand has made
:.;~

the systematic efforts to chfnge industrial structure characteristic of :-~
.,J'..!

~
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Box 6.4 Recognizing a Mistake, Malaysia Privatizes
TIfE PUBUC SECTOR IN MAlAYSIA WAS RELA'J'lVE. many so-called privatized firms became more pro-
ly small until the late 1970s, when the government ductive and innovative. Nor can the maaoeconomic
rapidly expanded the number ofstate firms, panly to benefits be overlooked: in the end, the.federal gov-
give Malays opponunities and panly out ofa convic- emment anticipates that at least 15 percent oHts out-
tion that the government could speed devdopment. standing debt will have been tranSferred to privatized
Much of the growth in the early 1980swas due to firms. "
HICOM, the Heavy and Industrial Corporation of Malaysia's slow but steady divestiture and the
Malaysia, which established nine subsidiaries in such benefits it realized by adapting flexibly to the cir-
areas as steel, automobiles, cement, and paper.. cumstances of each case provide an example for

State finns, especially in HICOM, performed less many other developing economies, where privariza-
wdl than expected, and in 1984 the deficit of the tion is an official goal, yet much less bas been
public enterprises reached 3.7 percent ofGNP• .As ris- achieved. A cktaiJed analysis of the companies that
ing fiscal deficits and declining terms of trade threat-" were privatized shows consistent gains in social wd-
ened macroeconomic stability, the government fare. .As two cases below illustrate, changes in incen-
began to privatize in 1983. Ofmore than 800 state rives and a broader role for private sector jzlterests
firms existing in the mid 1980s, about a hundred bad have frequeni:J.y been moreimporcant than the
been sold by 1990. Manywere small commercial and" change in ownership per se. " " "
manufaccuring operations, but some were quite big, Mal4ysUzn Air Systnns &mild (MAs). When 48
including an airline, a shipping company, and a percent ofMAS was sold to the public in 1985, there
tdecommunications finn. was no cbange inmanagemenror d.e jure authority.

T;here have been glitches. For instance, :the public Even so; management gained de &ceo control over
offerings bave been heavily oversubscribed, suggest- " "" investment deasions and eVentually won permission
ing that the government underpriced its shares, per- " to riWedomestic fares. While the fare increase hun
hapsJosing as much as US$150 million unhe sale-of consumers, leSsr.u.ioning of tickets raised consumer
four bigcompanieS. .Also, more attention topromot-" welfare. Moreover, while ¥AS had about broken even
ing ·competition in monopolistic" situatio~ wOuld in the·early 1980s., it became a profi~ble w:-paying
benefit consumers, whether .firms are privatized or . ~"~rPoration.<i· " '". ' "." ""
not. Finally, priVatiZation haS proceeded very Slowly; ;}".;' .," Kelang Cont4i1lO Tenninol (xcr). In 1985, 90 ;
while it continues to this day; the Malaysian public<"'pereent ofKCr was sold rodecentra1ized public en-:
sector remains formidable: "" " ".. ,': " rerpIises and 10 percent to the private sector. AI-

In any.case, privatizacionin Malaysia has meant "~though the public sector retained control, the state
more than outright sales. It has included a host -of "fumS mar took over, many representing Bumiputera.
schemes that have reduced the mntrol of the .~" .. ""interests,bacia direct incentive to earn profits. Kcr
over Eroduetive activities even wh~~ thepublic~~;"}~:Was'a luci3.iW~<empany before tbewe, mon~P5>liZ~"~:;

:~r,~:'~~i,cf>~t:ro.IIkg"~ 3s~rli.@l~*~~J?~?fJ#ffi.cti:~doUiofihf'apkl"~oti;::';~
TON; i:heiutomobile company in HICOM. Evenw!:len "~7and rCItlined so afta:ward; but the quality of its ser- ""'
fimis"bavenoi: literally been 'piivariZed, the 'nmir~~"vi~ms~bscantially u,proved, worker productiv-
have experienced a change in regime: managers in·· ity increased, and its mapcet share rose.
creased their control over decisionmaking and re-· Sources: Jones and Abbas (1992); Lim (1992);
sponded more to the market. The result was that Salleh (1991); World Bank (1988).
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Japan, Korea, Malaysia, and Taiwan, China. Thailand's Board ofInvest
ment (Bor) has attempted to promote various activities viewed as having
the potential for technologica1learning, but, as we pointed out in chap
ter 3, it is difficult to discern any systematic effort to change industrial
structure from the pattern ofpromotion of the B01. Indonesia has used
public investment in an effort to move toward high technology indus
tries. Indonesia's technology development efforts represent an extreme
case of state-supported technological upgrading, but the public sector
research facilities and strategic industries have few links with the private
industrial sector. One experiment with leapfrogging into high technol
ogy industries-Indonesia's attempt to create an aircraft industry-is
described in box 6.5.

Did Industrial Policy Increase ProductiYity?

Have attempts to alter industrial structure helped accelerate produc
tivity change? We attempt to answer this question by addressing two re
lated issues in appendix 6.1:

• First, did industrial policy alter the sectoral configuration of in
dustries in ways that we would not predict based on factor inten~

sities and changing relative factor prices? Ifchanges in the sectoral
composition of output are largely market-conforming, industrial
policies must have failed in at least one oftheir objectives: to guide
industrial development along paths that it would not take if it
were guided by market forces.

• Second, what were the rates of productivity change in industry in
the HPAEs, and what were their sectoral patterns? If rates of pro
ductivity change in industry are low overall or in promoted
sectors, prima facie, industrial policy did not meet its productivity
enhancing objective.

In both cases, our answers lead us to conclude that industrial policies
were largely ineffective.

Industrial Policy Only Marginally Altered Industrial Sbucbare. The cross-econ
omy comparisons of industrial structure raise questions about the effi
cacy ofgovernment efforts to promote or discourage specific sectors. In
Korea, for example, despite the government's extensive efforts to speed
the private sector's shift from labor-intensive to capital- and technology
intensive industries, the relatively labor-intensive textiles and garments
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sector was nearly three times bigger than international norms predicted

in 1988, a substantial increase relative to international norms from

1968. During the same period, Korea merely maintained the interna

tional norm in chemicals, a heavily promoted sector; while other heav

ily promoted sectors, basic metals and metal products and machinery,

achieved only modest improvements. Similar surprises are evident in

Singapore, which, like Korea, has a government that aggressively inter-

::.. .~.>.- -..-

Box 6.5 Indonesia's Turbulent
Leap into High Technology

SECTORAL TARGETING TO .ACHIEVE RAPID PRODUCTIVITY
change is a ~ky b~iness-partieularly ~'publicly funded firms'
are permitted to rely onprotected domeStic markets rather thanbeing •
subjected to mternationaI competition. The dan.gers'of~' i coiirse'·, ,".i.

are evident in the difficulties encountered by IndonesiariaiiCraft prO
ducer P.T. IndusaiPesawat Terbang'Nusanw-a. (1PTN),whichhas
absorbed $1 billion in goveniment funds since its establishDleiit in·· 
1979 but has yet to become intemationallycompetitive or gen~dy,.,
profitable... .', . . .', .. ~ .;. '. :.,;

In theory, IPTN is expected to u.sethe domestic market as aSpiirig-' '
board to international sales. The strategy is to shiftfr~mprodiiciDgH'::;
aircraft imder license, to Co-design and-eo-producOOIl>to sOliaC:sign .c:::
and production. In practice, I1'1'N's captivedomesiic m2rket.. is' tOO;

small to generate the economies ofsale necessaryJoreffide:lidirl:rafi:',<''=''
production. Moreover, th,e ~mpanybas.bad little,cxp<?~~t9.,1h~,8:,'
world, market-,Of the 230 aircraft. (13~hclicopters,l~ fixe4-~;:,

that IPTN haS cianufacnired since its~tion, about ~(rpet;:c;iUiave.'~
been ,sold to Indonesian airlines,'t1le'militarY, tile polic.e{an(r th~':·t~
state~Tun oil iiicfusirY.'~' ......." .~. ·:·'·:-~:7<j~~2t);;?;:·

... Foreign sales~ unlikely to improve. "While otherllircraft'tDanU-;·,'·
faCtllI'CIS_~y~~busy forgU:1g ~echno~ogieal_a1liaIlces,~:shrink1;h~f~::o

'.' #~,~di~~~~Cfmplenc>?;~p~~~:~~p;:~~,~~~
mgro gO)t 'alone. Its major'prOduCt fOidiiSdei::a.#! ~m.~ckndyt~;,,:
designed, fifry-sear turboprop, is not Sch'edUlCd for' detVCY~u-r1tit....·,
1995; five years .after design completion.' By then; die v.:orldIrik'ktt~' ','"
for similar aircraft, already crowded, will have several other *eW en
trants, all pricing meir aircraft aggressively. IPTN can ill afford a price .
war. Company results through 1985, me most recent available, indi
cate that lPTN was not profitable when capital costs are taken into ac
count. Nothing in the company's performance since then indicates
that the siruation has improved.
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vened through a variety of mechanisms to promote capital- and
technology-intensive industries. Here, the imponance oftextiles relative
to the predicted norm has increased even more sharply. The textile sec
tor went from double its predicted size in 1973 to eleven times in 1989.
Over the same period, metal produCts and machinery declined from
twelve to five times its predicted size.

Appendix 6.1 describes a simple test of the impact of industrial
policy on the basis of the factor proportions theory of comparative
advantage (Hecksher-Ohlin-Sarnuelson). We assume that given the
relative labor abundance in all of the HPAEs early in their industrial
ization, the share of labor-intensive manufactures in total manufac
turing should rise as they begin exporting. We compare statistically
the pattern of growth of the industrial sector in each economy with
its pattern of factor intensities. We argue that if industrial structure is
determined primarily by market forces, low wages and low capital in
tensity at the beginning of the period of active industrial policy will
predict the pattern of industrial growth. If industrial policy to pro
mote capital- and knowledge-intensive sectors was important in de
termining the sectoral pattern ofgrowth, however, this should not be
the case. Indeed, the opposite should be true; high wages (a measure
of human capital intensity) and high capital intensity at the end of
the promotion period should predict changes in industrial structure.

We have performed these tests on each of the Four Tigers plus Japan
for periods relevant to their industrial promotion efforts, using two
digit I5IC classifications of industrial sectors (see table A6.2 in appendix
6.1). Our effort to differentiate between a comparative-advantage
based evolution of industrial struCture versus one characterized by sig
nificant intervention is notable mainly for a number ofnegative results.
In particular, in Korea-the economy for which significant interven
tion is best documented--during 1973-80 the most rapid growth in
sectoral shares of value added occurred in lower-wage or lower value
added per worker sectors. In Korea at the two-digit level, sectoral
growth was broadly market conforming in terms of traditional factor
intensities. The results for Japan are inconclusive. In Hong Kong there
is no relationship between our explanat~ry variables and patterns of
production. In Singapore, for the period 1980-89, output grew more
rapidly in more capital- and knowledge-intensive sectors, suppotting
the view that the Singaporean authorities successfully intervened to en
courage increasingly capital-intensive development. But, given the
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rapid growth in the capital-labor ratio in Singapore, this result also con
forms to factor proportions theory predictions.

These findings do not imply that governments were not attempt
ing to influence industrial structUre. They undoubtedly were. But
they suggest that, despite government intentions, the manufactUring
sector seems to have evolved roughly in accord with neoclassical ex
pectations; industrial growth was largely market conforming.

Rates and Patterns of Productivity Change in Industry. There is both good
news and badn~ for advocates of industrial policy in the productivity
performance ofEast Asian industry. The good news is that, on average,
rates of productivity change in industry in Japan (before 1973), Korea,
and Taiwan, China, which are the only economies for which we have
detailed sectoral estimates of TFP growth, were high by international
standards; productivity-based catching up was taking place (Page 1991).
The bad news is that, in general, productivity change has not been
higher in promoted secrors. Japan may be an exception. Between 1960
and 1979 chemicals and the metalworking machinery complex have un
usually good TFP performance Oorgenson, Kuroda, and Nishimizu
1987). Japan's industrial srructure differs from international norms in
these sectors and exhibits quite high values of the share ofvalue added
in total manufacturing. These industries are those that observers usually
point to as having received significant government support, including
effortS to stimulate productivity growth.

A number ofcalculations ofTFP have been carried out for Korea for a
variety of periods (Dollar and Sokoloff 1990; Lim 1991). From these
studies a number of patterns can be identified that are broadly consis
tent with one another. Most striking are the high values ofTIP change in
most sectors by international standards (Nishimizu and Page 1991). Al
though the Korean government selectively promoted chemicals and iron
and steel (included in basic metals), the large growth in the share ofiron
and steel was accompanied by quite low TFP performance between 1966
and 1985; textiles and clothing, conversely, had very high rates ofTFP
growth. The promoted chemical sector, whose relative size was decreas
ing, was characterized by considerably higher-than-average TFP growth
during this same period.

The government in Taiwan, China, did not attempt to influence sec
toral evolution as strongly as the government of Korea. Nevertheless,
there was more than a small effort devoted to encouraging specific sec
tors, particularly those viewed as either capital- or technology-intensive.
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OES THIS MEAN THAT PUBUC POUCY HAD NO ROLE IN THE

rapid rates ofTFP change found for many ofthe HPA.Es? We be
lieve not. In chapter 1 we described how rapid TFP change in

developing economies can be a resule of the ability to move quickly
closer to international bese practices. We termed this "productivity
based catching up.» We believe that rapid growth of exports, a result of
the export-push policies of the HPAEs, combined with the superior per
formance of these economies in creating and allocating human capital,
provided the means by which they attained high races of productivity
based catching up and TFP growth.
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The three sectors that exhibited the greatest expansion in the share of
value added-apparel, electrical equipment, and metal products-are
all characterized by below-average wages, capital-labor ratios, and labor
product. Moreover, there is no statistical relationship between wage or
capital intensity and productivity change at the sectorallevd. In face, the
highest sectoral rates ofTFP change are recorded in textiles and apparel.

Recent sectoral TFP growth rates for industry in Malaysia from 1973
to 1989 show a similar pattern ofgreat variability in the TFP growth rates
in promoted sectors, from high in nonelectrical machinery and paper
and paper produCts to low in iron and steel and transport equipment.
Textiles and apparel, a nonpromoted sector, are among the TFP leaders
(Maisom 1992). In short, there is no apparent relationship between the
sectors promoted under the HICOM drive and rapid productivity growth.

Overall, the evidence that industrial policy systematically promoted
sectors with high productivity change is weak. In Japan there is some sup
port for the assertion that TFP growth was higher in selected sectors, while
in Korea and Taiwan, China, activities that were not promoted (for ex
ample, textiles) had TFP performance as impressive as those that were.
Moreover, attempts to determine whether high rates ofTFP growth com
bined with rapid growth of promoted sectors can plausibly explain the
very high overall rates ofTFP change in manufacturing yield mostly neg
ative results (see appendix 6.1). The main reasons for manufacturing's
success in Japan, Korea, and Taiwan, China, lay in the high general rates
ofTFP growth, including those in labor-intensive, nonpromoted sectors.
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How Manufactured Exports Increased Productivity :~
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How did the unusually high rates of growth of exportS and human
capital contribute to the productivity performance of the East Asian
economies? Most explanations of the link betWeen TFP growth and ex
portS emphasize such static factors as economies of scale and capacity
utilization. While these may account for an initial surge of productivity
soon after the stari: of an export push, they are insufficient to explain
continuing high TFP growth rates. Rather, the relationship between ex
portS and productivity growth may arise from exportS' role in helping
economies adopt and master international best-practice technologies.
High levels oflabor force cognitive skills permit better firm-level adop
tion, adaptation, and mastery of technology. Thus, exportS and human
capital interact to provide a particularly rapid phase of productivity
based catching up.

Of course, it is possible that the move to a higher production func
tion occurred before the growth in exportS-that TFP growth caused ex
port growth rather than the reverse.41 But even ifexportS began on the
basis of productivity change due to such domestic efforts as plant reor
ganization, the cumulative magnitude of productivity growth over
many years is most unlikely to have been a result of purely domestic ef
fortS.42 It stretches credibility to suggest that the large cumulative effects
of TFP growth in Japan, Korea, and Taiwan, China, could have been
achieved by the plant floor innovations proposed as important sources
of productivity growth at lower TFP growth rates (Pack and Page 1993).
Were that the case, it would be difficult to explain why these gains far
outstrip productivity increases in the industrial economies during their
own rapid-growth periods, when TIP growth was attributable largely to

domestic factors. Clearly, then, an increased ability to tap world tech
nology has been an imPOrtant benefit of exportS.43

Exports' Role in Imperfect Knowledge Markets

Why do exportS facilitate the move toward international best-practice
technologies? The knowledge that permits this shift is available only in
quite imperfect markets. Often the markets do not exist-some knowl
edge is simply not sold, because its owners fear that licensing or direct
foreign investment will eventually leak the knowledge to future com
petitors. Even where markets exist, they are likely to be characterized by
bilateral monopoly, so that a variety ofdifficulties confront firms trying
to purchase such knowledge (Arrow 1969).
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In markets with imperfect knowledge, mechanisms that hdp an econ

omy or firm obtain technology can confer an extemality-a pecuniary one

ifknowledge is obtained at a lower COSt, a real extemality if the knowledge

tranSfer is more efficient. For example, the transfer may be more beneficial

ifknowledge is obtained as a result of the sdf-interest of purchasers ofex

pOrts in the OECD economies, rather than through arm's-length purchase.

Exporting helps to overcome some imperfections in the market for

knowledge and permits its acquisition through a variety ofmechanisms.

These include:

• Purchase ofn~ equipment. The purchase of new equipment is a
straightforward method ofobtaining new technology insofar as it is em

bedded in equipment. The twO main impaCts of exports in this case are

in providing the competitive pressure for firms to make such purchases

(if the equipment is used to produce exports), and, more generally, in

earning the foreign exchange to finance the purchase of machinery.

• Directforeign investment. The firms that generate much of the world's

new technology are rductant to part with it. Th~ perceive that the best
use of their new knowledge with respect to developing economies often is
through exports of produCts to them. In East Asia, however, most of the

incoming OF! has been intended for production of exports rather than as

a suategy for domestic sales. An economy's recent export performance fre

quently signals whether it is a desirable location for export-oriented OF!.

Economies with rapid exPOrt growth are preferred in part because such

growth often reflects good macroeconomic management. Moreover,

economies with significant export growth have generally provided more

infrastrUcrure useful to exporters than internally oriented economies.44

OF! makes crucial production and marketing knowledge available to de

vdoping economies. It permits them to begin manufacturing along the

world's best-practice production function by substituting foreign physical
and human capital for absent local factors.45 As local labor learns from the

presence of best-practice knowledge and equipment, knowledge tends to
become diffused through labor mobility and informal contaCts among

managers. Even when the investing firm attempts to hinder such diffu
sion, significant knowledge transfers are inevitable.46

• Technology licensing. Licensing existing technologies, both rights to
proprietary equipment and details about production processes, offers de
vdoping economies substantial opportunities for improving their levels of

best practice. During the 1950s and 1960s, Japan benefited considerably
from licensing (see, for example, Nagaoka 1989). The net gains were
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large, as the licenses were obtained at relatively low cost compared with
the domestic research expenses avoided. However, there is some evidence,
and a growing subjective sense, that arm's-length licensing is decreasing as
an option for closing technology gaps. Technology developers, the licen
sors in the OECD economies, have become wary ofhelping potential com
petitors, even if contractS preclude exportS to other economies for the
duration of the license. Particularly in R&D-intensive sectors such as

chemicals, machinery, and electronics, firms are increasingly unwilling to
license technology; they believe royalties provide an inadequate return for
actions that may impair their own long-term competitiveness. This creates
an imperfect or nonexistent market for critical technology tranSfers.

Exporting economies have an advantage in coping with this situa
tion. Licensing firms prefer cross-licensing agreements in which they
obtain access to the licensee's own tech~ology or to its manufacturing
skills. Given asymmetries in knowledge, the best test of the potential
partner's abilities is its performance in export markets. Moreover, the
fact that a firm has exportS and the requisite technical and commercial

skills to produce them improves the bargaining position of the licensee.
Sales of licenses contain a significant element of rent (Pack 1993c), so
the COSt of licenses will be lower where the seller perceives the strengths
of the purchaser as signaled by exportS. Finally, where a market does
exist for technology licenses, the foreign exchange to pay for fees is more
likely to be available in economies experiencing rapid growth in exportS.

• Transfer ofnonpropriaary technology. The free or inexpensive trans

fer of nonproprietary knowledge is easier if an economy begins its in
dustrialization effort in labor-intensive sectors using relatively old

machine designs and production technology. When exportS are based
on comparative advantage, precisely these conditions are met. Hong
Kong, Korea, Singapore, and Taiwan, China, all began rapid industrial
ization in labor-intensive and low-technology manufacturing. The

equipment was readily purchased, and the production knowledge was
available at low cost from engineering publications, trade literature, and

independent consultants.47 The simpler equipment was conducive to
local productivity-enhancing improvements, often on the part of blue
collar workers (Ranis 1973). Moreover, in labor-intensive industries it
was easier to acquire and absorb information from customers without a

large stable of educated engineers.
• Information from customers. In the presence of imperfectly traded

information, knowledge provided by purchasers of an economy's ex-
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portS can be quite important. This has been shown by Westphal, Rhee,

and Pursell (1985) in Korea and independently corroborated in Taiwan,

China, by a number ofresearchers (see, for example, Gee 1989). Buyers

want low-cost, better-quality products from major suppliers. To obtain

this, they transmit tacit and occasionally proprietary knowledge from

their other, often OECD-economy, suppliers. Such knowledge transfers

are more common in simple production seaors such as clothing and

footwear and with older technologies that are either in the public do

main or are not closely guarded.

• Knowledgefrom returning nationals. Drawn partly by the high wages

made possible by exportS, many residents of Korea and Taiwan, China,

trained abroad, particularly in new seaors such as elearonics and com

puting, have returned home to work. Many returning nationals have

received education in OECD economies and then worked for OECD

economy firms.48 Their return has provided significant transfer of best

practice methods. For example, foreign-educated nationals account for

all the postgraduates employed in the industry ofTaiwan, China (Pack

1993a). This source of knowledge of international best practices be

comes more important as changing faaor prices diCtate a shift to more

capital- and technology-intensive seaors in which higher-level skills are

needed to unlock knowledge that may be embodied in patents, licenses,

or the use of specialized nontraded equipment.
• Domestic research. In both Korea and Taiwan, China, a considerable

proportion of R&D has been devoted to improving exportS and reduc

ing production costs. There is no evidence that the gap between R&D

and commercial needs frequently seen in the import-substituting econo

mies has been a problem.

How Exports and Human Capital Increase Productivity

Aa::.ess to international best-practice technology and rapid formation of

human capital supplement and reinforce one another. It is doubtful that the

HPAEs could have made as productive use offoreign knowledge and imported
capital without highly skilled domestic engineers and workers. Conversely,

without foreign knowledge it is very unlikely that total faaor productivity

growth would have been as large. Intensive efforts by highly skilled managers
and technicians in individual plants in inward-oriented Latin American

economies to improve the productivity ofexisting capital stock with internal
innovations did not generate high- productivity growth.49
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The HPAEs' rapid export growth has otten generated positive interac
tion between human capital, physical capital, and knowledge. The ex
ternalities generated by manufactured exports in the high-performing
Asian economies in the form of cheaper and more effective knowledge
transfers would have undoubtedly been less productive had there been
fewer skilled workers to facilitate their absorption, while the HPAEs'

rapid increase in education levels reflected in part rising private rewards
for greater education made possible by exports and export income.so
Thus labor force skills, flexible markets for labor, low domestic distor
tions, and export incentives all interacted to promote high rates of tech
nological upgrading and productivity change.

We can use the cross-economy regression framework developed in
chapter 1 to look at the impact of trade and industrial policies on
growth (see table 6.17). We introduce two variables into the basic cross
economy regression: the index of openness (as described above, the de
gree to which domestic prices conform to international prices) and
measures of export performance.51 Openness to the world economy
captures not only efficiency gains induced by the need to remain glob
ally competitive but also the likely allocative benefits of having relative
prices close to international prices.

Introducing these twO trade-related variables substantially increases
the explanatory power of the cross-economy regression. The effect of
openness is positive. Economies with limited relative price distortions
grew more rapidly.52 We choose as our measure of export performance
two indicators-the average share of manufactured exports in total ex
ports and the share of manufactured exports in GDP.53 Manufactured
export performance is strongly correlated (at the 1 percent level) with
high rates of per capita income growth. When the share of manufac
tured exports in total exports is introduced together with the openness
index, only the latter is significant. Conversely, when the share of man
ufactured exports in GDP is used, the openness index remains positive
and significant. One possible interpretation of these results is that a high
concentration of manufactured exports relative to total exports, rather
than openness, contributes relatively more to productivity change in a
cross-economy framework, which would be consistent with our reason
ing concerning exPOrt externalities.54

Estimates of the sources of total factor productivity growth (de
scribed in appendix 6.2) confirm the results of the cross-economy re
gressions and add some insights into possible interactions berween exports
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Table 6.17 Output, Growth, and Investment
(dependent variable: rate ofgrowth ofreal GDP per capita, 1960-85)

Numb" ofobsnvlltit",s: 92 86 69 97 79

Intercept -0.4237· -0.0124 -0.2324 -0.0055 -0.3943·
(0.1650) (0.0083) (0.1550) (0.0085) (0.1748)

GOP relative to U.S., 1960 -0.1033·· -0.0459 ** -0.0837 ** -0.0381 ** -0.0892··
(0.0268) (0.0108) (0.0256) (0.0123) (0.0280)

. ;.~"7.:::. :',.,~- \ :·7~··:· ....• ~ ....~ ...-;.. :.:
Primary enroIlmenc, 1960 0.0259 ** 0.0210·· 0.0216- 0.0221- 0.0239 -

(0.0081) -(0.0064) (0.0079) (0.0069) (0.0085)

Secondary enrollment, 1960 0.0317 0.0211 0.0218 0.0206 0.0156
(0.0203) (0.0134) (0.0210) (0.0148) (0.0210)

GroWth of population, 1960-85 0.1322 0.2693 0.2054 0.1856 0.1222
(0.2699) (0.2346) (0.2806) (0.2376) (0.2870)

Average invesanentlGOP.1960-85 0.0568· 0.0659·· 0.0625· 0.0444 0.0436
(0.0259) (0.0232) (0.0291) (0.0242) (0.0276)

Dollar openness index 0.0042· 0.0023 0.0040
(0.0017) (0.0016) (0.0018)

Average manufactured exponsltotal 0.0002·· 0.0003··
exports, 1960-85 (0.000l) (0.0001)

Average manufactured exports/GOP, 0.0011 ** 0.0011 **
1965-85 (0.0003) (0.0004)

AdjUSted R2 0.3947 0.4912 0.5217 0.3530 0.3938

RMSE 0.0159 0.0124 0.0132 0.0147 0.0155

.* Statistically significant at the 0.01 level.
* Statistically significant at the 0.05 levd.
Not~: Coefficient is top number. Standard error is bottom number in parentheses.
Sour~~: World Bank staffestimates.

and human capital. We attempt to explain variations across economies in
TFP growth rates in terms of relative income, educational attainment (as

measured by the average stock of education per person), openness, and
our measures of manufactured expon performance (see table 6.18). The

education stock variable, while positive, does not explain variations in TFP

growth among economies. This is appropriate, since we have measured
TFP growth net ofhuman capital's contribution. Openness is consistently
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associated with superior TIP performance, controlling for other variables.

Both indicators ofaport performance are also consistently and positively

correlated with higher rates ofTIP growth.
We also find some evidence ofa positive interaction betWeen the share

of manufactured c:xports in total aportS and in national income and the

stock ofeducation. The coefficient of the interaction term betWeen these

twO variables is positive but not significant at conventional levels, and the

export share variable becomes insignificant. When we consider the con

tribution of the variables taken together to c:xplaining the variation in TIP

growth rates, however, it is statistically positive. We conclude that export

Intercept -64.9123·· -71.1186··
(14.0585) (14.8657)

Table 6.18 Detenninanls of Total Factor Productivity Growth, 1960-89
(dependent variable: rate ofgrowth ofreal GDP per capita, 1960-89)

Number ofobs~atWnr: 67 67

GDP rdative to U.S., 1960

Educational attainment, 1960

Dollar openness index

Average: manufccrurc:d exportS/rotal exports, 1960-85

11lteraccion term: Educational attainment 1960 times
manufacmrc:d exports/total exports, 1960-85

-4.8047 • -5.5757 ....
(1.9nl) (2.0637)

0.1471. 0.0680
(0.0874) (0.1082)

0.6493- 0.7154 ....
(0.1417) (0.1508)

0.0314·· 0.0159
(0.0066) (0.0142)

0.0032
(0.0026)

51 51

-72.0692·· -70.8604 ••
05.6104) (15.4608)

-2.3509 -2.1562
(2.3225) (2.3008)

0.1574 0.0738
(0.1064) (0.1207)

0.7225 .... 0.7134 ....
(0.1574) (0.1558)

Average manufacmrc:d c::xportslGDP, 1965-85

-'. Interaaio~.~Educati()~aaainmem19<?Q.~~:'k"' ..,:~:-- 'F(,t<:: :::.~"".::;;.
• manuf.actured exports/GDP, 1965-85 .

0.0625 •
(0.0269)

-0.0686
(0.0966)

0.0284
(0.0201) ..

Adjusted R2 0.6333 0.6376 0,4507 0.4628

** Statistically significant at the 0.01 lc:vd.
• Statistically significanr at the 0.051c:vd.

. No~: Coefficient is top number. Standard c:rtOr is bottom number in parentheses.
Source World Bank staff estimateS.
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performance and education interact positively; higher levels ofeducation

raise the contribution of manufacrored export concentration to TFP

growth.55 This is consistent with our hypotheses that manufactured ex
port orientation and high labor force skills interact to facilitate the ac
quisition and mastery of technology with attendant spillovers.

The evidence from our cross-economy estimates is supported by a
number ofrecent microeconomic studies that attempt to test the link be

tween exports and productivity growth. Packand Page (1993) present ev
idence from Korea and Taiwan; China, that at the sectoral level rapid

export growth is correlated with the pattern of productivity change; ex
porting sectors have higher sectoral rates ofTFP growth. Wei (1993) uses
city data from China and finds a statistically significant relationship be

tween export growth and productivity growth. Perhaps most compelling,
Awand Hwang (1993), using firm microeconomic data from Taiwan,
China, find a statistically significant relationship betWeen productivity
differences among manufacturing firms and expOrt orientation.

How Have Trade and Industrial Policies Contributed to Growth?

The early admirers of HPAE trade policy clearly overstated the neu
trality of incentives between domestic and foreign sales and understated

the variation across sectors. But the revisionists who see in the HPAEs'

success evidence that highly targeted industrial policy worked overlook
the fact that the calculations on which both relied were static, that firms

based their decisions not only on current levels ofprotection and factor
prices but on the certain knowledge that they would need to compete in
the future. Effective rates ofprotection may shape short-term tactics but
the long-term strategies of currently protected firms are more likely to
reflect their expeCtations of the future.

Thus, the emphasis on exports was decisive for the entire manufac
turing sector; promotion of individual sectors was less important, since
all but the very dull knew that their turn to export would come sooner
than they would have preferred. Given the widespread national under
standing established by government statements and actions in Japan,
Korea, and Taiwan, China, that exporting was the standard by which all 
economic activity would be judged, even firms benefiting from higher
than-average rates ofprotection in the domestic market understood that
in the near future they would be forced to compete in world markets.
Sustained reduction in imPOrt protection sent a similar message to pro-
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ducers in the Southeast Asian newly industrializing economies. Govern
ments were credibly committed to export competition. ExportS were
important because they ensured that, given the HPAEs' high human cap
ital base, productivity growth would be facilitated by the improved abil
ity to tap international knowledge.

• • •
What are the main factors that contributed to the HPAEs' superior al

location ofphysical and human capital to high-yielding invesonents and
their ability to catch up technologically? Mainly, the answers lie in fun
damentally sound, market-oriented policies. Labor marketS were al
lowed to work. Financial marketS, although subject to more selective
interventions to allocate credit, generally had low distortions and lim
ited subsidies compared with other developing economies. Import sub
stitution, although an early objective of public policy in all the HPAEs
except Hong Kong, was quickly accompanied by the promotion of ex
ports and duty-free admission of imports for exporters. The result was
limited differences between international relative prices and domestic
relative prices in the HPAEs. Market forces and competitive pressures
guided resources into activities that were consistent with comparative
advantage and, in the case of labor-intensive exports, laid the founda
tion for learning international best practice and subsequent industrial

upgrading.
Does this mean that selective interventions played no role in East

Asia's superior growth? Our conclusion is that selective interventions
were neither as important as their advocates suggest nor as irrelevant as
their critics contend. All eight economies succeeded in establishing au
tomatic access to credit for exporters; this simple contest was an impor
tant component of their export-push suategies. Other directed-credit
programs were less successful. Where they appear to have resulted in al
location ofcredit to high-yielding activities, mainly in Japan, Korea, and
Taiwan, China, it was because of careful screening and monitoring of
projects and an orientation toward the private sector. Where they failed,
governments limited the damage by offering more limited subsidies

. than the credit programs in other developing economies. Finally, we
have concluded that industrial policy, with the possible exception of
Japan, did not alter industrial structure or patterns of productivity
change. The most successful selective intervention in the HPAEs-the
commitment to manufactured exports-was also the most general.
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Flexible markers, low price distortions, high levels ofhwnan capital, and

industrial and trade policies that tilted incentives in favor of exports

all combined to allow rapid growth of manufactured exports and,

through it, rapid technological catching up.

Appendix 6.1: Testing the Impact of Industrial
Policy on Productivity Change

G
OVERNMENT POUCIES THAT CORRECT MARKET FAILURES

should give rise to growing total factor productivity in the en

tire industrial sector, though the resulting panem ofTFP growth

across subsectors is not easily predictable. Knowledge-based imperfec

tions are likely to yield TFP gains, primarily in the subsectors in which

the intervention occurs. Subsidization ofknowledge acquisition in tex

tile production will mainly benefit other textile firms as knowledge seeps

out to them or trained engineers go to other textile firms. Some knowl

edge in textiles may benefit closely related sectors such as clothing

through production of fabrics that are bener suited to local conditions,

that is, are not obtainable on the world market.

The sectoral locus of gains is imponant for several reasons. First, em

pirical efforts to relate government intervention to productivity growth

are desirable as a weak test ofthe effectS ofintervention. Productivity gains

in the entire industrial sector or the entire economy attributable to other

factors might mistakenly be ascribed to the intervention, even if it had ac

tually reduced productivity growth. Undoubtedly, the productivity gains

from correcting various market failures may diffuse to many sectors, but

most should have a major impact in the initial sector of intervention.

Empirically, many of the interseaoral interactions will be measured as

inrrasectoral at the two-digit level. Improved production engineering in

spinning may improve TFP in weaving. Both, however, are included in the
two-digit ISIC textiles branch. Equal diffusion to all sectors seems implau

sible. While there are individual examples in economic history (Rosenberg

1976), there is no evidence that this is the general prototype. Moreover,
recent research on the panern of spillovers of R&D in industrial

economies demonstrates that the major beneficiaries are closely related

sectors, often sectors that would be identical within a two-digit classifica
tion Gaffe 1986). The nonsubstantiated claim that the spread ofexternal-
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CDP'1'ER II

AHALn'ICAL FRAIm.OU

A. A Typoloqy of General Approache. and .ervice.

Our analysis of how project design should take the country economic
environment into account starts with a characterization, or
typology, of A.I.D. export/investment promotion projects. The
three approaches described below are presented as points along a
spectrum, rather than as mutually exclusive models.· Any trade and
investment project, whether an export or investment promotion
project, or an agriculture or manUfacturing sector project, falls
at some point along the spectrum. The three general approaches
are:

1. The "Transmitter" approach relies mostly on developing and
transmitting market information, through maintaining data
bases and answering investor/exporter queries.

2. The "Facilitator" approach seeks to establish multi-sectoral
investment and export promotion services, such as product
promotion campaiqns through trade shows and missions, on-site
investment services, general training assistance,
producer/buyer travel facilitation, and general investor
search services.

3. The "Promoter" approach generally aims to provide enterprise
specific technical assistance and brokering services to a
limited number of producers in a limited number of sectors.

Each approach can be placed along a spectrum of attributes ranked
from low to high. The attributes used to define each approach
include:

a. Degree of project targeting in product development, markets,
and beneficiaries.

b. Degree of "proactiveness" associated with project services.
That is, does a delivery mechanism exist that actively seeks
out and provides services to a few target groups? Or are
project services made available to the.general public, albeit
in a much more passive, first come, first serve approach?

c. Degree of impact attribution -- the extent to which a given
proj ect service can be attributed :to a development impact
(jobs, investment and foreign exchange generated).

d. Degree of confidence in market forces -- the extent to which
the approach assumes that markets are efficient and that there
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are sufficient numbers of producers in the market that are
able to take advantage of project services.

Below is a table which summarizes the relative ranking of the
general approaches according to the factors mentioned above as well
as the type of services provided:

-..-------------------------------------------------------------·: ··· "Transmitter" "Facilitator" "Promoter" ·· ·· ------------- ------------- ---------- ·· ·· Level of: ·· ···: 1. Targeting Low Medium High ····· 2. Proactiveness Low Medium High·· ·· ·· 3. Direct Impact ·· ·: Attribution Low Medium High ··· ·· ·· 4. Belief in ·· ·Efficient ··· Market Forces High Medium Low ·· ·· :·· Service Emphasis: ·· ·· ·· ·· --Business --Export/ --Enterprise ·· ·· Environment Investment Specific ·· ·--Market Promotion Technical :
· Information Services Assistance ·· ·----------------------------------------------------------------
The "Tran••i tter" approach ranks low on the three characteristics 
- targeting, proactiveness, and impact attribution. The underlying
premise behind the transmitter approach is that trade promotion is
constrained by a lack of information about market opportunities and
pricing information. Rather than target specific· producers for
assistance, transmitter projects develop data bases that provide
information to numerous sectors and producers/investors. The
project is passive in nature since it will transmit information to
whomever asks for the information. In terms of services, the
transmitter approach emphasizes the following services: policy
development and research, database development, and market
research.

The ""ac111tator" approach normally involves a medium level of
targeting and proactiveness. It assumes that potential investors
are constrained by a lack of promotton services. While a
"Transmitter" project would provide the potential exporter with a
brochure of trade shows, the "Facilitator" project would assist
the producer in going to a trade show. "Facilitator" projects
focus more on services that facilitate individual investors at a
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discrete point in his marketing or production cycle, such as trade
fairs, training, or general investor search.

Finally, the "Proaotere' approach usually ranks high in each of the
above criteria. The main emphasis is on high value-added and
enterprise-specific services. The promoter approach assumes that
there are major constraints placed on local producers and investors
that can only be overcome by a varied and concentrated level of
services. OVercoming most of these constraints requires
substantial -- but narrOWly targeted -- technical assistance either
in production or marketing, or both. The cost of individual
services tends to be higher than those of the Facilitator and
Transmitter. But the targeting and focus on capitalizing on a few
opportunities can limit the overall proqram cost of the Promoter
approach.

Every investment and export promotion project is comprised of a
"basket", or range, of services that are typical of its general
approach. The services commonly associated with promotion projects
are shown in Table II.1. The various services are grouped into
four categories: "business environment", "market information",
"export/ investment promotion. services" and "enterprise-specific
services".

There is some overlap between the services offered in each type of
project, but the differences are often of targeting and the degree
to which a service is tailor-designed to a specific enterprises
needs. While both the facilitator and promoter approaches offer
training, the facilitator would typically do so in the form of
generic workshops to which several firms would be invited. The
promoter would work much more closely with one firm, usually to
overcome a specific problem that has impeded the firm's ability to
expand.

The rest of this paper will focus on the three general approaches 
- Transmitter, Facilitator, and Promoter -- more heavily than on
the types of services associated with each type of project. It is
recognized, however, that a full project strategy requires careful
attention to the actual scope of services to be provided.

B. & Typology of Bconoaic.an4 Institutional Bnvironaents

All trade and investment-related activities are shaped and bound
by the country-specific setting in which they are implemented.
This much is obvious. The purpose of this section is to develop
a typoloqy with which this setting can be broken down and analyZed.
When evaluating past A.I.D. projects, this approach is an attempt
to isolate the many economic, political, and institutional factors
that have affected project success. And just as important, the
approach is an attempt to isolate the key factors that future
project design must take into account in order to achieve success.

8
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Table 11.1

GENERAL APPROACHES AND PROJECT SERVICES:
A CLASSIFICATION SCHEME

9~-e)o.~

"

~
"..........

,........
ServIces ReI8tIng to the GenenII
Business Envlro..-.ment and Merket
Information

prtvate/publlc Sedor Coordlnltlon
Policy AneIysIa/Refonn
Information Sei'VIces
Market Re888rch
Sector FeaslbRny and Pre·
Investment

Studies
Infntstructln Development: FPZa.

Roads. Power. CommunIc8tIons

w
w
O'l

F....or

Export end Investment Promotion
Services

Expert Awar..... Promotion
(ad campaigns)

Product Promotions
Exhibitions, Trade Shows.

Trade Missions
Producer/Buyer Fee....lon. both

local and foreign
Investor Search (OY8fI88S ofIIceI.

cold calling. dlrectortes)
Pre-Investment services (one.stop

shop. pre-feesfbllly studies.
wage rate analysis. etc.)

Post-Investment services

PIomoIer

Enterprise Specific Assistance

Oeelmaklng/Contrad Production/
Joint Ventures

T.A./Produetlon (quality control.
production)

T.A./Marketlng (transport.
dlstrtbullon marketing)

T.A./Management (accounting.
ftnanclel management)

Tralnlng Assistance (specific to
companles/subsectors)

Credit/Financing Assistance
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Our typoloqy consists of seven variables which are defined as
follows:

the stage of development of a
of its potential for increasing
the assistance of a project

1. The pro4uc~ive .~ruc~ure:

country's trade sector, and
exports (especially with
intervention).

2. The policy eDvironaeD~: the basic free market orientation of
the economy in such key areas as trade, foreign exchange,
pricing, and fiscal pOlicy regimes.

J. The ~arge~ group ezpor~ cap&bili~y: the size, experience,
and ownership (local/foreign) of the targeted firms.

4. The hos~ country support for a project.

5. The projec~ delivery .echani••: the choice of public, mixed,
and private sector delivery mechanisms to deliver proj ect
services.

6. A.I.D. K&D.g.m.D~ BffectiveDe•• : the role of A.I.O.
management involvement in the project.

7. Risk: the likelihood that project objectives can be
accomplished within the target time frame and budget.

The first two variables, productive structure and policy
environment, are considered to be, from the point of view of the
promotion projects, "uncontrollable". The productive structure,
almost by definition, can only change over the medium- and long
terms in conformance with changes in fundamental real economic
parameters. The policy environment can change much more rapidly
-- as has been witnessed in Bolivia in recent years -- but
typically as a result of a large policy reform dialoque and reform
program. From the point of view of the projects considered here,
the policy environment is uncontrollable.

The second two variables, target group export potential and host
country support for the project, are considered to be
"influenceable". They cover areas in which A.I.D. can exert some
influence or control both during the period of project design and
project implementation. Even though a particular target group may
not have an export orientation at the beginning of the project, it
is possible that during project implementation the target group
could be persuaded to adopt a more outward-looking orientation.
The same holds true for host country support. Even if a government
does not actively support a project at ~. outset, it is possible
that it would provide more support during project implementation,
particularly if the project demonstrates some successes.

9
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Foreword

Since the early 19805, suppon to institutions
promoting export and investment in developing
countries has been a focal point of the Agency for
International Development's (AJ.D.)private sector
assiSWlCe strategy. In 1989. Al.D.'s Cemer for
Development Information and Evaluation (COlE)
and !he Bureau for Latin America and the
Caribbean initiated a major review of AlD.·s
experience with trade and investment projects in
Latin America and the Caribbean. Three factors
prompted the study: the large volume of resources
committed to trade and investment projects, the
critical imponance of supponing private sector
investment and nontraditional export growth., and
the expected increase of funding for export
promotion and investment promotion.

In the summer of 1990, COlE published the
initial study: Promoting Trade and Investment in
Constrained Environments: AlD. Experience in
Latin America and the Caribbean, Al.D. Evalua
tion Special Study No. 69. The study provides a
conceptual frameworlc. pennitting a comparative
analysis of trade and investment strategies used by
ALD. in constrained environments.

This field assessment is a follow-up to that
study. It focuses on 10 promotional institutions
operating successfully in favorable policy environ
ments in Chile, Costa Rica. the Dominican Repub
lic, and Guatemala. The study addresses a central
question facing AlD. decision-makers: Do expon
and investment-promotion organizations merit
cominued support from A.LD.? and if so. Which
programs have the most impact on export and
investment? 1be study arrives at three important
conclusions:

v

1. Promotional institutions can make a modest
but imponant contribution to building nontradition
al exports. and. in a favorable policy environment,
their services can accelerate the process of export
growth. Support to these institutions also offers an
attractive retum to donor resources. However. the
total impact of promotional programs on mntradi
tional export performance is marginal. unless a
major investment is made in a sector poised for
lake-off.

2. 1be single most important service a promo
tional institution can provide is information, partic
ularly mutet information and comracts. but given
the different needs of local and foreign firms,
investment programs should DOt be combined with
export promotion programs.

3. Promotional institutions are DOt effective
substitutes for policies favoring export-oriented
investment

We believe Ibis study provides some important
insights into the effectiveness and limitations of
AlD. support to export- and investment-promotion
institutions. We encourage AlD. senior managers
and staff 10 draw on this review in their planning,
implementation, and monitoring of export promo
tion and investment promotion projects.

Jom Eriksson
BIITeIUI for Program GIld Policy Coordination

CelfleT for lhYtlopmellt Information twJ EWlb1IJJion
AMgIUt 1991
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Summary

A.lD. has made assistance to promotional
institutions a focal point of its trade- and invest
ment-promotion strategy worldwide. Support to
these institutions in Latin America and the
Caribbean alone has totaled more than a quaner of
a billion donars over the past 10 years. The
central issues for liD. decision-makers are
simply stated:

• Do trade- and investment-promotion organi
zations merit continued suppon from
A.I.D.? and, if so, Which programs have
the most impact on expons and investment?

This study, sponsored jointly by the Bureau for
Program and Policy Coordination/Center for
Development Information and Evaluation
(PPC/CDIE) and the Bureau for Latin America and
the Caribbean (LAC), examines the experience of
promotional institutions in the Caribbean Basin
Initiative (CBI) region and Chile to answer these
questions. It measures the programs' impact on
three levels: impact on the assisted firms, impact
on national expon performance, and total economic
return. On the basis of these findings, the study
assesses the strategies used by successful promo
tional programs to suggest the institutional SttUc
ture and service mix promising the greatest impact
on expons, invesanent, and jobs.

The study focuses on 10 promotional institu
tions in Chile, Costa Rica, the Dominican Repub
lic, and' Guatemala. The findings rely heavily on
a survey of 162 foreign and local exporting firms
in the four countries, including 110 firms assisted
by the promotional institutions and 52 unassisted
firms in the agricultural and light manufacturing
sectors. (See Appendix ~ Methodology, in
Volume 2 of this study. Volume 2 is available as
COlE Working Paper No. 146 from the A.I.D.
Library.)

vi

1. Trtld,- Ilnd Irroutmmt-Promotion Organi
zaticms Merit ContiJUle4 A.ID. Sllpport

The study reached three main conclusions on
the value of promotional institution programs:

• Promotional institutions provide services
that arc highly valued by the films receiv
ing them, particularly in the agricultural
sector. A.I.D.-supponed institutions provid
ed a high proponion of services rated by .
the firms as having an impact: 48 percent
in the agricultural sector and 23 percent in
the manufacturing sector. The value of the
services to the firms is confirmed by their
performance: Assisted fums in both sectors·
registered more rapid growth in expons
than did unassisted firms, and assisted
manufacturing firms also generated greater
growth in total employment than did unas
sisted firms.

• Promotional institutions provide an attrac
tive rate of return to A.I.D.'s investment,
conservatively estimated on the order of 2S
percent in real terms. This estimate is
based on direct, shon-term benefits generat
ed by increased employment and does not
include benefits from future investment,
impact on policies, or other sources that are
hard to measure but nonetheless imponant

• Despite the benefits generated at the firm
level, the total impact of promotional pro-.
grams on nontraditional export performance
at the national level is generally not dramat
ic: promotional institutions accounted for
a modest 5 to 30 percent of the growth in
nontraditional expons by the assisted sec
tors. Their assistance was valued by the
firms that they reached, but they reached

AlD. E.zwation Spa:ial St¥4y No. 7J
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only a smaIl proportion of the total expon firms.
Thus, they have the potential to make a major
contribution to national DODttaditional expon
growth only when the sector is begiJming to take
off and the program is large relative to the expon
sector.

InveSlIDent- and expon-promotion programs
implemented by local promotional institutions
appear to offer an economic reI1U11 meriting c0ntin
ued AJ.D. suppon. However. even in a favorable
policy environment. they have 1be potcmial to
achieve major gains in mntraditional exports at the
national level only when a major investment is
made in a sector that is poised for a take-off. If
the sector is large relative to A.ID. assistance, or
already growing rapidly on its own, the impact of
promotion is marginal.

2. How Should AJD. Structure Promotional
Programs for Maximum Impact on Trade and
Investment?

The study identified information as the single
most imponant service that promotional institutions
can provide to speed up the invesanent process.
The types of information needed are different for
foreign and local firms but fall into two broad
categories:

• Facts about the mariet and bow it wolks:
For foreign firms, market information needs
to focus on the cost of production in the
wget country; for local firms, information
needs include price data in overseas mar
kets and information on impon regulations.

• Contact names: For foreign firms. contact
information includes Id'emls to local pr0
fessional firms, suppliers. free zones, and so
on. The most imponam contaCts for Joca1
firms are potential foreign buyers.

The differences in the types of information and
other assistance needed by local and foreign firms
suggest that investment-promotion programs should
DOt be combined with expon-promotion programs.
The study identified two basic strategies for pro-

vicling information to local and foreign clients,
each of which is linked to an instiunional structure
best suited to its implememation.

• Standardized information provided to a
broad clientele: For foreign investors,
standardized information is best provided
by a government promotional agency. one
with strong institutional ties to the private

. sector. For local investors, a membership
organization performs Ibis function well.
Both models are potentially sustainable. but
political factors are likely to prevent them
from Wgeting priority sectors.

• Customized information provided to a
targeted clientele: An independent private
entity is the best option for intensive sup
pon to foreign investors, and this expensive
assistance must be carefuDy targeted to
ensure maximum impact. A project imple
memation unit is best able to provide the
specialized technical knowledge needed by
local fums. Neither program bas the poten
tial to be self-sustaining, and efforts to
achieve financial independence may actual
ly undermine program effectiveness.

Promotional programs of either type appear to
be most effective when they work on the frontier
of inveSlIDent activity where information is the
critical input needed by potential investors. For
maximum impact. investment programs must
CODtinuaIly encourage foreign investment in new
sectors. whereas expon-promotion programs must
seek out local firms that are ready to expon and
assist them in making contact with buyers.

On this frontier, the strategies that provide
basic but essential information to a large number
of firms may well have a greater total impact than
those that provide imensive assistance to a few.
However, this conclusion is tentative; additional
analysis should be a priority to determine the most
cost-effective way to suppon firms' decision
making processes.

In summary. promotional institutions can make
a modest but important contribution to building
nontraditional exports. In a policy environment

vii
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amactive to export investment. they can speed up
the process whereby firms learn of profitable
oppommities and take advantage of them. Howev
er, promotional programs are by no means a

viii

substitute for policies that favor export-oriented
investment. If there are DO profitable opportuni
ties. or if fums are already moving to take advan
tage of them. there is nothing to promote.

AlD. EDIhIatim s,dIl SDuly No. 71
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GLOSSARY

AlD. - Agency for IIUemational GEXPRONT - the Guild of Nontraditional
Development Exporters

CBI - Caribbean Basin Initiative fPC - the Investment Promotion
Council

CEDOPEX • The national expon docu-
mentation ceItter of the lACC - the Council for Agribusiness
Dominican Republic Cooperation and Co-invest-

ment
CENPRO - the Center for Promotion of

Expons and Investmem LAC - Bureau for Latin America
and me Caribbean

CINDEIPIE - the investment promotion
division of the Coalition for PPCICDIE • Bureau for Program and
Developmem Initiatives Policy Coordination/Center

for Development Information
CINDEICAAP - the agricultural development and Evaluation

division of the Coalition for
Developmem Initiatives PROCHIU - a new governmental unit

charged with promoting
CORED - the Development Corpora- Chilean expons

tion, a Oillean Government
organization PROEXAG - the Suppon Project for Ex-

porting Nontraditional Agri-
Fundacion Chile - a private Chilean entity cultural Exports in Central

supporting agribusiness America
technology transfer
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1. Introduction

The Agency for Int.emational Development
(Al.D.) has made promotional imtitutions a focal
point of its trade- and investment-promotion stnle
IY worldwide. Institutions promoting export aod
investment have received substantial ISSistaDce
from A.I.D. over the past 10 years, lOtaling more
Iban I quaner of. billion dollars in Latin America
and the CanDbean region alone. Ali Al.D. 's trade
and investment portfolio expands and maD.U'eS, !be
Agency must decide whether to continue funding
these institutions and where they fit into the
Agency's strategy.

1be central issues for A.1.D. decision-makers are
simply stated:

• Do trade- and investment-promotion organi
zations merit a>ntirwed suppon from A.1.D.?
and, if So, Which programs have the most
impact on exports and investment?

This study,1 sponsored jointly by the Bureau for
Program and Policy CoordinationlCenter for De
velopment Information and Evaluation
(PPCICDIE) and the Bureau for Latin America and
the Caribbean (LAC), looks at the experience of
promotional institutions in the Caribbean Basin
Initiative (CBI) region and Chile 10 shed light on
these questions.2 It assesses tbe impact and value
of their promotional services to suggest future
directions for Al.D. programming in trade- and
investment-promotion, but it does DOt seek to
evaluate in depth !be institutions funded or !be
projects~ funded them.

Four Nontraditional Export Success Stories

To answer the questions posed earlier, tbe study
focused on 10 promotional instimtions in four
countties that experienced very rapid growth in
DOmraditional exports during the 1980s: C1ile.
Costa Rica, the Dominican Republic. and Guale
mala. Figure 1 summarizes their expon growth
over the 1983-1989 period.

Three of tbese countries panicipated in the
CBI.' The special provisions of this program,
designed to help !be CBJ region diversify its ex
pon base. appear to have c:omributed to tbe mong
II'Owtb of tbe three CBJ-region CDUDtries.· Chile,
which bas a somewhat longer history of favorable
policies. succeeded wi1hout tbese provisions.

All four of1be coumries studied pursued policies
saongly favoring expons over this period (with
occasional lapses). Ind. in particular, maintained
foreign exchange rates that made export-oriented
investment attractive to both foreign and local
firms. Although the study was DOt designed to
measure the a>ntribution of macroeconomic poli
cies, it is impossible to look closely at these coun
tries without being sttuck by the overwhelming
importance of policy in dc=mining nontraditional
expon growth.

Figure 2 pools !be data for Chile, Costa Rica,
and the Dominican RepUblic to plot the relation
ship (in nominal terms) between nontraditional
exports to the United States and the effective
exchange rate for these a>untries.' The graph
clearly shows the close linkage between exchange
rates and nontraditional exports. This relationship
was confirmed econometrically at the country level
in OWe: tbe real exchange rate accounted for
more than 90 percent of the variation in DOrltradi
donal expons during the 1983-1989 period.

A closer look at the Dominican Republic experi
ence also confirms the mle of macroeamomic
policies: lDdustrial firms in 1be country's dynamic
free-moe IeClOJ' increased expons by 27S percent
between 1984 IUd 1989 (m MlniOO dollar tem1s).
Their a>Ileagues outside the zones faced vinually
identical prices but a far less favorable export·
~gime, and industrial expons increased by only 82
percent.'

Why Meddle With the Market?

Given the importance of policies. why bother
with promotional programs at all? Why DOt put
an 1be emphasis on establishing an expon-oriented
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Figure 1. Export Perfonnance of Chile, Costa Rica, the Dominican Republic, and Guatemala, 1983-1989

Source: U.S. Deplltment of Commerce, Imports for Consumption, Customs Value
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policy regime and then ttust market forces to
auract foreign and local investors?

The rationale for using promotional institutions
to give an eXIra push to market forces is threefold:

1. Market forces work, but DOt fast enough,
when firms must make significant investments to
Jearn about new opportunities on their own. 1bis
inefficiency justifies a temporary subsidy to the
export sector to improve access to iDfoDDation and
speed up private response to maritet forces.

2. The first foreign investment in a profitable
but underexploited sector (for example, electronics
assembly in the Dominican Republic) makes it
more likely that other firms will recognize the
opponunity and follow. This "bandwagon effect"
is an externality from which the country and sub
sequent investors benefit, but from which the first
firm does not, and it justifies a subsidy to encour
age such path-breaking invesanenl

3. Promotional institutions themselves can make
a major contribution to achieving and, equally
important. maintaining export-oriented policies by
serving as a voice for the export sector, both for
eign and domestic; their role in the policy arena is
a public good that deserves more support than the
market is likely to provide.

These three arguments share a common weak
ness: they are easy to make but very hard to
prove or disprove. The impact of these indirect
factors on expons is virtually impossible 10 mea
sure. This study bas therefore focused on the
direct link between the promotional institutions
and eXpOrt-oriented investment, looking in depth at
the services provided to foreign and local films
and assessing the impact on their export perfor
mance. The authors do not deny that !be indirect
imp8cts cited above may be imponant and may. in
and of themselves, justify investing in promotional
institutions in a specific instance; but we believe
the analysis is strengthened by excluding benefits
that are nearly impossible to substantiate.

4

Key Issues Addressed in This Study

This study examines five fJCtOrs that together
determine whether promotional institutions are
worth supponing and how their programs should
be stnletured for maximum impact on exports,
invesanent, and jobs:

1. Fum-level impact: Do these institutions have
III impact on the films !bey assist?

2. National-level impact: Do these institutions
have an impact on e~ns and foreign investment
at the Dationallevel?

3. Economic return: Is support to these institu
tions economically attractive and cost-effective?

4. Service mix: What service strategies appear
to have the gJ'ellleSl impact?

s. Institutional stnleture: What institutional
models appear to offer the best vehicles for deliv
ering these services?

Methodology

The study followed a modified form of the case
study methodology, focusing on 10 promotional
institutions but considering as well the country
coIUext in which they operate. The seven CBI
region institutions studied in depth have received
heavy AlD. assistance and as a JrOup will be
referred to as Al.D.-supported iDstitutions (ASIs),
ahbougb they were DOt selected as typi~ institu
tions supported by ALD. Rather. since the
study's lim is to find approaches tbat wolk, it
targeted institutions identified as aood programs
working in favorabIe environments in which non
1J'aditional export growth has in fact been rapid
and. in which there is a sufficiently long institu
tional track record to make the search for impact
meaningful.

AJD.£~ s",eia1 sa.4y No. 7J
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1be study's analyses are organized by five issue
areas. each of which is treated in a separate issues
paper pesented in the second volume of this
study:

1. 1be country export performance and the role
1bal macroeconomic policies have played in con
lributing to this performance.

2. 1be assistance strategy followed by each of
the promotional institutions. and the translation of
this stra1egy into direct services to firms and other
activities.

3. The use of these services by exporting firms.
and their impact on firm performance.

4. ProgJ3II1 sustainability. with or without con
tinued A.I.D. support.

S. The level of economic benefits generated by
A.I.D.'s investment

The 10 institutions studied in deW1 include both
established organizations and institutions whose
creation was directly related to A.LD. sponsorship
and funding (see Box).

The programs made available by these instiw
tions were analyzed primarily in terms of 32 direct
services offered to client firms. which were organ
ized into five broad categories: in!onnation. pri
Vale contaet-making. investment m:I export sUp
port (site visits. accounting, legal services, and so
on). IeChnicaI assistance. and govemmem facili
tation. 1bese services and their use and useful
DeSS. costs. and impacts were studied through
leView ofavailable documents, interviews with the
promotional institutions. USAID Mission person
Del. IDd other in-country sources; aDd a survey of
162 exporting firms in the four countries (mc1ud
ing 110 firms drawn randomly from lists of assist
ed firms supplied by the A.ID.-supponcd instiw
tions and the OWean organizations. IDd 52
unasisted firms drawn l'IDdomly from lists of
exponers).

The study gave special attention to three distinc
tions identified as centtal to A.LD.·s arategy: the

S

PromotioDallDstitutions Studied

CENPRO. &be eau. far Promocian or Exports
aDd Inveamcat. a pabUc MCIar pUlllOtioui1
IIIIi1 ill CcIta Rica ..., boIb Ioc::a1 firIDI
ad fc:niID iIMIrDn

ClNDE/l'IE. 1be imiS1Dleill pomacioll diYiaiaa
of tbe CaaliIiCla fa' DncIoFIDIDI Jai1iaziy-. an
AJ.D.-IpOGICI'IId priYaIe tIdit1 ill Cm1a Rica
1aJeIiDI prm.riIy fareip ......., ill tbe
....fec1min& IIICIDr

ClNDEiCAU. Ibc apica1IIIral ....ClpIDIDl
diYisiDD or &be CaIJiIioII for De¥elapme:Dt
IDiIiaa.a. an A.LIT.-IpClIIiCftd pt'iYaIe _tit)' ill
Caaa Rica waClinalocaJ and fanip qricul·
IIIIa1 firms

COIlFO.1he Devc10pmalt Corpor'IIion. a
Cbilean Govcmment crpnizaliCla dIIrpd with
• broad !&DIe of aedi1 aad pomoliaaal f1mc
lions far privare tim aad pII'UWIJs

FfIIIbdlM CIIlI6. a pt'iYaIe Cbikan entity
auppunin, aJribusiDea IIdmoJoay 1IaDSfer

GE.Xl'RONT. Ibe Guild or NoazradUional
EJ:ponen. aD csll.blisbed membership cqaniza·
lion in GaaICmIla 1arJedn& primarily local
finDs in 1be IMDl1facImiJI& and qric:ahInl
aedDrS

IPC, 1be lDY.cmeat PUliwdUD CoaDcil. In

AJ.D.-IpOGICI'IId priYaIe IIItity ill Ibc Domini
caD RlpabJie~ primIrily fCRiIl! iava
IDII ill Ibe IDIIIIIfac1zIri IIICIDr

lACC. &be CoaDcil fa' Apiba.... Coopcn.
Iial and Co-irrvecmcat, aD A.LD.~ed

IDIIDbcnbip arpIIizaIiUD ill Ibe J)nmjnjc:an

ReplbJic IqeIiDa primarily Ioc::a1 films in Ibe
apica1IDn1 .mr

".OCBlLE......~ IIIIit c:bIrJed
wiIh POIIIUCiu& CIIiJIa CI.pCIrIi

".OUAG. Ibc SIIJlPOIt~ fcIr EIpanin,
~ Apic:a1an1 Ezpn ill CaIIral
America, Inind~project impl....
Iial IIIIit aperazina in CcaaaJ America and
~ Ioc:al aDd taNip .,ncaJanl firmI
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assistance sector (agriculcwe versus manufactur
ing), the target clientele (export promotion aimed
at local firms versus invesDDeDl promotion aimed
at foreign rums), and the country level of deVelop
mClll (established exporters versus DeW emrants).

1bis symhesis makes no effort to retrace each
element of 1be analysis; the specific findings are
detailed in the issue papers presented in the com
panion volume. This S)'lUhesis focuses instead on
the bonom line-tbe study's implications for
ALD. vade mel investment programmina. It is
organized by the five issues cited. focusing on
whether assistance to promotional institutions bas
an impact. whether it provides an attractive return
on A.I.D. 's investment, and how the Agency can
best carry out promotional programs. No study
can answer these questions definitively, but the
authors believe that the study findings imply a
need to rethink some of the assumptions underly
ing A.I.D. support to trade- and investment-promo
tion organizations.

2. Do Promotional Institutions
Provide Useful Services?

The survey of assisted and unassisted firms
provides overwhelming evidence that films use
and value the services provided by promotional
institutions. Perllaps the most convincing evidence
that the services provided by the promotional
institutions have real value is that assisted manu
facturing firms have generally outperformed unas
sisted firms in generating exports and jobs. Figure
3 compares the performance of these two groups
over the"1986-1989 period.

Investors clearly value some services more than
others. The Table shows the services 1hat are
ranked the most useful by exporters and investors.
based on 1be survey of assisted finns. This table
supports three amclusions:

• Information on markets and buyer comacts is
highly valued by all categories of firms.

• ASIs are an important source of information
services for assisted firms.

6

• Other professional services, for example,
legal and accounting services are used and
valued by the finns but are adequately sup
plied by the private sector.

1be usefulness of each of 1be services was as
sessed by using the swvey data to measure bow
closely service use (regardless of the source) was
JdaIed to export or employment iDcrease. This
approach supports the overall conclusions reached,
although the specific Jist of high-impact services
inevitably varies lODlewbat from one analytic
approach to another.

3. Do Promotional Institutions
Have an Impact?

The evidence in this study strongly suggests that
promotional institutions have a positive impact on
trade and investment. Export- and investment
promotional institutions can make a contribution to
export growth and diversification.

Sound promotional institutions and programs are
therefore good candidates for donor support as pan
of a program to promote trade and investment.
Particularly where the climate for foreign invest
ment and exports bas improved soon after a long
period of Deglect, promotional institutions play a
role in helping both local and foreign investors
respond to the opponunities available.

Nevenbcless. an important reservation anaches
to this affumative conclusion: 1be direct impact
of the promotional institutions on exports is not
very large in national terms. Tbc study found that
exports for which the promotional iDsIiIutions were
di~y responsible lIIloum.ed mly to a small
share of the total growth in DODb'aditional exports,
on the order of 5 to 30 pen:em.' Consequemly,
promotional institutions by lbemse1ves do DOt
provide III adequate response to the Deed to in
crease DODttaditional exports. Their impact is
simply too small It the national level. unless
ALD. support is very large relative to national
exports.

Tbe study suggests a rough l111e~f-thumb of a
$5 increment to exports in the short term for each
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Figure 3. Comparison of the Performance of Assisted and Unassisted Finns, 1986-1989
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Table. Services Ranked Most Useful by Exporters and Investors, and the
Role of A.I.D.-Supported Institutions in Providing Them

Percentage of Finns Percentage of Fimts
Rating the Services u JtecleiviD& Seniees From

Important to Their Operation Ul A.LD.-Supported
IDstitation

Investment Promotion
Client: Fordgn Manu/acfllring Firms

Legal Assistance
Customs Assistance
Assistance with Govemment Approvals
Site Visit Support
Printed Information on the Country
Question-and-Answer

Export Promotion
Client: Local Manuftlduring Firms

Buyer Contacts
Information on Foreign Markets
Technical Assistance for Production
Accounting
Credit
Training

Client: Local AgriculfJlral Firms

Information on Foreign Markets
Buyer contacts
Technical Assistance for Production
Question-and-Answer
Printed Information on the Sector
Trade Shows

59
54
S2
SO
4S
4S

78
67
56
SO
SO
SO

73
73
71
53
SO
SO

o
4

17
59
60
40

29
17
o
o
o

33

36
48
7S
94
72
6S

Note: Shown are the six services in each category receiving the highest impact rating.
This rating is expressed as the percentage of all films surveyed that slated that the
service either had an impact on their export operation or was aitical to their opera
tion.

Source: Survey data.

8 A.1D.£~ S"a.I~ Nc. 77
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dollar invested in foreign investment promotion,
and perhaps one-third that level for agricultural
expon promotion (about 30 cents per year).' To
double nontraditional expons from 5100 million to
5200 million in a S-year period would require
assistance of 520 million for foreign investment
promotion over the period, and 560 million for
local agricultural films.

These are extremely rough estimates. but lhey
suggest that promotional institutions are likely to
m~asubmm~~~aone~nsin~~

terms only when expenditures are high relative to
the nontraditional e~n base. Costa Rica's expe
rience with CINDEJPIE. which claims direct in
volvement in expons amounting to roughly half
the increase in nontraditional expons since 1983,
is an example of a large ~paet achieved through
large expenditures; IPC is an example of a rela
tively small impact achieved by spending much
less money to suppon a much larger and more
established expon sector.

All of these findings apply only to cases in
which policies favor expon and investmenL For
situations in which the policy environment is not
favorable to expons, the returns to promotional
investments are far less cenain. Because the cases
studied were chosen to represent promotional
programs in a favorable policy environment, the
study's conclusion applies only to such situations.
In a favorable policy environment. promotional
institutions can help to expand expons and can
provide an attractive return on the donor dol.1.ar;
this conclusion does not necessarily apply to an
environment in which expon-oriemed investment
is not financially attractive.

The value of promotion comes from helping
firms recognize and act on profitable opportunities
more qUickly than they would on their own. In a
negative policy environment. such as one charac
terized by oVeIValuatiOn. severe restrictions on
imports, and complex investmem regulations,
profitable opportunities are few and far between.
A promotion campaign ClDDot disguise, much less
change, this reality.

9

4. Does Support to Promotional
Institutions Pay Off Economically?

Suppon to promoti~ instimtions offers an
attracti~ economic retum to donor resources. The
cost-benefit analysis estimated the economic rate
of return on the total costs of the promotional
institutions to be about 2S percent in real terms.
1bis rale of retum. however, is quite sensitive to
how the benefits are measured or, in other words.
how the role of the promotional institution is
measured.

Promotional institutions generate benefits by
increasing the number of jobs and the amount of
e~ns, but only indirectly; the finns they assist
generate the benefits directly. How much of these
benefits should be attributed to promotional insti
tutions? For example, if a given investment would
not have taken place without an institution's sup
pon. is it appropriate to attribute all or only a pan
of the economic gains to the institution? What if
the investment might mve or surely would have
taken place without the assistance?

To produce the analysis reponed here, the study
asked the assisted firms that were surveyed to
attribute credit for making their investment go
forward, and it used their responses and other
measures of attribution to assign a portion of the
estimated ecoDOmic benefits to the promotional
institutions. By using this method, the Portion of
eamomic benefits credited to the institutions
ranged from a low of 31 percent for IPC to a high
of 73 percent for ClNDEJPIE.'

Despite the difficulties associated with measur
ing attribution. the rate of return estimated must be
regarded as highly conservative, for two JeaSOns.
FU'St, the analysis looked only at the direct and
shon-term employmem benefits ge::neraled by the
investments for which the institutiaos claimed
credit Other benefits, including future growth of
the firms or spin-off investments that resulted from
the initial venture, were excluded. Second, the
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· analysis did not include any benefits derived from
the general promotion activities of the institutions
(such as advertising campaigns) or their participa
tion in the expon-policy process. although the
costs associated with both activities were included.

5. l'Yhat Are the Best Seroice
Strategies?

As the discussion of service use and impact in
Section 2 demonstrates. no single service mix is
optimal for all conditions; there is no magic for
mula for effective promotion. The study does.
however. suggest several ingredients that should be
at the top of the list in developing the right mix
for a specific situation.

Determining the Institutional Structure

Based on analysis of the various combinations of
services and institutions. the study found several
alternative strategies that appear to work. Each
viable strategy consists of three elements:

1. Clientele: Local expotters need services
altogether different from those needed by foreign
firms. Agricultural and manufacturing fums need
the same general typeS of services but the nature
of the service is sector- and product-specific.

2. Service strategy: Services may be custom
ized (adjusted to the needs of the individual client)
or stan4ardized (provided in the same form to a
large number of clients). Services may be concen
trated on a few cliems. generally members of a
specific target clientele. or they may be diffuse.
providing a little assistance to a lot of films.
Customized service programs tend to be concen
trated. because of budgetary constraints. and stan
dardized programs tend to be diffuse.

3. Institutional structure: Each strategy identi
fied uses one (or at most two) of the following .
instiwtional structures: a membership organiza-

10

lion. a government unit, an independent private
entity. or a project implementation unit

The study arrives at three key findings for these
elements and their interaction to form a viable
strategy:

1. An effective promotional program can be
developed for each of the clientele groups-for
eign fums, local manufacturers. and agricultural
firms-but the different needs of each group imply
that any given program should be directed at only
one cliemcle group.

2. A customized, concentrated service strategy
can be made to worX well for each clientele group
as can a standardized. diffuse strategy. but not
both at the same time in the same instimtion.

3. Once the cli~le and service strategy are
selected. a single institutional structure appears to
work best

The type of information needed by each group.
and the service strategy best suited to providing
that information, emerged as the critical determi
nants of the institutional assistance strategy.

Determining the Needs of Different
Oientele Groups

Capturing new firms in the net of potential in
vestors may be a more imponant determinant of
the success of a promotional program than ho~

well the program serves fums once they are idCnti
tied. Firms. whether foreign or local. make invest
ment decisions based on expectations of profit,
which are shaped by fundamental factors such as
wage rates and foreign exchange policies. DOt by a
sales job. Thus. information. including standard
ized information on prices and operating condi
tions. emerges as the single most imponant ingre
dient in a stra1egy to expand the pool of candidate
investors and exporters.

For promotional institutions, the best way to
bring more firms into the net is to find as many
firms as possible that are considering overseas
investment, and then to do everything possible to
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get the promoted country on their shon. list. Once
a given firm decides to seriously examine the
target country. me most important walk of the
promotional instimtion is done. The firm's deci
sion will be based primarily on the fundamental
suitability of the country for me planned invest
ment, DOt on how well 1be site visit was planned.
Additional promotional suppon. is important pri
marily to ensure that me fum obtains me right
information on the country and makes the right
private sector c:ontaets; me information and the
comaets, not the assistance as such, will make the
difference.

A similar picture emerges for local expon. finns.
For local firms, the number of firms in 1be net is
expanded most easily by finding firms that are
ready to expon and helping them COntae1 overseas
buyers and learn how overseas markets are orga
nized. For manufacturing firms (and agricultural
firms selling a specialized product for processing),
this may be enough. Most of these firms engage
in contract prOduction, and the study found that
their buyers provide the technical assistance they
need.

For agricultural firms selling into the fresh mar
ket, however, information may not be enough.
These firms sell to dealers who, unlike contractors,
have no real interest in helping their suppliers
improve the quality, efficiency. or productivity of
their operation. Miami melon dealers buy and sell
melons; they do not provide technical advice to
growers in Guatemala. Florida. or elsewhere.
Technical assistance for production is therefore
imponant to this type of agricultural firm. and they
have few alternative sources to turn to for help.
Technical assistance may also be imponam for
foreign firms, which must wrestle with the same
location-specific technical problems as local firms
when trying to introduce the same crop.

In all three cases, the missing ingredient provid
ed by the promotional institution is information,
but the specific nature of the information varies
with the clientele. Generalizing across all three
groups, two types of information are needed:

• Facts about the market and how it works:
For foreign firms, market information needs
focus on the cost of production in the target

11

country; for local rums, they include price
data in overseas markets and information on
impon. regulations.

• Contacts: For foreign firms. contact informa
tion includes referrals to local professional
firms. suppliers. flee zones, and the like; for
local firms. the most imponant camacts are
potential foreign buyers.

Standardized information should not be overem
phasized. Customized services. panicularly techni
cal assistance. were highly valued by local firms
that received the services. However, the study
found that technical issistanee is much more ex
pensive per recipient; moreover. local manufactur
ing firms were often able to get assistance from
their buyers. With a limited level of funding,
many more firms can be provided with informa
tion than can be provided with technical assist
ance. If the right firms receive this assistanee at
the right time. the total impact could well be much
higher than that of intensive assistance to a few.

The finding that information is the key ingredi
ent in service is aaractive for both practical and
theoretical reasons. On the practical side. stan
dardized information is one of the cheapest ser
vices to provide on a per-fum basis. Nevenheless,
it would be premature to conclude that relatively
inexpensive forms of information outperform more
expensive forms. dollar for dollar; additional re
search is needed on this issue.

A second practical advantage of standardized
information is the relative ease with which it can
be offeJed. Local personnel with little experience
or specialized knowledge can be 1r8ined to assem
ble. organize. and provide their clients with infor
mation from existing databases on priceS. direct0
ries. and other readily available sources.

From a theoretical standpoUn. information for
1be public good provides a justification for the
subsidy inherent in donor suppon. to promotion.
Subsidies are most lppJopriate when mere is mar
ket failure, and poor or uneven availability of
information is among the most common causes of
market failure, panicularl.y in developing countties
emerging into expon. DWkets.
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What about firms that are DOt in a position to
benefit from information? Does a strategy design
ed around information needs mean that a fum
requiring more help should be pushed to the back
of me queue? Yes, it does, if the same amount of
assistance can help several firms to export (and
create jobs and earn foreign exchange), instead of
helping one firm to almost export.

Working on the Investment Frontier-Key to
Success

A strategy based on infonnation does not imply
that promotion should be a temporary activity,
continued for a relatively brief period II the end of
which all firms have the information they need.
On the contrary, information-based promotion
should arguably continue indefinitely, always
seeking to operate at the frontier where a new crop
of firms needs assistance:

• For local firms, the frontier moves as new
firms reach the point at which they have the
basic capability to export but need help in
contacting a buyer who can provide the tech
nical assistance and marketing expertise to
enable them to move into the export maric.et

• For foreign investon, the frontier shifts as
changing conditions in the target country
make it attractive to fums in seeton that do
not have an established presence in the
country.

The frontier is not stable across countries or
even within the same country over time. Even a
country: that is well-known in a particular sec
tor-as the Dominican Republic is in textile as
se:mbly-may be all but unknown to potential
foreign investors in another sector. such as pharm
aceuticals or data processing. A change in the
local policy climate (or. equally likely, a change in
U.S. import restrictions) may create a newly prof
itable niche that foreign investon will fill if they
know it exists.

The frontier is equally mobile for local export
fmns. In export promotion, just as in investment
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promotion, a shift in policy can create a new open
ing for exporters or can slam shut a window of
opportunity. At any given point in time. the na
tional entrepreneurial base is made up of a rela
tively small number of fums that are already es
tablished cxporten (and therefore do DOt need
assistance). a very large number of firms that are
DOt even close to being ready to export. and a
number of firms in tile middle. This last group is
the most appropriate target for assistance. whether
support is intensive and customized or diffuse and
standardized.

Promotional organizations need flexibility and
the planning capability to locate the frontier and
then to adjust their program to serve firms in its
vicinity. If tile institution plans to exist for long,
it needs the capability to keep up with shifts in the
frontier over time, as local and international mar
ket conditions change. It is DOtewOrthy that very
few of the institutions studied have these
capabilities.

Services: Customized and Targeted or
Standardized and Widely Available?

If there is a conventional wisdom in trade and
investment promotion. it is that customized. target
ed. intensive services have an impact and standard
ized, diffuse services do DOt Taken to the ex
ueme, the conventional wisdom characterizes
standardized services as the choice of government
institutions that lack the IeSOurees and expertise to
do anything else. and customized services as the
preferred option, the Cad.i11ac of promotional
programs.

A principal finding of this study is that this
conventional wisdom may well be wrong. Stan
dardized services, such as primed infounation and
foreign maItet price info11Dation. are among the
services that firms are most likely to receive. and,
more important, are among the services most like
ly to have an impact on the recipient-foreign or
local. Wbether the measurement of impact is
based on the statistical correlation with export
growth or on the firms' own assessment of impact,
standardized infounation services consistently
ranked among the most important services.
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Contrary to the team's expectations. the inves
tors interviewed repeatedly emphasized the value
ofstandardized infonnation provided by brochures.
handbooks. and short comses. One free-zone
investor in the Dominican Republic, for example.
swccI that even with several years of experience in
the country. be never made a move without con
sulting the American Ownber of Commerce in
vestor's handbook..

Furthennore, several investors were highly dis
paraging of special studies conducted on their
behalf, both by ASIs and by the private sector,
criticizing them as inaccurate, too general, too
optimistic. and lacking vital information on how to
make contact with buyers.

6. Choosing the Right
Institutional Models

Models With Potential for Success

The study identified five viable models for de
livering services. based on the different needs of
each clientele group. All five models emphasize
infonnation. but they differ depending on the
answers to three key questions:

1. Is the primary clientele foreign investors or
local exporters?

2. Will the program primarily provide concen
trated. customized assistance to a few targeted
firms or standardized assistance diffused across a
large number of finns?

3. How imponant is IUstainability?

The models identified by the study zepresent
refinements of existing strategies rather than major
modifications to Al.D.·s trade and investment
program. At the same time they suggest aneed to
change some of the cum:nt assumptions and modi
fy certain design elemems now widely used, as
further discussed below.

Export promotion md investment promotion
require different services and different skills. and.
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as a result. should arguably be housed in different
organizations or at least in separate programs
within a single institution. The same is true of
customized versus standardized studies and of
agricultural versus manufacturing firms. The study
identified five models that combine viability with
effectiveness to serve 1hese different JI'Oups.
These models. shown in Figure 4, provide a range
ofoptions to fit different target JIOUPS and varying
levels of resource availability.

Two of the models can be sttuet'W'ed for sustain
ability without a large IDd continuing infusion of
donor funding: 1he government promotional unit
supporting foreign investment and the membership
organization supporting local ex.poners.

Two of the models are unsustainable: 1hey rely
on outside funding for continuation of the pro
gram. These include the independent private enti
ty promoting foreign investment and the project
implementation unit supporting local exporters.
These models should be either structured with a
predeteImined life span or provided with a perma
nent source of revenue that is not directly related
to services (such as an endowment). 'The remain
ing model falls somewhere in between: the stan
dardized services provided by the membership
organization can achieve sustainability but the
customized services cannot

Why We Cannot Say Which Model Works
Best

The study was not able to determine which
model has greater impact and offers a higher re
tum. for two related reasons. First. most of the
programs examined combine customized services
10 a few firms with standardized services to a
larger clientele, making the impact difficult to
separate. Seamd. none of the programs that rely.
most heavily on a diffuse service strategy (JACC,
GEXPRONT, CENPRO) keeps a tally of exports
or investments for which it claims credit This
failure is not evidence of sloppy management (or
at least not entirely so); by their nature, programs
following a diffuse strategy do not have sufficient
contact with any given firm to make it feasible or
8ppropriate to track export perfonnance.
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Figure 4. Viable Models for Investment and Export Promotion

INVESTMENT PROMOnON

Model 1
Diffuse Impact. High SustainabRity

Govemment Unit

StBndardlzed Services:
Support«Jby donor fundng, government

funcing, othflr notHH sources

Country information
Question-and-answer

Site visit support
Assistance with govemment approvals

Market strategy:
Reactive. respond to demand

Example: CENPRO

Model 2
Concentrated Impact, Low Sustainability

Independent Private entity

Customized Services:
SupporlBdby donor funcfng, government

funding, other non-fH sources

Country information
Question-and-answer

Site visit support
Assistance with govemment approvals

Market strategy:
Proactive, aggressively target clients

Examples: CINDE, IPC

EXPORT PROMOTION

Models 3 and 4
Diffuse Impact. High Sustainabifrty

Membership Organization

Core services:
Supported PRIMARILYby

member fees anddues

Buyer contacts (standardized)
Market information (standardized)

Training
Ouestion-and-answer
Sectoral information

~~:GEXPRONT.JACC

ModelS
Concentrated Impact. Low Sustainabifrty

Targeted Program:
Donor-fundedwith some

fee income

Technical assistance
Trade shows

Buyer contacts (aJstomized)
Market information (QJStomized)

Eamp~: CAAP,PROEXAG

Targeted Program:
...... Mods/3A: smaJt. donor-supported

program within organization
Mods/4: Cooperation wffh

largerprogram separate from
Institution

Technical assistance
Trade shows

Buyer contacts (customized)
Market infonnation (aJstomized)
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Although the lack of data prevents a definitive
comparison of concentraled and diffuse assistance
strategies, the swvey findings cast significant
doubt on the assumption that intensive, customized
services for a few films have a greater total impact
than standaidizcd services diffused across a larger
population of firms. As noted in Section S. many
of the services that garnered high praise from the
assisted firms fell into categories suited to provid
ing a SWldardized service to a large DUmber of
firms.

The lack of impact data inherent in diffuse assis
tance strategies is a disadvantage from the stand
point of the donors: these programs do DOt gener
ale the proof of impact that donor agencies like to
see (and be able to show). Programs following the
concentrated service model wolk intensively with
a few. targeted films. They tend to maintain rec
ords on the performance of their flock over time,
particularly if they are keen to keep donor funds
flowing. They can argue that gains made are due
to their assistance (although they generally cannot
offer proof in the form of a control group).

The bottom line is that low-intensity, diffuse
service programs may have just as much (or more)
impact as, and may be more cost-effective than,
the concentrated service models, but they cannot
prove it

What Needs To Be Changed in A.LD.'s
Support to Promotional Institutions?

What is excluded by the five models presemed?
At first examination, it might seem that they in
clude everything A~D. is already supporting and
more. but this is not the case. The models imply
a need to modify A~D.'s assistanee strategy for
trade arid investment promotion in order to ~g
niz.e several realities:

•. Increasing fee income alone is not the answer
to achieving sustainability and may not even
be desirable.

• Expertise in U.S. markets and production
teelmologies cannot be maintained by local
institutions.

IS

• Targeting is generally not feasible for mem
bership organizations.

• Export- and investment-promotion programs
have different needs that do not necessarily
fit well together.

• Customized, targeted programs are not sus
tainable but may be wonh supporting
anyway.

Does Gruter Reliance em Fee Income Prot1ide
SlI$tiJilulbility?

Project designers have been somewhat cavalier
in assuming that fees could and should be collect
ed to improve institu~onal viability and perfor
mance. The study suggests that fees have a useful
role to play but that fees are DOt an adequate
source of revenues for sustainability. nor are in
creased fees necessarily conducive to promoting
better institutional effectiveness.

Fee income is highly desirable for institutions
!bat wolk with local fiJms (both membership orga
nizations and independent project implementation
units) as a means of rationing services, generating
income, and, for membership institutions. building
lies to 1heir cliemclc. Fees do DOt provide an
adequate basis for sustainability, however. because
full-cost recovery fees on customized services
would have U> be unrealistically high, panicularly
if they are also U> cover the costs of vital policy
and promotional services that cannot be suppOrted
by fees. Membership organizations should be able
10 become self-sustaining if they focus on inexpen
sive, standardized services. for which costs can be
recovered fully. and if they rely on dues to supple
ment their overhead and to suppon a modest pro
pam of lobbying and other iDdi!ect services.

Fee income is much less desirable and appropri
ate for investment-promotion organizations for
several 1eISODS. First, these organizations would
have great difficulty in charging fees for much of
what they do (making collect cold c:alls, for exam
ple) without damaging their image and 1bat of
their countries'.
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Second, and perhaps more important, pressure to
generate fees may actually interfere with
effectiveness:

• A need to generate fees encourages invest
ment promotion institutions to target the easy
sectors (e.g., textiles in the Dominican Re
public), rather than new sectors on the
frontier.

• Many fee-generating schemes would interfere
with the institutions' credibility as an impar
tial source of reliable iDfoDDation for
investors.

AJ.D. must think much more carefully and
realistically about fee income and its role in the
service strategy and long-term viability of the
institutions supponed. Fee income is not the only
answer to financial sustainability. On the contrary,
as argued above, overreliance on fee income may
be prejudicial to effectiveness. Alternative sources
of income include donor-funded endowments,
taxes on exports or free-zone licenses, and income
from highly profitable services (such as preclear
ance of honicultural exports) offered by the insti
tution on a monopoly basis.

Nor is fee income the only way to build in ac
cownability, or necessarily the best. The example
of PROCHILE in Olile suggests that, even for
public sector organizations, a management struc
ture that provides for direct private sector manage
ment input tends to improve perfODDance. Both
Chile and the Dominican Republic provide exam
ples of power souggles between public and private
sector interests over who will control an indepen
dent private entity. AlD. cannot realistically
preventsuch power struggles in investment-promo
tion organizations, which by their nature serve a
clientele that is not involved in management:
potential foreign investors. But by withdrawing
funding A.lD. can ensure that any government
triumph in such souggles will be a Pynbic victory.

The problem of private sector accountability is
by no means limited to public sector organizations.
Membership organizations that are heavily depen
dent on AJ.D. financing tend to be unresponsive
to their membership. To avoid this danger, A.I.D.

should accept a slower growth rate for services
provided by these organizations to ensure that they
do not expand beyond the capability of their mem
bership to control and finance their activities.

Is In-House Technical Expertise Always a
ReAlistic Goal?

With the exception of the independent project
implementation unit, none of the organizational
structures examined has proved adept at establish
ing and maintaining a high level of technical ex
pertise. They tend to be staffed at the operational
level by capable but inexperienced personnel and
have a high turnover-rate. 1bis lack of technical
expertise is not a problem for investment-promo
tion organizations, which serve a comparatively
sophisticated clientele. and can quickly train new
hirees in the local knowledge needed.

Lack of expertise is a problem, however, for
expon-promotion organizations, which serve local
firms needing technical assistance and buyer con
tacts. This situation has two alternative solutions:
(1) limit services to standardized services (such as
referrals from published directories) requiring little
expeItise or (2) provide a mechanism to make
additional technical expenise available to these
institutions.

Because production knowledge and buyer con
tacts tend to be highly sector-specific, and because
they are expensive, they should be targeted. As a
result, they are best souetured as separate, tempo
rary. donor-supponed programs rather than as
permanent, membershipwide services whony Sup..
poned by fees. As noted earlier, membership orga
nizations have great difficulty in favoring sub
groups within their membership.

. Within export promotion, the areas of.expertise
required by local fums in the agricultural and
manufacturing sector are similar in type but differ
ent in content. Many local firms are likely to need
technical assistance in production. for example, but
the nature of the help needed by an avocado pro
ducer is very different from that needed by a tex
tile finn. The breadth and specificity of technical
and market information needed suggest that ex
pon-promotion programs providing customized
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suppon for agricultural and manufacturing finns
may need to be implemented separately, although
standardized services can be provided to both by
the same organization.

elln Membership Orgllnizations TlIrget
Sermces?

The study found that membership organizations
bad particular difficulty in providing customized,
concentrated setvices. Because these organizations
depend on membership suppon. they face strong
pressure to make their full setvice menu available
to all of their membership. The combination of a
highly diverse membership (producing many dif
ferent products) and technical needs that vary
greatly by product is not co~istent with efficient
provision of customized services. JACe. for ex
ample, has 33 "priority" products. Avocado grow
ers are not willing to see their money used to
provide technical assistance to pineapple growers,
at least not if they do not have access to the same
assistance.

Three ways out of this dilemma are represented
by the three viable models presented for expon
promotion: (1) use a project implementation unit,
which is not answerable to a membership and
which can serve whatever audience A.I.D. defines;
(2) confme customized, targeted services within a
relatively small and separate program clearly la
beled "donor-funded," Dot "member-funded," or
(3) provide customized services through a project
implementation unit in cooperation with more
widespread standardized services provided by a
membership organization.

elln the Slime Institution Do II Good 10b lit
Both Export Promotion lind Inf1utment
Promotion?

Several of the programs examined combine
expon and investment promotion (CINDE. for
example, started as an expon promotion program
and then shifted to investment promotion and is
now shifting back to give more emphasis to local

17

firms). The study suggests that each organization
should have a clear mandate to serve either foreign
investors or local fiIDlS but DOt both. This is par
ticularly DUe for the customized service model, but
it is also true for standardized setvice strategies,
for two main reasons:

1. Foreign firms need different setvices and
iDfonnation than do local firms, so !be gains from
combining setvices to the two clientele groups are
unclear. Unless the special infonnation and assis
tance ~ed by local firms can be managed and
provided by an outside source (such as the interna
tional Executive Setvice Corps), it wDl be difficult
to manage the range_of services required by the
two different groups.

.
2. Each type of promotion requires a different

level and type of technical expertise. Expon pro
motion generates a much greater demand for tech
nical expertise (mclucling detailed knoWledge of
foreign markets) than does invesanent promotion,
particularly when customized setvices are provid
ed, and therefore requires a different and more
experienced personnel base.

The need to separate the programs and provide
a separate staff for each does DOt necessarily rule
out parallel programs within a single organization,
although the gains from doing so are far from self
evident. Additional time is needed to detennine
whether ClNDE's attempt to can}' out these differ
ent functions through parallel but separate divi
sions within the same organization will prove
effective.

It should be emphasized that the need for techni
cal production knOWledge is greater in the agricul
tural sector for both foreign and local finns.
Whereas the technology for most manufacturing
operations poses the same problems wherever it is
applied, each coumry's climate, soU, and pest"
CODditions raise special problems. Foreign films
are likely to encounter almost as many difficulties
as local firms in introducing a crop to a new loca
tion, but their greater resources and experience
base nonetheless mean that they have less need of
assistance from an institution supported by A.I.D.
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· Is Sllsfllinllbility Iln A1'1'roprillfe GoIlI?

A private enterprise officer interviewed in one of
the non-case study countries suggested that sus
tainability is not an appropriate goal for promo
lional programs. He argued that ASIs have done
their job when a sufficient number of expon-ori
ented firms has been developed. Once this is
achieved, the firms themselves will maintain pres
sure for policies favoring exports and will attract
new investors through private contacts. This argu
ment is attractive.

It was argued earlier, however, that promotion is
never completed: there is always a new frontier
for promotion of foreign investment and a new
crop of local finns ready to graduate to the expon
market. This conclusion by no means implies,
however, that expon- and investment-promotion
programs are only wonhwhile if they continue
indefinitely. On the contrary, the study found that
these programs can be justified economically on
the basis of their shon-telDl and immediate bene
fits alone, regardless of any later benefits provided
by the institutions developed. This finding is
fortuitous, because many of the programs will
indeed cease to exist for all practical purposes
once A.l.D. funding is cut off.

18

'Three of the models presented are viable only as
long as outside funding is provided. They can
survive the withdrawal of A.LD. funding, but only
if another source of funding, such as an endow
ment or other donor support, takes its place. As a
practical matter, a Mission undertaking a program
based on one of these models must either build in
such suppan or plan for the program to wither
away.

Sustainability is equally problematic for public
and private institutions. although for different
reasons. Public mvestment-promotion institutions
can be effective and sustainable, as shown by the
experience of Malaysia and Ireland, but only
where they are a component of (not a substitute
for) a strong expon-oriented policy. If tile govern
ment's commitment to building exports and at
tracting foreign investment is weak. any program
dependent on its suppan will flounder. Private
sector promotion of off-shore invesunent is funda
mentally unsustainable. because it lacks a paying
clientele. Private promotion of local exports is
sustainable, but only at the fairly low level that is
consistent with modest income from membership
dues and fees for services. Large-scale programs
providing customized technical assistance do not
appear to be either financially or technically sus
tainable, wherever they are based.
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Endnotes:

1.Volume two of this study. COlE Woridng Paper No. 146, available from the A.LD. Library. contains
the Appendixes. which discuss in more detail the issues addressed in this study.

2.A finding that promotional institutions merit A.LD. support does not by any means imply that A.I.D.
should fund such institutions in every C01D'ltry or sector, much less that every export· and investment·
promotion program will woIt.. These are coumry·specific programming decisions that depend on the
C01D'ltry assistance strategy. the existence of a policy environment favoring export·oriented investment,
the state of development of the export sector, and the nature of the institutional candidates for support.

3.Firms surveyed cited repeatedly the value of preferences provided by the CBI and by related pr0
grams. particularly the 807 and 807a programs. which grant panial duty exemption on contract apparel
assembly. and the 936 program. which encouraged establishment of Caribbean twin plants by firms
investing in Puerto Rico.

4.The tariff preferences included in the CBI legislation excluded several of the economic sectors that
have experienced the most rapid growth. notably textiles. Parallel legislation (the 807. 936, and 807a
programs). however. did assist these sectors. The export community generally considers all of these
programs together as part of the CBl.

S.Nominal effective exchange rates were used instead of the theoretically preferable real effective
exchange rates due to the absence of a consistent source for the latter covering the relevant time period
and countries.

6.This analysis is based on data provided by CEDOPEX. the national export documentation center of
the Dominican Republic.

7.The availability of impact measures limited this analysis to three promotional institutions. The gain
in nontraditional exports at the national level attributable to the promotional institutions' efforts ranged
from a low of 4 percent for the !PC to 31 percent for CINDEJPIE (both measured against the base of
total growth in nontraditional manufacturing exports), with PROEXAO in the middle, at 12 percent of
additional nontraditional agricultural exports. These measures are based on the total exports generated
by invesonents for which the institutions claim credit. adjusted downward to reflect the proportion of
these exports judged to be attributable to the assistance (which ranged from 30 to 70 percent).

8.A similar estimate was not possible for promotion of exports by local manufacturing firms. because
none of the institutions studied was able to provide a detailed list of exports by assisted firms in this
group. :

9.On1y three of the ASIs-ONDElPIE, 1Pc. and PROEXAG-were able to provide a specific list of
investments and expons for which they claimed credit. and the cost-benefit analysis was therefore
limited to them. One other institution provided an estimate based on a perce:mage of the value·specific
nontraditional export products with which it had been involved and for which it claimed partial or full
credit. but the team considered 1his measure unacceptable. The O1ber institutions, including two
membership organizations and one govermnent unit. could not provide measures of impact at all. As
discussed later in this synthesis, these organizations tend to implement programs that provide limited
services on request to a broad clientele rather 1han concentrate assistance on a few firms. This ap.
proach makes it impractical to traCk impact and difficult to claim credit.
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Economic Growth Training Workshop
Trade Development
Presentation Notes

Thursday, September 21.1995

Concepts in International Trade Theory and Trade Strategy

Presenter: Dr. Vijaya Ramachandran. Center for International Development Research,
Duke University

Topics: Key concepts in international trade theory; changes in theory over time; relationships
between trade and growth; current world trade environment (GATT. trading blocks); alternative
trade strategies (e.g.• import substitution versus export-led growth).

L The Theoretical Approach to International Trade

A. Trade Instruments: Quotas, Tariffs and "Hybrids"

In this introductory session, I will discuss the effects oftariffs. quotas and hybrid
trade instruments on the exporting and importing country. I will also examine the
pros and cons ofusing these policy instruments and the gains and losses associated
with each. Finally. I will look at some ofthe recent adaptations in the use of these
instruments.

B. Export Subsidies, Trade Agreements, and Voluntary Restraints

New research on trade policy suggests that export subsidies may be more useful
than tariffs and quotas. I will examine the pros and cons of this policy tool as well
as consider some other recent developments in trade policy. I will focus on trade
agreements and trade organizations, with an emphasis on the contributions of these
institutions to economic growth. Finally, I will look at the impact of voluntary
restraints on the importing and exporting country.

IL The New Approach to Trade Strategy

A. Targeted Trade

The idea of targeting certain industries for exports has generated debate about the
choice ofindustries and the mechanisms that can be used. I will consider some of
the main arguments forwarded in this segment ofthe trade literature, in the context
of developing countries. I will also look at the effect of targeted trade on
economic growth and the prospects for implementing this idea in the developing
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world. The discussion will include the literature on identifying comparative
advantage in a rapidly changing economic environment.

B. The New Role for Tariffs and Import Penetration

This section will focus on whether there is any role for tariffs and quotas in trade
policy. I will review the literature on import substitution versus export-led growth
as well as raise some of the more recent arguments that re-examine the validity of
tariffs and quotas. The prospects for export-led growth strategies will be
examined, with emphasis on the pre-requisites for pursuing this type ofstrategy.

m. Key Concepts in Trade Reform

A. The Removal of Trade Barriers: Conceptual Issues

How do countries go about removing trade barriers? This section will look at
some of the conceptual issues that need to be taken into account when designing
trade liberalization policies aimed at the reduction of tariffs and quotas. Special
emphasis will be given to political as well as economic factors that playa role in
this process.

B. Devaluation and Liberalization

I will explore the linkages between currency devaluation and trade liberalization in
this section. Following up on the previous section, I will discuss the political and
economic variables that determine the success ofa joint devaluation-liberalization
strategy. Some ofthe recent literature that attempts to construct a conceptual
model of trade liberalization will be explored.

C. Trade Reform, Government Credibility, and Economic Growth

In the concluding section, I will look at the relationship between government
credibility and trade liberalization. In particular, I will describe a simple model that
links the credibility ofa government to the success of trade policy. In conclusion,
I will also focus on some of the policy options suggested by the various aspects of
trade policy discussed in the entire presentation.
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Measuring Financial and Socio-Economic Gainsfrom Trade

Presenter: Dr. Kostas Axarglolou, Babson College

Topics: Trade experience of developing countries; measuring and assessing gains from trade 
empirical aspect; social effects; impacts ofliberalization on indigenous economic sectors; financial
mechanisms and balance ofpayments implications. The issues discussed by Dr. Axarglolou
include the following:

L Basic Concepts

A. Problems ofInterest

.. Implications ofinternational trade on the economic perfonnance of
developing countries

.. Economic implications of trade liberalization on developing
countries

B. Stylized Facts About Developing Countries

.. Economic structure

.. GOP Composition

.. Trade Composition

.. Tenns ofTrade

C. The Contributions ofTrade to Economic Development

.. Resource utilization

.. Market size

.. Transfer of technology

.. Flows ofcapital

.. Competition

.. Efficiency

n. Trade, Trade Liberalization and Economic Performance of Developing
Countries

A. Methodology: Two Approaches Using Cross-Country Data

.. Trade orientation and economic performance

.. Trade liberalization and economic performance (event studies)
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B. Trade andMacroeconomic Growth

... Trade orientation and growth (inward versus outward countries)

... Trade regime changes and economic growth

C. Trade Openness and Economic Convergence in Growth Rates

... . Growth differences between inward and outward oriented countries

D. Trade, Macroeconomic Structure, and Growth ofDeveloping Countries

... Growth differentials between countries exporting primary, oil, or
manufacturing goods

E. Trade andProductivity Growth

... Trade, technological transfers, intermediate products, and growth
of total factor productivity

F. Trade Liberalization and (Un)Employment

... Trade, economic restructuring and (un)employment

G. Trade, Trade Liberalization, and Income Distribution

H. Trade Orientation andMacroeconomic Crises

m. Conclusions

References
t/ Edward, S., "Openness, Trade Liberalization, and Growth in Developing

Countries," Journal ofEconomic Literature, Sept. 1993, pp. 1358-1393.

t/ Grilli, E., "Long-Term Economic Growth, Income Distribution, and Poverty in
Developing Countries: The Evidence," in Grilli, E., and D. Salvatore, e's,
Economic Development: Handbook ofComparative Economic Policies, Vol. 4,
Greenwood Press, 1994, pp.65-144.

Sachs, J., and ~~agner>\F'conomic Reform and the Process ofGlobal
Integration," BookingsP=apers on Economic Activity, The Brookings Institution,
Vol. 1, 1995, pp. 1-118. '

World Bank, World Development Report, various issues, Oxford University Press.
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Trade Application: GATT's Implications/or Agricultural Trade

Presenter: Dr. Philip Chase Abbott, Department ofAgricultural Economics, Purdue
University

Topics; What GATT means to developing country agricultural exports; agricultural market
access under new tariff quotas; impacts on agricultural stabilization programs; use ofimport tariff
ceilings; potential initiatives· for USAID Missions.

Introduction

Agricultural trade came under GATT disciplines for the first time in the 1994 Marakesh
Agreement (Uruguay Round). The GATT Agreement included, among other provisions less
relevant to Agriculture, and Agreement on Agriculture, and Agreement on Sanitary and Phyto
Sanitary Regulations, and the World Trade Organization.

Agricultural exports (and imports) have been important in the past to developing countries. Trade
in food and agricultural products is increasingly in high value, such as processed products.
Developing countries loking to increase exports ofagricultural and food products must comply
with new trade regimes and regulations required under GATT/WTO.

What in the GAIT Uruguay Round Agreement affects agricultural trade?

The Agreement on Agriculture:

Principles: Rules and reduction commitments for export subsidies, domestic support,
and market access restrictions.

Tariffication: Import quotas and non-tariffbarriers are replaced by tariffs, Minimum
Access commitments and tariff-rate quotas. Tariffs are bound and are to
be reduced over time.

Specifics: Export subsidies will be. reduced 36 percent from the 1986-1990 base
period. Export quantities subsidized will be reduced 21 percent. The
agreement will be applied to specific products or groups ofproducts; a
phase-in process allows tradeoffs between products. The U.S. Export
Enhancement Program (EEP) will need to be scaled back, and EU variable
levies and export restrictions will be limited.

Regarding domestic support (subsidies), trade distorting farm subsidies will
be bound, and reduced 20 percent from the 1986-1988 base, with credit for
reductions since 1986 using the aggregate support measure (AMS across
commodities. The U.S. and several other countries (e.g., South Korea,
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Argentina, and Brazil) need not modify their farm programs, due to
reforms in the 1985 and 1990 Farm Bills, structural adjustment programs
and domestic reform measures. Regarding Green-box non-distorting
support measures, policies with minimal trade or production effects are
exempt from reductions. There will be a "decoupling," with direct income
rather than price supports encouraged.

With respect to tariffication and market access, current access
opportunities ·will be maintained. There will be minimum access
commitments when imports are less than 3-5 percent ofuse.

Tariffication, with 36 percent average reduction, 15 percent minimum
24 percent average, 10 percent minimum for developing countries

Tariffrate quotas implemented (low tariffup to market access
commitment, with higher tariff thereafter.
The time frame for the phase-in ofreductions: 6 years for developed
countries and 10 years for developing countries.

Rules: Countervailing duties may be applied on subsidized imports except
on domestic support measures in the "green box" which have an exemption
of9 years.

Agreement on Sanitary and Phyto-Sanitary Regulations

This agreement is designed to eliminate health and sanitary regulations as disguised non
tariff trade barriers while still achieving the objectives ofprotecting human, plant and
animal life and safety. It seeks to ensure that regulations are based on scientific principles.
There has been slow progress on the use ofinternational standards and the harmonization
of standards, but fewer disputes when international standards are used. Equal access and
equal treatment (MFN treatment) is preferred; ifdomestic measures are used, they cannot
distinguish between countries, or between domestic and foreign producers.

World Trade Organization

GATT was a treaty. WTO is an international organization with enforcement powers,
which will insure better enforcement ofGATT requirements. The WTO Committee on
Sanitary and Phyto-Sanitary measures will settle disputes and set international standards.

Special Provisions for Developing Countries

Tariffand subsidy reduction requirements are lower. A longer adjustment period (10) is
allowed. Special bilateral agreements may continue during the adjustment period, but may
be altered. Export taxes and consumer subsidies are not addressed.
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What is the Significance of this AgreeIJIent for Agricultural Trade?

Agriculture is no longer a special case. Tariffication will be applied and NTBs will be
eliminated. Certain special'provisions will be eliminated or reduced.

Domestic agricultural policies which affect trade will now be regulated by GATT. To deal
with world market surpluses, subsidies to producers (not consumers) will be reduced, and
decoupled measures will be encouraged.

The Agreement will reinforce ongoing reforms, and will lead to more open trade regimes.
It will lead to more rational, scientifically based technical regulations.

Problems with the Agreement

On tariff rate quotas, tariflication efforts in the past have failed due to timing ofmarket
access commitments, quota rends, market dynamics and static commitments.

Water in the TariffBindings (or Dirty Tariffication) - bindings are maximums, not applied
tariffs. The tariffication process led to very high bindings and greater protectionism in
some instances. Rules required in setting offers make proposed reductions of some
developing countries irrelevant to their actual market conditions. In some cases,
institutional changes are more significant that the level ofprotection proposed.

The health and sanitary commitments are vague. Industry standards such as ISO 9000 and
14000 may be more important. There are no individual country commitments.

Assessment of Trade Negotiation Outcomes for Agriculture

Distorting subsidies will be reduced but not eliminated; it is not a "free trade" agreement.
The tariff rate quota has emerged as a new policy measure, not tariffication due to market
access commitments. Domestic measures Will now be negotiated under GATT.

The evolution of policy reform in the U.S., EU, Japan and elsewhere (South Korea, Latin
America) will be profoundly influenced by GATT talks, and refonns may be more
permanent. Therefore, there is enthusiasm in many countries about increased trade and
fairer export market potential.

Non-tariff restrictions such as grades and standards, health, safety and sanitary
requirements, and environmental policies are likely to be the source offuture controversy.

The test of this agreement will be how countries will behave ifagricultural surpluses
mount or ifwe face another world food crisis (like in 1973), as may now be occurring.
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Development ofTrade and Trade Institutions

Presenter: Rick Koskel/a, IMCC

Topics: Overview of the institutional framework for trade~ lessons learned on trade promotion~

institutional networks for exporter assistance; examples of institutional best practices.

L MODELS OF TRADE PROMOTION ORGANIZAnONS

Centralized Government Services

• Traditional approach for government agency or department to provide a wide
range of services, essentially trying to act as a monopoly supplier.

• Organizations typically have a strong focus on trade missions, providing basic
information, and developing services based on their own initiative, as opposed to
in response to market demand.

• The general view is that these organizations have not been successful in developing
countries for a number ofreasons, including inappropriate staffing, limited
resources, inability to target high potential firms, etc.

• The fact that a number ofcountries with these organizations are also incorporating
innovative schemes reflects the questioning of this approach.

Specialized Autonomous Agencies

• In this model, the organization is autonomous from the government, but may
receive all or a substantial part of its budget from public sources.

• Autonomous agencies typically have higher quality staff than do purely public
organizations, and can focus on targeting high export potential firms. There are
many possible approaches within this model:

The Hong Kong Trade Development Council focuses on providing trade
leads to foreign buyers seeking to purchase goods in Hong Kong, and
providing Hong Kong exporters with information on the foreign buyers.

The Swedish model, in contrast, uses its overseas Chambers ofCommerce
to provide services on a demand basis to companies. Likewise,
AUSTRADE ofAustralia provides tailored services to companies. Both of
these organizations charge fees comparable to commercially provided
services.
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CINDE in Costa Rica used its overseas offices to promote trade and
investment.

Targeted Export Activities

• In this approach, a specific sector is identified as having high export potential and
is targeted for specific technical and marketing assistance.

• This approach has been increasingly tried and supported by donor agencies,
especially as it has become more understood that centralized trade promotion
organization have not worked well,

• This approach can have many problems. One is the difficulty ofchoosing which
sectors are truly competitive. While a sector may appear to be competitive, in
practice the firms in that sector may not be. There is no guarantee ofthe
commitment of firms to use these services, nor of their readiness to absorb the
services provided. Consultants providing the services are not selected by the end
users, but by the organizations providing the services. This does not create a
market for services and is therefore not sustainable.

• Another targeted sector approach is buyer programs. In this approach, buyers
from export markets are brought to the country, expenses paid, to meet potential
suppliers. The main problem is that local firms are often not technically able to
meet buyers' needs and are not committed to work with the buyers who are
brought to their country.

Private Sector Led Approaches

• A number of new approaches are being used in developing countries. One
approach which is becoming increasingly accepted is the cost sharing grant
scheme, in which firms receive part of the cost ofusing private sector service
providers.

• This approach has been in use in the UK for a number ofyears, and is now being
implemented in a number ofcountries, including Argentina, Indonesia, Israel,
Kenya and India.

• Grant schemes have tended to focus on exports, but are now being developed for
other areas such as the technology scheme in Mauritius.

• The advantages of these schemes are (1) services provided respond to real market
demand~ (2) they help create a sustainable-market for business services~ (3) experts
are providing appropriate services to firms, as opposed to government officials or
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development consultants; (4) they ensure the commitment offirms to using the
services through the payment oftheir fees; and (5) by keeping the percentage
contribution ofthe firm relatively high (50 percent appears to be the accepted
standard), they ensure that firms are ready to use the services.

• As states in a recent review ofthese schemes, "... evidence suggests that trade
promotion efforts which have been undertaken within public institutional or
organizational structures have frequently been ineffective instruments for assisting
private sector firms in expanding their export activities. An alternative project
based approach, which concentrates on providing targeted firms with expert
consultant advice centered on supply-related tasks, is identified as having greater
potential as a means ofexport promotion. l

• Another private sector led approach has been association programs. Many
associations provide a range of services to members, including market information,
standards, training and. education, and trade promotion.

n. LESSONS LEARNED

Trade promotion organizations have a poor track record. Most assessments conclude that
these organizations have not been successful. In the case of those organizations which are
considered a success (which primarily follow the autonomous model), the relevance to other
countries is questionable. These organizations (e.g., in Hong Kong and Singapore) have been
operating in a business environment which would almost certainly have been successful without
their existence.

Services provided must be appropriate to the needs and capabilities of local companies.
Organizations and programs which support businesses must take into account the degree of
sophistication, as well as the product·range, oflocal companies. It would not make sense, for
example, to provide the trade lead program offered by the Hong Kong Trade Development
Council to an economy with few export-ready producers.

Focused, in-depth tailored services are the most critical and useful to firms. Firms need to
obtain information and expertise which is unique to their situation.

Development of private sector support services is the key to firm success and sustainability.
Firms in any economy have a wide range of needs that can best be met by private sector suppliers.

Services to firms need to be on a fee basis. This' ensures both the commitment and readiness of

1 Rahzeb Chowdhury and Colin Kirkpatrick, "Project assistance for export marketing in
developing countries: an impact evaluation study for the Indian manufactl!ring sector," Project
Appraisal, September 1994;pp. 173-182. . .,/ . 6 7
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finns. It also ensures that the supplier ofthe service is accountable to their client.

m. THE ROLE OF THE GOVERNMENT IN BUSINESS SUPPORT SERVICES

The private sedor should take the lead in developing and providing business support
services. Public institutions should not provide services which the private sector can provide
them in an economically efficient manner. The government should not compete with individual
finns trying to provide services. The goal is to develop a functioning and effective private sector
business support service network.

Where the government does have an appropriate role in providing services, services must
be provided in an efficiency manner and reflect real demand for services. Services must be
provided on a fee basis, to ~nsure that demand exists, as well as to encourage quality service
provision. Services or activities which have a regulatory nature must be provided in an efficient
manner, minimizing the cost to firms in terms of the length oftime and management time.

The government can support mechanisms which encourage the development of private
sedor business support services in a selective and time bound manner. The government can
act as a catalyst to speed up the development of a private sector support sector. This should be
done, however, on a temporary basis, and must be done in a way which ensures services provided
are demand driven, and that firms receiving the services have demonstrated a commitment to
using the services, as is evidenced by significant proportion of fees.

IV. GUIDELINES FOR THE PROVISION OF SERVICES

• Fees for Services. AIl services to be supported must be on a substantial fee for service
basis. This will help ensure that finns are committed to use the services provided, and
have the readiness to incorporate the necessary actions resulting from the services.

• Private Provision and Choice. Services should be provided by profit-driven private
sector specialists at the choice of the firm receiving the services.

• Market-Driven Services. Services provided must be based on actual market needs.

• Create Support Service Network. Services provided must encourage the development
ofa support service network; and not displace or crowd out private sector activity.

• Time Bound. As the market for business services develops, the need for continued
intervention should disappear.

• Donor Coordination. Governments should seek to manage donor supported activity to
ensure that the activity is coordinated to support business knowhow and a service market,
following the guidelines noted above.
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Trade Growth and Commercial Policy Environments

Presenter: John Mathieson, SRI Iilternational

Topics: The importance ofappropriate trade and commercial policies; a framework for measuring
and comparing policies across countries and .regions; policy benchmarking, best and worst
practices; alternatives for effective USAID policy reform initiatives.

Developing country leaderships and the development community itself should devote more
attention to trade development for at.least three reasons:

o Almost all countries that have achieved sustainable, rapid economic growth rates
have done so through export-led growth strategies. Trade growth doesn't solve
all economic problems, but it has been clearly proven by experience to represent
the most likely route to growth and higher standards of living.

o The establishment ofa successful export sector signifies that a country can
compete against all nations - including the most competitive. This reflects that
domestic resources have been marshalled efficiently and that comparative
advantages are being utilized, which in tum is a central goal ofdevelopment.

o The process of identifying constraints to export growth is highly instructive, since
it uncovers economic biases, policy and bureaucratic impediments, infrastructure
problems, capital market deficiencies, and the need to improve education and
training. In this sense, trade development is an effective means to diagnose and
address fundamental hindrances to sustainable development.

While all countries have relatively abundances and shortages of different resources, and
therefore face varying export growth prospects, all nations do possess comparative advantages on
which trade growth can be based. The experience of most countries indicates that the greatest
constraints to export expansion are policy induced. Various commercial policies and regulations
build up over the years to ·protect various interests, and in doing so create layers of restrictions
and excessive costs which reduce efficiency and freedom ofaction.

o Commercial policies establish the environment within which exporters and
other businesses must operate. A consensus has been reached on the need for a
"market friendly" policy approach to stimulate economic activity. This is
particularly true for exporting, given the high degree of competitiveness in world
markets.

o Inappropriate commercial policies are the easiest export constraint to
remove. It takes considerable time to improve labor productivity, infrastructure,
or other input-related problems, but policy change can take place quickly.
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o Governments and donor programs should concentrate efforts on creating an
appropriate commercia. policy climate before other interventions. Without
market friendly policies, money and time spent on infrastructure, trade promotion
or exporter services will be wasted.

How does one get started in identifying commercial policy reform needs? An analytical
framework and database has been prepared by SRI International under the Private Enterprise
Development Support (pEDS) Project. The model includes 36 commercial policy variables
covering the following areas:

1.
2.
3.
4.
5.

Business start-up
Pricing policies
Import policies
Export policies
Foreign exchange policies

6.
7.
8.
9.

Domestic investment policies
Foreign investment policies
Labor policies
Taxation

Data on these policies were collected for over 70 countries worldwide. A rating system
was developed to score each country, both overall and in each of the above categories. The total
scores were then assessed with long-term growth variables (GOP, industrial output, domestic
investment and exports).

o The Commercial Policy Model provides quantitative information on the
strengths and weaknesses of national commercial policy frameworks.

o The scores of individual countries can be compared to regional competiton
and to international "benchmarks" and "best practices."

o Average policy scores for geographic regions indicate general regional policy
competitiveness and change over time.

Overall, the commercial policy climate scores as well as functional policy clusters are
found to be closely correlated to economic performance. The highest scoring countries and
regions are also those with the highest growth rates. For example, over the 1980s, the top ten
developing country scorers achieved much higher cumulative growth than the bottom ten. GOP
growth was 75 percent higher, investment stock expanded by 30 percent rather than shrinking by
12 percent (in the bottom ten), and export growth was six times as high.

Development and presentation of country-specific applications of the policy matrix can
offer a powerful tool for informing policy and business communities of important constraints, but
in a non-confrontational manner. Lea~ers are always interested in comparisons with competitors.
This approach has been used successfully in pilot projects'in Egypt and Guatemala.
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