
- -
lolis

Adjustment
Lending Revisited

Policies to Restore Growth

COPY
edited uy

Vittorio Corbo,
Stanley Fischer,
and Steven B. Webb

A World Bank Symposi.um

P
ub

lic
 D

is
cl

os
ur

e 
A

ut
ho

riz
ed

P
ub

lic
 D

is
cl

os
ur

e 
A

ut
ho

riz
ed

P
ub

lic
 D

is
cl

os
ur

e 
A

ut
ho

riz
ed

P
ub

lic
 D

is
cl

os
ur

e 
A

ut
ho

riz
ed

P
ub

lic
 D

is
cl

os
ur

e 
A

ut
ho

riz
ed

P
ub

lic
 D

is
cl

os
ur

e 
A

ut
ho

riz
ed

P
ub

lic
 D

is
cl

os
ur

e 
A

ut
ho

riz
ed

P
ub

lic
 D

is
cl

os
ur

e 
A

ut
ho

riz
ed





-/?7 z

Adjustment Lending Rlevisited
Policies to Restore Growth

A World Bank Symposium





Adjustment Lending Revissited
Policies to Restore Growth

edited by
Vittorio Corbo, Stanley Fischer, and Steven B. Webb

The World Bank
Washington, D.C.



©1992 The International Bank for Reconstruction
and Development / TH] WORLD BANK
1818 H Street, N.W., Washington, D.C. 20433 U.S.A.

All rights reserved
Manufactured in the United States of America
First printing February 1992

The findings, interpretations, and conclusions expressed in this study are entirely those of the authors
and should not be attributed in any manner to the World Bank, to its affiliated organizations, or to
members of its Executive Directors or the countries they represent.

Because of the informality of this series and to make the publication available with the least possible
delay, the manuscript has not been edited as fully as would be ithe case with a more formal document,
and the World Bank accepts no responsibility for errors.

The material in this publication is copyrighted. Requests for permission to reproduce portions of it
should be sent to the Office of the Publisher at the address shown in the copyright notice above. The
World Bank encourages dissemination of its work and will normally give permission promptly and,
when the reproduction is for noncommercial purposes, without asking a fee. Permission to photocopy
portions for classroom use is not required, although notification of such use having been made will
be appreciated.

The complete backlist of publications from the World Bank is shown in the annual Index of
Publications, which contains an alphabetical title list and indexes of subjects, authors, and countries
and regions. The latest edition is availabie free of charge from the Publications Distribution Unit at
the address in the copyright notice or from Publications, World Bank, 66, Avenue d'I6na, 75116 Paris,
France.

Library of Congress Cataloging-in-Publication Data

Adjustment lending revisited: policies to restore growth / edited by
Vittorio Corbo, Stanley Fischer, and Steven B. Webb.

p. cm.-(World Bank symposium)
Includes bibliographical references.
ISBN 0-8213-2061-0
1. Loans, Foreign-Developing countries--Congresses.

2. Structural adjustment (Economic policy)--Developing countries-
Congresses. 3. World Bank-Developing cotntries-Congresses.
I. Corbo, Vittorio. 11. Fischer, Stanley. III. W'ebb, Steven
Benjamin. IV. Series.
HG3891.5.A33 1992
332.1'5'091724-dc20 92-3312

CIP



Contents
Preface ix

Contributors x

1. Overview 1

Part I. Adjustment Lending Policy and Effects 5

2. Adjustment Programs and Bank Support Rationale and Main Results 7
Vittorio Corbo and Stanley Fischer

Stabilization Measures 8
Structural Reforms to Improve Resource Allocation, Increase Growth and Reduce Poverty 9
Main Conclusions of RAL-1 and RAL-2 13
Concluding Remarks 16
Notes 17
References 17

Comments, Edmar L. Bacha and John Williamson 19

3. World Bank-Supported Adjustment Programs: Country Performance and Effectiveness 23
Vittorio Corbo and Patricio Rojas

Initial Conditions, External Shocks, Policy Stance and a First Look at Performance 24
Overview of Data 30
Statistical Analysis of Country Performance 28
The Empirical Results 30
Conclusions 33
Appendix 1. Informationa Tables 34
Appendix 2. Variables Used in the Analysis 35
Notes 35
References 36

Comment, Paul Mosley 37

4. World Bank-Supported Adjustment Programs and Living Conditions 40
Anne Maasland and Jacques van der Gaag

Labor Indicators 41
Social Indicators 50
Conclusions 59
Notes 62
References 63

Comments, Jere R. Behrman and Frances Stewart 64

5. Designing and Implementing Adjustment Programs 69
Steven B. Webb and Karim Shariff

Overview of Programi Design and Implementation 69
Policy Reforn under Adjustment Programs 73
Timing and Conditionality 81
Political Economy of Adjustmnent 83
Conclusions 84

v



Appendix. Design of Adjustment Lending for Industry 85
Notes 90
References 91

Comments, Arnold C. H,arberger and Gerald K. Helleiner 92.
Authors' Response 95

Part II. Macroeconomic Foundations for Sustainable Growth 97

6. Nominal Anchors, Stabikization and Growth: Some Thoughts on High-Inflation Economics 99
Miguel A. Kiguel and Nissan Liviatan

Is Stabilization Necessary? 100
Fiscal Deficits and Nominal Policies 100
Some Empirical Observations about Nominal Anchors and Fiscal Adjustment 103
Exchange Rate-Based Stabilization 103
Money-Based Stabilization 107
The Phenomenon of Failed Stabilization 108
Why Does Successful Stabilization Take So Long? 109
Notes 111
References 111
Appendix. Characteristics of the Stabilization Programs Included iin the Study 112

Comment, Rudiger Dorr.busch 114

7. Economic Adjustnent and Investment Performance in Developing Countries: The Experience of the 1980s 117
Luis Serven and Andres Solimano

Investment in Developing Countries, 1970-88 118
Macroeconomic Policies and Private Investment: Theory and Empirical Evidence 125
The Incentive Structure znd Investment Response: Credibility, Uncertainty and Irreversibility 127
Econometric Analysis 128
Conclusions and Policy Implications 131
Notes 132
References 134

Comment, Dani Rodrik 136

8. Public Policy and Private Saving 139
Klaus Schmidt-Hebbel and Steven B. Webb

Introduction 139
Survey of Previous Studies 140
Empirical Approach 144
Private Saving 145
Household Saving 1.50
Policy Implications 153
Appendix 154
Notes 156
References 157

Comment, Mark Gersovitz 159

VI



9. Endogenous Growth in Developing Countries with Government-induced Distortions 160
William Easterly

Introduction 160
The Endogenous Growth Literature 160
Distortionary Policies in Developing Countries 160
A Model of Endogenous Growth with Distortionary Policies 161
Production 162
Capital Accumulation with Fixed Rates of Saving 163
Capital Accumulation with Optimal Saving Behavior 164
Comparison of the Exogenous and Endogenous Saving Models 165
A Model of Distortionary Taxation, Govemment Spending and Growth 166
Exogenous Saving Rates 166
Optimal Saving Behavior, Govemment Spending and Growth 168
Empirical Results 168
Conclusions 169
Appendix 1. Results of the Regressions and Definitions and Sources of the Variables 169
Appendix 2. Country Classifications and Samples 171
Notes 172
References 173

Comment, Robert J. Barro 174

Part m. Agenda for Adjustment Lending in the 1990s 177

10. Round table Discussion: Adjustment Strategies for the 1990s 179
Edmar L. Bacha, Gerald K. Helleiner and Arnold C. Harberger

vui





Preface

The Bank periodically evaluates the effectiveness of its issues under discussion. Several of them had frequently
adjustment lending and policy refoirm programs. These evalu- criticized the Bank's adjustment lending policies. The var-
ations help update the policy advice the Bank provides and ied views of the participants stimulated some lively discus-
ultimately make adjustment lending more effective. The sions and helped highlight the issues in the Report and the
second Report on Adjustment Lending was presented to the background papers.
Bank's Board of Executive Directors in April 1990. Its main To make the research foundations of the Report avail-
theme is the link between adjustrnent programs and restor- able for the wider public and to share some flavor of the
ing growth. As a foundation for the Report, the Macroeco- debates behind them, we are publishing here the papers and
nomic Adjustment and Growth Division drew on its ongo- the formal discussion of them at the conference. The authors
ing research tasks and added some new research projects. have revised their chapters to take into account points made
The Report itself summarized many of the findings, but at the conference, and each chapter is followed by the com-
could not discuss all of them nor give adequate attention to ments of the discussants. We hope that the papers and dis-
the many issues of research methodology that had arisen. cussions will stimulate further research on the issues raised,
Especially when the findings were controversial, it seemed for most of them remain far from being settled.
important to have an open discussion of the scholarship that We also want to thank all the conference participants for
went into the Report. taking the time to revise their contributions and all those

To provide a forum for such a discussion, we organized a who aided in preparing this conference volume. Whitney
conference on September 13-14, 1990, to present papers Watress did the copy editing, and Emily Khine along with
describing the background research and to have outside Aludia Oropesa, Heidi Zia and the secretarial staff in the
specialists discuss them. We chose experts who enjoy wide Macroeconomic Adjustment and Growth Division prepared
respect in their fields and represent diverse opinions on the the manuscripts for publication. Emily Khine and staff of the

PRE Publications Unit did the desktop publishing.
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Overview

'The World Bank has been supporting structural adjustment and high open or repressed inflation). In such countries,

in developing countries since the late 1940s. Initially, the reforms should start with policy and institutional changes

support took the form of preparing and financing projects, that address the root causes of the acute macroeconomic

especially in the area of infrastructure. By the late 1970s, imbalances.
however, it had become increasingly clear in many countries Only after progress has been made in reducing inflation

that correction of inappropriate policies could make a larger and the fiscal and balance-of-payments deficits should the

contribution to growth than additional investment could. country attempt other structural reforms aimed at improving

Thus, when the second oil shock came, the Bank introduced the mobilization and allocation of resources for sustainable

adjustment lending, which provided quick-disbursing bal- and equitable growth. The latter reforms typically address

ance-of-payments support to assist member countries in problems with public sector management, trade and domes-
implementing a less costly adjustment to extemal shocks. tic competition policies, labor market institutions and regu-

When commercial lending all but disappeared in the second lations, and policies specific to the agriculture, industry,
half of 1982 and the urgency of and pay-off from reform energy, financial, and social service sectors. The appropriate

increased, the Bank expanded its use of adjustment lending. sequence of the sectoral reforms depends mainly on coun-

The volume has three main parts. Part I, Adjustment try-specific characteristics. Hence, there is no escape from

Lending Policy and Effects, contains four chapters that deal the need for a good evaluation of the main limitations to

with the Bank's experience with adjustment lending and the economic growth in each adjustment lending country.
evaluation of its effectiveness in the medium term. Part II, The ultimate success of adjustrnent depends not only on

Macroeconomic Foundations for Sustainable Growth, pre- getting the right policies in place but also on getting political

sents four chapters that address the long-term objective of support for the reforms. Political support is more likely

adjustment lending-the restoration of sustainable and equi- when the government actively and honestly explains why

table growth. Part III, Agenda for Adjustment Lending in the economy has problems and how the adjustment program

the 1990s, consists of the roundtable discussion, which brings will address them, why this option has been chosen, and

together issues from Parts I and 11. how people will ultimately benefit from the refonns. The
explanation phase is especially important in countries where

Part I. Adjustment Lending Policy and Effects many years of crisis and failed reforms have undermined the
credibility of reform efforts. (Chapter 5 elaborates on this

In chapter 2, "Adjustment Programs and Bank Support: issue.)
Rationale and Main Results," Vittorio Corbo and Stanley In chapter 3, "World Bank-Supported Adjustment Pro-

Fischer review the rationale for Bank financial support for grams: Country Performance and Effectiveness," Vittorio

adjustment programs. They conclude their paper with a Corbo and Patricio Rojas assess the effectiveness of adjust-
summary of the main findings of the First and Second ment lending. This evaluation requires a comparison of the

Reports on Adjustment Lending (RAL- I and RAL-2) (World performance of countries receiving adjustment lending with

Bank 1988 and 1990). Concerning program design and imple- estimates of how they would have perfonned without it but

mentation, the authors distinguish clearly between stabiliza- with other conditions the same. Estimation of this

tion-defined as both the short-term measures and the struc- counterfactual without-adjustment-lending scenario is cen-

tural reforms needed to sustain stabilization-and structural tral to the assessment of the effectiveness of adjustment

reforms aimed at improving the allocation of resources and lending.
achieving equitable growth. lThis distinction is especially The authors review the main approaches that have been

important in countries experiencing acute macroeconomic used in the literature to assess the effectiveness of reform

imbalances (high fiscal deficits, balance-of-payments crises, programs. They recommend and use a variation of the modi-

I



Overview

fied control-group approach. This approach corrects for the mentary reforms of institutions and commercial regulations.
self-selection bias that arises because a govemment's deci- Another part of the chapter analyzes the way in which the
sion to enter into a Bank-supported program depends on its specification of conditions has affected implementation. The
expectation of better perforrnance for the economy. Most chapter concludes with a discussion of how the design and
importanly, the approach corrects for the effect of external presentation of an adjustment program can build the politi-
conditions, terms of trade, and availability of foreign financ- cal support that is essential to sustaining and maximizing the
ing. Analysis with this approach leads to the conclusion that supply response. For instance, moving quickly with reform
adjusitment lending contributed to faster growth of gross in the wake of a crisis enhances the probability of political
domestic product (GDP) and higher ratios of exports saving acceptance, because the discomfort of the crisis makes people
to GDP in the latter 1980s in countries that used adjustment more willing to try something new. Also, moving quickly
lending intensively, starting in 1985 or earlier. On the other makes the dislocations during adjustment more associated in
hand, the ratio of investment to GDP decreased on average people's iminds with the pre-adjustrnent policies that led to
for these countries. the crisis.

In some quarters it has been claimed that adjustnent
programs have negative effects on the poor. In chapter 4, Part II. Macroeconomic Foundations for
"World Bank-Supported Adjustment Programs and Living Sustainable Growth
Conditions," Anne Maasland and Jacques van der Gaag
assess the effect of Bank-supported programs on living con- In chapter 6, "Nominal Anchors, Stabilization and Growth
ditions. The authors identify three basic problems that make (Some Thoughts on High-Inflation Economies)," Miguel A.
this assessment difficult. First, a counterfactual scenario has Kiguel and Nissan Liviatan use the recent experience of
to be created (as was done in chapter 3). Second, data on the Latin America to explore why, in spite of the potentially
living conditions of the poor are scarce and often unreliable. high pay-off from successful stabilization, most stabilization
Third, in most countries only a brie f period has elapsed since attempts in that region have failed. They start their analysis
the adjustment effort was started, whereas many of the by distinguishing between chronic inflation countries and
distribution effects of adjustment programs are not expected countries where the high level of inflation is a recent phe-
to appear until several years after the program has been put nomenon.. They conclude that it is much more difficult to
in place. Nevertheless, interim evaluations can be conducted stop chronic inflation than a sharp inflation with a short
and are necessary to assess the short-term effecLs of pro- history. A chronic-inflation economy develops inflation-
grams on living conditions. mitigation techniques, which make stabilization postpon-

Maasland and van der Gaag found that living conditions, able in the medium run, and therefore less credible. This is
even in the short run, did not appear to have been systemati- one of the sources of the failures of many stabilization
cally related to adjustment lending. Furthermore, most long- programs, in addition to the lack of adequate fiscal adjust-
run indicators of living conditions; continued to improve in ment. Even in the successful cases, the stabilization is
early intensive adjustnent lending (EIAL) countries. The protracted because of lack of credibility about the resolve of
exceptions were school enrollment ratios and the share of the policy makers to persist with the fiscal effort and the
public expenditure in the social sectors; the authors ob- commitment to the nominal anchor of the program, such as
served a reduction in the share of education expenditures as the exchange rate or the base-money target.
well as a decrease in school enrollment in some EIAL Chapter 7, "Economic Adjustment and Investment Per-
countries. This phenomenon could affect not only the distri- formance in Developing Countries: The Experience of the
bution effect of the programs but ultimately, through its 1980s," by Luis Serven and Andrds Solimano, examines the
impact on the formation of hum-an capital, the long-run performance and determinants of investment in developing
prospects for growth. countries. Their central observation, based on a sample of 78

In chapter 5, "Designing and Implementing Adjustment developing countries, is that the rate of investment increased
Programs," Steven B. Webb and Karim Shariff review in to around 1982, and then took a sharp drop. This overall
detail the experience with the design and implementation of trend, however, conceals some important variation across
adjustment programs in the last 10 years. They organize the regions. 'he authors examine analytically and empirically
review according to policy area: mnacroeconomics; govern- how adjustment and reform measures contributed to coun-
ment finances and administration; trade; the agricultural, tries' investment performance, and in particular why the
industrial and financial sectors; public enterprises; and the investment response has often been slow and weak. They
environment. Macroeconomic issues, for instance, are usu- conclude by pointing out three key reforms that are prereq-
ally handled in conjunction with the IMF, but the World uisites for a vigorous private investment response:
Bank is including its own conditionality in this area with macroeconomic stability, adequate provision of infrastruc-
increasing frequency. Agriculture, industrial and financial ture by the public sector, and sufficient extemal support for
sector adjustment programs increasingly call for comple- the reformT programs.
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Overview

In chapter 8, "Public Policy and Private Saving," Klaus Part MIl. Agenda for Adjustment Lending in the
Schmidt-Hebbel and Steven B. Webb examine evidence from 1990s
a variety of studies, including two of their own, on the deter-
minants of private saving. Private saving responds mostly to The roundtable discussion of the Agenda for Adjustment
endogenous variables of the economic environment, such as Lending in the 1990s was led off by Edmar L. Bacha, Gerald
fluctuations and trends of disposable income. Public policy K. Helleiner, and Arnold C. Harberger. Their remarks indi-
can therefore induce greater private saving mainly indirectly, cate that adjustment lending will continue as an important
in the medium and longer term through policies that raise the component of the Bank's assistance strategy for developing
growth rate. Reducing the government deficit, although it countries but that it will also need to be modified to achieve
may lead to a partially offsetting decline of private saving in its goals. The range of policy problems to address with
the short run, generally raises total national saving and con- structural adjustment continues to widen as environmental
tributes to macroeconomic stability, which helps restore and social concerns come to the fore and as the former
growth and private saving in the longer termn. socialist countries rebuild their economies. Old problems,

Chapter 9, "Endogenous Growth in Developing Coun- such as macroeconomic instability and agricultural stagna-
tries with Government-Induced Distortions," by William R. tion, are increasingly recognized as symptoms of deeper
Easterly, reviews the endogenous growth literature to study needs for adjustment. Some of these will be addressed with
how policies can affect growth. In contrast to the neo-classi- adjustment lending, others by finding ways to support ad-
cal models of growth, the endogenous growth models imply justment with more traditional lending instruments.
that removing policy distortions can raise a country's per-
manent growth rate, as well as increase the base from which References
it is growing. Arriving at this intuitive result provides in-
sights into the nature of the growth. One growth model is World Bank. 1988. Adjustment Lending: An Evaluation of Ten
developed in the chapter, and it shows that large reductions Years of Experience. Policy and Research Series no. 1. Wash-
in very high levels of initial distortions have a larger pay-off ington, D.C.: World Bank.
tlhan either small reductions in large distortions or the elimi- --. 1990. Adjustment Lending: Policiesfor Sustainable Growth.
lain eiof small distortions. Policy and Research Series no. 14. Washington, D.C.: World

nation of small distordons.3 Bank.
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2

Adjustment Programs and Bank Support:
Rationale and Main Results

Vittorio Corbo and Stanley Fischer

The World Bank introduced adjustnnent lending in 1979 to reforming the public sector, liberalizing the trade regimne,
assist member countries to deal with the second oil shock by removing the constraints on factor employment and mobil-
providing temporary balance-of-payments financing while ity, and removing obstacles to saving and investment) and
the necessary stabilization and structural adjustment mea- on strengthening institutional elements (including the
suies were expected to take effect.' Adjustment lending3- government's capacity to implement policies and the frame-
defined as rapidly disbursing, policy-based lending-grew work for private sector development).
in importance after the onset of the debt crisis in 1982, In countries with acute macroeconomic problems, struc-
which both reduced the availability of financing and brought tural reforms designed to increase efficiency and restore
growing recognition of the need for structural reforms by growth, whose own efficiency depends on a predictable
mEay Bank member countries. By the end of the 1980s it macroeconomic situation, should be initiated only when
aoounted for about 25 percent of total World Bank lending sufficient progress has been made in reducing the
and for well over 50 percent of lending to some heavily macroeconomic imbalances. However, in some cases sub-
irndebted countries. stantial reform of the operation of public enterprises and the

The typical country initiating an adjustment program financial system may be needed to achieve stabilization
supported by the Bank-and in the initial phases usually (Eastern Europe and Chile in 1973-75 being good examples).
also supported by the Intemational 'Monetary Fund (IMF)- This type of structural reform is undertaken concurrently
faces pressing macroeconomic problems manifest as a large with the stabilization program. The importance of this se-
fiscal deficit and unsustainable balance-of-payments deficit quence-first reforms oriented mainly toward reducing se-
and, in many cases, as open or repr ssed inflation. These vere macroeconomic imbalances and then reforms aimed at
problems usually stem from a mixture of expansionary de- improving the allocation of resources and the restoration of
mand policies and large external slhocks to the real interest growth-has become increasingly clear with experience. At
rate, commodity prices, the demand for exports and the the same time,, the approach has strong analytical underpin-
availability of external financing. Typically, political and nings: macroeconomic instability in the form of high and
institutional weaknesses limit the capacity of the country to variable inflation and of balance-of-payments crises reduces
respond to the extemal shocks. the benefits of structural reforms aimed at improving the

Structural adjustment programs seek to achieve both a allocation of resources through changes in incentives-ben-
long-term macroeconomic stabilization and structural trans- efits that generally are transmitted through changes in rela-
formation of the economy by adclressing the fundamental tive prices (Corbo and de Melo 1987; Fischer 1986; and
causes of the country's economic crisis. Stabilization mea- Sachs 1987).
sures aimed at restoring macroeconomic balance focus on Because reforms undertaken as part of a Bank-supported
bringing the level of demand and its composition (tradable adjustment program add to the country's indebtedness, they
relative to non-tradable goods) into line with the level of should not be attempted unless there is sufficient probability
output and extemal financing. In most cases a reduction in they will succeed. While structural reforms to improve the
the fiscal deficit and a real devaluation are required to re- allocation of resources initiated before stabilization can turn
store the internal and external balance. The longer term out to be productive,4 the weight of the evidence suggests
structural reforms focus both on creating more appropriate that reforms of this type undertaken in highly unstable mac-
incentives (by deregulating the domestic goods markets, roeconomic conditions typically are unsuccessful. Where

7



Adjustment Programs and Bank Support: Rationale and Main Results

consumers and producers do nol: believe the reforms will be in the non-interest current account deficit. Lower demand
sustained, that is, the credibility of the reforms is low, cur- for non-tradable goods, without a real devaluation, will re-
rent relative prices will temporarily move to the right level, duce the output of non-tradable goods, and unernployment
but there will be major uncertainty about their future evolu- and excess capacity will result (Corden 1981; Dombusch
tion. The result is that the responses of consumers and 1980).
producers can destabilize the whole reform effort (Calvo
1989). Country studies have also shown that many of the Short-Term and Structural Reforms for Stwbilzadon
failures of attempts at liberalization have been the result of
the absence or failure of accompanying stabilization efforts Rapid success with stabilization usually requires a mixture
(Krueger 1978 and 1984; Papageorgiou, Choksi and Michaely of cuts in government spending (especially subsidies), re-
1990; and Corbo and de Melo 1987). ductions in public enterprise losses, tightening of credit, and

Periodically the Bank evaluates the effectiveness of the tax increases, typically undertaken with exisun institWuons
adjustment programs it supports, as well as their design and because there is no time to change thenn. Freque.ny central
implementation.5 It also interacts with the research commu- bank losses, which result from the provision of credit subsi-
nity in carrying out a continuous research program on differ- dies to lparticular sectors, often through the exciahge rate
ent aspects of the economic development problems facing system, are an important source of inflationary ressure Ltiat
developing countries. From these evaluations, this interac- has to be eliminated immediately.
tion with the research community and the findings of its Structural reforms are needed to cement tse stabilization
research program, the Bank derives lessons for the design as well as to lay the basis for the renewal of growth. These
and implementation of adjustment lending programs. This reforms include tax measures, substitution of quanitative
paper summarizes some of those findings and lessons. restrictions with tariffs, reduction in protection, public enter-

prise reforms and/or privatization aimed at reducing the
Stabilization Measures non-financial public sector deficit, labor mraket reforms

aimed at increasing labor mobility, and changes in e finan-

Stabilization includes restoration of the extemal (current cial system and the central bank's role in it. Generally these
account) and intemal (unemployment) balance, as well as reforms need to be phased in, as institutions have to be put in
control of inflation. The success rate of stabilization pro- place and regulatory frameworks established (World Bank
grarns in countries that have experienced a prolonged period 1988). Institutional weaknessess and political factors some-
of high inflation is very poor: typically they make many times make it difficult to carry out these strhuc*tai reforrns.
attempts to stabilize, but success is often only temporary,
and longer term advances are elusive (Kiguel and Liviatan Bank Support for Structural Reforms iY Support
1988). Short-term success can be obtained by a temporary of Stabilization
fiscal adjustment with a restrictive monetary policy and/or a
fixing of the exchange rate. Longer term success, however, When the World Bank begins to suppori an adjushment
cannot be achieved without enduring reductions in the pub- program., it expects that the country wiH unrert ke a phased
lic sector deficit (broadly defined). In some countries, in- program of structural adjustments. While a first structural
come policies can also play an important supporting role in adjustment loan may support mainly sho -term stabilization

stabilizing expectations, braking the inflationary momentum measures, which the IMF also supporLt, goverimnent actions
and increasing the political support for stabilization pro- called for under the terms of the loan typically include the
grams (Bruno and Piternan 1988; Dornbusch 1989; Kiguel early stages of some longer term structural adjustment. Sub-
and Liviatan 1990; and Solimano 1990). sequent loans, often in the form of sectorall acustrnent loans,

If the country does not undertake the necessary fiscal have a strong focus on structural adjusumnend measures per
adjustments, income policies are useless-and may be se. Among these measures are tax reforms, t.1es,treLuring
counter-productive. Fiscal adjustrnent not only removes the of public expenditures, measures to invcease the el.ficiency

underlying cause of inflation but also helps reduce absorp- or to support the privatization of state-owned enterprises,
fion and thus decrease the non-interest current account defi- trade reforms, financial market reforms and other sectoral
cit toward a level that is compatible with a sustainable level reforms.
of extemal financing and interest payments on the extemal Adjustment lending facilitates the phased ed ucdio of
debt. A real devaluation that increases competitiveness is the current account. By providing financing io help maintain
also a key component in the restoration of external and the level of expenditure, it potentially rer'kcu<, tuhe shonrt-rn
internal balance. If the reduction in absorption is not accom- adjustment costs to output, employmenL aied consumption.
panied by a real devaluation, then the demand for both By providing sustained support over a sXgnif;c -ce±the
tradable and non-tradable goods will be reduced. Lower Bank hopes to give the country time to uindenF .ke a@ .I s
demand for tradable goods contributes directly to a decline with long implementation periods.

8



Adjustment Programs and Bank Support: Rationale and Main Results

Because the availability of additional financing could prices of goods and factors result in assets being traded at
lead governments to postpone urgently needed reforms by distorted prices. The consequence is a misallocation of in-
reducing the immediate pressure, structural adjustment loans vestment. The potential gains from trade liberalization can
contain conditionalities. Accordingly, analyses of adjust- also be severely c.urtailed in countries where private initia-
ment lending have carefully examined the rate of implemen- tive is severely curtailed by regulatory practices, where there
tation of the loan conditions. are major impediments to labor mobility, and where domes-

tic financial markets are underdeveloped. For such econo-
Structural Reforms to Improve Resource mies, reforms of the regulatory framework and the labor
Allocation, Increase Growth and Reduce Poverty market and development of a domestic financial market

should accompany trade reforms.
Once inflation has been reduced in a credible way and
progress has been achieved in reducing the non-interest Speed of Reform
current account deficit, the potential benefits of structural
refoims aimed at improving the allocation of resources and Politicians and some economists are attracted to the gradual
achieving sustainable growth are increased. For each coun- implementation of stabilization and adjustment measures.
try, economic research and country-specific economic and For politicians the attraction lies in the possibility of avoid-
sector work are required to identify the most important ing painful measures and reducing opposition; for eceno-
distortions hindering the allocation of resources and limiting mists, gradual, smooth adjustments appear likely to reduce
growth. After the largest distortions have been identified, a the overall costs of adjustment. For instance, in considering
central question is the sequencing and speed of reforms, as a tariff reform, politicians phase in the reduction in tariffs to
discussed below. reduce the intensity of opposition from powerful domestic

producer interests; economists argue that domestic produc-
Sequencing of Reforms ers who might in the short run be driven out of business by

foreign competition can become internationally competitive
Where there are multiple distortions, identifying the optimal given temporary but inexorably declining protection.
sequence for the reforms is difficult because policy is work- Gradual stabilization is unlikely to be a real option when
ing in a world of second (or higher) best. Under these inflation is very high and the balance-of-payments deficit
conditions, the welfare benefits of the reforns are case- unsustainable. Gradual reductions of inflation have rarely
specific and depend on initial conditions and interrelations been achieved where the rates of inflation have been in
across markets (Edwards 1989; and the papers in Choksi and excess of 100 percent per annum, possibly because several
Papageorgieu 1986). forces tend to push inflation higher under those conditions.

Despite the popularity of the concept of sequencing, the Further, a government that promises a gradual reduction in
notion is to some extent misleading6 Some reforms should the fiscal imbalances over time faces not only a severe
be undertaken in simultaneous packages rather than in strict credibility problem but also does not achieve much change
sequence. Further, it is necessary to distinguish between the at the beginning. If, as is typically the case, the country also
time at which decisions on reforms are taken and the time at faces a balance-of-payments crisis, a comprehensive and
which they are implemented. immediate stabilization package may be the only realistic

Some general recommendations on the sequencing of and credible stabilization option.
reforms have emerged. First, reforrms are best initiated with Structural adjustment measures that require the develop-
large reductions in big distortions. Second, in economies ment of institutions and appropriate human capital (e.g.,
with restrictive trade regimes, widespread price controls and financial and tax reform) have to be introduced more gradu-
domestic practices that constrain domestic competitiveness, ally, if only because they take time to plan and implement
ref'orm of the goods market should precede reform of the General economic arguments suggest that, where possible,
asset market. In particular, the liberalization of the current as in the case of tariffs, distortions be removed quickly so
account should precede the liberalization of the capital ac- that a reallocation of resources can take place at the right
count. This recommendation is based on two arguments. prices sooner rather than later (Mussa 1982; and Edwards
First, the speed of adjustment in the asset markets is much 1989). However, given market imperfections, including the
faster than in the commodity markets. To avoid large move- possibility of 'bankruptcy, rapid changes in relative prices
ments in capital flows and the real exchange rate, controls on can increase the costs of adjustment. Calculation of the right
capital should limit the flows of capital to the rate at which speed at which to introduce changes in relative prices thus
the goods markets adjust to domestic deregulation and for- requires a balancing of the greater credibility of rapid re-
eign trade liberalization (Frenkel 1]982 and 1983). Second, forms against ithe likelihood that rapid changes will increase
because the prices of assets are determined by the expected the costs of adjustment.' Adjustment lending can help miti-
present value of future income streams, distortions in the gate the costs of adjustment and thereby sustain an adjust-
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ment effort; in addition, the conditionality can increase the On the basis of this analysis, the Bank has supported
credibility of the program. trade reform as a central element of adjustment programs

While rapid stabilization is usually essential, the appro- under both structural and sectoral adjustment loans (Tho-
priate timing of the longer term structural reforms depends mas, et al. forthcoming). Bank-supported trade reforms have
on country-specific political and economic conditions. De- been phased in gradually.
pending on country circumstances, gradual introduction of The recommended reforms of trade policy derive from
structural reforms may be preferable to an attempt to remove the standard theory of commercial policy and from the em-
all major distortions extremely rapidly (Michaely 1987). pirical work on commercial policy referred to above. It

could be claimed, however, that new developments in trade
Sectoral Reforms theory call these recommendations into question and pro-

vide a new foundation for differentiated tariffs and, in a
Four areas of sectoral reform, are studied here in detail: the more general sense, for an active industrial policy. The new
public sector; trade/domestic competition; the financial sec- trade theory holds that competition in the international mar-
tor; and the labor market. Most reform efforts have centered kets is typically imperfectly competitive and that trade is, to
on these four areas. Of them, labor market reforms have, for a considerable degree, driven by economies of scale rather
political reasons, been very difficult to carry out. than comparative advantage (Helpman and Krugman 1985).

A policy implication of this theory is that governments
Public sector reform. Public sector reform is at the center should f'avor industries that generate externalities,

of the problems with the macroeconomy and resource allo- The policy recommendations that seem to follow from
cation in many countries in need of adjustmen. IL is there- the new' trade Lheory-and that are butLressed by the view
fore not surprising that public sector refonn is a central that well-designed government interventions enhanced
component of most adjustment programs. These refmnns growth in East Asian countries-have been strongly criti-
include macroeconomic measures aimed at reducing the cized or boLh economic and political-economic grounds. On
public sector deficit and microcconomic ref'ormns aimed at the economic side, the policy recommendations tend not to
increasing the efficiency of public sector policies. Fiscal be robust to changes in the specifications of the models. On
reforms to improve the collection of' revenue and to reduce the political economiiic side, it has been argued that the work
the level and enhance the efficiency of public expenditurcs, on rent-seeking and tariffl lbnnation clearly indicates that
and actions to reduce the losses of public enterprises, are the actual tariff structures are driven more by the pressures of
typical actions included in macroeconomic refonnn ol' the interest groups than by considerations of efficiency.
public sector. Microeconomic relborns include the reshaping On the basis of such consideraLions, Krugman (1987, p.
of institutions, restructuring of public enterprises and/or pri- 143) concludes that
vatization. In many countries public sector relorm also in-
cludes improvements in the capacity of the public sector to the gains from intervention are limited by uncer-
provide basic primary services in health and education. tainty about the appropriate policies... (and) by the

general equilibrium efiects that insure Lhat promot-
Reform of tradeldomestic competitiveness. Small coun- ing one sector diverts resources from others ....Once

tries with very distorted trade regimes and non-competitive the expected gains from intervention have been
markets for goods should, over time, reap large benefits whitLled down suff'iciently, political economy [fac-
from reducing non-competitive practices and liberalizing tors] can be invoked as a reason to forego interven-
trade. Although familiar, the arguments against distorted tion altogether. Free trade can serve as a simple
trade regimes bear repetition: they generate a misallocation principle with which to resist pressures of special-
of resources within import-competing sectors; they tend to interest politics.
repress exports and contribute to socially unproductive rent-
seeking activities; and, by reducing competitive pressures, Helpman (1989, p. 213), while showing that the new theo-
they also tend to slow technical progress. Structural reforms ries have had several empirical successes in explaining trade
in the trade area aim at reducing the average level and phenomena, similarly concludes that "free trade remains a
variance of tariff rates, with the ultimate objective of mov- good rule of thumb." (See also Corden 1990; Helpman and
ing toward a more uniform tariff structure. As a practical Krugman 1989; Krugman 1990; and Srinivasan 1989).
rule, incentives should not discriminate against export-ori-
ented activities and should promote the development of Financial sector reforms. Financial sector reforms aim
broadly uniform, across-the-board effective incentives for to improve the efficiency of intermediation and the use of
import-competing activities (Little, Scitovsky and Scott 1970; resources, including the allocation of investment. The re-
Corden 1974; Balassa 1976; Thomas, et al. 1991). forms att[empt to reduce distortions in the allocation of credit,
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typically in part through the removal of controls on interest adjustment. These impediments, which need to be addressed
rales, with the intention of allowing them to become market- early on in the structural adjustment program, in practice are
determined. In addition, appropriate information and pru- very difficult for a government to tackle.
dential supervision systems need to be put in place.

Initial conditions play a central role in the design and Promoting Economic Growth
implementation of financial reforms. If a large proportion of
the assets of financial institutions are held at below market Structural reforms that contribute to the reduction of
rates or are non-performing, then financial reform will cre- macroeconom:ic imbalances and the improvement of re-
atb difficulties for existing institutions. In particular, if de- source allocation create the foundation for the recovery of
posit and lending rates are deregulated simultaneously and growth (Fischer 1987). Sustained growth generally has four
free entry into the financial system is allowed, existing main requirements: stable macroeconomic conditions; an
banks will be forced to pay market interest rates and will appropriate system of incentives and resource allocation; an
suffer substantial losses, jeopardizing the banking system's adequate level of saving; and efficient institutions to turn
solvency and macroeconomic stability. In such cases it may saving into productive physical and human investment. Some
be necessary to allow for a transition phase, during which of the elements necessary for achieving the first two require-
the lending rates are deregulated first, with deposit rates ments have already been discussed.
following only gradually (World Bank 1989). In other cases, Since most indebted countries are likely to be making net
where most banks may become insolvent before the finan- transfers abroad rather than receiving net foreign resources,
cial reforms are implemented, the banks have to be recapi- they need to make a major effort to increase national saving.
talized, a measure that creates a potential fiscal problem. In The weight of the empirical evidence suggests that private
countries where domestic financial systems are practically saving rates are not very sensitive to policies and, in particu-
non-existent, the creation of a financial system that provides lar, to interest rates (Giovannini 1985; and Schmidt-Hebbel,
at a minimum the financing for working capital should be a Webb and Corsetti 1990). However, negative real interest
high priority, although it is not one that can be realized very rates probably discourage saving-certainly they reduce the
rapidly. This point could be especially relevant for Eastem efficiency of financial intermediation-and encourage capi-
E.urope (Calvo and Coricelli 1991). tal flight. Private saving rates are very sensitive to the eco-

Reform of the financial sector is among the most diffi- nomic cycle as a result of consumption smoothing. If there is
cult to undertake, because running the institutions requires a no leakage through lower private saving, public saving can
great deal of specific business knowledge and experience. It contribute to an increase in national saving. Empirical evi-
is also difficult to evaluate, in particular because recapital- dence presen:ed in Corbo and Schmidt-Hebbel (1991) shows
ized institutions can run for somre time without problems that public saving can make a major contribution to an
becoming evident. increase in national saving (see also Summers 1985). The

evidence on saving again highlights the central importance
Labor market reforms. Labor market regulations and of a fiscal balance.

institutions may play a key role in the efficiency and ulti- The last factor-an increase in the rate and efficiency of
mate success of a structural adjustment program. In coun- private investment-is much affected by a stable
tries that require a large real devaluation to accompany macroeconomic framework and clear and predictable tax
policies to reduce absorption, obtaining an initial decline in rules and property rights (Rodrik 1989; and Serven and
real wages could make a major difference between a large Solimano 1991a and 1991b). Economists have long ex-
recession with massive unemployment (as in Chile in 1982) pressed a belief that economic policy and the investment
or macroeconomic adjustment without a major change in rate are major determinants of economic growth. However,
unemployment (Mexico in 1983-89). Labor legislation or it is only very recently that models have been able to capture
conventions in the form of rigid wage indexation rules are the links am,ong policy, investment and long-term growth.
often a major impediment to successful macroeconomic The new enclogenous growth literature, pioneered by Romer
adjustment and the ultimate success of structural reforms (1986 and 1990) and Lucas (1988), has created a class of
aimed at improving the allocation of resources in the goods theoretical models in which economic policy can affect
markets. investment, the accumulation of human capital, innovation

Success can also be hindered by rigid labor practices that and resource allocation in ways that alter long-run, steady-
restrict the mobility of labor. Large severance payments, state rates of growth. The ideas underlying these models--
lack of flexibility in the real wage structure, the attachment economies of scale, extemalities and public goods-and the
of substantial non-wage benefits, such as housing, utilities argument that the removal of distortions promotes growth
and education, to employment, and other institutional rigidi- have been familiar for a long time and are the foundation of
ties to labor mobility are typical impediments to successful over three decades of World Bank programs. At a minirnum,
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the new models provide a framework that may improve Alleviation of Poverty
understanding of the growth-promoting policies that have
been suggested and implemented in the past (Easterly and The ultimate objective of Bank lending is to contribute to
Wetzel 1989). Possibly they will also improve the quality of econornic development and the eradication of poverty. In-
growth-promoting policies in thte future. deed, the reduction of poverty is the central objective of

This literature highlights a number of channels through most Bank country assistance. The strategy to reduce pov-
which public policies can affect growth. Recent World Bank erty enunciated in the 1990 World Development Report
papers by Arrau (1989), Romer (1989) and Rebelo (1990) (Worldl Bank 1990b) has two components: first, it encour-
show that promoting the accumulation of human capital, for ages biroad-based economic growth and in this way pro-
example, by providing adequate nutritional levels and basic motes ihe use of the poor's most abundant asset, labor, and
educational skills and by investing in research and develop- second, it attempts to improve the provision of social ser-
ment, can foster growth. Along these lines, Becker, Murphy vices to the poor-especially primary education, social in-
and Tamura (1990) show that economies may become stuck frastructure and basic health care. The second component is
in a poverty trap-a situation where low income and low desirable not only for its own sake but also because it
levels of human capital create incentives for high population enhances the productivity of the poor. In addition, the World
growth and low investment in human capital that perpetuate Developrent Report recommends the adoption of targeted
the state of poverty. Policies that stimulate investment in interventions to reach those people such as the elderly and
human capital can break the economy out of this stagnant those living in especially poor regions who are not helped by
situation. the basic two-part strategy.

The new models also stress the importance of trade, Adjustment from an unsustainable economic situation,
fiscal and financial policies, a confirmation of earlier em- following policy mismanagement or adverse extemal shocks,
pirical work. The World Bank has been at the forefront of often has significant short-run social costs. The poor, who
empirical studies of trade policy and growth. In addition to already have low levels of welfare, may find it very difficult
large multi-country case studies, recent work by Feder (1983), to absorb the short-term losses. Therefore, adjustmnent pro-
Balassa (1985), Easterly and Wetzel (1989), de Melo and grams also include an assessment of the short-term effects of
Robinson (1989), Nishirnizu and Page (1991), Dollar (1990), policies on the poor as well as specific measures to protect
and Levine and Renelt (1990) has carefully examined the them during the transition (Maasland and van der Gaag
cross-country evidence on trade policy and growth. This 1990).9
empirical work indicates that, afler adjusting for factor accu- Attention to the impact of adjustment on the poor is not
mulation, countries with more open economies had higher only desirable in its own right, but it also helps assure the
rates of growth. sustainability of adjustment programs. Whereas, as a logical

Governments are capable of policies that enhance growth matter, the costs of adjustment should be calculated by
and also of policies that hinder it. In Easterly (1990) and comparing the economic performance with adjustment against
Barro (1990), it is shown that governments may promote the likely outcome without adjustment, the politically rel-
positive growth effects by providing essential public goods, evant perceptions are usually based on a comparison of the
and they may create negative growth effects by wasting post-adjustment outcomes with the (typically unsustainable)
funds on worthless projects and bloated bureaucracies or by pre-adjustment situation.
imposing taxes and regulations that distort decisions on
saving and investment. It is thus necessary to conduct a Why Is 'World Bank Support Needed?
detailed study of the composition of government expendi-
tures and the structure of taxes to evaluate the effects of any If the results of the reforms are as favorable as the World Bank
country's fiscal stance on growth. The likely finding will be claims, why do countries require financial support from the
that higher govemment consumption has a negative effect Bank to undertake them? The answer is that even very ben-
on growth. However, the complexity of the relationship eficial reforms may have important transitional adjustment
between fiscal policy and growth is borne out by recent (and distributional) costs that could make their implementa-
empirical work in Levine and Renelt (1990). They find that tion difficult. At a time when countries are restricted from
broad macroeconomic indicators of fiscal policy are not borrowing in the international capital markets, Bank lending,
robustly related to growth in a cross-section of countries. conditional on the implementation of aprogram, can make an

The role of financial policy in growth has also been the important contribution to the sustainability and ultimate suc-
focus of World Bank scrutiny. Gelb (1989) and Easterly and cess of the reforms by reducing the need to cut expenditures
Wetzel (1989) present preliminary evidence suggesting that, and imports while the reforms are being implemented.
after controlling for factor accumulation, financial deregula- As to the rationale for balance-of-payments support for
tion -fom. severely distorted initial positions has a positive the different types of reforms discussed above, in the case of
effect on growth. public sector reforms, quick- disbursing balance-of-payments
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support can contribute to temporary financing of the budget Economic performance. Adjustment lending was moder-
deficit while the structural reforms of the revenue system ately successful in improving aggregate economic perfor-
and of governme- t expenditures are being put in place. mance. Despite still more serious shocks, the 30 countries
Sinice large budget deficits typically underlie current ac- that received adjustment loans before 1985 on average had
coGnt deficits, these fiscal reforms usually also make a direct higher rates of growth than did the 63 that did not receive the
contribution to a sustainable reduction in the current account loans. Performance in the 12 countries with three or more
deficit. adjustment loans before 1987 and in countries that were

In the case of trade reforms, bEdance-of-payments sup- substantial exporters of manufactured goods was even bet-
pre can mke an nportant contribution to the financing of a ter. Adjustment lending appeared to have been relatively
transitory increase in imports while the reforms take time to less successful in the highly indebted countries and in Sub-
result in increased exports. Since people expect this differ- Saharan Africa. Detailed country studies corroborated the
ence in response tmes, the availability of financing can also statistical findmings. The report cautioned, however, that the
contribute to the credibility and sustainability of the reforms. conclusions were tentative because it was difficult to isolate
External financing can further help bridge some of the short- the effects of adjustment lending from the effects of the
term adjustment costs incurred in industries that need to initial conditions and external shocks.
restructure or to disappear altogether. Similarly, reductions
of distortions in t!he goods markets that are likely to be Implementation of conditions. The overall rate of imple-
b neficial in the long run can result in temporary unemploy- mentation of conditions was good, with the likelihood of
mnent of resources. The costs of this unemployment can be implementation greater where the conditions were spelled
reduced through adjustment lending. out precisely in the loan agreement. In a sample of about 50

In the case of financial sector reforms, balance-of-pay- adjustment loans to 15 countries, 60 percent of the condi-
ments support can contribute to financing transitory increases tions were met fully during the loan period and another 24
in govemrment expenditures as a result of the recapitaliza- percent were substantially fulfilled.
thon of banks aSd the reduction in taxation of financial inter-
rnediaries. Adequacy of external financing. Although the sudden

In each case, the World Bank's financial support for cut-off of extemal financing made some type of adjustrnent
adjustment programs can cushion some of the short-term essential, at the same time orderly adjustment required ad-
adjustement costs and in this way contribute to their sustain- equate external financing. In some countries unanticipated
ability and ultimate success. Furthermore, to the extent the underfunding of the program reduced or delayed the ben-
3ank brings its expertise to bear, its lending helps member efits. In some instances, access to external adjustment assis-
countries to design and implement more effective programs tance simply delayed implementation of adjustment mea-
and, in this way, to adjust more successfully. sures.

For the Bank itself, successful adjustment programs help
restore a county's growth and improve its creditworthiness. Commitment to the reform program. The govemments
Furthermore, the benefits of project lending are severely cur- that "owned" the program from the start sustained their
tailed in highly distored economies, and adjustment lending commitment: to reforms the best. Although international
can terefore contribute to the success of project lending. agencies often assisted in preparing the programs, the gov-
Indeed., with distorted incentives, increased investment fi- emments were convinced of their own accord that the opera-
nancing may increase capital accumulation in the "wrong" tions were the most appropriate way to address the problems
activities, a situation that exacerbates the misallocation of their countries faced.
resources. In the extreme, taking into account the need to
service the debt, inefficient investment could even make the RAL-2
country poorer.

The main conclusions of the second report are as follows.
Main Concluisions of RAL-1. and RAL-2

Aggregate effects of the structural reforms. Countries
As noted, two recent comprehensive evaluations of the Bank's that adopted adjustment programs on average grew faster
experience wit: adjustment programs are discussed in RAL- than did other countries. After adjusting for the effects of
1 and RAL-2 (World Bank 1988 and 1990a). The main initial conditions, external shocks and the amount of exter-
conclusions are summanzed below. nal financing, the countries that initiated full-fledged adjust-

ment programs (called early-intensive adjustment lending,
RA-1 or EIAL, countries) experienced a larger increase in the

average raite of GDP growth than did other countries. In
The maim conc lasicnAs of the first report are as follows. some of these countries-such as Nigeria, the Philippines,
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Malawi, CMte d'lvoire and Mexico-growth was, however, short-run social costs. The poor who lose from adjustment
slower than their country characteristics predicted. In other suffer greatly since they are already at a subsistence level.
countries-such as Korea, Mauritius, Morocco, Ghana and Although the situation of the poor during adjustment offers
Thailand-the programs the Bank supported appear to have no reason for complacency, the report did not find evidence
stimulated growth by more than ihe initial conditions, exter- that adjustment lending was associated with an increase in
nal shocks and external financing suggested. Exports in the overall misery of the poor. To the contrary, orderly
constant prices as a share of GDP in constant prices in- adjustment supported by Bank lending seems to have been
creased substantially in the EIAL, countries, both before and less costly for most of the poor and for the general populace
after adjusting for other factors. than disorderly adjustment without Bank support was.

The picture was less positive in the case of investment. The changes in the socioeconomic indicators of living
After adjusting for the same factors, investment fell on conditions do not appear to have been systematically related
average as a share of GDP in the EIAL countries. At the to adjustment lending. The rate of growth of private con-
same time, it seems that the relative efficiency of investnent sumption in the EIAL countries increased in 1985-86 in total
in EIAL countries must have nsen in that they achieved and on a per capita basis in comparison with other country
higher growth with less investment. categories and when controlling for other factors. Current

The decline in investment was found in both the public consumption appears to have been protected-relative to
and private sectors. Often a decline in public investment was that in other countries-by a reduction in investment expen-
desirable since its level was unsustainable and some of it had ditures. Other short-run indicators, such as nutrition and
been misdirected. Nevertheless, in the countries that had immunization, also improved in the EIAL countries. The
made major progress in reducing their macroeconomic im- long-run indicators of living conditions, such as infant and
balances, distortions and institutional weaknesses, resump- child mortality, continued to improve in most countries,
tion of public investment in infrastructure was important to with or without adjustment lending. However, the poor quality
stimulating private investment and restoring growth. The and the aggregate nature of the data do not permit unquali-
reduction of private investment in the initial years of an fied conclusions on these issues.
adjustmentprogram was predictable because incentives were While the socioeconomic indicators showed continued
being changed and the credibility of the program was build- improvement, the share of central govemment expenditures
ing. for the social sector fell slightly on average in the countries

The counterpart of the temporary decline in the invest- with adjustment lending. Per capita social expenditures by
ment ratio was that adjusting countries were able to boost the central govemments also declined in some adjusting
higher private consumption more than they might have oth- countries. It is possible that part of the impact of the declines
erwise. This situation should have helped sustain the reforms. in health and education expenditures on lower income groups

was offset by increased contributions from local govem-
Need for a supportive macroeconomic environment. A ments and better targeting of govemment spending. The

stable macroeconomic framework contributes to the success declines in education expenditures were accompanied in the
of structural adjustment in every major area of the economy. EIAL countries by drops in the ratios of primary school
Adjustment programs had a higher failure rate when a stable enrollment. To prevent declines in their socioeconomic indi-
macroeconomic framework was not in place, even when the cators, most adjusting countries need to raise the level of
adjustment package focused mainly on microeconomic and expenditures for the social sector targeted toward the poor.
sectoral policies. Based on experience, a country that starts Since adjustment is taking longer in most countries than
with high inflation and a large current account deficit ini- originally expected, recent adjustment operations supported
tially should focus its structural adjustment program on the by the Flank include more detailed analyses of the social
reduction of inflation and the current account deficit. The impacts of adjustment programs and more measures to alle-
resultant improved macroeconomic situation-a reasonably viate the short-run costs of adjustrnent to the newly unem-
low and predictable rate of inflation, appropriate interest ployed and the poor. Such measures include a reallocation of
rates, a competitive and predictable real exchange rate, pub- social expenditures toward services used by the poor, sever-
lic sector saving rates compatible with the resource mobili- ance payments and retraining for newly unemployed work-
zation requirements of the program and a balance of pay- ers, as well as for public works and employment schemes for
ments that is perceived as viable-will support the adjust- unskilled workers. In some cases, several targeted interven-
ment program. tions have been assembled into multi-sector compensatory

programs.
The effect of adjustment on poverty and living condi-

tions. Adjustment to adverse external shocks or the effects Raising efficiency. Greater increases in the efficiency of
of previous policy mismanagement inevitably carries some investment can reduce the need for more saving. Distortionary
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policies, such as trade restrictions and financial repression, * Expansion of public investment in a manner comple-
constrain the efficiency of investmrent and thus the rate of mentary to private investment
growth for a given level of investment. Removing these * Assurance of sufficient external financing to support a
distortionary policies does the reverse: it increases the effi- sound program in both the medium and the long terms. In
ciency of investment and the growth rate of GDP for a given highly indebted middle-income countries committed to sus-
level of investment. Furthermore, analysis indicates that taining a reform effort, the Brady initiative and other debt
reform efforts must reach a critical mass to be effective: reduction schemes should help improve the viability and
small decreases in extremely high distortions do not have credibility of adjustment programs.
much effect on growth. To have significant pay-offs, reform
programs usually must focus on laige reductions in the large Raising saving rates. To sustain desirable rates of invest-
distortions. ment and growth, the saving rates in most adjusting coun-

tries have to increase, especially in the many African coun-
Increasing investnent. To sustain adjustment and restoxe tries that started the 1980s with very low rates. The most

growth, countries must not only reduce distortions, they effective way to increase saving in the initial years of an
must also create the conditions for an eventual increase in adjustment program is to raise public saving. Private saving,
investment. Some countries, especially in Africa, need more because it is responsive mainly to an increase in the rate of
domestic saving and external financing to reach investment growth of GDP, starts to rise after growth gets under way.
levels consistent with the restoration of growth. In many Once real interest rates are positive, further increases in
countries, however, the prevalence of capital flight indicates these rates on deposits and special tax treatment for saving
that the stagnant rate of investment is the result of inad- are unlikely to cause any large rise in the rate of saving.
equate demand for investment rather than the unavailability
of saving. In highly indebted countries, the debt overhang Refinements. The findings of RAL-2 confirm and extend
often creates uncertainties about the sustainability of the some of the conclusions of RAL-1. The sequencing and
balance of payments and macroeconomic stability and thus packaging of reform measures are crucial aspects of adjust-
may thwart the recovery of private investment. Reductions ment programs. In countries that start with high inflation and
in debt and debt service in the context of adjustment pro- a large current account deficit, the first step is to implement
grams can help reduce these uncertainties. stabilization measures. Structural reforms aimed at main-

The eventual recovery of investment requires an appro- taining macroeconomic balance are emphasized next. Sectoral
priate and credible economic environment. Investment does reforms are sequenced in a way that takes into account the
not respond well when investors, foreign and domestic, linkages among sectors. For instance, trade liberalization is
doubt the govemment will sustain its reforms and when likely to improve efficiency more if accompanied by mea-
legal and bureaucratic impediments are left untouched. Pri- sures to improve the functioning of the domestic markets for
vate investors often wait before making irreversible invest- goods and credit, provide needed infrastructure and reduce
ment decisions, keeping their assets elsewhere. Providing the controls over domestic investment and the impediments
appropriate public investments that complement private in- to the mobility of labor. In some low-income countries,
vestment, and persuading some private investors to commit barriers to the integration of the domestic economy-poor
themselves, usually help overcome the doubts of the major- roads, inappropriate infrastructure for domestic transport,
ity. lack of domestic financial markets and so on-are major

There is, however, no simple way to bring this situation constraints on economic growth that should be tackled early.
about. The obvious remedy of specific investment subsidies The data on conditionality and implementation from the
is likely to be expensive and at odds with the objectives of much expanded sample of loans approved in FY79-88
leaving decisions to market forces and restoring fiscal bal- showed most of the same patterns found in RAL-1, as well
ance. An appropriate strategy for increasing investment would as some new ones. Progress with implementation was mea-
contain four elements: sured by the share of conditions in the loan agreements that

were implemented by the time of release of the final tranche.
X The establishment and maintenance of macroeconomic Of all conditions in the loan agreements in the sample, 84

stability, including a predictable and competitive real ex- percent were implemented at least substantially-better than
change rate, small budget deficit and low rates of monetary the rate cited in RAL-I-and 66 percent were implemented
growth and inflation fully or more than fully by the time of release of the final

e Removal of the legal and bureaucratic impediments to tranche.
investment by domestic and foreign fimns and the provision Implementation rates increased during the 1980s, both
of clear rules for taxation, property rights and the regulation for countries that had received adjustment loans since the
of production and trade early 1980s and countries that started more recently. For the
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loans in the sarnple whose final tranche was released in to policy-makers in developing countries. These lessons
FY89, i.e., since the first report, 99 percent of the conditions have also been incorporated in Bank-supported programs.
were implemented at least substantially, and 80 percent of They are repeated here.
the conditions as originally written were implemented fully In countries experiencing acute macroeconomic imbal-
or more. In the rare cases where a condition as originally ances mlanifest as high fiscal deficits, balance-of-payments
written did not seem necessary, the Bank waived the condi- crisis and high open or repressed inflation, adjustment should
tion, with approval from the Board. If the one loan in the start with policy and institutional reforms that deal in a
sarnple for which this situation occurred in FY89 is ex- credible and perrnanent way with the large public sector
cluded, the proportion of fully implemented conditions rises deficit that is the ultimate cause of the macroeconomic
from 80 percent to 88 percent. Es.sentially, the final tranches crisis. Once enough progress has been achieved in reducing
were released only when all conditions in the loans were at inflation and the fiscal and balance-of-payments deficits,
1least substantially fulfilled.9 other structural reforms aimed at improving the allocation of

As to political economic factors in the implementation of resources and achieving sustainable and equitable growth
adjustment programs, govemments were more frequently can be attempted. Among the latter reforms the most com-
able to develop and maintain political support for structural mon address: the public sector; trade/domestic competition;
adjustment when that need was taken into account in the and the financial sector. Reform of the labor market, al-
design of the program and when the government was active though attempted in many cases, has not been as common as
in explaining the source of the problems addressed by the it should be.
program, how it planned to tackle them, why this option was What impact can the Bank's adjustment lending have on
the best one and how people would benefit from the new bofrowing countries? The Bank can assist adjustment by
policy environment. Mobilization of beneficiaries to be- providing both financing and policy advice. Furthermore,
come political supporters usually followed. While technical the Bankc can help countries mobilize other sources of fi-
considerations sometimes caused unavoidable delays in pro- nancing. In RAL-2 it was found that, after adjusting for non-
gram implementation, more prompt implementation almost program factors, adjustment lending had a positive effect on
always increased the chances of political support. Aware- growth and on export and saving rates in constant prices.
ness of the economic problems that motivated the initial However, it had a negative effect on the investment ratio.
decision for reform was strongest at the beginning, with the With respect to the effects of adjustrnent lending on so-
authorities then having maximum latitude for reform. Sup- cial indicators, the evidence shows that changes in living
port for sustaining the new status quo then developed as the conditions in the short run do not appear to have been sys-
structural reform paid off in growth and higher living stan- tematically related to the presence or not of adjustment lend-
dards. ing.

A final conclusion of the two reports is that adjustment The rate of implementation of prograrns rose during the
programs need to give greater attention to reforming and 1980s both for countries that had received adjustment loans
developing institutions in several areas: in Sub-Saharan Af- since the early 1980s and for countries that had started more
rica, the agricultural sector; in many countries, financial recently. The rates were lower for countries with higher rates
sector and fiscal management; and in almost all countries, of inflation and for counties that suffered higher negative
public enterprises. Although adjustment programs often call external shocks. Successful stabilization and appropriate ad-
for a reduction in the resources going to the public sector, it justment to external shocks (including contingency financ-
is equally important to strengthen public institutions through ing) helped to increase the implementation rate of programs.
improved policies, organization and management. Institu- Both RAL- I and RAL-2 underline the importance of a
tional development is essential for both the implementation good diagnosis of the development problems facing a coun-
and ultimate success of many of ithe reforms the Bank sup- try and of the need to build a consensus around the adjust-
ports. ment program. While extemal financing can help implemen-

tation of a government-owned program, ultimately it will
Concluding Remarks not be effective if the government is not convinced of the

need for adjustment. To be successful, the government has
In the last 10 years, countries have been struggling to adjust to own the program.
policies and institutions in response to their poor economic Governments have more frequently been able to develop
performance. Design and implementation of adjustment pro- and mainitain political support for structural adjustment when
grams are not easy tasks. Nor are they tasks that can be they designed the programs with this aim in mind and were
carried out successfully unless each program is tailored to active in explaining the sources of the problems addressed
the specific circumstances of the adjusting counuty. Never- by the program, how they planned to tackle them, why this
theless, some lessons have emerged from the analysis of option was the best one, and how people would benefit from
adjustrnent problems and programs that are of much interest the new policy environment. Mobilization of beneficiaries
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Comments

Edmar L. Bacha It is easy to agree that such liberalization reforms will be
credible only if the macroeconomic environment is stable.

T here is much to agree with in the paper by Vittorio Corbo To create this environment, however, structural reforms must
and Stanley Fischer. In my role as devil's advocate, how- be initiated in the way the government operates and interacts
ever, I will focus my observations on points of disagree- with private economic agents. The rules of the game of a
rnent. statist, soft budget economic regime of the Latin American

or Eastern European variety are such that all the costs of
Sequencing risk-taking activities tend to be shifted to the government

budget, whereas sectoral interest groups appropriate all the
Mhe World Bank's doctrine on sequencing for economic benefits. A thorough reform of this system of publicly spon-
reform in developing countries is, first, stabilization, then sored private privileges is required if the government is to
liberalization (first the markets for goods, then the financial make ends meet and thus open the way for lasting stabiliza-
markets), and finally investment and growth. A variant is, tion.
first, carry out the macroeconomic adjustments, then the Thus, when considering the need for a thorough public
structural reforms, and finally the investment growth. sector refomi, it is not just an improved allocation of re-

The Bank's doctrine seems to have resulted from reflec- sources that is at issue as a prerequisite for effective stabili-
tion on the economic policy fiascos in Latn America, where zation. The real goal is to suppress the potential budget
such a sequence was not followed. On the one hand, there deficit that lies behind all the commitments-contingent
were the Southern Cone open monetarist experiments of the liabilities, in fact-the government has built over the years
late seventies-in Argentina, Chile and Uruguay-where with different private groups both inside and outside the
(financial) liberalization preceded a balancing of the budget govemment. The need for reforms involving divestiture,
and de-indexation of the markets for labor and goods. These deregulation, tax changes, debt consolidation, changed per-
experiments all ended in major financial and economic cri- sonnel policies, and an incentives-focused administrative
ses in the early eighties. On the other hand, there were the framework for the public sector is the context within which a
heterodox expansionary stabilization experiments of the mid- hardening of the government budget constraint, aimed at
eighties-in Argentina, Brazil and Peru-where price freezes guaranteeing effective stabilization, needs to be considered.
replaced fiscal and monetary adjustment. These efforts all That change in the inflationary policy regime will give a
ended recently in price explosions and acute recessions. clear sign to the economic agents and create the favorable

The successful stabilization experiences of Bolivia, Is- expectations necessary for stabilization.
rael and Mexico teach that there is more to stabilization than Unfortunately, the Bank has emphasized the need for
the augmented Phillips curve IS-LM framework. To cope public sector refonns much less than it has emphasized the
with mega-inflation, major strucitural reforms must accom- need for liberalization. It has done so even though, time and
pany fiscal austerity and the establishment of monetary an- again, experience has shown the need for "reregulation"
chors. In fact, it is arguable that in each of these countries it every time a liberal crusade extends beyond its limits. As a
was the reform-mindedness of the new governments that consequence, little has been learned about how, in societies
carried the day for stabilization, rather than their short-tenn where the need for public goods is blatant, to make a public
achievements in the fiscal or monetary spheres. sector more effective. Chile post-1984 seems to be the best

The same observation may apply to the recent liberaliza- example of how to correct the excesses of liberalism without
tion experiments in Eastem Europe-strictural reforms are falling prey ito inconsequent interventionism. In addition, the
a prerequisite for effective stabilization. positive role that state interventionism played in Taiwan,

China and Korea has been little studied, even though these
Public Sector Reform two cases seem to illustrate that "rent-seeking behavior" can

be avoided even in closely regulated markets, provided that
The issue here is how the Bank defines structural reform-it govemment regulation is performance-based and subject to
seems to mean only deregulation, privatization and liberal- a hard budget constraint.
ization, i.e., reducing the degree of government intervention The relative lack of attention to these themes is indicated
in the private markets. in the original version of the Corbo and Fischer paper, where
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the sectoral reforms chosen for analysis involved goods and interest rates. Still, no consideration was given to the suc-
factor markets: trade, finance and labor. This selection is cesses of Korea and Taiwan, China, one of which had a
almost like perforning Hamlet without the prince, in that closely regulated financial market and the other an entirely
only a reformed public sector will be capable of dealing government-controlled banking system. Is the Bank pre-
productively with the complex issues involved in these sec- pared to say that these countries would have grown even
toral reforms. faster an(l more equitably had they pursued free banking

over the past 30 years?
Sectoral Reforms In the same vein, I presume that government-owned

development banks will continue to play a major role in
Again, there is much to agree with the authors about the providing financial resources for long-term investment. At
sectoral refonns they discuss. My disagreements center on the international level, the continuous expansion of the ac-
the following points: tivities of the World Bank clearly shows this presumption is

correct. The paper makes no reference to the lessons from
(1) in the case of trade reforms, I do not understand why development banking that should be incorporated into re-

the authors did not take the conclusions from the "new trade forms of the financial market in the future.
theories" as seriously as they did those from the "new endo- (3) With labor markets, the focus was on removal of the
genous growth theories." Both sets of theories conclude that institutional impediments to labor mobility, which is fair
carefully designed policy interventions can significantly im- enough. It should also, however, be recognized that labor
prove on market-based results because extemalities and markets are more similar to financial markets than to current
economies of scale are so pervasive. Rather than presuming goods markets. Long-term labor contracts, with tenure sys-
that politicians are not ever to be trusted and that if allowed tems and the like, are an important characteristic of well-
to intervene they will always choose a bad policy course, the functioning labor markets, as Japan and IBM prove. Perhaps
economist's conclusion should be that there is much need the objective should be better insurance mechanisms than
for research on the design and implementation of policy the ones so often legislated into labor contracts. The appar-
interventions, including the "political economy" aspects of ently successful experience of Chile with the privatization of
those interventions. social security is an example that deserves further study; it

(2) On the matter of reform of the financial market, the confirms that, to succeed in removing a bad insurance mecha-
emphasis was on market-orientecd reforms under prudent nism, it may be necessary to offer a policy altemative ca-
regulation. This position is a big advance over the frequent pable of delivering a better service at a smaller cost.
advice of Bank missions in the field simply to liberalize

John Williamson supply-side reforms. Mexico, for one, undertook a great many
of those reforms before it achieved stabilization. Although

The main ffirust of the paper by Vittorio Corbo and Stanley Turkey's initial efforts at stabilization were limited, it was
Fischer is a defense of the rationale of the conditions that still able to accomplish a massive opening up of its economy.
have been attached to adjustment loans. I agree with most of In Eastem Europe, I suspect that successful stabilization will
what the authors say on this topic. Much of it falls under the require a greater ability to respond to changed incentives
heading of what, in a phrase I now slightly rue, I have than the centrally planned economies now possess.
described as the 'Washington consensus" (Williamson 1990), The implication is that at least some supply-side reforms
hardly surprising given that the World Bank is a central should precede stabilization efforts. The principal problem
actor in Washington. Where Corbo and Fischer go beyond with the Ryzhkov Plan (March 1990) is that it proposes to
the Washington consensus, notably in the attention they pay increase prices in the interest of stabilization before doing
to equity issues, I welcome the evidence that the Bank no anything to change the structure of the economy. Failed
longer neglects an area so regrettably ignored by the Wash- stabilizations are not without costs: every failure makes the
ington of the early 1980s. next attempt more difficult. Economists have so far found

My one substantive disagreement with Corbo and Fischer very few robust generalizations about the optimal sequenc-
concerns their proposition that stabilization should always ing of economic reform. "Stabilization first," always and
precede adjustment. It is important that stabilization be everywhere, is another one that does not work.
achieved promptly and convincingly. However, I join Edmar Rather than dwell on quibbles with the Corbo-Fischer
Bacha in questioning whether it should always precede all paper, it may be more constructive to explore a complemen-
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tary theme: the rationale for the Bank to make adjustment Which Rationale?
loans at all. There seem to be four such rationales:

In his early explanation of adjustnent lending, Stem (1983)
(1) Traditional Bank doctrine. Traditionally Bank lend- strongly emphiasized the first of the four rationales while

ing took the form of project loans, which had the incidental also mentioning the second. Corbo and Fischer place pri-
effect of relieving the foreign exchange and savings con- mary emphasis on the third, while also acknowledging the
straints. That is, they pennitted the financing of a larger second. The remarks by Wilfried Thalwitz during the con-
current account deficit than would otherwise have been ference related to the third rationale. Bacha, in contrast,
possible. This effect was particularly valuable when the appealed to the first. I have never heard the fourth men¢ioned
foreign exchange constraint was binding, as the two-gap in public, and it is unreasonable to expect it to feature in the
model explained. rhetoric of officials, but that absence does not necessarily

A decade ago many of the Bank's clients fell on hard mean it is unirnportant.
tines. One consequence was a lack of counterpart local
currency financing for projects (a problem sometimes ag- Implications for Conditionality
gravated by International Monetary Fund [IMF] condition-
ality). Those developments increased rather than diminished Any of the four rationales might be relevant and legitimate,
the borrowing countries' need for foreign exchange (espe- depending on the country in question and its circumstances.
cially in conjunction with the build-up of debt service obli- The point of distinguishing among the motives is that the
gations due the Bank). In many cases the foreign exchange one which is relevant in a particular case may and should
constraint became binding, following a lengthy period when influence the conditions attached to the extension of loans.
it had not been. Under such circunmstances the obvious way Rationale one and even more so three are the ones that
for the Bank to serve its clients was to introduce a program seem to call fDr conditions bearing on the full range of the
of fast-disbursing non-project lending. Doubtless, adherents "Washington consensus," that is, that cover liberalization
of public choice theory would also point out that this pro- and the opening up of the economy as well as stabilization,
gram kept the Bank in business at a time when its activities plus equity. The critical question here is very much that on
might otherwise have been curtailed. which Corbo and Fischer focus, namely, whether the set of

(2) Traditional Fund doctrine, The IMF seems to have policies to be embodied in a program that the govemment
the paradoxical view that lenders lend to countries to stop "owns" is the best that can be conceived. The emphasis on
deficits rather than to finance them. Actually, the Fund's equity, tax reform and spending on basic education and
position is quite rational. Deficits originate from some com- health in the Corbo-Fischer paper suggests the Bank is rem-
bination of bad management and bad luck. Whatever their edying some of the areas it has been charged with neglecting
cause, the optimal response is prompt initiation of adjust- in the past decade. However, land reform is conspicuously
ment, but at a pace sufficiently measured to limit the loss of absent from the list.
output during the process. That pace requires financing for Where rationale one is concemed, the question is whether
the interim deficit, which the IMF aims to provide. it is appropriate to condition loans on adjustment-on changes

(3) Supportfor reform. From lime to time in a develop- in policies--rather than on policies being appropriate.
ing country a new political tearn that understands what Alejandro Foxley made the point, when visiting Washing-
nmakes the world tick takes office. Typically the team will ton, D.C. in November 1990, that Chile was expecting to
include one or two key senior economic officials with expe- have some difficulty in continuing to borrow from the Bank
rience in the Bank and/or the Fund. The team wants to in coming years, despite its big debt-service obligations,
iimplement a set of reforns along the lines of my "Washing- because it had already made all the policy adjustments the
ton agenda." These reforms promtise long-run benefits-at Bank typically rewarded with adjustmnent loans, including
the expense of short-run costs. Adjustment loans enable the privatizing most of the state sector, a change that meant
international community to provide a sweetener that will there were few public sector enterprises eligible for project
help the reformers retain political support during the diffi- loans. Under such circumstances the Bank should be pre-
cult and perhaps lengthy period b:efore the reforms start to pared to continue non-project lending, even if it has to call it
bear fruit. non-adjustme nt lending, with the condition that the country

(4) Bribes for reform. Even after the welcome recent maintain the policies unchanged.
clevelopments in Latin America, Asia and Eastern Europe, In the case of rationale two, the conditions essentially
the world contains many regimes that most of us would have to be those typical of IM' conditionality: an appropri-
rather not live under. These govemments are typically part ate mix of demand restraint, chiefly by fiscal consolidation;
of the problem rather than the solution. Loans may be used and devaluation aimed at achieving a competitive real ex-
to bribe these govemments to get off the backs of their long- change rate. The Bank has come to emulate the Funrd in
suffering citizens. preaching the necessity of such policies. However, it is
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hoped the Bank will exhibit more finesse in its relations with trade liberalization, deregulation and privatization, or, espe-
member countries than the Fund has, so that it does not also cially, "improved govemance," although pushing for the
become a popular bogeyman. latter may be asking for the moon. A reform that would not

Where rationale three is applicable, it is certain the coun- be particularly appropriate is tax reform, since it would give
try "owns" the program. Accordingly, it is least necessary to the government more money to mishandle.
truss the country up in a long list of niggling conditions.
Conditions that serve to provide a basis for policy dialogue, Success of Adjustment Lending
strengthen the hand of the technocratic element within the
govemment and retain the right to terminate the program if I have little to say on this topic. I doubt if the case made in
the government falls or backs too far away from its initial the paper will convince a determined skeptic that adjustment
good intentions are the only type of conditionality needed. lending has been an enormous success, but those of us who

The fourth rationale is by far the most problematic. One approve of the sorts of conditions on which the Bank has
approach is to refuse non-project lending to unenlightened focused are relieved to find there is some evidence of a
govemments. This approach is pretty much Bank policy: it positive record. Adjustment lending is not yet, however,
is presumably no coincidence that the remarks on which I nurturing a new generation of newly industrialized coun-
based my description of that rationale were uttered by a staff tries. At least, the paper does not say so.
member of the Fund rather than the Bank. At the same time,
it may on occasion be difficult to deny non-project loans to References
some govemments with ambiguous credentials. Hence, it
may be worth thinking about the sorts of conditions that are Stem, Ernest. 1983. "World Bank Financing of Structural Adjust-

appropriate under these circumstances.ment.'} In J. Williamson (ed.), IMF ConditionalTit. Washing-
ton, D.C,: Institute for Intemational Economics.

It is no good hoping that such a govemment will "own" Williamson, John. 1990. The Progress of Policy Reform in Latin
the program. The policy measures included have to be ones America. Washington, D.C.: Institute for International Eco-
that are easily policed and preferably difficult to reverse. To nomics.
the extent those criteria permit, desirable reforms would be

22



3

World Bank-Supported Adjustmnent Programs:
Country Performance and Effectiveness

Vittorio Corbo and Pahticio Rojas

The purpose of a structural adjustment program is to restore in the absence of the program, given initial conditions in the
sustainable economic growth and make lasting progress in country, the extemal environment facing it and policies in
alleviating poverty. The process is lengthy, however, often the period before the program was initiated. In the present
with requirements to control inflation, achieve a sustainable study, three a'Ltemative statistical approaches were used in
extemal balance, change incentives, create or strengthen constructing the counterfactual scenario: the standard be-
institutions, mobilize savings and iincrease investment. Con- fore-and-after comparison; the standard control-group com-
trol of inflation and reduction of the external deficit are parison; and the modified control-group comparison, in which
usually attempted at the beginning of the program, to lay the the effects of adjustment lending are assessed using tech-
foundation for credible macroeconomic and institutional re- niques to control not only for conditions that influence the
foirm. When enough progress has been achieved with infla- effectiveness of adjustment measures but also for country
tion and the current account, structural reforms to improve characteristics that help determine the decision to participate
the allocation of resources and lift other impediments to in an adjustment program. In sum, the initiation of an adjust-
growth are initiated. ment program with World Bank support is seen as an endog-

Given the length of the process, examination of perfor- enous decision that is based on the benefits the country
mance indicators one or two years after initiation of an ad- expects from ihe program.'
justment effort reveals little about its effectiveness and ben- These three approaches were used to assess if countries
efits in the medium and long terms. Rather, it likely picks up that undertook adjustment programs with the World Bank
the short-term costs of adjustment. A more complete evalua- performed better than they would have in the absence of the
tion of adjustment programs is best carried out through case program. Performance and the effectiveness of adjustment
studies of countries where enough time has passed since lending were evaluated using four indicators: rate of growth
initiation of the adjustment effort. Even then, the evaluations of GDP; ratio of saving to GDP; ratio of investment to GDP;
need to look beyond the characteristics of the program to and ratio of exports to GDP. The value of the performance
take into account, as well, initial conditions in the country indicators in 1985-88-a period after adjustment was initi-
(e.g., GDP growth and the ratios of investrnent, saving and ated-was compared with performance in two base periods,
exports to GDP in the period before the program) and both 1970-80 and 1981-84, for three groups of countries:
intemal (e.g., the policy environment) and extemal (e.g., the
terms of trade, intemational real interest rates and access to * Early-intensive adjustrnent lending (EIAL) countries,
extemal financing) factors in assessing effectiveness. which received two or more structural adjustment loans

Another key point about the evaluation of performance (SALs) or three or more adjustments loans (SALs or sectoral
in adjusting countries is the necessity of measuring the adjustnent loans [SECALs]) starting in 1985 or before
rnarginal contribution of adjustment programs while con- * Other adjustment lending (OAL) countries, which
trolling for other factors that affect; performance. The contri- started a program after 1985 or received fewer than two
bution of an adjustment lending program can be calculated SALs or fewer than three adjustment loans in 1985 or before
as the difference between actual performance and an esti- * No adjlastment lending (NAL) countries, which re-
mated counterfactual scenario of what would have happened ceived no adjustment loans.2

23



World Benk-Supporled Adjustment Programs: Country Performance and lffecliveness

Initial Conditions, External Shocks, Policy Stance As table 3-1 shows, in the 1970-80 base period the
and a First Look at Performance EIAL countries had, relative to OAL countries, higher sav-

ing and investment ratios. In contrast, they had the highest
Initial conditions and external shocks are important determi- debt to GDP ratios and the highest rates of inflation. In the
nants of performance as well as of the demand for adjust- case of the ratios of debL Lo exports and exports to GDP, rate
ment lending. Similarly, the domestic policies before and of growLh of GDP and fiscal deficit to GDP, the EIAL
during adjustment are also important. In fact, counLries re- countries fell between the OAL and NAL countries. The
ceiving adjustment lending are supposed to follow policies OAL coLntries had the highest debt to export ratios and the
aimed at reducing the current account deficit to a level lowest saving to GDP ratio and rate of growth of GDP. In
compatible with normally available financing while mini- contrast, the NAL countries had Lhe most favorable ranking
mizing losses in output and employment and creating the for eight of the nine indicators. In the 1981-84 period, in
conditions for sustainable growth. Fiscal, monetary and ex- general, the indicators of initial conditions showed a similar
change rate policies are the key rmacroeconomic ones used ranking as before, except for the rate of growth of GDP,
for adjustment (most of the time as part of an Intemational which was lowest in the EIAL countries (see tables 3-2 and
Monetary Fund [IMF] program), while Lhe most common 3-3). However, in absolute terms the indicators for inflation
types of Bank-supported structural reforms involve institu- and GDP growth were worse for the three groups, especially
tional and incentive measures in the public secLor, trade the EIAL counLries. Thereafter, based on a review of initial
policy and the financial system. conditions in each group of countries, it appears that on

When other factors are controlled lor, the importance ol average the NAL countries did not need adjustment, while
initial conditions in the performance of a country when it the EIAL counLrics did quite well in the 1970s except in the
undertakes a program is evident. A country with better case ol debt indicators. However, in the 1981-84 period, the
initial conditions (e.g., higher saving, investment and exporL demand lor adjustment lending by the EIAL countries seems
to GDP ratios, a lower debt to GDP ratio, a lovwer fiscal to have been the result of a mixture of debt problems and the
deficit to GDP, less inflation, and so on) has a better chance worst indicators in terns of inflation and GDP growth.
of improving its performance under a given adjustment pro- Even if initial conditions had been the same in the vari-
gram than does a country with worse initial conditions. ous country groups, the differences in the intensity with

Table 3-1. Initial Conditions
(period average, 1970-80)

1 2 3 4 5 6 7 8 9
Real Fiscal Annual avg. Rate Domestic Investment Exports

Debt as % Debt as % of effeclive deficit as rate of oIf saving as as % as %
of GDP' exporis L exch. rate % of GDP' inflation growth d % of GDP d of GDP of GDP

EIAL average 41.5 (3) 204.7 (2) 98.3 (3) -6.4 (2) 23.2 (3) 4.6 (2) 18.7 (1) 24.3 (3) 24.7 (2)
Median 46.5 199.6 96.6 -6.9 13.5 5.6 19.2 23.8 22.3
Istquartile 24.2 116.3 94.4 -9.2 9.8 2.5 14.5 19.8 15.5
3rd quartile 49.3 277.() 101.7 -3.5 19.8 6.3 22.1 28.2 29.4

OAL average 39.6 (2) 206.2 (3) 97.9 (1) -7.( (3) 21.3 (2) 3.9 (3) 13.9 (3) 23.6 (2) 24.7 (3)
Median 34.9 150.1 99.1 -5.2 11.8 3.6 14.3 21.8 20.4
Istquartile 22.3 116.0 95.1 -7.1 8.9 2.7 2.9 15.7 12.0
3rd quartile 45.6 :320.8 101.2 -2.1 16.9 4.9 24.0 30.8 34.4

NAL average 29.7(1) 144.6(1) 97.8(1) -4.4(1) 12.2(1) 5.5 (1) 14.6(2) 22.6(1) 29.9(1)
Median 26.1 112.6 97.6 -3.5 11.4 4.6 15.4 21.6 29.1
Ist quartile 16.9 76.8 94.2 -7.7 9.1 3.6 10.( 16.8 16.3
3rd quartile 37.0 128.8 100.5 -1.4 13.3 7.0 19.6 25.8 36.6

Note: The numbers in parentheses are the rankings of the country groups for lhat indicator ("best" is one).
a. The ratios are computed using data in current US dollars; the period covered is 1975--80. 'T'he data include total disbursed guaranteed and non-
guaranteed debt.
b. Expons of goods and non-factor services are obtained 1'rom balance-of'-payisients statistics in the World Bank files.
c. This column considers only the average for the period 1976-S80 and is based on International Monetary Fund data; Algeria, Bolivia, Indonesia and
Jamaica only have data available since 1979, Guinea-Bissau and Morocco since 1978, afid Braz,il, 13urkina l aso, China, Congo, Greece, Niger and
Ponugal since 1977.
d. 'he ratios are calculated with data in constant local currency.
Source: World Bank data.
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Table 3-2. Country Performance

Ratio of
Rate of growth domestic saving to GDP Ratio of ihwestmnen to GDP Ratio of exports to GDP

1970-80 1981-84 1985-88 1970-80 1981-84 1985-88 1970-80 1981-4 198548 1970-80 1981-84 1985-88

EIAL
Average 4.6 (2) 1.3 (3) 4.2 (1) 18.7 (1) 14.8 (1) 17.2 (1) 24.3 (3) 19.9 (1) 18.6 (1) 24.7 (2) 25.1 (2) 28.1 (1)

Median 5.6 0.6 3.7 19.2 14.7 15.8 23.8 19.0 16.5 22.3 20.8 24.6
1sit quartile 2.5 -0.5 2.0 14.5 10.9 9.1 19.8 15.8 12.0 15.5 13.2 14.4
3rd quartile 6.3 2.7 6.0 22.1 19.0 19.1 28.2 21.0 20.4 29.4 30.1 31.0

OAL
Average 3.9 (3) 2.3 (2) 3.0 (2) 13.9 (3) 12.7 (2) 13.3 (3) 23.6 (2) 22.0 (2) 29.1 (3) 24.7 (3) 24.4 (3) 23.6 (3)
Median 3.6 1.9 3.1 14.3 12.0 12.2 21.8 19.2 18.1 20.4 19.4 17.9
1st quartile 2.7 0.6 0.5 2.9 1.2 1.6 15.7 14.7 12.2 12.0 9.0 9.6
3rd quartile 4.9 3.9 :3.9 24.0 21.1 16.6 30.8 25.8 23.2 34.4 25.3 29.9

NAL
Average 5.5 (1) 3.1 (1) 2.7 (3) 14.6 (2) 14.0 (3) 14.4 (2) 22.6 (1) 24.1 (3) 20.0 (2) 29.9 (2) 26.1 (1) 24.6 (2)
Median 4.6 2.6 2.2 15.4 14.1 13.9 21.6 22.7 21.8 29.1 25.3 22.8
Ist quartile 3.6 -1.2 19.7 10.0 7.9 7.5 16.8 17.7 13.0 16.3 14.9 14.9
3rd quartile 7.0 5.7 3.9 19.6 20.0 19.2 25.8 27.3 23.2 36.6 32.1 43.8

Note: The figures in parentheses indicate the rankings of the country groups for that indicator ("best" is one).
a. The ratios are calculated with data in constant local currency.
Source: World Bank data.

which they experienced the extemal shocks could have af- for many of them, and, in the case of many middle-income
fected the economic performance of those countries imple- countries, a sudden cut-off from the intemational financial
menting adjustment programs. The developing countries in markets. Table 3-4 presents the effect of the terms of trade
the 1980s faced an external environment that combined a and interest rate shocks only. A comparison of 1981-4
world recession, the highest real interest rates since the with 1970-80 shows how large the external shocks in the
Great Depression, declining and often volatile terms of trade early 1 980s were: both EIAL and NAL countries suffered an

Table 3-3. Selected Indicators of Policy Stance

Real effective exchange rate ' Ratio offiscal deficit to GDP Annual average rate of infation Ratio of resource balance to GDP'

1970-80 1981482 1983484 1985-88 1970480 1981482 198344 1985488 1970480 198142 1983484 1985488 1970480 1981482 1983484 198548

EIAL
Average 99.3(3) 110.7(3) 103.6(2) 79.0(1) -6.4(2) -7.6(3) -6.2(1) 4.6(3) 23.2(3) 27.5(3)59.8(3)150.4(3) 5.1(1) 7.1(1) 3.2(1) 1.4(1)
Mvedian 96.6 105.7 98.2 78.9 -6.9 -7.6 -6.1 -3.8 13.5 14.3 17.9 13.4 5.0 6.1 1.9 0.7
Ist quartile 94.4 97.6 88.6 69.7 -9.2 -10.5 -7.1 -5.9 9.8 11.5 6.5 4.8 2.1 3.9 0.2 -2.6
3;rdquartile 101.7 112.3 107.9 86.3 -3.5 -4.3 -3.3 -2.2 19.8 31.2 31.2 26.5 8.4 10.2 5.6 4.3

OAL
Average 97.9(2) 104.2(10)103.4(1) 81.1(2) -7.0 (3) -7.3(2) -7.6(3) -8.4(3) 21.3 (2) 22.3(2) 44.6(2) 37.6(1) 7.3 (3) 10.9(2) 7.7(2) 6.8(3)
Median 99.1 104.0 96.9 80.8 -5.2 -5.8 -5.7 -5.7 11.8 14.3 11.1 10.1 5.5 9.5 5.0 2.1
Istquartile 95.1 96.3 89.3 64.5 -7.1 -8.0 -9.6 -11.0 8.9 9.8 7.8 3.7 2.1 1.3 -0.7 -0.0
3rdquaTtile 101.2 112.5 106.8 97.2 -2.1 -3.6 -3.3 -3.1 16.9 25.1 39.8 33.9 9.4 13.9 12.8 11.2

NAL
Average 97.8(1) 106,7(2) 116.7(3)115.0(3) -4.4(1) -6.7 (1) -7.0(2) -6.4(2) 12.2(1) 13.5 (1) 15.2(1)135.7(2) 6.7 (2) 12.6(3) 7.7 (2) 5.6(2)
Median 97.6 107.4 113.0 101.1 -3.5 -6.2 -7.1 -6.4 11.4 10.4 9.2 9.0 3.6 7.5 6.1 5.5
1st quartile 94.2 102.1 98.0 87.4 -7.7 -10.4 -9.8 -10.3 9.1 7.6 6.0 4.4 2.0 3.0 1.9 -0.9
3rdquartie 100.5 115.7 128.6 122.8 -1.4 -2.4 -3.7 -3.0 13.3 13.8 15.9 20.1 8.4 17.2 10.4 8.9

Nole: The figures in parentheses indicate the rankings of the country groups for that indicator ("best" is one).
a. 'The real effective exchange rates are taken from the Intemational Monetary Fund data base. The first column considers only the average of the 1978-80
period. A decrease in the index (1980 = 103) indicates a real depreciation.
b. Intemational Monetary Fund data. The ratios are computed using data in current local currency. Algeria, Bolivia, Indonesia and Jamaica only have data
available since 1979, Guinea-Bissau and Morocco since 1978, and Brazil, Burkina Faso, China, Congo, Niger and Portugal since 1977. The data for 1976
and 1988 for Greece are missing.
c. The ratios are calculated with data in constant local currency.
Source: World Bank and Intemational Monetary Fund data.
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Table 3-4. External Shocks

A. Effects of external shocks overall and on the terms of trade and real interest rate
(percent of GDP)

1981-84 relative to 1985-88 relative to 1985-88 relative to
1970-80 1970-80 1981-84

Terms Real Terms Real Terns Real
of interest Total of interest Total of interest Total

trade rate shock trade rate shock trade rate shock

EIAL -10.5 -1.9 -12.4 -6.0 -3.2 -9.2 1.1 -0.2 0.9
OAL -2.9 -2.0 -4.9 -3.4 -3.6 -7.0 -0.4 -0.6 -1.0
NAL -10.4 -1.2 -11.6 -13.9 -2.0 -15.9 -3.3 -0.3 -3.6

B. Total external shocks with median and first and third quartile figures

1981-84 relative 1985-88 relative 1985-88 relative
to 1970-80 to 970-80 to 1981-84

EIAL average -12.4 -9.2 0.9
Median -13.6 -1 0.1 0.7
lst quartile -17.1 -13.3 -2.3
3rd quartile -8.9 -3.3 3.4

OAL average -4.9 -7.0 -1.0
Median -6.3 -6.9 -1.5
1st quartile -16.8 -13.1 -5.2
3rdquartile -1.9 0.5 2.1

NAL average -11.6 -15.9 -3.6
Median -10.8 -11.2 -1.6
Ist quartile -20.6 -25.0 -7.1
3rd quartile -2.1 -5.2 0.0

Note: The total effect of the extemal shocks as a percent of GDP is computed as the sum of the real interest rate and temms of trade effects. The interest rate
effect is calculated as -(r - r,,)*(debt/G DP)b4, where r is the real interest rate, computed as (i -dplp)/(l + dp/p); rbM, is the average real interest rate in base
period (1975-80) or (1981-84); i is the ratio of interest payments to total debt; interest payrnents are calculated by adding public and private interest
payments; private interest payments are proxied by multiplying private debt by L (L equals a three-month annualized LIBOR plus I percent); private debt
is estimated by subtracting public and publicly guaranteed debt from total debt; dp/p is "world" inflation (proxied by the percentage change in the GNP
deflator of the United States); and (debti'GDP) b is the ratio of debt to GDP in the year preceding the beginning of the end period. The debt data correspond
to total disbursed guaranteed and non-guaranteed debt. Debt and interest rate information i's available starting in 1975 only. Therefore, the average for the
period 1970-80 is estimated using information for the period 1975-80.

The effect of the terms of trade is computed as [(PXlPX5g )-I]*(X/GDP) b -l(PMWfPMb,,)-l l*(w/GDP)b,, where PX and PM are the average export and
impon price indices deflated by the US CINP deflator, respectively; PXb.. and PWb., are the average price indices of the base period; X and M are exports
and impons of GNFS; and (X/GDP)bq and (MIGDP)bq are the ratios of X and M to GDP respectively, at the year preceding the beginning of the end period.
All the variables are denominated in cuiTent US dollars.
Source: World Bank data.

average annual loss of close to 12 percent of GDP in 1980, pursued the standard-and proper-option of using foreign
while for the OAL countries it was about 5 percent. In reserves and foreign borrowing to avoid adjustment. How-
contrast, when comparing the period 1985-88 with the pe- ever, with the exception of IMF and World Bank borrow-
riod 1981-84, the EIAL countries were the only group that ing-which was conditional on the adoption of an adjust-
experienced a positive external shock. However, this posi- ment program-foreign borrowing was difficult to obtain
tive shock followed a much larger deterioration in the early after August 1982. Moreover, once it became clear the ad-
1980s. verse external environment would continue for some time,

External financing from non-official sources to the EIAL countries had to adjust. For countries that were ready to
and OAL countries dropped substantially after the 1981-82 initiate ;adjustment programs, the access to financing from
period, just when they were being hit by large terms of trade international financial institutions allowed them to make
and interest rate shocks. If the negative extemal shocks of progress toward achieving internal and external balance by
the early 1980s had been judged as temporary, the EIAL and gradually implementing structural adjustment policies, as-
OAL-principally middle-income-countries could have sisted by foreign commercial borrowing.3 Table 3-5 shows
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Table 3-5. Non-Official External Financing before and The export to GDP ratio of the EIAL countries improved
during Adjustment-Net Flow as a Percent of GDP continuously from the first to the third periods, increasing by

- almost 4 percentage points on average.8
1975-80 198142 1983484 1985-88 To assess the effect of extreme observations, indicators

ELML 1.8 3.3 0.4 0.0 of rank (first quartile, median and third quartile) were also
OAL 3.0 1.1 0.6 0.5 used. There is no evidence that extreme observations dis-
NAb 1.1 3.1 2.2 -0.2 torted the information provided by the central tendency

Noae: The net capital flows correspond to the net long- and short-term measures except in the case of the ratio of exports to GDP.
capital flows obtained from the balance of payments minus net flows
(disbursements minus amortizations) provided by official (bilateral and Policy Stance
multilateral) creditors. All variables are denominated in current US dol-
lar;. Panama is not included in the data to avoid the distortions that the To see how the policy stance changed in the EIAL countries,
enonmous capital flight causes in the aggregate.
Source: World Bank data. four indicators-the real exchange rate, the inflafion rate

and the fiscal and resource balance deficits as shares of GDP
that EIAL countries suffered severe reductions in non-offi- (table 3-3}-were used. Although a govemment cannot di-
cial flows of extemal financing after 1982, while NAL rectly control the real effective exchange rate or inflation
countries continued to receive an important amount in terms rate, its fiscal, monetary and exchange rate policies affect
of GDP. That fact helps explain why the NAL countries did the evolution. For countries that had to reduce their current
not use adjustment lending even when the total external account deficits, a substantial real devaluation was an im-
shock they faced in 1981-84 was also major. portant component of successful adjustment. For many coun-

tries after 1982, it was available financing rather than poli-
Country Performance cies that determined the evolution of their resource balance.

Therefore, the resource balance in the post-1982 period was
As noted, to compare the performance of the EIAL, OAL more a constraint than a policy variable.
and NAL countries, four indicators of progress on macro- The comparison of 1981-82 with 1970-80 shows that
economic adjustrnent-real GDP growth and the ratios of the EIAL countries experienced an increase in the fiscal deficit
domestic saving to GDP, investment to GDP and exports to as a share of GDP, appreciation of their currencies, increase
GDP-in three periods, 1970-80 (first), 1981-84 (second) in their average inflation rates, and increase in their average
and 1985-88 (third), were used. Although judgment about resource balance deficits. After 1981-82, in general the EIAL
the effectiveness of an adjustment program cannot be based countries improved their fiscal situation and achieved a con-
on a simple comparison of observed performance, neverthe- tinuous real depreciation. Nevertheless, average inflation rose
less the before-and-after approach is useful in highlighting constantly, the result of the greater monetization of their
what happened in the country groups.4 (smaller) fiscal deficits. The middle-income EIAL countries

Table 3-2 shows that for the E,AL countries the rate of with large extemal public debts adjusted their budgets in
growth of GDP dropped substantially from 197080 to 1981- response to the sharp drop in their capacity to borrow abroad,
84 but then recovered in 1985-88. In the OAL and NAL but at the same time their interest payments on external debt
countries, the rate of growth dropped on average between were increasiing, and government revenues were suffering
the first and second periods and then between the second and from the worsened terms of trade. The resource balance deficit
third increased a little for the OAL countries and showed a as a share of GDP fell in the EIAL countries by more than
small decrease for the NAL countries. A drastic reduction in half on average between 1981-82 and 1983-84.
the rate of growth of GDP between the first and second To deal with the fiscal crisis starting in 1981-82, the
periods was common to all the country groups but was typical EIAL country cut its public expenditures (usually by
greatest for the EIALs.5 drastically reducing investment), increased its revenue and

The ratio of investment to GDP in the EIAL and OAL relied more on domestic financing of the budget deficit (via
countries on average decreased continuously from the first domestic interest-bearing debt or credit from the central
Lo the third periods. For the NAL countries, the ratio rose bank). Bail-outs of firms hit hard by the large devaluations
between the first and second periods and fell between the and the recession complicated the fiscal situation further.
second and third.6 Fiscal adjustment, usually a prerequisite for improving in-

Domestic saving as a share of GDP in the EIAL coun- temal macroeconomic stability, typically was at the heart of
tries dropped by 3.9 percentage points between the first and the structural adjustment programs. For the EIAL countries,
second periods and then recovered 2.4 percentage points be- the resource balance deficit as a share of GDP declined
tween the second and third periods. In contrast, in the NAL continuously after 1981-82.
countries, the drop between the first and second periods was The OAL countries also showed a mild deterioration in
smaller, but the recovery was only 0.4 percent of GDP.7 all four policy indicators between 1970-80 and 1981-82.
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Then, between 1981-82 and 1983-384, there was an increase what would have happened in the absence of a program,
in the rate of inflation without much change in the real given that non-program determinants are changing from
exchange rate and the fiscal situLation. The countries never- year to year.
theless made progress between 1983-84 and 1985-88 in
achieving real devaluations and in reducing their resource Control-Group Approach
balance deficits as a share of GDP.

Economic policy before 1980 was better in the NAL The control-group approach is designed to overcome, in
countries than in other countries. After 1981-82, however, part, the inability of the before-and-after approach to distin-
their real exchange rates appreciated substantially and their guish between program and non-program determinants of
policy indicators and real growth of GDP worsened (table macroeconomic outcomes. This procedure basically uses
3-3). the behavior of a control group (a group of non-program

countries) to estimate what would have happened in the
Statistical Analysis of Country Performance progran group in the absence of programs. It implicitly

assumes that the only difference between the program and
The Before-and-After Approach non-program groups is that countries in the former are un-

dertaking a program. The control-group approach still as-
This approach consists of comparing a given indicator of sumes, however, that program and non-program countries
performance after a specific program was put in place with are subject to the same non-program determninants, i.e., they
performance on that indicator prior to the program. The face the same external environment, and the effect on per-
before-and-after estimator is simply the mean change in the formance of these other determinants is the same for both
target variable over some relevant period. With Ay the change groups of countries. This approach also ignores the effects
in the target variable between the program period and the of pre-program characteristics on performance.
previous period, the simple before-and-after estimator (B) The control-group estimator is calculated by running the
involves calculating the mean change across the group of following regression for the sample of program and non-
program countries for each of the macroeconomic outcome program countries:
variables to be analyzed:

(3-2) Ayi=O0,+ 1di for all i e Q
(3-1) Ayi=p for all i c P

where Q denotes the set of program and non-program coun-
where P denotes the set of program conntries. Thus, any tries and d, is a dummy variable with a value of one for
change in a target variable in a program country (or in a program countries. The estimated value of B, is equal to the
group of program countries) is attributed exclusively to the difference in the mean changes in the target variables for
program. The significance of this estimator, B, is usually program and non-program countries. Thus, a statistically
tested through the standard t-test and, in some cases, through significant value for B, would indicate that the change in the
non-parametric statistical tests. target variable for the program country was different from

Although the before-and-after approach has been the the corresponding change in non-program countries (the
most popular in the literature on the effects of programs, the control group).
results are likely to be biased and inconsistent. The main This approach controls for the effect of changes in the
problem is that this approach em bodies the implicit assump- global economic environment, but it assumes that such glo-
tion of "other things being equal," which is highly implau- bal factors affect program and non-program countries equally.
sible. Specifically, it is difficult to determine whether ob- This assumption introduces a bias whenever program coun-
served changes in, say, the GDP growth rate can be ascribed tries differ systematically from non-program countries.
to a Bank-supported program or to other non-program fac- This point is important for performance evaluation. If the
tors that have not been held fixed in the analysis. This point determinants of program selection are positively correlated
is crucial because in the present period of analysis, the non- with the non-program determinants of change in the
program determinants, especially terms of trade and interna- macroeconomic target variables that would have occurred in
tional interest rates, changed widely from year to year and the absence of a program, the control-group estimate of the
country to country. If the effectiveness of a program is progmm's effects will overstate the actual program ones. In
defined as the difference between the actual macroeconomic short, if the program countries are more likely to have expe-
performance observed under a program and the performance rienced negative temporary shocks in the pre-program pe-
that would have been expected in the absence of the pro- riod, a comparison of the changes in mean macroeconomic
gram,9 the before-and-after approach is a poor estimator of outcomes between program and non-program countries will
this counterfactual scenario, because the situation prevailing most likely overstate the true independent effect of the pro-
before the program is not likely to be a good predictor of gram. A negative shock in the pre-program period simulta-
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neously increases the probability o' participation in the pro- disequilibria in their macroeconomic target variables. More
gram and the probability of a positive change in the target specifically, it says that the change in country i's macroeco-
variable, y,, in the program period. Thus, attributing all the nomic policy instruments between the current and previous
improvement in y, to a program overstates its real effect. periods will be a function of the difference between the

This kind of bias, known in the literature as sample- desired value of the macroeconomic target variables in this
selectivity bias, will be zero if the determinants of program period and their actual value in the preceding period. y is the
selection are uncorrelated with the determinants of vector of the coefficients that indicates the responsiveness of
macroeconomic performance or when the program group the policy instruments to such target disequilibria.
has been randomly selected. Only in these cases will the In practice, as Goldstein and Montiel (1986) mention, an
control-group approach estimator be an unbiased indicator important limitation of the modified control-group estimator
of the program effect. is that such a reaction function may be highly unstable both

across countries and in a given country over time so that, in
A Modified Control-Group Estimator the extreme case of instability, the problem of estimating the

counterfactual scenario becomes insoluble.
There are several estimators that resolve the sample-selec- The model is completed with equations (3-5) to (3-7):
tivity bias. One is obtained from the modified control-group
approach."0 The basic idea is to accept the non-random (3-5) Zi = [yi d- (y) 1 ]8 + 1t.
salection of program countries, to identify the differences
between program and non-program countries in the pre- (3-6) d; lI, if z; > z'
program period and then to control for these differences in
the comparison with subsequent economic performance. Fur- (3 7) di = 0, if z; c z-

thermore, the modified control-group approach also controls
for world economic conditions and the stance of country where z, is a random variable that serves as the index of
policies without a progran. country-specific characteristics that determines the prob-

The modified control-group approach starts from the ability of country i having a program during a given period;
basic equation for the macroeconomic target variable in z is the threshold value of the z that divides program from
country i in level form (equation 3-3) instead of using the non-program countries; and i, is an unobservable error terrn.
first difference form that was applied in the before-and-after The first step in estimating x, for the program countries is
and control-group approaches. Thus, in the third period the to fit the reaction function to observable data for the non-
following equation is found: program countries. The only unobserved variable in equa-

tion (3-4) is the country-specific vector of desired
,3-3) yd = x, o + W,a + r4d + e, macroeconomic outcomes, y'd As Goldstein and Montiel

(1986) maintain, if this variable can be assumed to be con-
where x is a K-element vector of ithe macroeconomic policy stant over time, it can be captured by a set of country-
instruments that would have been observed in the absence of specific constants (ye) so that equation (3-4) is now
a program in country i, W9 is an M-element random vector of
world non-program variables relevant to country i; and di is (3-8) Ax;= - y(yj) + ui.
a dummy variable that takes a value of unity if a country has
a program and a value of zero otherwise." Equation (3-3) If both the setting of the policy instruments in equation
says that the level of the targeted results will be a function of (34) and the acceptance by a country of a prograrn as
four factors: (1) the value of selected policy instruments that specified in equation (3-5) reflect policy decisions of the
would have occurred in the absence of a program, x; (2) the govemment, any unobservable factors, ni, that make a given
change in selected world economic conditions, W; (3) the country more likely to resort to official assistance, such as a
total effects of a Bank-supported program if the country has specific program, may also lead it to adopt a different policy
a program in place, d; and (4) a range of unobservable package in the absence of the program, in contrast to another
shocks that are specific to country i, e,. country facing similar observable circumstances. Thus, if

The complete policy vector x can be generated by esti- the model presents a correlation between the error terms Tc.
mating equation 3A, the policy reaction function:'2 in equation (3-5) and u, in equation (3-4), the behavior of

the non-program countries would not be a good guide to the
(3 -4) Ax, = , (yI) -1] + Ui counterfactual scenario in the program countries. If such a

correlation is present,'3 then equation (3-8) will provide a
where y1d is the desired value of the vector y, and u; is the biased estinnate of Ax, for the program countries, unless
unobservable error term. This equation says that policy- something is assumed with respect to the errors 7it and ul.
makers display a systematic policy reaction to perceived The method of estimation used in this paper does not require
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any extra assumption with respect to the relationship be- Overview of the Data
tween the error terms of equations (3-4) and (3-5) (more on
this point below) (see Heckman 1979). All the data used in the analysis were taken from the World

By subtracting (y,)_, from both sides of equation (3-3) Bank's ANDREX data base except the real exchange rate,
and substituting xi with equation (3-8), the model for esti- which came from IMF calculations. A sample that contained
mating the effects of a specific programn is:"4 observations from 77 developing countries during the 1970-

88 sample period was used. The countries were the ones for
(3-9) Ay, = f30 + 5, (yi), + 1 3 (x.)i which data were available for all relevant macroeconomic

+ ,B W + 5 d + e variables for the period 1970-88.
+ + 4 i , Data were used in both current and constant prices.

Because most EIAL countries carried out a real depreciation
However, the dummy variable included on the right-hand in 1985-88, the relative price of investment goods and ex-
side of the equation that measures the effect of the program ports rose relative to the early 1980s. Therefore, to measure
in country i is endogenous. The c hoice of countries to under- the contribution of growth in the supply response of exports,
take a specific program depends principally on their expec- it was better to work with the investment to GDP and export
tation of better performance with respect to the target to GDP ratios in constant prices. For completeness and to
macroeconomic variables, y,. Thus, it is expected that the satisfy the adding-up condition, saving ratios in constant
coefficient of the effect of the program should be biased and prices were also used.
inconsistent in the model used by Goldstein and Montiel For purposes of this analysis, the countries were grouped
(1986). This kind of bias can also be called self-selectivity, into three categories: EIALs; program countries; and the
because the data are generated by the self-selection of the "control" group-the non-program countries-which con-
countries. sisted of OALs and NALs. The OALs were considered non-

To resolve this selectivity bias, Bamow, Cain and program countries because they had received too few adjust-
Goldberger (1981) discuss several consistent estimators for ment loans during the period analyzed.
this situation. The method used here essentially treats di as The sample period was, as noted, divided into three
an endogenous variable and uses instrumental variables to periods: 1970-80 (first), 1981-84 (second) and 1985-88
correct for the bias (see also Heckman 1978). The first stage (third), with the latter corresponding to the adjustment pe-
consists of estimating a status equation that detetmines riod. Performance in the third period in the program coun-
whether or not the country shouldl undertake a program. The tries was compared with a counterfactual scenario of what
following equation is estimated using the probit ML method: would have happened in the absence of an adjustrnent pro-

gram. Four indicators were studied: rate of growth of GDP
(3-10) P(d = 1) = D[+ (y)_ + (x)_1 o and the ratios of gross domestic saving, gross investment

and total exports to GDP. Simple averages in each period
+ W'4 + R 'W] = (D[v,o] were calculated for each of these indicators. Thus, for each

country j, there were observations for variable i in periods
where (O ] denotes the standard normnal cumulative distribu- one, two and three. (A complete list of the variables used in
tion, W is an M-element random vector of world non-pro- the analysis is presented in appendix 2.)
gram variables, and R is an N-element vector of individual
country characteristics, such as if the country is low-income, The Empirical Results
has a recurrent program with the IMF, has had an important
intemal shock and so on. In the second stage, the value of the In both the control-group and modified control-group ap-
probability that the country will undertake a program with proaches, the performance of the four indicators in 1985-88
the World Bank, calculated with equation (3-10), is used as was compared with performance in 1970-80 and 1981-84
an instrument for d: in the estimation of equation (3-9). The for the program and non-program groups of countries.17

probability of the country undertaking a specific program, Table 3-6 reports the results of the control-group esti-
calculated by the probit model, is mates. CGiven the criteria for program evaluation and with

current prices, the coefficients of the program effects are
(3-11) aa=44Vi§]. statistically significant for the rate of growth of GDP and the

ratio of exports to GDP: they show an improvement in the
program period (1985-88) relative to periods one and two.

Thus, use of an instrumental variables technique in the esti- In contrast, the other two indicators do not show significant
mation of equation (3-9), with 6( as an instrument of di,5 improvement with respect to either of the previous periods
allows a consistent estimate of B4 , the coefficient of the (table 3-6). With constant prices, only the change in the
effectiveness of the program, to be obtained.16 average rate of growth is positive and statistically signifi-
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I'able 3-6. Control-Group Estirnates of the Program and two, DEBT6; the level of investment in period two,
Effects INV2; the level of the real exchange rate in period two,

-_______ _hange _ Changen_ Chane_in_Cange_i- RER2; and a group of dummy variables-if the country had

PCeriods GDP investmengl savingl exporisl a program with the IMF, DI, if it was an African country,
compared growth GDP GDP GDP D2, if it was a Latin American country, D3, if it was a

middle-income country, D6, and if it had a rate of inflation
A,. Ratios at crrent prices of over 60 percent per year in period two, DINFLAC.58

1985-88 0.017 -0.015 0.014 0.042 All the coefficients of the participation equation (3-10)
with 1970-80 (2.402) (-1.108) (0.839) (2.023) have the expected signs except the coefficient of change in

1985-88 0.028 0.017 0.021 0.042 the ratio of non-official external financing to GDP between
wsith 1981-84 (3.141) (1.498) (1.438) (3.070) penods one and two, NETF6. It was expected that a positive
BI. Ratios at constant prices change in this variable would decrease the probability that a

country would undertake an adjustment program with the
1985-88 -.017 -0.031 -0.013 0.038 World Bank. However, the coefficient is not significant. The
wvith 1970-80 (2.402) (-1.786) (-0.620) (1.603) rest of the coefficients are significant except for dummy

1985-88 0.028 0.017 0.025 0.018 variables D2 and D6. Table 3-7 also presents the pseudo-R2 ,
with 1981-84 (3.141) (1.322) (1.516) (1.466) defined by McFadden (1974) as a measure of the goodness

of fit of thte MIL probit estimation.
Note: As measured by the coefficient of the program dummy, 3,, of
equation (3-2). The t-values are in parentheses. Table -7. Maximum Likelihood Probit Estimates of
Source: Authors' calculations.

the Status Participation Equation

Standard 2-tail
cant. The ratio of investment to GDP shows a substantial Variable Coefficient error t-statistic significance

decrease with respect to the period 1970-80. In contrast, the Constant -3.338 1.881 -1.775 0.081

changes in the ratios of savings to GDP and exports to GDP CACC6 -15.269 6.685 -2.284 0.026
are not significant. Thus, if only the results from the control- NETF6 7.731 5.183 1.491 0.141
group approach were used to evaluate the adjustment lend- RER2 0.020 0.012 1.667 0.101
ing program, the conclusion would be that it led to improve- SHOCK1 -3.156 1.583 -1.994 0.051
ments in the rate of GDP growth and the current price ratio DEBT6 2.652 1.525 1.738 0.087
of exports to GDP. INV2 -8.692 4.574 -1.900 0.062

In the case of the constant price ratios, the investment DI 2.045 0.715 2.858 0.006
ratio decreased with respect to the period 1970-80, while the D23 -2469 1.033 -2.389 0.020
change in the other ratios was not statistically significant. D6 0.725 0.637 1.138 0.259

As mentioned earlier, the control-group estimates are an D7 3.540 1.008 3.511 0.001
inconsistent estimator of the program's effects unless the DINFLAC -1.465 0.658 -2.223 0.030
determinants of program selection are uncorrelated with the Note: Log likelihood = 24.99; pseudo RI = 0.50. Number of observations
determinants of macroeconomic performance or the pro- = 77. The pseudo R2 measure is equal to [(I-log LJ/(log LU, where L_

gram group is selected randomly. There are good a priori denotes the maximum of the likelihood function when maxirmized with

reasons for believing that the assignment of countries to the respect to all the parameters and L_ is the maximum when maximized
program and non-program groups was not random. with respect to the constant term only.

a. CACC6: change in the current account deficit between period 1981-84
The inconsistency of the control-group estimates Is over- and period 1970-80

come here by using the modified control-group estimates NETF6: change in the ratio of non-official extemal financing to GDP,

described earlier. Table 3-7 presents the maximum likeli- period 1981-84 relative to period 1970-80
hood probit estimates of the coeifficients of the participation RER2: real exchange rate index period, 1981-84

SHOCK1I: total extemal shock (positive), period 198 1-84 relative to
status function, equation (3-10). If a country decided to period 1970-80

participate in an adjustment program in the period 1981-84, DEBT6: change in the ratio of total debt to GDP between period 1981-84

it was assumed that the only important variables in that and period 1970-80
decision were: the value of the external shock during the INV2: ratio of domestic investment to GDP, period 1981-84

Dl = 1 if a country has a recurrent program with IMF, 0 otherwise
period 1981-84 (period two) with respect to 197-80 (pe- D2 = I if a country is African, 0 otherwise

riod one), SHOCKI; the change in the ratio of the current D3 = I if a country is Latin American, 0 otherwise

account surplus to GDP between periods one and two, D6 = I if a country is middle-income, 0 otherwise

CACC6; the change in the ratio of non-official external D7= 1 if a colntry is highly indebted, 0 otherwiseCACC6; ~~~~~~~~~~~~~~~~~DINFLAC = Ilif a country had a rate of inflation over 60 percent in period
financing to GDP between penriods one and two, NETF6; the 1981-84, 0 otherwise.
change in the ratio of total debt to GDP between periods one Source: Authors' calculations.
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Consistent estimates of the coefficients of the target equa- program period by each country, it was found that the ad-
tion (3-9) were obtained using instrumental variables, with justment programs had a positive and significant effect on
A
d as an insLrument for d;. Since grouped data were used. the the rate of growth of GDP.2' This finding is verified when
robust White standard errors that were consistent under the comparing performance in 1985-88 with 1970-80 and 198 1-
possibility of heterokedasticity were calculated. The results 84. The change in the annual average rate of GDP growth in
arc presented in table 3-8A and B.19 the EIAL countries was 1.6 percentage points higher than

After explicitly controlling for the size of the external that in all the other countries when measuring changes with
shock, initial conditions and the policies followed in the pre- respect to 1970-80. When measuring differences with re-

Table 3-8. Modified Control-Group Estimates of the Program Effects
(constant prices)

A. 1885-88 relative to 1970-80

Variables b

Constant GDP] IANVJ SAVDOMI E1 PI RER] FISCJ SIOCK2 d -

Change in 0.004 -0.613 0.032 -0.014 -0.034 -0.000 -0.052 -0.026 0.016
GDP growth (0.133) (-5.164) (0.693) (-0.425) (-1.198) (-0.003) (-0.742) (-1.358) (1.988)d

Change in 0.009 0.854 -0.561 -0.014 0.021 0.000 -0.086 0.037 -0.035
investment/GDP (0.128) (3.339) (-5.509) (-0.173) (0.427) (0.609) (-0.764) (0.724) (-1.725)'

Change in -0.094 1.336 -0.011 -0.345 0.004 0.000 0.079 -0.010 0.014

saving/GDP (-0.972) (3.975) (-0.084) (-3.281 (0.065) (0.707) (0.513) (-0.187) (0.542)

Change in -0.092 -0.412 0.634 -0.295 -0.179 0.001 0.621 -0.074 0.065

exports/GDP (-0.700) (-0.753) (3.746) (-1.816) (-2.005) (0.487) (2.852) (-0.833) (2.023)d

B. 1985-8S relative to 1981-84

Variables th

Constant GDP2 INV2 SAVDOM2 EXP2 RER2 FISC2 SHOCK3 d'

Change in 0.009 -0.750 0.057 -0.030 -0.015 0.000 0.028 0.026 0.020

GDP growth (0.625) (-11.480) (1.521) (-0.989) (-0.708) (0.643) (0.883) (0.459) (2.561)f

Change in 0.027 0.006 -0.343 0.092 -0.0)22 0.000 -0.052 0.081 0.001

investment/GDP (0.908) (0.063) (4.986) (1.635) (-0.662) (0.360) (-0.860 (0.806) (0.039)

Change in -0.026 0.116 0.095 -0.238 0.069 0.000 -0.029 0.128 0.037

saving/GDP (-0.702) (0.860) (0.795) (-2.714) (1.249) (0.306) (-0.312) (1.199) (2.186)d

Change in -0.006 0.086 0.035 0.027 0.069 -0.000 0.000 0.063 0.025

exports/GDP (-0.219) (0.817) (0.494) (0.508) (1.522) (-0.849) (0.006) (0.688) (1.640)8

Note: The i-values are in parentheses.

a. GDPl: average rate of GDP growth, period 1970-80
LNV 1: ratio of domestic investment to GDP, period 1970-80

SAVDOMI: ratio of domestic saving to GDP, period 1970-80
EXPI: ratio of total expons to GDP, penod 1970-80
RER1: real exchange rate index, period 1970-80
FISCI: ratio of fiscal deficit to GDP, period 1970-80
SHOCK2: total extemal shock (positive), period 1985-88 relative to period 1970-80
GDP2: average rate of GDP growth period 1981-84
INV2: ratio of domestic investment to GDP, period 1981-84
SAVDOM2: ratio of domestic saving to GDP, period 1981-84

EXP2: ratio of total exports to GDP, period 1981-84
RER2: real exchange rate index, period 1981-84

FISC2: ratio of fiscal deficit to GDP, period 1981-84
SHOCK3: total extemal shock (positive), period 1985-88 relative to period 1981-84.

b. Estimation of equation (3-9), using d as instrument of d.
c. d = I for EIAL countries (program coLtnties), 0 otherwise.
d. Statistically significant at the 5 percen L level.
c. Statstically significant at the 7.5 percent level.
f. Statistically significant at the 2.5 percent level.
g. Statistically significant at the 10 percent level.
Source: Authors' calculations.
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spect to 1981-84, the adjustment programs are estimated to investment to GDP decreased on average for program coun-
have boosted the rate of GDP growth by about 2 percentage tries over the level reached in the seventes.
points. In other words, adjustment does seem to have caused
an increase in the growth of GDP relative to the early 1980s. Conclusions

Note, however, that this average result for the ELAL
countries involves an aggregation of successful and unsuc- Simple comparisons of the growth rates of the countries that
cessful adjustment programs. Typically, the successful ad- had at least two SALs or at least three adjustnent loans, with
justment programs improved the r ate of growth as a result of the first one in 1985 or before, show that their performance
higher export growth, which more than offset the effects of improved relative to that of the other countries. However,
the contractionary policies. In other countries, resources did simple comparisons of the performance of groups of coun-
not shift rapidly enough from non-tradable to tradable ac- tries are poor estimators of the effectiveness of adjustment
tivities to increase growth, probably because of market dis- programs. The reason is that the performance of an adjusting
tortions and institutional weaknesses.2Y country results from (1) the policies that would have been in

The estimations of equation (3-9) for the ratio of domes- place in the absence of adjustment lending from the Bank,
tic saving to GDP find a positive and significant coefficient (2) world economic conditions, (3) the effects of the Bank-
of program effects in the case of the comparison with the supported program and (4) shocks to the economy (such as
period 1981-84 but an insignificant effect with the period droughts and earthquakes). To isolate the net contribution of
1970-80. When comparing 1985-88 with 1981-84, the in- Bank-supported programs, it is necessary to "control" for
crease was 3.7 percentage points of GDP more for the EIAL non-program determinants of performance.
than for the other countries. When the external shocks and conditions that determrine

In the case of the ratio of investment to GDP, the adjust- the demand for adjustment programs are explicily con-
ment programs appear to have led to a statistically signifi- trolled for, the evidence shows that adjustment lending pro-
cant drop of 3.5 percentage points of GDP between 1970-80 grams usually increased the rate of growth of GDP and the
and 1985-88, whereas the effect between 1981-84 and 1985- ratio of exports to GDP and the ratio of savings to GDP with
88 was small and not significant. The impact of the pro- respect to the level reached in the early 1980s. They de-
grams on investment should, however, be interpreted care- creased the average ratio of investment to GDP over ihe
fully. Since adjustment is not estimated to have reduced level reached in the seventies.23

growth, it must have increased the average efficiency of The drop in the share of investment in GDP in the initial
investment and utilization of capital. For countries where an years of adjustment has, however, to be interpreted e-
integral component of their adjustment programs was to fully. In many countries their economic crisis resultf from
curtail low-efficiency public (and private) investment pro- a level of public investment, reached in the 1970s, that was
grams, a decrease in the investment rate was part of adjust- unsustainable. Part of the needed adjustnent was a reduc-
ment. The result is nonetheless worrisome, since in most tion in those high levels of inefficient public investment. For
countries achievement of sustainable higher growth paths is private investment, the initial uncertainty that occurs when
likely to require an increase in investment in physical (and an adjustment program is started most likely will result in a
human) capital above the average levels of the eighties. slowdown of investment. Moreover, despite their disap-

Finally, when controlling for other factors, the coeffi- pointing investment perfornance, the EIAL countries expe-
cients of the program effects indicate that the programs also rienced an increase in their rates of GDP growth in 1985-88
had a positive and significant effect on the ratio of exports to relative to 1981-84 and 1970-80. This result must reflect an
GDP equal to about 6.5 percentage points of GDP between increase in the efficiency of investment combined with an
1970-80 and 1985-88 and 2.5 percentage points of GDP increase in capacity utilization. However, countries that have
between 1981-84 and 1985-88. reduced most of their policy inefficiencies will need to reach

From this analysis it can be concluded that the adjust- investment rates higher than those of early eighties if they
ment lending programs in the EIAL countries contributed to are to achieve a sustainable and acceptable rate of growth in
higher GDP growth and higher ratios of exports to GDP, the 1990s. The challenge of the 1990s is to create the condi-
while the ratio of saving to GDP improved with respect to tions needed to generate a rise in the ratio of investment to
the values reached in the early 1980s. However, the ratio of GDP.24
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Appendix 1. Information Tables

Table 3-1-1. Country Classification

1. ELAL (early intensive adjustment lending) 25 countries Im. NAL (no adjustment lending) 28 countries'
Bolivia* Korea, Republic of Pakistan* Algeria Haiti* Peru
Brazil Madagascar* Philippines Benin* India* Portugal
Chile Malawi* Senegal* Botswana Jordan Rwanda*
Colombia Mauritan.ia* Tanzania* Cameroon Liberia* Sri Lanka*
Costa Rica Mauritius Thailand Dominican Republic Malaysia Syrian Arab
Cote d'Ivoire Mexico Togo* Egypt, Arab Myanmar* Republic
Ghana.* Morocco Turkey Republic of Nicaragua Trinidad and
Jamaica Nigeria* Zambia* El Salvaidor Oman Tobago
Kenya* Ethiopia* Papua Venezuela

II. OAL (other adjustmrent lending) '25 countriesb Greece New Guinea Yemen Arab
Argentina Guinea* Sierra Leone* Guatemala Paraguay Republic*
Bangladesh* Guinea-Bissau* Somalia* Note:* Low-income countries are IDA countries; middle-income coun-
Burkina Faso* Guyana* Sudan* tries are non-IDA countries.
Burundi* Honduras Tunisia a. EIAL Eire countries that have received two Structural Adjustment
Central African Rep.* Hungary Uruguay Loans (SALs) or three or more adjusunent operations, with the first
China* Indonesia Yugoslavia adjustment. operation in 1985 or before.
Congo, People's Mali* Zaire* b. OAL are other adjustment lending countries.

Republic of the Niger* Zimbabwe c. NAL are countries that did not receive adjustment loans in the period
Ecuador Panama 1980 to 1989.

Source: World Bank.

Table 3-1-2. Indicators of Performance: EIAL Countries

GDPI GDP2 GDP3 INVI INV2 INV3 SAVDOMI SAVDOM2 SAVDOM3 EXPI EXP2 EXP3

Bolivia 0.048 -0.027 0.000 0.223 0.108 0.091 0.208 0.174 0.091 0.294 0.261 0.250
Brazil 0.084 -0.005 0.048 0.238 0.178 0.176 0.210 0.190 0.221 0.079 0.119 0.128
Chile 0.024 -0.007 0.053 0.161 0.139 0.149 0.145 0.109 0.173 0.158 0.231 0.265
Colombia 0.059 0.020 0.045 0.186 0.209 0.171 0.192 0.171 0.211 0.155 0.138 0.177
Costa Rica 0.058 0.003 0.037 0.222 0.166 0.226 0.145 0.167 0.215 0.275 0.301 0.310
C6te d'Ivoire 0.062 -0.002 D.014 0.200 0.164 0.096 0.217 0.161 0.158 0.350 0.356 0.310
Ghana -0.001 -0.016 0.053 0.072 0.048 0.060 0.071 0.042 0.045 0.132 0.073 0.082
Jamaica -0.011 0.013 0D.008 0.264 0.190 0.165 0.188 0.097 0.119 0.493 0.503 0.712
Kenya 0.058 0.022 10.062 0.306 0.214 0.187 0.261 0.191 0.178 0.371 0.261 0.255
Korea, Rep. of 0.095 0.088 0.106 0.288 0.310 0.322 0.320 0.290 0.391 0.242 0.370 0.421
Madagascar 0.003 0.031 0.020 0.198 0.101 0.108 0.107 0.000 0.010 0.155 0.099 0.096
Malawi 0.063 0.014 0.023 0.320 0.193 0.120 0.168 0.148 0.094 0.227 0.208 0.231
Mauritania 0.017 0.004 0.037 0.282 0.375 0.257 0.078 -0.012 0.172 0.372 0.469 0.533
Mauritius 0.066 0.040 0.089 0.297 0.208 0.328 0.295 0.197 0.395 0.527 0.470 0.580
Mexico 0.052 0.019 0.005 0.227 0.210 0.154 0.207 0.244 0.191 0.098 0.142 0.167
Morocco 0.056 0.027 0.056 0.251 0.241 0.242 0.248 0.144 0.202 0.214 0.180 0.187
Nigeria 0.065 -0.047 0.027 0.194 0.159 0.079 0.207 0.119 0.089 0.223 0.112 0.122
Pakistan 0.047 0.066 0.067 0.190 0.190 0.187 0.096 0.147 0.178 0.129 0.132 0.144
Philippines 0.063 0.004 0.020 0.264 0.254 0.146 0.230 0.205 0.164 0.183 0.207 0.260
Senegal 0.025 0.031 0.044 0.184 0.158 0.146 0.038 0.010 0.025 0.268 0.298 0.246
Tanzania 0.051 0.006 0.036 0.256 0.208 0.200 0.162 0.110 0.075 0.194 0.131 0.102
Thailand 0.072 0.062 0.068 0.273 0.261 0.241 0.221 0.209 0.221 0.217 0.250 0.317
Togo 0.034 -0.017 0.032 0.338 0.248 0.215 0.267 0.201 0.124 0.269 0.453 0.433
Turkey 0.059 0.047 0.062 0.220 0.204 0.204 0.140 0.142 0.150 0.072 0.154 0.212
Zamnbia 0.007 0.002 0.029 0.411 0.149 0.148 0.447 0.113 0.145 0.466 0.367 0.342

Average 0.046 0.015 0.042 0.243 0.195 0.177 0.187 0.143 0.161 0.247 0.251 0.276

Note: GDP_: rate of growth of GDP; INV_: ratio of gross domestic investment to GDP; SAVDOM_: ratio of gross domestic
saving to GDP; EXP_: ratio of total expoits to GDP. The numbers after the variables mean period 1 (1970-80), period 2
(1981-84) and period 3 (1985-88).
Source: Authors' calculations.
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Appendix 2. Variables Used in the Analysis Notes

All the data used in the analysis were taken from the World 1. Econometric or CGE-type models are usually used to study
Bank's ANDREX data base except the real exchange rate program effectiveness in individual countries. See, for example,
which came from IMF statistics. 1The sample consists of 77 Corbo and de Melo (1989), Condon, Corbo and de Melo (1990),
developing countries, which are listed in appendix 1, table 3- and Bourguignon, Morrisson and Suwa (1990).2. Table 3--1-i in appendix I lists the countries in each group.
1-1 by group and by middle- and low-income. The sample 3. The World Bank introduced adjustment lending in 1980 to
period is 1970-88. facilitate this adjustment. The main rationale was that a substantial

The variables are defined for three periods: 1970-80 adjustment could be made easier and its cost reduced by spread-
(first); 1981-84 (second); and 1985-88 (third). The number ing it over time. In particular, to expand exports requires time to
following the variable is the period, i.e., GDP1 is the rate of build an export capacity and develop markets. (See Corbo and
GDP growth in period one. Variables with a number 4 mean Fischer 1990.)
period 3 relative, to period 1, with number 5, period 3 relative 4. As explained later, the before-and-after comparison is a

very poor measure of program effects. However, it does prbvide
to period 2, and with number 6, pe:iod 2 relative to period 1. measures of actual changes in given indicators.

Following is a description of the variables: 5. Table 3--1-2, which presents the performance of each EIAL
country in the three periods, shows that only 13 of the 25 EIAL

(1) For periods 1, 2 and 3 countries had a higher average rate of growth in the third period
GDP_ rate of GDP growth than in the first period. This table also shows wide differences in
INV_ ratio of domestic investment to GDP performance, indicating that a variety of factors seem to have been
SAVDOM ratio of domestic saving to GDP determining performance. A comparison of the rates of growth of

GDP for the second and third periods indicates that 22 out of 25
I" ratio of total exports to GDP EIAL countries improved their performance. Often the improve-

ment in the extemal environment accounted for part of this im-
(2) For periods 1 and 2 provement, but the effect of the programs could have been just as
RER_ real exchange rate index important.
FISC_ ratio of the fiscal deficit to GDP 6. When comparing 1985-88 with 1970-80, the investment

share in GDP decreased or stayed constant in every country but

(3) Others Korea, Costa Rica and Mauritius. Between 1981-84 and 1985-88,
the ratio of investment to GDP increased in only 7 of the 25 EIAL

S'HOCK1 total external shock (positive), period 2 rela- countries.
tive to period 1 7. As shown in table 3-1-2, between the first and third peri-

SHOCK2 total extemal shock (positive), period 3 rela- ods the rate of saving in 10 of the 25 EIAL countries rose. When
tive to period 1 comparing pe:riods two and three, the domestic saving rates in-

SHOCK3 total external shock (positive), period 3 rela- creased in 16 of the 25 EIAL countries.
tive to period 2 8. In 15 of the 25 EIAL countries, the export to GDP ratio

NETF6 change in the ratio of non-official external improved between the first and third periods. Between 1985-88
and 1981-84, it increased in 17 of the 25 EIAL countries.

financing to GDP, period 2 relative to peniod 9. This definition was used in Goldstein and Montiel (1986)
1. and Khan (1988).

10. Goldstein and Montiel (1986) outline a procedure for
(4) Dummy variables removing the sample-selectivity bias from control-group estimates
CD I for EIAL countries (program countries), O of the effects of the program when the selection of program

otherwise countries is non-random.
iD 1 1 if a country had a :recurrent program with the 11. To avoid a potential specification error, a predetermineddummy that takes a value of one for countries with an IMF

IMP, 0 otherwise program in 1985 or before was also included in the estimation. Of
D2 1 if a country was African, 0 otherwise the samnple of 25 EIAL countries, 23 undertook a program with the
D3 1 if a country was Latin American, 0 other- IMF before that they undertook one with the World Bank. Of the

wise other two, only one, Nigeria, undertook a program with the IMF
D6 1 if a country was middle-income, 0 otherwise after 1985-during 1987-while Colombia did not undertake a
D7 1 if a country was highly indebted, 0 other- program with the IMF in 1985, nor has it since.

wise 12. As x represents the counterfactual scenario-the policies
that would have been undertaken in the absence of the program-

D1NFLAC 1 if a country had a rate of inflation over 60 it is directly cbservable only for non-program countries and must
percent in period 2, 0 otherwise. be estimated i-or program countries.
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13. In their estimations of the model, Goldstein and Montiel significant association between participation in the World Bank
(1986) assume that both error terms are uncorrelated. adjustment lending program on the one hand and more rapid real

14. Equation (3-9) is the reduced form used by Goldstein and economic growth, improved current account as a percentage of
Montiel (1986) to estimate the effect; of the IMF progranm. GNP and lower ratio of domestic investment to GNP on the other.

15. This solution to the selectivity-bias problem of an instru- 24. The role of policies in generating a rise in investment is
mental variable method means that there is no need to assume that discussed in Serven and Solimano (1990).
the error termns of equations (3-4) andi (3-5) are uncorrelated.

16. nTe instrumental variables method used here is more Referenices
efficient than the two-stage least squares method suggested by
Bamow, Cain and Goldberger (1981), principally because the Bainow, B. S., G. G. Cain and A. S. Goldberger. 1981. "Issues in
robustness of the two-stage method depends on the proper specifi- the Analysis of Selectivity Bias." In W. E. Stromsdorfer and
cation of the status equation and on the distribution assumption G. Farkas (eds.), Evaluation Studies Review Annual 5:43-59.
made in the estimation of equation 1:3-10) more than the instru- Beverly Hills, Calif.: Sage.
mental variables procedure does. In addition, with the instrumen- Bourguignon, F., C. Morrisson and A. Suwa. 1990. "Structural
tal variables estimation, there is no need to correct the standard Adjustment Packages: A CGE-Counterfactual Analysis Ap-
errors obtained from equation (3-9), while the standard errors plied ito Morocco." Mimeo. World Bank. Washington, D.C.
obtained from a two-stage least squares estimation must be cor- August.
rected. Because d. has been estimated, the standard errors underes- Condon, r., V. Corbo and J. de Melo. 1990. "Exchange Rate-
timate the true standard errors. Based Disinflation, Wage Rigidity and Capital Inflows:

17. The relevant period of comparison would be the period Tradeoffs for Chile 1977-81." Journal of Development Eco-
before the program was put in place, but as some programs were nomics (January).
irnitiated in the early 1980s, the 1970--80 was a better base period. Conway, P. 1990. "How Successful Is World Bank Lending for
In any case, results are reported for both base periods. Structural Adjustment?" Mimeo. University of North Caro-

18. The d-uny variable DINFLAC was defined with a value lina. C'hapel Hill.
of one if a country has a rate of inflation over 60 percent per year Corbo, V., and J. de Melo. 1989. "Extemal Shocks and Policy
in period two. Countries with high levels of inflation were ex- Reforns in the Southem Cone: A Reassessment," 235-58. In
pected to be less likely to undertake a program, because before G. Calvo, et a]. (eds.), Debt, Stabilization and Developmnent:
receiving a loan from the World Banlk, they would have to have Essays in Memory of Carlos Diaz-Alejandro. London: Basil
achieved a certain level of progress in reducing their intemal Blackwell.
diseauilibrium. Corbo, V., and S. Fischer. 1990. "Adjustment Programs and Bank

19. For the modified control-grtiup approach the results for Support: Rationale and Main Results." Mimeo. World Bank.
the ratios are reported in constant prices only. Washington, D.C. August.

20. Only the identification of the effect ofBank programs was Goldstein, M., and P. Montiel. 1986. "Evaluating Fund Stabiliza-
of irnterest in the results (shown in table 3-8A and B). Some of the tion Programs with Multicountry Data: Some Methodological
coefficients for the other variables on the right-hand side are not Pitfalls." IMF Staff Papers 33(2):3 14-44.
statistically significant most of the time, in part because of high Heckman, J. 1978. "Dummy Endogenous Variables in a Simulta-
collinearity. neous Equation System." Econometrica 46:931-60.

21. Because IMF programs were also in place in many of the -. 1979. "Sample Selectivity Bias as a Specification Error."
countries in the sample, a dumnm.y was used for the presence of Econometrica 47:153-61.
those programs. However, the dummy was never significant, and Khan, M. 1988. 'The Macroeconomic Effects of Fund-Supported
the results for the effectiveness of Baik-supported programs were Adjustment Programs: An Empirical Assessment." Mimeo.
practically identical to the ones without the dummy. International Monetary Fund. Washington, D.C.

22. When working with ratios at current prices, the changes in McFadden, D. 1974. "The Measurement of Urban Travel De-
GDP growth and the ratios of saving to GDP and exports to GDP mand." Journal of Public Economics 3:303-28.
are statistically significant with respect to both periods. In con- Serven, L., and A. Solimano. 1990. "Economic Adjustment and
trast, the change in the ratio of inveslment to GDP was negative Investment Performance in Developing Countries: The Expe-
but not statistically significant with respect to both base periods. rience of the 1980s." Manuscript. World Bank. Washington,

23. Conway (1990), using another statistical approach for a D.C.
sample of 76 developing countries, also concluded that there was a
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Comment

Paul Mosley (and lagged) coefficient on program compliance; however,
it is almost canceled out by a significant negative (and

I regard this chapter as an excellent econometric reinforce- unlagged) coefficient on program finance (I stress this result
ment of the conclusions reachec more informally by the is out-of-date and not directly comparable with the resu.2ts
Bank's first Report on Adjustment Lending (RAL- 1) (World from 1986-88). Our tentative interpretation is that those
Bank 1988), namely, that such lending has a tendency to adjustment-lending countries that bit the bullet and imple-
improve exports and the balance of payments, depress in- mented the conditions did indeed benefit, but those that
vestment and marginally raise income. I am naturally en- accepted the money and did not implement the conditions
couraged that these results broadly parallel those our own were thereby enabled to postpone the reform, so that on
r esearch team reached using a different methodology balance the impact of adjustment lending was to buy time
(Mosley, Harrigan and Toye 1990). However, the experi- rather than to transform the economy structurally (relevant
ence of that research suggests to me that it may be possible cases are Guyana, Jamaica and Ecuador pre-1988). I am by
to extend the analysis of this paper at the levels of both no means sure that these results will hold up over time or
method and interpretation. I will take those possibilities in that we have got the lag structure right, but I do insist that the
sequence. money and conditions attached to adjustment lending have

to be separated out as determinants of performance if we are
Method to understand what is going on.

My second worry concerns the direction of causation. In
After briefly discussing, and leaving to one side, the before- a previous Bank/Fund symposium on growth-related adjust-
and-after and simple control-group approaches to policy ment (whose proceedings were also edited by Vittorio Corbo
evaluation, the paper settles for a modified control-group [Corbo, Goldstein and Khan 1987, p. 91]), the president of
approach in which the policy instruments are the indepen- the Korea Development Institute opined that "in the case of
dent variables in a regression containing world economic South Korea at least it is not clear whether liberalization is
conditions, policy variables that would apply in the absence the result of good economic performance or vice versa." By
of a program, policy variables associated with the program, the same token it is not clear to me whether the fairly
and random disturbances. Although I am sure this is the significant estimated effects of the "program dummy" vari-
right general approach, I have two worries about the way it able in table 3-8A represent the influence of liberalization
has been applied here. The first concerns the representation on growth (as they appear to) or the influence of growth on
of "policy variables associated with the program" as a one- liberalization. In principle, the simultaneous causation is
zero dummy variable (EIAL countries/others). This repre- captured by using an instrumental variables technique for
sentation makes the program (EIAL) countries look as though the estimation of the policy impact in which the program
they were all responding to an identical stimulus, whereas in dummy is endogenous; however, the list of variables in-
fact the compliance of recipient governments with the policy cluded in the estimating equation listed in table 3-71 does
conditions attached to Bank adjustment loans varied enor- not include growth of GNP or of exports. Hence I am
mously across countries, from nearly 100 percent in Turkey skeptical that the estimation properly took into account the
(an example from amnong the EIAL countries) to close to feedback from growth to liberalization. As the exploratory
zero in Kenya, with a vast spread in between. In other words, research of Fei and Ranis (1988) on the political economy of
what "program countries" were responding to was in some policy change has indicated, this feedback is complex and
cases a flow of money plus very substantial policy reform, in possibly non-linear, and may be difficult to model.
some cases a flow of money plus mild or unsustained policy
reform, and in some cases, de facto, a flow of money only. The Results and Their Interpretation
Given this situation, I believe the right specification is to
have the size of the financial flow attached to a program and As can be seen from table 3-C-1, the results obtained from
the degree of implementation of that program as separate the Mosley, Harrigan and Toye study of adjustment lending
independent variables in the estimating equation. If this step (1990), using not only the simple and modified control-
is taken, then what results for the period 1980-86 (Mosley, group methods found in this chapter but also the single-
Harrigan and Toye 1990, table 7.1) is the following: a weak country models of Malawi and Morocco simulated with and
positive coefficient of Bank programs on GDP growth without adjustment lending, are very similar to those ob-
emerges (as in the study) as a result of a significant positive tained here, with the exception that the impact of Bank
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Table 3-C-1. All Evaluation Methods: Summary of Results

Indicators of performance

Real Real Balance Private
GDP export Investment of foreign

Evaluation method growth growth GDP payments finance Unemployment

Tabular comparisons with control
This study a Weak + - ve

World Bankb Neutral + - ve

Multiple regression
This study' Weak + + Weak ve Neutral

(finance only
weak -)

Model-based simulations d

(from present chapter)
Malawi .. Ambiguous
Morocco + + Neutral Neutral .. Neutral

Note:.. Not measured. Weak means statistically not significant. NeutTal means that impact produces a change of less than 10 percent.
a. Chapter 6, Mosley, Harrigan and Toye (1990).
b. World Bank (1988).
c. Chapter 7, Mosley, Harrigan and Toye (1990).
d. Chapter 8, Mosley, Hanigan and Toye (1990).
Source: Mosley, Harrigan and Toye (1990, table 8.8).

programs on GDP is just significant (at the 7.1 percent level) means toward this goal, since all other options-cuts in
in this study (table 3-8A) and not significant in ours. Our recurrent expenditures, tax increases and increases in user
additional findings are that the impact of Bank adjustment charges--are either politically unfeasible or take a long time
lending on both inward flows of commercial finance and on even to have an impact in the short term.
the distribution of income appear to be neutral. However, we (2) Expenditure switching: program lending countries,
have a difference of interpretation with Vittorio Corbo and whose own financial inflows, particularly from the Bank,
Patricio Rojas conceming the universally reported negative were progressively switched from project to program assis-
coefficient of adjustment on investment. Their argument is tance during the 1980s, thereby received more latitude to
that switch the utilization of those flows from investment to

consumption, a temptation that was only resisted by the
Part of the needed adjustment was a reduction in stronger adjusting countries such as Korea and Thailand.
those high levels of inefficient public investment. For Most of the weaker adjusting economies gratefully surren-
private investment, the initial uncertainty that occurs dered to the temptation, in particular in Sub-Saharan Africa.
when an adjustment prograrn is started most likely (3) Private sector knock-on effects: in many developing
will result in a slowdown of investment. countries, a reduction in public investment, instead of en-

couraging private investnent through a crowding-in mecha-
The Second Report on Adjustment Lending (RAL-2) nism, has been associated with a decline in private invest-

(World Bank 1990) cites other possible reasons for the ment, probably through a Keynesian income transmission
decline in investment levels, including deterioration in gov- mechanism. Again, this decline is more pronounced in the
emnment fiscal conditions, increased economic instability poorer developing countries. Between them these effects
and the debt overhang. There is little reason why these have not just eliminated the fat of ill-conceived investment
should apply principally to the EIAL countries, which had projects, they are also cutting into the bone, as I believe the
the greatest decline in investmnent. Bank is well aware.

Both the chapter and RAL-2 leave out three crucial
elements in the investment story in adjustment lending coun- The first of these three effects is a response not to the
tries. In chronological sequence they are: Bank but to the Fund, so that the Bank should not take the

blame. In terms of explanation, I think the right response is
(1) Compression of the government development bud- to model Bank and Fund inflows as separate independent

get: in the initial stages of adjustment, when the Fund insists variables. When we did so (Mosley, Harrigan and Toye
on a reduction in the government budget deficit, govern- 1990, chapter 7), our finding was that investment fell further
ments almost always choose cuts in public investmnent as the in those adjusting countries that had repeated Fund pro-
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grans through the 1980s than in those that had only one at References
the beginning of the decade.
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World Bank-SupportedAdjustment Programs and
Living Conditions

Anne Maasland and Jacques van der Gaag

Countries adopt structural adjustment programs to raise the child mortality had declined while the indicators of nutri-
economy's rate of growth and the living standards of their tional status and school enrollment had risen, sometimes
people. There is, however, a lag before the response to the despite decreased government expenditures on health and
programs emerges, and policies designed to improve living education (Preston 1986). A recent study commissioned by
standards in the future may, in the short term, reduce and the Bank's Operations Evaluation Department (OED) as-
redistribute consumption. sessed the analytical base underlying UNICEF's conclu-

This chapter addresses whether World Bank-supported sions and stated that it is possible that adjustment programs
adjustment lending programs have had an adverse short-run may have had deleterious effects on health and nutrition but
impact on living conditions. It first looks at how workers that the empirical evidence presented to date was not very
fared during adjustrnent by examining wages, employment convincing because of confusion among levels, trends, de-
and other sources of labor income during the seventies and viations from the trends and questionable interpretations of
eighties. Next, it examines the evolution of various indica- the data.2

tors of social welfare, along with the expenditures for and The conclusions are contradictory for at least three rea-
delivery of health care, education and other social services, sons. First, there is the problem of identifying a counterfactual
in countries undertaking Bank-supported adjustment pro- scenario. It is inherently difficult to determine what would
grams. have been the distributional outcome in the absence of ad-

In assessing the relationship between adjustment policies justment policies. However, a counterfactual scenario is
and the income and welfare of individuals, the focus must, needed to determine whether altemative policies would have
for the most part, be on the empirical evidence. While theory done better or worse, to isolate the effects of adjustment
provides a framework for the assessment, it has its limita- programs from other factors, and to establish causality. Sec-
tions. Often theory predicts counteracting effects, so that ond, socioeconomic and income data on living conditions
determination of the net effect must be empirically-based. are scarce and often of dubious quality. This limitation is
Theory may predict the direction of change, but the magni- particularly true of data on the poor; many of the poor work
tude again is an empirical matter. Furthermore, theory often in the informal sector, whereas official statistics usually do
abstracts from some possibly relevant empirical situations. not include data on output and other aspects of the informal
Thus, the focus here is on empirical evidence derived from sector. Third, adjustment programs are relatively new, and
indicators of living conditions.' their long-run positive impact could take longer to emerge

Even the empirical studies, however, offer conflicting than the experience with adjustment has run so far. Never-
conclusions. The United Nations International Children's theless, while a complete analysis of adjustment programs
Emergency Fund (UNICEF), in ils study Adjustment with a needs to cover the entire adjustment period, interim evalua-
Human Face, drew attention to the possible negative social tions, such as those here, are necessary.
implications of adjustment policies that focused solely on With these difficulties in mind, this paper looks at the
macroeconomic indicators (Comia, Jolly and Stewart 1987). status of welfare indicators during the 1980s and compares it
Others have suggested that UNICEF may have overstated with that in the 1970s. It also examines whether trends in
the case. For example, a critical review of UNICEF's work these indicators differed for countries that received Bank-
concluded that in most of the cotntries studied, infant and supported adjustment lending and countries that did not. The
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welfare indicators examined included both labor and social living conditions did not deteriorate in the EIAL countries,
conditions. There was only limited data on distributional and the long-run indicators continued to improve because of
changes over time, but the data on average living standards past investrnents. However, there were declines in govem-
still shed some light on major changes in the status of the ment social expenditures in some EIAL countries, a trend
middle class and the poor. Of necessity, the analysis looked that may have negative effects in the future. The specific
at the short-run impact, since many countries did not have findings are that adjustment lending prograrns appear to
data past 1987. have raised the rate of growth of per capita consumption in

The analysis used a categorization of countries based on EIAL countries relative to non-EIAL countries. For all coun-
the World Bank's adjustment lending operations? The analy- try groups, nutrition status improved after 1983, the cover-
sis compares means and medians for the four country group- age of immunizations increased, and there was continued
ings (EIAL, OAL, NAL+ and NA1L-) for the time period progress in reducing mortality rates. However, the shares of
1985-88 relative to 1970-80 and 1981-84. This comparison health and education in overall expenditures declined on
is simplistic in that it does not account for country-specific average in the EIAL countries, as was true with the average
extemal shocks and domestic policies that would have been rates of primary school enrollment.
implemented without adjustment lending. For a few of the
variables, econometric estimation was used to control for Labor Indicators
these factors. In addition, growth regressions were estimated
for some variables to test whether there were significant Negative shocks to an economy often imply a reduced stan-
deviations from trend growth during the loan years.4 dard of living for the population. During adjustment, real

The EIAL countries were of interest because they were incomes relative to the rest of the world have to adjust if the
the ones in which the Bank had invested heavily, with the economy is to r emain competitive. Conflicts between labor
expectation of policy reform. They were also the ones that and the owners of capital and, within labor, between the
implemented loans and policies early on, so that the lags in different income classes or socioeconomic groups arise over
responses may be over and data may have accumulated. which incomes will have to adjust.
While all EIAL countries attempted some policy reform, Since data on incomes within labor are lacking, the focus
some were more successful than others. Thus the EIAL av- here is on how formal labor fared relative to other income
erages reflect the outcome for countries that received Bank- earners. The effect of adjustment on labor is an important
supported policy advice and adjustnment lending, rather than political issue 'because the impact of adjustment programs
the outcome for countries that were successful adjusters. on wage earners has implications for the sustainability of the

The evidence from the labor indicators did not reveal a program. Wage earners in manufacturing can be a politically
systematic relationship between Bank-supported adjustment powerful group, especially if labor is unionized and repre-
programs and short-run effects on labor conditions. Overall, sented by a political party. Wage earners in the government
it appears that rural incomes improved on average in the sector are also potentially important political actors.
EIAL countries but those of urban labor suffered. In the case The official data on labor indicators generally refer, as
of the economy-wide compensation of employees as a share noted, only to labor in the formal sector. As such, they
of gross domestic product (GDP), the EIAL median was the provide information on the living standards of the middle
same in 1985-87 as in the 1970s, and in 13 of the 16 class and contribute only limited information on the incomes
countries there were no significant changes in the employee of the poor, who are in the informal or the agricultural
share during the loan years. In the r ural sector, the average sectors and are often self-employed. There is, however, other
and median rates of growth of real rural incomes per capita direct evidence about the earnings of the lower income popu-
in the EIAL countries were higher in 1985-87 than in the lation. Wage earners in construction and agriculture are usu-
1970s, and agricultural wages improved for about half the ally lower income earners since their labor is often unskilled,
EIAL countries. In the urban sector, there was slightly more and wage movements in these areas may reflect some changes
evidence that formal labor in the manufacturing sector suf- in poverty. In addition, there are data on the real incomes of
fered: 7 of 20 countries experienced negative shifts in the the rural sector where most of the poor reside.
share of the wage bill in manufacturing value added during This section on labor indicators looks fust at the economy-
the loan years, and both the averages and medians in the wide compensation of employees, at real wages and at un-
EIAL countries were lower in 1985-87 than in the 1970s. It employment. It then examines data for the rural and urban
is unclear whether the adjustments for manufacturing labor sectors separately.
were from an unsustainably high position or if they suffered
more than other groups did. Economy-Wide Employee Compensation

The evidence from the social indicators shows that the
short-run changes were not systematically related to Bank- Data for the average and median economy-wide compensa-
supported adjustmnent lending. The short-run indicators for tion of employees as a share of GDP for three time periods
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and three country groups are dfisplayed in table 4-1. The Table 4-4. Compensation of Employees as a Share of
data do not reveal whether changes in the share received by Total GDP
labor resulted from changes in employment or in wages. (percent)

Instead, they combine both and reveal the amount of total Number of

available production that organized labor receives. This vari- Country cowuries 1970-80 1981-84 1985-87

able is appropriate for an analysis of the equity impact. EIAL 10
Aggregate demand will contract following a stabilization Average 38.0 38.2 35.2
program, and if this contraction leads to lower GDP, the Median 38.0 41.5 38.1
question is whether labor's share of the burden is excessive, OAL 7
that is, whether its share of GDIE declines. Average 34.9 31.7 31.5

The data in table 4-1 are from a decomposition of GDP Median 38.3 28.4 32.3
into its cost components, which consist of net indirect taxes, NAL 13
consumption of fixed capital, compensation of employees Average 36.0 37.5 37.7
and operating surplus. Employee compensation measures Median 40.0 40.1 37.5
the total cost of labor to employers, including wages and

salaries before deductions and employers' contributions to Averale 36.4 36.4 35.4
social security, pensions, insurance and similar schemes. It Median 38.3 39.1 37.4

is calculated directly from sources such as government and -
sectoral surveys (sometimes updated by wage and employ- Source: United Nations (various issues, b).

ment indices), social security tax payments and so on, de-
pending on the country. The operating surplus is the residual tries with increases and decreases in the share of employee
item. compensation in GDP shows that 6 of the 10 EIAL countries

Table 4-1 shows that the overall wage share of total experienced a decrease between 1981-84 and 1985-87 (and
GDP received by labor was low. This phenomenon reflects similarly for 1970-80 and 1985-87).6 Korea and Thailand
the fact that in many developing countries the majority of had sustained increases over all three time periods, whereas
people were not employees receiving wages but instead Jamaica, Mauritius, Mexico and Tanzania had continual
were self-employed in the informal or agricultural sectors. decreases. In the NAL countries, 5 of 13 had decreases in the
The incomes of the latter are included in the residual operat- share of employee compensation from 1981-84 to 1985-87
ing surplus category, which then becomes a mix of the and 7 of 13 had decreases between 1970-80 to 1985-87.
incomes of both rich and poor; the operating surplus in- Several tests can be used to compare the changes in the
cludes both profits on capital and returns to small-scale share of labor following adjustment. The simple before-and-
enterprises and smallholders. For this reason, total compen- after approach looks at the average for EIAL countries be-
sation of employees is not a relevant indicator for issues fore and after adjustment. The control-group approach com-
involving the size distribution of income. Instead, it should pares the average change in the EIAL countries over two
be viewed as an indicator of living standards for one seg- time periods with the average change in non-EIAL coun-
ment of the middle class. It may also be revealing about the tries.7 When comparing the average for 1981-84 with that
political sustainability of policy changes. Wage iabor in the for 1985-87 (1970-80 with 1985-87), both approaches show
formal sector can be more easily organized because the a decline of 3.1 (2.8) percentage points in the share of
workers are often located in urban areas and in large firms, income going to labor. These results are statistically signifi-
and they can become a politically vocal group that is more cant at the 5 percent level for the change from 1981-84 to
likely to take action against income losses. 1985-87 but are insignificant for the change from 197040

The average compensation for 30 countries for which to 1985-87. Further, after controlling for pre-program and
there were data declined in the 1985-87 period relative to external economic conditions (the modified control-group
the 1970-80 and 1981-84 periods (table 4-1).S The decline approach), adjustment lending programs still led to negative
in the latter period was attributable to trends in the 10 EIAL changes in labor's share of GDP.
countries: their average wage share was 38.0 percent in the These changes suggest that EIAL countries experienced
1970s and 38.2 percent in 1981-84, but in 1985-87 it de- a worsening in labor's position in the 1985-87 period com-
clined to 35.2 percent. Labor was able to maintain its share pared with 1970-80 and 1981-84 and compared with the
during the recession in 1981-84 but experienced declines average experience of non-EIAL countries. However, an
thereafter. The average share of labor for the OAL countries examination of the medians did not yield so clearcut a
declined in the second period, while the NAL group had conclusion, and comparing medians to averages can reveal
continual increases. changes in the distribution of labor's share across countries.

Averages can be affected by significant underperformers In the 10 EIAL countries, the medians and averages were
or overperformers. An examination of the number of coun- equal in 1970-80, indicative of a relatively even distribution
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around the mean for labor's share across countries (see table Table 4-2. Regressions for the Change in the Share of
4-1). During the recession period 1981-4, the medians Employee Compensation Between Two Periods
increased, whereas the means stayed about the same, an
indication that the distribution of countries became skewed A. 1985-87 versus 1970-80
to the left: more countries were to the right of the mean, but Standard 2-tail

some outliers with low shares pulled the average down.8 Variable Coefficient error i-statistic significance
Closer examination shows that labor's share for countries in C -10.966 4.869 -2.252 0.034
the middle of the distribution shifted up, whereas at the two GDPI 105.338 46.812 2.250 0.034
extremes it fell, so that the average remained the same. In the INV1 18.815 18.363 1.025 0.316
1985-87 period, both the means and medians were lower FISC4 -39.496 21.479 -1.839 0.078
than in 1981-84, and the whole distribution shifted to the RER4 0.110 0.046 2.370 0.026
left. This latter result supports the conclusion that labor's R2 0.409 Mean of dependent variable -1.233
position deteriorated from 1981484 to 1985-87. However, a Adjusted R2 0.286 Standard deviation of
comparison of 1970-80 with 1985-87 shows that the me- Standard error of dependent variable 6.864
dian returned to its original value and that the fall in the regression 5.800
mean was the result of declines in the extremes (Tanzania Durbin-Watson 2.123 Sum of squared residual 807.262
and Jamaica). Most of the countries were clustered between statistic
3S percent and 40 percent in both 1]970-80 and 1985-87. It Log likelihood -91.955 F-statistic 3.324
can be argued that the period 1981-84 was one of Note: Least squares/dependent variable is COMP4. Number of observa-

disequilibrium, with unsustainably high shares of labor, and tions = 30.
that adjustment led to a return to the more sustainable values B. 1985-87 versus 1981-84
of the 1970s. At any rate, examination of the medians points Standard 2-tail
out that an analysis of averages alone can be misleading. Variable Coefficient error t-statistic significance

The medians for the NAL countries show that the distri- C -1.565 2.323 -0.674 0.507
bution of countries was initially skewed to the left but that as GDP2 -1.055 18.407 -0.057 0.955
the averages increased and the medians fell, the countries INV2 13.524 9.187 1.472 0.154
became more evenly distributed around the mean by the SHOCKI 6.755 3.181 2.123 0.044
1985-87 period. Closer examination shows that the middle FISC5 0.435 14.681 0.030 0.977
of the distribution in 1985-87 fell relative to the distribu- RER5 0.122 0.037 3.270 0.003
tions of 19780 and 1981-84 but that both the low and high R2 0.569 Mean of dependent variable -0.974
extremes increased, a situation that raised the average. Adjusted R2 0.479 Standard deviation of

The median may reflect better what was happening to the Standard error of dependent variable 4.219
typical country in each group. If so, the experience of the regression 3.044
EUAL countries reveals that the typical EIAL country was Durbin-Watson Sum of squared residual 222.378
doing as well in 1985-87 as in 1970-80. However, there statistic 3.041 6.340
were countries at the extremes that did much worse, and Log likelihood -72.616 F-statistic
their performance pulled the EIAL average down. The typi- Note: Least squares/dependent variable is COMP5. Number of observa-

tions: 30. T'he variables are defined as follows:
cal NAL country experienced a worsening of its position in COMP4: Change in employee compensation share between 1970-80 and
1985-87 in terms of the median, while countries at the 1985-87.
extremes raised the average. In short, examination of the COMP5: Change in employee compensation share between 1981-84 and
mredians leads to opposite conclusions from those of the 1985-87.GDPI: GJDP growth rate in 1970-80.
analysis of the averages. GDP2: GDP growth rate in 1981-84.

Table 4-2 presents regressions to explain changes in the INV I: Investment to GDP ratio in 1970-80.
shares of employee compensation. The employee share of INV2: Investment to GDP ratio in 1981-84.

SHOCKI2: Total external shock (terTms of trade and interest), 1970-80
GDP-a combination of wages and employment-should versus 1981-84.
depend on productivity and investrnent levels, in addition to FISC4: Change in fiscal deficit to GDP, 1970-80 versus 1985-87.
policy variables. A change in the share of employee com- FTSC5: Change in fiscal deficit to GDP, 1981-84 versus 1985-87.
pensation between two periods was assumed to depend on RER4: Change in real exchange rate, 1970-80 versus 1985-87.

RER5: Change in real exchange rate, 1981-84 versus 1985-87.
the following variables: a change in the ratio of the fiscal Source: Authors' calculations.
deficit to GDP and the real exchange rate (policy variables
associated with adjustment programs), GDP growth rates in
the initial period, the ratio of investment to GDP in the initial Several specifications were tried. The one variable that
period, and the total external shock (terms of trade and consistently emerged as significant was the real exchange
interest rate shocks) between the 1970s and early 1980s. rate. Real devaluations (decreases in the real exchange rate)
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were associated with falls in the share of employee compen- Table 4-3. Significant Deviations in Employee
sation. The dependent economy model predicts that the real Compensation as a Share of GDP from Trend Growth
wage will fall with devaluations if it is assumed that non- during the Loan Years
tradables are relatively labor-intensive. Since non-tradables (perceni shi from trend growth)
consist largely of services, this assumption may be realistic.9 EIAL countxies

In the present analysis, the share of employee compensation Colombia -16.7
fell with the devaluations, the irnplication being that changes Mexico -15.8
in employment did not compensate for any real declines in
wages. Other variables had the following effects. High rates SierrA Leone -30.9
of growth of GDP in the initial period were associated with
positive changes in the employee share (regression for 1970- Note: Countries with insignificant shiftsEIAL: Costa Rica, Jamaica, Kenya, Korea, Mauritius, Tanzania,
80 versus 1985-87); as countries grew, more labor moved Thailand, Zambia.
into the formal sector. High investment ratios in the initial OAL: Burundi, Ecuador, Hungary, Panama, Uruguay.
period had a slightly significant positive association (1981- Source: United Nations (various issues, b) for the share of employee
84 versus 1985-87), since productivity and employment compensation; World Bank (1990b, annex table 5.5) for the loan years.

increase as capital deepens and widens. The strong negative
external shocks of the early 1980s had a significant negative Interest payments were included as part of production in the
impact on the share of labor (that is, a positive coefficient for denominator, but they did not accrue to domestic residents.
1981-84 versus 1985-87). Finally, an improvement in the An examination of the compensation of employees as a
fiscal deficit (a positive change: was associated with a wors- share of national disposable income shows that the trends
ening in the share of labor (1970-80 versus 1985-87), since, for the averages and medians of labor's share of national
in the short run, a smaller government deficit often means disposable income were similar to those of labor's share of
lower wages and employment for formal labor. GDP. Thus, interest payments did not affect the results.'

Finally, the time series for each country was examined to The average decline in labor's share of national disposable
determine whether the share of employee compensation income in the EIAL countries was 2.4 percentage points
deviated significantly during ithe loan years from overall from 1970-80 to 1985-87, about the same as the decline of
trend values (table 4-3).'s The declines in the 1980s could be 2.8 percentage points for labor's share of GDP. Similarly,
part of a long-term negative trend that started earlier, in the EIAL median in 1985-87 returned to the same level as
which case they should not be attributed to adjustment lend- that in 1970-80, the same pattern as was found with labor's
ing programs. For each country, the growth in the share of share of GDP.
employee compensation over time was estimated and devia- Employee compensation is a combination of wages and
tions during the loan years tested.' This procedure does not employment. If the decline in labor's share is the result of
establish causality: if the loan years are associated with declines in employment, the effect on the distribution of
significant declines in the share of employee compensation, income of the population will likely create greater inequal-
the reason could be that some external event triggered the ity, since some people would be making zero wage income.
declines in wages that subsequently led to an adjustment Table 4-4 reports general unemployment rates for 22 coun-
program, rather than that the adjustment programs caused tries. Of the EIAL countries, two-thirds had a decrease in the
the declines. However, if the loan years are not significantly rate of unemployment during 1985-87 compared with 198 1-
different from the trends, it is unlikely the share of employee 84 (Chile, Costa Rica, Ghana, Jamaica, Korea and Mexico).
compensation was adversely affected by the adjustment pro- The exceptions were Bolivia, Colombia and the Philippines.
grams.'2 Four of five NAL countries-Greece, Peru, Trinidad and

Table 4-3 shows that the share of employee compensa- Tobago, and Venezuela-had an increase in their unem-
tion declined significantly (at the 10 percent level) for two ployment in 1985-87 compared with 1981-84, but in all
EIAL countries (Colombia anrd Mexico) during the loan except Trinidad and Tobago there were recent signs of a
years and for one OAL country (Sierra Leone). None of the recovery. Although the sample is too small for generaliza-
other 13 adjustment lending countries for which data were tions, it is notable that more than half the EIAL countries
available experienced a significant shift in the share of em- experienced improvements in the rate of unemployment to
ployee compensation during the loan years. This result sug- the levels that prevailed in the late 1970s.
gests that in most countries this variable was not systemati- To sum up, the averages show that labor's share of
cally affected by World Bank adjustment programs during production and income fell in the EIAL countries in com-
the disbursement years. parison with the NAL countries in the period 1985-87 com-

The EIAL countries had to make increasingly larger pared with 1970-80 and 1981-84. On the other hand, the
interest payments to the rest of the world, which may ex- medians show that in the typical EIAL country in 1985-87
plain why labor's share of production fell in those countries. labor regained the share of GDP it held in the 1970s, while
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Table 4-4. Unemployment Rates low income elasticity for agriculture as compared with in-
(percent) dustry and services.

Country 1970-80 1981--84 1985--7 In 1981-34, real agricultural exports in the EIAL coun-
-"LL U-tres averaged -1.9 percent growth compared with 0.2 per-

Bolivia 5.6 12.4 19.5 cent growth for total merchandise exports. In 1985-88, both
Chile 12.5 14.9 9.6 types of exports had much better growth: 6.6 percent for
Colombia 8.9 10.4 12.4 agricultural exports and 8.2 percent for total exports. This
Costa Rica 5.0 8.0 6.2 growth can be partly attributed to the significant deprecia-
Ghana 1.0 0.7 0.5 tions in the real exchange rate that occurred on average in
Jamaica 25.8 26.4 24.3 the 1985-88 period in the EIAL countries.1 4

Korea 4.0 4.2 3.6 On the import side, the drop in the growth of agricultural

Philippines 42 5.7 7.2 imports (-1.7 percent) in the early 1980s was initially less
Thailand 0.9 2.5 n.a. than that of total imports (-5.9 percent), but by the mid-

1980s food imports continued to decline (-3.0 percent) while
OAL total imports, rose (9.5 percent). This pattem probably re-

China 5.1 2.8 1.9 flects imporl; substitution in food as a result of increased
Panama 8.5 9.4 11.4 domestic production, a trend that would benefit the rural
Uruguay 9.4 11.9 11.2 areas. Indeec, an index of per capita food production (Food
Yugoslavia 11.9 12.6 13.8 and Agriculture Organization [FAO] data) shows that food

NAL production in the EIAL countries was 3 percent higher in
Egypt, Arab Rep. 4.5 5.9 n.a. 1985-87 than in 1981-84 (Kakwani, Makonnen and van der
Greece n.a. 6.5 7.5 Gaag 1990).
Peru 6.6 8.4 10.0 Thus, agriculture was an important source of growth and
Portugal 7.9 7.9 7.9 contributed to the improvements in the current account for
Syrian Arab Rep. 4.5 4.5 n.a. the EIAL countries. This growth should have improved the
Trinidad and Tobago 11.6 11.2 18.3 distribution of income in the EIAL countries, since the ma-
Venezuela 5.3 9.2 11.1 jority of the poor in most countries were located in rural

n.a. Not available. areas.
Source: Intemational Labour Organisation (various issues 119871). To examiine rural incomes more closely, data on agricul-

tural wages and agricultural purchasing power were col-
the typical NAL country was worse off in this regard. How- lected. The wage indexes for agriculture and the averages
ever, the sample was limited, data from some important for the three time periods are displayed in table 4-5. Two
countries were missing, and the simple before-and-after ap- caveats should be noted about the data. First, those for the
proach has well-known disadvantages. An examination of 1985-87 period were available for only 15 countries, and,
the deviations from the trend during the loan years for the second, they were not always comparable across those coun-
share of employee compensation reveals that the majority of tries because they were not based on the same units and
countries saw no significant change. concepts: for example, in some cases they reflected averages

per month or per day; some included payments in kind; and
Rural Labor some were minimum wages. These limitations, combined

with the sma,ll sample size, precluded any averaging.
In 1981-84, the real growth in GDP in the 25 EIAL coun- In four oif six EIAL countries-Chile, Costa Rica, Korea
tries averaged 1.3 percent, whereas the real growth in value and Mauritius-the index of real agricultural wages was
added in agriculture was higher at 2.2 percent. This pattern higher in 1985-87 than in 1970-80. In two others-Kenya
reverses the trend of the 1970s, when GDP growth averaged and Pakistan-real wages for agriculture declined. Three
4.6 percent and agricultural value added grew by 2.5 per- NAL countries had higher real agricultural wages in the
cent. In 1985-88, the latter grew by 4.3 percent as compared latter period as compared with 1970-80,
with real GDP growth of 4.1 percent. Thus, in the 1980s Table 4-5 shows the countries that had significant devia-
agriculture was an important source of growth in the EIAL tions from the trend growth for agricultural wages during the
countries, with potentially beneficial effects for the rural loan years. In 11 of 18 countries there were no significant
poor. This growth may have come from a combination of deviations, at finding that implies that in most countries the
policies: a depreciated real exchange rate that favored agri- short-run impact of the adjustment prograrns on agricultural
cultural exports; liberalization that reduced the taxes on wages was limited. Mexico, the Philippines, Turkey and
agricultural exports and tariffs on industrial inputs; the Yugoslavia showed negative deviations, Costa Rica, Hun-
completion of investment projects started in the 1970s; and a gary and Uruguay a positive shift. While these regressions
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do not establish causality, it is notable that an almost equal Table 4-5. Real Wage Index in Agriculture
number of countries had positive deviations as had negative (1980=100)
deviations for agricultural wages during the loan years. Country 1970-80 1981-84 1985-87

The real agricultural incomes of the rural sector are EIAL
examined nexL There was generally a positive correlation Chile 71.3 126.0 93.5
between the reduction of poverty and growth in agricultural Costa Rica 95.8 90.4 97.4
purchasing power, as displayed in figure 4-1.1s Indonesia Ghana 123.8 66.3 n.a.
and India provide an interesting contrast: between 1970 and Kenya 104.8 87.3 84.2
1987, Indonesia's headcount poverty index fell by 41 per- Korea 61.1 97.7 106.6
centage points, while the annual growth in rural purchasing Malawui 123.8 105.4 n.a.
power was 2.9 percenL India experienced a decline in pov- Mexico 88.8 086.1 n1a.
erty of 11 percentage points from 1972-83 while agricul- Pakistan 87.7 161.6 66.8
tural purchasing power grew by only 0.7 percent. Philippines 106.3 86.9 n.a.

Table 4-7 displays the growth rates in per capita agricul- Tanzania 132.3 91.4 n.a.
tural purchasingpower for the fourcountry groups. The data Turkey 115.0 100.6 TLa.

show changes in real agricultural income for the rural popu- Zambia 90.8 80.0 n.a.
lation as a result of changes in both the prices and quantities OAL
of agricultural production.'6 The average growth for the 23 Bangladesh 122.1 104.7 104.1
EIAL countries was 2.3 percent in the 1970-80 period, -0.5 Burundi 131.9 138.4 117.6
percent in 1981-84 and then 2.9 percent in 1985-88. The China 96.1 105.3 119.5
median values for the EIAL countries had a similar pattern, Guyana 98.2 98.6 n.a.

Honduras 54.4 110.8 n.a.
indicative of an improvement in agricultural purchasing Hungary 99.7 100.9 101.6
power in the majority of EIAL countries in the 1985-88 Uruguay 124.9 87.8 98.2

period to growth rates higher than in the 1970s. The pattern Yugoslavia 98.7 92.8 84.4
for the averages and medians of the OAL countries was Zimbabwe 95.1 147.6 n.a.
comparable to that of the EIAL countries. However, their NAL
recovery was not quite as good. India 97.4 100.2 127.7

The decline in the NAL countries was much larger in the Myanmar 125.6 92.2
1981-84 period than it was in the other country groups, and Poland 78.8 90.4 84.9
average growth in rural purchasing power continued to be Portugal 106.8 106.2 n.a.
negative (-0.9 percent) in 1985--88. This latter figure was, Sri Lanka 70.6 86.3 89.1

however, affected by Nicaragua, whose agricultural incomes n.a. Not available.
declined significantly. The median (-0.3 percent) in the NAL Source: Intemational Labour Organisation (various issues [1980,1988]).
countries in 1985-88 was somewhat better. This growth rate
was still the only negative one in the three country groups in
1985-88. The recovery in the NAL group from the second

Table 4-6. Significant Deviations in Real Agricultural
Figure 4-1. Poverty and Agricultural Purchasing Wages frrom Trend Growth during the Loan Years
Power (percent shift)

50 EIAL countries
Costa Rica 16.8

c 40 -ni Mexico -19.9
t ~~~~~~~~Indonesia- 

cx (1970-87) P Srazi hilippines -15.4
2 30 ~ / (1950-60). Turkey -19.7

*Malaysia
t 20 - / (1973-87) OAL coumtries

India (7971-88) Hungary 4.9
X 10 _ (1972-83). Indonesia Uruguay 37.7

( 1984-87) Yugoslavia -10.4
21 ° -Venezue.; NC2 0 18-Venezuel`98f86 Note: COuLtries with insignificant shifts

I!987 * Thailand (198t-86) EIAL: Chile, Ghana, Kenya, Korea, Malawi, Mauritius, Pakistan,

-10 -2 -1 0 1 2 3 4 5 L Tanzania
Annual growth in agric ulturalpurchasing power (percent) OAL: Burundi, Guyana, Zimbabwe.Source: Intemational Labour Organisation (various issues) for the agri-

Source: World Bank (1990b); World Bank and International Monetary Fund cultural wage data; World Bank (1990b, annex table 5.5) for the loan
data. years.
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Table 4-7. Growth in Per Capita Real Agricultural will have beneficial distributional effects, since the great
Purchasing Power majority of the poor live in rural areas. However, these
(percent) developments will also likely have adverse consequences

Nnmber of for urban residents.
Country countries 1970-80 1981-84 1985-88

EIAL 23 Urban Labor
Average 2.3 -0.5 2.9
Median 1.8 -0.6 2.1 Indicators for urban labor are examined next. Table 4-8

OAL 23 displays data on the share of the manufacturing wage bill in
Average 1.9 -0.3 1.6 total value added in manufacturing. The numerator, "wages
Median 1.6 0.5 1.1 and salaries," includes direct wages and salaries, bonuses,

NAL+ 11 housing and family allowances, and payments in kind.
Average 1.5 -0.7 -0.6 Supplements to wages such as social security, pension con-
Median 2.7 0.7 -1.7 tributions and so on were not available.

Table 4-8 shows that the average and median share of

Average 2.8 -2.5 -1.2 the manufacturing wage in 31 countries for which there
Median 3.3 -4.5 2.2 were data fell in the third period relative to the first two

periods. In 13 EIAL countries, the share declined from 30.9

Average 2.2 -1.7 20.9 percent in the 1970s to 30.2 percent in 1981-84 to 28.0
Median 3.1 -1.6 -0.3 percent in 1985-87. The EIAL median for 1970-80 was the

same as the average, indicative of an even distribution about
All countries 70 the mean. The median then fell at a faster rate than did the
Average 2.2 -0.8 1.2 decline in the mean, and the distribution became skewed to
Median 1.9 -0.6 0.9 the right, with more countries to the left of the mean. The

Source: World Bank and Intemational Monetary Fund. average share of the manufacturing wage for 8 OAL coun-
tries and 10 NAL countries also decreased in 1985-87, but
the medians were higher in the third period relative to the

to third periods was significant, but the growth rate of rural 1970s.
incomes in 1985-88 still remained below that of the 1970s. Tests to compare changes in the share of labor following
What is surprising is that the average growth in the purchas- adjustment gave the following results. When comparing the
ing power of the rural sector in the NAL+ countries in the average for 1981-84 with 1985-87 (1970-80 to 1985-87),
third period was -0.6 percent, while the median was -1.7 the straightforward before-and-after approach revealed a
percent. Countries with a positive rate of growth in real GDP change of -2.1 (-2.8) percentage points in the share of in-
per capita (the NAL+ countries) would be expected to have
lhad average positive growth in agricultural incomes.

The data on real agricultural incomes show that the Table 4-8. Total Wage Bill as a Share of Total Value
EIAL countries experienced greater improvements in the Added in Manufacturing
1985-88 period than did the other groups. This finding (percent)
supports the hypothesis that Bank-supported adjustment pro- Numrber of
grams improved the situation of' the rural population and Country countries 1970-80 198184 1985-87

restored rural agricultural growth to previous levels. Adjust- EIAL 13
rment programs often promote an improvement in the rural Average 30.9 30.2 28.0

terms of trade through the removal of government food Median 31.0 26.7 25.8
procurement systems and food subsidies. The latter can lead OAL 8
to low producer prices because the subsidies become an Average 32.2 32.8 31.1
increasing burden on the fiscal budget, and governments are Median 31.1 32.6 32.0

then forced to keep producer prices low. Devaluations can NAL 10
also improve producer prices by increasing the domestic Average 28.9 29.8 28.2
currency value of agricultural exports and food imports. Media 26.7 29.6 28.0
However, doing so requires that price increases be passed on All countries 31
to producers, a condition that means that domestic food Average 30.6 30.8 28.9
prices must be allowed to rise. Since agricultural products Median 29.2 30.1 27.8
are often price-inelastic, increased prices will improve rural Source: United Nations Industrial Development Organization (various

incomes. These improvements in rural purchasing power issues, a).
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come going to labor. The control-group approach showed a Table 4-9. Significant Deviations in the Wage Bill
change in the EIAL countries of -0.5 (-1.9) percentage points Share of Manufacturing Value Added from Trend
compared with the non-EIAL countries in 1981-84 to 1985- Growtlh during the Loan Years
87 (1970-80 to 1985-87). However, these differences were (percer.)
not statistically significant. With controls for pre-program EIAL countries

conditions and external conditions, the modified control- Bolivia -12.5

group approach yielded negative changes for manufacturing Colombia -20.8

labor. Again, however, the results were not statistically sig- Mexico -31.9

nificant.L 7 Turkey -20.7

Tentatively, it appears that wage earners in manufactur- OAL countries

ing in the EIAL countries experienced larger declines than Uruguay -32.2

they did in the OAL and NAI, country groups. Both the Yugoslavia -9.2

averages and the medians were lower by a larger amount Zimbabwe -14.9

between 1970-80 and 1985-87 in the EIAL group than in Note: Countries with insignificant shifts
the other two groups. In fact, the OAL and NAL groups had EIAL: Chile, Kenya, Korea, Mauritius, Pakistan,

higher medians in the third period than in the first period. In the Philippines, Senegal, Tanzania, Tbailand
OAL: Argentina, Ecuador, Hungary, Panama.

some EIAL countries, the fall in wages may have been nec- Source: United Nations Industrial Development Organization (various

essary because they were unsustainably high. For example, issues, a) for the share of manufacturing wages; World Bank (1990b,

high tariff protection for import-substituting manufacturing annex table 5.5) for Lhe loan years.

in the 1970s led to high manufacturing wages in some coun-

tries as unions claimed part of iLhe rents from tariffs. Simi- period but was partially restored in the 1985-87 period. In

larly, in oil-exporting countries, high oil prices in the 1970s 10 NAL countries, the growth in real manufacturing wages

allowed unsustainably high real wages that then had to fall decreased steadily: growth was 0.7 percent in the 1970 and

in the 1980s for the countries to become competitive. 0.3 percent in 1981-84 and then -0.1 percent in 1985-87.
The time series for the share of the manufacturing wage Again, the average for 1985-87 was heavily affected by the

bill in each country was tested next to see if there were outliers: Haiti had 13.5 percent annual growth and Nicara-

significant deviations from trend growth during the loan gua -28.7 percent. The NAL median moved very differently

years. This procedure can be used to separate out wage from the average: it increased steadily over the three periods,

perfornance during the years of the adjustment programs from 1.3 percent to 1.6 percent to 3.7 percent.

from the longer term trends in the data. Data on government expenditures on wages and salaries

Table 4-9 shows that in 4 of 13 EIAL countries and 3 of as a share of total central government non-interest expendi-

7 OAL countries there was a significant decline from trend tures were available for 26 countries. Table 4-11 shows that

in the wage share of manufacturing value added during the in the EIAL countries the average wage share of non-interest

loan period. As noted, this finding does not establish that the

adjustment programs caused the fall in the share of wages.

The fact that 9 of 13 EIAL cotntries did not experience a Table 4-10. Growth of Real Wages in Manufacturing

significant drop in the share of wages during the loan years (perceni)

shows that in most countries in this group the programs did Number of

not affect this variable. Country countries 1970-80 1981-84 1985-87

Table 4-10 displays data on the growth of real manufac- EIAL 12

turing wages. The total wage bill was divided by the number Average 1.1 0.5 -1.2

of manufacturing employees and then divided by the CPI. Median 0.6 1.9 0.9

According to table 4-10, in the 12 EIAL countries for which OAL 10

there were data the real manufacturing wage grew by 1.1 Average 2.7 1.2 1.4

percentin the 1970s and 0.5 percentin 1981-84 and then fell Mediani 1.9 0.8 1.4

by 1.2 percent in 1985-87. The average for the latter period NAL 10

was, however, affected by the large negative growth in the Average 0.7 0.3 -0.1

real manufacturing wages of B3olivia and Tanzania. The Median 1.3 1.6 3.7

EIAL median moved somewhat differently: it increased All countries 32

from 0.6 percent in 1970-80 to 1.9 percent in 1981-84 and Average 1.5 0.6 0.0

then fell to 0.9 percent in 1985-87. Thus, the EIAL median Median 1.4 1.4 1.5

was higher in the latter period than it was in the 1970s. Source: Comision Econ6rica para Am&ica Latina y el Caribe (CEPAL)

In 10 OAL countries, the growth in real wages was for Latin America in 1980-88 and United Nations Industrial Develop-
positive in all three periods. The median fell in the crisis ment Organization (various issues, a) for all other data.
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Table 4-11. Government Expenditures on Wage and ment, which were common in the EIAL countries. One OAL
S'alaries as a Share of Total Expenditures Less Interest country, Sierra Leone, had a negative shift in the growth of
Payments construction wages. Twelve of 19 countries did not see a
(percent) significant change in the growth of real construction wages

Nwnber of during the loan years.
Country countries 1970--80 1981-84 1985-7 Table 4-14 contains data on the ratio of the food price

FIAL 10 index to the consumer price index. These data are relevant to
Average 29.6 28.2 27.4 poor urban consumers and rural net consumers of food. If
Median 30.5 27.0 26.0 the food price index increases faster than the general CPI,

IDAL 6 the poor are hurt more than the non-poor, given that food

Average 34.7 28.1 30.0 accounts for a larger part of their expenditures. Table 4-14
Median 33.9 29.0 28.4 shows that in the EIAL countries the average ratio of food to

consumer prices fell over the three time periods. The median
INAL 10 also fell but only slightly. The OAL countries had a similar

Median 31.0 25.4 27.7 experience. The NAL+ countries experienced a slight in-
crease in the early 1980s, followed by a decline in 1985-87,

All countries 26 while in NAL- countries both the averages and medians rose
Average 31.3 27.7 28.9 in 1985-87. In general, in all the country groups except the
Median 33.4 27.0 27.3

Source: Intemational Monetary Fund (various issues).
Table 4-12. Real Wage Index in Construction

expenditures declined steadily. The EIAL median followed (1980 =100) ___

a similar pattem. In the OAL and NAL countries, the share Country 1970-80 1981_84 1985-87

of wages fell in the early 1980s during the recession but then EIAL
recovered somewhat in the 1985-87 period. Thus, part of Bolivia 99.5 53.2 n.a.
the adjustment in the EIAL countries was a compression of Chile' n.a. 102.6 90.3
the govemment wage bill throughout the 1980s through Costa Rica 83.6 83.1 110.5

decreases in either wages or employment, the aim being to Ghana 121.1 54.2 n.a.

restore the fiscal accounts. Kenya 134.0 94.6 80.3Korea 74.8 82.8 113.1
Data on real wages in construction are often used as a Malawi 117.1 74.4 59.7

proxy for the wages of unskilled labor in urban areas. Wage Mauritius 91.5 98.9 102.4
indexes for construction are displayed in table 4-12 (data for Mexico 100.1 91.0 n.a.
all three time periods were available for only 15 countries.) Philippines' n.a. 93.6 73.7

Four EIAL countries--Chile, Kenya, Malawi and the Phil- Thailand n.a. 111.9 185.84
ippines-had lower real construction wages in 1985-87 Turkey 149.9 100.8 n.a.
than in 1981-84, and four EJAL countries-Costa Rica, Zanbia 94.2 86.8 n.a.
Korea, Mauritius and Thailand-had higher ones in the OAL
latterperiod. When comparing 1985-87 with 1970-80, three Bangladesh 129.0 83.3 n.a.
of six EIAL countries had higher real construction wages in Burundi 88.4 91.2 82.7
the 1985-87 period. Of the OAI. countries, two had higher Honduras 89.4 201.7 i28.8
wages in the 1985-87 period relative to the 1970-80 period, Hungary 100.7 101.3 104.8

and three had lower real wages. The same pattern applied in Sierra Leone 114.4 72.4 31.6
the five NAL countries. All three country groups had both Yugoslavia 99.9 68.7 78.1

increases and decreases in real construction wages, and this Zimbabwe 95.1 106.7 n.a.
small sample suggests that adjustment lending was not re- NAL
lated to the movements of real wages in construction. Jordan 102.4 118.3 n.a.

The data on real construction wages were tested to see Myanrar 109.7 108.9 96.2

whether there were any significant deviations from trend Peru 100.5 86.2 84.1

growth during the loan years in any of the countries. Table Portugal 95.9 98.8 84.8
4-13 shows that 6 of 13 EIAI, countries had significant Sri Lanka 102.3 152.1 178.5
deviations:"8 Bolivia and Thailand had positive shifts during Trinidad and Tobago 84.3 121.7 113.1
the loan years, Ghana, Malawi, Turkey and Zambia had n.a. Not available.

a. 1983 = I100..
negative shifts. The declines in construction wages during b. 1983= 100.
the loan years were probably the result of fall-offs in invest- Sowuce: International Labour Organisation (various issues [1980, 19881)
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NAL- group, the average price of food rose at a slower pace Table 4-13. Significant Deviations from Trend Growth
dtan did the overall consumer price index. This trend sug- during the Loan Years for the Construction Wage
gests that the poor, for whom food accounts for a large share (percent)
of their expenditures, did not suffer excessively from price EIAL countries
increases relative to other income groups. On the other hand, Bolivia 30.5
the tolerance of the poor is much lower, and any negative Ghana -37.0
impacts have a large effect on them. Malawi -15.6

To sum up, the urban labor indicators show that the share Thailand 90.4
of manufacturing wages in GDP dteclined in 7 of 20 coun- Turkey -40.5
tries during the loan years and that both the averages and Zambia -31.6
medians for the EIAL countries were lower in 1985-87 than OAL countries
in the 1970s. Government wage earners also suffered de- Sierra Leone -56.4
clines in their wages and/or employment in 1985-87 in the Note: Countries with insignificant shifts

EIAL countries. However, these declines may have been EIAL: Chile, Costa Rica, Kenya, Korea, Mauritius, Mexico,
necessary if the previous levels were not sustainable or OAL BundiaGuyana,Hungary, Yugoslavia,Zimbabwe.
competitive. The evidence for consTruction workers is mixed: Source: International Labour Organisation for the data on construction
in about half the countries real wages rose, and in 12 of 19 wages; World Bank (1990b, table annex 5.5) for the loan years.
countries there were no significant deviations from trend
growth during the loan years. Finally, food prices did not assess whether reference to the eighties as "the lost decade
rise faster than the general consumer price index did in most of development" was justified. Finally, the study assessed
country groups, an important point for the poor. whether, during the 1980s, the trends in social indicators

differed significantly between adjustment lending countries
Social Indicators 19 and other countries.

This part of the chapter is organized as follows. The
The second part of this chapter looks at trends in social growth rates in per capita private consumption are presented
indicators and compares the performance of countries that first, followed by an analysis of govemment expenditures on
received Bank lending in support: of adjustment programs welfare. Health-related indicators such as infant and child
relative to countries that did not. The indicators examined Table 4-14. Ratio of the Food Price Index to the
are per capita real private consumption, government expen- Consumer Price Index
ditures on the social sectors, and social indicators such as Consumer_Price_Index
infant and child mortality, immunization, nutrition and edu- Country Nwnber of

cational performance. classification countries 1970-80 1981-84 1985-87

While many of the social indicators are expressed as EIAL 22
country averages, they still provide information about the Average 1.01 1.00 0.97
poor. The reason is that the non-poor usually have access to Median 1.01 0.99 0.99
social services before the poor. If the percentage of non-poor OAL 15
in the population is less than the percentage of the popula- Average 1.00 1.00 0.99
don with access to social services, then some of the poor are Median 1.00 1.00 0.99
being reached. At this point, most of the movement in the NAL+ 10
indicator will reflect changes in the welfare of the poor. Average 1.00 1.01 0.98

It is not clear a priori whether the poor will be hurt more Median 0.99 1.01 0.972
or less by the adjustment policies than they will be without NAL- 10

them. However, in general the reductions in expenditures Average 0.99 .98 1.02
associated with adjustment policies are likely to reduce the Media 0.99 .99 1.02
level of welfare. Therefore, as a lirst step the study investi- NAL 20
gated to what extent the reductions in expenditures were Average 1.00 1.00 1.00
reflected in private consumption and government expendi- Median 0.99 1.00 1.00
tures and whether the trends differed between adjustment All countries 57
and non-adjustment lending countries. Average .o00 1.00 0.99

As a second step, the study took another look at the Median 1.00 1.00 0.99
current evidence on trends in socioeconomic indicators such
as infant mortality and nutrition iin the developing world in pSrce index and Intemational Mogneit (various issues) for the food
the 1980s. These trends were compared with the 1970s to index.
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mortality, immunization and nutrition are discussed next. 1985-88, that were associated with adjustment lending. Fur-
Finally, primary school enrollment is discussed. thermore, this group had the highest rate of growth in 1985-

88 of the four adjustment lending groups.
Growth Rates in Private Conswnption In the EIAL countries, per capita real private consump-

tion appears to have been protected, relative to other coun-
Private consumption is defined here as the market value of tries, during the 1985-88 period. The relative increase in
all goods and services purchased or received, including in- consumption was made possible by a relative decrease in
come in kind, by households and non-profit organizations. It investment.21 The growth in per capita real consumption was
excludes purchases of dwellings but includes imputed rent 2.5 percentage points higher in 1985-88 than in 1981-84,
for owner-occupied dwellings. having almost recovered to the levels of 1970-80. At 1.4

Table 4-15 presents the growth rates of real per capita percent, the average rate of growth of per capita consump-
private consumption, which were calculated using private tion in the EIAL countries was higher than the average rates
consumption in constant local currency. The aggregations of for the OAL, NAL+ and NAL- groups in 1985-88. The low-
growth rates are simple arithmetic averages across coun- income EIAL countries increased their rate of growth by 3.6
tries. The table indicates that in all developing countries, real percentage points, whereas the OAL countries had a slight
per capita consumption grew by 2.1 percent in the 1970-80 decline in their average rate of growth of consumption from
period and declined by 0.4 percent in the 1981-84 period 1981-84 to 1985-88, with decreases in the growth in per
and showed no improvement in 1985-88. When the perfor- capita consumption in the middle-income OAL countries
mance of countries grouped by their adjustment lending and increases in the low-income OAL countries. The NAL+
slatus is compared, it is notable that only the EIAL countries countries continued the positive growth of their per capita
showed improvements over the two periods, 1981-84 and consumption throughout the 1980s, while the NAL- coun-

tries had significant declines. It is also worth noting that this
Table 4-15. Annual Growth Rates of Real Per Capita relatively optimistic picture for the EIAL countries in 1985-
IPrivate Consumption 88 was not the result of just a few very good performers: 18
(percent) of the EIAL countries had positive growth in per capita

C'ountry Number consumption, while only 6 countries experienced negative
classift- of 1970-80 1981-84 1985-88 growth. This pattern contrasts with the distribution in the
cation 0 countries growth (+1-)I growth (+1-)I growth (+1-)' early 1980s, when 9 EIAL countries had positive growth

ELAL 24 1.5 (1717) -1.1 (9:15) 1.4 (18/6) and l5hadnegativegrowth.TheOALandNALgroupssaw
LIC 11 0.1 (6/5) -2.6 (2:9) 1.0 (7/4) little or no change in the distribution of countries with posi-
MIC 13 2.7 (11/2) 0.2 (7:6) 1.8 (11/2) five and negative growth in consumption in the two periods

OAL 23 1.6 (19/4) 0.2 (11:12) -0.1 (12/11) in the 1980s.
LIC 12 0.7 (9/3) -0.1 (6:6) 0.5 (8/4) When the EIAL countries are compared with all other
MIC 11 2.6 (10/1) 0.5 (5:6) -0.9 (4n7) countries, they show higher growth in consumption in the

NAL+ 12 3.5 (12/3) 1.4 (8:7) 1.1 (8n7) 1985-88 period as compared with other periods. This result
LIC 4 2.8 (3/1) 3.3 (4:0) 1.5 (3/1) also holds after controlling for pre-program conditions and
MIC 8 3.8 (9/2) 0.4 (4:7) 0.9 (5/6) the evolution of such external economic conditons as changes

NAL- 15 2.8 (9/3) -1.7 (3:9) -2.9 (3/9) in a country's terms of trade, intemational interest rates and
LIC 5 OA (213) -1.4 (1:4) -1.0 (2/3) net foreign financing.21 When these factors are controlled
MIC 10 4.0 (7/0) -1.9 (2:5) -3.9 (1/6) for, the adjustment programs raised the average annual rate

All devel- of growth of per capita real consumption by 3 percentage
oping 74 2.1 (57/17) -0.4 (31:43) 0.0 (41/33) points in the EIAL countries relative to the OAL and NAL

a. Data for Chad, Gabon, Gambia, Guinea, Lesotho, Mozambique, Nepal, CountreS when comparing 1985-88 with 1970-80.
Oman, Poland, Sierra Leone, South Africa, Tanzania, Uganda and Yemen There are important differences in performance among
People's Democratic Republic are missing, so that 74 countries are left. the EIAL countries. When comparing 1985-88 with 1970-
b. EIAL countries are early-intensive adjustment lending countries and 80, per capita consumption grew more rapidly in Zambia,
OAL countries are other adjustment lending countries. The non-adjust- Madagascar, Korea, Tanzania and Chile than was predicted
ment lending (NAL) countries are divided into those whose per capita
real GDP increased from 1981 to 1988 (NAL+) and those where it by their pre-program conditions, the size of their external
decreased (NAL-). The low-income comntries (LIC) are those that re- shocks and their participation in adjustment programs. The
ceived IDA loans in FY89, the middle-income countries (MIC) those that largest underperformers in the EIAL group were C6te
diid not. d'Ivoire Madagascar Mauritania MgeriaandMexico l
c. The ratio is the number of countries wnith positive growth rates to the d M M
number of countries with negative rates. of whose rates of growth in per capita consumption were
Source: World Bank. below the predicted values.
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The rest of this chapter shows the extent to which the The data on govemment expenditures, which are ob-
picture sketched by this aggregate welfare measure-per tained from the IMF's Government Finance Statistics (Inter-
capita consumption-is reflected in other, more direct mea- national Monetary Fund, various issues), contain, as noted,
sures of living conditions, such as infant and child mortality, only the central government's expenditures. The data were
nutritional well-being and access to education. Before tum- classified in three categories: education services; health ser-
ing to that exercise, however, it is useful to look at how vices; and. other welfare. The category "other welfare" in-
government expenditures on welfaxe programs were affected cludes expenditures on social security and welfare affairs
during the adjustment period. and services, housing and community affairs and services,

and recreational, cultural and religious affairs and services.
Social Welfare Expenditures Table 4-16 presents total non-interest govemment ex-

penditures as a proportion of GDP and expenditures on
In most developing countries the public sector plays the education, health and other welfare as a proportion of total
dominant role in financing social welfare programs. In the govemment expenditures less interest payments for the three
seventies the public sector grew rapidly in almost all coun- periods 1970-80, 1981-84 and 1985-87. Data were avail-
tries, but in the eighties many developing countries engaged able for only 10 EIAL countries, 5 OAL countries and 5
in programs aimed at reducing fiscal imbalances that re- NAL countries.23 Central govemment non-interest expendi-
quired a mixture of revenue expansion and expenditure re- tures increased slightly as a proportion of GDP from 1970-
duction. Although stabilization and adjustment programs 80 to 198.1-84 but then decreased by 1.3 percentage points
are not usually explicit in specifying the focus for cuts in in 1985-87 on average for the 10 EIAL countries. On aver-
expenditures, it is believed that the social sectors are often a age, from 1981-84 to 1985-87 these expenditures declined in
prime target. There is growing concern that if this assump- the OAL and NAL countries as well. Thus, most countries
tion is true, adjustment programs could have adverse effects compressed their expenditures relative to GDP as required
on the most vulnerable population groups. to restore itheir macro balance.

Data were available on the expenditures of the consoli- The share of total public spending on education and
dated central government. However, caution is needed in health in total government expenditures, less interest pay-
interpreting changes in the shares of the central govemment ments, in the EIAL countries increased slightly from 22.3
budget as indicators of the level of social services delivered percent in 1970-80 to 24.4 percent in 1981-84 and then
in total and to the poor for two reasons. First, the improved decreased to 22.4 percent in 1985-87. Most of the decline in
policies associated with structural adjustment programs may the mid-1980s was the result of reductions in the share of
call for better targeting and cost-recovery measures that education: 6 of 10 EIAL countries experienced declining
allow budget-cutting along with sustained or increased pro- shares for education, and 4 of 10 EIAL countries showed the
vision of social services, especially for the poor. This policy same patterm for health shares. The average share of expen-
approach is possible because typically the middle- and up- ditures on other welfare programs increased from 16.8 per-
per-income classes have been the nmost likely to use the bulk cent to 17.1 percent in the EIAL countries during the 1980s04

of the social services and transfers: in many cases, services The OAL countries also had a decreasing ratio of non-
such as hospital care and university education account for 80 interest public expenditures to GDP in the 1980s. However,
percent or more of government social outlays. These types the shares for their social sectors increased on average. The
of services benefit just 20-30 percent of the people, most of NAL countries upped the share of their expenditures on
them urban. Thus, budget cuts and improved access by the health and education in the 1980s but decreased it for other
poor are possible simultaneously.,2 Second, there may be welfare.
reallocations of social expenditures between central and There are some interesting differences across the coun-
regional governments that the data, which deal only with tries. Although Mexico had a significant decline in its share
changes in central government expe-nditures, do not pick up. of non-interest expenditures in GDP, it increased its share of

Two sets of questions are addressed here. The first is spending on both education and health in the 1980s. Mo-
whether government expenditures as a proportion of GDP rocco had a similar experience. Togo went in the opposite
fell in the 1980s. If so, was the fall greater in adjustment than direction: it increased its share of non-interest expenditures
in non-adjustment lending countries? The second is whether and significantly decreased its shares for education and health.
there is substantial variation in the proportion of total gov- Chile demonstrates that the data on shares of expendi-
emment expenditures allocated to health, education and other tures need to be treated with caution. While the shares for
welfare programs. Did these ratios decrease or increase be- education and health declined in the 1980s, improved target-
tween the periods 1981-84 and 1985-87? If so, were the ing and reallocations within education and health increased
changes different in adjustment ancl non-adjustment lending the level of social services provided to the poor. Costa Rica
countries? provides another example. Expenditures for both health and
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Table 4-16. Government Expeniiture and Welfare Expenditure Shares
(percent)

(G-int) '/GDP Educationl(G-int)a Healthl(G-int) Other bl(G-int)x

Country 1970-80 1981-84 1985-87 1970-80 1981-84 1985-87 1970-80 1981-84 1985-87 197040 1981-84 1985-87

EIALc
Chile 31.4 31.1 28.1 15.0 14.5 13.7 7.8 6.5 6.4 34.4 46.4 46.7
Costa Rica 19.6 19.6 21.9 29.5 22.9 19.2 13.4 29.9 23.2 25.2 19.7 26.7
Korea 15.2 16.0 14.9 16.8 20.6 19.7 1.3 1.5 1.9 7.6 8.8 8.7
Mauritius 22.0 22.5 18.7 15.7 19.1 16.9 9.0 9.4 9.6 26.5 27.4 24.8
Mexico 12.6 1ou.1 13.0 19.8 18.1 19.3 4.5 2.0 2.6 25.6 19.6 20.0
Morocco 28.9 31.0 24.8 16.9 19.8 20.1 4.2 3.3 3.4 8.2 8.2 8.7
Pakistan 15.4 16.2 18.1 2.3 3.3 3.4 1.6 1.4 1.1 6.6 11.9 13.3
T'hailand 14.7 17.6 16.9 22.3 22.5 23.0 4.4 5.5 7.0 7.7 5.8 6.2
Togo 37.9 29.1 34.5 10.7 21.0 13.5 5.1 6.4 4.0 15.2 14.6 11.8
Turkey 23.0 22.7 19.9 19.6 14.2 13.1 3.1 1.9 2.4 4.9 5.4 4.3

Averaged 22.1 22.4 21.1 16.9 17.6 16.2 5A 6.8 6.2 16.2 16.8 17.1

OAL'
Hungary n.a. 53.0 54.8 n.a. 1.7 1.9 n.a 3.1 3.7 n.a. 26.2 27.9
Indonesia 18.2 20.6 20.0 8.7 9.9 10.8 2.2 2.6 2.3 2.4 2.4 2.8
Panama 28.3 28.6 26.1 18.7 16.3 19.6 15.5 18.2 19.5 14.8 18.0 22.1
Uruguay 22.5 24.6 20.6 10.7 7.3 7.4 4.4 3.7 4.8 48.3 54.7 54.8
Zimbabwe 29.1 31.1. 33.0 14.5 23.3 23.7 6.4 7.2 7.1 8.1 9.2 7.7

Averaged n.a. 31.6 30.9 n.a 11.7 12.7 n.a. 6.9 7.5 n.a. 22.1 23.0

NAL'
India 10.9 11.9 14.3 2.5 2.2 2.6 2.2 2.6 2.4 3.9 5.1 6.0
Oman 51.9 44.9 47.6 3.5 7.2 10.1 3.4 3.5 4.9 3.0 3.5 3.8
Sri Lanka 26.5 26.0 27.0 11.9 9.4 9.7 6.6 5.0 5.2 26.0 16.3 13.0
Venezuela 18.2 20.9 18.5 17.3 19.4 22.1 10.2 8.9 10.7 10.5 14.5 12.9
'Yemen Arab Rep. 22.6 37.9 28.9 8.2 16.3 19.9 3.2 4.3 4.2 2.3 2.0 2.2

Averaged 26.0 28.3 27.3 8.7 10.9 12.9 5.1 4.9 5.5 9.1 8.3 7.6

n.a. Not available.
a. (G-int) is consolidated central govemment total expenditures less total interest payments.
b. "Other" expenditures are for social security and welfare, housing and community affairs, and recreational, cultural and religious affairs.
c. Countries were selected if they had complete data for 1981-86.
d. Averages were calculated if there were 11o missing data.
Source: Intemational Monetary Fund (various issues).

education declined between the periods 1981-84 and 1985- However, this does not imply that the health sector suffered
87, whereas other welfare expendiitures increased from 19.7 discrimination on account of the crisis. The study found that
percent to 26.7 percent. A large portion of this increase came the sector neither systematically suffered a reduction of its
about through increases in social security payments. This relative share of the reduced total product nor was given less
substantial reallocation of public welfare resources will have priority by the national governments.
implications that should be explored further. A recent paper by the IMF examined whether the fiscal

A recent study by the Pan American Health Organization adjustment required by most countries since the late 1970s
(PAHO) (1989) that looked at the effect of the economic led to a significant shift in expenditure priorities. The meth-
crisis of the eighties on public Ihealth expenditures also odology was to calculate an "expected" expenditure share
revealed the heterogeneity in health expenditure pattems in (of GDP) for each country and to compare this share with
five Latin American and Caribbearn countries (Mexico, Hon- the actual one. ("Expected" shares control for demand fac-
duras, Ecuador, Brazil and Uruguay). The study concluded tors such as changes in the population profile, technology
that there definitely was a crisis of resources for health at the and budget constraints.)
central govemment level. In the t:pical case, the pre-crisis In the EIAL countries, the average actual shares of ex-
expenditure per capita still had not been regained in 1986. penditures for education in 1984-86 were 7-10 percent higher
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than what would have been expected, and actual health Table 4-17. Infant Mortality

expenditures were 11-16 percenii higher on average than (percentage decline)
what would have been expected (Heller and Diamond 1989). Country Number of
A recent study (Sahn 1989) on the implications of the effect classification b countries 1977-82 1982-87
of macroeconomic adjustment on poverty in Sub-Saharan EIAL 23 -13.1 -11.6
Africa found no conclusive evidence to suggest that coun- LIC 11 -8.6 -8.7
tries reduce govemment expenditures, either in real terms or MIC 12 -17.3 -14.2
as a percentage of GDP, as a consequence of receiving OAL 27 -8.9 -9.7
adjustment loans. In those countries where there had been a LIC 17 -6.0 -7.8
compression in govemment spending in the 1980s, it gener- MIC 10 -14.0 -12.9
ally pre-dated the beginning of the adjustment process. NAL+ 12 -12.8 -13.1

The data here did not show an overall reduction in gov- LIC 5 -12.4 -11.7
emment expenditures as a percentage of GDP (not shown in MIC 7 -13.1 -14.2
the table), but when interest payments are deducted from the

expenditures, the resulting non-interest expenditures showed LIC 6 -5.8 -7.2
a decline as a percentage of GDP in most countries and in all MIC 11 -12.6 -13.9
country groups in the 1980s. The shares of expenditures on
health and education increased in the NAL countries. How- All developing 79 -11.0 -11.1

ever, most EIAL countries experienced a fall in the shares of Note: The: data for China, Costa Rica, Ghana, Greece, Hungary,
expenditures on education and health. Mozambique, Poland, Portugal and Yugoslavia are missing.

These ecline are cuse fo concen. Greter emhasis a. T'he infant mortality rate is the number of deaths before the age of 12These declines are cause for concern. Greater emphasis months per 1,000 lve births.
needs to be given to the protection of the social sectors b. EIAL countries are early-intensive adjustment lending countries and
during adjustment to avoid further deterioration. Because OAL countries are other adjustment lending countries. The non-adjust-
providing health and education services is an investment in ment lending (NAL) countries are divided into those whose per capita

real GDP increased from 1981 to 1988 (NAL+) and those where it
human capital, greater emphasis is fully compatible with decreased (NAL-). The low-income countries (LIC) are those that re-
adjustment policies that aim at long-term sustainable growth. ceived IDA loans in FY89, the middle-income countries (MIC) those that

did not.
Infant and Child Mortality, and Immunization Source: World Bank database.

Life expectancy is perhaps the single most comprehensive mortality rate as a measure of a country's living conditions.
indicator of a population's health status. It is the result of a The infant mortality rate reflects the differences across coun-
large number of inputs that affect longevity in a complex tries in weaning practices (longer/shorter than 12 months),

and, as yet, poorly understood way. Many of these inputs which put newborns at risk at different times in their life.
(for example, adult literacy) are by their very nature resilient Thus, the child mortality rate may be more robust.
against fluctuations in living conditions in the short run. Hill and Pebley (1988) took a careful look at the UN
Other inputs may, however, be more dependent on current child mortality statistics and eliminated imputations and
economic conditions (for example, funds for immunization data of idubious quality. The data were grouped into the
programs). It is plausible that infant and child mortality are various country categories (EIAL, OAL and NAL), includ-
more dependent on such inputs than adult mortality is, so ing only those countries for which at least the change in
that the former indexes may be more sensitive to economic child mortality from 1970-75 to 1975-80 and 1975-80 to
fluctuations than the latter. 1980-85 could be calculated. That procedure yielded just 28

The aggregate values of the infant mortality rates (num- countries (table 4-18). Of the 10 EIAL countries in this
ber of deaths before the age of 12 months per 1,000 live group, 4 (Brazil, Chile, Colombia and Senegal) showed a
births) show a monotonic decline during the 1977-87 period faster pace of improvement in the eighties than in the seven-
(table 4-17). In the EIAL country group, the rate of decline ties. The Philippines, Costa Rica, Mexico, Thailand and
from 1982 to 1987 was slower than the decline from 1977 to Turkey continued to show a reduction in child mortality in
1982. This result, however, is attributable to one country: the eighties, but the pace of progress was lower than that in
Chile had a 13 percent drop in its infant mortality rate in the seventies. Of these five, two had mortality rates under 60
1982-87, after a 50 percent drop in 1977-82. When Chile is per 1,000 births in 1980-85, a level at which further large
excluded, the average decline in the EIAL countries was declines in child mortality may become more difficult to
higher in the 1980s than in the laie 1970s. attain. Ghana is the only country that showed an increase in

Some demographers prefer to use the child mortality rate child mortality, but it is unclear whether the change occurred
(the number of children per 1,0t)0 live births who die be- before or after the country started its adjustment program.
tween the ages of 0 and 5 years) rather than the infant Of the 10 NAL countries in the sample, 4 improved more
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Taible 4-18. Child Mortality,, although improvement was badly needed. In general, progress
(percentage decline) was slowest in countries that had high initial mortality lev-

1960-65 1965-70 1970-75 1975-80 els.
to to to to 1980-85 Finally, the newest, and probably the most reliable, data

Country 1965-70 1970-75 1975-80 198085 level in this area come from the Institute for Development's De-
EIAL mographic and Health Surveys (DHS)3' Table 4-19 shows
Brazil 8.6 10.1 14.4 19.6 86 infant mortality rates as calculated from the DHS for se-
Chile 17.6 29.5 34.2 46.2 28 lected countries. Two observations stand out. First, the lev-
Colombia 11.9 25.2 28.1 34.4 42 els were generally much lower than those published by the
Costa Rica 21.4 27.3 45.3 31.4 24
C,hana 10.1 11.2 13.8 -6.7 160 World Bank in its World DevelopmentReports WDR), the
Mexico 11.0 11.5 :13.0 11.5 77 implication being that progress may actually have been faster
Philippines 10.9 11.4 11.9 6.7 83 than that indicated by the WDR data. Second, in all the
Senegal 0.0 2.5 12.0 13.2 210 countries listed in the table, the decline in infant mortality
Thailand 13.2 22.9 23.1 21.4 55 appears to have been very large and to have continued
Turkey 13.8 10.7 :13.6 11.3 141 during the eighties.

OikL If living conditions in some developing countries de-
Argentina 5.6 14.7 :17.2 12.5 42 creased during the 1980s to the point that the life of a
Bangladesh n.a. 0.0 3.1 2.7 215 newborn was being threatened, the data do not reflect that
Ecuador 10.9 12.8 :14.7 22.4 90 fact. There also does not seem to be a link between progress
Indonesia 10.7 12.9 :16.6 16.4 122 against child mortality, or lack thereof, and the adjustment

Panama na. n1a. 7.1 99 27127 lending country categories. The apparent lack of a relation-
Uganda 9.4 6.8 5.0 -8.8 185 ship between infant and child mortality and economic con-
Uruguay -1.9 3.7 5.8 30.6 34 ditions is not a new result. It is consistent with the historical

NAL evidence on pre-industrialized England. The recent experi-
Elotswana 6.1 14.2 21.1 33.3 70 ence of improving mortality indicators during Chile's severe
D)ominican recession in the seventies is another example.
Republic n.a. n.a. 25.8 10.2 88 Nevertheless, there is still reason for concern. The exces-

Egypt n.a. 14.3 18.3 15.3 166 sive mortality of newborns, as reflected in infant mortality
Guatemala n.a. 16.1 14.2 15.1 118 rates of well above 100 in most low-income countries, is
Haiti n.a. n.a. 10.8 8.7 189 appalling given the availability of technologies that are both
Jordan 27.3 15.6 17.4 19.7 61 affordable and. easy to implement (for example, immuniza-
Liberia 5.1 1.4 11.6 9.5 220
Malaysia 20.9 13.9 :25.8 10.9 41 tion and oral rehydration). Indeed, it is the steady progress in
Feru 11.0 18.0 7.5 23.8 112 the use of these techniques that lies behind the observed
Trinidad achievements.
and Tobago 5.7 26.0 13.5 12.5 28 Table 4-20 shows that all country groups increased their

n.a. Not available. immunization coverage in the eighties for measles and polio
a. The child mortality rate is that number of deaths between the ages of 0 but that some countries in every grouping saw their progress
and 5 years per 1,000 live births. eroded (World Health Organization 1989b). On average,
Source: Hill and Pebley (1988). immunization coverage for measles and polio increased be-

rapidly in the 1980s, while 6 improved more rapidly in the tween 1981-84 and 1985-88 in the 18 EIAL countries for
1970s than in the 1980s. which there were data. With wide variations around the

Generalizations on the basis of this small sample are mean, coverage for measles declined in four EIAL coun-
difficult to make. The contil-u-d progress during the eighties tries, for polio in six countries. The declines in coverage
is perhaps the most strikin f nding. The increased speed of were similar in the NAL countries and less common among
progress in 11 out of the 2.8 countries is also noteworthy. the OAL countries. The general picture shows immuniza-
The apparent lack of a relations]hip between adjustment tion increasing almost everywhere, probably accounting for
policies and trends in child mortality is another significant much of the continued decline in infant and child mortality.
finding: both EIAL and NAL cGuntries had increases and However, more information is needed to get a full picture of
decreases in the pace of improvement in the 1980s. what happened to the quantity and quality of health services

Perhaps the most important observations relate to indi- delivered to people in adjusting countries.
vidual countries. For instance, progress seems to have slowed These data on infant and child mortality and immuniza-
in Costa Rica, but child mortality there was already very low tion show that the general positive correlation between long-
(24/1,000). The same cannot be said for Bangladesh and run economic development (as measured by long-run growth
Uganda, where progress, already slow, slowed even more, trends in per capita GNP) and social progress (as indicated
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Table 4-19. Comparison of Infant Mortality Rates by Demographic and Health Surveys (DHS), World Bank (WB)
and United Nations (UN)

1971-75 1976-80 1981-86

Country DHSa WB b UN' DHS UN DHS WB d UN

Burundi 100 132 135 103 130 75 115 124
Liberia 192 112 155 164 143 144 89 132
Mali 170 196 203 156 191 108 133 180
Senegal 120 157 162 97 154 86 124 142
SriLanka 40 37 56 39 48 25 29 39
Thailand 55 60 65 41 56 35 51 48
Morocco 104 115 122 92 110 73 93 97
Dominican Republic 80 88 94 75 84 68 51 75
Ecuador 97 87 95 72 82 58 50 70
Guatemala 92 87 95 86 82 73 66 70
Trinidad and Tobago 47 28 30 37 26 26 29 24

a. For DHS, 1971-75 soinetimnes covers 1972-76 or 1972-77.
b. For the World Bank, 1971-75 refers to 1975.
c. For the United Nations, 1976-80 is 1975-80 and 1981-86 is 1980-85.
d. For the World Bank, 1981-86 refers to any year between 1981 and 1986.
Source: van der Gaag, Makonnen and Englebert (1991).

by a reduction in child mortality and increase in immuniza- tuations: nutrition and education. The trends to be discussed
tion) is not interrupted by temporary recessions. Short of are nutrition (caloric intake as a ratio of caloric requirement)
major'disasters such as famines and wars, the mortality can and protein intake, followed by primary school enrollment
probably only be affected by ihe long-run trends in eco- and student/teacher ratios.
nomic development. The reason is the large time lags in the
underlying chain of causal events. Furthermore, the increased Nutrition
availability of affordable, low-technology, life-saving inter-
ventions permits increased progress even in times of reces- In its Third World Food Survey, the FAO defined undernu-
sion. tition as inadequacy of diet, that is, a calorie intake that, if

The next two sections focu:s on two other aspects of continued over a long period, would result in either a loss of
living conditions that are more responsive to economic fluc- normal body weight or a reduction in physical activity or

Table 4-20. Immunization oi Children under Age One
(percent)

Polio Measles

Country Nwnber of lvg.for Avg.for Nunber of Avg.for Avg.for
classification' countries 1981-84 1985-88 Difference countries 1981-84 1985-88 Difference

EIAL 18 54 63 9 19 38 55 16
LIC 6 27 39 12 7 30 43 8
MIC 12 68 76 8 12 42 63 20

OAL 18 29 46 16 20 37 49 11
LIC 11 17 35 18 11 25 34 8
MIC 7 49 63 15 9 51 66 15

NAL+ 10 42 50 8 9 27 41 13
LIC 4 20 35 15 3 3 25 17
MIC 6 56 60 4 6 39 49 10

NAL- 14 40 49 9 15 35 42 12
LIC 5 32 29 -3 6 45 34 -2
MIC 9 45 60 15 9 27 47 20

All developing 60 41 53 11 63 35 48 13

a. EIAL countries are early-intensive adjustment lending countries and OAL countries are other adjustment lending countries. The non-adjustment lending
(NAL) countries are divided into those whose per capita real G3DP increased from 1981 to 1988 (NAL+) and those where it decreased (NAL-). The low-
income countries (LIC) are those that received IDA loans in FY89, the middle-income countries (MIC) those that did not.
Source: World Health Organization (1989a).
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both. Malnutrition, a broader term, is defined as a deficiency degree of the inequity in food distribution. For instance,
in one or more specific essential nutrients. Indian data suggest that the average energy supply for rural

A common method for determining undemutrition at the areas should be about 20.6 percent above the average energy
aggregate level is to compare average per capita calorie requirement, whereas the corresponding figure for urban
intake with the per capita caloric requirement.26 For this areas should be 11 percent to allow for the maldistribution of
purpose, the nutrition index is calculated as the actual aver- food supplies.
age per capita calorie intake relative to the required intake; a Second, the procedure used assumes that the distribution
negative number indicates a calorie intake below the re- of food supplies did not change during the recessionary
quired level and therefore the presence of undemutrition. period. However, this distribution is likely to become worse
Average per capita calorie intake is calculated by dividing during periods of food shortages, and the actual decrease in
the calorie equivalent of the food supplies in an economy by the degree of nutrition will be greater than is shown by the
the population. Food supplies comprise domestic produc- magnitude of the nutrition index. In such a situation of
tion, imports less exports, and changes in stocks; they ex- declining food availability, the poor are generally the first to
clude animal feed, seeds for use in agriculture, and food lost lose their entitlement to food.
in processing and distribution. The daily per capita calorie For most developed countries, the nutrition index varies
requirement refers to the calories needed to sustain a healthy between 15 and 40. If the index lies within this range, it may
person at normal levels of activity,, taking into account age be asserted that undernutrition is negligible. In a country
and gender, average body weight and environmental tem- where the index is lower than -15, the population can be
peratures. regarded as sulfering acute undernutrition. In the EIAL group,

The values of the nutrition index for the period 1980-86 the nutrition index worsened between 1981 and 1983 and
are presented in table 4-21. When interpreting these data, it then improvecd between 1983 and 1986 and ended up better
is important to bear the following points in mind. First, even than in 1980. The decline in the early 1980s occurred mainly
if the average per capita calorie intake of a country is exactly in the low-income EIAL countries; the middle-income EIAL
equal to its per capita requirement, some of the population ones saw a fairly consistent improvement in nutrition from
can still suffer from undernutrition because of a 1980 to 1986 (except for 1983). The OAL countries exhib-
m.aldistribution of food supplies. The United Nations Food ited a similar pattem, with decreases in nutrition from 1981
Conference in Rome in 1974 concluded that food energy to 1984 and improvement thereafter. The NAL+ countries
supplies in developing regions should be at least 10 percent significantly raised their nutritional status during the 1980s.
above the aggregate requirements to allow for maldistibution. Although the NAL- countries also improved their nutritional
This figure varies from country to country depending on the status (except for 1983), this was attributable to the middle-

Table 4-21. Nutrition a,b

(percent)

Counltry Number of
classification' countries 1980 1981 1982 1983 1984 1985 1986

EIAL 24 5.62 5.84 5.52 4.33 5.38 6.38 6.61
LIC 11 4.51 -4.43 -5.36 -7.35 -6.07 -4.82 -5.20
WIC 13 14.18 14.52 14.73 14.22 15.07 15.85 16.60

OAL 30 -1.98 -0.78 -1.17 -1.63 -2.80 -0.41 0.80
LIC 18 -9.75 -8.12 -8.91 -9.70 -11.64 -8.05 -6.62
MIC 12 9.68 10.23 10.44 10.49 10.47 11.08 11.93

NAL+ 14 7.73 8.32 8.84 10.07 11.17 12.00 12.30
LIC 5 -0.97 -0.26 0.68 3.69 3.98 5.10 5.39
MIC 9 12.56 13.09 13.37 13.51 15.16 15.84 16.14

NAL- 18 0.06 0.53 0.99 0.56 1.15 1.36 1.73
LIC 7 .12.57 -12.43 -12.54 -14.71 -14.26 -14.62 -14.33
MIC 11 8.09 8.77 9.59 10.28 10.95 11.53 11.96

All developing 86 2.15 2.82 2.78 2.40 2.58 3.88 4.49

a. Nutrition (N) is calculated as N = ((U-R)/R) x 100 where U is the average per capita calorie intake in a country and R is its average requirement.
b. The data for Oman and Zambia are missing.
c. EIAL countries are early-intensive adjustment lending countries and OAL countries are other adjustment lending countries. The non-adjustment lending
(NAL) countries are divided into those whose per capita real GDP increased from 1981 to 1988 (NAL+) and those where it decreased (NAL-). The low-
income countries (LIC) are those that received IDA loans in FY89, the middle-income countries (MIC) those that did not.
Source: Food and Agriculture Organization.
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income countries: the low-income NAL- countries experi- lending and the prevalence of malnutrition in Africa. In
enced a decline in nutrition from 1981 to 1985, Africa there were two broad trends: for one group of coun-

A review of changes in nutrition status in Africa shows tries-Benin (NAL), Burkina Faso (OAL), Ghana (EIAL)
no clear relationship between those changes and the country's and Togo (EIAL)-there was a rising incidence of malnutri-
status as EIAL orNAL. In 8 of 12 EIAL countries in Africa, tion to 1983-84, followed by a recovery to the pre-crisis
the nutrition index worsened between 1980 and 1983-84. In levels by 1986, and then, for Benin and Ghana, some wors-
10 of 12, it improved between 1983-84 and 1986. Even after ening in i987; and for the second group of countries-
an improvement, however, seven of the EIAL African coun- Lesotho (NAL), Madagascar (EIAL) and Niger (OAL)-
tries still had lower levels of nutrition in 1986 than in 1980. there was a trend of rising malnutrition. Given that each of
The 10 NAL countries in Africa (excluding South Africa) those broad trends was applicable to countries in every
look very much the same, with 6 showing deterioration lending group, it seems there was no clear relationship be-
between 1980 and 1983-4 and 5 showing improvements tween malnutrition and adjustment lending. (The data for
after 1983-84. In 5 of 10 African NAL countries, the situa- Latin America and Asia were more infrequent and were not
tion in 1986 was worse than in 1980. Only a few countries in comparable across countries.)
Africa managed steadily to imlprove their nutritional status What is perhaps most surprising is not the lack of evi-
during 1980-86, and they were in both the EIAL and NAL dence that adjustrnent programs have contributed to malnu-
groups. trition, but the failure of adjustment lending countries to

Fortunately, the food situation in other parts of the world performn better in this area than the non-adjustment lending
was not as grim as that in Africa. Although nutrition was countries did, many of which suffered equally severe reces-
poor in many other countries, particularly in South Asia, sions, drought and other extemal shocks. Given that some
there was a general trend toward improvement. India and severely constrained countries managed to improve their
China, the two largest countries in Asia, significantly re- nutritional status during the eighties, it appears that much
duced the extent of their undemutrition during the 1980s. more can be done to improve nutritional status in adjustmnent
Bangladesh, however, still had a high degree of undemutri- lending as well as non-adjustment lending countries.
tion. With the exception of the Yemen Peoples Democratic
Republic and the Yemen Arab Republic, all the countries in School Enrollment
the Bank's Europe, Middle East and North Africa Region
had adequate levels of nutrition In Latin America, the nutri- This section looks at changes in the educational status of the
don index was negative for 6 out of 22 countries. Among population as measured by primary school enrollment ratios.
those, Haiti, Bolivia and Ecuador had the most severe under- Table 4-22 presents the average gross enrollment ratios for
nutrition, despite a slight improvement toward the end of the various country classifications according to the adjustment
period. Changes in the degree of nutrition were generally loans received.
small in Latin America compared with other regions.27 There were wide variations in the enrollment ratios across

It could be argued that nutrition as defined here is not an developing countries. Those with extremely low ratios were
adequate index of the nutritional status of the population. Burkina Faso, Ethiopia, Guinea, Mali, Niger and Somalia,
Direct anthropometric measures such as height or weight for where only between 20 percent and 30 percent of the chil-
height would be preferable. Unfortunately, such data were dren were enrolled in primary schools. Among the EIAL
only available for a limited number of countries. The United countries, the average gross primary school enrollment rates
Nations recently published an update on the nutrition situa- declined from 94.2 percent in 1980 to 90.1 percent in 1985,
tion that contained informaticn on 33 countries (United in contrast to a rising average for all the other groups (data
Nations 1989). This report was a follow-up to the First were not available for the interim years). These declines in
Report on the World Nutrition Situation, which summarized enrollment reflect the effects of both the crisis and the early
its findings as follows: "In most parts of the world, nutrition phases of the adjustment programs. However, within the
has improved over the last 25 years...However, Sub-Saharan EIAL group country differences were significant. For ex-
Africa has suffered long-term declining food availability ample, in Pakistan the enrollment ratio declined from 1975 to
and increased malnutrition ......" (United Nations 1987). The 1980 and then improved from 1980 to 1985. Tanzania, a
update report concluded that, by and large, the long-term country that during the 1960s and 1970s had been known for
trend in child nutrition was one of gradual improvement. its outstanding educational performance during the 1960s
However, the report also showed that child nutrition can be and 1970s, had declining gross enrollment ratios (from 92.8
very sensitive to the disruptive effects of crises (such as percent in 1980 lo 72.2 percent in 1985). Zimbabwe made the
severe economic recession, political upheaval or drought), most progress, boosting its enrollment ratio from 1980 to

The update report provided data on the prevalence of 1985. This achievement can be attributed to a large increase
malnutrition for a few countries in Africa up to 1987. These in govemment expendiLures on education during the same
data revealed no systematic relationship between adjustment period.
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Table 4-22. Gross Primary Enrollment Ratio Table 4-23. Average Student/Teacher Ratio
(percern) Counlry

Country Number of classifi- Nunber of
classification countries 1975 1980 1985 cation' cowztries 1965 1970 1975 1980 1985

EIAL 25 83.2 94.2 90.1 EIAL 25 40.9 39.6 38.9 37.0 35,3
LIC 12 68.1 84.5 78.5 LIC 12 41.3 41.3 43.3 41.8 40.9
IvEC 13 97.1 103.1 100.8 MIC 13 40.5 38.1 34.8 32.5 30.2

OAL 26 69.9 73.5 80.1 OAL 27 39.6 38.4 39.0 37.9 37.5
LIC 15 49.7 51.9 55.3 LIC 15 42.2 41.5 43.5 41.8 41.9
MIC 11 97.4 102.8 114.0 MIC 12 36.3 34.7 33.3 32.9 32.0

NAL+ 15 81.7 87.8 97.9 NAL+ 14 39.2 36.3 35.4 33.9 33.8
LIC 5 75.5 85.1 99.6 LIC 5 48.2 43.0 42.8 45.5 45.0
MIC 10 84.8 89.2 97.0 MIC 9 34.2 33.0 31.7 29.2 28.2

NAL- 18 79.1 84.5 85.6 NAL- 18 41.6 42.4 41.6 40.9 35.3
LIC 7 56.1 64.0 64.0 LIC 7 48.0 47.4 49.3 52.0 42.0
MIC 11 93.7 97.5 99.3 MIC 11 37.5 39.2 36.6 33.8 31.1

All developing 84 77.9 84.5 87.4 All developing 84 40.3 39.2 38.9 37.6 35.8

Note: The data for Congo, Gambia, Guinea-Bissau and Guyana are miss- Note: The data for Gambia, Guinea-Bissau and Guyana are missing.
ing. a. EIAL countries are early-intensive adjustment countries and OAL are
a. EIAL countries are early-intensive adjustment lending countries and other adjustment lending countries. The non-adjustment lending (NAL)
OAL countries are other adjustment lending countries. The non-adjust- countries are divided into those whose per capita real GDP increased
mentlending (NAL) countries aredivided into those whose percapita real from 1981 to 1988 (NAL+) and those where it decreased (NAL-). The
GDP increased from 1981 to 1988 (NAL+) and those where it decreased low-income countries (LIC) are those that received IDA loans in FY89,
(NAL-). The low-incorne countries (LIC) are those that received IDA the middle-income countries (MIC) those that did not.
loans in FY89, the middle-income countries (MIC) those that did not. Source: United Nations Educational, Scientific and Cultural Organization
Source: United Nations Educational, Scieniific and Cultural Organization (UNESCO).
(UNESCO).

The OAL and NAL country groups on average improved answer this question without carrying out detailed country
their eirollment ratios between 1980 and 1985. In Mozambique studies. One possible explanation may be that the demand
(NAL), however, the enrollment ralio declined substantially, for education fell: when families are faced with falling in-
from 99.2 percent in 1980 to 85.8 percent in 1985. Oman comes, they withdraw their children from school to save on
(NAL) demonstrated the most improvement, mainly as a educational expenditures and to have the children contribute
result of a substantial increase in government expenditures to household income. This pattern may be especially true for
on education (its share of education expenditures in total low-income households whose time horizons are relatively
non-interest govemment expenditures increased from 7.2 short and who place less value on benefits that come several
percent in 1981-84 to 10.1 percent in 1985-87). years in the future.

It could be argued that the recession may have had the Whatever the reason, declining enrollment ratios are in-
mrost immediate impact on the quality of education rather consistent with long-term growth and development objec-
than on the quantity of enrollments, as indicated by the tives. As such, they are likely to be detrimental to the objec-
ratios. Here the studentteacher ratio, defined as the number tives of adjustment as well.
of students enrolled per teacher, was used as a proxy for the
quality of education. The average values of this ratio for Conclusions
dKifferent country classifications, lpresented in table 4-23,
show that the ratio improved substantially for the EIAL The evidence shows that changes in living conditions in the
countries. Because of the cuts in government expenditures short run do not appear to have been systematically related
on education that took place in the EIAL countries, the to adjustment lending. The short-run indicators of living
growth rate of teachers was likely to have declined. UNESCO conditions did not deteriorate in the EIAL countries, and the
data confirmed this point: the growth rate of primary school long-run indicators continued to improve because of past
teachers in EIAL countries fell from 4.2 percent in 1975-80 investments.
to 2.1 percent in 1980-85. This drop, combined with the The trends in the labor indicators do not provide conclu-
falling student/teacher ratio, implies that the growth rate of sive evidence of a systematic relationship between Bank-
students enrolled slowed even more. supported adjustment lending policies and negative effects

Why did the growth rate of students enrolled slow when on labor. However, in some countries, fornal labor, espe-
there were teachers available in the schools? It is difficult to cially in the manufacturing sector, bore a larger share of the
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burden than did other income groups. It is unclear whether the other two groups, the averages fell initially but then rose
this adjustment was a necessary rduction from unsustainably in the latter period. For construction workers, the data on
high levels or if formal labor in manufacturing was unfairly real wages were not conclusive, but in about half the cases in
burdened by the adjustment. each country group, the real wages rose from 1970-80 to

The specific conclusions to be drawn from the labor 1985-87. In 12 of 19 countries, there were no significant
indicators are as follows. Data on the economy-wide com- deviations of real construction wages from trend growth
pensation of employees as a share of total GDP reveal that during the loan years. For the other seven countries, two had
the average for the EIAL countries fell by more than that in positive shifts during the loan years. Finally, the data on the
other country groups. However, the EIAL median values, ratio of the food price index to the consumer price index
which may better reflect the "typical" country, did not fall showed that for all country groups except NAL- the aver-
from 1970-80 to 1985-87 as they did for the other country ages and medians fell in the third period to ratios lower than
groups. In 13 of 16 countries, growth regressions did not those in the late 1970s.
reveal significant deviations in the share of employee com- The review of trends in social indicators did not reveal a
pensation in GDP from trend growth during the loan years. discernible difference between adjustment lending and non-
While the data on unemployment were sparse, more than adjustment lending countries. EIAL countries showed more
half the EIAL countries experienced improvements in em- growth in private consumption during 1985-88 than did the
ployment in the 1985-87 pericd relative to the rates that non-adjustment lending countries. As to health indicators,
prevailed in the late 1970s. although the within-group variation was large, the overall

In the rural sector, the data on growth in per capita real trends in health indicators improved in all country groups:
agricultural purchasing power showed that both the aver- there were continuing declines in the rates of infant and
ages and the medians fell fromT 1970-80 to 1981-84 and child mortality; immunization coverage was increasing; and
then recovered in 1985-87 for the EIAL, OAL and NAL by and large the nutrition indicators were positive, with the
groups. However, between the second and third periods the notable exception of the Africa region, where about one-
EIAL average and median improved by more than those of third of the Sub-Saharan countries experienced a worsening
the OAL and NAL groups, and both the EIAL average and in nutritional status between 1980 and 1986. In summary,
median growth rates ended up higher than in the 1970s. Real regardless of their adjustment status, developing countries
wages in agriculture improved between 1970-80 and 1985- made progress in terms of social indicators during the eight-
87 in about half the EIAL countries, but the data were too ies. However, progress was slowest in those countries that
sparse for a comparison with other country groups. In 11 of already had the worst social indicators.
18 countries, during the loan years there were no significant The data on the shares of expenditures in the social
deviations from the trend growth in agricultural wages, and sectors and on enrollment ratios reveal some problems. Those
in the other 7 countries, about half had positive deviations for a few countries showed a decreasing ratio of govemment
during the loan years. non-interest expenditures to GDP. Closer examination of

In the urban sector, the data on the share of the wage bill government expenditures showed that the share of expendi-
in total value added in the manufacturing sector showed that tures on the social sectors also decreased in some of these
the averages and medians for all country groups fell between countries, especially the EIAL ones. This decline is particu-
1981-84 to 1985-87. However, in the EIAL countries the larly worrisome in the education sector, where the reduction
average and median in 1985-87 were lower than those in the in the share of education expenditures was accompanied by
1970s, and for the OAL and NAL groups the medians were a decrease in primary enrollment rates. If measures are not
higher. The average growth and median growth of real taken to protect government expenditures for the social sec-
wages in manufacturing were also lower for the EIAL coun- tors, some developing countries may face the erosion of one
tries than for the OAL and NAL countries in 1985-87. of the pillars of economic growth: human capital. This trend
Growth regressions reveal that for 13 of 20 countries, there is inconsistent with the objective of sustainable long-term
were no significant deviations from trend growth during the growth, which is central to adjustment policies.
loan years in the share of the wage bill in manufacturing. What do these findings suggest for future Bank-sup-
The other seven countries showed significant negative shifts ported adjustment policies? The fact that this paper is
during the loan years. unable Ito detect any discernible difference in the trends in

Government wage earners in the EIAL countries appear living conditions between adjustment lending and non-ad-
to have been affected by cuts in wages and/or employment. justment lending countries probably says more about the
These cuts were often required to restore fiscal budgets and usefulness of the specific country groupings than about the
remove distortionary wage differentials. The average and effects of any sets of adjustment policies on social out-
median for the share of government expenditures on wages comes. The important point is that, while there was no
and salaries out of non-interest expenditures fell continu- evidence that Bank-supported adjustment lending policies
ously for the three time periods for the EIAL countries. For per se had an adverse effect-with the exception of the
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decline in manufacturing labor's wage share in GDP and Appendix Table 4-1-i. Country Classification
declining primary school enrollment ratios in the EIAL coun- EIAL OAL NAL+ NAL-

tries-on any of the labor and social indicators examined, UC
the chapter did not find evidence that adjustment policies Bolivia Bangladesh India Benin
accelerate progress where it is most needed. These policies Ghana Burkina Faso Lesotho Ethiopia
should be faulted for that limitation, and the focus on long- Kenya Burundi Myarunar Haiti
term poverty reduction should be more integrated into the Madagascar Central Sri Lanka Liberia
SAL design. Malawi African Rep. Yemen Arab Mozambique

It is therefore recommended tha-t long-term objectives to Mauritania Chad Rep. Rwanda
reduce poverty (to achieve improvements in the labor and Nigeria China Yemen, PDR
social indicators) should be systematically integrated into Pakistan Gambia, The
adjustment programs. Despite the overall social progress Tanzania Guinea-Bissau
observed, the unacceptably high levels of mortality and Togo Guyana
mralnutrition prevailing in many developing countries raise Zambia Mali
the question whether more can be done to improve the Nepal
incomes of the poor and social conditions even during the Niger
transition to adjustment. The reconr shows that progress can Siera Leone
bea achieved and maintained under austere economic condi- Sudan
tions. Given the inefficiencies in the social sectors, there is Uganda
scope for improvements in social conditions without large Zaire
budgetary consequences. MIC

Compensatory interventions are required to mitigate the Brazil Argentina Botswana Algeria
transitory costs of adjustment on readily identifiable groups. Chile Congo, Cameroon Dominican
However, greater attention needs to be devoted to strength- Colombia People's Rep. Egypt, Arab Rep.
ening the analytic underpinnings of these interventions. The Costa Rica Ecuador Rep. El Salvador
longer than anticipated transition period of adjustment, C6te d'lvoire Gabon Greece Guatemala
coupled with the frequency and magnitude of compensatory Jamaica Honduras Jordan Nicaragua
interventions, may render the current ad hoc approach Korea Hungary Malaysia Paraguay
unsustainable. In parallel with the design of short-term com- Mauritius Indonesia Oman Peru

Mexico Panama Papua New South Africa
pensatory interventions, it is crucial that the emphasis on the Morocco Tunisia Guinea Syrian Arab
development of a longer term reduction in poverty be main- Philippines Uruguay Poland Rep.
tained through policies that improve the incomes of the poor Thailand Yugoslavia Portugal Trinidad and
and through economic and sector work and social sector Turkey Zimbabwe Tobago
lending. The aim of these measures is to guarantee sustain- Venezuela
able success against the correlates of poverty. Note: EIAL countries are early-intensive adjustment lending.

OAL countries are other adjustment lending.
NAL countries are non-adjustment lending, divided into
NAL+ whose per capita real GDP increased from 1981 to 1988 and
NAL- whose per capita real GDP decreased from 1981 to 1988.
LIC (low-income countries) are those that received IDA loans in FY89
and
MIC (middle-income countries) are those that did not receive such IDA
loans.
Source: World Bank (1990b).
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Notes 12. As Behrman and Deolalikar (1989) note, there may be
some offsetting effects, but they are unlikely.

1. Some recent empirical analyses of the poverty impacts of 13. National disposable income is a measure of the income
adjustment areBehrman and Deolalikar (1989), Blejer and Guerrero domestic residents have for consumption. It includes net factor
(1988), Bourguignon, Branson and de Melo (1988), de Janvry, income from the rest of the world (negative for high debt coun-
Fargeix and Sadoulet (1989), Glewwe and de Tray (1988 and tries) and net current transfers from the rest of the world and
1989), Kakwani (1989), Kanbur (1990), and Ravallion and Huppi excludes depreciation on capital. These data are from the United
(1989). Nations national accounts statistics.

2. Both Behrman (1988) and the just cited study, which is not 14. The real effective exchange rate depreciated from 107 in
available to the public, describe the difficulties in evaluating the 1981-84 to 79 in 1985-88 in the EIAL countries. See chapter 3,
impact of adjustment programs on income distribution and pov- "World Bank-Supported Adjustment Programs: Country Perfor-
erty. mance and Effectiveness," by Vittorio Corbo and Patricio Rojas,

3. The countries are categorized as early-intensive adjustment in this volume.
lending (EIAL) if they received at least two structural adjustment 15. Agricultural purchasing power is defined as the nominal
loans (SALs) or three adjustment operations (SALs or sector value added in agriculture (data from the World Bank), divided by
adjustment loans (SECALs]), with the first such loan having been the consumer price index (CPI) (from the IMF), divided by the
made prior to or during 1985. Other adjustment lending (OAL) rural population (from the World Bank).
countries are those that received loams after 1985 or received less 16. Rtural non-agricultural production generally moves in the
than two SALs or three adjustmeni operations. Non-adjustment same direction as agricultural production, a pattem that amplifies
lending (NAL) countries are those that did not receive any Bank the growth rates for rural incomes.
adjustment loans between 1980 and 1988. NAL+ countries are 17. See Chapter 3, "World Bank-Supported Adjustment Pro-
non-adjustment lending countries that had a positive annual rate of grams: Country Performance and Effectiveness," by Vittorio Corbo
growth in per capita real GDP from 1981-88; NAL- countries are and Patricio Rojas, in this volume, for the methodology and
those that had a negative rate of growth of GDP. Eighty-eight Maasland and van der Gaag (1990) for the regression results.
developing countries are categorized into these groups, as listed in 18. Significant at least at the 10 percent level.
appendix table 4-1-1. 19. This section is a reduced and revised version of Kakwani,

4. The loan years are defined as all the years during which a Makonnen and van der Gaag (1990), which was prepared as a
loan was disbursed. The first year of disbursement was included background paper for World Bank (1990b). The present section
because there were usually policy conditions that had to be met uses straight arithmetic averages across countries, whereas the
prior to Board approval of the loan. original paper used population-weighted averages. In addition,

5. Data availability for a country requires that each of the three here the focus is on the differences across countries when they are
time periods have at least two observations. This minimnum was grouped by adjustment lending category; regional averages are not
relevant for the third time period (1985-87), as most other time reported as was done in the original paper.
periods had more than two data points. 20. See chapter 3, "World Bank-Supported Adjustment Pro-

6. The underlying country-specific data for this and all subse- grams: C'ountry Performnance and Effectiveness," by Vittorio Corbo
quent tables are available in Maasland and van der Gaag (1990). and Patricio Rojas, in this volume, for an analysis of the invest-

7. See chapter 3, "World Bank-Supported Adjustment Pro- ment performance of adjustment lending country groups.
gramns: Country Performance and Effectiveness," by Vittorio Corbo 21. 'he methodology used is that developed by Vittorio Corbo
and Patricio Rojas, in this volume for a discussion of these meth- and Patricio Rojas in "World Bank-Supported Adjustment Pro-
odologies. The regression results were presented in Maasland and grams: Country Performance and Effectiveness," chapter 3, this
van der Gaag (1990). volume. The regression results for consumption are presented in

8. It is difficult to compare twc, distributions that cross. This Maasland and van der Gaag (1990).
difficulty is commonly encountered in comparisons of changes in 22. Furthermore, a reduction in total public and private expen-
the distribution of income over time. Different inequality mea- ditures on social services may not lead to an immediate reduction
sures are more sensitive to changes in different parts of the size in the amount of services provided. For instance, a freeze on
distribution than others, so that these measures can result in differ- wages fDr doctors and teachers may not reduce services at all in
ent conclusions about the changes in income distribution over the short run, although in the long run inadequate salary levels
time. See Chapemowne (1974). may severely lessen the quality of services. Maintaining employ-

9. See Corden (1985, chapter 2), who argues that labor is ment and salary levels by reducing funds for equipment, drugs,
likely to be negatively affected by devaluations. In addition to the school books and other essential complementary inputs could, on
expenditure-switching effect described in the text, real devalua- the other hand, hurt the poor who rely on public social services.
tions can be contractionary, a characteristic that may also affect 23. Countries were selected if they had social expenditure data
labor negatively. for the years 1981 through 1986.

10. This technique was used by ]3ehrman and Deolalikar (1989) 24. The average for the EIAL countries was affected by the
in their analysis of indicators in Jarnaica. large reallocation of social sector spending in Costa Rica. With-

11. The estimated growth equation is In X = a + bt + ct2 +JD out Costa Rica, the EIAL averages for the share of education in the
where X is the indicator, t is time and D takes the value of one in three tirne periods were 15.5 percent, 17.0 percent and 15.9 per-
the loan years. If the Durbin-Watson statistic indicates serial cent; foir health, 4.6 percent, 4.2 percent and 4.3 percent; and for
correlation, an AR1 correction is made. The impact of D on X is the "other" category, 15.2 percent, 16A percent and 16.1 percent.
calculated as e'- 1 and is reported in table 4-3 for countries with 25. DHS data are produced from actual surveys by the Insti-
statistically significant coefficients,! tute for Development, Columbia, Maryland.
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26. While the use of calorie norms to estimate the global Kakwani, N. 1990. "Poverty and Economic Growth with Applica-
number of adequately nourished people does have serious limita- tions to C8te d'Lvoire." Living Standards Measurement Study
tions, calorienorms can be usefully employed to assess the changes (LSMS) Working PapeT No. 63. Welfare and Human Re-
in the degree of nutrition at an aggregate level. sources Division. World Bank. Washington, D.C.

27. Per capita protein consumption was also examined. In Kakwani, N., E. Makonnen and J. van der Gaag. 1990. "Structural
general, protein consumption improved in all countries throughout Adjustment and Living Conditions in Developing Countries."
the eighties, with no apparent relationship between adjusting and Policy, Research and Extemal Affairs (PRE) Working Paper
Tnon-adjusting countries. no. 467. World Bank. Washington, D.C.

Kanbur, R. 1990. "Poverty and the Social Dimensions of Struc-
References tural Adjustment in C6te d'lvoire." Social Dimensions of

Adjustment in Sub-Saharan Africa, Working Paper No. 2.
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Comments

Jere R. Behrman there is scope for improvements in social indicators
without large budgetary consequences.

This paper presents a careful cross-country statistical analy- Compensatory interventions are required to miti-
sis of various indicators of living, conditions (in particular, gate ihe transitory costs of adjustment on readily iden-
labor and social indicators) in developing countries and tifiable groups. However, greater attention needs to be
looks at how changes in them might be associated with devoted to strengthening the analytic underpinnings
participation in World Bank-supported adjustment programs of these interventions ... parallel with the design of short-
in the 1980s. The approach focuses on comparing move- term compensatory interventions, it is crucial that the
ments in such indicators among three country groups: EIAL; emphasis on the development of a longer term reduc-
OAL; and NAL. tion in poverty be maintained through policies that

In their summary the authors' state that the evidence improve the incomes of the poor and through eco-
does not reveal much in the way of systematic relationships nomic and sector work and social sector lending. The
between Bank-supported adjustment programs and short- aim of these measures is to guarantee sustainable
run effects as measured by labor and social indicators. Among success against the correlates of poverty.
the labor indicators, the shares of employee compensation in
GDP and agricultural wages in GDP seem not to have been My comments on this paper are organized around sev-
significantly affected. The average and median growth rates eral broad topics: methodology; statistical issues; interpreta-
in real per capita rural incomes were higher in the EIAL tion of the results; conclusions; and the relation of this paper
countries in 1985-88 than they were in the 1970s, but the to some of the other concems raised in this conference.
share of the manufacturing wage bill in manufacturing value
added tended to be lower. Among the social indicators, the General Methodology
growth of per capita consumption was higher overall in the
EIAL than in the other countries, and the nutrition, immuni- Broadly speaking, the methodology is sensible and appro-
zation and mortality data indicated continued progress in all priate, with a commendable effort to look carefully at the
country groups. However, the shares for health and educa- empirical results and the distributions across countries (for
bon expenditures in total govemment expenditures and the example, to incorporate concems about medians as well as
primary school enrollment rates showed a tendency to de- means so as to limit the influence of outliers). Some ques-
cline in the EIAL countries, with possible long-run costs in tions, however, can still be usefully addressed.
terrms of human resources.

In their conclusion the authors commented: * Cross-country studies versus country case studies. In a
world in which information and analytical tools are limited,

The fact that this paper is unable to detect any discern- both types of studies contribute to the knowledge base. Given
ible difference in the trends in living conditions be- that a number of case studies have already been carried out
tween adjustment and non-adjustment lending coun- on the impact of adjustment programs on living conditions,
tries probably says more about the usefulness of the at this time a careful cross-country study has definite value
specific country groupings than about the effects of in terms of providing as broad a perspective as possible,
any sets of adjustment policies on social outcomes. despite the inherent limitations of the approach. If anything,
What is important is that, whilie there was no evidence the authors overly qualify the value of this approach.
that Bank-supported adjustment lending policies per * Definition of country groups. The use of Bank-assisted
se had an adverse effect-with the exception of the adjustment as the criterion for assigning countries to groups
decline in manufacturing labor's wage share in GDP has the advantages of being a relatively clean criterion and
and declining primary school enrollment ratios in the of addressing the interests of the authors' employer. From a
EIAL countries-on any of the labor and social indi- broader point of view, however, a more relevant criterion
cators examined, the chapter did not find evidence would be what policies various countries followed rather
that adjustment policies accelerate social than whether they happened to be Bank-assisted. The effects
progress ...These policies should be faulted for that of various policies should be the center of interest, rather
limitation, and the focus on long-term poverty reduc- than a particular institutional affiliation. This approach would
tion should be more integrated into the SAL require more work, but the returns from defining country
design ... Given the inefficiencies in the social sectors, groups by clusters based on the extent of policy change (for
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example, changes in the govermnental deficit relative to values of the outcomes of interest as if they were indefen-
C;DP and in the real exchange rate) would be high. dent of the stochastic tern. This approach seems quite im-

* Sensitivity to outliers. The authors showed substantial plausible. The stochastic term surely had to have had some
sensitivity to outliers in summarizing their results, a com- country effects in it, as well as some omitted variables that
mendable point. Nevertheless, that some of the results are were correlated over time. Therefore instrumental variables
very sensitive to the inclusion or not of one country such as should have been used for the lagged outcome variables as
C'osta Rica or Chile is troublesome. To their credit, the well. Finally, the Maasland-van der Gaag application of this
authors seem quite conscientious about reporting such sensi- procedure apparently uses OLS and does not concern itself
tivity for the countries in their samnples. What is troublesome with endogeneity. While the issue of simultaneity is a severe
is the possibility that the addition of a few countries that are one for such aggregate estimates, so that reasonable analysts
not included because of inadequacies in the data would might differ in their perceptions about how it is best treated,
change the results significantly. it certainly would have been best not to have ignored it. It

would have been preferable at least to have reported how
Statistical Issues robust the results were relative to alternative treatments of it.

- Differential country populations. If I understand cor-
The use of statistical techniques to summarize the consider- recdy, the analysis was of unweighted data. That is, Botswana,
alble information that is covered is commendable. This ap- for example, was weighted the same as China, even though
proach also imposes some discipline, which lessens the the latter had about 1,000 times the population of the former.
possibility of seeing only the patterns in the data that are In calculating averages, this procedure is troublesome since,
consistent with the researcher's expectations or with the by treating all countries equally, each Han (in China) was
experience of a selected country or two. This very bias weighted about a thousandth of a Tswana (in Botswana). Is
seems present at times in the literature on the impact of the lack of weighting also troublesome with respect to the
structural adjustment. The use of statistical techniques also regression analysis? Here the answer is not obvious. If the
mnakes very explicit exactly what comparisons are being regression was linear in the (perhaps tnsformed) regres-
made. The Corbo-Rojas procedure, with its extension to sion variables and if there was no heterogeneity in the sto-
include specific policy variables, is another improvement in chastic terms that were associated with population size, then
the tools for such analysis. it does not seem the procedure would have caused any

Nevertheless, some questions remain about the statistical biases. However, if the Asian countries (which include most
lechniques: of the countries with greater populations) had, say, more

unobserved reverence for learning or less land available, the
Uniformity of approaches. At times the authors give estimation of the relation between school enrollments and

good reasons, which relate to the few countries for which adjustment policies may have been biased by the use of a
observations are available for a particular indicator, for why selection rule that underrepresented Asian individuals.
they limit their techniques. At other times, however, they do
not explain their use of a technique for one indicator and not Interpretation of the Results
for another. For example, why did the authors not use, in the
case of the social indicators, the Corbo-Rojas procedure In most respects, once again the authors were very careful.
with the Maasland-van der Gaag extension to include ex- However, a few comments are in order:
plicit policies and the Behrman-Deolalikar deviation from
secular trends? The apparently arbitrary switch in tech- * Use of shares (such as labor compensation). The use of
niques left this reader puzzled and should be remedied. shares focuses on whether or not some group's income or

- Endogeneity of the right-side variables. The Corbo- some expenditure remained in the same proportion to some
Rojas procedure recognizes explicitly the endogeneity of the denominator. Maintaining the same proportion of the same
decision to participate in a Bank-assisted adjustment pro- denominator is, however, consistent with declining or in-
gram and accounts for this variable in the estimates through creasing absolute values, a point that perhaps should have
the use of instrumental variables. While the method may been emphasized more. Moreover, if many individuals within
have had an element of arbitrariness in it (to paraphrase a particular group are close to some critical subsistence
Charles Manski in his recent survey, "Exogeneity of instru- level, as Ralvallion (1990a and b) has emphasized, small
ments, like beauty, is in the eye of the beholder"), the absolute shifts may cause many to move from one side to the
exploration of the extent to which this treatment changes the other of the subsistence level. Of course, these comments
estimates is to be commended (although the authors might are related to the more general problem of using aggregate
have summarized how this treatment changed the results data that obscures the distribution within countries and the
and have elaborated on the instruments used). On the other possibility that it might have been desirable to weight L e
hand, the Corbo-Rojas procedure apparently treats the lagged changes more heavily for the poorer people in light of the
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purposes of the present paper. Incidently, if that approach Relation to Other Issues Raised at the Conference
had been taken, the poorer groups in the EIAL countries
(who live largely in rural areas) might well have emerged as Some elaboration on a number of other issues raised at the
having improved their situation with regard to labor out- conference that were referred to only briefly or not at all in
comes rather than just maintaining it, as Maasland and van the paper would have been useful:
der Gaag seem to summarize in the overall impact on labor.

e Integration with other relevant studies. The results * Sequencing and the social sectors and the poor. Is there
would have benefited from being integrated explicitly with any evidence on the relationship between the sequencing of
other recent studies of the impact of adjustment or a major the stabilization and structural changes and the impact on the
component of adjustment programs. For example, the stud- social sectors and the poor?
ies by Krueger, Schiff and Valdes (1988) or by Binswanger * Maintenance or improvement of short-run consump-
(1989) might usefully have been cited to highlightthe appar- tion but reduction of longer run investment. There seems to
ent difference between the results for urban and rural work- be evidence of such a pattern for the indicators covered in
ers. Similarly, it would have been useful to have illuminated the paper as well as for other indicators discussed in other
some of these aggregate results with some relevant recent papers. C'an some light be shed on the extent to which the
micro household studies. For instance, the limited impact on decline in public investment in the social sectors was associ-
nutrition and on health seems consistent with recent results ated with expanded private investments, increased efficiency
that, for the poor, the demand for nutrients has a relatively of resource use in the social sectors, and/or reduced prices
low income elasticity (for example, Behrman and Deolalikar for such investments (for example, as a result of reduced real
1987, Bouis and Haddad 1990, and Thomas and Strauss wages for personnel in such activities)?
1990) while the demand for health care has a high price * Strengthening the government in activities in which it
elasticity (for example, Gertler and van der Gaag 1987). has a cornparative advantage. Steven Webb, in his discus-

sion of his paper co-authored with Karim Shariff, empha-
Conclusions sized the importance of shifting the composition of govem-

ment activities to reflect better the comparative advantages
The authors' conclusions, summarized at the start of these of governments. He suggested explicitly that the social sec-
comments, raise several issues (in addition to the possibility tors are one such area in which govemments should become
noted above that the authors overly downgrade their results): more active. Is there any evidence that such shifts tend to be

part of adjustment programs? Is there any way in which
* Status of indicators has no association with adjustment adjustment programs change the efficiency and distribu-

programs. Although the authors recognize some effects, tional criteria for judging what policies should be adopted in
their conclusion states that in the study they did not identify the social sectors?
differences associated with adjustment. A more positve
assessment might have been appropriate in the case of the References
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* The statement that "...greater attention needs to be opment Economics 231-58.
devoted to strengthening the analytic underpinning of these Bouis, Howarth E., and Lawrence J. Haddad. 1990. "Are Esti-
interventions" above should be elaborated. Does the paper mates of Calorie-Income Elasticities Too High? A Recalibration
provide any support for such interventions? Is this statement of the Plausible Range." Mimeo. International Food Policy
based on unsupported priors or the conjecture of others? Research Institute (IFPRI). Washington, D.C.

* The basic point that the reduction of poverty is critical Gertler, PzIul, and Jacques van der Gaag. 1987. "Measuring the
Willingness to Pay for Social Services in Developing Coun-

and that this basic longer run problem should be addressed tries." .Mimeo. World Bank. Washington, D.C.
without unduly diverting resources to ad hoc short-term Krueger, Anne O., Maurice Schiff and Alberto Valdes. 1988.
compensatory measures is appropriately emphasized. Some "Agricaltural Incentives in Developing Countries: Measuring
examples of how resources and attention might have been the Eflect of Sectoral and Economy-wide Policies." World
diverted inappropriately to ad hoc short-term measures would Bank Economic Review 2 (3)(September):255-72.
have been useful. Ravallion, Martin. 1990a. "Does Undernutrition Respond to In-

comes and Prices?" Mimeo. World Bank. Washington, D.C.
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1990b. "Income Effects on Undernutrition." Economic De- Calorie-Expendirure Curve." Mimeo. The RAND Corpora-
velopment and Cultural Change 38:489-516. tion. Santa Monica, Calif.

Tlhomas, Duncan, and John Strauss. 1990. 'The Shape of the

F'rances Stewart verse negative trends in human conditions in the 1980s,
which had multiple causes.

The paper presents a careful and comprehensive review of When the evidence on what actually happened to social
the major social effects of World Bank adjustment lending. conditions during the adjustment period of the 1980s is
H[owever, from the perspective of whether the policies can reviewed, the picture that emerges is much less complacent
be commended from a social point of view, and from the than that provided by Maasland and van der Gaag. In Africa
perspective of the formulation of future policy, the paper is and Latin Ainerica as a whole (both adjusting and non-
far too preoccupied with an assessment of the effects of adjusting countries), per capita incomes fell during the 1980s
Bank adjustment lending compared with some counterfactural in 17 out of 23 adjusting countries' in Africa and 11 out of
scenario, rather than looking at what actually happened to 13 in Latin America. However, Asian countries (including
the human condition over the 1980s in both adjusting and many of the adjusting countries) did much better. About
non-adjusting countries. two-thirds of the countries in Africa and Latin America also

If the concem is to develop appropriate policies for the experienced declines in per capita consumption, although
1990s, then three questions need to be answered in the social typically they were less severe.
area: The drop in income was particularly focused on urban

areas as a result of falling real wages and a slowdown or fall
(1) Was the situation satisfactory? in the growth of employment. However, the rural population
(2) If not, could it have been improved? was not unaffected. Even where the adjustment policies
(3) If so, how? raised rural incomes through increases in the prices of cash

crops, the incomes of the poorest often fell because they
The Maasland-van der Gaag paper does not directly were generally less involved in the production of those

address these questions but rather considers whether adjust- crops. Thus in the Cote d'Ivoire, the incomes of food pro-
ing countries did as well as non-adjusting ones, after allow- ducers, among whom rural poverty was concentrated, fell
ing for exogenous shocks. There is no reason to disagree the most during the 1980-85 adjustment period (Kanbur
with the main conclusion that, on balance and with the 1990). Similarly, in Ghana the rural poor were less involved
exception of the education variables, Bank adjustment poli- in cocoa prcduction than were average rural households.
cies did not have negative social effects, despite some prob- There were pervasive, and often substantial, cuts in per
lems with the methodology (these arise from the somewhat capita real expenditures on health and education that af-
arbitrary dividing line between early-intensive adjusters, ad- fected about 60 percent of the adjusting countries. Thus, for
justers and non-adjusters and the precise periods chosen for many countries, adjusting as well as non-adjusting, and
study) and despite the absence of some estimates of the especially in Latin America and Africa, the conditions of
sensitivity of the conclusions to methodological choices, an human life deteriorated over the 1980s as a result of declin-
addition that would have made the results more robust. ing real incomes and lesser provision of basic social ser-
Indeed, the finding was not unexpected since the negative vices.
social effects identified, for example, in Adjustment with a The rapid expansion of low-cost health interventions-
Human Face (Comia, Jolly and Stewart 1987), were mainly notably immunization and oral rehydration therapy-that
the result not so much of the supply-focused policies of- also took place over those years helped to protect infants
Bank adjustment lending than of adverse extemal factors against these worsening conditions. In most countries where
(recession, falling commodity prices, high interest rates, accurate data were available, the rates of infant and child
negative capital movements and, iin some cases, unfavorable mortality continued to decline, as shown in the Maasland-
weather) and the IMF's deflationary/expenditure-cutting sta- van der Gaag chapter, although the rate of improvement
bilization policies. Critics of Bank adjustment lending are slowed in some countries, and in a few in Africa infant
not so much concerned with the negative effects of Bank mortality rates rose. Nutrition standards worsened in the
policies as such, but rather with the failure of Bank (and majority of countries in Africa, but only in a few countries in
'Fund) adjustment policies to protect the poor from the ad- Latin America, where households were able to cushion the
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impact of worsening income on nutrition by adapting con- The Maasland-van der Gaag paper is correct in showing
sumption patterns. The decline in primary school enrollment that, for the most part (with the important exception of
was widespread, particularly in ad justing countries. education), Bank adjustment lending did not have bad ef-

This very brief review2 suggests the following answers fects on social conditions, in comparison with the perfor-
to the three questions posed above: mance of non-adjusting countries. However, the poor abso-

lute performance of many countries, which encompassed
(1) The situation was not satislactory in many countries, many dimensions as reviewed above, is the most relevant

although there were some notable successes in protecting issue for the future. It points strongly to the need for reforms
the poor during adjustment. Moreover, the poor macro per- in adjustment policies in the 1990s so that they produce the
fornmance in many countries, including falling investment conditions under which poverty can be substantially reduced
rates, together with weak educational achievements, augurs and the human condition improved in absolute termns.
badly for both economic and social performance in the
1990s. Notes

(2) Improvement in this performance is possible as in-
dicated by some successful experiences-some countries 1. "Adjusting" countries here include both early-intensive and
managed to improve the position of the poor while success- other adjusters.
fully adjusting. 2. See Stewart (1990) for a much more detailed review.

(3) Experience also suggests how to improve perfor-
mance. Changes are needed at both the macro and meso References
levels. At the macro level, adjustment needs to be combined Cornia, GA., R. Jolly and F. Stewart (eds.). 1987. Adjustment
with equitable growth as indicated by Indonesia's experi- Coi,GA,RJlyanF.Sert(d).18.djsruftwith equi oble roth as indicated byIndonesia's expen with a Hwnan Face. Vol. 1, Protecting the Vulnerable and
ence, where the poor participated in economic growth and Promoting Growth. New York: Oxford University Press.
poverty levels fell substantially (Ravaillion and Huppi 1989). Kanbur, R. 1990. "Poverty and the Social Dimensions of Adjust-
At the meso level, policies to restructure government expen- ment in C6te d'Ivoire." Social Dimensions of Adjustmnent in
ditures toward the social sectors and, within the social sec- Sub-Saharan Africa, Working Paper No. 2. World Bank. Wash-
tors, toward basic services to which the poor have access, ington., D.C.
can protect and extend services for the poor even with Ravallion, M., and M. Huppi. 1989. "Poverty and Undernutrition
expenditure cuts. Indonesia and Chile are examples. In con- in Indonesia During the 1980s." Policy, Planning and Re-

search Working Paper no. 286. World Bank. Washington,
trast, the experience with compensatory or "add-on" pro- D.C.
grams, such as those instituted in Bolivia and Ghana, sug- Stewart, F. 1990. "The Many Faces of Adjustment." A paper
gests these are rarely sufficiently comprehensive to protect prepared for the International Conference on Policy-Based
Lhe poor. Lending, University of Manchester, Manchester, England, Sep-

tember 10-11, 1990.
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Designing and Implementing Adjustment Programs
Steven B. Webb and Karim Shaniff

The World Bank's adjustment lending has evolved in re- of-payments problems that accompanied the debt crisis of
sponse to the experiences of the 1980s. This chapter de- the 1980s. The policy reforms fall into three broad areas:
scribes that evolution, drawing on evidence from the Adjust-
ment Lending Conditionality and Implementation Database * Expenditure-reducing policies-principally fiscal and
(ALCID) and from internal background papers on the de- monetary measures aimed at bringing domestic demand into
sign and implementation of adjustment lending operations line with resources.
in various policy areas. * Expenditure- and production-switching policies de-

The chapter opens with an overview of the design and signed to encourage the production of tradable goods and
implementation of the adjustment lending program. It then discourage expenditures on them by raising the domestic
looks at the major areas of policy that have been addressed- price of tradables relative to the price of non-tradables.
mnacroeconomic, govenrnent finances and administration, * Supply-side, growth-oriented policies to remove the
trade, agriculture, industry, financial sector, public enter- structural causes of the macroeconomic imbalances, to im-
prises and environment. A key poillt that the experience with prove the efficient use of resources in the public and private
adjustment lending reinforces is the importance of sectors, to strengthen institutional capacities, and to increase
macroeconomic stability for the success of reforms in other saving, investment and growth.'
areas. The third section discusses the timing and condition-
ality of adjustment lending and the rate of implementation of The broad picture of the reform program supported. by
conditions. Itisfollowedby an analysis of how thePresident's each adjustment program is described in the Bank's
Reports and loan agreements describe the program and con- President's Report, which is a document prepared by Bank
ditionality and how the specification of conditions affects staff to explain the rationale of the loan to the Board. A policy
their implementation. Finally, the chapter considers the po- matrix at the end of the President's Report describes the ac-
litical economy of adjustment-how a progran can be de- tions that the govemment has taken or expects to undertake
signed and presented so as to build the political support to bring about the adjustment being supported by the loan. A
needed to sustain adjustment. Soime conclusions appear at few of these actions, supposedly those most important for
the end of the paper. the program's success and most salient to the govemment's

commitment to it, are spelled out as conditions or covenants
Overview of Program Design and Implementation in the Legal Agreement that sets forth the precise terms of

the loan. Often there is also a Letter of Development Policy
While each adjusting country faces a unique set of problems from the borrower government to the World Bank, explain-
and requires a unique mix of rernedies, the Bank's cross- ing more fully what the government intends to do.
country experience suggests some general guidelines for the The components of the program dealing with the imple-
clesign of successful structural adjustment programs. A mentation of supply-side, growth-oriented policies on aver-
county's own program of refomis usually is broader than age account for over 80 percent of the conditions in the loan
the components the Bank supports with adjustment lending agreements and for a similar share of all actions called for in
and includes some elements that the Intemational Monetary the President's Report (table 5_1).2 As discussed below,
Fund (IMF) supports. The policy content of Bank-supported expenditure-reducing and switching policy reforms are also
adjustment programs reflects both the Bank's traditional vital. In particular, fiscal reforms that permanently reduce
concern for long-term balanced economic development and public sector deficits can enhance the benefits of supply-side
Eileviation of poverty and its neecd to deal with the balance- reforrns.
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Table 5-1. Content of Conditionality, FY1979-89
(percent)

Distribution of loan agreement conditions by policy area and country type

OAL Distribution
EIAL countries countries of all actions

All Hybrid - in President's
countries HICs SSA SALs SECALs loans 1979-85 1986-88 1989 1979-85 1986-89 Reportsd

1. Supply-side, growth-
oriented policies 85 89 82 77 91 90 88 88 88 87 80 84

Trade 16 22 14 15 17 4 26 17 11 10 13 16
Sectoral 28 23 26 18 35 62 36 21 44 53 23 28
Industry 4 4 4 3 4 5 6 4 7 4 2 5
Energy 6 3 2 3 7 31 5 4 24 2 4 5
Agriculture 17 16 19 12 20 19 25 13 12 47 14 17
Financial sector 10 12 7 10 9 1 3 14 18 9 7 10
Rationalization of gov't
fmance & administration 7 7 6 11 4 0 8 6 5 3 8 9

Public enterprise reforms 16 18 19 15 17 7 14 21 6 6 18 14
Social policy reforms 4 5 5 2 5 14 1) 8 0 2 5 3
Others 4 2 5 4 3 1 1 2 2 3 7 5

II. Absorption reduction
policies 12 9 13 18 8 8 11 10 9 9 15 11

Fiscal 9 7 12 16 6 7 9 9 7 8 11 8
Monetary (money
supply targets) 2 2 2 2 2 0 1 1 3 2 4 3

HI. Switching policies 3 2 4 5 2 ,2 1 2 3 4 5 5
Exchange rate 2 2 2 2 1 0 1 2 2 2 2 3
Wage 2 0 3 3 1 2 0 1 1 3 3 2

Total, 100 100 100 100 100 100 100 100 100 100 100 100

a. HIC = highly-indebted countries; SSA = Sub-Saharan Africa; SAL = structural adjustrnent loan; SECAL = sectoral adjustment loan; EIAL = early-
intensive adjustment lending; and OAL other adjustrnent lending.
b. Based on a subset of 1 0 hybrid SECALs (hybrid means part of the firnancing is for general balance-of-payments support and part is for investment in the
sector).
c. See table 2-1. Years refer to fiscal year of Board approval.
d. All actions in all countries, including conditions in loan agreements.
e. Total includes more than the itemized subcategories.
Source: Based on an analysis of 183 SALs and SECALs to 61 developing countries. A toteld of 7,723 actions were considered in all.

The Bank and the Fund have usually arrived at some pattem. Despite this concem, the statistics do not show an

division of labor in the focus of their conditionalities. The improvement in the focus of conditionalities. As table 5-2

Fund concentrates on short-term macroeconomic stabiliza- shows, the spread of conditionality across sectoral catego-

tion, the Bank on structural reforms to consolidate the stabi- ries was as high in the late 1980s as it was earlier.
lization and lay the foundations lor sustainable growth. For Building on the lessons from experience, the Bank has
instance, most issues relating to exchange rate and monetary encouraged and supported programs that take vital cross-

policies are left to Fund condiitionality when a Fund agree- sectional linkages into account. For instance, agricultural
ment is in place. The Bank's adjustment loans are less likely pricing r eforms may require complementary reforms in the
to have conditions in these areas when the Fund has a food processing and distribution industries, financial sector

concunrent agreement with the country. Where there is no reforms may require fiscal reforms, and trade reforms may
concurrent Fund agreement (39 out of 180 cases), the Bank's require complementary reforms of domestic industrial policy.

loans have usually addressed more narrowly defined areas A study of adjustment loans to the industry sector reveals
of sectoral policy. this pattern (see the appendix).

The Bank's management has long been concemed that The typical adjustment loan is disbursed in two tranches,

the conditions in adjustment loans call for reforms in too with sorne of the conditions required for effectiveness of the
many unrelated areas. The first Report on Adjustment Lend- first tranche, some for the second tranche, and others (spe-
ing (RAL-1) (World Bank 1988) recommended against this cial covenants) required by a specific date or sometime
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Table 5-2. Content of Lending Operations, FY1979-89
(percent)

Share of loans with loan agreement conditions in varioas policy areas

EIAL countries OAL countries Share of loans
All with actions

countries SSA HICs SALs SECALs Hybrid 1979-85 1986-88 1989 1979-85 1986-89 in various
(183) (84) (64) (73) (110) (10) (55) (49) (15) (9) (55) policy areasb

I. Supply-side, growth-
oriented policies

Trade 58 58 67 64 55 30 60 69 33 56 55 79
Sectoral
bIdustry 22 30 16 25 20 10 24 20 27 22 20 44
Energy 15 12 14 21 11 30 15 14 7 22 16 27
Agriculture 45 62 33 56 37 30 44 35 27 89 53 62
Financial sector 31 26 31 40 25 20 16 35 27 44 40 51
Rationalization of gov't

fmance & administration 51 57 50 71 38 10 51 53 40 44 55 72
Public enterprise reforms 44 58 34 49 40 40 31 49 33 33 56 65
Social policy reforms 11 13 9 11 11 10 4 20 0 22 11 24
Other 28 42 17 33 25 10 7 27 20 33 51 49

n1. Absorption reduction
policies

F'iscal 51 69 41 78 34 30 47 51 53 33 58 67
Monetary (money
supply targets) 16 14 13 14 16 10 7 16 13 11 24 42

m. Switching policies
Exchangerate 16 18 20 22 13 0 9 18 20 11 22 45
NVage 13 23 5 25 6 20 4 8 7 11 29 22

a. The numbers in parentheses are the total number of loans. HIC = highly-indebted countries; SSA = Sub-Saharan Africa; SAL = structural adjustment
loan: SECAL = sectoral adjustment loan; EIAL = early-intensive adjustment lending: and OAI. = other adjustment lending.
b. AUl countries. All conditions called for in all loan agreements or other actions caned for in all Pr-esidents' Reports.
Source: Based on an analysis of 183 SALs and SECALs to 61 developing countries.

during the life of the loan. When not all the conditions can be Of the conditions in the legal agreements for the adjust-
satisfactorily implemented as originally written, manage- ment programs in the sample, which covered the entire
ment either cancels the loan or recoimmends changes in light decade of the 1980s, the overwhelming majority-84 per-
of the new circumstances and brings the matter to the Board. cent-were implemented at least substantially by the time
Only three loans have been totally canceled, and two others the final tranche was released, and 66 percent were imple-
had half of their commitments canceled. As experience has mented fully or more than fully (table 5-3). In the case of the
demonstrated the importance of credible reforms to the eco- five or six most critical actions in the program (coded on the
nomic recovery of adjusting countries, the Bank has in- basis of the President's Reports [see notes to table 5-4]), the
creased its insistence on program irnplementation. rates of implementation were as good on average as with all

The pattern of implementation of loan conditions was the conditions in the legal agreements. The legal agree-
analyzed in a sample that covered a majority of the loans ments, which are prepared on the basis of the recommenda-
with tranche releases prior to the end of fiscal year 1989. tions in the President's Reports, include on average only a
Based primarily on the information on releases of tranches, third of the expected actions in the corresponding President's
with supplemental information from the reports on loan Reports. Most of the other, less critical actions were also
supervision and discussions with operational staff, the imple- implemented substantially or fully.
mentation of each condition was classified as none, partial, Some of the obstacles to implementation, such as changes
substantial, full, or more than full.4 Because a statistical in world interest rates and the terms of trade, were beyond
analysis cannot capture all the nuances of judgment neces- the control of the countries. Loans during the 1980s to
sary to evaluate program implementation, the results need countries with stable or improving external circumstances
cautious interpretation.3 Nevertheless, the statistics reveal during the loan period had higher average rates of imple-
some trends in implementation and some factors that influ- mentation than loans going to countries experiencing major
ence implementation. negative shocks.6
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Table 5-3. Implementation of Conditions by Policy Area, FY1979-89
(average percent at final tranche release)

Loan type b
In all loan agreements Critical actions

SALs SECALs HICs SSA
At least at least at least at least at least At least

FuYly substantially substantially substantiaily substantially substantially Fully substantially
inplemented implemented implemenied inplemented implemented implemented implemented implemented

I. Supply-side, growth-
oriented policies

Trade 62 85 79 88 87 84 56 82
Sectoral
Industry 72 92 90 92 100' 96 53 65
Energy 69 80 70 84 79 67 72 80
Agriculture 62 81 86 80 88 75 49 74
Financial sector 73 89 94 83 97 80 79 92
Rationalization of gov't

finance & admin. 63 81 79 83 85 85 54 68
Public enterprise reforms 66 80 77 78 90 71 67 77
Social policy reforms 59 91 67 92 93 75 55 82

11. Absorption reduction
policies

Fiscal 74 82 81 85 93 84 72 89
Monetary (money
supply targets) 67 83 o 91 l00' 50' 61 89

HI. Switching policies
Exchange rate 75 85 78 91 80 91 71 81
Wage 45 91 89 100 33 100 50' 50'

Total
Loan agreement

conditions d 66 84 83 84 89 80 67 83
All conditions

or actions' 57 77 73 80 82 75 60 79

Note: * Less than five observations for these cells.
a. 'Ie data on implementation indicate the extent to which a condition or action was fulfillAd at final tranche release. A total of 1,015 legal conditions were
graded for implementation.
b. HIC = highly-indebted countries; SSA = Sub-Saharan Africa; SAI. = structural adjustment loan; SECAL = sectoral adjustment loan, EIAL = early-
intensive adjustment lending; and OAL = other adjustment lending.
c. Critical actions are so identified becaose Bank staff designing the operation put particular emphasis on them and because they were expected to make a
significant contribution to adjustment in a shon time. A total of 494 actions were coded as critical, of which 303 appeared as conditions in the loan
agreements.
d. The rate of implementation for the items that appear in the loan agreemen.
e. Average implementation of actions that appear in the President's Repon or conditions in the loan agreement. A total of 2,231 actions were graded on
implementation.
Source: Based on an analysis of 97 SALs and SECALs to 32 developing countries. The sources of information on implementation were mainly supervision
reports, tranche release documents and, where available, Project Completion Reports and Program Performance Audit Reports.

The rates of implementation rose over the course of the to a different set of countries than before 1986). In the case
1980s, with those for loans made since 1985 higher on of those loans whose final tranche was released in fiscal
average than was the case with those made earlier (table 5- year 1989, 99 percent of the conditions had been imple-
4). The increase in the average rate of implementation of mented at least substantially, 80 percent fully. When the
conditions under loans made to the early-intensive adjust- Morocco Public Enterprise Reform Loan is excluded, some
ment lending (EIAL) countries contributed to the overall of whose conditions the Board waived in fiscal year 1989
rise.' There was an even bigger change with the loans to (the only such instance in the sample), the share of condi-
non-ELAL countries: before 1986 the rates of implementa- dions fully implemented rises from 80 percent to 88 per-
tion for those loans were below average, whereas after 1986 cent.
they were higher than the average for the loans to EIAL Although cancellation of loans for non-fulfillment of
countries (the non-EIAL loans made after 1986 mostly went conditions has been rare-only Panama SAL II and Argen-
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Table 5-4. Implementation of Conditions by Type of Country and Condition, FY 1979-89
(ave,rage percent at final tranche release)

Actions only in
All conditions or actions b Loan agreements Precise Precise and legal President's Reports

At least At least At least At least At least
substantially substantially substantially substantially substantially

Cowtry groups Fully inple- Fully imple- Fully imple- Fully imple- Fully inmple-
and loan types inplemnented mented implemented mented inmlemented mented implemented nented implerented mented

All 57 77 66 84 62 78 71 86 49 72
HICs 61 82 72 89 71 87 78 93 50 74
SSA, 55 75 60 80 56 71 66 82 50 70
SAl,s 53 73 65 83 56 74 73 87 47 69
SECALs 60 80 66 84 67 82 70 86 53 76
IDA, credits 57 77 70 86 65 80 75 88 47 71
IBRD loans 57 77 59 80 56 75 62 83 55 73
EIAL countries

FY79-85 53 71 63 80 60 75 71 85 47 66
FY86-88 60 82' 66 86 62 79 69 85 54 78

OAL countries
FY79-85 33 67 35 74 43 83 46 92 30 59
FY86-88 70 94 86 93 83 93 93 97 51 95

a. HIC = highly-indebted countries; SSA = Sub-Saharan Africa; SAI. = sructural adjustment loan; SECAL = sectoral adjustment loan; EIAL = early-
intenisive adjustment lending; and OAL = other adjustmnent lending.
b. All conditions called for in the loan agreements or other actions caUed for in the IPresident's Repons, except prior actions. Prior actions are not included
because they are said to have been fulfilled "prior' to negotiation.
c. All conditions in the loan agreement.
d. Precise conditions or actions are specific and usually quantifiable.
e. Precise and legal conditions are those that appear in the loan agreement and are specific in nature.
f. Actions that appear only in the President's Repon (excluding prior actions).
Source: Based on an analysis of 97 loans to 32 developing countries.

tina Banking Sector Loan were canceled-release of tranches Policy Reform under Adjustment Programs
has often been held up because of delays in meeting condi-
tions. Typically poor implementation has resulted in the All SALs and rmost SECALs call for policy reforms in more
country not getting another loan, at least not until there has than one area. The issues in those policy areas
been a clear change in attitude toward adjustment (Bolivia (macroeconomic, govemment finances and administration,
being an example). Problems with implementation was the trade, agriculture, industry, environment, financial and pub-
reason that most of the countries with one or two adjustment lic enterprise) are discussed below.
operations in the early 1980s did not receive other such
loans subsequently.8 Macroeconomric Policy

Macroeconomic stability was associated with improved
implementation; presumably they reinforced each other. The relation between structural adjustment and macroeco-
Countries with low average annual rates of inflation (less nomic stability has depended on the situation of the country.
than 10 percent in the four quarters after effectiveness) In countries starting with acute macroeconomic imbalances,
implemented 93 percent of conditions at least substantially successful adjustment loans have focused on supporting the
(averaging structural adjustment loans [SALs] and sectoral structural measures necessary to restore long-run macroeco-
adjustment loans [SECALs]), whereas the implementation nomic balance, such as reform of taxes, public expenditures
rate in countries with moderate rates of inflation (10-20 and public enterprises.9 The success of sectoral reform has
percent) was 79 percent and in high-inflation countries (20- depended on the maintenance of a supportive and stable
400 percent) only 74 percent (table 5-5). Rising rates of macroeconomic environment-competitive and stable real
inflation were also associated with lower raLes of imple- exchange rates, low and predictable inflation, domestic in-
mentation. As expected, policies to reduce the budget defi- terest rates that are competitive with international interest
cit: were poorly implemented in inflationary economies. In- rates, and a sustainable current account deficit. In the past,
flation also reduced the chances of reforming price and an unstable macroeconomic situation led a number of coun-
exchange rate policies: in high-inflation countries less than tries that had initiated well-designed sectoral reform pro-
half the exchange rate conditions were fully implemented. grams in areas such as trade and the financial sector to
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Table S5-. The Macroeconomic Environment and Implementation, FY1979-89

Implementation of conditionality'
(percent) Nunber with

Number with concurrent
Average rate of At least concurrent IMF programs
inflation' Fully substantially IMF prograns at least 8 of
(percent) Loan type Number implemented implemented at effectiveness d first 12 months

Low
-10 to 10 SECAL 27 75 92 20 20

SAL 22 72 95 21 15

Moderate
10 to 20 SECAL 12 61 93 7 7

SAL 15 57 73 12 12

High
20 to 50 SECAL 24 58 76 17 16

SAL 10 59 81 10 8
50 to 400 SECAL 18 53 78 12 9

SAL 7 52 66 5 6

a. The rate of inflation is based on the average annual percentage change in thc consumer price index for the four-quarter period beginning the quarter of
loan effectiveness.
b. HIC = highly-indebted countfies; SSA = Sub-Saharan Africa; SAL = structural adjustment loan; SECAI. = sectoral adjustment loan; EIAL = early-
intensive adjustment lending; and OAL = other adjustment lending.
c. The rate of implementation is based on the average share of conditions implemented per loan. In this regard only conditions listed in the loan agreement
were considered. A total of 53 SECALs and 35 SALs were graded on implementation.
d. Includes stand-by arrangements, extended fund facilities, structural adjustment facilities and enhanced structural adjustment facilities.
Source: Based on an analysis of 135 SALs and SECAl,s to 52 developing countries. The data on inflation are based on quarterly data from the Intemational
Monetary Fund (various issues).

abandon or reverse them. In this regard, it is noteworthy that Turkey and Uruguay in the 1970s) or stability contributed to
half or more of the adjustment loan agreements to all catego- successful liberalization (Greece, Korea and Spain)
ries of countries, except one, contained conditions involving (Papageorgiou, Choksi and Michaely 1990).
fiscal reforms aimed at reducing absorption (table 5-2). At least four of five legal agreements for SALs contained
Such conditions were not prevalent with countries that re- expenditure-reducing or switching policies to improve the
ceived adjustment lending in the early 1980s and did not macroeconomic balance (based on table 5-2). Measures that
continue with adjustment. It seems likely weak fiscal adjust- improve the administration and finances of the govemment
ment to reduce macroeconomic imbalances contributed to and pulblic enterprises also address the structural causes of
the overall failure of adjustment in most of those countries. macroeconomic imbalances. Over three-fourths of the SALs

Trade reforms are designed Lo shift resources from non- required fiscal reforms to reduce absorption, and over one-
tradable and highly protected impon-competing activities fifth required reform of the exchange rate, the key policy in
toward the production of exports and efficient import substi- facilitating switching. Producing and sustaining a real de-
tutes. Overvalued exchange rates undermine these efforts, valuation usually involves the coordination of fiscal, mon-
however. The Southern Cone countries of Argentina, Chile etary and exchange rate policies. Exchange rate reform was
and Uruguay faced this problem in the late 1970s, as do more important in adjustment lending programns initiated
some African franc zone countries today. Overvalued or after the mid-1980s, and exchange rate conditions were even
unpredictable real exchange rates are also common in coun- more important to adjustment support than is indicated by
tries with high and unpredictable inflation, such as Brazil their incidence in adjustment programs supported by the
and Yugoslavia. A major study of trade liberalization found Bank, given that the concurrent IMF programs often dealt
that countries that canried out sustained trade refonm usually with exchange rate issues. Conditions involving the ex-
had lower fiscal deficits than did those where liberalization change rate were less common in loans to countries with
failed. In some cases the countries carried out successful concunrent Fund operations, presumably because the Fund
trade liberalization while stabilization was still underway- conditionality was addressing some of the exchange-rate
as in Chile in 1974-79 and Turkey in 1980-84. More typi- problerns.
cally, however, either severe macroeconomic instability con- In countries where the real exchange rate greatly ex-
tributed to the failure of liberalization (Argentina, Brazil and ceeded the level required by macroeconomic fundamentals
Sri Lanka in the 1960s and Pera, the Philippines, Portugal, and where rigidities impeded adjustment, reform of ex-
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change rate policy was not simply a tool for managing the and because of creditworthiness issues. Over 80 percent of
balance of payments: it was a fundamental instrument of the SALs and 60 percent of the SECALs were made to
structural adjustmenL countries with an IMF agreement-a standby agreement, an

Although it is not expected that macroeconomic policies extended Fund facility, a Structural Adjustment Facility
would be the centerpiece of SECALs, complete success with (SAF) or an Extended Structural Adjustment Facility
sectoral reforms generally has required satisfactory (ESAF)-in place at the time of Board presentation" (table
macroeconomic management. In 1980-89, however, fewer 5-6). (Annex table 5.5 in the second Report on Adjustment
than half the SECALs included at least one condition on the Lending [RAL-II] [World Bank 19901 lists bank adjustment
reduction of absorption. In a few countries such as Mexico loans and concurrent IMF agreements.) Even if an agree-
and Pakistan in fiscal year 1989, the macroeconomic condi- ment with the Fund were in place at the time of Board
tions called for under one adjustment loan were applicable presentation, or if the initial situation did not indicate the
to the other loans to the same country in the same year, but need for an IMF program, by the time the later tranches were
most SECALs were made at a time when there were no to be released the macroeconomic situation may have dete-
other adjustment loans to the country. In fiscal year 1989, 11 riorated."2 In one-sixth of the cases where a country had an
of the 21 SECALs going to the Board had no macroeconomic IMF agreement in place at the time the adjustment loan was
conditionality (Jaspersen and Shariff 1990); those 11 were presented to the Board, the IMF agreement was canceled
concurrent with IMF arrangements, except for the private within a year of Bank program effectiveness, usually be-
sector development loan to Indonesia, a country that had no cause of some deterioration in the policy reform. (Half of
major macroeconomic imbalances. canceled IMF agreements have subsequently been renewed,

The Bank often evaluates the macroeconomic situation on usually with revisions.) The tradition of the Bank avoiding
the basis of specific indicators, such as the public sector defi- cross-conditionality means that, after approval of a loan by
cit, rate of inflation, interest rate on bank deposits, real ex- the Board, failure to meet Fund targets is not by itself
change rate and growth of exports. These indicators provide grounds for holding up effectiveness and tranche releases of
early warnings, clearly recognized by the Bank and the bor-
rower, of whether the macroeconoimic framework is getting Table 5-6. Fund Agreements, Inflation and
out of control. While some of these indicators are not under Implementation of Bank Adjustment Loan Conditions,
the direct control of the government, their evolution is fun- FY 1979.89
damental to the success of an adjustment program. The prac- Loan typea
tice of using these indicators is becoming more prevalent.

Experience has led to greater attention to macroeco- __SAL_SECAL
nomic fundamentals. In some recent cases, the main reason Concurrent IMF agreements at
thlat release of a second tranche was held up was a failure to Board presentation b Yes No Yes No
irnplement the macroeconomic program (Zaire SAL and Number of loans 56 15 70 43
Turkey Financial Sector Adjustment Loan [FSAL] II). (The Fiscal year of Board date
rest of the Zaire loan was disbursed when the macroeconomic 1979-84 27 2 17 5
situation improved.) Disbursement of two adjustment loans 1985-88 21 9 36 33
to Argentina-Banking Sector and Trade Policy-have been 1989 8 4 17 5
held up since early 1989 because of a total breakdown of the Average rate of inflation' (%) 19 27 39 38
program, including the macroeconomic aspects. (The Bank- Implementation of conditionality d (%)
ing Sector Loan was completely canceled.) In other cases Fully implemented 60 70 64 62
where tranches were released, an evaluation of the key indi- At least substantially implemented 79 100 84 84
cators would have revealed macroeconomic difficulties that a. SAL = structural adjustment loan; SECAL = sectoral adjustment loan.
ultimately did lead to a breakdown of the program. Sectoral b. Based on a sample of 184 SALs and SECALs approved by the Board
reforms were then reversed or had reduced benefits.'° through 1989. The numbers in each column refer to the set of loans

The Bank consults regularly with the IMF and in the past indicated at the top of the column.
usually refrained from adjustmenl Ilending if a country with cc Based on the average annual percentage change in the consumer price

index for the 12 -month period beginning the month of loan effectiveness.
macroeconomic instability did not have a concurrent stabili- Based on a sample of 135 loans for which data were available.
zation program supported by the IMF. Since March 1989 d. Based on the average share of conditions in the loan agreement. that
this practice has been universal. All adjustment lending were implemented. In total, 36 SALs and 53 SECALs were graded on

countries except Colombia and Iridonesia have had at let Board presentation (btoreygraded os without iMF programs at the time of
one program with the Fund since 1980. Nevertheless, the Source: Based cin an analysis of 184 SALs and SECALs to 61 developing
I3ank has needed to make its own macroeconomic assess- countries. Fund Program data are drawn from Intemational Monetary
rnents because it often has had to make decisions on the Fund Annual Reports and Intemational Monetary Fund Surveys. Infla-

tion based on quanTerly data is from Intemational Monetary Fund (various
release of tranches when an IMF agreement was not in place issues).
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a Bank loan. Therefore, with increasing frequency the loan Improving the efficiency of taxation and reallocating
agreements have contained a clear definition of expected govemment expenditure remain almost universally neces-
progress on the macroeconomic program. sary components of adjustment programs. Reforming the

decision-making institutions for fiscal policy is often neces-
Government Finances and Administration sary as well.

In addition to fiscal reforms aimned at reducing public defi- Trade Policy
cits and restoring overall macroeconomic balance, which
were mentioned earlier, Bank-supported adjustment pro- Refomi of trade policy, which often also involves tax re-
grams have emphasized structural refornns aimed at strength- form, has been most important in countries with very dis-
ening public finances on a more permanent basis. The real- torted trade regimes and a pressing need to increase exports,
location of public expenditures and the tax incidence have especially of manufactured goods. The response of countries
also been used as means to encourage private investment to reforms of trade policy have varied greatly. Poorer and
and overall growth. Public investment in complementary less diversified economies, which often face institutional
infrastructure as well as expenditures for maintenance have weaknesses and major impediments to factor mobility, have
been vital in stimulating private investment. Almost three- usually responded slowly to changes in the real exchange
fourths of the loan agreements for SALs and more than a rate and rationalization of the tariff structure. Some coun-
third of those for SECALs required measures aimed at ratio- tries reversed earlier trade liberalization when inappropriate
nalizing govemment finances and administration (table 5- macroeconomic policies or lack of adjustment in the face of
2).13 Measures to rationalize govemment finances and ad- an adverse shock led to a balance-of-payments crisis. Low
ministration are as prevalent in adjustment loan agreements rates of implementation of trade policy reform have been
as deficit-reducing measures a¢e (tables 5-1 and 5-2).'4 associated with negative terms of trade shocks.'7 Countries
Conditions for rationalizing the public sector were least experiencing adverse terms of trade shocks have done poorly
prevalent in the other adjustment lending (OAL) countries in implementing conditions involving reductions in tariffs
that started adjustment lending in the early 1980s but did not and quantitative restrictions. Contingency financing and con-
continue with adjustment-the drop-outs-a point that of- tingency macroeconomic policies to deal with external shocks
fers evidence for the importance of strengthening the public should play a larger role in adjustment programs.
sector for successful structural adjustment. Trade policy reforms are especially important in the

Measures to restructure the public sector include pro- initial phase of adjustment. Usually these measures start
grams that target social spending, upgrade the quality of with a reduction in or elimination of the quantitative restric-
civil servants and contract with the private sector to provide tions on imports, then move on to a reduction in the disper-
public services."' These reforms have been beneficial when sion of the tariffs and finally reduce the average level of the
the reviews of public sector expenditures on which the re- tariffs, with faster movement on those imports that do not
forms have been based have covered both current expendi- compete with domestic production. Where tariffs were low-
tures and investments. In countries with an overextended ered fust, as in Tunisia, it has been much harder to phase out
bureaucracy, reducing the number of civil servants has been the quantitative restrictions.
a common condition of adjustment loans, especially in the The majority of loans to all categories of countries have
SALs to African countries. Recent programs in Ghana, included conditions involving the reform of trade policy
Kenya, Mexico and Uruguay increased the salaries of the (table 5-2); these conditions were especially prevalent in the
top civil servants, with the expectation that those costs would pre- 1986 loans to the EIAL countries (tables 5-1 and 5-2).
be offset by the expected benefits of improved performance. Recent loans to the EIAL countries have shown decreased
In Ghana the govemment curbed spending on the civil ser- emphasis on trade policy, presumably because those econo-
vice by creating a roster of civiil servants to ensure that no mies have already removed the largest distortions of trade.'8

phantom workers were on the payroll. Efforts to strengthen the institutional base for exports
Many adjustment lending programs have attempted to have often taken more time than originally estimated and, in

improve tax policy. In some cases new taxes-such as the some cases, have conflicted with other objectives of the
value-added tax in Turkey-have been instituted to replace adjustment program. For example, duty-drawback systems
more distortionary trade taxes or monetary financing. In Asia for exporters have been difficult to establish in countries
the Bank has supported many administrative reforms of the with fiscal stringency and low institutional capacity, al-
tax system, particularly the streamlining of customs admin- though the systems, if instituted, have usually resulted in
istration procedures, revision of the tax codes and improved enough trade growth in the long run to increase tax rev-
collection of excise taxes. Tax reform is one of the most enues. Vested interests, sometimes within the govemment,
universally important means under structural adjustment to have often stymied efforts to reduce the protection for highly
increase public sector saving and reduce distortions."6 protected import-competing industries. For example, trade
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reform in Argentina has seldom dared attack the high-cost framework. In the EIAL countries, adjustment never focused
steel produced by a plant the armed forces own. In Colom- exclusively on agriculture, and the importance of agricul-
bia, vigorous opposition by the govemment agency holding tural conditions declined over the 1980s. Countries that started
shares in an automobile assembly firm and by the head of a with adjustment lending in the latter 1 980s did not pay much
trade regulatory agency with ties to the firm defeated a attention to agriculture, at least as reflected in loan condi-
proposal to reduce the firm's protection. The bureaucracy tionality. Attention to agriculture seems to have waned in
that administers trade restrictions may resist reform because the EIAL and OAL countries since 1986 (tables 5-1 and 5-
it also derives rents and power (Hutcheson 1990). Neverthe- 2). Despite the frequent need for further agricultural reform,
less, in the countries with active trade reforms, about 85 rarely have there been follow-up agricultural sector adjust-
percent of the trade policy conditions were implemented at ment loans (AgSECALs). Only Brazil, Mexico, Morocco,
least substantially (table 5-3). Somalia, Sudan and Tunisia have prepared second

Successful programs of trade relormn have had to proceed AgSECALs. Perhaps the pressure from the interest groups
rapidly enough to develop momentum and credibility with- involved or the duration and intensity of the effort have
out being so sudden as to provoke a political backlash or discouraged the Bank and borrower govemments from pre-
generate budget deficits or current account deficits that would paring AgSECALs. (Table 5-7 shows the distribution of
have led to a reversal of the reform, as happened in many adjustment loans pertaining to agriculture.)
Latin American countries. Reducing protection according to While reformns of trade, exchange rate, and pricing poli-
a pre-announced, credible schedule can enhance the supply cies have always been crucial means for enhancing effi-
response and counter the pressure for ad hoc reinstatement ciency in agriculture, recent adjustment loans in a few coun-
of protection that arises when finrnls are exposed to import tries (such as Kenya, Mexico, Morocco and Tunisia) have
competition. The experience of many countries shows that integrated agricultural reforms with related reforms of food
credibility and sustainability are enhanced if trade liberaliza- policy, internal and external regulations, and management
tion begins with a bold move that signals the government's of public investment. In Kenya, adjustment lending has
seriousness. Often the most effective signal has been a dra- supported an ongoing effort to strengthen the institutional
matic institutional change, such as Turkey's elimination of capacity of the Ministry of Agriculture through improved
the quantitative restrictions, Venezuela's elimination of the budgeting, computerization of project monitoring and the
agency in charge of allocating foreign exchange, Korea's introduction of a system of timely reporting of expenditures.
move from positive to negative lists for import restrictions, To make irrigation projects self-financing, reduce wastage
and Chile's elimination of quantitative restrictions and dras- of water and avoid subsidizing the rich, loans often include
tic reduction in the highest tariff rates. Although these mea- conditions calling for cost recovery. In middle-income coun-
sures may have had only a small direct impact initially, they tries, where the agriculture sector has close links to agro-
made further liberalization more automatic. In contrast, pro- industry, adjustment programs have needed to assure that
grams that have begun with weak steps have seldom been the prices and marketing systems for processed agricultural
sustained (Papageorgiou, Choksi and Michaely 1990). More- products are adjusted in step with reform of the agriculture
over, realizing the maximum gains in efficiency from trade sector itself.
liberalization has usually required complementary reforms In some countries where public agencies have monopo-
in exchange rate, regulatory, public sector, labor market and lized the trade in agricultural commodities and the distribu-
financial sector policies. tion of inputs, Bank-supported programs have involved ma-

Agricultural Policy Table 5-7. Distribution of Agriculture Adjustment

Loans by Country Category, FY1979-89
The large share of the agricultural sector in both gross do-
rnestic product (GDP) and employment, particularly in low- Nwnber of countries

income countries, makes it an important target for efficiency- OAL

enhancing reforms. Attention to agriculture in the context of Nunber of agriculture Early Late

adjustment lending has, however, varied widely across coun- adjustment loans EIAL (1980-85) (1985-89)

tries. Agriculture reform was the dominant focus with the
countries that started adjustment lending before 1986 but did ° 13 4 9
not continue. Almost half of all the conditions in those loans 2 4 1 1
concerned agriculture, and 9 out of 10 loan agreements had
at least one agricultural condition (tables 5-1 and 5-2). These a. Agriculture adjustment loans include AgSECALs, fertilizer adjustment

countries failed to continue with aidjustment lending not be- loans, rural sector adjustment loans, etc. They also indude hybrid loans,
where part of the financing is for general balance-of-payments support

cause they tried to reform agriculture, but probably, as noted and pan is for investment in the sector.

earlier, because they ignored the fiscal and macroeconomic Source: World Bank (1990, Annex Table 5-5).
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jor steps toward decontrol of the agricultural markets. Ja- conditionality in loans involving the industrial sector has
maica divested some major commodity marketing boards of shifted from restructuring and incentives for direct invest-
all non-marketing functions and promoted marketing of ex- ment toward pricing policy, entry barriers, the regulatory
port crops by the private sector. C6te d'Ivoire reorganized environment and technology policy. The scope of industrial
the sugar marketing board and liquidated many of its direct sector loans has also been broadened to include the financial
refining operations. Nigeria abolished most marketing boards. and general business environment, a reflection of an effort to
It has been politically difficult for countries to make these increase the pace at which firms restructure and resume
reforms, but they have tended to last. Where countries have investment (see the appendix). In Africa, industry loans
not been able to dismantle agencies quickly under their initially focused mostly on rehabilitating the export sectors
adjustment programs, they have used other mechanisms. For and eliminating major price distortions through changes in
example, the approach Mexico used to eliminate a major the exchange rate and trade regimes. Some countries imple-
parastatal monopoly over food imports and link domestic mented these reforms quickly. Where the required institu-
agricultural prices to international prices involved reducing tions were weak, however, the economy's response was
the distortions sequentially so as, to avoid arbitrariness and often disappointingly slow.
increase the likelihood of sustained reform. Adjustment programs in recent years have paid more

Public investment in agricultural infrastructure-mainly attention to increasing the competition in the domestic and
roads, irrigation and flood control-can be vital in the tran- export markets as a way to raise productivity and make firms
sition from structural adjustment to sustained long-term more cost-competitive (see the appendix). Mexico, for ex-
growth (Binswanger 1990). However, in almost all develop- ample, has increased the range of competition and clarified
ing countries the rate of such investment dropped markedly its laws on foreign investment; however, deregulation of
in the 1980s, and the capital stock has deteriorated. To some prices has progressed slowly. In most countries with small
extent this trend may have been a rational response to the domestic markets, as in Africa, import competition and freer
declining world terms of trade for agriculture, but it was also access to imported inputs have allowed market forces to
the result of budget and capital constraints. Despite a need to encourage efficiency and growth in industries with a com-
invest in and maintain agricultural infrastructure, the num- parative advantage.
ber of AgSECAL hybrids in Africa declined to two in fiscal Some adjustment programs, especially some of those in
year 1990. Africa being supported by SALs, have addressed policy on

It has proven helpful for countries to develop institutions industrial labor relations. Hungary's Industry SECAL (1987)
for project evaluation, and this needs remains to be done in financed programs to retrain and redeploy laid-off workers
many Sub-Saharan and other small low-income countries. and to improve unemployment compensation mechanisms.
To realize economies of scale, the small countries in a region In other cases, particularly in Latin American countries but
may need to set up a regional institution, as they did in also in l'unisia and Bangladesh, the Bank has acquiesced in
Central America. the desire of governments to avoid the politically sensitive

Structural adjustment lending to support agricultural issue of labor retrenchment.
policy has often worked well in the past and will remain Where entry regulations, investment and pricing controls
important, especially for low-income countries. There have cause major distortions, removing or reducing them should
also been some serious failures with AgSECALs. To avoid continue to be a high priority in adjustment lending. In other
repeating the mistakes, adjustment programs need to assure cases, the priority should go to reformning industrial and
that agricultural sector reforms have a supporting environ- labor regulations.
ment, with measures to minimize macroeconomic instabil-
ity and distortions in the sectors purchasing agricultural Financial System
outpuL

Successful structural adjustment requires a healthy financial
Industry system to help mobilize resources for investment in newly

viable sectors. Usually, however, countries in need of ad-
Countries have often undertaken structural adjustment be- justment have credit allocation systems that do not promote
cause the inefficiency of previous strategies to promote the profitability of the sector or address crippled financial
industrialization-import substitution and state enterprises- institutions with many non-performing assets.
contributed to low growth and art inability to accommodate Financial sector adjustment is complex, and World Bank
external shocks. Switching to a more export-oriented, mar- (and IMF) expertise potentially has a high pay-off in this
ket-directed strategy for industialization has been an impor- area. Financial sector reforn typically needs to ensure an
tant part of the structural adjustment programs in many orderly transition for banking systems burdened with non-
countries, including Bangladesh, Ghana, Turkey, Mexico, performing loans (sometimes to public enterprises) and to
Tunisia, Mauritius and the Philippines. The emphasis in the rationalize and ultimately decontrol the rates for lending and
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deposits. When financial institutions need recapitalization, it of directing subsidized credit to protected sectors. These
is important that prudential regulation and supervision sys- institutions often are not financially viable in a post-adjust-
tems first be established. ment economy and need to be diversified or dissolved in

Financial reform has become an increasingly important orderly fashion.
component of adjustment lending operations (see tables 5.1 Although successful financial reform requires an appro-
and 5.2). SALs and a variety of SECALs have supported priate macroeconomic policy framework, FSALs have gen-
reforms in the financial sector, and some recent loans have erally had weaker macroeconomic conditionality than the
supported adjustment that concentrated on the financial sec- SALs have had. In any event, if a country has major
tor. Prior to fiscal year 1988, the Bank made only three macroeconomic problems, it is better to address them first
FSALs, but in the next two fiscal years it made 10. with a SAL or a SECAL whose conditionality focuses on the

Conditions in SALs and non-financial SECALs related structural causes of the imbalances-public expenditure,
to financial sector reform usually touch only on the most taxation and public enterprises-in tandem with an IMF
obvious and easily corrected distortions-relaxation of the agreement. Of course, correcting very high negative real
ceilings on interest rates and reduction of the reserve re- interest rates on loans and deposits is always useful. When
quirements. Lowering the quasi-fiscal deficit of the financial the FSAL is initiated in the follow-up phase, it needs suffi-
public sector and reducing the politically directed allocation cient macroeconomic conditionality to insure the mainte-
of credit are often vital for fiscal stabilization and the initia- nance of an appropriate macroeconomic framework. Some
tion of structural reform. FSALs take a more comprehensive countries have negotiated FSALs without an adequate
approach, including restructuring, strengthening of portfo- macroeconomic program in place-for instance, Turkey and
lios, regulation and supervision, and sometimes develop- Argentina (as it happened, the loan to Argentina was never
ment of new instruments for the capital markets. made effective, and the second tranche of Turkey's FSAL II

The closing or restructuring of major banks requires a was delayed).
pragmatic approach that recognizes the explicit and implicit Financial reform is undermined when the government
need to guarantee deposits because of the way individual taxes financial intermediation with very high reserve re-
banks reflect the soundness of the whole financial system. quirements and other financially repressive measures. In
'When insolvent institutions are allowed to stay open as a Turkey, despite five SALs (several with financial sector
result of government-guaranteed deposits, they have an in- conditionalities) and two FSALs (the only country to get a
centive to roll bad loans over ancl to make risky new loans. second), fiscal and quasi-fiscal requirements in the financial
In the process, they push interest rates up, a situation that system still force banks to charge borrowers a high spread
affects other financial institutions and the whole economy. over the deposit rate. Financial reform is even more difficult
Consequently, the budgetary cost of restoring the banking if large budget deficits and high real interest rates have
system continues to grow over time, often very rapidly. The bankrupted the borrowing firms and produced insolvency
need for quick action must be balanced, however, against throughout the financial system. When controls on interest
the risk of causing a financial panic by moving before the rates are lifted, they move toward market-clearing levels that
mechanisms are in place to back up fundamentally sound are often substantially higher, particularly when depositors
banks. By downsizing the ailing institutions in a series of expect a high rate of inflation or large devaluations of the
steps, the govemment may be able to limit the cost of the exchange rate. Higher real interest rates by themselves present
transition and avoid the upheaval of bank failures. budgetary problems for govemments with high domestic

Institutional reforms in the financial sector are essential debts, such as Zambia, Mexico and Turkey experienced in
in most adjusting countries. In Mexico, although the govern- the mid- 1980s and Argentina and Brazil recently. The recent
ment retains the banks it nationalized in 1982, the 1989 Philippine FSAL explicitly recognized this problem by de-
FSAL eliminates the restrictions on entry into domestic ferring a requirement to reduce the taxes on financial inter-
banking and encourages competition in the financial sector. mediaries until other tax revenue had reached an adequate
The 1989 FSAL in Kenya merges 10 weak finance compa- level.
nies into a single institution that may eventually be finan- Designers of financial sector reform need to be care-
cially viable. Jamaica's 1987 SAL and Kenya and Pakistan's ful about sequencing and coordinating with macroeco-
1989 FSALs aim at developing the capital markets; the 1989 nomic stabilization. Some reforms, particularly of inter-
FSALs in Mexico and the Philippines address the need to est rate and credit allocation, are crucial for restoring
restructure the development finance institutions (DFIs). The macroeconomic stability in the early phases. These re-
Philippine FSAL provided seed funding for the Develop- forms often do not entail any cost to the government and,
ment Bank of the Philippines to reduce retail lending and in fact, save money. Restructuring of banks is usually
shift to wholesale long-term lending. appropriate later, is often very expensive and requires

The Bank has felt a special responsibility for the fate of policies to assure the continuation of macroeconomic sta-
DFls, since it often encouraged their establishment as a way bility.
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Public Enterprises in Chile. Other countries, such as Ghana, have had difficulty
dealing with financially ailing entities: shutdowns have meant

Public enterprise reform has been a component in more than increastd unemployment and political opposition. Industries
a third of recent adjustment loans (table 5-2). Structural that have not been rehabilitated are not attractive to potential
adjustment of public enterprises generally starts with an buyers, and underdeveloped domestic capital markets are
evaluation of the activities and firms that should remain in frequently unable to provide funds for such enterprises. As a
the public sector and those that can be handled as well or result, governments continue to run the enterprises at a loss.
better by the private sector and thus should be transferred Structural adjustment of public enterprises must start
there. When circumstances warrant continued public owner- with an evaluation of the activities and firms that should
ship, the reform measures seek to improve both efficiency remain in the public sector and those that can be done as well
and profitability. Strengthening management and allowing or better by the private sector and should be transferred
competition from private domestic and foreign firms usually there. For those remaining in the public sector, reforms need
help raise efficiency. For instance, the 1989 Public Enter- to restructure the incentives of managers to encourage effi-
prise Reform Loan to Mexico supports measures to compel ciency.
state-owned firms to operate in a more competitive environ-
ment. Turkey's state-owned steel and textile firms faced Environment
increasing competition from the private sector during the
1980s. In some cases, however, state enterprises have re- Even though most adjustment programs have not specifi-
duced their losses by using their monopoly position to raise cally addressed environmental issues until recently, on bal-
prices (e.g., electricity in Argentina). ance most appear more likely to have helped than to have

State-owned enterprises are often inefficient. However, hurt the environment. Simply overcoming an immediate
many firms that are not competitive intemationally at an macroeconomic crisis increases the government's ability to
overvalued exchange rate do become competitive after a real plan ahcad. Similarly, strengthening public sector finances
devaluation. Because the output of state enterprises is usu- and improving the efficiency and foresight of public sector
ally the inputs for other firms, ihe prices of traded goods institutions increase the likelihood of developing and imple-
such as steel and textiles usually need to be adjusted to world menting coherent environmental strategies. Without orderly
levels (plus appropriate tariffs), and non-traded goods such adjustmnent, growing fiscal deficits, unsustainable external
as electricity need to be priced according to the marginal imbalances, mounting external debt, hyper-inflation and sharp
cost of efficient production. Where state-owned enterprises declines in investment work their way through economic
would lose money forever if their output were sold at world decline and increased poverty to shorten the planning hori-
prices or the efficient marginal cost, there is a trade-off zon and worsen environmental degradation.
between getting the prices right and reducing the Many measures to reduce the distortion of prices for
government's budget deficit. It is sometimes necessary dur- tradable goods relative to world prices probably have favor-
ing a transitional period to allow state-owned enterprises to able effects on the environment. Raising the prices of gaso-
sell at prices above desired levels, although competing im- line, fertilizers, pesticides and other tradable inputs to world
ports should be allowed. levels usually benefits the environment by reducing their

In economies with overextended public sectors, privat- use. Prices may be raised by reducing government subsidies
ization has been an important strategy, as in the recent loans or implementing a real devaluation. The change in relative
to Chile, Costa Rica, Mexico, Morocco, Pakistan, Ghana, prices also affects the composition of outputs, but here the
Kenya, Malawi and Tunisia. Privatization (at a fair price to impact of the changes on the environment is not obvious.
the government) requires a credible and sustainable policy Adjustment lending in fiscal year 1989 revealed the po-
environment. This requirement is true whether the prospec- tential for advancing toward environmental objectives, and
tive buyers are domestic or foreign firms. It has proven wise recent adjustment programs have introduced regulations and
to give a government that is committed to reform some incentives aimed specifically at protecting the environment.
flexibility in the timing and identification of which enter- Of the 34 adjustment operations approved in fiscal year
prises toprivatize so that it can take full advantage of market 1989, 7 contained conditions directly related to envi-
conditions. When countries have strict deadlines and lists of ronmental management: 4 SALs (to the Gambia, Ghana,
firms to privatize, potential buyers may collude to offer low Guinea-Bissau and Laos), 2 AgSALs (to Pakistan and
prices. Privatization, especially of large enterprises, is a Burundi) and an energy sector loan (to Pakistan). These
complex undertaking that often requires technical assistance. operations included the establishment of an environmental

Success with privatization often requires the success of management system, elimination of subsidies for agricul-
other adjustment policies in reviving or creating a healthy tural inputs that have an adverse effect on the environment,
private sector with vigorous growth. Private sector strength and introduction of incentives for conserving vulnerable
was important, for instance, to the progress of privatization natural resources.
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The Ghana SAL in fiscal year 1989 supports a compre- restoring investment and restructuring the financial system.
hensive environmental action plan for land management, The reforms supported by a loan often require institu-
control of soil degradation and erosion, development of tional development or other measures that take longer than
water resources, conservation of forestry and wildlife, coastal the 6 to 18 rmonths between the Board date and the sched-
zone management, control of mining and industrial pollu- uled release of the final tranche. When the disbursernent
lion, and improved planning for human settlements. The schedule of a loan calls for the first tranche to be disbursed
Gambia SAL addresses some environmental issues, includ- immediately and the second in six months, the condilions
ing salinity intrusions along the Gambia River, excessive tied to release of the tranches can call for an action plan but
exploitation of trees for fuelwood, overgrazing of pastures sometimes cannot control whether it actually gets imple-
and inadequate groundwater management. The adjustrnent mented. In countries with balance-of-payments problems
loans to Guinea-Bissau and Laos People's Democratic Re- that require structural reforms with long gestation periods-
public emphasize conservation of forest resources through tax reform, financial and social sector reform and public
measures such as royalty payments on logging. In Guinea- enterprise restructuring and privatization-the Bank could
Bissau the loan supports a plan for the use and replenish- usefully match the timing of its disbursements to the speed
iment of forest resources. at which the reforms are introduced. Assurance of a contin-

The agriculture SECALs to Pakistan and Burundi aimed ued flow of financial supporl increases the credibility and
to strengthen soil management and conservation, rehabilita- ultimate success of the reforms and brings the availability of
tion and maintenance of drainage and irrigation systems, financing more into line with the pace of implemeniing
and integrated pest management to reduce the use of agro- critical institutional reforms. Traditional quick-disbursing
chemicals that have contaminated the groundwater. The loans have been most appropriate for countries with bal-
energy SECAL in Pakistan supports a monitorable environ- ance-of-payments problems and major distortions that can
mental action plan that includes standards to protect against be removed quickly, such as price subsidies, excessive gov-
air and water pollution and establishes guidelines to assess emient spending and import quotas.
the environmental impact of energy-producing activities. Guided in part by experience, the Bank has changed the
Adjustnent lending programs are thus increasingly recog- conditionality ofadjustmentlending, mainly by using condi-
nizing the importance of maintaining a sustainable natural tions that are more specific to the achievement of each
resource balance as well as a sustainable external resource objective. This strategy makes sense because the rates of
balance. implementation are usually higher with more specific condi-

The environment is a new area of concern for adjustment tions. The average number of conditions in Ican agreerents
lending, but one that will surely expand in the near future. has risen from about 10 before 1985 to 17 in recent years
The Bank has thus far chosen to address environmental (based on table 5-8). The number of actions in the policy
problems not with specialized loans but rather through com- matrices of the President's Reports has risen similarly, with
ponents of other sectoral lending. This course seems to be the average in fiscal year 1989 reaching 56 for the l_IAL
the wisest one. countries. Of the actions specified in fiscal years 1979-89,

18 percent pertained to actions initiated prior to appraisal, 34
Timing and Conditionality percent were required by the loan agreement and 48 percent

were listed only in the President's Reports as actions to be
Structural adjustment has usually taken longer than origi- taken within the timeframe of the program.
nally anticipated and indeed has become an integral part of More than a quarter of all policy actions in the President's
the development strategy for many countries. When coun- Reports are precisely specified-usually with the turgets
tries face a complex agenda of reforms, it is important to quantified-whereas only one-tenth are both precise and in
sequence them properly. The stabilization phase of the ad- the loan agreement-an average of four per loan. IDA cred-
justment may take a few years, and introduction of fiscal its have about the same share of precise and legal condiidons
refonn is a key component of the stabilization program. as IBRD loans (a tenth). With hybrid loans (hybrid means
Experience indicates that the subsequent phases are most part of the financing is for general balance-of-payments
effective if initiated after the stabilization is substantially support and part is for investment in the sector), oni average
underway. Thus, a country generally needs a series of opera- half the actions in the President's Report are conditions in
tions. The early operations usually focus on structural re- the loan agreements, and a third of those are precise (16
forms to achieve a sustainable reduction of the fiscal deficit percent of the total). In addition to specifying more precisely
and a competitive real exchange rate. The next round of the actions agreed to by the borrower, typical conditions in
reforms aims at reducing the other distortions hindering the more recent loans have been more explicit as to whether the
efficient allocation of resources--typically these distortions action was a condition for release of a tranche.
involve domestic prices, interest rates and the trade regime. Serious controversy has surrounded the issue of lending
The later stages of adjustment focus on building institutions, to support prior actions where many but not all of the struc-
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Table 5-8. Types of Conditions, FY1979-89

Average share of total conditions and other actions (percent)

Total nunber Other
Loan typesl of conditions Precise actions in
country and other actions Loan agreement Precise and legal Prior President's
groups ' per loan b condition ' aclions d conditions' actions Reports5

All 42 34 27 10 18 48
HICs 39 36 27 11 20 43
SSA 44 36 28 10 14 50
SALs 50 24 27 7 19 56
SECALs 37 42 27 13 17 41
IDA credits 41 31 27 10 20 49
IBRD loans 43 37 27 10 16 48
Hybrid loans 46 49 26 16 9 42

EIAL countries
FY79-85 30 31 24 9 16 54
FY86-88 39 43 29 12 17 40
FY89 56 29 23 7 22 49

OAL countries
FY79-85 27 50 28 12 14 36
FY86-89 56 29 29 10 19 52

a. HIC = highly-indebted countries; SSA = Sub-Saharan Africa; SAL = structural adjustment loan; SECAL = sectoral adjustment loan; EIAL = early-
intensive adjustmer.t lending; and OAL = other adjustment lending.
b. The conditions in the loan agreemnents Dr other actions (including prior actions) caUed for in the President's Reports.
c. Al conditions listed only in the loan agreements (including dated and undated covenants).
d. Precisely specified actions or conditicis are those that are specific and usually quantifiable.
e. Precisely specified and legal condition; are those that appear in the loan agreements and are specific in nature.
f. Prior actions are those that a country has undertaken prior to a loan's negotiation, either on its own initiative or with suppon fromn an adjustment loan.
g. Actions listed only in the President's Report (excluding prior actions), to be implemented during the lifetime of the loan.
Source: Based on an analysis of 183 SALs and SECALs to 61 developing countries. A total of 7,723 actions were considered in all, of which 2,592 were
legal conditions.

tural reforms were initiated before loan appraisal and sus- be acting on the basis of Bank dictates rather than its own
taining the reforms is the chief goal of the program. The initiative,
evidence is that adjustment performance in the long run has * The prior actions are part of an ongoing reform.
been remarkable where the Bank has supported adjustment
measures undertaken before the loan approval was complete. Rates of implementation have depended significantly on
In Indonesia, for example, the govemment independently whether a policy action was specific or qualitative and
encouraged private sector development and foreign direct whether it was a condition in the loan agreement (table 5-4).
investment as part of its adjustment strategy. It has restored As noted, however, the rates of implementation need to be
the rate of growth of noxi-oil output to more than 5 percent interpreted with care. Conditions that are precise or in the
annually, inflation is under 10 percent, and the deficit in the loan agreement have higher-than-average rates of imple-
current account of the balance of payments has been reduced mentation, and condilions that are both precise and in the
to less than 3 percent of GDP. When adjustment lending for loan agreement have even higher average rates (71 percent
prior actions was not allowed, govemments on occasion de- fully implemented and 88 percent at least substantially for
layed reforms so that the Bank would give them credit for the whole of the 1980s). The high rates of implementation
the actions. Adjustment lending for prior actions has thus for precise and legally binding conditions imply that legal
proven effective when the timing of the loan has been con- agreements on critical policy actions should be made as
sistent with the financing needs of adjustment and when cer- specific and detailed as possible.'9 Greater detail may re-
tain other conditions have been met: quire a larger number of conditions. At the same time,

general conditions that summarize the spirit of the adjust-
* The government has a strong track record of reform. ment effort are also important.
* The borrowing governmenim is prepared to take the The incentive of tranche releases obviously motivates

necessary actions but finds it politically difficult to appear to policy adjustment. The perceived benefits of adjustment and
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the desire to have ongoing adjustment lending also motivate sustained or undermined by the adjustment process itself.
reform. Measures written into the loan agreement as condi- Although the Bank avoids interfering in politics, the cost of
tions are selected with the implicit. recognition that they do failure is too great for borrowing countries, as well as the
not consfitute the whole program--and with the intention of Bank, to ignore the potential contribution of a better under-
focusing on the actions most central to the program's suc- standing of the political economy of adjustment. Further
cess and most indicative of the government's commitment research in this area is needed.
to reform. As mentioned, the five or six actions the Bank The credibility of an adjustment program depends on the
considered most critical to achieving the objectives of the quality of the program itself and on the way the govemrnment
program had implementation rates that averaged as high as identifies itself with the program and shows consistency
those for all conditions in the loan agreements.20 In addition, between announced intentions and policy actions. The gov-
countries carry out the majority of the actions in the emments in Bolivia, Mexico, Korea, Ghana and Thailand
President's Reports that are not in the loan agreements.21 made extensive efforts to publicize their commitments to
After release of the final tranche, countries usually sustained reform, explaining the nature and timing of the reforms and
or increased the rate of fulfillment (table 5-9). Of the condi- why initially painful measures were necessary to obtain
dions that were not met at all during the loan, over a fourth widespread benefits over the long run. It has also proved
were substantially or completely implemented later. Rever- counterproductive to oversell the program and create unreal-
sals occurred on less than a tenth of the conditions met istic expectations or to blame austerity measures on the
during the loan, suggesting that most govemments believed Bank or the Fund. It is particularly difficult to sustain reform
ex post that their adjustment programs were beneficial. measures if the govemment has openly disavowed the re-

fornn. Disavowal occurred in Zambia, where the reform was
Political Economy of Adjustment reversed in the face of political protest and unrest, even

though the loan had been disbursed.
RAL-1 and many other analyses have stressed the impor- When a country has a severe economic and balance-of-
tance of a government's commitmnent to the success of ad- payments crisis and there is an imminent political crisis or
justment programs. This commitment can be enhanced, upcoming election, the government is sometimes unwilling

Table 5-9. Implementation of Conditions Prior to and after Final Tranche Release, FY1979-89
(percentage of conditions)

As offinal tranche release As of 198849

At least At least
Fully sabstantially Fully substantlially

implemented implemented imnplemented implemented

1. Supply-side, growth-oriented policies
Trade 60 85 66 85
Sectoral
Industry 62 86 52 76
Energy 73 82 77 86
Agriculture 62 84 69 87
Financial 71 90 75 93
Rationalization of govemment
finance and administration 62 79 72 89

Public enterprise reforms 63 88 70 92

1I. Absorption reduction policies
Fiscal 74 85 74 89

'M. Switching policies
Exchange rate 68 89 58 90

'rotal
Loan agreement conditions b 65 86 69 88
All conditions or actions 54 77 61 82

a. At least 18 months after final tranche release.
b. Based on conditions that appear only in the loan agreements. A total of 813 legal conditions could be considered.
Source: Based on an analysis of 57 SALs and SECALs to 23 developing countries. The same loans were graded on implementation at the final tranche
release and in 1988 or 1989.
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to adopt a sufficiently comprehensive adjustment. In such beginning can help with this dilemma, because the areas
cases-including Peru recently and Poland and Ghana ear- needing future reform are better identified in the minds of
lier in the 1980s-the Bank wisely refused to make excep- the populace and policy-makers.
tions in the designr of programs. As painful as they may be, Most successful political strategies for sustaining adjust-
crises can increase the likelihood of reform by raising the ment have involved building coalitions of the beneficiaries
perception within and outside the govemment that policies of adjustment, for example, exporters in Korea, Thailand,
must change, by weakening anti-;reform interest groups and Zimbabwe and Chile. That is, in developing a program it is
by increasing the willingness to rely on technocrats (the case important to identify the groups that will benefit from ad-
in Bolivia, Mexico, Nigeria and Ghana and perhaps to occur justment. It has sometimes been politically useful to estab-
in Argentina and Peru) (Grindle 1991; Callaghy 1990). lish economic organizations of the beneficiaries of the re-

The timing of reform measuwes can affect the political form, such as the exporters' associations in Korea and Chile,
and economic viability of a program. Where new economic which also function as focal points for political support
teams or governments have come to power and the policies Although compensation to adversely affected groups usu-
of the previous team or governmmnt have been discredited, ally requires taxing those who benefit from the reform, it has
there is more leeway to undertake reform measures-wit- sometimes contributed to other valid objectives, such as
ness Mexico under Presidents Miguel de la Madrid and targeting subsidies for the reduction of poverty. More seri-
Carios Salinas and the stabilization of Bolivia's hyper-infla- ous opposition to reform, which needs to be defused, usually
tion under a new democratic government of President Victor comes from the upper- and middle-income groups that were
Paz n 11985-RS6. Often the strongest political asset of new previously collecting high rents and that see themselves as
teams and governments is people's dissatisfaction with pre- permanent losers from the reform. Compensation measures
vious policies and their willingness to try something fresh such as severance pay (which requires workers to exit from
(the honeymroon effect), as exemplified in Poland and Ar- adversely affected groups) and retraining subsidies (to pre-
gentina (in the first months of the Menem administration). pare people to enter expanding sectors) have enhanced both
This eiffect is temporary, however, so that the key political economic efficiency and political viability. Recent prograrns
task is to produce economic results before the honeymoon is in Bolivia, Hungary and Ghana have included such mea-
over. In such political conditions, reforms should be intro- sures.
duced as quickly as is economically and technically feasible. A technically well-designed program is a necessary but
As the temporary dislocations associated with adjustment not sufficient condition for political sustainability. The gov-
and the previous crisis decrease, improvements will be at- emment also needs to explain the program to the public.
ributed to the, initial reforms. Where a govemment moves Particularly where new governments and economic teams
quickly, it also reduces the opportunity for the opposition to have come to office, reforms should be introduced as quickly
coalesce and increases the credibility of the reform. as is technically feasible-while public disillusionment with

Although it has generally been counterproductive for past policies is high and support for the new measures is
governments to yield to the pressure of interest groups for strong. Adjustment programs should thus be designed and
gradualism, some measures require time, such as the devel- presentecl with an awareness of the importance for political
opment of institutions and human capital. The lack of ad- sustainability of building a coalition of groups benefiting
ministrative capacity also limits the number of fronts on from and expanding as a result of the reform process. Pro-
which reform can go forward. The Bank has thus urged tection of the poor also contributes to sustainability of re-
govemrnents to group reforms into packages that not only form and is an important objective in itself.
have an economic and administratve coherence but that also
will produce identifiable benefits that will generate public Conclusions
support for broader reform. In M!exico, sectoral reforms
supported by agricultural and industial SECALs assisted The experience of the World Bank in the 1980s has helped
the government in this way. improve the design of adjustment programs, and countries

Sometmes the benefits of early success with part of the have usually carried out the specific actions called for in
program can undermine the commitment of the government their programs. Most of the conditions in the loan agree-
and populace to press forward with a thorough structural ments in the sarnple analyzed were substantially or fully
adjustment. For example, the initial benefits of stabilization implemented, as originally written, by the time of release of
in Argentina in 1985-86 induced some complacency that the final tranche. The rates of implementation have im-
contributed to the failure to tackle the underlying budget proved over time and have been especially high since RAL-
deficits, which in the end undermined the program. Despite I was written. Conditionality in the loan agreements is now
the rapid growth of Turkey's exports through the 1980s, it specified more precisely, a measure that apparently has con-
now faces problems with budget deficits and inflation. Group- tributed tD the rising rates of implementation. Many loans
ing the reforrns and publicizing the overall agenda from the experienced delays in tranche release because of unforeseen
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delays in implementing the programs. If it becomes clear price distortions and the impediments to factor mobility
that the loan condidons as originally stated cannot be met should proceed at roughly the same pace as trade is liberal-
satisfactorily, Bank management recommends either can- ized, so that the reform can increase output rather than
cellation of the loan or modification of the conditionality in prompt speculation and unemployment. Institution-building
light of the new information, and it brings the matter to the and regulatory reform, along with the development of hu-
Board. man capital, generally take much longer.

In policy areas that called for the reallocation and invest- Adjustment lending traditionally has been fast-disburs-
ment of resources, successful programs were those that es- ing, but the slow pace of implementation and slow response
tablished predictable incentives, including macroeconomic to some types of reform indicate that a slower rate of dis-
stability. In fiscal year 1989, conditions related to bursement might be better. Slower disbursing instruments
macroeconomic policy became more prevalent in loan agree- are usually more appropriate for institutional reforms in the
ments, usually in the form of references to the program in public finance and financial sectors, as well as in the social
the Letter of Development Policy. For countries with acute sector. In keeping with this point, hybrid loans are growing
macroeconomic problems, adjustmnent lending was used to in importance, partly in recognition of the benefits gained by
support the structural reforms that addressed the fundamen- assuring that investment policy complements the reform.
tal causes of the problems. Other countries needed to main- They are also useful when the recovery of investment is
tain a macroeconomic framework conducive to the success central to obiaining a supply response-and when the ex-
of the sectoral reforms supported by adjustment lending. To pansion of investment will cause a temporary problem with
make sure the borrowers and the Bank have a common the current account if consumption cannot be reduced.
understanding of what a supportive macroeconomic frame- For govermnents to sustain their commitrnent to reform,
work means, the typical conditionality in loan documents which RAL-1[ emphasized as a precondition for successful
now establishes specific values ito be achieved with key adjustment, they need to maintain political support for the
indicators of macroeconomic stability. program. The design and presentation of a program were

As the Bank's experience with adjustment lending often important factors in enhancing political support. A
evolved, the emphasis on reforming internal regulation, public major effort to convince the public of the program's virtues
enterprises and the financial sector increased. Reform of usually had important benefits. To take advantage of public
fiscal, trade, agricultural and industrial policies remained an dissatisfaction with the pre-reform crisis and to demonstrate
iimportant aspect of adjustmnent programs, although the em- commitment, countries in a crisis had more success when
phasis on institutional development in these areas grew. starting reforns with a new team and when they moved as
Greater competition became a higher priority in industrial quickly as was technically feasible. Compensation measures
policy reform, despite the frequent opposition of interest for groups unfairly injured by adjustment helped reduce
groups. Financial sector reforms--including measures that economic inequality and softened the political opposition,
can be implemented quickly, such as liberalizing interest but they worked best when designed to move labor and
rates, and longer term measures such as reorganizing the capital into sectors that were expanding with adjustment.
banking system-were important to restoring efficient in-
vestment and sustainable growth. Usually the quicker mea- Appendix. Design of Adjustment Lending for
sures were appropriate at the beginning of adjustment; fi- Industry
nancial restructuring, on the other hand, rarely succeeded
until the macroeconomic situation was stabilized. In coun- This appendix2 3 analyzes adjustment lending for the indus-
tries where the public sector was overextended, adjustment trial sector, using the ALCID database as a point of depar-
programs involved restructuring that sector. Privatization ture.24 Key issues and trends have been identified through
was often the most appropriate way for the public sector to interviews with operational managers involved with indus-
exit from activities that the private sector could do as well or try, trade and finance (ITF) and investigated through a sur-
better. At the same time, the public sector had to be strength- vey of industrial project officers throughout the Bank. Coun-
ened in areas where it had a comparative advantage-such try information was also taken from case studies of indus-
as providing infrastructure and educational services. trial adjustment programs, especially those in Hungary,

Although knowledge about the ideal sequencing of re- Mexico, the P'hilippines and Turkey.
forrns is still imperfect, the Bank's experience supports sev-
eral generalizations. High rates of inflation or other manifes- Issues of Program Design
tations of severe macroeconomic imbalances need to be
addressed at the beginning of a program. Adjustment lend- Distribution of conditionality. While industrial sector
ing to support any other reforms is most likely to be effective policies constituted a relatively consistent proporition (about
after the structural reforms aimed at reducing the extreme 6 percent) of adjustment programs before and after 1984, the
macroeconomic imbalances are underway. Removal of the closely related category of trade policies fell sharply from 27
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percent to 16 percent of total conditions, and financial sector * Financial sector reforms and credit availability should
reforn rose by a corresponding amount, from 8 percent to be considered early in adjustment programs. Potential ex-
17 percent (Appendix table 5-1-1). Within the industrial sec- porters and high-growth industries cannot respond to im-
tor, the emphasis on conditionality shifted from restructur- proved incentives if past policy distortions have left them
ing and investment incentives toward pricing policy, entry illiquid and credit for investments is unavailable.
barriers, the regulatory environment and technology policy. * Early liberalization of domestic price ceilings is im-
This reflects an effort to move closer to the causes of the portant so that viable firms can maintain their profitability in
slow rate of restructuring and investment responses at the the face of cost increases resulting from devaluations and
firm level. higher interest rates.

Phasing of reforms. Some broad conclusions emerge A typical pattern has been for industrial policy reforns to
about the phasing of policy reforms, based on a range of follow the earlier phases of stabilization and trade liberaliza-
experience. Their applicability depends heavily on the situa- tion. In some cases, this sequence has not generated the
tion in a particular country, especially the extent of past dis- expected supply response from industry because the earlier
tortions. reforns weakened the profitability of industries without

overcoming the financial, infrastructural and technical barri-
* Export incentives should be improved (for example, ers that made it difficult for them to become more competi-

through devaluation, retention of foreign exchange, and ac- tive. Incorporating conditionality to address constraints in
cess to imported inputs) prior to general liberalization of the supply response is problematic because the time required
imports so that revenues from exports begin rising before to effect institutional changes often exceeds the duration of a
the pent-up demand for imports is released. single SECAL.

B Broad transitional protection that will be phased out
according to a pre-announced, credible schedule can help Macro and trade reforms. Bank staff view macro and
counter pressures for ad hoc reinstatement of protection that trade policy reforms as likely to have a positive effect on
arises when firms ire exposed to import competition too industrial output and capacity utilization; most respondents
quickly. see devaluation as positive. There is, however, some con-

cem that stabilization policies and liberalization of compet-
ing imports can adversely affect industrial output and invest-
ment.

Appendix Table 5-1-1. Distribution of Industry, Trade The 1982 IMP program in Hungary focused on reducing
and Finance (ITF) Conditions for Major Adjusting demand with minimum effect on consumption; it did not
Countries, FY1980-84 and FY1985-89 include devaluation, partly for fear that devaluation would
(percent) generate inflation and be ineffective without a more market-

Distribution FY1980--84 FY1985-89 All loans based system. With no significant change in incentives and
no suppl y-side measures, exports stagnated and foreign ex-

Share in all conditionsY
Trade 27 16 19 change shortages became critical, and the situation wors-
Finance 8 17 15 ened for industry. Subsequent Bank lending supported a
Industry 6 6 6 more comprehensive, systemic approach that included de-

valuation and incentives for greater competitiveness. Al-
Total, ITF 41 39 40 though consumption cuts held back industrial production

Share in industrial sector conditions because of weak demand in the domestic and ruble markets,
Pricing 15 28 24 in 1987--88 improved incentives eventually led to rapid
Restructuring 36 13 19 growth of manufactured exports.
Investment 20 16 17 Devaluation has frequenty stimulated a strong response
Regulation 7 14 13Deautohafrqetysiuaeasrngepne
Planning 7 9 9 from manufactured exports, even when some anti-expon
Entry 4 6 6 bias remains. Potential beneficiaries tend to be skeptical of
Technology 3 6 5 export promotion schemes that depend on administrative
Marketing 1 4 3 actions, such as duty drawbacks and bonuses; such schemes
Other 6 3 3 can complement a more favorable exchange rate policy but

Total loCo 100 oo cannot substitute for it. Tariff and tax reforms have reduced
anti-export bias mainly by replacing quantitative restrictions

Note: The table is based on data for 26 countries selected for special with tariffs and, in some cases, lowering very high rates of
attention in the second report on adjustment lending (World Bank 1990).
Source: World Bank IENN Adjustment Lending Conditionality and effective protection for import substitutes (for example,
Inplementation Database (ALCID). Mexico and the Philippines).
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Financial sector reforms. In many countries, the indus- recent years, a broader perspective incorporating industrial
tial sector is intimately intertwined with the banks. When organization theory has supported greater emphasis on com-
inclustries run into financial difficulty (for example, because petition in domestic and export markets as alternative ways
adjustment policies expose them to competition), banks ex- of inducing firms to raise productivity and become more
tend additional credit to keep poorly performing loans afloat. cost-competitive. In Mexico, for example, increasing the
Such situations threaten the financial soundness of the bank- range of competition has been a theme of the Bank's pro-
ing system and channel financial resources to the least effi- gram since 1987. In most African countries, however, im-
cient firms. port competition remains the most effective forrn of compe-

Recently, Bank staff have recognized the importance of ition for industries with economies of scale because the
restructuring a poorly performing financial sector before domestic markets are small and exports account for a minus-
pumping more money into it for industrial recovery. Previ- cule share of manufactured output.
ously, financial reform in structural adjustment programs The area most consistently ignored is labor policy. Per-
focused almost exclusively on achieving positive real inter- haps partly for lack of the necessary expertise to carry out an
est rates. Where the rates of inflation were high, this focus effective dialogue, the Bank has often acquiesced in govern-
sometimes aggravated the difficulty firms had in meeting ments' consistent desire to avoid the politically sensitive
their debt payments and discouraged borrowing for new issue of labor retrenchment (for example, Mexico). One
investment (a situation that made banks all the more likely to exception is Ghana, which has carried out substantial lay-
favor quick-return commercial lending). offs to reduce the government budget and improve the cost

performance of state enterprises. In some countries, high
Toward more comprehensive approaches. Bank staff wage bills have been watered down in real terms by devalu-

appear to be taking a more comprehensive approach to the ations substantially in excess of wage increases.
programming of structural adjustment, covering an increas- The Bank's knowledge of political economy issues has
ingly wide range of policy areas. The biggest increases in been particularly weak, sometimes resulting in a structural
emriphasis have been in areas thaat support a supply-side adjustment program whose design is politically unaccept-
response: financial restructuring; regulatory policies; the able or excessively risky. In the industrial sector, knowledge
business environment; and institutional strengthening. of the power structure and lobby groups is needed so that

Post-1986 Hungary provides one example of a compre- measures can be incorporated to deal with the inevitable
hensive program design, as opposed to a sequenced approach. pressures to restore protection. If the Bank is to help govern-
Hungary has introduced parallel measures in 11 policy areas ments design more robust adjustment programs, consider-
aimed at stimulating competitiveness, greater mobility of ation should perhaps be given to including analysis of politi-
resources and enterprise autonomy. It is paying particular cal factors and vested interests.
attention to the financial system, infrastructure, technology
updating and subsector restructuring. Progress in each area Bank-Fund coordination. The design of IMF programs
is reviewed as a basis for adjusting the program and moving addresses fundamental macroeconomic imbalances, but usu-
on to the next steps. Nevertheless, structural changes in in- ally without in-depth analysis of the intersectoral implica-
dustry have taken a long time, despite the well-thought-out tions of macroeconomic reforms. Programs have succeeded
program and a high degree of government commitment. best where the Bank and Fund have worked together to

The Bank still has work to do in developing practical, design a coordinated, comprehensive program. In Mexico,
sound programs to support a supply response. The strengths the Fund has done most of the macroeconomic work (since
of the Bank's economists are more on the demand side and there has been no SAL), while the Bank has concentrated on
the analysis of macroeconomic variables. The tendency on careful preparation of SECALs, which have generally fol-
the supply side is to concentrate on activities that can readily lowed approval of Fund programs. Recent efforts in the
be stated as loan conditions, such as revising the investment Philippines have involved much closer coordination than
code, rather than on less clearly defined problems, such as before, with cross-participation in the preparation of pro-
the business environment. Better conceptual frameworks are grams (such as financial sector reform). Bank-Fund coop-
needed to guide project designers toward the most effective eration has been good in Tanzania, less so in Madagascar,
types of reforms.

The area in which the most progress has been made Economic and sector work (ESW). Bank staff view good
toward a more satisfactory conceptual framework is policies ESW as essential to obtaining the in-depth understanding
related to competition. Early adjustment programs empha- necessary for good project design and to stimulate dialogue
sized import liberalization and reduced tariff protection to with country officials, despite concern about the timeliness
force industries to become efficient, based on a trade-ori- of the ESW and its operational relevance in individual cases.
ented analytical framework that revealed high effective pro- A majority of Bank staff surveyed see general sector re-
tection as a cause of inefficient industrial investment. In views, analysis of the structure of protection, and action-
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oriented study of the regulatory system as "very impor- Appendix Table 5-1-2. Implementation of Industrial
tant." Policies in Adjustment Loans

Mexico is a case where extensive sector work has sup- (percentage of conditions implemented)

ported an effective dialogue with the government and aided
in the design of specific program components. Sector work During Anteriod
has expanded to cover regulatory policies, tax reform Degree ofimplementation FY19o After At As oflatesi

' ' bypolicy area ~~~to 1984 FY1984 loans monitoring
infrastructural requirements, development of energy, and
environmental issues. In the Philippines, the 1979 crisis Fully implemented
stimulated Bank-government collaboration on ESW to re- Indusuly 50 57 47 49
view economic and industrial p)olicies. The resulting gov- Trade 44 62 52 63
eminent program provided a basis for the SALs. The adjust- Finance 56 61 58 64
ment program in turn generated more action-oriented sector All policies 49 62 54 61
work aimed at understanding supply-side constraints. Par- Fully or substantially implemented
ticular emphasis was placed on subsector studies to prepare
for SECALs. Industy 84 80 79 80

Lack of budgetary resources and sufficient well-quali- Trade 66 84 77 77
fied staff were cited as important constraints on the Bank's Finance 69 83 77 82
ability to carry out effective E-SW. The quality of staff
evidently varies widely among divisions. There was a rela- Source: World Bank IENIN Adjustment Lending Conditionality and

tively high proportion of responses at both the extremes of Implementation Database (ALCID).

"very important" and "very unimportant" as a constraint. ment retains the initiative as originator of the program (for
The quality of staff depends in large part on the number of example, in Ghana).
people with hands-on country experience with reform pro- Good program design does not necessarily ensure effec-
grams. tive implementation because there are too many ways to

negate the effects of measures required as part of loan condi-
Implementation tionality. Some countries agree on paper to reforms they

have little intention of actually implementing, knowing the
Industrial policy conditions have proven difficult to imple- Bank is unlikely to stop disbursement. Bank staff unani-
ment fully and to sustain over time. Only 47 percent of in- mously recognize the importance of building government
dustry sector conditions were fully implemented during the commitment during loan preparation and indicate that more
loan period, rising only to 49 percent as of post-loan moni- attention is now being paid to this point than in the past.
toring. In contrast, the overall alverage was 54 percent and Nevertheless, formal assessment of the degree of govem-
rose to 61 percent (Appendix table 5-1-2). However, 79 per- ment commitment to and involvement in an adjustment
cent achieved at least substantial implementation during the program occurs only indirectly in the context of appraising
loan period, close to the overall average. There is some indi- implementation capacity and risks. More explicit attention
cation this situation has improved: the gap between "full" to this important determinant of program success might lead
and "ful/substantial" implementation for industry was nar- to the development of better indicators of commitment, a
rower in the post-1984 sample than it was before. The rea- wider dialogue that includes those who might oppose the
son may be that expectations and conditionality have be- program, and the establishment of criteria for unacceptable
come more realistic. politicall risks.

There are some good examples of structural adjustment
Government commitment. Implementation problems are programs that have been well and flexibly implemented

most likely to arise when government officials have had because governments initiated them and the govemment and
minimal direct involvement in preparing the program and the Bank cooperated in designing them. In Mexico and
agree to conditions mainly because-they need the financing. Hungary, the governments saw industry as a potential en-
C6te d'Ivoire is one case where the preparation work was gine of growth and were receptive to Bank partnership in
hasty and government commitment to implementation of a developing an appropriate strategy, with different ministries
complex prograrn weak. In Zamabia the Bank (and Fund) and agencies involved in the design of a coherent program.
dealt mainly with those leaders who favored a structural In these cases the Bank has been viewed more as a partner in
adjustment program; they made insufficient effort to under- developing adjustment programs than as an outside agent
stand and anticipate the political forces working against it. In imposing reforms.
Africa the Bank's role in pushing painful measures tends to
be viewed suspiciously, and suczess in achieving effective Implementation capacity andproblems. While most Bank
implementation depends heavily on whether the govem- staff surveyed believe that government commitnent to struc-
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tural adjustment programs is "very strong" in the countries and it is not surprising that it tended to exceed GDP growth
they work with, few rank the government's ability to imple- in the recovery period. Growth rates in that period (data are
ment the program similarly. There is some concern that available for 1984-86) do not, however, show a clear pattern
pressures to prepare loans quickly may lead to a glossing relative to the period prior to the crisis (1978-81).
over of the weaknesses in implementation capacity or their Some African countries also showed a turnaround in
being addressed through technical assistance programs that industrial growth, especially in manufactured exports, in the
are unlikely to be completed in time to remedy the problems. three years following adoption of an adjustment program.

Studies may be a way either to delay implementation or Much of the increase in exports represented the recovery of
to make it more effective. They are a convenient means for a formner markets (such as cocoa products from CMte d'Ivoire
govemment to request more information before coming to a and Nigeria to Europe). In some cases it represented an
decision it wishes to avoid, and for Bank staff to make some advantage vis-a-vis neighboring countries gained through
apparent progress in an area where the govemment is not devaluation (for example, textiles from Ghana and Nigeria
ready to act. On the other hand, Bank staff sometimes put in to neighbors in the CFA franc zone).
measures with little understanding of the extent of prepara- The figures on low industrial capacity utilization typi-
tion involved. For example, tariff reform often involves cally found prior to adjustment reflect the reduced foreign
changing nomenclature, drafting and passing legislation, exchange for imported inputs. The increase in utilization and
publishing new regulations and training customs officers- output is attributable in large part to the combination of
all of which may take much longer than estimated. more funding and liberalized access to foreign exchange

under adjustment lending. In Zambia, liberalization of the
Impact allocation of foreign exchange enabled the private sector to

expand rapidly by removing the public sector's privileged
Thle objective of industrial adjustment is to achieve a more status. While capacity utilization rose from 38 percent to 54
efficient structure of production. Although the initial impact percent in the private sector, it fell from 56 percent to 25
of stabilization, trade liberalization and domestic deregula- percent in five of the least efficient public enterprises. How-
tion measures on existing industries is often negative, those ever, direct allocation of imports was subsequently restored
with the following characteristics are expected to benefit when the adjustment program faltered.
over the longer term: export potential; intensive use of lo- The short-term impact has not always been positive. In
cally available inputs (including labor); competitiveness, the Philippines, manufacturing output growth fell by 23
that is, a policy of minimizing costs and marketing; and percent from 1984 to 1986, having averaged 6 percent a year
optimum scale that is small, to the extent that previous over 1972-82. With a continuing economic crisis and weak
policies restricted the access of firms to resources and mar- demand under the stabilization policies, the growth in manu-
kets and that new policies favor growth of agricultural in- facturing output did not recover until 1987. In Hungary,
come. weak demand and competition from imports caused manu-

Analysis of aggregate data in connection with the first facturing value added to fall by 2 percent in 1988, after
Report on Adjustment Lending (World Bank 1988) suggests rising by 4 percent in 1987.
that industry generally recovered relatively rapidly in the The evidence is not clear on whether industrial growth
first three years of most structural adjustment programs be- fares better over time following the policy reforms of an
cause the additional resources relieved the constraint on im- adjustment program as compared with the pre-crisis period.
ported inputs. This result says little, however, about whether One positive example is Turkey, where manufacturing ex-
adjustment policies actually induced structural change within ports grew at 41 percent a year over 1980-85, increasing
the industrial sector. In the absence of consistent cross-coun- from 6 percent to 15 percent of GNP and from 34 percent to
try structural data, analysis of industrial adjustment must 75 percent of total export earnings. This phenomenal export
rely heavily on country case studies. In each country it is response enabled manufacturing (at 8 percent a year) to lead
especially important to identify the institutional and GNP growth (4 percent).
infrastructural constraints that affect the speed with which Industrial employment has universally shown negligible
resources shift from declining to more efficient industries. growth during the recovery period. Given that most coun-

tries had prevented firms fTom laying off workers when
Impact on output, exports and employment. Adjustment utilization was down, most of the short-term growth has

lending has generally been successful in helping industrial come from increased capacity utilization. In some cases
production and capacity utilization recover from the period (especially in Africa), lay-offs to reduce excessive costs in
of crisis immediately preceding structural adjustment, al- overstaffed state enterprises have tended to offset employ-
though this point is not true for all countries or for Africa as ment gains in the private sector.
a whole. In many countries, industrial output had declined Employment growth has been slow partly because in-
faster than GDP in the crisis period preceding adjustment, dustrial investment has been slow to recover. Gains in em-
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ployment therefore will have to come mainly through struc- nological and marketing capabilities and linkages-with a
tural shifts from more capital-intensive activities to more focus on strategies for industrial competitiveness.
labor-intensive (often small-scale) ones. In Nigeria, the small- Further improvements are needed in developing the com-
scale sector has been a source of employment recovery binations of policy and institutional reform measures that
because it was able to shed labot when output declined. are important to achieving a flexible and competitive indus-

tral base. Weaknesses still exist in designing the appropriate
Structural changes. Changes in the structure and effi- mix an(d phasing of reforms for the least developed coun-

ciency of production within industry provide the most mean- tries, for centrally planned economies, for heavily indebted
ingful measure of whether industrial adjustment has oc- middle-income countries, and for next-in-line newly indus-
curred. Unfortunately, the evidence remains extremely trializing countries.
sketchy and anecdotal, even at the level of country case Experience demonstrates that Bank analysis and money
studies. Manufactured exports show a consistently high sup- cannot substitute for commitment and competence by gov-
ply response. Devaluation and trade liberalization, some- emmenit and institutional leaders. The most successful Bank-
times combined with reduced domestic absorption, have supported operations involve real partnerships, where the
clearly shifted industrial production toward export markets. Bank's analysis and funds are used to achieve the
In both Nigeria and the Philippines, the tire industry re- government's policy, institutional and investment priorities.
sponded to reduced protection and demand by restructuring The failures have occurred when the Bank has tried to
production and seeking export raarkets, which had become substitute optimism for the missing competence and com-
more profitable through devaluation. mitment of its clients. It is clear that: (1) policy reform

programs agreed to only on paper are easily avoided or
Investment. No systematic data exist for industrial in- reversed; (2) marginal policy or institutional changes com-

vestment. Anecdotal evidence suggests, however, that in- bined with studies and technical assistance can be counter-
vestment in industry has been very slow to respond under productive if they substitute for fundamental changes, while
adjustmnent programs. A common explanation is that mon- increasing government debt; and (3) cases of bad banks
etary policy has restricted the general availability of credit becoming good ones are rare-particularly if they continue
and that banks prefer to allocate scarce credit to short-term to receive funding.
commercial borrowers. In some countries, the weakness of The Bank needs to improve its analysis and operations
financial intermediation is a problem. by including an explicit recognition of politics and vested

Evidence from Africa indicates that overall investment interests. Restructuring public enterprises, selecting the best
continued to decline during 1935-87, although at a much financial intermnediaries, and reforming trade and industrial
slower rate than that during 1982-84 in those countries with policies involve relatively straightforward technical issues.
strong reform programs (World Bank and United Nations What mnakes or breaks programs, however, is the decisive-
Development Programme 1989, p. 30). In some countries ness of governments-and their ability to build consensus
this decline was partly caused by persistent adverse extemal and implement agreed-upon actions. The timing of policy-
price movements. Investment grew slightly in the strongly based operations needs to be sensitive to political cycles.
adjusting countries that suffered no external shocks after Sector work, project preparation, Economic Development
initiating their reform programs. Institute seminars and technical assistance can be used to

identify the real change agents, to build forums for private
Lessonsfrom the 1980s sector involvement in policy change, and to select the most

strategic areas for influencing change.
During the eighties, the pendulum in ITF lending swung
sharply toward policy reformm-with import liberalization a Notes
major focus of adjustment operations during the first half of
the decade. At the same time, resources continued to move 1. On the economics of structural adjustment see Corbo and de
through distressed financial initermediaries and into loans Melo (1987); Fischer (1986); and chapter 2, "Adjustment Pro-

gramisand Bank Support: Rationale and Main Results," by Vittorio
with a nanow focus on physical rehabilitation and public Corbo and Stanley Fischer in this volume.
enterprise reform. More recent policy operations have re- 2. The first Report on Adjustment Lending (RAL-1) was
flected a slightly bette. balance in the reforms over the three based on an examination of 51 adjuscment loans to 15 countries
dimensions of competition policy: import protection; domes- (World Bank 1988). The present chapter relies on a database on
tic regulation and incentives; and export rivalry-all in the conditionality and implementation developed by the Industry De-
context of macro policy measures. Country strategies are velopment Division with support from the Macroeconomic Ad-
beginning to reflect the need to combine: (1) policy reforms justment and Growth Division. In the case of conditionality, thebeginning to reflect the needtocombine: policyrefos database contains information from 184 loans to 61 countries that
to increase competition; (2) structural change in financial were coded for the conditions specified in both the loan agree-
institutions and industrial enterprises; and (3) building tech- ments and President's Reports. In the case of implementation, a
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subset of 97 loans to 32 countries was also coded. Release of the ters after effectiveness-Argentina (Export Development Adjust-
final tranche of all these loans had taken place by the summer of ment Loan, fiscal year 1987, Agriculture SECAL, fiscal year
1989. 1984, Agriculture SECAL, fiscal year 1986), Mexico (Trade

3. There was insufficient time to code all the loans for analy- SECAL, fiscal year 1987), Turkey (SAL, fiscal year 1980), and
sis, and the sample was therefore limited to loans to countries that Uganda (Economnic Recovery, fiscal year 1988). In the Argentine
had received at least three adjustment loans as of the end of fiscal and Brazilian cases, as well as in several cases where the rate of
year 1989. inflation was 50-100 percent, the macroeconomic program went

4. The underlying data on implementation are drawn from the seriously off track in the medium term.
database coded by the Industry Development Division (IENIN), 13. These measures do not even include fiscal measures aimed
with support from the Macroeconomic and Growth Division mainly at reducing the deficit.
(CP.CMG). Of the 184 loans in the sample, only 97 had been in 14. Conditions aimed at rationalization were present in a larger
place long enough to have any information on implementation. share of loans than were conditions for reducing the deficit (table
The sources of information on implementation were mainly re- 5-2), although there were a larger number of individual conditions
ports on supervision, documentation on tranche releases, and, aimed at deficit reduction (table 5-1).
where available, Project Completion Reports (PCRs) and Program 15. It may be more efficient to contract actual construction and
Performance Audit Reports. Although those managing and super- maintenance out to the private sector.
vis-ing the loans may well have had incentives to give adjusting 16. The IMF's advice and technical assistance in the area of
coumtries the benefit of the doubt, the coders did not try to correct tax reform have often been an important input into programs
for this possible bias or make independent assessments. The ful- supported by adjustment lending (World Bank 1991).
fillment rate for quantified or otherwise unambiguous conditions 17. The terms of trade shock is calculated as the annual per-
was higher than that for more impressionistic conditions, where centage change in the terms of trade, averaged over a two-year
the supervisory missions had greater latitude for judgment. This period beginning with the year of effectiveness. The terms of trade
finding suggests that the evaluations were not excessively biased is calculated as the ratio of the average export and import indices.
on average. The rates of implementation shown in table 5-3 are Countries experiencing negative terms of trade shocks (more than
about the same as those in the RAL-1. a 10 percent decline in the terms of trade) implemented less than

5. While full implementation is a desirable objective at the half (48.9 percent) of the conditions fully. (The 57 SALs and
time the loan is initiated, it may not remain desirable. Both eco- SECALs for which data were available were divided into three
nomic and political circumstances can change unexpectedly and groups based on whether they experienced negative, positive or
necessitate a shift in policy instruments. roughly zero terns of trade shocks.)

6. Data that could be used to compare the total external shock 18. See also Thomas, Matin and Nash (1990).
with degree of implementation were available for 73 SALs and 19. Analysis of a smaller number of loans for RAL-1 did not
SECALs for a two-year period, beginning with the year of effec- reveal this pattern.
tiveness (with shock measured as Vittorio Corbo and Patricio 20. The designation of a condition as critical was made by the
Rojas do in chapter 3, "World Bank-Supported Adjustment Pro- coders for the IENIN Adjustment Lending Conditionality and
grams: Country Performance and Effectiveness," this volume). Implementation Database (ALCID). Most but not all of the condi-
Countries whose negative terms of trade and interest rate shocks tions coded as critical were in the loan agreements. Critical condi-
exceeded 5 percent of GDP per year implemented only 74 percent tions may include measures such as changes in tariff rates and
of the conditions at least substantially, while in those with positive increases in taxes but not usually the preparation of studies.
shocks that exceeded 5 percent of GDP the rate of implementation 21. Actions that are described as required in the President's
averaged 89 percent. Where there was little or no improvement in Report but that do not appear in the loan agreement are effectively
external conditions, implementation averaged 83 percent. conditions for negotiation or Board presentation. Not surprisingly,

7. This increase took place even though the EIAL countries their implementation rates are high: 71 percent of these conditions
that did little or no borrowing after 1985 had above average were fully implemented and 89 percent were at least substantially
implementation rates before 1986. implemented.

8. True for Burkina Faso, Guinea-Bissau, Guyana, Panama, 22. Front-loading of conditions (requiring most of the policy
Sierra Leone, Sudan, Uruguay, Yugoslavia and Zimbabwe. actions before the money is even disbursed), as was done in one-

9. For an elaboration of these issues, see the background paper tranche operations, can help with this problem, but only when it is
by Jaspersen and Shariff (1990). technically feasible to implement the reforms quickly and when

10. RAL-1 recommended as a precondition that "...there should the fait accompli of reform results in political acceptance and
be an understanding with the government on its overall structural ultimately support.
adjustment program. This understanding would cover the short- 23. This appendix was written by William F. Steel, Deborah
term stabilization and longer-term development objectives, the Bateman and John Wayem.
macro and the micro policies, and the needed institutional changes." 24. The ALCID database, maintained by the Industry Devel-
(World Bank 1988, p. 11.) Recent experience in Yugoslavia, opment Division, includes approximately 9,400 conditions con-
Turkey, Brazil and Argentina indicate that sometimes the under- tained in 212 official adjustment loans approved from FY1980
standing on the macroeconomic aspects of the program was not through FY1990.
explicit enough.

11. The share with IMF programs at the date of effectiveness References
rose to 87 percent for SALs and 66 pe-rcent for SECALs.

12. For instanc--, second tranches of seven SECALs and one Binswanger, Hans. 1990. "The Policy Response of Agriculture,"
SAL were released to seven countries even though the rate of 231-58. Proceedings of the World Bank Annual Conference
inflation was over 100 percent annually during the first four quar- on Development Economics 1989 (supplement to the World
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Comments

Arnold C. Harberger big push does not occur as a result of coming out and
proclaiming in advance that "we're going to have one."

John Williamson is fond of taLking about the Washington Most of the time a true big push will emerge in the wake of a
consensus; I like to think of it as an emerging professional major crisis. The important message is that governments
consensus. Take a meeting such as this one and think about have to be ready to take advantage of the crisis when it
how divergent the views were on the same subject in, for happens. In doing so they should recognize in advance that,
example, 1972. By comparison, it is absolutely incredible to precisely because of the crisis atmosphere, their actions will
see how far we have moved, how high a level of profes- be limited in number and will have to be taken quickly. In a
sional consensus we have reached on most of these matters. crisis atmosphere it is possible to do more than normally, but
I agree so much with the spirit in which this paper was there are still limits. The true lesson is the need to move with
written-it is precisely the spirit in which I would have all deliberate speed. That is to say, try to do the best all the
written it-that I find it very hard to complain about any- time-when there is a crisis and when there is no crisis.
thing. I would like to emphasize and applaud the attitude the However, a crisis offers more scope, permits more to be
authors have taken toward inflation. We have got to get accomplished. Govemments should thus be prepared to move
away from thinking that the cost of inflation is some triangle rapidly to take advantage of a crisis, then and there. Put
under the demand curve for money. Instead we must recog- another way, policy should be constrained by true, not imag-
nize (and proclaim) that the fog of relative prices, into which ined, constraints. Govemments need to be pushing at the real
inflation inevitably puts us, is the principal source of the boundaries, not the ones that seem to be there.
ultimate costs of inflation. I am happy to see that the authors Having applauded the paper in all sorts of dimensions, I
emphasize this view. tum to some comments on the general topic. For a long time

Another thing I very much like is the emphasis on taking I have characterized as utter nonsense the idea of the Bank
advantage of crises. That strategy, I believe, is one of the being basically a lending institution. Anybody who thinks
true secrets of great finance ministers, great cabinet secretar- the Bank is really a lending institution had better go home
ies, great statesmen. The idea of staking advantage of crises is and start thinking afresh. I calculate that if the entire gross
closely related to the old debate conceming a big push lending of the Bank in one year had been given to India as a
versus gradualism. What I want to emphasize here is that a permanent addition to its capital stock, not as a loan, and if
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India had invested it at a real rate of return of 20 percent, the Now that is a problem. It forces us to think in terms of
funding would have added one point to India's growth rate dil'ferent scenarios. My scenario of a good SAL or SECAL
for one year. That scenario involves giving away the whole is that a country borrows 100 million dollars, which is then
budget of the Bank, with nothing ever coming back. Obvi- applied so productively that it truly produces a social benefit
ously, that sort of activity cannot be the mission of' the of 6() million per year. That marginal productivity is tremen-
hundreds of professionals who work at the Bank. dous for a loan. However, I feel sure those who argue for

The Bank must recognize that ultimately its role is that of SALs and SECALs as triggers for major policy reforms
a teaching institution. It teaches developing countries les- definiLely have in mind "marginal productivity" at least this
sons they have to learn about economic policy. In part it high. In that case, the endogenous taxes might be 15 or 16
does so by training young people from developing countrics million, out of which the debt service of 14 million (in our
in the Young Professionals Program. In part it docs so example) can readily be paid.
through what people from developing countries learn when A great and extremely useful task for the future with
they occupy staff jobs. In part it does so through Bank respect to both SALs and SECALs is for people to generate
missions going to developing countries and working with simulations in advance, in which they try to anticipate the
the ministers and their staffs and cadres. All o' that work is results of' each loan in tenns of greater economic growth,
extremely important. secLor growth, income growLh, tax growth, etc. In making

In addition, there are new lessons coming out of' Lhe such a simulation, people shouldc explicitly project thesources
story-lessons that have particular meaning for adjustment of the lax revenue wiLh wlich they are going to pay the
lending and in general for what we used to call program interest an(d amortizatioln oni thc loan. That is, Lhey should try
lending. Back in the early days of the Bank, the concentra- lo specify in advance where the money is coming from to
tion was on projects, with the insistence that Lhey be very pay thc debt service on Lhe loan. The key first question is
solid. When the Bank made an electric power loan, it would wheLher the benefits that accrue direcLly to the treasury are
impose conditions on the structure of electricity rates as a big enough to pay the full debt service. If so, the loan is self-
quiid pro quo for the loan. The country would borrow a sLanding; it neceds no outsidc support. However, if the ben-
hundred million dollars, and if it did everyLhing right, it Cleits are widely distributed among the people, while the
would receive a sort of steady flow of 20 percent per year ureasury only takes in a small increment of revenue, then
coming back. This flow of cash would be more Lhan suil'fi- new aixes are going to have to be levied on somebody to pay
cient to pay the debt service on the loan, so that the country the debt service of this loan. In such a case attention should
could pay, say, 14 percent per year in interest in amorLiza- be paid to this problem in advance. Ideally, the new taxes,
tion and still end up with 6 percent of its own as a kind of' when necessary, should apply to the groups in society that
pirofit from the overall operations of borrowing plus execut- mainly bencfit from the SAL or SECAL loan. If not, inno-
ing the project. That early Bank strategy was fine, especially cent bysutnders will end up having to pay the freight.
so with respect to such things as electricity loans, because RighL now, in the af'ermath of the savings and loan crisis
pDwer projects bring benefits in the form of money. For in the United States and of'similar financial debacles in other
ellectric power projects and other traditional types of' Bank parts of Lhe world, the poor taxpayers are being asked almost
lending, the cash flow reflecting part ol' the project benefiLts everywhere to ante up lo pay off depositors and other credi-
came through to the relevant entity (i.e., the clectricity coin- tors ol' flile(d inslitutions. It may be true, at least in some
pany), which then paid the bill to Lhe Bank, Now, the prob- cases, that the projects that some of these failed entities
lem with a SAL or SECAL is that, for 1()0 million dollars, if' financed may have paidl ol1' in some broad social sense, but
it ends up producing an overall benefit of 20 percent per year the idea ofl hving to go tO an innocent taxpaying public to
of the investment, that benefit tends to be prulifcrated through- get the money to pay thc freight is something we should
out the economy. It does not flow directly into the Lreasury. avoid.
If it produces no more than a 20 percent rate of' return in SALs an(d SECALs must have a high level of productiv-
overall social benefits, it is unlikely the endogenous taxes ity to be truly justil'ied. Their rate of return in terns of added
that are generated will tum out to be greater than, say, 4 or 5 growLh and adided GDP should be high enough to generate
million dollars. However, the payments on the Bank loan for the treasury suff-icient extra tax money to pay the bill.
might be 14 million. Thus, the country may have a SAL When that condition does not pertain, the recommendation
yielding 20 percent, but it still has to go out and impose new is thal the beneficiaries of these programs be identified and
taxes on a lot of innocent people in order to collect 9 or I0 new an(d special taxes intro(luced to collect the money fiom
million dollars-the extra revenue it needs to pay its bill to them.
the World Bank.
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Gerlad K. Helleiner point the authors describe the real exchange rate as a "funda-
mental instrument of structural adjustment." The tables seem

The main subject matter of this paper is much narrower to imply, however, that inflation matters most. The evidence
than its title leads one to expect. Rather than design and on the association of inflation with policy compliance is not
implementation, its contribution lies in the original data as clear as the authors suggest: low inflation countries are
it presents on the range of topics covered in the condi- more compliant than high inflation countries, but there is
tioning of World Bank adjustment lending and the de- little difference between moderate (10-20 percent) and high
gree of borrower compliance with these conditions. As (over 210 percent) inflation countries in this regard.
the authors say, these data are themselves of question- The authors report that countries with stable or improv-
able quality; assessments of compliance with Bank con- ing external circumstances implemented their agreed-upon
ditions are inevitably subjective and probably biased up- prograrns to a greater degree than did those experiencing
ward. More important, the data tell us nothing about negative shocks. Specifically, trade policy reforms are imple-
what policies worked. In place of such analyses the au- mented less when there is adverse terms-of-trade experience.
thors offer a variety of obiter dticta and anecdotes, draw- Contingency clauses relating to the impact of exogenous
ing heavily upon other World Bank studies (including changes upon policy or performance targets would therefore
some of those in this volume), all of which are consistent seem to make sense. It would also seem to follow that the
with the "priors" we have come to expect from the Bank's rate of implementation would be related to the adequacy of
analysts. extemal funding. Neither of these points is made. Indeed,

Although the primary data source would probably have elsewhere in their account, the authors offer a contrary inter-
permitted it, there are no data presented on such crucial pretation of the political economy of adjustment, which their
design issues as the pace of policy changes, their packaging, data do not substantiate: that crises are conducive to policy
sequencing, timing or sustainecl nature, or the relationship reform, and good times may generate complacency.
between such characteristics and compliance or "success- In this paper's discussion of the design and implementa-
ful" adjustment. Nor can we discem from the paper's data tion of adjustment programs, there is curiously little said
any idea as to the depth of the policy changes grouped under about bargaining between the World Bank and its clients.
its categories, although it clearly varied a lot and must have That SALs are employed in some countries and SECALs in
influenced "success." "Success"' in this paper's account is others is attributed to the greater "complexity" of the latter,
purely the rate of implementation, that is, the degree to rather than to their greater bargaining strength. The account
which the borrowers did what they said they were going to is couched more in terms of a struggle between "truth"
do. By and large, according to the data, most borrowers (possessed by the Bank) and "error" than, more realistically,
fulfilled their obligations in most policy areas. as a bargain struck between lenders and borrowers wherein

The paper does not include comprehensive data on the each has interests to pursue, and the latter have a wide
frequency of loan cancellations, changes in conditions dur- variety of "initial conditions."
ing the course of the loan agreement or failures to disburse Particularly striking and surprising to this observer is the
the second tranche of an adjustment loan. The implication is fact that the number of conditions attached to adjustment
that such events were rare-largely because compliance was lending has been rising. Only 10 percent of these conditions
so frequently judged to be "full," "substantial" or at least (averaging four per loan), however, are stated in precise
"partial." Yet threatening noises evidently are made to bor- form arid are actually conditions for loan disbursements.
rowing countries, not least (and increasingly) with reference Over 80 percent of the conditions are described as "sup-
to macroeconomic management which, we might think, ply-side" and, in the view of the World Bank and the au-
should normnally be the province of the IMF. It is interesting thors, are "growth-oriented." They relate to "structural causes"
that in about 20 percent of the Bank's adjustment loans there of macroeconomic imbalance; allocative efficiency (never
was no concurrent IMF agreerment. The World Bank evi- "x-efficiency"); institutional capacity, especially in the pub-
dently uses macroeconomic inclicators (combining perfor- lic sector; and the mobilization of savings and investment.
mance and policy) to govern the release of second tranches. The issues of poverty and distributional equity do not figure
Its indicators include the rate of price inflation, the interest prominently, if at all, in the vigorously "productionist" con-
rate, the public sector deficit, the real exchange rate and the ditions described here. The closest they come to the Bank's
rate of growth of exports. The weights assigned to these conditioning is the heading of "social policy reforms." The
variables, which rather untidily combine elements of policy authors rather lamely note that distributional equity is "a
and exogenous influences upon performance, are unclear. valid objective" and indicate concern for the "unfairly" in-
(The IMF's targeting is rather more straightforward.) At one jured in adjustment programs; they do not, however, seem to
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share the concern expressed by others over declining social In light of the heavy emphasis this paper places upon the
expenditures by central govemments or the Vittorio Corbo- need for sustained effort-in trade policy, tax reform, agri-
Stanley Fischer call for increased targeting of the poor. cultural reforms, etc.-there is remarkably little evidence on

At the level of specific spheres or sectors within which it. Of what there is, some is disquieting. Follow-up (second)
policy conditions have been set by the Bank, some further loans in agriculture, for instance, are infrequent; six are
comments are in order. In the sphere of government finance, mentioned, of which only two are in low-income countries
why do the authors say nothing about the desirability of where the need is presumably the greatest.
cutbacks in defense and security expenditures? (After all, The policy suggestion that, particularly where reforms
they comment on the role of the Argentine armed forces, have a long gestation period, the quick-disbursing element
who owned a steel plant, in the making of that country's of adjustment lending be reduced in favor of disbursement
trade policy.) In connection with the discussion of trade that is geared to the pace of policy change may have some
policy reforms, why has there been no reference to the merit. It does not logically flow, however, either from this
ambivalent results of the Bank"s current research on the paper's data, which show remarkably full compliance as the
relationship between growth in total factor productivity and norm, nor from the fact that there has generally been a
trade regimes? As far as agricultural policy reforms are slower response (in terms of economic performance) to
concerned, the effects of privatization have been rather more policy change than had been expected. The rationale for
mixed than the authors make out. It might also have been quick-disbursing program lending relates to the need to
worth noting that Bank lending for agricultural infrastruc- cover the short-term costs associated with policy changes
ture dropped sharply during the period in question and that and to bolster these policies' credibility and sustainability,
this change, in many instances, had a greater impact than did not to the lengths of their gestation periods en route to what
the policy reforms. In the financial sector, the authors' ac- are frequently fairly uncertain outcomes. If the Bank pro-
count of the impact of reforms, particularly the raising of poses to cut back on its balance-of-payments lending, it will
interest rates, is ambivalent and uncertain. Does the Bank have to find better arguments than are offered here.
now have a clear policy agenda in this realm?

Authors'Response Series no. 10, World Bank (1990). Chapter 5 of the RAL-2,
which is not being discussed here, recommends the use of

We are pleased that the candor of our paper gave the discus- contingency clauses in adjustment loans.
sants something to sink their teeth into. We are also pleased Conditions for adjustment loans are, by the definition
that the lessons we draw from the Bank's experience with used here, the actions called for in the loan agreement as
adjustment lending are so close to what Professor Harberger conditions for disbursement. About one-third of them-four
calls the professional consensus. per loan on average-are quantitatively specified. The

Professor Helleiner's comments indicate some confu- President's Reports contain a list of planned policy actions
sion on his part about the purpose and empirical basis of the that is typically about three times longer than the list of
chapter. The purpose was to explain what lessons the Bank conditions in the legal agreement. Thus, about 10 percent of
can draw from its experience with adjustment lending in the actions called for in the President's Reports are quanti-
terms of the design and implementation of adjustment pro- fled conditions for tranche release.
grams. Statistics on the pattern of conditionality in adjust- How much of the Bank's lending should take the form of
ment loans and the rates of implementation were one source, adjustment lending is outside the scope of this chapter;
but equally important were background reports prepared on chapter 5 of RAL-2 discusses it to some degree. Having an
each major sector, such as the one on industrial sector lend- individual adjustment loan continue over a longer period,
ing in the appendix. The circumstances of the countries and with a proportionately larger total value, would not gener-
the nature of the programs vary in many dimensions, so that ally result in a cutback in balance-of-payments lending. In
statistical evidence does not give a sufficient picture by itself appropriate circumstances it would enhance the response of
and needs to be fleshed out with discussions of particular the country in carrying out institutional and other reforms
cases. that take longer than the traditional quick-disbursing adjust-

Trade policy reforms supported by adjustment lending ment loan.
are discussed extensively in Policy and Research (PPR)
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NominalAnchors, Stabilization and Growth:
Some Thoughts on High-Inflation Economies

Miguel A. Kiguel and Nissan Liviatan

It is often said that in the high-inflation economies of Latin In these respects, the experience of high-inflation econo-
America such as Argentina and Brazil, stabilization of infla- mies (or "chronic-inflation" countries, to use a phrase coined
tion is a precondition for the resumption of growth.' Indeed, by Pazos 1972), differs from that experienced by the hyper-
high-inflation economies have a lot to gain from price stabil- inflationary countries in Europe, whose ability to bring their
ity-it may encourage domestic and foreign investment, inflation under control marks them as remarkable success
help in carrying out trade reformns and create conditions stories (Sargent 1982), despite some recessionary side-ef-
conducive to the repatriation of flight capital. fects (as pointed out by, for example, Wicker 1986). The

In spite of the potential gains, almost all stabilization reasons for this difference are discussed in Kiguel and Liviatan
programs in those economies have failed. Moreover, those (1988) and are not repeated here. It is only necessary to
failures have made the next attempt at stabilization more mention that in the chronic-inflation countries that adjusted
difficult because they have resulted in higher external debt, well to living with inflation, the perception was that stabili-
greater capital flight and more unstable inflation. Some sta- zation could be postponed (a choice that may make stabili-
bilization programs have been associated with growth in zation less credible) as compared with the explosive hyper-
gross domestic product (GDP), but that growth has been inflation to which the economy could not adjust even in the
cyclical, or short-term, rather than sustained. Further, do- short run.
mestic demand rather than exports has led the growth, which The damaging effects of failed stabilization and the long
has also been characterized by real appreciation. Typically, time that must elapse before success is achieved suggest that
ultimately deterioration of the current account has brought the main costs of inflation do not usually appear in the short
the economic expansion to a halt. In the end, temporary run (in fact, growth might not suffer much with high but
stabilization cum temporary growth appears to have slowed stable inflation). Typically the costs appear at a later stage as
the long-term rates of growth in the economies in question inflation becomes more unstable, sometimes with hyper-
End raised expectations of longer term inflation. inflationary spikes, and the govemment feels compelled to

Only a very few stabilization programs have been suc- stabilize because living with inflation is no longer an option.
cessful. Their experience suggests that stabilization takes a The fact that these costs may appear only in the relatively
very long time to accomplish. In Chile, it was not until after late stages of inflation explains how shortsightedness may
1984, following a decade of disinflation policies, that stabili- push an economy into chronic inflation.
zation led to sustainable growth. Similarly, Israel has been This chapter is concerned not with the beneficial effects
pursuing its stabilization effort for five years, and the economy of an eventual stabilization of inflation on growth. That
is still in a recession. A second feature of successful stabili- outcome is taken for granted. Rather, the focus is on the real
zation is that during the adjustment the economy exhibits effects of stabilization programs themselves, with some as-
many of the same characteristics that are found in the case of pects of their costs in terms of actual or potential growth
failures. In particular, both Chile (in 1977-80) and Israel highlighted. The paper is organized around the following
(1986-87) experienced an unsustainable growth cycle. In questions. Given the cost of stabilization, is it preferable to
each case, the initial upsurge in output led to deep recession learn to live with inflation, i.e., to develop techniques to
(especially in Chile). It seems, therefore, that successful mitigate it? Second, what is the explanation for the phenom-
stabilization is not only a long but also a painful process. enon of unsustainable growth during stabilization programs?
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Third, what were the causes of the failed stabilizations, and third (in the second quarter) via the Tanzi-Oliveira effects.
why does successful stabilization take so long? Fourth, what These developments indicate that the inflation in chronic-
role can external assistance play in increasing the chances inflation countries eventually leads to hyper-inflation, with
for successful stabilization of inflation? the greatest impact on GDP growth. It should be noted that

To a large extent the answers to the foregoing questions there is rio reason to expect that reaching hyper-inflation in
seem to hinge on two issues related to the credibility of the chronic-inflation countries will enable the problem to be
stabilization effort-will policy-makers sustain the fiscal resolved as in the classical European hyper-inflations. The
policies, and will they have the resolve to uphold the nomi- scenario in chronic-inflation countries may be quite differ-
nal anchors of the system? There is broad agreement within ent. The existence of the technology to mitigate inflation
the profession over the crucial roles of fiscal adjustment and may create an unstable situation even if, initially, the usual
belief in its persistence. There is much less agreement about orthodox disinflationary policies succeed in stopping the
the significance (or even the meaning) of the credibility of hyper-inflation.
the nominal anchors as distinct from the fiscal component of Recognition that chronic inflation is unsustainable in the
the stabilization program. It is asserted here that the credibil- long run and will lead to major crises in its advanced stages
ity of the nominal anchors influences important aspects of is an important reason to stabilize at an earlier stage. Further,
stabilization programs. as long as policy-makers postpone full stabilization, they

The type of nominal anchor adopted is also of great will face serious problems with their credibility in view of
importance in explaining the behavior of real variables dur- the history of failures. These problems relate both to their
ing disinflation. In particular, the phenomenon of ability to carry out the proper fiscal adjustment and their
unsustainable growth seems to occur mainly with stabiliza- resolve to defend the nominal anchor of the program. The
tion programs that use the exchange rate as the main nomi- distinction between these two aspects of inflation is not fully
nal anchor in an environment of partial credibility. Some appreciated. It is therefore useful to start by clarifying some
space is therefore devoted to clearing up some conceptual of the conceptual issues by means of an example.
issues related to nominal anchors.

Fiscal Deficits and Nominal Policies
Is Stabilization Necessary?

When distinguishing between fiscal and nominal policies, it
For many years the chronic-inflation countries in Latin is necessary to specify what kind of fiscal deficit is involved.
America (the point applies also to Israel) succeeded in limit- The deficit defined as "public sector borrowing require-
ing the damage from inflation by an elaborate technology of ments" already includes the inflationary component of inter-
living with inflation by means, primarily, of various meth- est and is therefore an effect rather than a cause of inflation.
ods of indexation. One of the best indicators of the Therefore, the concept of an "operational deficit" (the sum
sustainability of this system was the ability of these coun- of the non-interest budget deficit, which is sometimes re-
tries to maintain a stable ratio of txaes to GDP despite rising ferred to as the "primary deficit," and of real interest pay-
inflation. Thus, unlike Bolivia (a traditionally low-inflation ments on government bonds) is to be preferred. It is shown
country), where the eruption of hyper-inflation in 1982-85 below, by means of an example, that it is possible to have
almost completely eroded the ratio of taxes to GDP, Argen- different inflation rates (determined by nominal policies)
tina and Brazil were able to sustain the ratio even in the face with the same operational deficit.
of a tremendous acceleration in inflation in the first half of For simplicity's sake, suppose, first, that the money base
the 1980s (table 6-1). is the only liability of the public sector. Again to simplify

The philosophy of living with inflation rather than fight- matters, assume that money consists only of bank deposits
ing it was adhered to especially strongly in Brazil, which (in the following example money means a broad aggregate
achieved remarkable growth in the 1967-80 period. It shows such as M3 , and the interest paid on base money is the
clearly that growth and inflation (in the two-digit range) may average rate corresponding to this broad base). Let I, i and id
be compatible if methods to mitigatte inflation are employed. denote the nominal interest rates on commercial loans, banks'

On the other hand, developments in the second half of reserves at the central bank and deposits held at commercial
the 1980s suggest that in the end the technology of living banks, respectively. Then the zero profit condition for a
with inflation lost the battle to rising inflation. The recent competitive banking system is given by2

destabilizing cycles of inflation in Argentina and Brazil
(figure 6-1), whose govemments managed to stop the hyper- (6-1) /(1 - 0) + iO = id
inflation with recurrent impositions of price controls, were
the first sign of this development. The next sign was the where 0 is the (constant) reserve ratio defined as H = OM,
hyper-inflationary outburst in Argentina in the first half of with H defined as reserves (base money) and M as deposits
1989, which eroded the ratio of taxes to GDP by about one- ("money"). Assuming a zero real rate of interest on loans, so
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Figure 6-1. Inflation as measured by the Consumer Price Index and Trends in Inflation, 1982-89
(first quarter data)
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Table 6-1. Inflation, Tax Revenue and Seigniorage in Argentina, Bolivia, Brazil and Mexico

Country 1979 1980 1981 1982 1983 1984 1985

Argentina 159.0 101.0 104.0 165.0 344.0 627.0 672.0
Inflation (percent)
Public sector revenues
(percentage of GDP) 29.0 31.0 32.0 28.0 29.0 31.0 32.0

Seigniorage (percentage of GDP) 5.9 4.8 3.5 7.8 8.6 7.1 6.5

Bolivia
Inflation (percent) 20.0 47.0 29.0 133.0 269.0 1,281.0 11,750.0
Revenues of central goverrunent
(percentage of GDP) 9.4 9.6 9.4 4.6 2.6 2.6 1.3

Seigniorage (percentage of GDP) 1.1 3.2 1.6 12.1 10.0 15.9 8.8

Brazil
Inflation (percent) 53.0 83.0 106.0 98.0 142.0 197.0 227.0
Total receipts of general
government (percentage of GDP) 28.0 28.0 31.0 34.0 32.0 30.0 33.0

Seigniorage (percentage of GDP) 3.3 2.0 2.0 2.1 2.0 2.7 2.7

Mexico
Inflation (percent) n.a. 26.0 28.0 59.0 102.0 66.0 58.0
Total public sector
revenues (percentage of GDP) n.a. 27.0 27.0 29.0 33.0 32.0 31.0

Seigniorage (percentage of GDP), n.a. 2.7 2.7 4.2 2.4 3.0 2.5

n.a. Not available.
Note: Inflation is the annual average of the consumer price index (CPI).
a. Based on Ml. The use of this money base for this purpose is problematic because it was remunerated by the Central Bank.
Source: Argentina, Bolivia and Brazil-Kiguel and Liviatan (1988); Mexico-World Bank data base.

that I = it (the rate of inflation)3, jit is possible to express the mum value of 7i is 7c, = (1/8) x(D).
demand for real balances. as L(n - id). The cost of holding However, while itm is determined by D, there are many
money can also be expressed as reasons why it may exceed 7it. For example, if following an

extemal shock the agents expect inflation to be higher than
(6-2) 7i -id = 0 (it - i) _ x. it, and adjust their nominal wages accordingly, then main-

taining inflation at nt may involve a recession that the
The money market equilibrium is then given by policy-maker may be unprepared to accept. Consequently,

inflation may end up higher than %it.
(6-3) M Lx), L'<O Recent theoretical developments from work on policy

games (see Barro and Gordon 1983) provide an analytical
where P denotes the price level. framework to explain how inflation can be in excess of 7tm

The govemment's budget equation in steady states is when the public suspects the policy-maker of using surprise-
given by inflation tactics to erode the real balances (to gain more

seigniorage) or the real wage (to raise employment or im-
(6-4) G - T + ih = ih prove the trade balance). These considerations can explain

how in the long run inflation can stay above the level justi-
where G and T are real government expenditures and taxes fied by the "fundamentals" (it,). Only where the
and h is HIP. Equations (6-2)-(6-4) allow the primary fiscal govemment's announcements are completely credible will
deficit D (= G - 7) to be expressed as it = 7it. In a discretionary regime in which the govemment

does not precommit to a monetary rule, non-fiscal consider-
(6-5) D =xL(x) _ S (x) ations such as a worsening current account may raise it far

above it, so that the non-fiscal component (it - 7tm) is the
where S is a concept of net seigniorage. dominant factor in inflation.

Assuming S'>O, then D deternines x but not 7r. In fact, The likelihood of ending up in an equilibrium with a rate
any ir is possible provided i is adjusted. It may be argued that of inflation above it, is greater when there is uncertainty
under these conditions the policy-maker will choose the about the preferences of the policy-maker. For example,
lowest possible it that is consistent with D. If x(D) is the suppose ihere are two types of policy-makers who differ in
solution of equation (6-5), then, assuming i 2 0, the mini- their preferences for inflation and unemployment, and there
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is uncertainty about which type is in government. A "tough" improve the current account, which led to a vigorous policy
policy-maker (one who prefers less inflation) will have to of depreciation that helped reduce real wages and raised the
face a cost in terms of unemployment for some transitional real exchange rate (table 6-2). Thus the governments used
period. The reason is that nominal wages will be set accord- inflation, via devaluations, to speed the correction of relative
ing to inflationary expectations, which are a weighted aver- prices in the context of an external crisis. It may be pre-
age of the optimal policies of tough and weak types of sumed that the use of inflation as a policy instrument to
policy-makers. Consequently, real wages will rise, and un- achieve the foregoing goals changed the public's perception
emnployment will increase. about the weight the government attached to inflation rela-

According to this approach, the tough policy-maker can- tive to balance-of-payments considerations. This perception
not avoid a recession in the process of establishing his or her in turn may have led to a rise in the basic level of inflationary
credibility. This process may be a long one for several expectations. It is well-known from the policy game litera-
reasons, such as the policy-maker not having full control ture that a change in a policy-maker's preferences in that
over the policy instruments, a situation that will lengthen the direction will cause a change in inflation not only in the
time the public needs to leam about the preferences of the short run but also in the long run.
policy-maker. Another reason is that the policy-maker pre- An alternative explanation, in the same spirit, involves
ferring less inflation will tend to compromise on the targets wage indexation and the asymmetry of contract adjustments.
for inflation to cut the costs of the inevitable recession, an With full lagged wage indexation (formal or informal), a
approach that will again lengthen the disinflation.5 reduction in the real wage, within the framework of a given

An important issue that remains open is the interaction indexation scheme, can be accomplished only by an increase
between fiscal and nominal policies. In particular, it has in the plateau for inflation. The need to erode the real wage
been observed empirically that attempts to reduce inflation in Mexico and Brazil therefore required a step increase in
through nominal policies without a fiscal adjustment have inflation, which was accomplished through devaluations. In
failed. If, however, the existence of a non-fiscal component principle, it is possible later to reverse this increase in infla-
of inflation is accepted, why can it not be reduced without an tion without raising the average real wage. The mechanism
accompanying cut in the fiscal deficit? This question is is a change in the terms of the indexation scheme-the base
addressed later. (peak) wage can be reduced or the intervals for the cost of

living adjustments (COLA) can be lengthened. However,
Some Empirical Observations about Nominal this scenario will never take place as long as the agents do
Anchors and Fiscal Adjustment not believe the inflationary trend is going to be reversed in

the longer run. In this situation, real wages are eroded by
The prevalent view arnong economists is that inflation in stepping up inflation and raised by increasing the base wage.
Latin America is primarily the result of fiscal deficits (Sachs The foregoing examples make clear that non-fiscal fac-
1987). Thus, for example, the increase in inflation following tors play an important role in raising the level of inflation.
the outbreak of the debt crisis in 1982 was caused by arise in They also underscore the fact that even a sharp cut in the
deficit financing that came about by means of seigniorage as fiscal deficit will not force a reduction in inflation if it is not
a result of a cut in the transfer of external resources. accompanied by an appropriate policy with regard to nomi-

While this view may be valid in some cases, it tends to nal anchors. As noted, however, when the policy-maker is
overlook the role of non-fiscal considerations in the upsurge not fully credible, the use of nominal anchors must involve
in inflation, as illustrated by the adjustment Brazil and Mexico social costs. The actual form of the cost will depend on the
carried out in the post-1982 period. Note, first, that both type of nominal anchors used in the policy package. In the
countries implemented very remarkable cuts in their fiscal present study, exchange rate-based stabilization (ERBS),
deficits (table 6-2). They also did not rely on seigniorage to which high-inflation economies use the most often, is con-
a greater extent than previously (table 6-1). Estimates calcu- sidered, with the study limited to those programs considered
lated for the present study show that seigniorage as a percent to be "major."
of GDP remained constant in Mexico-2.7 percent in 1980-
81 and 2.6 percent in 1983-85 on average. Brazil experi- Exchange Rate-Based Stabilization
enced a small increase from 2 percent to 2.4 percent in the
corresponding periods. For the same periods, inflation in By ERBS is meant programs in which exchange rate policy
Mexico rose from 27 percent to 73 percent and in Brazil is used for purposes of disinflation. The program may take
from 95 percent to 189 percent (annual averages according various forms, such a fixed exchange rate, a crawling peg, a
to the consumerprice index [CP]). In both cases, the changes step-wise adjustable peg and the like. It may also include
in inflation were a step increase. capital mobility to various degrees. ERBS includes both

The explanation of this increase in inflation is certainly orthodox and heterodox (incomes policy-supported) pro-
not a fiscal one. Rather, the cause was the obvious need to grams. In the latter case, initially the exchange rate is part of
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Table 6-2. Annual Macroeconomic Indicators, Brazil and Mexico

Brazil 1982 1983 1984 1985

Growth rates (annual percentage change)
GDP 0.9 .2.5 5.7 8.3
Consumption 3.0 3.0 2.8 7.1
hnports (constant prices) -6.0 -17.4 -2.9
GDP deflator 93.0 152.0 211.0 235.0
Nominal exchange rate' 93.0 221.0 220.0 235.0
Real industrial wages 7.5 .8.6 -1.4 6.3

Operational deficit/GDP (percent) 8.3 4.8 2.7 4.3

Real effective exchange rate (index) 100.0 123.0 123.0 128.0

Current account balance -16.3 6.8 - -0.2
(billions of U.S.$)

Mexico 1980 1981 1982 1983 1984 1985 1986

Growth rates (annual percentage change)
GDP per capitae 5.4 5.1 -3.1 -7.6 0.8 -0.1 -1.4
Consumption per capitae 4.9 4.8 -1.4 -9.1 0.2 -0.8 -7.7
GDP deflator 29.0 27.0 61.0 92.0 62.0 54.0 78.0
Nominal exchange rate -4.0 -1.0 114.0 96.0 25.0 40.0 143.0
Real industrial wages -4.4 1.2 1.9 -26.0 2.9 1.8 -19.2
Imports (real) 31.9 20.3 -37.0 -41.7 19.8 11.8 -18.0

Operational deficit/GDP (percent) 5.2 10.0 6.5 2.4 2.1 2.1 2.7

Primary deficit/GDP (percent) n.a. 9.4 5.1 -5.1 -5.0 -3.3 n.a.

Real effective exchangerate (index) 100.0 91.0 134.0 138.0 114.0 113.0 152.0

Current account balance -8.1 -13.8 -6.2 5.4 4.1 1.2 -1.3
(billions of U.S.$)

-Negligible.
n.a. Not available.
a. Preliminary figures.
b. At constant prices.
c. Effective exchange rate.
Source: World Bank data.

a broader set of nominal anchors; then, as the price controls example, although four of the five ERBS programs in Ar-
are made more flexible, it becomes the main nominal anchor gentina in the past 30 years (Kiguel and Liviatan 1990a)
(as in Israel or Mexico). Otherwise, ERBS is in fact the began with a reduction of the fiscal deficit, the governments
second stage of a stabilization that starts with monetary maintained it for only a limited time (one to three years).
anchors. The programs collapsed when the fiscal support was discon-

ERBS programs also differ with respect to the active or tinued. Similar developments have been observed with other
passive role assigned to monetary policy. The tablita poli- ERBS programs (for example, the Uruguayan stabilization
cies in the Southern Cone countries entailed the most pas- of 1968-71). These programs were characterized by initial
sive role. Israel began with a tight monetary policy but then booms in output, increases in real wages, real appreciations
gradually loosened it, especially in 1989-90. In none of the and subsequent recessions. In some cases the collapse of the
programs was money used as an anchor in the sense of exchange rate regime was associated with a severe crisis
having targets for monetary expansion. (such as that in 1980-81 in Argentina and the 1972 collapse

Most ERBS is characterized by a sequence of expansion in Uruguay).
and recession of GDP growth and by a deterioration in the It is interesting to note, however, that similar develop-
current account. These features are shown, for the various ments were also observed in the case of ERBS programs that
programs in the present study, in figure 6-2 (the shaded involved continued support through fiscal adjustment, as
areas represent ERBS).6 occurred in the Chilean and Uruguayan tablita-type

One of the main causes for the failure of ERBS in Latin stabilizations around the end of the 1970s and in the Israeli
America has been the lack of supporting fiscal policy. For stabilizalion of 1985. With respect to Chile, the fiscal ac-
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Figure 6-2. GDP Growth and Current Account
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Figure 6-2. (continued)
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counts were in surplus throughouLt the last three years of the govemrnment to sustain the program in the longer run and that
program, whereas Israel ran a sutrplus in the first two years. ultimately a balance-of payments crisis will emerge, as has
Nevertheless, in all these cases there were output cycles that happened in the past. In this case the agents expect tight
ended, in the Southern Cone coLntries, in severe recessions credit conditions and liquidity constraints to emerge in the
and in Israel in a prolonged one (Kiguel and Liviatan 1990a). future, conditions that induce them to shift expenditures to
Other characteristics included the real appreciation of do- the present period. In an ERBS, this type of expectation
mestic currencies and the emergence of current account tends to be self-fulfilling, since the central bank supplies the
problems (except in the case of Israel). Thus, the phenom- foreign exchange reserves to finance the expenditure boom
enon of temporary growth cannot be explained solely by a and capital flight. This pattern may explain the actual con-
lack of fiscal balance. sumption booms observed with ERBS programs. This ex-

What is the explanation for the difficulty of maintaining pansionary tendency may also explain part of the rise in real
a stable exchange rate when the government's budget is wages and the real appreciation.7

balanced? One possible reason is that the nominal anchor An additional point is that uncertainty about the persis-
lacked credibility. Suppose the agents do not expect the tence ofl the official exchange rate policy will give rise to
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expectations of devaluations in excess of actual ones, a disinflation of prices. Unlike ERBS, the programs were not
situation that will tend to raise real wages (or prevent them characterized by real appreciation or a rise in real wages.
from falling) even when the boom in expenditures subsides. Similarly, the stale of the current account improved, con-
This factor then exacerbates the recession. trary to the experience with ERBS.

It has been argued that the rise in real wages under some Current policies in Argentina and Brazil provide some
ERBS programs was attributable to the effect of lagged furLher, more recent experience with MBS. In both cases,
wage indexation. This argument was mentioned especially policy-makers reduced Lhe fiscal deficit to a near balance
in connection with the Chilean tablita (Edwards and Edwards and implemented a very Light monetary policy (including
1987). However, since the same phenomenon was also ob- freezes on a large part of liquid assets as well as compulsory
served with heterodox programs, which used incomes poli- conversions of short-term into long-term public debt). While
cies to eliminate the inertia, it seeims likely that the domi- iL is too early to evaluate these programs, the results seem to
nant consideration was expectations. confirm the recessionary effect of MBS in the early stage of

The real appreciation that characterizes ERBS creates an stabilization and the favorable effect on the trade balance.
unfavorable environment for effective reform of the trade A basic feature of MBS is that these recessionary costs
and capital accounts. Trade liberalization, which tends to appear up front, whereas with ERBS they appear at a later
worsen the trade balance in the medium run, requires a real stage as a result of the real appreciation and the deterioration
depreciation to maintain the extemal balance. However, just of the current account. The immediate recessionary effect of
the opposite occurs under ERBS. While trade has been MBS is mainly the result of the short-term downward rigid-
liberalized under some ERBS programs, often the moLiva- ity in prices and wages and the lack of credibility in the
tion has been the desire to strengthen the effecl ol' the persistence oflthe monetary crunch (these two factors are not
exchange rate on domestic prices and to supporL the unrelated).' If there is full mobility of capital, a real appre-
disinflation by a direct reduction in the prices of imports. ciation woukl be expected. In practice, the uncertainties
However, a worsening trade balance may reduce Lhe belief surrounding the stabilizaLion may discourage the inflows of
in the persistence of the reform and Lherefore prevenl the capital. This situation may explain why there were real
shift in resources from import-competing to export indus- depreciations rather than appreciations under MBS in the
tries. Southern Cone in the 1970s. However, the current

The liberalization of the capital[ market under the tabliia Argentinean MBS has generated a pronounced real appre-
policies in the Southern Cone countries was also intended in ciation.
part to offset the current account deficits by generating AnoLher differcnce beLween the two strategies is that,
inflows of private capital. However, if Lhere are problems under MBS, iL is not usual for policy-makers to set targets
with credibility, these inflows have a destabilizing eff'ect on lor an expansion ofthhe money supply, whereas under ERBS
the economy. it is very comimon to announce targets for the exchange rate

It seems, therefore, that on the whole ERBS creates (whCther under a full peg or the use of a pre-announced rate
conditions that are unfavorable to reforn of Lhe Lrade and as in Lhe tablita fashion). One reason for this difference
capital accounts, which are in principle the most important seems to be that with MBS the credibility problem is re-
reforms for the generation of endogenous growth (see, for Jlected in a slow reduction in short-term expectations of
example, Romer 1989). inilation that prevents implementation of the rules for a low

monetary expansion.9 On the other hand, under ERBS the
Money-Based Stabilization program's lack of credibility shows up mostly in the current

account and Lo a much lesser exLent in prices.
In view of the difficulties posed by ERBS, is it not prefer- Of the two strategies, ERBS has the advantage of avoid-
able to use the supply of money as the nominal anchor? In ing large iniLial recessionary cosLs.s0 However, postponing
practice, use of money-based stabilization (MBS) has been Lhe conf'rontation with overvaluation to a more distant future
rare (with reference to major programs). The first stage of tends to exacerbate the credibility problem. People may
the Southem Cone stabilizations (that is, prior to the tlabliias) suspect Lhat the policy-maker's current reluctance to face the
implemented by the military regimes in the 1970s ofl'ers recessionary consequences of stabilization indicates an in-
some evidence on the effect of MBS (Ramos 1986). While ability to fiace them later. This perception leads to specula-
dhese examples are not classic cases of MBS in the sense that lion about thie collapse of lthe policy, which exacerbates the
they did not involve targets for the supply of money, they problems of overvaluation, capital flight and booms in con-
did use a fiscal adjustment with occasional tight monetary sumption.
policy. It seems that the case for ERBS must depend on the

The effect of these programs was recessionary (espe- ability to perlorm a t'iscal overadjustment that prevents a
cially in the case of Chile) on the output side, with a slow sharp deterioration in the balance of trade. This requirement
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goes beyond the conventional one of avoiding money cre- discontinuation of the initial support). However, this answer
ation through the government's budget in order to prevent a leaves open the question of why policy-makers initiate a
balance-of-payments crisis a la Krugman (1979). What is stabilization program whose probability of failure is very
needed is a countercyclical fiscal policy that offsets the high. Understanding this phenomenon is especially impor-
effect of adverse expectations that lead to a boom in expen- tant to the issue of external support for inflation-stabilization
ditures. Ideally, fine-tuning the fiscal adjustment could keep programs (an issue addressed later).
the current account in balance. However, even if fiscal policy The reason policy-makers initiate stabilization programs
offsets the expenditure boom in the early stages of ERBS, it that are very likely to fail is relatively simple in the case of
does not necessarily disperse the doubts about the persis- the "populist" programs common in Latin America. (The
tence of this policy. Therefore real wages will still tend to two cases in the sample used for the present study were the
rise, and the real exchange rate, will tend to appreciate in Peronist stabilization of 1973-75 in Argentina and the
anticipation of a possible collapse (this situation is espe- Cruzado plan of 1986 in Brazil. The Peruvian stabilization
cially likely in the case of forward-looking staggered wage of 1985 is another example.) Apart from a lack of fiscal
contracts). With the current account maintained in balance austerity, these programs entailed a deliberate policy of
by fiscal policy, the result will be recessionary. Thus, even raising real wages in an unsustainable manner. According to
in this scenario, it is impossible to avoid the recessionary a simplistic explanation, it could be said that in these cases
consequences of stabilization. It is possible, however, to the policy-makers deliberately aimed to bestow short-term
avoid the balance-of-payments crises that characterize many benefits on the existing population (or parts of it) at the
ERBS programs and endanger stabilization. expense of the future. However, political economists need to

Israel did attempt to follow a countercyclical fiscal policy inquire into the deeper reasons for this kind of behavior.2
as part of its stabilization. The fiscal adjustment (especially It is rnore difficult to understand why policy-makers who
on the side of real expenditures) succeeded in offsetting initiate a serious stabilization program abandon it after two
much of the effect of the boom inr consumption on the trade or three years, as was the case with most of the programs in
balance. However, even this policy was insufficient to pre- this studly. For example, the Austral plan in Argentina started
vent the output cycle. Mexico implemented a more effective along lines that were very similar to those of the Israeli plan
fiscal policy as part of its stabilization, with most of the (Blejer and Liviatan 1987), including an impressive fiscal
fiscal adjustment carried out in the years preceding the adjustment. Nevertheless, after about one year the govem-
nominal stabilization through the Pact for Economic Soli- ment relaxed the fiscal policies and abandoned the nominal
darity of 1988. This approach may have increased the cred- anchors (mainly the exchange rate).
ibility of the exchange rate policy and helped contain the One possible answer is that extemal shocks that could
boom in consumption and the phenomenon of overvaluation."' not have been anticipated with certainty might have destabi-
The Mexican experience suggests that the ideal approach lized the programs (Dornbusch 1990a). Thus, every pro-
may be to use fiscal policy to irrprove the current account gram faces a probability distribution of failures that de-
prior to the nominal ERBS. However, this step-wise solu- pends, among other things, on the adjustmnent effort of the
tion may be difficult to carry out where inflation is very high programrr,. Indeed, the external shocks of rising oil prices and
and unstable. interest rates might have been factors in the failure of the

The relatively successful ERBS programs of Mexico and Southern Cone stabilization efforts in the early 1980s. How-
Israel in the 1980s were characterized by very high (ex post) ever, in the case of the Austral program, it is hard to identify
real interest rates. In part those rates reflect a lack of credibil- any external shock that led to abandonment of the program.
ity of the exchange rate policy and, in the case of Israel, in The foregoing discussion suggests that when the cost of
part a policy of protecting the balance of payments. How- failure to the policy-maker is low, the adjustment effort will
ever, high interest rates also characterize MBS. Thus, both be limited so that the probability of failure will be high. This
types of policies create an untavorable environment for outcome may characterize the programs of policy-makers
investment. from whom the public does not expect much.

An alternative explanation might be along the lines of a
The Phenomenon of Failed Stabilization modified version of the ideas of Alesina and Drazen (1989).

A successful stabilization program normally requires differ-
There is little doubt that repeated failures to stabilize harm ent sacrifices by different sectors of the economy. The de-
the long-term prospects for growth a great deal. This out- gree to which any sector is willing to give up some of its
come is especially evident in the case of failed ERBS pro- medium-term interests to contribute to the success of the
grams, which are often accompanied by massive capital overall program (even though it is in that sector's long-run
flight and severe crises in the real and financial sectors. It interests) is the private information of that sector. Before a
has been pointed out that in most cases the reason for the govermment initiates a program, it cannot know the extent to
failure of ERBS is the lack of fiscal support (or which the various sectors will be ready to give up their
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relative positions in the economy. In effect, the govemment as a means of eroding real balances or real wages (on this
tests this readiness when it initiates a stabilization program. point see Corbo and Solimano 1990). Only when these
A program that seemed plausible at its inception may tum principles are applied over a long period can the credibility
out to be politically infeasible in the light of reality. The of fiscal and nominal policies be restored.
various interest groups will try to outwait each other, hoping The Israeli stabilization provides further evidence that
the other groups will make the necessary concessions. If successful stabilization takes time. Quite early in the pro-
none is ready to make concessions, then the govemment will gram the public perceived that short-term inflation would
have to stop the "war of attrition" by abandoning the pro- run about 20 percent a year, and that expectation persisted
gram. despite the non-accommodating exchange rate policy fol-

The phenomenon of repeated failures is even more diffi- lowed in 1986-88, which led to a real appreciation and an
cult to explain. For example, Argentina's history over the eventual recession. The stubbornness of the inflationary ex-
past 30 years is full of failed stabilization efforts, some of pectation, despite fiscal balance, indicates clearly the long-
which look very similar to others. According to Dombusch term nature of adjustment.
(]990a), awareness of the cost of failure should lead to a Since early 1990, Israel pursued a devaluation policy
bigger adjustment effort aimed at reducing the probability of that roughly accommodated the low inflation step (20 per-
failure. However, there is no clear evidence on this point. cent a year). Even so, the exchange rate remained below a

A possible explanation for the repeated attempts at stabi- competitive level (when viewed in the context of a full
lization without an increased stabilization effort is the dete- employment economy). A policy of stepped-up devaluation
riorating state of the countries' economies. Consistent with would probably have mitigated the recessionary phase but
the approach of Alesina and Drazen, it may be conjectured only at the cost of raising inflationary expectations. It seems
by policy-makers that the absence of a true stabilization that only by demonstrating a willingness to confront a reces-
causes continuous deterioration of the economy that will sion is the govemment able to enhance the credibility of its
make the various interest groups more ready to make con- commitment to the nominal anchors."3

cessions. Consequently, they try again, with the same effort, It should be noted that at the beginning of its stabilizalion
even though their earlier efforts failed. program Israel thought that a combination of a balanced

budget and incomes policy would be sufficient to overcome
Why Does Successful Stabilization Take So Long? the credibility problems of stabilization. No one realized that

a wage-price freeze conveys very little information to the
It was noted that the (scanty) evidence on successful stabili- public about the govemment's resolve in dealing with the
zation suggests the process is very lengthy. The Chilean issue of nominal anchors in a decontrolled economy. It is
experience also teaches that it is necessary to distinguish very easy to maintain a stable exchange rate when wages
between a stabilization program and a stabilization process, and domestic prices are frozen. The problem of establishing
which may consist of a number of programs. Chile made credibility suirfaces when flexibility is initiated, a process
two important switches in the course of its stabilization, that is lengthy.
which started at the end of 1973. Disappointed with the slow It was noted that one reason for the slowness of adjust-
pace of disinflation under some variant of MBS, the govem- ment is the "noise" in the use of policy instruments. For
rment moved gradually to an ERBS that in 1979-81 took the example, in Israel the government was quite stubborn with
form of a full peg to the dollar. Then, after the crash of this its exchange rate policy but at the same time adjusted public
program in 1982, it abandoned the ERBS and shifted to a sector prices in line with inflation. This measure, which
more balanced program that relied implicitly on monetary reflected the struggle between fiscal and nominal objectives,
policy, the de-indexation of wages and a fiscal adjustment prolonged ihe confusion and the leaming process by the
that reduced the public sector deficit from 9 percent of GDP public about the change in regimes. Another reason for a
in 1984 (this high ratio being related to the 1982 crisis) to a lengthy leaming process is the tendency of policy-makers to
surplus of 3 percent in 1988 (Corbo and Solimano 1990). compromise with adverse expectations. In the case of Israel,
Under this new regime, Chile experienced a transition to the government could not persist with a pegged exchange
sustainable growth with a competitive real exchange rate rate and had to shift eventually to a more flexible policy.
and low and stable real wages. Uncertainty about how far the government would carry the

The Chilean experience helps put stabilization programs compromise policy added additional confusion to the leam-
in better perspective. It is not so much the individual stabili- ing process. '4

zation program that is important in long run, but rather Another reason for the long time required for successful
persistent adherence to some basic principles. These consist stabilization may be the consequences of the initial fiscal
of a striving for fiscal balance ( in spite of understandable shock treatinent. The effort to eliminate the fiscal deficit in
deviations during recessions), an insistence on using some the early stages tends to create a distorted system of taxes
nominal anchor and avoidance of surprise-inflation tactics and expenditures. The Israeli stabilization shows that much
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of the increase in taxation via the Tanzi effect fell on the the economies were no longer protected against hyper-infla-
business sector, a phenomenon Lthat led to a reduced incen- tionary outbursts. This recognition may have led to a short-
tive to produce and invest. The comprehensive fiscal re- ening of potentially successful stabilization programs.
forms that were supposed to redress this situation stumbled The foregoing view is in line with the "crisis theory of
over the elimination of the tax axemptions, which was re- stabilization" and the "war of attrition" approach of Alesina
quired to balance the reduction in taxation. It seems the and Drazen. Put differently, only a severe hyper-inflationary
social struggle over the allocation of the adjustnent costs crisis can produce the required social attitude for true
can be viewed as a "war of attrition" between the various disinflation. It was pointed out, however, that at this stage it
sectors, which lengthens the transition. is unclear whether this theory, which worked so well for the

If it is true that successful disinflation in a chronic- classical hyper-inflations in Europe, will also work for
inflation country takes many years, even if carried out with chronic-inflation countries that have finally become vulner-
the resolve of the Chilean military regime, then it is perhaps able to hyper-inflation. It should not be forgotten that during
more understandable why so many stabilization programs the hyper-inflation in Europe prices were stable, whereas in
end in failure. To the earlier explanations concerning failed countries such as Argentina and Brazil an annual rate of
stabilization may be added another one-policy-makers have inflatiorn of 100 percent was not above the norm of the past
been unaware how long it takes to complete a successful decade. The possibility that full stabilization may remain a
stabilization. lengthy undertaking despite the constant threat of hyper-

Recent work on signaling theory suggests that a policy- inflation cannot be ruled out.
maker may establish credibility early in the game by adopt- This section concludes by clarifying the term "successful
ing a sufficiently large overadjustment in the initial phase of stabilization." Even Chile did not reduce inflation to OECD
the program (see, for example, the discussion of a "separat- levels; rather, it became stuck at a 15-20 percent step (annu-
ing equilibrium" in Vickers 1986). However, when the tre- ally). Israel and Mexico are stuck at the same step. In the
mendous efforts made by Chile in 1974-75, Israel in 1985- latter cases, however, stabilization is supported by high do-
86 and Mexico in 1988-89 (ancL before) are examined, the mestic real interest rates and, in the case of Israel, by an
applicability of this principle to the issue in question is appreciated currency and a low level of economic activity.
unclear. These phenomena indicate that stabilization affects the real

As noted, it seems that towari the end of the 1980s some sector adversely. In Chile, however, the low inflation step
basic changes took place as a result of the evolution of has not generated distortions. When reference is made to the
inflation in chronic-inflation countries. Specifically, there length of time required to stabilize, the goal is not a full
appears to have been a growing recognition that the technol- reduction of inflation but rather a "Chilean low inflation
ogy of living with inflation was no longer effective and that step."
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Appendix. Characteristics of the Stabilization Programs Included in the Study

Exchange rate -
Program term When did t fixed versus Income Multiple

or quarter finish? crawl policies or uified Fiscal

1980s
Israel Not yet Fixed with Yes Official Big initial
3rd Q. 1985 infrequent (shock)* and parallel adjustmnent

adjustnents

Austral 3rd Q. 1986 Fixed Yes Official Large
3rdQ. 1985 (shock) and parallel transitory

adjustment

Cruzado 4th Q. 1986 Fixed Yes Official No
lstQ. 1986 (shock) and parallel adjustment

(large premium)

Mexico Not yet Fixed (1st year), Yes No Yes, main
1st Q. 1988 then crawl (small shock) adjustment

prior to progress

1970s Tablitas
Chile 3rd Q. 19132 Crawl, then No Unified Yes
3rd Q. 1976 pre-announced,

then fixed

Uruguay 4th Q. 1982 Pre-announced No Unified Yes
4th Q. 1978

Argentina 1st Q. 198 1 Pre-announced No Unified Moderate stable
4th Q. 1978 budget deficit

Argentina 2nd Q. 1975 Fixed Yes Three Expansionary
3rdQ. 1973 exchange rates

1960s
Argentina 3rd Q. 1970 Fixed Yes Unified Fiscal
2ndQ. 1967 (gradual) exchange adjustment

rate

Brazil 3rd Q. 1968 Fixed w/ step Yes Official Fiscal
2nd Q. 1964 devaluation (gradual) and parallel adjustment

Uruguay 1st Q. 1972 Fixed Yes Official Fiscal preceded
2ndQ. 1968 (shock) and parallel deterioration

later on

1950s
Argentina 2nd Q. 1962 Fixed No Unified Initial
3rd Q. 1959 exchange rate adjustmnent

deteriorated
later on

* A shock usually includes a simultaneous freeze of wages, prices and the exchange rate.
Source: The authors.
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Initial Reduction in Initial inflation
reserves inflation Preceded by Termination (average 12 Preceded

(months of Cormnnercial monelary shock or months prior by maxi-
imports) from to policy fiscal measures gradual to program) devaluation

3.2 21.1 6.1 No special No 327.7 Yes

5.3 24.9 2.6 No No Gradual 1082.4 Yes

10.4 11.1 1.7 No No Shock 237.2 No

12.4 8.2 2.6 Tradeand Fiscal Notyet 131.8 Yes
capital account adjustment
liberalization

2.6 11.2 6.5 Trade, Yes Shock 249.37 Yes
capital account
liberalized

5.9 3.4 4.5 Liberalized Preceded by Shock 42.3 No
trade and small fiscal
capital accounts adjustment

16.7 8.1 8.6 Yes Yes Shock 180.7 No

3.5 5.7 0.8 No No Shock 75.4 No

1.9 2.5 2.7 Incentives for No Gradual 27.4 Yes
capital inflows

0.9 6.4 4.2 No No Gradual and 96.3 Yes
successful

4.9 9.5 1.9 No Yes Shock 163.0 Yes
6 months earlier

5.7 9.5 1.9 Incentives Yes (IMF Gradual 136.1 Yes
for foreign program
investment 6 months before)
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Comment

Rudiger Dornbusch Kiguel-Liviatan will argue that the costs can be seen in
the 1970s-in the formn of inflation and stagnation. How-

The research project of Miguel K.iguel and Nissan Liviatan ever, in the 1980s many countries experienced inflation in
on high inflation and stabilization has added in important the aftemiath of the oil and debt shocks and in the transition
ways to our understanding of what the right questions are to democracy. Brazil was unusually careless with its system
and what the right answers mighl: be (Kiguel and Liviatan of indexation. There is a lesson here, and it surely must be
1988, 1989 and 1990a and b). I say cautiously what the right that indexation systems must exempt real shocks, not that
answers "might" be because I remnain unconvinced of the indexation is per se an unstable system. It must also be asked
basic thrust of their research: playing games of seigniorage whether countries that did not have formal indexation sys-
and credibility. There are other stories that are as plausible tems fouid a better way of solving the problem of falling
and at least as consistent with the evidence. real wages in the face of adverse shocks. It is my impression

that few did; the only difference with explicit indexation is
Seigniorage the greater transparency of the process.

On the remaining two questions-the growth surges that
To start with, I would like to comrnent on the central role of occur wilh failing stabilization programs and the lengthy
seigniorage in much of the credibility-based literature on process of consolidating successful attempts-the authors
high inflation. Ever since the work of Bailey (1956), it ought conclude as follows:
to be obvious that thinking of high and extreme inflation in
terrms of optimal seigniorage is misdirected. Rather, atten- To a large extent the answers to the foregoing ques-
tion should be paid to the experiernce of Argentina or Peru, tions seem to hinge on two issues related to the cred-
for example, where the situation got entirely out of hand, ibility of the stabilization effort-will policy-makers
with fiscal collapse and demonetization chasing each other sustain the fiscal policies, and will they have the re-
in ever-accelerating rounds. solve to uphold the nominal anchors of the system?

It is true that money creation is ultimately behind the
high or extreme inflation. Even small deficits can produce I do not share their confidence in "credibility gaps" being
extravagant rates of inflation in economies where demoneti- the all-around explanation for the failures. That explanation
zation has reached very extreme proportions. That does not is too vacuous. According to their argument, anything that
mean there is anything optimal or optimizing at work. It fails does so because there was no credibility, anything that
might be more appropriate to view extreme inflation as an succeeds does so because the commitment was credible. The
unstable process (Dombusch, Sturzenegger and Wolf 1990). European experience with disinflation does not suggest there

was any credibility bonus at work. Nor is there evidence of a
The Key Questions credibility:i bonus in the European stabilizations of the 1920s

(Webb 1989; Siklos 1990; and Wicker 1986). All the evi-
Kiguel-Liviatan ask three central questions: dence suggests it took quite a while for the reforms to

become part of everyday life because of the expectation of a
* Is it preferable to learn to live with inflation? return to stability, as reflected in the interest rates.
* What is the explanation f.or the phenomenon of This example accords with the Kiguel-Liviatan story.

unsustainable growth during stabilization? The authors argue that credibility needs to be cultivated over
* What were the causes of the failures of stabilization, time, established if necessary by a showdown or two; it does

and why is successful stabilization such a lengthy process? not materialize at the first sight of a balanced budget. Their
main assertion is that govemments must seek a confronta-

The authors vigorously reject the notion that living with tion to establish their credentials because economic agents,
inflation is a stable mode. In their view, it is an arrangement hardened by the failed stabilizations of the past, will not
that postpones the ultimate costs but does not avoid them; in believe that anything has changed fundamentally unless their
fact, it may make matters worse. Here it is necessary to ask noses are bloodied.
for more evidence in support of that assertion. Consider, for If the credibility perspective is seen as a hypothesis about
example, Brazil in the period 1955-80. Real growth aver- how governments actually behave, it leads to the question of
aged 8.5 percent, and inflation came to an average of 40 what kind of regime is more likely to enjoy low inflation.
percent. Where are the costs? One possibility is to compare economies that view stability
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as a public good and reward stewardship. Victorian Britain The most recent experiments in Argentina, Brazil and
may have been a case in point. The alternative is long-lived Peru involve some mixture of exchange rate targeting and
govemments for which the pay-off on the investment in money targeting. They are singularly unsuccessful in that
credibility can be reaped over many years. That altemative the real exchange rates have become vastly overvalued while
helps explain why much of Latin America today cannot real incomes are declining. Strangely, even with the budgets
make progress: governments are short-lived, and the notion balanced, inflation has continued at very high rates month
of public goods is not high on the agenda. It also suggests after month. One explanation is that the trade deficits pro-
that control of inflation will not succeed because the neces- duced by the monetization have kept inflation alive, another
sary investments will not take place. That situation necessi- that inflation has had extraordinary day-to-day inertia that
tates a look in a different direction. has been hard to eliminate except with an even more mas-

The credibility battle would seem to be the strategy of sive recession or, my preferred answer, with a far more
last resort. More direct means would draw on two elements aggressive fiscal effort involving realistic real exchange rate
of strength. The first is a national unity government that, by and incomes policies. Incomes policy has been given too
its nature, facilitates the adoption of economic measures and little credit for the role it played in Mexico and Israel, the
lends some plausibility to their persistence. It is worth re- two countries that effected successful stabilizations in econo-
membering that many successful stabilizations were in fact mies that did not suffer extreme inflation (see also Artstein
the product of a national unity effort or special powers, and Sussman 1990).
contrary to what the war of attrition model suggests. How- Mexico and Israel did stop inflation without the trauma
ever, it is also likely that the quality of the reforms has a of a deep recession. Israel did not go further with deregula-
bearing on credibility. Anything that takes the form of ton and other supply-side measures and may be bogged
emergency measures, without follow-up, cannot last. In con- down by its large government, including defense, and high
trast, broad-based reforms of the budget that assure balance level of taxation. In Mexico, by contrast, real wages are
with moderate taxation and cost-effective spending levels rising, and growth is now picking up. With supportive capi-
will inspire confidence in continuity. Thus the successful tal inflows there is a serious possibility that inflation may
experiences might be interpreted not in terms of the decisive only be moderate and growth substantial. The credibility, I
showdown, of the recession that itaught the lessons. Rather, would argue, comes from the accomplishment of the reform,
they might be interpreted in terms of the political compro- not from a decisive recession showdown.
mise and economic modernization that made adjustment
last. Competition

The reason this alternative should be seriously consid-
ered is that the credibility battle need not succeed. It is In many industrial countries and the developing world alike,
altogether plausible that a government that tries to establish control of inflation has always been a question of when, after
just how tough it is will find itself losing political support things have gotten out of control, the next recession has to be
and going under. Avoiding a key battle over immediate staged. Something is missing. A better system would put far
credibility and spending the polilical capital to broaden the more weight on competition and far less on the deliberate
reforms (even with moderate and rising inflation) seem prefer- use of booms and recessions. The labor markets are insuffi-
able to losing the battle early on. ciently competitive to play their role; in fact, in Britain, for

example, they are entirely impervious to national inflation or
Nominal Anchors nominal income targets except at peak unemployment lev-

els. Only countries with a substantial degree of incorpora-
The Kiguel-Liviatan research seems to suggest that exchange ton seem to succeed in maintaining low inflation, and even
rate-based programs are prone to an initial boom period, there unemployment plays a key role (Calmfors and Driffill
followed by overvaluation and ultimate collapse. Money- 1988).
based programs, in contrast, do not run into the overvaluation The Kiguel-Liviatan emphasis on credibility, or more
problem and therefore are not doomed. broadly on having a policy rather than poorly predictable

It is immediately obvious that the Brazilian program of opportunistic reactions, is appropriate as one ingredient for
1986 cannot serve as the benchmark for anything: the bud- successful stabilization. I suspect that far more competitive
get deficit worsened radically, and wages were raised sharply or more corporatist labor markets-the extremes-are addi-
by law as part of the stabilization. Leaving out that extreme tional elements. That point leads back to incomes policy as
experience, what other cases are there? Mexico pursued an one of the pieces of stabilization, certainly in the transition
exchange rate-based program, and so did Israel. Mexico is but perhaps also in a TIPS form after disinflation has suc-
still waiting for the growth boomn, and Israel has run out of ceeded.
steam. Clearly here there is no common pattem.
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Economic Adjustment and Investment
Performance in Developing Counhties:

The Experience of the 1980s
Luis Serven and Andres Solirnano

:Developing countries experienced a significant decline in design of growth-enhancing adjustment policies so as to
investment rates and a parallel slowdown in growth in the bridge the gap between adjustment and growth were to be
eighties.' Investment fell as part of the macroeconomic ad- drawn from this experience.
justment to the decline in the availability of external financ- The chapter is organized as follows. The next section
ing after the debt crisis, a decline that was not compensated presents the empirical record of investment in developing
for by an adequate increase in domestic savings. However, countries in the 1970s and 1980s. It explores the response of
the drop in extemal financing was not the only factor behind private and public investment to external shocks, macroeco-
the slowdown in investment. In some instances, the adjust- nomic adjustment and structural reform by comparing three
ment measures themselves were a factor. For example, the groups of selected countries: Latin American countries that
required fiscal adjustment, which was oriented to correct pursued structural reform and liberalization (Chile, Mexico
external imbalances and reduce inflation, often took the and Bolivia); countries that did not pursue such ambitious
form of a decrease in public investment-in particular, in reforms and that suffered severe macroeconomic instability
public projects that might have complemented private in- (Argentina and Brazil); and the outward-oriented East Asian
vestment. The large resource transfer needed to service lhe countries that adjusted to the adverse extemal shocks of the
foreign debt of most developing countries also discouraged 1980s while maintaining high growth, low inflation and, in
private investment, as part of the future returns on invest- general, a remarkable degree of macroeconomic stability
ment accrued to creditors in the form of debt repayments. (Republic of Korea, Singapore and Thailand).

The adjustment effort typically involved changes in eco- The subsequent section reviews, briefly, the theoretical
nomic incentives. However, very often they did not produce and empirical literature on macroeconomic policies and pri-
a sizable investment response, thius preventing an effective vate investment, focusing on the effects of monetary, fiscal
transition from adjustment to resumed growth. In many and exchange rate policies and emphasizing some economic
cases, the recovery of private investment was slowed by a and institutional features specific to developing countries
lack of confidence in the pemnanence of the policy measures (e.g., intervention in the financial market, possible
and a high level of uncertainty about the future macroeco- complemeniarities between public and private investment
nomic environment-the causes of which could often be and high reliance on imported capital goods) that affect the
traced to the burden of the exLernal debt service, which transmission mechanisms through which standard macro
threatened the success of stabilization. policies affect private investment.

This chapter investigates the role different factors played The recent literature on credibility, uncertainty and irre-
in the investment performance of developing countries in versibility in investment decisions is explored in the fourth
the eighties, drawing on the experience of selected countries section, in order to highlight the main determinants of the
as described in the theoretical and empirical literature and on investment response to a given set of economic incentives
an econometric analysis of invesitment using a panel data set generated by the structural reforms.
of time series information for a group of 15 developing An econometric analysis of the determinants of private
countries. Moreover, some lessons that can be applied to the investment in developing countries using cross-country data
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for the period 1975-87 for a selected group of developing Figure 7-1. Share of Investment In GDP for
countries is presented next. The empirical estimates are used Developing Countries
to evaluate the contribution of different factors to the slow- (unweighted average)
down in investment after 1982. 0.3 - Middle Income

The conclusions appear in the final section. 0.28 (nn-hi-hlycountries 

Investment in Developing Countries, 1970-88 0.26 /% %.j/
0.24 *d.% 0 ' A cuniries

The Overall Picture , 0.22 .

Between 1970 and 1988, investment rates in developing 0.2 <.y. countries 

countries exhibited two distinct stages, with the turning 0.18 0

point in 1982 (figure 7-1). For 7B developing countries, the
average share of investment in gross domestic product (GDP) 0.16 countnes

in constant prices increased from about 22 percent in 1970 to 0.14 . .'. . . . .
25 percent in 1981, and for most of this period the invest- 197C 1972 1974 1976 1978 1980 1982 1984 1986 1988

ment rates were historically high. With the rise in intema-
tional real interest rates in 1981 and the onset of the debt SoiroG: WOrld Bank data.
crisis in 1982, however, the rate of investment fell sharply.
The decline started earlier in the highly indebted countries percent of GDP; in 1987, seven countries in sub-Saharan
than it did in other developing countries, and in the former Africa had investment rates below that level. Similarly, the
the decline was larger. For most developing countries, with minimum rate of investment needed to replace capital in
the exception of Asia, a slowdown in growth accompanied Latin America was estimated at 14 percent; in 1987, three
the decline in investment (tables 7-1 and 7-2). countries were below that level (Easterly 1989).

The fall in investment was so severe that some countries The deficit in the resource balance (that is, the difference
may not even have been able fully to replace depreciating between domestic investment and domestic savings) in de-
capital. For example, in Africa the minimum investment veloping countries was considerably smaller after the 1982
needed to replace depreciated capital was estimated at 13 debt crisis as a result of the decline in external financing

Table 7-1. Investment, Saving and Growth in Developing Countries, 1970-88
(percentage of GDP)

Indicalor Counlry groups 1970-80 1981-82 1983-84 1985-88

Gross domestic investmnent All 22.4 24.0 20.2 19.6
(current prices) Highly indebted 22.8 23.0 18.0 18.4

Middle-income 25.5 28.6 24.4 21.9
Low-income 19.7 20.3 17.0 17.4

Gross domestic saving All 16.1 13.7 13.9 14.9
(current prices) Highly indebted 20.3 20.1 19.8 20.2

Middle-income 18.3 17.5 17.7 17.5
Low-income 12.5 7.6 8.0 9.9

Resource balance deficit All 6.4 10.3 6.2 4.6
(current prices) Highly indebted 2.5 2.9 -1.7 -1.5

Middle-income 7.2 11.1 6.7 4.0
Low-income 7.2 12.7 8.9 7.5

Gross domestic investment All 23.4 24.1 20.6 19.6
(constant prices) Highly indebted 23.1 22.3 17.1 16.3

Middle-income 25.7 28.6 24.9 22.1
Low-income 21.5 20.7 17.5 18.0

Rate of growth of real GDP All 4.7 2.7 1.8 3.3
(percentage per year) Highly indebted 5.0 -0.3 -0.4 2.7

Middle-income 6.1 4.5 3.9 3.2
Low-income 3.5 2.5 0.5 3.5

Source: World Bank data.
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Table 7-2. Growth and Investment Table 7-3. Public and Private Investnent for a Group
(percent) of 29 Developing Countries, 1970-88

Real GDP growth Investment ratio (percentage of GDP at current prices)

Region 1965-88 1980-88 1965-88 1980-88 Group 1970-80 1981-82 1983-84 1985-88

Sub-Saharan Africa 3.3 0.5 17.6 15.9 29 countries
Asia 6.3 7.4 27.7 31.1 Total 20.3 22.2 18.8 17.6
Europe/Middle East/ Private 12.2 11.7 9.7 9.6
North Africa 4.6 2.8 28.4 27.3 Public 8.2 10.5 9.0 8.0

Latin America and 13 highly indebted countries
Caribbean 4.5 1.6 19.7 17.9 Total 20.1 20.2 15.1 15.2

Source: Intemational Monetary Fund (1989, Table 15). Private 12.3 10.9 8.1 8.7
Public 7.8 9.2 7.0 6.5

Note: Argentina*, Bangladesh, Bolivia*, Brazil*, Chile*, Colombia*,
(table 7-1). However, the decrease in the extemal deficit Costa Rica*, Ecuador*, Guatemala*, Hungary, India, Indonesia, Kenya,
was not matched by an offsetting increase in domestic sav- Korea, Malaysia, Mexico*, Nigeria*, Pakistan, Peru*, Philippines*, Por-
ings, so that it was reflected almost entirely in reduced tugal, Sri Lanka, Thailand, Tunisia, Turkey, Uruguay*, Venezuela*, Zam-bia and Zimbabwe. The asterisk means highly indebted.
investment. Source: World Bank (1990).

The empirical evidence from data for a set of 29 develop-
ing countries for which a breakdown between public and bion of the basic macroeconomic imbalances, together with
private investment was available shows that the share of policies of structural reform, including the liberalization of
plivate investment in GDP in current prices was relatively foreign trade and deregulation of the credit and labor mar-
stable until 1980 and then declined, followed by a modest kets along free-market lines. The second group was made up
recovery after 1985 (figure 7-2).2 The decline was larger in of Argentina and Brazil, two countries that in the 1980s
the highly indebted countries than in other countries (figure were unable to stabilize their economies and correct the
7--3). Public investment as a share of GDP rose until 1982 basic macroeconomic imbalances in a sustainable way. They
and then fell after 1982, two years later than private invest- did not attempt comprehensive structural reforms and liber-
ment (table 7-3). Unlike private investment, the rates of alization of the type adopted by the countries in the first
public investment declined steadily until 1988. group. The third group, consisting of three East Asian econo-

mies-Korea, Singapore and Thailand-adjusted primarily
Private Investment and Macroeconomic Adjustment: through macro policies and managed to deal with the exter-
Some Country Stories nal shocks and debt crisis of the eighties without sacrificing

growth and domestic macroeconomic stability.
The discussion in this section is organized around the behav-
ior of private investment during adjustment in three stylized Adjusting cum liberalizing countries in Latin America:
groups of countries in Latin America and East Asia. The Chile, Mexico and Bolivia. These Latin American countries
first group, composed of Chile, Mexico and Bolivia, adopted shared several common features regarding their macroeco-
decisive stabilization policies oriented toward the elimina- nomic policies and structural reforms. The former entailed

Figure 7-2. Public and Private Investment for Figure 7-3. Public and Private Investment for
:29 Countries 13 Highly Indebted Countries
(unweighted average, percent of GDP) (unweighted average, percent of GDP)
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Figure 7-4. Investment as a Percentage of GDP In Chile, MexIco, and Bolivia
(real)
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both real depreciation of the exchange rate and restrictive form of high rates of inflation (over three digits by the mid-
fiscal and monetary policies to reduce the large current 1970s) and a large fiscal deficit. Achievement and mainte-
account deficits and high rates of inflation existing at the nance of low and stable inflation remained a top priority in
time the reforms started to be applied.3 economic policy. In addition, the commitment to structural

The structural reforms the three countries implemented reforms along free-market lines remained quite strong,4 and
were trade liberalization, financial deregulation, privatization the demccratic administration that took office in early 1990
and development of gTeater flexibility in the labor market. reiterated the commitment to reform.
The degree, timing and results of these policy reforms varied The response of private investment to the stabilization
in each country, although all three shared a general free- cum liberalization program of the mid-1970s was strong.

market orientation. The share of private investment in GDP rose from 5.3 per-
Following the swings in the world economy in the 1980s, cent in 1971-75 to 11.2 percent in 1976-81. In contrast,

the three countries suffered the cycle of over-borrowing, a public investment fell from 10.6 percent in 1971-75 to 5.8
sharp cut-off in foreign lending arid the onset of the debt cri- percent in 1976-81.
sis. The pattern of investment followed the "debt cycle" (fig- Several hypotheses (and some puzzles) can be offered to
ure 7-4). Public investment in Mlexico and private invest- explain the response of private investment. One is the im-
ment in Chile increased sharply during the boom of the late portance of the political economy. The country went from
seventies and early eighties that was led by external borrow- the "Chilean Road to Socialism" program of President Sal-
ing. In 1982, when access to external lending was abruptly vador Allende in 1970-73, which involved large-scale na-
cut off and countries were forced to reduce their current ac- tionalization and deeper land reform, to a radical free-mar-
count deficit rapidly, investment fell sharply. Thus, basically ket experiment launched in 1975 under the military regime.
the adjustment was carried out by cutting the demand for The new economic program assured full respect for private
investment rather than by increasing domestic savings. property, deregulation of the markets and tight political

control of the defeated left and of a militant working class
Investment in Chile: The "maiwure" reformer. The expe- very active under Allende. The private sector responded

rience of Chile is particularly inte:resting in several respects. forcefully to the new program. The reduction in public

First, it started its reforms earlier--in the mid-1970s--than investment apparently crowded-in private investment be-
the countries in the other two groups did, and it therefore cause a large part of the increase in public investnent in the
provides a better "laboratory experiment" for assessing the period 1971-75 corresponded to enterprises that had just

impact of liberalization on private investment. Second, at been nationalized.
the time the reforms started to be applied, the Chilean One of the puzzles in the strong response of private
economy exhibited large macroeconomic imbalances in the investment in that period is that it coincided with a period of
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very high real interest rates-over 25 percent per year in the Table 7-4. Public and Private Investment and Macro-
second half of the 1970s. Ex-post, however, given the mas- economic Indicators in Chile, Mexico and Bolivia
sive rescue operation the govemment undertook in 1982-83 (annual averages)
with respect to the intemal and external debt the private Variable 1978-81 1982-84 1985-89

sector had acquired previously, the private sector ended up Chile
paying an effective real interest rate that was much lower. Total investnent 19.3 10.5 15.3

In the 1980s private investment followed closely the (% of GDP) (real)
cycles of economic activity. It boomed in the early eighties, Public investment 5.3 4.8 5.9
although its composition tilted heavily toward the non-traded (% of GDP) (real)
sectors-housing, structures and commercial buildings- Private investment 14.0 2.7 9.4
following the real appreciation of the peso that developed at (% of GDP) (real)
the time. During the crisis of 1982-83, investment fell by Real GDP growth 7.5 -2.9 6.1
more than 10 percentage points of GDP with respect to Inflation 36.0 18.1 21.4
1980-8 1. The subsequent recovery was relatively forceful, (GDP deflator, %)
and by 1989 private investment had reached its 1980 level. Current account balance -8.6 -8.1 -4.7
Given the strong performance of the export sector and the (% of GDP)
very large real depreciation of the exchange rate after 1982 Foreign debt 46.2 88.2 105.6
(on the order of 70 percent), it seems that private investment (% of GDP)
shifted toward the traded goods sector in contrast with the (1980=100)
trend in the early 1980s.5

Mexico

Investment in Mexico and Bolivia. Total investment in Total investment 24.3 17.2 15.8
Mexico fell by 8 percentage points of GDP in the period (% of GDP) (real)Public investmnent 10.5 6.9 4.5
1982-89 compared with 1978-81. iowever, the bulk of the (% of GDP) (real)
cut involved public investment: the ratio of public invest- Private investmlent 13.8 10.3 11.3
ment to GDP fell by nearly 5 percentage points in 1982-89 (% of GDP) (real)
over 1978-81. Nevertheless, it is important to recognize that Real GDP growth 8.7 -0.4 1.0
the level of public investment during the period 1978-81 (%)
had reached a high, and probably iLnsustainable, level fol- Inflation 22.3 70.2 77.6
lowing the oil boom.6 Private investment fell moderately (GDP deflator, %)Current account balance -4.7 0.8 0.6
between 1982-85 and then, despite the high real interest (% of GDP)
rates, started to recover, a shift that coincided with the Foreign debt 30.8 55.3 63.2
implementation of the reforms.7 (% of GDP)

In Bolivia, investment declined steadily during the 1980s. Real exchange rate 103.4 126.5 145.3
The first half of the decade was characterized by macroeco- (1980=100)
nomic turbulence that ended up in the hyper-inflation of Bolivia
1984-85. Then, in August 1985 the government introduced Total investment 15.7 9.6 4.9
a sharp and successful program to stabilize inflation, which (% of GDP) (real)
went from the five-digit level of the hyper-inflation to an Public investment 9.4 4.9 2.5
average of about 20 percent in the second half of the 1980s. (% of GDP) (real)
The main problem Bolivia experienced in its stabilization Provate invesPent 6.3 4.7 2.4
cum liberalization effort was a lack of growth and any Real GDP growvth 0.8 -3.7 0.9
significant response by private investment in the aftermath (%)
of the stabilization (table 7-4).! Inflation 24.1 561.7 2,353.9

(GDP deflator, %)
Lessons from the three experiences. What can be con- Current account balance -10.8 -5.5 -8.5

cluded about the effects of adjustment and the implementa- (% of GDP)
tion of the reforms on the performance of private investment Foreign debt 93.0 133.6 137.2(% of GDP)
in these economies? The first point is that of diversity. In Real exchange rate 98.8 70.7 90.1
Chile, private investment reacted forcefully to the reforms in (1980=100)
the mid-1970s and recovered relatively fast in the second Source: Investment-elaboration based on Pfeffennann and Madarassy
half of the 1980s after the restoration of macroeconomic (1991); others-W1orld Bank.
stability and the government's reassurance that it was com-
miitted to the reforms. In Mexico, the response of private
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investment to the reforms launched in the mid- to late 1980s Table 7--5. Public and Private Investment and Macro-
was moderate. In Bolivia, private investment remained stag- economiic Indicators in Argentina and Brazil
nant, and so did growth in the aflermath of the stabilization (annual averages)
and reform. Variable 1978-81 1982-84 1985-89

Second, the experience of these countries in the 1980s Argentina
shows clearly that the reforms may enhance private invest- Total investment 20.3 14.9 11.7
ment if they are accompanied by a stable macro environ- (% of GDP) (real)
ment. Chile in the second half of the 1980s is a good ex- Public investment 8.0 6.0 4.9
ample of how fiscal balance, moderate real interest rates and (% of GDP) (real)
competitive real exchange rates provide a suitable frame- Private investment 12.3 8.9 6.8
work for private investment to respond to the incentives (% of GDP) (real)
generated by the structural reforrns? To the contrary, in the Real GDP growth -0.3 -0.0 0.5
case of Bolivia, where disinflation was consolidated but the Inflation 128.9 396.6 945.7
fiscal deficit was still high (near 5 percent in 1986-90) and (GDP deflator, %)
the economy highly dollarized (Morales 1991), the macro- Current account balance -3.3 -3.7 -2.9
economic environment was not entirely supportive of a strong (% of G3DP)
recovery of private investment. Foreign debt 45.4 70.0 71.7

A third point is that a favorable private investment re- (% of GDP)

sponse is associated with adequate external financing. All (1980-100)
three countries experienced a debt overhang, and they car-
ried out a sizable resource transfer abroad. From simple Brazil
savings-investment identities it can be concluded that with- Total investment 23.1 18.7 17.6
out a corresponding increase in domestic savings, a high Public investment 8.9 7.0 6.7
level of investment can hardly be achieved. In addition, the (% of rGDP) (real)
foreign debt service acts like an implicit tax on investment. Private investment 14.2 11.7 13.71

A fourth point, generally downplayed in the academic (% of GDP) (real)
literature but one that investors in the real world seem to pay Real GDP growth 3.7 0.8 4.9
a lot of attention to, is the favorable "business climate" (%)
generated by the liberalization."' In fact, the privatization Inflation 73.0 154.1 780.1
measures as well as other liberalizing policies adopted in Currentaccountbalance 4.5 -3.1 -0.2
these countries reflected a renewed faith in free markets and (% of iGDP)
private initiative. The distinctive feature is that governments Foreign debt 28.5 43.5 36.4
had come to perceive these principles as the "new engine to (% of GDP)
growth." Real exchange rate 87.6 89.1 97.3

(1980==100)

Two non-adjusting cases in Latin America: Argentina a = 1985-88.
and Brazil. In the eighties, Brazil and Argentina stood out in Source: Investment-elaboration based on Pfeffernann and Madarassy
Latin America' I as clear-cut examples of countries that were (1991); others-World Bank.

unable to stabilize their high inflation, which, in several
cases, slid into outright hyper-inflation. Brazil managed to In contrast with Mexico and Bolivia (Chile had undertaken
grow at an impressive 7 percent, a year between 1940 and its struclural reforms in the mid-1970s), domestic authorities
1980, and its development strategy at the time was that of a in Argentina and Brazil did not seize the opportunity of the
dirigiste state, supported, in the sixties and seventies, by crisis to attempt comprehensive structural reforms in the
foreign direct investment and abundant extemal credits. Brazil public sector, the trade regime or other areas. The govem-
used the external borrowing of the seventies largely to fi- ments devoted the bulk of their energy to fighting inflation
nance its ambitious development plans, which required high and managing their large external debt.'2

rates of investment to speed growth. In contrast, Argentina It is not surprising to find that the investment record of
started to experience a noticeable economic decline after the countries such as Argentina and Brazil was poor in the
early seventies, a reflection of the slowdown in growth and 1980s. However, there are some differences in their experi-
mounting economic and political. instability. ences. As table 7-5 illustrates, investment rates dropped far

The adverse external shocks of the early eighties and the more in Argentina than in Brazil. In fact, total investment in
onset of the debt crisis hit Argentina and Brazil severely. Argentina in the period 1985-89 was 8.6 percentage points
The correction of the external and fiscal imbalances took the of GDP lower than in 1978-81; this drop in total investment
form of an acceleration of inflation and slowdown in growth. decomposes into a reduction in private investment of 5.5

122



Adjustment and Investment Performance in the 1980s

Figure 7-5. Investment as a Percentage of GDP In Argentina and Brazil
(real)

A. Argentina B. Brazil
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percentage points of GDP and a cut in public investment of (table 7-6). In addition, they have had high-growth, oUt-
3.11 percentage points. Moreover, the decline in investment ward-oriented but not lassez-faire economics. The distribu-
persisted (on average) in the second half of the 1980s, in tion of incorne has been much more equitable in Southeast
contrast to the experience of other ]Latin American countries. Asia than in Latin America.'4
In Brazil the drop in total investmrent was Icss serious than Since the mid-sixties Korea has been a high growth
that in Argentina-its share in GDP was 5.4 percentage country, strongly oriented toward the expansion of manufac-
points lower in 1985-89 than in 1978-81-while private turing exports. The distribution of income has been rela-
investrnent staxted to recover after 1984, although public tively egalitarian,'5 although at the political level authoritar-
investment was still below its pre-crisis level. ian military regimes governed the country from the sixties

Argentina provides almost a textbook (and dramatic) until 1987.
case study of protracted economric instability acting as a The high rates of investment in Korea were guided by a
powerfutl deterrent to private investmnenL As figure7-5 shows, series of five-year economic plans. The government inter-
the downward trend in private investment-as well as in vened actively to control, among other things, the allocation
public investment-had already started in Argentina in the of credit to firms, with an overwhelming focus on exports.
mnid-seventies. Clearly, the prefer-ence for taking resources The close link between government and business in turn
abroad rather tha investing them at home was at work created large conglomerates and a high degree of industrial
before, the debt crisis, and to a large extent that factor was concentration.'6 The trade regime was far from liberal, with
responsible for the absence of recovery afterwards. On top both tariffs anid quantitative restrictions in place, although in
of that lack of private investment, the data show a decline in the eighties the govemment relaxed these barriers. Exchange
public investment in the 1980s, a phenomenon fied to the rate policy wgas oriented to maintaining the external com-
fiscal crisis that Argentina was suffering from.'3 petitiveness of Korean exports, although some episodes of

Brazil experienced the same downward trend in public real appreciafion took place (for examnple, in the late 1970s).
investment starting in the early eighties. That reduction was Korea recove.red quickly from the impact of the debt crisis in
part of the fiscal response to the reduced external financing the 1979-82. In contrast with most highly indebted coun-
as well as to the enlarged burden posed by the internal public tries,"' it was able to reduce its current account deficit after
debt. 1982 while i-estoring a high level of growth, maintaining a

low level of inflafion and avoiding fiscal imbalances.
Macroeconomic stability in Southeast Asia: Korea, The case of Singapore is unique. It is a city-state, with a

.Singapore and Thailand. In stark- contrast to several of the high growth economy completely open to foreign trade and
]Latin American countries, Korea, Singapore and Thailand with (almost.) unrestricted capital mobility operating under a
lhave had remarkable records of macroeconomic stability fixed excharnge rate regime. Per capita income is comapa-
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Table 7-6. Public and Private Investment and Macro- rable with that of low-income OECD countries, and the
economic Indicators in Korea, Singapore and Thailand distribution of income is considered to be relatively even.
(annual averages) Singapore did not suffer a debt crisis in the eighties and has
Variable 1978-81 1982-84 1985-89 been running current account surpluses since the mid-1980s
Korea in the context of its high growth and very low inflation.
Total investmnent 32.6 32.1 30.9 Thlailand borrowed in the late seventies and adjusted
(% of GDP) (real) gradually afterwards, taking advantage of its good record of

Public investment 7.6 7.6 6.8 creditworthiness (Corden 1990). In the eighties, it reduced
(% of GDP) (real) the deficit on the current account within a macro environ-

Private investrnent 25.0 24.5 24.1 ment of sustained growth, while maintaining inflation at low
(% of GDP) (real) levels and holding the fiscal budget in check. Thailand's

Real GDP growth 97 performance is certainly a case of successful handling of the

Inflation 21.0 5.1 4.2 adverse foreign shocks without experiencing a macroeco-
(GDP deflator, %) nomic crisis and domestic instability.

Current account balance -.5.9 -2.3 4.7 W]hat about investment in these economies (figure 7-6)?
(% of GDP) Two main features are worth noting. First, Korea and

Foreign debt 41.1 48.7 32.6 Singapore in particular were high investment, high growth
(% of GDP) econo-mies. In the period 1978-88, Korea sustained an aver-

(1980=100) age rate of investment near 30 percent of GDP and grew at
an annual average rate of 6.5 percent. Singapore invested, on

Singapore average, around 40 percent of GDP over the same period
Total investment 39.3 49.4 39.1 and grew at an average annual rate of 7.5 percent. Invest-

Public investment 10.1 15.6 12.3 ment was not immune to the cycles of economic activity
(% of GDP) (real) experienced in these economies in the eighties, however,

Private investment 29.1 33.9 26.9 and the data show some volatility in investment. A judgment
(% of GDP) (real) on the relative efficiency of capital in these countries re-

Real GDP growth 9.3 7.8 5.9 quires some difficult international comparisons, although
(%) the implied incremental capital output ratios (ICORs) do not

Inflation 6.5 2.9 0.7 look particularly low (Larrain and Vergara 1991).

Crentfaccountbalance -9r.4 4.7 3.1 Second, the data show that in these countries private
(% of GDP) investment was more important by far than public invest-

Foreign debt 12.7 9.4 11.6n ment as a share of total investment. In Korea, around three-
(% of GDP) fourths of total investment was private; in Singapore and

Real exchange rate 98.6 89.1 105.9 Thailand, the share of private investment in total capital
(1980=100) formation was around two-thirds. These countries offer in-

Thailand terestirig examples of strong private sectors backed by ac-
Total investment 25.9 25.0 24.0 tive, growth-oriented govemments.
(% of GDP) (real)

Public investcnent 8.5 8.5 6.5 An overall assessment. Some conclusions emerge from
(% of GDP) (real) the diversity of experiences examined above.

Private investment 17.5 16.5 17.6
(% of GDP) (real)

Real GDP growth 6.6 6.1 7.4 * There are some clear differences in the level and com-
(%) position of investment between the Latin American and East

Inflation 9.9 2.4 4.2 Asian countries. During the 1980s (and also earlier), rates of
(GDP deflator, %) investment on the order of 30 percent of GDP and more (for

Current account balance -6.6 -5.1 -2.2 example, 40 percent on average in Singapore) were not un-
(% of GDP) usual ir:l the East Asian countries."8 Their growth record was

(Fo ofDP) 25.5 35.2 38.8 also rermarkable for the 1980s, with annual average rates on
Real exchange rate 103.5 93.3 120.0 the order of 6.5-7.5 percent. In Latin America, historically
(1980=100) the rates of investment were on the order of 20-25 percent,

a= 1985-89 supporting rates of growth of GDP of 5.5-6.O percent a year.19
Sowuce: Investment-elaboration based on Pfeffermann and Madarassy In the t980s, the average annual rate of growth of GDP
(1991); others-World Bank. decelerated sharply to around 1.5 percent, and the rates of

investment centered in the range of 15-18 percent of GDP.21
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Figure 7-6. Investment as a Percentage of GDP In Korea, Singapore, and Thalland
(real)

A. Korea B. Singapore C. Thailand
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- The analysis suggests that a high degree of macroeco- Macroeconomic Policies and Private Investment:
nomic stability-defined as low and predictable inflation Theory and Empirical Evidence
and external and internal balances-is of paramount impor-
tance to ensuring a strong response by private investment to This section briefly reviews the literature on the effects of
economic incentives. The East Aksian cases are good ex- macroeconomic policies on private investment for the pur-
amples. In contrast, in some Latin American countries there pose of understanding some of the experiences discussed
is evidence that macroeconomic instability may have been above.2' Of particular interest is the impact on investment of
largely responsible for the poor performance of private in- the monetary, fiscal and exchange rate policy measures
vestment. typically included in macroeconomic adjustment programs,

* The evidence from Chile, Mexico and Bolivia on the as well as thie effects of the debt overhang and credibility
effects of structural reforms (trade liberalization, fiscal re- issues on capital formation.
iform and privatization) on private investment is mixed. Chile
experienced a rapid recovery of private investment in both Dernand Management Policies and Investment
ihe late 1970s, following the inception of the reforms, and
in the late 1980s when macroeconomic balance was re- A basic ingredient of macroeconomic adjustment programs
stored, the terms of trade turned favorable and the govern- is a set of absorption-reducing measures (for example, mon-
ment affirmed its commitment to the reforms. Mexico also etary and fiscal restraint) that, in the short run, are likely to
saw a revival of private investrnent in the late 1980s in lead to a reduction in output growth. While each of these
spite of high domestic real interest rates. Bolivia, however, measures may have some specific, direct effect on invest-
which had also adopted liberalization policies after elimi- ment (as discussed below), they all affect investment indi-
nating the hyper-inflation in the mid- 1980s, did not witness rectly through their impact on output. The reason is that, as
an upsurge in private investment, and growth remained stag- most empirical studies of investment behavior show, invest-
nant. ment responds strongly to changes in output. Investment in

* Several Latin American countries (adjusting and non- developing countries is no exception, and most econometric
adjusting) experienced a decline in public investment during studies conclude that fluctuations in output are one of the
the 1980s. Chile was an exception, although public invest- most important determinants of private investment (see, for
ment also declined sharply in the 1970s when the structural example, Blejer and Kahn 1984, Faini and de Melo 1990,
reforms were adopted. The implication is that public invest- Greene and 'Villanueva 1991, and this study).
ment tends to be squeezed when balancing the fiscal and The initial downturn in economic activity often associ-
external accounts. ated with macroeconomic adjustment may affect investrnent
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through its effect on expectations. A current recession could Several empirical studies shed some light on this issue.
produce "pessimistic" expectations that lead investors to The results obtained by Blejer and Kahn (1984) from cross-
postpone investment until the recovery arrives; this phe- country data indicate that public investment in infrastructure
nomenon in tum may prevent iLhe take-off of investment complernents private investment (and other types of public
(particularly in projects with short gestation lags) and delay investment do not). More recently, Greene and Villanueva
the recovery itself, and the economy could get stuck in a low (1991), using a panel of 23 developing countries, and this
investment equilibrium because of insufficient investment study, also found complementarity. Musalem (1989) found
as a result of a self-fulfilling pessimism. How to avoid this evidence of complementarity between private and public
eventuality is an important consideration in the design of investment in a time-series study of investment in Mexico.
restrictive demand policies that minimize the potentially However, Balassa (1988) reported cross-section estimates
adverse impact on investment and growth. showing that public and private investment are negatively

related, with an increase in public investment leading to a
Monetary policy and private investment. The restrictive decline iin private investment.2

monetary and credit policies usually included in stabiliza-
tion packages tend to raise the cost of capital to users by Exchange Rate Policy and Private Investment
raising the real cost of bank cred:it, a major source of invest-
ment financing in developing countries, and by increasing The other important ingredient of most adjustment programs
the opportunity cost of retained earnings, the other main is a real devaluation, aimed at expenditure-switching to
source of investment financing in most developing coun- complernent the expenditure-reducing measures. In the 1980s
tries. The result is a decline in investment through both many developing countries undertook sharp real deprecia-
mechanisms. The empirical relevance of this effect has been tions as part of their adjustment to the debt crisis. A real
confirmed in a number of studies (for example, de Melo and depreciation affects investment through three main chan-
Tybout 1990, Greene and Villanueva 1990, and Solimano nels: the real cost of capital goods; the real interest rate; and
1989), but others have not found a significant effect of real output.23

interest rates on investment demand. The reason is that in the First, a real depreciation tends to raise the real cost of
repressed financial markets that characterize many develop- capital goods relative to domestic goods. The reason is that
ing countries, credit policy affects investment directly through in most developing countries capital has a high import con-
the stock of credit available to firms with access to preferen- tent (mainly machinery and equipment), whose relative price
tial interest rates, rather than through the indirect channel of is increased by a real devaluation. As argued by Buffie
interest rates-although the latter will also operate for firmns (1986) and Branson (1986), this situation tends, ceteris
that borrow in the unofficial money market (see van paribus, to depress investment in non-tradable activities.
Wijnbergen 1983a and b). Many empirical studies note this However, the opposite happens in the traded goods sector:
direct role of credit availability (for example, van Wijnbergen the real cost of new capital goods in terms of final goods
1982, Blejer and Kahn 1984, Lirn 1987 and Dailami 1990). falls and investment rises. The result for aggregate invest-
Hence, the institutional set-up of the financial markets in ment is itherefore uncertain. Despite this theoretical ambigu-
developing countries is an important ingredient in the trans- ity, most empirical studies conclude that in the short run a
mission mechanisms of monetary and credit policy with real depreciation has an adverse impact on investment through
respect to investment. this cost-of-capital-goods effect (although its long-run effect

may be positive).4 In general, a high dependence on im-
Fiscal policy, public investnrmnt and private investment. ported capital and intermediate goods and a relatively low

High fiscal deficits push interest rates up and/or reduce the share of the traded goods sector in total investment would
availability of credit to the private sector. Thus, they tend to make the contractionary result hold.5

crowd private investment out. In principle, a reduction of the A second channel through which devaluation affects the
public deficit-a main objective of many adjustment pack- profitability of investment is the real interest rate. Consider
ages-should allow an expansiion of private investment. first the case of an unanticipated devaluation and assume
However, as the experience of several Latin American coun- that interest rates are determined in the markets for domestic
tries in the 1980s shows, fiscal adjustment often takes the assets (for example, in the money market). Devaluation
form of reduced public investment, some of whose compo- raises the price level through its impact on the cost of
nents (especially investments in infrastructure such as roads imported intermediate inputs and wages under indexation; if
and communications) may be complementary with private monetary policy does not fully accommodate the increase in
investment. As a result, private investment falls as well. From the price, level, real money balances fall, pushing up the real
the policy viewpoint, this underscores the need to protect interest rate for a given rate of (anticipated) inflation. Hence,
public investment in infrastructure during adjustment to fa- the cost of capital to the user rises and investment falls. On
cilitate the recovery of private investment and growth. the other hand, if the devaluation is anticipated and if it
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succeeds in eliminating the expectations of a devaluation, dertake an irreversible investment in an uncertain environ-
then it may result in an expansion of investment, since the ment involves the exercise of an option-the option to wait
r equired return on capital would tend to fall, a reflection of for new information that might affect the desirability or tim-
the reduction in the anticipated rate of depreciation.26 ing of the investment. Thus, the lost value of this option must

The third channel through which a devaluation may be considered as part of the opportunity cost of investment.
affect investment is through its impact on aggregate de- As recent studies have shown, this opportunity cost (the "value
mand. If the devaluation reduces aggregate demand ex ante, of waiting") can be substantial and is very sensitive to the
then ex-post investment is likely to fall. Moreover, if invest- prevailing degree of uncertainty about the economic condi-
ment has a significant import content, then an expansion in tions that detrermine the future retums on investment. As a
output is likely to be a necessary (but not sufficient) condi- consequence, changes in uncertainty can have a very strong
tion for investment not to fall ex-post (Serven 1990). The impact on aggregate investment. From a policy perspective,
literature on contrictionary devaluation (Krugman and Tay- the stability and predictability of the incentive structure and
lor 1978, van Wijnbergen 1985, Solimano 1986, Edwards the macroeconomic policy environment may be as impor-
1986 and Lizondo and Montiel 1989) emphasizes how slowly tant as the level of the tax incentives or the interest rate.
the substitution effects of a devaluation emerge; hence, in The relevance of these issues for macroeconomic policy,
the short run the impact of a real devaluation on aggregate especially in developing countries, cannot be overempha-
demand is dominated by its adverse effects on income: it sized. Consider, for example, the problem of relative price
generates transfers of real income abroad (because of the volatility. Many developing countries suffer from high and
likely initial external imbalance) from wage earners (low unpredictable inflation, which is usually matched by high
savers) to profit recipients (high savers)-a pattern that tends relative price variability. The irreversibility approach sug-
to reduce aggregate demand.27 If ithe net effect of a currency gests that instability would reduce the effectiveness with
devaluation is contractionary, then the slump in economic which relative price changes stimulate investment,9

activity is likely to form the basis for investors to cut invest- The debt overhang that many high-indebted countries
ment spending. However, with sufficiently strong substitu- face creates a similar problem, a point emphasized by Sachs
tion effects (for example, a large impact of devaluation on (1988). It arises from the need to carry out an external trans-
net exports), greater output and investment could result-an fer to the country's creditors, and it represents another source
expansionary outcome that becomes more likely as time of instability in the macroeconomic environment: in a con-
passes and the substitution effects gradually come into play? text of uncertainty, the level of the real exchange rate and/or

the demand management policies consistent with the required
The Incentive Structure and Investment Response: transfer also become uncertain; and the size of the transfer
Credibility, Uncertainty and Irreversibility itself is not known with certainty, as it depends on uncon-

trollable factors such as the future level of world interest
A key ingredient of most macroeconomic adjustment pack- rates and the terms of trade. Carrying out the transfer may
ages is a change in economic incentives that raises profit- require future changes in the real exchange rate, fiscal con-
ability in the tradable sector. The objective is to attract new traction or both. Thus, investors face the risk of large swings
investment, increase productive capacity and enhance eco- in relative prices, taxation or aggregate demand, any of which,
nomic growth-and thus ensure the sustainability of the as argued above, would lead to reduced investment.
adjustment process. In practice, this effect may be hard to identify, since the

In practice, however, the investment response often is foreign debt may affect investment adversely through two
weak and slow (a clear example was Bolivia in the late additional channels (emphasized by Borensztein 1989). First,
1980s), a situation that poses major difficulties for the there is the debt overhang, which acts as an anticipated
sustainability of the adjustment effort. The main reason for foreign tax on current and future income: since part of the
this insufficient investment response is uncertainty factors in future return on any investment will accrue to the creditors
investrnent decisions. as bigger debt service payments, the overhang discourages

capital accumulation and promotes capital flight. Second is
Irreversibility, Uncertainty and Investment the credit ralioning effect: a highly indebted country is likely

to face credit constraints in the international capiLal markets,
As an emerging literature emphasizes (see Pindyck 1991 for a situation that is equivalent to facing higher real interest
a survey), the key role of uncertainty in investment decisions rates and that will also discourage investment.0

follows directly from the irreversible nature of most invest-
ment expenditures. They can be viewed as sunk costs, in that The Role of Credibility
capital, once installed, is firm- or industry-specific and can-
not be put to productive use in a different activity (at least From a policy perspective, the imperfect credibility of policy
not without incurring a substantial cost). The decision to un- reforns is a very important source of uncertainty. It is re-
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lated to the public's perceptions about both the internal element in adjustment programs. On the other hand, ad-
consistency of the adjustment program and the government's equate external support for stabilization may play an impor-
willingness to carry out the program despite the implied tant role by raising investors' confidence in the sustainability
social costs. Unless investors view the adjustment program of adjustment, thus giving rise to the investment take-off?6

as fully credible in both senses, the possibility of a future
policy reversal will be a key determinant of the investment Econometric Analysis
response (Dombusch 1988 and Rodrik 1990). In such condi-
tions, the value of waiting arises from the losses (the "irre- The preceding discussion examined from a theoretical view-
versible mistake" in Bernanke's [1983] terminology) that point the effect of a number of factors on private investment.
investors would incur if the policy were in fact reversed in The immediate question is to what extent these factors ex-
the future.3 ' In conclusion, when investment is irreversible, plain the actual performance of investmnent in developing
uncertainty over policy can have very adverse consequences countries in recent years.
for private investment.?2 To irnvestigate this question, a simple investment equa-

Thus, stabilization may entail large social and economic tion was estimated using pooled cross section-time series
costs if credibility is low. The reasons are that the invest- data for a group of 15 developing countries. Based on the
ment response will be insufficient to offset the deflationary discussion in the previous section, it is postulated that real
bias of the usual fiscal and monetary restraint measures, and private investment is a function of real growth in output, the
a persistent recession may develop before investors become real exchange rate, real public investment, the foreign debt
confident enough that the adjustment measures will be main- burden and the degree of macroeconomic uncertainty/insta-
tained. bility, as follows:

Although establishing the right economic incentives is a
precondition for investment and growth, it does not guaran- (7-1) IPIY = F(AY, e, IGIY, D'/Y, a)
tee that investment and growth will take place. The invest-
ment response in Bolivia and Mexico was slow, whereas in where
Chile, Korea and Singapore the reaction of the private sector IP = real private investment
to the economic incentives was slrong.33 Y = real GDP

It is important to emphasize that in practice a reversal of e = the real exchange rate
policy is an endogenous outcome, since current decisions by IG = real public investment
the private sector affect the opportunity set of future policy D/IY = the ratio of foreign debt to GDP and
actions and ultimately determine the sustainability of the a = an appropriate measure of instability.
adjustnent policy. As an example, consider the case of a
large real depreciation that, because of a low level of confi- According to the previous discussion, it is expected that
dence, fails to stimulate investment in the tradable sector. Its the growth of real output will exert a positive effect on the
only visible effects will be a deflationary cut in real income rate of private investment. In turn, the effect of the real
and a redistribution of income from labor to capital, espe- exchange rate is uncertain, as discussed before. The sign of
cially in the traded goods sector. However, because the de- the coefficient of public investment depends on whether
preciation is not sufficient to compensate for the lack of public investment is primarily complementary to or substi-
credibility, the increased profits will be reflected in increased tutive of private investment. Last, an increase in the degree
capital flight. Social pressure and lbalance-of-payments prob- of economic instability or the burden of foreign debt should
lems may eventually force a policy reversal that would con- reduce investment.3 ' Finally, a dummy variable is intro-
firm the initial skepticism of investors. The alternative sce- duced into the regressions that takes a value of one after
nario is a high level of confidence at the outset that fosters an 1982 to capture a possible shift in the empirical equation as a
investment boom and validates thie adjustment program. result of the reduction in the availability of extemal financ-

In the context of these two possible outcomes, the final ing after the debt crisis.38

result of the adjustment measures is indeterminate.? If left To estimate the investment equation, data for the years
alone, the economy might get stuck in the "low investment- 1976-88 for 15 developing countries were used; hence, the
adjustment failure" equilibrium."5 Since the "high invest- sample consists of 195 observations. The choice of countries
ment-adjustment success" equilibrium is clearly better, it is and time period was dictated by the availability and reliabil-
crucial to investigate what specific policy measures can lead ity of the data. The countries in the study were: Argentina,
the economy to this superior outcome. Bolivia, Brazil, Chile, Colombia, Costa Rica, Kenya, Korea,

There is no simple answer. While transitory investment Mexico, Peru, Singapore, Thailand, Turkey, Uruguay and
incentives appear to be the most appropriate tool for ad- Zimbabvve.
dressing the investment extemality, in practice they run the To measure uncertainty, a, the sample variability of
risk of destabilizing public finances, which often are a key some key macroeconomic variables was used. In particular,
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the variabilities of the real exchange rate and the variability All country groups experienced an increase in their aver-
of the inflation rate were considered. In each case, uncer- age debt ratios between the pre- and post- 1982 periods. The
tainty is summarized by the coefficient of variation of the increase was, however, much larger in the Latin Amnerican
relevant variable over the last three years;39 however, using and African countries in the sample (it almost doubled for
longer or shorter time horizons did not significantly affect both groups after the debt crisis) than it was in the East
the estimated parameters. Asian group. Similarly, the real exchange rate depreciated

The sample averages of the explanatory variables are on average in all three country groups, although the extent of
summarized in table 7-7 for all the countries in the sample the depreciation was much larger in Latin America (in ex-
and for some regional subsamples. It should be emphasized cess of 20 percent) than in the other two country groups
that the regional groupings are, "unbalanced," in that the (around 10 percent).
Latin American group consists of nine countries, while the The pattem of the indicators of instability over time and
East Asian and African regions only include three and two across regions also deserves comment. The last two columns
countries, respectively. Nevertheless, the information in the of table 7-7 show two interesting facts. First, the East Asian
table reveals a number of interesting differences across time country group was clearly "more stable" in terms of either of
periods and country groups. the instability measures than the other two regions were.

For the overall sample, there was a decline in all the Second, for the overall sample, after 1982 there was a spec-
investment indicators between the pre- and post-debt crisis tacular increase in the variability of inflation, along with a
years. The fall in total investmrent exceeded 4 percentage more moderate rise in the instability of the real exchanlge
points of GDP. When looked at regionally, however, the rate. However, the regional grouping reveals that the in-
decline was concentrated in the Latin American and African crease in instability was concentrated in the Latin Am erica.
country groups, for which the fall was about 6 percent of countries, while the East Asian group actually showed an
GDP. In contrast, the East Asia region actually showed a improvement in terms of both indicators, and the African
small increase in investment in the second half of the sample countries in the sample did not register any significant change
period-in addition to a consistently higher rate of invest- in macroeconomic instability.
ment than the other groups had in all periods. It can also be The investment equation was estimated using the "fixed
seen that the rates of both private and public investment effects" panel data specification (see, for example, Hsiao
declined in the Latin America and Africa country groups, 1986). Since preliminary experiments indicated the pres-
while they both rose in East Asia. ence of moderate but significant first-order serial correlation

On average, real GDP growth also declined after 1982. in the residuals, the two-stage estimation procedure, pro-
However, the regional disaggregation again shows that the posed by Bhargava, Franzini and Narendranathan (1982)
slowdown was concentrated in the Latin American coun- was used. The second round estimates do not show any
tries, with the other groups in the sample showing no signifi- symptoms of auto-correlation. Finally, both linear and loga-
cant change in their growth pattem. rithmic specifications were tested; the latter were adopted in

Table 7-7. Macroeconomic anrd Investment Indicators

Ratio of Ratio of Ratio of Reai
Real total private public Ratio Real exchangc
GDP invest. invest. invest. of debt exchange Inflation 'ate

Country growth to GDP to GDP to GDJP to GDP rate instab. instab.
group Period (%) (%) (%) (%) (o(%) (1980=100) index index

All 1975-88 0.036 0.206 0.131 0.075 0.487 113.6 1.000 1.000
1975-81 0.044 0.226 0.144 0.082 0.344 104.6 0.406 0.89,
1982-88 0.028 0.185 0.117 0.068 0.629 122.6 1.593 1.103

Latin 1975-88 0.023 0.171 0.106 0.065 0.589 125.2 1.585 1.167
America 1975-81 0.037 0.200 0.123 0.077 0.409 113.1 0.585 1.040

1982-88 0.009 0.143 0.089 0.054 0.769 138.1 2.584 1.286

East 1975-88 0.073 0.320 0.230 0.090 0.269 99.3 0.068 0.643
Asia 1975-81 0.073 0.312 0.228 0.084 0.232 93.8 0.101 0.754

1982-88 0.073 0.325 0.230 0.095 0.307 104.9 0.035 0.532

Africa 1975-88 0.036 0.184 0.104 0.080 0.414 98.8 0.091 1.234
1975-81 0.036 0.217 0.128 0.089 0.270 94.7 0.094 1.230
1982-88 0.036 0.154 0.081 0.073 0.558 102.9 0.089 1.226

Note: The sample covers the years 1975-88 and includes Argentina, Bolivia, Brazil, Chile, Colombia, Cosla Rica, Kenya, Korea, Mexico, Peru, Singapore,
Thailand, Turkey, Uruguay and Zimbabwe.
Source: World Bank data.
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view of their superior performance in terms of explanatory channels were identified through which the real exchange
power and overall significance. rate may affect investment in opposite directions.41

The empirical estimates appear in table 7-8. Since the The two measures of instability carry a negative sign, as
real exchange rate always failed to be statistically significant expected. Although their individual significance is not al-
at any reasonable level of confidence, both the specifications ways above the 5 percent level, taken together they are
with and without it are reported. As can be seen from the strongly significant: for example, using model II, the null
table, deleting the real exchange rate has only a negligible hypothesiis that they are jointly insignificant can be rejected
effect on the remaining coefficients. (the computed value of the chi-square statistic with two

Overall, the results for either specification are quite good: degrees of freedom is 6.70, well above the 5 percent limit of
the parameter estimates carry their iheoretically correct signs; 5.99). This result is probably attributable to the fact that both
and the explanatory power of the equations is extremely variables contain some common information (for example,
high. greater variability in inflation will often be reflected in greater

As with most of the empirical studies, it was found here variability in the real exchange rate).
that growth in real output had a strong positive impact on Finally, the post-1982 dummy is negative and strongly
private investment. Public investrnent also had a positive significant, clear evidence of a downward shift in the invest-
effect on private investment. In short, the complementarity ment rule as a result of the reduction in external financing
relationships between both investment categories dominated after the clebt crisis.
the sample. As expected, the foreign debt burden had a Since the parameter estimates in table 7-8 correspond to
strong negative effect on the private investment ratio; as a logarithmic specification of the determinants of the ratio of
argued above, this result may reflect a combination of the private investment to GDP, it may be useful to restate them
increased macroeconomic uncertainty arising from the need in a manner that provides a more direct measure of the
to carry out an increased resource transfer abroad and the impact olf the different variables on the investment ratio.
effects of credit rationing on the world capital markets. In Table 7-9 provides that information: it details the impact on
contrast, the effect of the real exchange rate reported in the the share of private investment in GDP of a 1 percentage
first column of table 7-8 is not significant;4' this result is in point increase in each of the right-hand side variables, using
accordance with the theoretical discussion in which several the second specification in the previous table.42

Table 7-8. Estimation Results, .[976-88 According to the figures in the table, the largest effect
(dependern variable: log of the private investmentlGDP ratio) corresponds to the public investment ratio: an increase in the

ratio of public investment to GDP of 1 percentage point
raises the private investment ratio by over one-fourth of a

Real GDP growth ' (lagged) 1.166 1.149 point. Similarly, a I percentage point increase in the growth
(3.500) (3.560) rate of real GDP increases the investment ratio by 0.15

Real public investment 0.160 0.147 percentage point; in tur, an increase in foreign debt of 1
as % of real GDP (2.550) (2.310) percentage point; in rn,uan investinen abt 0f07

Foreign debt d -0.230 -0.240 percentage point of GDP reduces investment by about 0.07
as % of GDP (-3.500) (-3.560) percentage point of GDP. Finally, a 1 percent increase in the

Real exchange rated 0.101 - instability of inflation and the real exchange rate results in
(0.980) declines in the investment ratio of .001 and .003 percentage

Inflation instability -0.006 -0.008 point, respectively.
index, (-1.690) (-2.030) An important practical question that follows from the

Real exchange rate instability -0.043 -0.027 empirical results is what has been the relative contribution of
index' (-1.920) (-1.610) eacal re exp whathas to the actualovariation of
Post-1982 dummy -0.107 -0.095 each of the explanatory variables to the actual variation of

(-3.090) (-2.890) investment in developing countries in recent years? Identify-
R 2 00974 0.978 Table 7-9. Determinants of Real Private Investment
Autocorrelation coefficient 0.400 0.402 T ab e 7 f Des
SEE 0.068 0.068 (percentage of GDP)
Standard deviation of dependent variable 0.530 0.530 Effect on the private investrnentlGDP ratio Percentage
Number of observations 195 195 of a I percentage point increase in point

-Not applicable. Ratio of public investment to GDP 0.257
Note: T-statistics appear in parentheses. The regressions also include 15 Ratio of foreign debt to GDP -0.065
countLry dummies. Real GDP growth 0.151
a. With the real exchange rate as a variable. Inflation instability -0.001
b. Without the real exchange rate as a variable. Real exchange rate instability -0.003
c. First differences of the log of real GDP, Real_exchange_rate__________ -0.003
d. Expressed in logs. Note: The figures were obtained using the "all countries" sample mean of
e. Measured by the coefficient of variation. each variable (presented in table 7-7).
Source: Authors' calculations. Source: Authors' calculations.
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ing the variables that have made the greatest contributions is percentage points in the overall sample; however, in the case
a task of more that scholarly interest: if some of the variables of the Latin America region, the deterioration in growth
can be affected in a systematic manner by economic policy, contributes a fall of 0.4 percentage points in the investment
lhen the exercise may provide some guidance as to what the ratio.
main policy priorities should be to revive private invest- Finally, the change in macroeconomic uncertainty, which
ment. combines the two instability measures, also contributed to

Table 7-10 presents the contribution of each of the deter- the change in the private investment ratio. Its pattern dif-
minants of investment to the observed evolution of the ratio fered widely across regions: it led to a 0.3 percentage point
of private investment to GDP between the pre- and post-debt decline in investment in Latin America but to a 0.1 percent
crisis periods.43 The calculations for the overall sample of increase in East Asia; in the African country group, its
countries and for the three regional groupings defined above contribution was nil. It should remembered, however, that
are both reported. these figures probably represent a lower bound for the ef-

For all country groups, the estimated equation predicts a fects of instability, since a significant portion of the adverse
fall in the investment share between both subperiods. For the contribution of the external debt burden to the investment
overall sample, all variables contribute to the adverse invest- performance reported above is likely to be related to the
ment performance. However, the largest contribution corre- macroeconomic uncertainty associated with the servicing of
sponds to the debt burden, which is responsible for a decline the foreign debt.
in the share of private investment in GDP of almost 2 To conclude, it should be emphasized that these com-
percentage points; moreover, this variable contributes about puted contributions of the different explanatory variables to
half of the explained change for all country groups. Simi- the observed investment perfonnance should be viewed with
larly, the post-crisis dummy also has a large impact: it caution. Interpreting the contributions in terms of "causal-
explains a reduction in the investment share of more than 1 ity" may be misleading, as in general the different variables
percentage point. are not mutually independent. For example, in a context of

In tum, the evolution of public investment played a extemal credit rationing, an increased foreign debt burden is
significant role: its reduction contributed to a deterioration likely (or almost certain) to be associated with reduced
in the private investment ratio of about 0.5 percentage point public investment; in this sense, the adverse effect of the
in both the overall sample and the Latin American and external debt burden on private investrnent would be under-
African country groups; however, its increase in the East stated by simple calculations such as the ones reported
Asian countries helped raise their private investment ratio above-which consider only the direct effect of each vari-
by about 0.3 percentage point of GDP. able on investment.

According to table 7-7, real GDP growth in the sample
countries slowed only in the Latin American countries, while Conclusions and Policy Implications
it was practically unchanged in the rest. Hence, in table 7-10
its contribution to the decline in investment is only 0.2 This chapter investigated the macroeconomic determinants

of the recent. investment performnance of developing coun-
Table 7-10. Contribution of Explanatory Variables tries, drawing on the experience of selected countries, on the
to the Change in Private Investment theoretical and empirical literature and on an econometric
(1982-88 versus 1975-81) analysis of a sample of developing countries.

All Latin East The comparison of the experience of several Latin Ameri-
countries America 'Asia b Africa can and East Asian countries suggests some lessons regard-

Change in private investment ing the performance of investment following adjustment and
as % of GDP -2.7 -3.4 0.5 -4.7 reform. First, the investment and growth performnance of the

Explained by changes (%) in Latin American and East Asian countries in the 1980s dif-
Ratio of foreign debt to GDP -1.8 -2.3 -0.5 -1.9 fered markedly. In the latter, the adjustment to the exteral
GDP growth rate -0.2 -0.4 0.0 0.0 fered warela.Ive ld, and aften to the in
Ratio of public investment to GDP -0.4 -0.6 0.3 -0.4 shocks was relatively mild, and after an initial decline in
Instability -0.2 -0.3 0.1 0.0 investment and growth, both returned to the pre-shock levels
Post-1982 dummy -1.2 -1.2 -1.2 -1.2 fairly rapidly. In contrast, in several Latin American econo-

Explained change -3.8 -4.8 -1.3 -3.5 mies the adverse external shocks of the early 1980s and the
Residual d 1.1 1.4 1.8 -1.2 debt crisis led to a protacted period of macroeconomic

a. The countries included in the Latin American group are Argentina, instability, with large drops in investment and growth. More-
Bolivia, Brazil, Chile, Colombia, Costa Rica, Mexico, Peru and Uruguay. over, recovering a path of sustained growth has proved slow
b. The East Asia group includes Korea, Singapore and Thailand. and complicated. The maintenance of macroeconomic sta-
c. The Africa group includes Kenya and Zimbabwe.
d. Residual is actual change rninus explained change. bility and predictable policy, in addition to a more rapid
Source: Authors' calculations. resumption of foreign financing in East Asia relative to
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Latin America, to a large extent exiplain the differences in ment response. In a context of high macroeconomic uncer-
the performance of investment in both regions. tainty, the reaction of investment to changes in incentives is

Second, the evidence from Chile, Mexico and Bolivia on likely to be very limited. The same will happen if the policy
the effects of structural reforms (trade liberalization, fiscal measures are perceived as inconsistent or suspected of being
reform and privatization) on private investment is mixed. In temporary. In such circumstances, investors will prefer to
the late i970s and 1980s in Chile and in the late 1980s in wait and see before committing resources to irreversible
Mexico, the response of private investment to the reforms fixed inves,tments.
was considerable. However, Bolivia, which adopted liberal- Second, even if the policy changes are perceived as
ization policies after eliminating the hyper-inflation of the permanent, insufficient public investment (particularly in
mid-i 980s, did not see an upsurge in private investmnent, and infrastructure) that is complementary with private invest-
growth remained stagnant. ment may hamper the recovery of the latter. The protection

Third, the decline in public investment is a disturbing of well-targeted public investment projects in infrastructure
factor in the response to adjustment and reforn. That trend during the course of macroeconomic and, particularly, fisc
was observed in Chile in the mid- to late 1970s and in adjustment can play an important role in stimulating the
Mexico in the late 1980s. In addition, this feature was also private sector's response to adjustment measures.
present in non-adjusting economies such as Argentina and Third, the availability of sufficient external resourres
Brazil in the 1980s. While in some instances the cut in may be a key ingredient for the recovery of private invest-
public investment was unavoidable (because it had reached ment, not only because it contributes directly to an easing of
unsusianable levels, as, for example, in Mexico in the late the financing constraints on investment, but also because it
1970s), in others the across-the-board contraction of the may raise the private sector's confidence in the viability of
accumulation of public capital probably affected many the adjustment effort. In particular, the empirical findings
projects tiat were complementary with private investment. suggest that debt relief measures could go a long way toward

The determinants of private investment were analyzed helping revive investment by liberating investible resources
econometrically using panel data for 15 developing coun- currently committed to service the debt burden, and also by
tries. Overall, the specification presented here had a high reducing the disincentive effects on investment caused by
explanatory power, accounting for more than 90 percent of the debt overhang.
the observed variation in the ratio of private investment to
GDP. The results indicate that, in the sample, growth in Notes
output and public investment had a significant positive im-
pact on private investrnent. In contrast, the foreign debt 1. The authors appreciate the comments by Bela Balassa, Maxpactdon macroeconotnic investmenbin nty asured, b the fore -dCorden, Stanley Fischer, Felipe Larrain and Dani Rodrik on an
burden, macroeconomic instability (measured by the van- earlier version of this chapter. Raimundo Soto provided efficient
ability of inflation and the real exchange rate) and the reduc- research assistance.
ton in external financing after 1982 exerted a significantly 2. The breakdown of investment into private and public com-
adverse effect on private investment. Finally, the effect of ponents draws on Pfeffermann and Madarassy (1991). Private
the real exchange rate was found to be insignificant. investment was obtained from the national accounts data as the

Given the econometric estimates, the contributions of the difference between total investment and investment by the con-
different explanatorv variables to the decline in the average solidated public sector.
raio of private investment to GDP after 1982 were ana- 3t Mexico used incomes policy for stabilization purposes afterlae1987; Chile and Bolivia used some form of exchange rate
'yzed. All the variables contributed to some extent to the fall stabilization and/or wage controls to help disinflation at different
in investment, but at the same time the external debt burden times during stabilization. For the Chilean experience with stabili-
and credit rationing may have played relatively the largest zation in the last two decades, see Corbo and Solimano (1991).
roles in the slowdown in investment. However, the contribu- Bolivia's experience with stabilization and reform is described in
iions of the different variables differed widely across the Morales (1991).
regions represented in the sample; for example, increased 4. The crisis of 1982-83 put some of these policies in Chile
macroeconomic instability and reduced public investment under heavy stress. Some reversals took place, such as increases in

tariffs and direct intervention in the fmnancial system. However, as
helped push the private investment ratio in Latin America the crisis receded, the goverunent lowered tariffs again and gradu-
down, while reduced instability and higher public invest- ally deregulated the financial system.
ment had the opposite effect in East Asia. These regional 5. An econometric analysis of the behavior of private invest-
patterns are in broad agreement with the conclusions derived ment in Chile in the 1 980s appears in Solimano (1989).
from the country experiences reviewed above. 6. The share of public investment in GDP in Mexico rose from

This analysis has some important implications for the 7.7 percent in the period 1971-77 to 10.5 percent in 1978-81.
7. See Ortiz (1990) for a discussion of the Mexican case and

design of growth-enhancing macro,conomic adjustmnent pro- the behavior of private investment in the late 1980s.
grams. First, macroeconomic stability and policy credibility 8. See .Morales (1991) for a discussion of the Bolivian plan.
are key ingredients for the achievement of a strong invest- 9. The development plans of the late sixties in forestry and
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agro-industrial activities, and the nev. land-property structure fol- for Chile derived from an extended Tobin's Q approach, also
lowing the agrarian reform, are also elements in the strong export concluded that a real depreciation reduced investment in the short
response of agricultural goods in Chile in the mid- to late 1980s. run. See also Branson (1986).

10. Keynes (1936, chapter 12), referred to it as "...the state of 25. See Lizondo and Montiel (1989) for a detailed analysis of
confidence ... a matter to which practical men always pay the clos- this issue.
est and most anxious attention. But economists have not analyzed 26. In fact, whether this shift takes place will depend on the
it carefully ....." degree of capital mobility and import content of investmnent; see

11. Peru and Nicaragua are other cases of extreme macroeco- Serven (1990).
nomic instability in Latin America in the 1980s. 27. A real depreciation may also have adverse supply-side

12. Argentina was the pioneer with heterodox stabilization, effects that lead to a contraction in output, such as the increased
launching the Austral Plan in mid-1985; Brazil followed with the real cost (in terms of domestic goods) of imported inputs and the
Cruzado plan in early 1986. After somne initial success, those plans rise in the costs of working capital (because of higher interest
were undercut by a resumption of inflation and the repeated use of rates).
price controls and emergency fiscal measures to curb (transitorily) 28. See Solimano (1986) for an evaluation of these J curve-
the escalating inflation. The situation in both economies worsened type effects of devaluation on output in Chile.
in 1989 as the rate of inflation approached hyper-inflationary 29. van Wijnbergen (1985) provides an example along these
levels in the context of domestic recession and political disarray. lines. A trade reform that is suspected of being only temporary can
See Heymann (1991), Kiguel and Liviatan (1991), Cardoso (1991) in fact lead to a fall in investment, as the economic agents post-
and Solirnano (1990) on these two and other experiences with pone investment in both the domestic and traded goods sectors in
stabilization. order to receive additional information.

13. It is well-known that the quality of public services has 30. Empirical studies have confirmed the adverse impact on
deteriorated sharplv in Argentina in recent years. No doubt this investment of the foreign debt burden (for example, Faini and de
situation is related to the inability of the state to improve the Melo 1990, Greene and Villanueva 1990, and this chapter), al-
collection of fiscal revenues from the tax system. though more research is needed to identify the specific mecha-

14. See Larrain and Vergara (1991) for an intemational com- nisms at work.
parison of the patterns of income distribution. They compare East 31. Clearly, the larger the perceived probability of a future
Asia, Latin America and the countries in the Organisation for policy reversal, the less willing investors will be to undertake
Economic Co-operation and Development (OECD). fixed investment projects-or the larger the current return they

15. The agrarian refomn is credited with being an important will require to compensate for the possibility of an irreversible
factor in the relatively even distribution of income in Korea (Collins mistake. Moreover, such an increase in the required return on
and Park 1989). investment can be substantial even when the perceived probability

16. See Collins and Park (1989) for a good description of the of reversal is moderately low, as Dombusch (1989) and Rodrik
Korean case. (1989) have shown.

17. Chile is perhaps an exception in this respect. 32. This adverse impact of uncertainty on private investment
18. In terms of the composition of total investmnent, private in developing countries has been empirically verified in several

investment was overwhelmingly dorminant, representing between recent studies (see Solimano 1989, Faini and de Melo 1990 and
two-thirds and three-quarters of the total capital accumulation in Lopez 1990) as well as in this chapter (see below).
these East Asian economies. 33. Obviously, a high level of credibility speeds the invest-

19. The average annual rate of growth of GDP in 19 Latin ment response and reduces the costs of adjustment. However, the
American countries for the period 1950-80 was 5.8 percent, with question of how govemment actions can affect credibility is largely
output measured in terms of adjusted purchasing power. GDP per unresolved. An important related issue here is the choice between
capita grew in the same period at an annual rate of 3 percent. See gradual and abrupt stabilization. The former involves initially
Cardoso and Fishlow (1989). modest objectives that can be achieved with near certainty, an

20. This range is an unweighted average for Argentina, Bo- approach that enables the government to build its reputation. The
livia, Brazil, Chile and Mexico for the period 1978-88. latter starts with an over-adjustment (for example, an over-depre-

21. A more thorough review of ihe literature can be found in ciation of the exchange rate) to frontload the incentives for re-
Serven and Solimano (1992). source reallocation (but this approach also raises the costs of

22. Khan and Reinhart (1990) reexamined the issue of the adjustment).
differentials in productivity between private and public invest- 34. The reason is the existence of an externality that creates a
ment for a sample of 24 developing countries and found that the wedge between the social and private returns on investment: higher
marginal productivity of public sector capital was negative, al- aggregate investment helps sustain the adjustment effort and tlere-
though not significantly so, while that of private investment was fore results in higher retums on investment, a mechanism that the
significantly positive. individual investor will ignore. Observe also that in both outcomes

23. A real depreciation may also have potentially important the expectations are self-fulfilling, a phenomenon that reflects the
effects on the timing of investment, depending on the degree of existence of multiple rational expectations equilibria. This result is
financial openness in the economy and on the import content of familiar from the literature on investment under monopolistic
capital goods. For reasons of space this issue is ignored here; competition (Kiyotaki 1988 and Shleifer and Vishny 1989). Rodrik
details can be found in Dornbusch (1986) and Serven (1990). (1989) provides an example of indeterminacy similar to that in the

24. Musalem (1989) found that in Mexico the devaluation had text, but focused on the consequences of trade liberalization.
an adverse investment effect. Faini and de Melo (1990) arrived at 35. However, when multiple equilibria are present, there is no
similar results using data for 24 developing countries. Solimano clear rule for determining which of the possible outcomes will
(1989), on the basis of an empirical simultaneous equation model prevail. Krugman (1991) addressed this issue.
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36. In fact, the lack of extemal resources has been a negative cago Press.
element that probably has contributed to a weakening of the Buffie, E. 1986. "Devaluation, Investment and Growth in LDC's."
private sector's confidence in some stabilization attempts in highly Journal of Development Economics 16 (March):361-79.
indebted countries. Cardoso, E. 1991. "From Inertial Inflation to Megainflation: Bra-

37. It is important to emphasize that, as discussed above, the zil in the 1980s." In M. Bruno, et al. (eds.), Lessons of Eco-
ratio of debt to GDP may affect investment negatively through nomnic StabilizationanditsAftermnath. Cambridge, Mass.: MIT
more than one channel, as it constitutes a summary measure of Press (forthcoming).
anticipated taxation, extemal liquidity problems and the macro- Cardoso, E., and A. Fishlow. 1989. "Latin American Economic
economic uncertainty associated with the servicing of the foreign Development: 1950-1980." NBER Working Paper no. 3161.
debt. National Bureau of Economic Affairs. Cambridge, Mass.

38. The empirical equation does not include the real interest Collins, S., and W. A. Park. 1989. "Extemal Debt and Macroeco-
rate among the explanatory variables. Experiments by the authors nomic Performance in South Korea." In J. Sachs (ed.), Devel-
with alternative measures of the ex-ante rate of interest proved oping Country Debt and the World Economy. Chicago: Uni-
unsuccessful. The usual difficulties in measuring such a variable versity of Chicago Press.
are likely to be compounded here by the wide differences in Corbo, V., and A. Solimano. 1991. "Stabilization Policies in Chile
financial market arrangements across the countries in the sample Revisited," 57-101. In M. Bruno, et al. (eds.), Lessonsfrom
and across time periods. Thus, a decision was made to exclude the Stabilization and ItsAftermath. Cambridge, Mass.: MIT Press.
interest rate from the fnal specification. Corden, M. 1990. "Macroeconomic Policy and Growth: Some

39. The measure thus obtained was rescaled so that its sample Lessons of Experience." A paper presented at the World Bank
mean equaled 1. Annual Conference on Development Economics, Washing-

40. This result was not altered in other specifications that ton, D.C., April 1990.
allowed for one- or two-year lags in the effect of the real exchange Dailarni, M. 1990. "Financial Policy and Corporate Investment in
rate. Impe:rfect Capital Markets: The Case of Korea." World Bank,

41. Time-series studies of private investment tell a somewhat Policy, Planning and Research (PPR) Working Paper no. 409.
different story. In Solimano (1989), which examines the case of Washington, D.C.
Chile, a real appreciation of the exchange rate raises (aggregate) de Melo, J., and J. Tybout. 1990. "The Effects of Financial Liber-
private investment, butthe outburstof investment is unsustainable; alization on Savings and Investment in Uruguay." Economic
conversely, a real depreciation reduces investment in the short Development and Cultural Change 34 (2):561-88.
term. Musalem (1989) also finds a significant negative effect of Dornbusch, R. 1986. "Overborrowing: Three Case Studies." In G.
depreciation on investment for Mexico. For further discussion of Smnith and J. Cuddington (eds.), International Debt and the
this issue, see Fischer (1991). Developing Countries. Washington, D.C.: World Bank.

42. Thus, the calculations in table 7-9 involve a linearization -. 1988. "Notes on Credibility and Stabilization." National
of the logarithmic equation around the sample means of the vari- Bureau of Economic Research (NBER) Working Paper 2790.
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Comment

Dani Rodrik ous benefit of renaming the last category is that this supports
one of the main themes of the paper: the primacy of macro

This is a very useful chapter, summarizing neatly much of stability (over structural reforms) in eliciting the desired
what we know about the theory of and evidence on invest- investment response.
ment behavior in developing countries. Luis Serven and Third, the theoretical discussion on the determinants of
Andres Solimano do an exemplary job of discussing the private investment overlooks, except in the case of exchange
major linkages between macroeconomic stabilization and rate policy, a fundamental property of unsustainable poli-
investment, and they make good ase of both case studies and cies: such policies must be reversed at some point, and
econometric evidence. Their major worry is the disappoint- forward-looking investors will anticipate that reversal. There-
ing investment performance after 1982. Their major cul- fore a monetary squeeze, a reduction in public investment or
prits, although this does not come out particularly strongly a reduclion in public deficits should not be viewed as an
in the regressions, are instability and lack of policy credibil- unanticipated change in policy; frequently the private sector
ity. will have anticipated them, and hence the investment re-

I would be the last person to quarrel with these conclu- sponse ID their implementation can be quite different. The
sions. I agree with the emphasis on instability, and I share arguments made in the chapter regarding the effects of an-
the implicit view in the chapter that, no matter how much ticipatecl versus unanticipated devaluations also carry over
investment efficiency is enhanced by adjustment programs, to these other policy changes.
economic recovery will require a substantial increase in Fourth, there is somewhat of an imbalance in the chapter
investment also. What I would like to do in my comments is between the emphasis on instability and policy credibility in
broaden the discussion on the determinants of the private the conceptual discussion and the air time these receive in
investment response to the 1982 shock. the empirical work. It is, of course, difficult to do serious

But first a few small comments. While I think the use of econometrics when it comes to credibility issues. Nor would
some country cases is helpful, the section presenting them as I make too much of the discouraging results obtained in the
it presently stands is an awkward mixture of factual descrip- second-stage regressions with the instability variables (which
tion and hypothesized causal links. Since the theoretical the authors do not). However, I think a more serious effort
discussion and econometric evidence do not come until could have been undertaken. For example, instead of aver-
later, the explanations advanced as to why, for example, aging instability over a decade and a half for each country
Bolivia did so much worse in investment than Chile and and reducing the observations to 12, a rolling index of
Mexico are unsatisfactory and smell too much of after-the- instability covering observations for, say, the most recent
fact rationalization. The real message in this section is the four years could have been constructed. This approach would
diversity in the countries' experiences (Bolivia versus Chile have allowed the time-series dimension to be maintained
and Mexico, Argentina versus Brazil) even within broadly and the whole estimation to have been done in a single
similar groupings. I would suggest that the case studies be round. At the very least, the sample could be split between
limited to factual descriptions or that the section be moved the pre- and post-1982 periods to see whether instability had
to the end of the chapter. a differential impact.

Second, the analytical basis of the three country group- Now, as I mentioned earlier, one of the important mes-
ings is unclear. The first two grolips are classified according sages of the chapter is the diversity of experience with
to whether they had undertaken adjustment measures; the private iinvestment, even among countries that look superfi-
last group is classified on the basis of the success of its cially similar. Private investment in Brazil has rebounded
adjustment, that is, by an outcome. I would cut it a bit while in Argentina the slide continues. In Bolivia, the invest-
differently. What distinguishes Korea and Thailand in the ment response (like Godot) is still awaited, even though the
last group from the first group (adjusting cum liberalizing reforms there look not much different from those undertaken
countries) is that their adjustment was by and large limited in Chile and Mexico. In fact, once the typical economic
to macro policies and that structural reforms were clearly of variables are controlled for, a regression such as the one in
secondary importance to their policy-makers. So the three- table 7-.7 typically finds post-1982 country dummies to be
fold classification really should read: (1) adjusting cum lib- statistically significant for a large number of countries. This
eralizing countries; (2) non-adjusting countries; and (3) coun- inter-country variation in investment perfornnance after 1982
tries adjusting through macro policies primarily. One obvi- is an important puzzle.
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Since the usual economic variables do an incomplete ing because a rise in private investment increases real wages,
job, it stands to reason that much of the variation may be reducing the marginal benefit of redistributive activity (thanks
attributable to differences in what might be called the "po- to the concavity of the utility function). The figure shows a
litical transmission mechanism." I use this term to capture political-economy Nash equilibrium.
the notion that the effect of an extemal shock on private Now consider an external shock in the form of an in-
investment is mediated through the local political economy crease in the world interest rate. The KK schedule is shifted
and through political institutions. What I would like to do is downward as a consequence, as the opportunity cost of
discuss how this fuzzy notion can be operationalized and private investment is now larger. Figure 7-C-2 shows the
used to provide insight into inter-country differences in in- new equilibrium. Two results are noteworthy. First, political
vestment response. activity by workers increases, the implication being that the

Begin by dividing the economy into two groups: capital- effect of the external shock is magnified by the distributive
ists and workers (or, more broadly, the popular sector). As in struggle at hoime. As shown in figure 7-C-2, the net effect
classical political economy (and in the more recent literature on investment can be decomposed into two components: (1)
on populism), an appropriate focus is the distributive struggle the direct economic effect of the shock; and (2) the indirect
between these groups. The questions we should ask are (1) effect resulting from the interaction of the shock with the
how that struggle is affected by the external environment local political economy. Second, the extent of the magnifi-
and in turn (2) how it affects private investment. Broadly cation depends on the slopes of the RR and KK schedules.
speaking, each group has one "weapon" in this struggle. The For example, the flatter RR is (without crossing over to the
capitalists have economics on their side (in the form of their other side of KK), the larger the magnification effect. These
investment behavior), while workers have politics on their slopes are in turn functions of primitive political parameters:
side (in the form of political activity). We can think of the the slope of RR will depend on the opportunity cost of
government maximizing a weighted average of the welfares political activity, the responsiveness of the government to
of the two groups, where the weight put on the workers political pressure, and the government's own ideology, among
increases with the political activity undertaken by that group. other things.
(Political activity by workers in the form of general strikes In a full-fledged model many more things can and do
or election contributions is naturally costly to them.) To happen. The point is simply that such a framework can
cany out its (endogenous) objectives, the govemment has provide another layer of analysis in addition to the usual
recourse to a tax on capital, which it uses to finance transfers economic one. Retuming to the original puzzle about di-
to workers as well as public investment (which increases the verse country experiences, it can help us trace our way from
efficiency of private production). Capitalists decide how the extemal shock to the investment response through the
much to invest, and workers how much pressure to exert on political context. It can help us understand why Argentina,
the govemment, in anticipation of how these decisions will with its populist tradition (which translates into a flatter RR
shape govemment policies. schedule), suffered a more severe investment collapse than

The framework leads to a picture as in figure 7-C-l. The did Brazil, with its technocratic tradition. It can help us
KK schedule shows the capitalists' "reaction function": it is understand why some countries are able to manage external
downward-sloping because increased redistributive activity shocks so much better than others. More generally, it can
by workers translates into a higher tax rate on capital. RR is help us think more analytically about that elusive concept,
the workers' "reaction function": it, too, is downward-slop- "the investment climate."
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Figure 7t-Ci. A Political-Economy Nash Equation
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Public Policy and Private Saving
Klaus Schmidt-Hebbel and Steven B. Webb

Introduction tant implication is that when policies reform the incentive
structure of developing economies in a way that spurs growth,

Saving-A Central Issue for Public Policy the increased income will feed back into higher private and
national saving, providing resources for even higher growth.

Faster economic growth is a major objective of economic Hence, successful structural reforms can move countries out
policy inmost developing countries. Normally faster growth of the initial trap of low resource mobilization and slow
requires a higher quality and quantity of investment. In turn, income growth and give rise to a virtuous cycle of mutually
more resources for investment require higher levels of sav- reinforcing saving and growth, as illustrated by the East
ing, which, in the absence of significant flows of foreign Asian experience.
saving, have to come from increased national saving. Thus, Usually, the effects of policy reforms on private saving
policy-makers need to know what policies can raise national through the variables directly affected by the reforms are not
saving in the short and medium terms, and they need to be large or direct. For instance, higher real interest rates and
aware of how policies pursued for other objectives will increased financial assets brought about by liberalization of
affect saving by the private sector. the domestic financial system, or reduced uncertainty and

This chapter focuses on two categories of ways in which lower inflation stemming from successful stabilization, of-
public policies can affect national saving. One is through ten have ambiguous or at best minor positive direct effects
policies that change public sector saving, and the second, on private saving. If the policy reforms are effective in
more indirect, channel is through policy changes that affect raising growth, however, they make a strong indirect contri-
variables to which private saving is sensitive. bution to higher private saving.

With regard to fiscal policies, this chapter shows that
raising public saving is the most direct, powerful and imme- Saving Rates in Developing Countries: 1960-87
diate way that government policy can contribute to higher
national saving. The private sector will not offset most of the Saving has declined in many developing countries since the
increase in public saving. On average, a $1 increase in second half of the 1970s, as measured by both the average
public saving is only partially offset by a decline in private ratios of gross national saving (GNS) to gross national prod-
saving, which ranges from $0.16 to $0.50 for a sample of 13 uct (GNP) and of gross domestic saving (GDS) to gross
developing countries. Hence, fiscal reform, aimed at reduc- domestic product (GDP): figure 8-1 shows the averages for
ing unsustainable budget deficits, will be effective in achiev- 83 developing countries.'
ing the objectives of both stabilization and higher national Figure 8-1 confirmns two stylized facts. First, the gap
saving. between the national and domestic rates of saving was small

Adjustment policies that raise growth are by far the most in the 1970s in relation to that in the 1960s and 1980s, a
effective ways to raise private saving. Consistent with the reflection of the low real rates of interest in the 1970s. In the
results of previous studies using national income, this chap- 1980s, however, foreign factor payments by developing coun-
ter shows that, on average, it is possible to achieve a 1 tries increased sharply because of the combined effect of
percentage point increase in the rate of household saving by higher ratios of interest rates and foreign debt to output.
increasing either trend per capita income by 4 percent or its Second, rates of saving are procyclical, a characteristic
growth rate by 2 percentage points, based on a sample of 10 that was probably clearest during the recession of the early
low- to medium-income developing countries. The impor- 1980s, when the rates declined sharply. To some extent at
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Figure 8-1. Gross Domestic Saving/Gross Domestic started to diverge radically from each other- those in Asia
Product and Gross National Saving/Gross National almost doubled, reaching 22 percent of GDP, while those in
Product, 1960-87 Africa fell by half to, as noted, 6 percent. These trends
(unweighted averages for 83 developing countries) illustrate the phenomena mentioned earlier: the virtuous

0.18

0.17 GDS/GDP cycle of high growth and saving, and the vicious cycle oft\ ~~~~~~~stagnation and low saving.

06 - \ * Objectives and Organization of the Chapter

04 lj This chapter uses new empirical evidence to assess the
0.13- GNS/GDP I / N determinants of private consumption and saving and from

0.12 - that to draw conclusions about the ability of public policy to
\.11- raise the rates of private and national saving.

The next section reviews the empirical evidence in previ-
0.1 ous studies on the main economic and demographic deter-

0.09 , , ,, , , minants of saving in developing countries. The studies sur-
1 9601t962 1 9641966 1968197019721974197619781980198219841986 veyed here for the most part used national rates of saving in

Source: World Bank data. their statistical analysis. To improve the understanding of
the behavior of the private sector, this chapter reports on two

least, consumption is smoothed over the business cycle in statistical investigations of aggregate private consumption
developing countries, a point that is at the center of the and household saving rates in developing countries.
discussions in the following sections. The third section discusses the specification of the model,

Figure 8-2 shows the rates cf saving in four main re- the characteristics of the data, and the estimation techniques
gions. The long-min decline in the rates of saving is mainly used here.
an African phenomenon: there they fell by half, going from The iourth section, which draws heavily on Corbo and
12 percent of GDP in the 1960s arid early 1970s to 6 percent Schmidt-Hebbel (1991), presents the results of the estima-
in the 1980s. Although the rates in Latin America and the tions of tihe consumption function for a panel sample of 13
Caribbean (LAC) suffered in the 1980s, they did not fall developing countries, focusing on the sensitivity of con-
below their levels in the 1960s. The procyclical behavior of sumption to direct and indirect public policy and the impli-
saving during the early 1980s was apparent in all regions cations for the effectiveness of fiscal policy in raising na-
except Europe, Middle East and North Africa (EMENA). tional saving.

Possibly the most striking feature brought out by figure The first empirical evidence on saving behavior of house-
8-2 is that the average rates of saving in Africa and Asia holds in developing countries, which was based on a 10-
were close to each other during the 1960s (around 12 percent country panel sample, is presented in the fifth section, in
of GDP) and significantly below those of EMENA and keeping with Schmidt-Hebbel, Webb and Corsetti (1992).
LAC. After 1969, however, the rates in Africa and Asia The policy implications of the findings are discussed in

the final section. The section highlights the significant effec-
Figure 8-2. Gross Domestic Saving/Gross Domestic tiveness of, first, fiscal reforms in raising national saving
Product in 83 Developing Countries, 1960-87 immediately through increases in public saving and, second,
(unweghted averages by region) structural adjustment/growth policies in raising national sav-

0.22 - LAC / ASIA ing over the medium term through a strong response of
0.2 - * / t X / private saving to higher growth.

0.19 /0

0.17- , *, . Survey of Previous Studies0.176 , . 1, 
0.5 EMENA There are many earlier empirical studies of saving in devel-

~0.13 
0123 oping countries (for surveys, see Mikesell and Zinser 1973,
0.11A- . . -' ..AFRICA Gersovitz 1988 and Deaton 1989). Before delving into an

0.1 -
0.09 . issue-by-issue discussion of the literature, it is useful to note
0.08 .0 the types of data they used, because the differences in results
0.06 . . usually derive from the differences in the data sets.
0.05
0.04 Typically the studies used a combination of cross-sec-

1960119619641966196819701972 19741976197819801982 19841986 fion and time-series data on the rates of national saving (see,
Source: World Bank data. for instance, Collins 1989; Fry 1978, 1980 and 1988;
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Giovannini 1983 and 1985; and Gupta 1987).' The advan- in all years, for they also wish to cushion themselves against
tage of this procedure was that more years of data were fluctuating current income. They have relatively smaller
available for more countries and, it was argued, private cushions, however, and more frequently find themselves
saving was a large and normally predominant part of na- with zero wealth and no opportunity to borrow to sustain
tional saving. The drawback of using national aggregates smooth consurmption in a year of low income (Deaton 1989;
was that public sector saving may have responded very and Zeldes 1989). All the studies mentioned in the previous
(lifferently from private sector saving. Consequently, the section found that the current level of income had a strong
response of public sector saving could have masked that of positive effect on the rate of saving.5

private sector saving. For instance, when the focus is on The rate of growth of income has also been a typical
national saving, it is possible that changes in public saving in variable in the recent studies on saving in developing coun-
response to shifts in fiscal policy can cause changes in the tries. Intertemporal optimizing (i.e., permanent income or
real interest rate, so that the shift in public saving would life-cycle) models of consumption and saving usually pre-
overshadow any effect of the interest rate on private or dict that faster growth of the income of an individual house-
lhousehold saving. hold will lower its rate of saving, because people will save

A few studies used data on private sector saving or less now if they know that higher incomes in the future will
household consumption, but none of the studies of develop- allow them to have both higher consumption and higher
ing countries focused on aggregate household saving or on saving in the future. However, faster growth in average per
the combination of household consumption and income from capita (or average household) income could have positive
which household saving was derived. Typically only one effects on saving. More rapid income growth would raise
disaggregation, at best, was available for each country, so the average rate of household saving if the growth were
that the relevant question was not which was better but relatively concentrated in households with relatively high
rather how to interpret what emerged. rates of saving-rich or medium-aged households. For in-

Because data of this type are only gradually becoming stance, if rapid growth in income is relatively concentrated
available, the data sets vary widely from study to study. in household cohorts at an age when they save for old age, it
Rossi (1988) used a cross-section time-series data set for 49 will raise the average rate of household saving. Collins
countries over 10 years. Saving was implicit, since his de- (1989) developed these concepts in a simple model. Rostow
pendent variable was per capita private consumption as a (1961) argued that rapid growth in income initially increases
function of per capita private income, among other things.3 the concentration of income, which raises saving and thus
Lahiri (1988) used time-series for private consumption to contributes to the take-off into sustained growth. A positive
run separate regressions for eight Asian countries, with about coefficient for the growth rate could also reflect the slow-
20 years of data for each.4 Despite the differences in the data, ness with which people change their consumption habits or
the results on most of the major issues are consistent across could indicate that people have regressive expectations about
the studies when data on the private sector were used. the level of income. The studies that included real GDP

The main deterninants of saving or consumption consid- growth, such as Collins (1989), Fry (1978 and 1980),
ered in the literature fall into five groups: income and wealth; Giovannini (1983 and 1985) and Mason (1986 and 1988),
public deficits and saving; rates of retum; foreign saving; found positive and usually significant effects on the rate of
and demographic variables. The individual contribution of saving.6

these variables to private saving in developing countries, as Consumption-smoothing models in their simple forms
identified by the empirical literature, is reviewed below. predict that most income resulting from temporary fluctua-

tions in income should go into saving. If households are not
Income and Wealth credit-constrained and the temporary fluctuation does not

affect the perception of permanent income, consumption
Adjustment programs aim to affect income and wealth posi- would change only marginally in response to temporary
tively in the long run, although they are far from being under fluctuations, and most of these income variations would be
the direct control of policy-makers. Most studies included saved and be reflected by changes in saving. Households are
levels of per capita income and/or rates of growth and total usually credit-constrained, however, particularly in develop-
or financial wealth as the relevant determinants of income ing countries. In addition, Campbell and Deaton (1989)
and wealth. argued that, at least in industrial countries, current shocks

The level of per capita income is hypothesized to have a drive perceiived permanent income, with no distinction be-
positive effect on the rate of saving-rich people save more- tween flows of current and permanent income. These con-
because they can afford the luxury of doing more to assure siderations imply that households would vary consumption
their future consumption. The poor are more likely to be at in response to temporary income fluctuations, and thus
their biological or social minimum level of current con- changes in saving would not offset all temporary changes in
sumption. This point does not mean zero saving by the poor income. Most empirical studies of developing countries did
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not look closely at the effect of fluctuations in income on also identified as major determinants in Rossi's (1989) cross-
saving. Gupta (1987) is an exception; he consistently found developing country study on private saving.
a significantly positive response by the level of saving to
temporary fluctuations in income, with a coefficient ranging Rates of Return
from 0.2 to 1.0.

Theoretical models of intertemporally optimizing con- Controls on interest rates and credit rationing are common in
sumption or saving typically have wealth as a key argument. many countries. As a result, real interest rates on deposits
Of course, permanent income can be viewed as the stream of and targeted credits are often very low or negative, and
income from total wealth, but a narrower definition of wealth loanable funds are in short supply-conditions that effec-
is the assets that can be exchanged for current consumption. tively ration investment. Financial reforrns often raise the
Theory clearly predicts that greater wealth will reduce sav- real rates of interest with the aim of improving the efficiency
ing as a share of current income. Since most concepts of of resource use and increasing private saving. While finan-
wealth are not easily observed directly, very few empirical cial reforms are justified on the grounds of improving the
studies of saving in developing couintries used them. Schmidt- allocation of saving and raising the efficiency of investment
Hebbel (1987) used five alternative measures of total wealth as a result of liberalized flows of credit and interest rates,
for an empirical intertemporal consumption model for Chile, higher real rates of interest have an ambiguous effect on the
based on different assumptions on how expectations of fu- quantity of private saving. The reason is that an increase in
ture variables are formed. Behrman and Sussangkam (1989) the real return on saving has two offsetting effects. First, a
had micro data on household wealth and saving. Both stud- higher real interest rate decreases the present cost of future
ies found a negative effect of wealth on saving. consumption, so that it is attractive to consume less now and

Monetary or financial assets lessen a household's depen- more in the future and thus to save more today. Second, it is
dence on sources of current income when income declines no longer necessary to save as much to achieve a target level
transitorily. The reason is that consumers can draw on the of future consumption, so that a higher real interest rate
assets to maintain their levels of consumption. Hence, hold- allows greater consumption today and tomorrow, and thus
ing a higher stock of assets over the business cycle allows a reduces the need to save today.
household on average to maintain a higher rate of consump- Given this theoretical ambiguity, the effect of the real
tion, which depresses the rate of saving. In addition, hold- interest rate on saving becomes an empirical matter. Econo-
ings of monetary assets are an important component of total mists have heatedly debated what the empirical evidence
consumer wealth.7 The implication is that monetary hold- indicates. McKinnon (1973) and Shaw (1973), and more
ings have a second, negative influence on the rate of saving, recently B3alassa (1989), argued that the rate of return on
a conclusion that previous studies did not test for. saving as indicated by the real rate of interest would have a

positive effect on the rate of saving. Fry (1978 and 1980)
Government Deficits and Government Saving found statistical evidence to support the contention that higher

real rates of interest contributed to higher rates of saving. In
Fiscal stabilization programs aim to lower public sector his recent book, Fry (1988, p. 140) conceded that the magni-
deficits or raise public saving (equal to public investment tude of the effect is small, although the coefficient is statisti-
minus the deficit). A key question on fiscal adjustment is cally significant. Thus, only large changes in real interest
whether changes in government deficits or government sav- rates would be economically important. Giovannini (1983
ing cause offsetting changes in piivate saving, because of and 1985) revisited Fry's earlier work and found that two
the effects of government deficits on the perceived perma- observations (Korea in 1967 and 1968) accounted for the
nent income of households. A voluminous empirical litera- entire result. On the basis of an expanded data set, Giovannini
ture is devoted to the Ricardian equivalence proposition as concluded that the interest rate did not contribute signifi-
reformulated by Barro (1974), which states that issues of cantly to explaining saving. Both Fry and Giovannini used
public debt are macroeconomically undistinguishable from national saving data, which are especially problematic for
increases in taxes and hence that public saving should be testing the effects of interest rates, as discussed above."0

exactly offset by private saving. Gupta (1987) found some support for a positive effect of
The empirical studies of industrialized countries have led interest rates on saving in Asia but not in Latin America.

to widespread rejection of the Ricardian hypothesis. The Schmidt-H[ebbel (1987) and Arrau (1989), who estimated
main explanation for rejection is pervasive credit constraints intertemporal elasticities of substitution in private consump-
on households.8 A study of a set of developing countries by tion for Southern Cone countries, found the elasticity to be
Montiel and Haque (1987) found that constraints on borrow- around 1.0, the implication being that consumption was
ing were the main cause for the deviations from Ricardian insensitive to the interest rate.
equivalence.9 Constraints on borrowing, with current in- While higher real interest rates are unlikely to raise pri-
come or holdings of financial assels used as a proxy, were vate saving and hence total private wealth, the portfolio
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composition of private wealth may be altered substantially. tially had a negative impact on domestic saving, although
For instance, negative real interest rates on deposits cause a the secondary effects on the growth of capacity worked the
substitution of assets away from bank deposits into real other way. Giovannini (1983) obtained coefficients with
assets, especially consumer durables, and into foreign cur- mixed and insignificant signs. Gupta (1987) got positive
rency assets via capital flight."1 From the policy-maker's coefficients that were significant for Latin America but not
perspective, these are good reasons for avoiding artificially Asia.
low and, in particular, negative real interest rates. However, The results seem to have depended on the sample and
the evidence should not be interpreted as a responsiveness of model specification. All the studies with the foreign saving
private saving to changes in real interest rates. variable were looking at total saving, so that the results may

While inflation enters into a calculation of the real inter- have reflected the extent to which inflows of capital went
est rate, it may also have independent effects. A high level of straight into investment by the public and corporate sectors,
inflation often contributes to stagnation in output or outright which counts as an increase in saving.
recession, effects that are picked up by the income variable.
Greater inflation also increases instability and uncertainty Demographic Variables
about future variables, including levels of income and rates
of return on real assets. Consequently, inflation has a theo- Much research has been conducted on the influence of de-
retically arnbiguous effect on private saving, in that uncer- mographic variables on saving (Collins 1989; Hammer 1987;
tainty about the future value of assets could either discour- Leff 1969; Mason 1986; and Webb and Zia 1990; see Ham-
age saving because of the substitution effect of the lower mer 1986 for a survey). This chapter touches on the topic
effective rate of return or could encourage saving for precau- only cursorily, because for the most part demographic changes
tionary motives. Similarly, greater riskiness of income are too gradual to show up in the short time series of this
streams, which inflation often exacerbates, affects private study. The life-cycle models of saving imply that demo-
saving ambiguously, depending on the form of the underly- graphic variables should affect the rate of saving. The de-
ing utility function."2 pendency ratio-the number of people under the age of 15

Gupta (1987) and Lahiri (1988) included the expected or over 65 as a share of total population-is the most com-
and unexpected components of the rate of inflation as sepa- mon variable. In the life-cycle models, older people work
rate determinants of saving; Gupta also included the nomi- less and live at least partially off their saving. Households
nal interest rate, while Lahiri did not. Gupta's results dif- with more children at home are also thought to save less
fered sharply by region. In Asia, both expected and unex- because they defer their saving for retirement until their
pected inflation had positive and significant coefficients. In children have moved out (a change that raises the per capita
Latin America, neither coefficient was significant with the income of the parents) or because they anticipate that their
preferred estimation technique. In Lahiri's all-Asian sample, children will provide support in their old age. Thus, it would
the eight separate country regressions showed a mixture of be expected that the rate of saving would depend negatively
signs on both inflation variables. Overall, there was no clear on the dependency ratio.
evidence that inflation affected the rate of saving. Early work on this question, especially that of Leff (1969),

found that the dependency ratio had a strong negative effect
Foreign Saving on saving. Subsequent studies challenged the robustness of

his results and looked more carefully at the theory and
During most of the post-World War II period, developing measurement of demographic variables (lason 1986). Again,
countries have not had access to unrestricted voluntary lend- the results seem to have depended a lot on the sample and on
ing from private commercial sources, the exception being the other variables included. Mason (1986) and Collins (1989)
the brief period of 1976-81 before the debt crisis. Even got good results using an interaction term of the dependency
during that short span many developing countries main- ratio with the growth rate of per capita income.
tained domestic restrictions on foreign borrowing. Thus, for
most of the relevant period, foreign saving has been exog- Summary
enous with respect to household decisions on saving, and the
level of foreign saving has acted as a constraint on credit that To summarize the empirical findings of previous studies,
has held domestic spending down. there is a broad consensus that faster growth and high in-

A number of empirical studies have included foreign comes contribute to higher rates of saving. Evidence on the
saving as a determinant of the rate of saving. Fry (1978 and pervasiveness of liquidity constraints suggests indirectly that
1980) and Giovannini (1985) found significant and negative an increase in public saving is not neutralized by an offset-
coefficients on foreign saving, although they were also sig- ting decline in private saving. Some evidence indicates that
nificantly less than one. Chenery and Strout's (1966) non- greater monetary wealth, with income held constant, leads to
econometric analysis also found that inflows of capital ini- lower saving. There is still controversy over the effect of
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inflows of foreign capital, the reai interest rate and inflation, of household saving as linear functions of other rates and
and demographic variables. non-trenid variables such as inflation and interest rates.

Empirical Approach Measurement Problems

The aim here is to provide fresh evidence on some of the National accounts calculate private consumption residually
above controversies by analyzing saving behavior at the as the difference between output and the sum of the other,
private and household levels, irn contrast to most of the indepencdently estimated, components of aggregate demand.
above-mentioned studies, which focused on saving at the Hence consumption is affected by measurement errors in all
national level. the other accounts. Saving, calculated as the difference be-

tween income and consumption, is even more affected by
Specification estimation errors in its two components, because they may be

very large relative to saving. For instance, income earned in
Since the intent is to draw implications about the effective- informal markets or in the underground economy is not ac-
ness of different policies in affecting private and national counted for in the national accounts, implying that official
saving, the specification is not based on a particular model saving underestimates actual saving,particularly private sav-
for decisions on saving or consumption. Rather, it contains a ing.'5

broad range of variables consistent with different hypoth- In addition to errors in measurement, national saving and
eses about saving, with the emphasis on those affected by its sectoral composition are plagued by a host of method-
stabilization and adjustment policies. ological shortcomings,'6 such as the inclusion of consumer

The specification of private consumption in the next durables and public investment in consumption, the way
section and household saving in the following section is social security and pension payments are treated and the
consistent with the long-run relation between income, wealth exclusion of capital gains and losses, which represent changes
and consumption posited by the life-cycle or permanent in net wealth. Of particular concern in high inflation coun-
income hypotheses. The short-term variables that affect tries is thie inflation component of the interest payments on
intertemporal decisions on consumption or that restrict cur- public debt, which are often very large.'7 This repayment of
rent spending on consumption, common to both specifica- the principal that private creditors must set aside to maintain
tions, are the real rates of interest and inflation and the the real value of their wealth compensates them for the
variables that proxy the constraints on liquidity (such as capital loss from inflation they would have suffered in the
current income, domestic monetary assets and foreign sav- absence of this payment.
ing).

The two sections differ in focas, however-differences Data
that are determined in part by the dissimilarities in the data
samples, as discussed below. The specification in the section The research work on consumption and saving behavior
on private sector saving allows the influence of fiscal poli- presentedl here uses previously unanalyzed cross-national
cies on private consumption decisions to be quantified, dis- data from 10-13 countries. One study uses data on the
tinguishing between transitory and permanent changes in consolidated non-financial public sector deficit, adjusted for
public expenditures and taxes. The section on household the inflation component of interest payments by the public
saving emphasizes immediate variables in the household sector, to construct the variables for public saving and pri-
budget, such as current income, interest rates, household vate disposable income for the estimations of the private
transfers and monetary wealth, and long-term determinants consumption function. The other study uses aggregate house-
of saving, such as economic growth, levels of per capita hold data to estimate the household saving function (as
income and demographic variables. opposed lo data on the private sector or national saving),

A final common feature of the specification is the treat- since households are the relevant units for the consumption
ment of trend variables. Co-integration tests and estimation or saving theories to be tested.
of error-correction models could not be conducted because
the time series were too short'3 and the samples combined Privaoe consumption. The data set for the estimations of
cross-country and time-series data.'4 As an alternative, every private consumption in the next section combine annual
dependent or independent variable with a trend was divided time series for 13 developing countries (Argentina, Brazil,
by a common scale variable. Private disposable income was Chile, Colombia, Costa Rica, Ghana, Mexico, Pakistan, Peru,
used in the case of private consumption and GDP in the case the Philippines, Thailand, Venezuela and Zimbabwe) for the
of household saving. Hence, the final specifications are for period 1980-87. The time series were short because they
the average rate of private consumption and the average rate were restricted by the availability of data for the deficits and
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saving of the consolidated non-financial public sector, which superior. The results of the tests consistently support the use
]play a crucial role in the consumption specification. of the fixed-effects model, as discussed later.23

Finally, instrumental variable estimation was used in the
Household saving. The data for the estimations of house- estimations of household saving to take care of the possible

hold saving combine annual time series for 10 countries simultaneity bias stemming from the interaction between the
(Botswana, Colombia, Ecuador, Honduras, Korea, the Phil- dependent variable and one right-hand variable (the domes-
ippines, Paraguay, Thailand, South Africa and Taiwan) for tic real interest rate).
which there were at least 8 and as many as 13 consecutive
observations from the subperiods in the 1970-85 period. Private Saving
(The appendix discusses the sources for the two data sets.)

The empirical evidence reviewed earlier suggested that pri-
Estimation Techniques vate rates of saving are usually not very sensitive to changes

in macroeconomic and financial policies. Raising real inter-
This discussion begins with the common elements of the est rates often induces shifts in the composition of portfolios
estimation strategy applied in the next two sections and then but has ambiguous or minor effects on saving. The rates of
turns to the specific features of each. private saving are sensitive to the business cycle as a result

For the two panel samples (pooled cross-country time- of consumption smoothing.
series), the panel fixed-effect estimator was the basic regres- The rate of saving for the public sector can be increased
sion model. This class of models assumes that the empirical directly by more stringent fiscal policies and reforms of
results are conditional on the particular sample used in the public enterprises, local govemment finances and the central
estimation. Altemative estimators, such as the error compo- govemment budget. If the rate of private saving is nega-
nent (or random effect) model, treat the available observa- tively affected by an increase in the rate of public saving,
tions as a random sample from some universe."8 Given the however, the prospects for an increase in the rate of national
small size of the country samples used here and the marked saving will be much reduced. To examine the effect of
differences in the economic features of the countries, the public saving on national saving, this section first provides
fixed-effect estimator seemed to be a more appropriate choice. evidence on the link between private consumption and gov-

An important caveat is the low number of cross-sectional emient saving using a general consumption specification.
units considered in the estimation, since the properties of Then it discusses the implications for the design of policies
panel data models are based on asymptotic results for large to increase national saving.
samples. The choice to exploit a data set consistent with the
theoretical propositions to be tested limited the sample to Public Policies and Private Consumption
only those countries for which data on private consumption
and household saving were available for an adequate time Fiscal policies directly affect consumption or saving through
span (seven annual observations). public saving (or the deficit) and its composition. As indi-

The private consumption function is estimated by cated in the survey, the nature of the effect varies radically
weighted least squares fixed-effects to take care of with the way that the private sector perceives government
heteroskedasticity. Because of possible simultaneity between debt-in accordance with the Ricardian hypothesis or the
the dependent and one right-hand variable (foreign saving), Keynesian. If the stringent conditions required for Ricardian
fitted values of the latter variable were used.'9 equivalence are satisfied (i.e., if the private sector is ratio-

The choice of fixed-effects panel estimation for the house- nal forward-looking, satisfies the permanent-income hypoth-
hold saving function presented later was verified by a set of esis [PIH1, and incorporates the intertemporal public bud-
specification tests between competing models.21 The first get constraint into its own), then an increase in public sav-
test carried out was the Breusch-Pagan test for the presence ing accomplished through lower public spending is fully
of both cross-sectional and time-related effects in the residu- offset by an increase in private consumption. Since dispos-
als of a simple OLS estimate.2' Rejection of the OLS implies able income does not change, the reduction in private sav-
that fixed effects are superior. The second test applied here ing matches the increase in public saving. A rise in public
is the Hausman specification test, which compares fixed- saving does not affect private consumption at all if it comes
effect against random-effect estimators.2 Random-effect es- about through higher taxes. Since higher taxes reduce dis-
timators are more efficient but are consistent only in the posable income, a reduction in private saving matches the
absence of a correlation between the included regressors and increase in public saving (the latter being macroeconomically
the errors. Fixed effects are less efficient but still consistent equivalent to issuing more public debt). The opposite re-
when the above condition is not satisfied. Rejection of the sults are predicted by the Keynesian hypothesis: current
random effects as inconsistent implies that fixed effects is (permanent) taxes directly affect private consumption, but
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current (permanent) levels of public spending have only Three hypotheses can be tested with this specification:
indirect effects.

Fiscal and monetary policies have indirect effects on (1) the Keynesian hypothesis-aO > 0, a, > 0, other
private consunption through the impact of public deficits coefficients 0;
and their financing on the major prices influencing private (2) the PIH without Ricardian equivalence-
consumption: real interest rates, inflation and the real ex- a, > 0, a, > 0, other coefficients 0; and
change rate. Judging from the evidence surveyed earlier, (3) the Ricardian equivalence hypothesis-a, = a2 > 0,
consumption seems to be insensilive to real interest rates. other coefficients 0.
The first order effect of inflation is on the composition of the
stock of saving and not on the levels of saving and consump- This standard specification has various shortcomings,
tion. There may be second-order effects that reduce mea- which can be corrected.3 First, public saving and not the
sured saving, however, if inflation causes capital flight or public surplus should be the relevant determinant in equa-
flight into consumer durables or if it raises precautionary tion (8-I),, because public investment adds to real capital and
saving by raising uncertainty. An anticipated devaluation therefore constitutes "net wealth" in the sense of Barro
leads to changes in the timing of investment and consump- (1974). Second, under inflation only the real component of
tion decisions, but over the mediurm term, once the antici- domestic interest payments should enter both private dispos-
pated devaluation has occurred, the fluctuation in the real able income and the government surplus (saving).16 Third,
exchange rate has a clear predicted effect on average sav- permanent, not current, private disposable income and pub-
ing.24 lic surplus (saving) should enter equation (8-1) for a fair test

Monetary policy and financial reform affect the aggre- of the Ricardian proposition. Fourth, additional potential
gate of monetary and quasi-monetary assets. Broad money determinants of consumption, such as foreign payments and
increases consumption because it reduces the extent of the the real interest rate or inflation, should be included. Finally,
constraints on liquidity and also because it is a major com- the role played by the public sector surplus may not reflect
ponent of financial wealth. Ricardian behavior but could result from direct crowding-

Finally, and less related to direct public policies, foreign out effects and from institutional arrangements through which
saving affects private consumption when it is a (partial) the public sector captures private saving either directly or
substitute for private saving in a regime of binding foreign through the domestic financial markets. The latter two hy-
resource constraints. potheses are not distinguishable, so that reference should be

A good starting point for the discussion of a relevant made to the joint Ricardian/direct crowding-out hypothesis
framework for assessing the impact of public policies on when introducing the public sector surplus as a determinant
private consumption is to refer to a standard forn for testing of privatet consumption.
the Ricardian equivalence proposition, based on Bemheim's The following specification for the ratio of private con-
(1987) survey: sumption to private disposable income takes care of the

above-mentioned shortcomings of equation (8-1). In addi-
(8-1) Cp, =ao O +al(YN -T7 + i,D,) +o(T, -EG -i,D,) tion, dividing through with private disposable income re-

duces the extent of non-stationarity of the time series and
+ a4D, + at5W + V,, makes the cross-country data comparable. Hence, the rate of

private consumption is specified as:
where C PDY, PS

Cr = private consumption (8-2) . PO = + fP L-+ f02-5 +f33r+f34INF
YN = national income ,DYp, DYp, DYp,
T = tax revenue net of transfers and M FS,

subsidies to the private sector + + P' + V3

i = the nominal interest rate DYp, DYp,
D = govemment domestic debt
EG = public spending where
W = private wealth (net of govemment CP = private consumption

domestic debt), DYp = current private disposable income
u2 = a stochastic error termn, and PDY, = permanent private disposable income
t = a time index. PSG = permanent public saving

r = real interest rate
Hence the first right-hand deterninant is private disposable INF = domestic inflation
income, and the second is the nominal or total govemment M = broad money
surplus. FS = foreign saving, and
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'3 = a stochastic error termn. private consumption declines by one-fourth-much less than
the 1.0 fall predicted by the PIH.

Permanent private disposable ircome and permanent pub- Private consumers respond to long-term or "permanent"
lic saving are consistent with the following definitions of public saving, although they do so by much less than the 1.0
their corresponding current values: coefficient predicted by either the Ricardian or the direct

crowding-out propositions. Nonetheless, the impact of pub-
(8-3) DYp1 = GDP, -NFPP - Tt+ rr,D lic saving is sizable: for each $1 increase in public saving,

private consumption rises (private saving declines) by an
znd average of $0.44 (under the forward-looking hypothesis) to

$0.49 (under the static expectations hypothesis). The hy-
(8-4) SG- Ti - CGI - NFPGt -r Z D, pothesis here is that this coefficient reflects both the direct

crowding-out effects of public deficit financing and the
where Ricardian behavior of private consumers, and is presumed to

GDP = gross domestic product be more the former than the latter.29

NFPP net foreign payments made by the private Real interest rates, inflation rates and broad money do
sector not emerge as consistently significant influences on private

SG current public saving consumption in the results obtained here. Hence, lines 1.4-
CG public consumption 1.6 and 2.4-2.6 of table 8-1 show the results with these
NFPG net foreign payments made by the public variables omitted.

sector The coefficient of the real interest rate is negative in most
T tax revenue net of transfers and subsidies results but is never significant at the 5 percent level. This

to the private sector outcome is consistent with most of the empirical literature
D govemment domestic debt. discussed above. Similarly, inflation has a non-significant,

small and negative influence on private consumption.
Note that now the coefficients B0 B, and B2 in equation Broad money plays an ambiguous, non-significant role

(8-2) reflect more appropriately the Keynesian, permanent under the forward-looking specification. However, it shows
income and Ricardian/direct crowding- out hypotheses, re- a small, negative and significant coefficient under the static-
spectively. According to the definition in equation (8-3), expectations altemative, a result that contradicts the predic-
public saving is now consistent with the concept of an tions of its sign.
operational public deficit. Under the Ricardian hypothesis, Finally, foreign saving has a major and consistently posi-
81 = 13; hence, the Ricardian concept of permanent private tive effect on private consumption in the samnple of 13
disposable income results from adding PDY and PSG, which developing countries. According to the results, foreign sav-
is permanent GDP net of permanent total net foreign pay- ing is a partial substitute for private saving: for each $1
ments and permanent public consumption. Under the direct increase in the current account deficit, private consumption
crowding-out hypothesis, B2 is positive and could easily be rises by an average of $0.42, the remainder financing public
larger than B( or B. consumption or domestic investment.

Equation (8-2) was estimated using the data set intro- The results discussed here tend to reject the Keynesian,
duced earlier, with operational non-financial public sector the permanent income and the Ricardian/direct crowding-
deficits for 1980-87 for 13 developing countries. Table 8-1 out hypotheses in their extreme forms, which are mutually
presents the results of the estimation for a fixed-effects exclusive. Rather, there is strong evidence for the joint con-
weighted least squares panel. The results differ based on the tribution of KCeynesian cum liquidity constraint determinants
assumptions made about permanent public saving,27 the in- as well as permanent income and Ricardian/direct crowd-
clusion of the rates of real interest and inflation, money, and ing-out elements in explaining private consumption in de-
period dummies for 1980-82 or 1980-83.3 veloping countries during the eighties.

The main results are robust to the different specifications
and estimation methods. While the marginal propensity to Effects of Public Saving on Private Saving
consume out of current private disposable income hovers
around 0.60 (the fixed-effects constants vary between 0.49 Beyond testing for the rejection of each of the main theories,
and 0.79, depending on the country), the propensity to con- it is also illuminating to compare the relative importance of
sume out of permanent income is significantly lower, vary- the significant determinants of private consumption or sav-
ing around 0.24. Therefore, the evidence on intertemporal ing. To anadyze the impact of public saving on private
smoothing of consumption in these developing countries is saving and hience on national saving, the results with respect
only partial: for each percentage point increase in current to private consumption behavior as reported in table 8-1,
(transitory) income vis-a-vis permanent income, the rate of based on equation (8-2), are used. Rewriting equation (8-2)
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Table 8-1. Private Consumption in 13 Developing Countries, 1980-87: Fixed-Effects Weighted Least Squares
Panel Estimation
(dependent variable: the ratio of private conswnption to private disposable incomu [Cp/DYpl)

PDY PSG M FS
-- ~~~~~~~Duwbin-

DY DY r INF DY DY Dwnmy R2,d4 Watson
P p a

I. Forward-looking PSG

1.1 Complete specification
Without dummies 0.260 0.481 0.008 -0.026 -0.013 0.425 - .52 1.09

(4.9) (7.5) (0.6) (-0.7) (-0.3) (7.2)
1.2 Complete specification

Dummy 1980-82 0.226 0.417 -0.006 -0.030 0.057 0.465 -0.024 .46 1.24
(4.1) (6.1) (-0.5) (-0.8) (1.3) (6.2) (-3.3)

1.3 Complete specification
Dummy 1980-83 0.283 0.434 -0.001 -0.018 0.071 0.490 -0.021 .49 1.20

(5.1) (6.4) (-0.1) (-0.5) (-1.6) (6.3) (-2.9)
1.4 Partial specification

Without dummies 0.241 0.473 - - - 0.413 - .52 1.11
(4.8) (7.3) (7.0)

1.5 Partial specification
Dununy 1980-82 0.207 0.417 - - - 0.451 -0.019 .46 1.24

(4.1) (6.2) (6.2) (-3.0)

1.6 Partial specification
Dummy 1980-83 0.256 0.422 - - - 0.468 -0.017 .47 1.18

(5.0) (6.3) (6.2) (-2.7)

II. Static expectations PSG

2.1 Complete specification
Without dummies 0.239 0.555 -0.011 -0.003 -0.060 0.381 .55 1.11

(4.5) (8.3) (-1.0) (-0.1) (-1.8) (5.7)
2.2 Complete specification

Dummy 1980-82 0.227 0.514 -0.018 -0.028 -0.112 0.398 -0.018 .49 1.18
(4.0) (6.8) (-1.7) (-0.7) (-2.6) (5.1) (-2.3)

2.3 Complete specification
Duimmy 1980-83 0.265 0.504 0.015 -0.008 -0.110 0.420 -0.016 .50 1.16

(4.5) (6.8) (-1.3) (-0.2) (-2.6) (5.1) (-2.2)
2.4 Partial specification

No dunmmy 0.237 0.497 - - - 0.393 - .49 1.10
(4.7) (7.2) (6.0)

2.5 Partial specification
Dummy 1980-82 0.214 0.435 - - - 0.376 -0.010 .41 1.15

(4.1) (5.6) (4.8) (-1.4)
2.6 Partial specification

Dumny 1980-83 0.243 0.425 - - - 0.390 -0.009 .41 1.13
(4.4) (5.5) (4.9) (-1.3)

Note: The t-statistics are in parentheses. The specification corresponds to equation (8-2). The weighted least squares panel results correspond to a
specification with weights to take care of the heteroskedasticity resulting from combining different country data. Fitted foreign saving values and not
actual values were used in the regressions to address the possible simultaneity between consumption and the current account deficit during 1976-81. The
regressors of foreign saving were lagged foreign saving, permanent income over actual income and lagged permanent income over actual income.
Different specifications with dummies for Argentina and Venezuela during some sub-periods were tried. Although the improvement in fits were large (R2

adjusted around .80), there were only slight changes in the values of the parameters. - denoLes variable not included as regressor.
PDY = permanent private disposable income;
DY = current private disposable income;
PD = permanent public saving;
r = real interest rate;
INF = domestic inflation;
M = broad money;
FS = foreign saving.
Source: Calculations by Klaus Schmidt-H:ebbel and Vittorio Corbo.
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in terms of the levels of private saving and using the coeffi- Table 8-2. Public Expenditures and Taxes
cients of table 8-1 yield the followving equations for private Marginal saving Marginalsaving
saving: Marginal saving propensities propensities

propensity consistent with consistent with
(8-5) S, = (1 - cons,) DY., - 0.24 PDYP, with respect to equation (8-5) equalion (8-6)

and -0.47 PSGt - 0.41 FS, 1. DY7, [1 - BO] = [0.29; 0.50] [1 - B'0] = [0.28; 0.49]
2. DY,, -B,/3 = -0.08 0

(8-6) Sp = (1 - cons,) DYp, - 0.24 PDYpt (SE = 0.02)

- 0.50 PSGe -0.39 FS, 3. DY1 -B, = -0.24 -B1l = -0.24
where (SE = 0.05) (SE = 0.05)

Sp = private saving 4. PS,, -B2 = -0.47 -B'2 = -0.50
DYP = current private disposable income (SE = 0.08) (SE = 0.07)
PDYP = permanent private disposable income 5.PC B2 = 0.47 B'2 = 0.50
PSG = permanent public saving, and (SE = 0.08) (SE = 0.07)

ES = foreign saving. 6. PT, B- B2 = -0.23 B;, - B'2 = -0.26

The coefficients in equation (8-5) are the estimated pa- (SE = 0.09) (SE = 0.09)
rameters presented in line 1.4 of table 8-1 (forward-looking 7. Su B2/3 = -0.16 -B/2 = -0.50
permanent public saving), and those in equation (8-6) are (SE = 0.02) (SE = 0.07)
from line 2.4 (static-expectations permanent public saving). 8. Ca B2/3 = 0.16 B'2 = 0.50
The country-specific coefficient consi is the fixed-effects (SE = 0.02) (SE = 0.07)
lparameter for country i. 9. T -[1 -B] + B /3 [I - BO] + BS

Table 8-2 presents the results of computing the partial -[13 = [-0.58 -0.37 2 = [-0.75; -0.54]
effects of various changes in income and fiscal policy vari- 2Note: SE corresponds to the standard error of the parameter(s). Unecs I
ables on private saving, calculated from equations (8-5) and and 9 show the minimum and maximum country fixed-effects coeffi-
(8-6) after substituting the identities (8-3) and (84). cients cons,.

Private saving (or consumption) in developing countries a. DY7= current private disposable income.
tends to be more sensitive to current than to permanent PDY2 = permanent private disposable income.
income shocks, with corresponding marginal propensities in PSC = permranent public COnsUa PtiOn.
the neighborhood of 0.40 and 0.24, respectively (table 8-2, Prg = permanent tax revenue net of transfers and subsidies to the
lines 1 and 3). For each $1 increase in "permanent" or longer private sector.
term public saving achieved by a "permanent" $1 decrease SG = current public saving.

CG = public consumption.
in public consumption, private saving declines by $0.47- T = tax revenue net of transfers and subsidies to the private sector.

$0.50 (lines 4 and 5)-a far cry from the 1.0 offset coeffi- Source: Equations (8-5) and (8-6).
cient predicted by the Ricardiari/direct crowding-out hy-
potheses. If the "permanent" reduction in the public deficit rent public deficit is reduced by increasing current taxes,
is achieved by lowering the long-term tax burden, private however, the effect would be much stronger, because a tax
saving fails by $0.23-26 for each $1 increase in permanent increase affects current and expected permanent private dis-
taxation (line 6). By contrast, if permanent income and posable income, in addition to pernanent public saving. For
permanent public saving had the same coefficient, which each $1 of higher current taxes, private saving declines on
would be a necessary (but not sufficient) condition for average by $0.48-$0.65 (line 9), depending on how expecta-
Ricardian equivalence to hold, the effect of long-term taxes tions are formed.
on private saving would be zero. From the empirical results it is clear that raising public

The responsiveness of saving to current income and saving is the most effective and sure way to increase na-
fiscal policy shocks depends significantly on how the pri- tional saving-a point made for the United States by Sum-
vate sector forms its expectations about the permanent vari- mers (1985). The final impact depends crucially, however,
ables, as can be seen when comparing the coefficients in on the way in which the increase takes place-by raising
columns 1 and 2 of table 8-2. Hence, a $1 increase in current taxes or lowering current expenditures-on how permanent
public saving (which determines expected permanent public it is perceived to be and on how private consumer expecta-
saving fully under static expectations but only partly under tions are formed.
partial perfect foresight) achieved by reducing current pub- Increasing public saving helps countries experiencing
lic expenditure reduces private saving by $0.16-$0.50, de- high inflation and unsustainable current account deficits.
pending on the underlying expectations (line 7). If the cur- For countries that have already made progress with stabili-
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zation but that now need to start growing again, raising The signs below the variables indicate the expected a priori
public saving-for a given level of a sustainable current signs according to the earlier discussion.
account deficit-will be required tz achieve higher levels of Three dimensions of income were included as deterTni-
public and private investmnent. nants of the rate of household saving in equation (8-7): the

log of trerid per capita private disposable income; its growth
Household Saving rate; and the log deviation of current from trend private

disposable income. Note that trend income plus log income
This section focuses on saving by the household sector, deviation equals the log of current income. Thus, the propo-
excluding private firms, which were included in the aggre- sition, implicitly assumed in some earlier studies, that the
gate private sector income, saving and consumption mea- coefficients on the two components of income are the same
sures of the previous section. The advantage of focusing on can be tested. A fourth income variable included here is
households is that they are the natural unit for testing con- householdl transfers.
sumption theories. The sensitivity of households to long- The domestic real rates of interest and inflation could
term determinants of saving, such as growth and demo- affect decisions about intertemporal consumption and port-
graphic variables, is analyzed hen>, abstracting from fiscal folio composition, but theory cannot predict the direction of
policy issues, which were at the heart of the preceding the effects on household saving. Monetary wealth (which
section. affects liquidity constraints and constitutes consumer wealth)

and foreign saving should depress the rate of household
Household Saving: Empirical Results saving. Finally, while the dependency ratio also reduces

saving, the urbanization variable was added to control for
The specification for the rate of household saving, based on the potential effect of differences in the measurement of
the earlier discussion, is: urban and rural saving, as well as for other structural differ-

s S HT ences in the economies.
(8-7) = (LITP, GITP, [LIP -lITP], -, r, INF, A linear form of the saving equation (8-7) was estimated

T T I using the panel sample and the econometric techniques sum-
( ) (+) (+) () (?) (?) marized briefly in the second section. Tables 8-3 and 8-4

MQM FS summarize the regression results, showing first the results
* FS, DEP, U'RB) with different methods of estimation and then some runs

P I with certain variables excluded.

(-) (-) (?) (?) Four estimation techniques were used-ordinary least
squares (OLS), instrumental variables (IV) for the interest
rate term, a fixed-effects country dummy, and random ef-

where fects. A priori it was expected that fixed effects with IV for
S = household saving the interest rate would be best, and the results in table 8-1
I = household disposable income bore that out.
LIP = the natural logarithm of per capita house- For the IV estimation, the London interbank borrowing

hold disposable income rate (LIBOR) corrected by intemational inflation was used
LITP = the natural logarithm of trend per capita as the instrument for the domestic real rate of interest.0 Line

household disposable income 4 in table 8-3-the fixed-effects estimations with
GITP = the growth rate of trend per capita house- instrumentalization of the real interest rate-thus constitutes

hold disposable income the preferired result. Table 8-4 presents a set of fixed-effects
HT = transfers to households results obtained from omitting some variables.
r = the real interest rate Each of the income variables has a strong positive effect
INF = the inflation rate on household saving rates, which accords with most of the
MQM = money plus quasi-money at the end of the previous studies for developing countries. The growth rate

previous period of trend rer capita disposable income (GITP) has a strong
r = an average of I in the current and previous effect on the rate of household saving in developing coun-

years tries: a 1 percentage point increase in per capita income
FS = foreign saving (the current account growth raises the household saving rate by at least 0.5 per-

deficit) centage points in the sarnple of developing countries used
DEP = the dependency ratio, and here. Faster growth of per capita income over the medium
URB = the urbanization rate. tenn is the best way to raise the rate of private saving, a point

that suggests the presence of a virtuous cycle between growth
and saving.
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Table 8-3. Determinants of Household Saving: Different Estimation Methods
(dependent variable: household sector saving as a percentage of household disposable income)

Independent variables

Beginning
Income Imcome Transfers of period
growth deviation to money and Foreign

Trend rate from household Real quasi-money savings Urban
income (5-year trend (ratio to interest Inflation (ratio to (ratio lo Dependency population
(log) average) (log) income) rate rate income) income) ratio ratio R;

1. OLS 0.03 0.75 0.12 -0.32 -0.10 -0.06 -0.03 -0.32 -0.48 -0.001 0.646
(1.4) (6.2) (0.8) (-1.7) (-0.8) (-0.6) (-1.0) (4.3) (-3.2) (-2.1)

2. Fixed 0.26 0.54 0.30 -0.40 -0.08 -0.14 -0.19 -0.14 0.83 0.0001 0.811
effect (5.4) (4.2) (2.5) (2.1) (-0.7) (-1.5) (-3.1) (-2.8) (2.5) (0.1)

3. Random -0.04 0.70 0.19 -0.38 -0.13 -0.13 -0.06 -0.18 -0.54 -0.001 0.703
effectb (1.6) (5.8) (1.3) (-1.9) (-1.1) (-1.2) (-1.7) (-3.4) (-3.1) (-1.6)

4. Fixed 0.25 0.51 0.27 -0.42 -0.19 -0.23 -0.18 -0.12 0.75 0.0004 0.809
effect (4.6) (3.5) (2.0) (-2.1) (-0.7) (-1.0) (-3.0) (-2.2) (2.0) (0.2)
IV

Note: The t-statistics are in parentheses.
a. Breusch-Pagan test for the absence of individual effects in the errors: = 15.99 (P-value = .00006).
b. Hausman specification test, comparing random effect and fixed effect: = 28.4 (P-value =.002).
Source: Schmidt-Hebbel, Webb and Corsetti (1992).

T'able 8-4. Determinants of Household Saving
(dependent variable: household sector saving as a percentage of household disposable income ')

Independent variables

Beginning
Income Income Transfers of period
growth deviation to money and Foreign

Trend rate from household Real quasi-money savings Urban
income (S-year trend (ratio to interest Inflalion (ratio to (ratio to Dependency population
(log) average) (log) income) rate rate income) income) ratio ratio R2,4

5. Inflation 0.22 0.56 0.26 -0.19 -0.15 - -016 -0.14 -0.56 -0.0004 0.765
rate (3.11) (3.88) (1.77) (-0.73) (-0.54) (-2.26) (-2.70) (1.00) (-0.22)

6. Real 0.26 0.56 0.31 -0.38 - -0.08 -0.18 -0.14 0.87 -0.0001 0.812
income (5.67) (4.43) (2.78) (-2.00) (-1.88) (-3.21) (-3.05) (2.68) (-0.04)

7. Trend - 0.75 0.24 -0.34 -0.13 -0.15 -0.08 -0.14 -0.26 0.003 0.748
income (4.2) (1.5) (-1.4) (-0.4) (-0.6) (-1.2) (-2.2) (-0.8) (1.5)

-- Omitted variable.
Note: The t-statistics are in parentheses.
a. All estimations are with fixed-effect country dummies and instrumental variables for the real interest rate.
Source: Schmidt-Hebbel, Webb and Corsetti (1992).

The deviation of income from its trend level, the proxy current income in reestimating their permanent income lev-
for the business cycle, has a positive influence on the sav- els.
ing rate. Its coefficient is approximately 0.30, however, The (log of the) level of per capita trend disposable
which is significantly lower than the 1.0 coefficient pre- income also plays a significant role in increasing saving, as
dicted by the permanent income theory. The implication is reported in tables 8-3 and 8-4. Saving is a superior good,
that households will save about one-third of each additional over the range of income levels in the present sample, so that
percentage point of current (transitory) income over its it increases by a higher percentage rate than that of (trend)
trend level. This important effect of current income on household income. The high elasticity of the saving rate
consumption probably signals the combined effect of bor- with respect to the per capita level of trend income (around
rowing constraints faced by households and their use of 0.25) suggests that this coefficient should not be used for
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wide out-of-sample extrapolations, since the rate of saving mation does not consider cross-country variation, not much
cannot rise indefinitely with income. Omitting this variable significance was attached to the coefficients on the demo-
with the present sample, as in line 7 in table 8-4, signifi- graphic variables. The rate of urbanization has no discern-
cantly worsens the fit of the regression and affects the coeffi- ible effect on saving. The dependency ratio has widely
cients on other variables that are correlated with income varying effects depending on the specification and estima-
levels-mainly the ratios of monetization, dependency and tion technique.3 2 It was also highly collinear with the growth
urbanization. term for each country, as a result of which both coefficients

The two components of the level of income-trend and were highly unstable.
deviation from trend-have almost identical coefficients.3"
Although the effect of higher curTent income shows up in a Requiremnentsfor Raising Household Saving
higher value for trend income and a higher estimate for trend
growth, temporarily raising income seems to have a rela- The results lead to the conclusion that the measures of
tively weak impact on saving. The reasons might be that income and wealth explain most of the variation in the rates
many households are credit-constrained or that they sharply of household saving. Households save a larger share of their
revise their estimates of permanent income in response to income when that income is higher and is growing faster.
fluctuations in current income. The coefficient on transfers They save less when they start the period with greater liquid
is negative, frequently significant and surprisingly large. wealth, although wealth reduces saving much less than one-
Since transfers are already counted as part of disposable for-one. Table 8-5 calculates the changes in all significant
income, it indicates that households consume on average non-demrographic determinants of saving required to raise
$1.40 more for one additional dolar of transfers. the rate of household saving by I percentage point, based on

The domestic real interest rate has a small, mostly nega- the fixed-effect IV regression with all variables included
tive and non-significant influence- on the rate of household (line 4 in table 8-3).
saving. This result, which confirms most previous studies on To raise the rate of household saving 1 percentage point
the role of interest rates in determining consumption or would require increasing the trend growth rate of per capita
saving, implies either that the income and substitution ef- disposable income 2.0 percentage points. Because the busi-
fects cancel each other out or that liquidity constraints weaken ness cycle has a relatively small influence on the rate of
the effects of intertemporal relative prices. saving, a 3.7 percentage point increase in the ratio of current

Inflation has a negative effect on saving, but the effect is to trend disposable income is required to achieve a 1 per-
not statistically significant. Since the real interest rate and centage point rise in the rate of saving. A 5.6 percentage
the inflation rate are somewhat collinear, they were entered point reduction in the ratio of money to income or a 8.3
one at a time (table 8-4). This approach raises the signifi- percentage point reduction in the current account deficit
cance of inflation to about the 1O percent level (equation 8- (foreign saving) corresponds to a 1 percentage point in-
7), still with the negative sign. Omitting inflation, on the crease in the rate of household saving.
other hand, does not make the effect of the real interest rate
significant. In other words, reducing inflation seems to en-
courage saving, but raising the rate for deposits relative to Table 8-5. Changes in the Determinants of Saving
inflation has no positive effect on saving and might even Required to Raise the Rate of Saving 1 Percentage
discourage it. Point

Monetary assets play a dual role in the specification: The regression results in table 8-3, equation 4, infer that a 1-
first, they constitute a stock variable signalling (inversely) percentage point increase in the rate of household saving in
the extent of domestic liquidity constraints; and, second, developing countries results on average from any of the
they indicate the financial wealth of the households. For following changes:
both reasons monetary stocks were expected to have a nega- 1. Percent change in the level of trend
tive influence on saving. The results show a negative and per capita disposable income 4.0
significant coefficient for the ratio of money to income; it is 2. Percentage point change in the trend growth
around 0.18 in most equations with fixed-effect estimation. rate of per capita disposable income 2.0

Foreign saving acts as a constraint on external liquidity, 3. Percentage point change in the ratio of current
per capita disposable income to the trend level 3.7

although it might not have during the period 1976-81 when 4. Percentage point change in the ratio of household
developing countries had access to foreign lending. Its role transfers to private disposable income -2.4
in boosting private consumption is reflected in the results 5. Percentage point change in the ratio of monetary
obtained here. It had a negative influence on saving-statis- assets to private disposable income -5.6
tically significant but not large. 6. Percentage point change in the ratio of foreign

Because of the short time series for each country and saving to privatc disposable income -8.3
because the fixed-effect (country dummy) technique of esti- Source: Schmidi-1 [ebbel. Webb and Corsetti (1992).
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As many people suspected, inflation may discourage stability of the macroeconomic and financial environment.
saving. The result is at best marginally significant statisti- Reduced domestic budgetary financing requirements con-
cally, but there are few high-inflation observations in the tribute to lower real interest rates or lower inflation, or both.
sample. Higher real interest rates do not encourage saving in Most of the empirical literature shows that real interest rates
the countries in this sample; the coefficient is not statistically have no significant effect on private saving-because either
significant. That real interest rates have no effect on saving the substitution, income and wealth effects of changed inter-
is especially striking given that liquid wealth was controlled est rates cancel each other out or the constraints on liquidity
for. Households with a high level of wealth would be more are pervasive, so that the incidence of changing incentives
likely to reduce their rate of saving in response to increased for the intertemporal allocation of consumption is reduced.
rates of interest because the wealth effect would more likely Inflation is equivalent to a tax levied on the holders of
predominate. base money. As with any other tax on a particular financial

asset, inflation causes a shift in the composition of private
Policy Implications portfolios without necessarily affecting how fast the portfo-

lios grow over time through saving. The results obtained
The rate of saving has risen substantially in many develop- here confirm the latter point-inflation has no significant,
ing countries, and fallen substantially in others, particularly systematic effect on levels of consumption or saving.
in Sub-Saharan Africa since the mid- 1970s and in the highly Temporary declines in income, often associated with
indebted countries since the early 1980s. To raise invest- stabilization programs, normally depress saving more than
ment to levels necessary for desirable rates of growth, these proportionally. This procyclical behavior of saving is far
country groups have to increase their rates of saving sub- less intense, however, than what the permanent income hy-
stantially. In the absence of large flows of foreign lending, pothesis predicts. As a result, the intertemporal smoothing
the required increase in saving will have to come mostly of consumption is far from perfect: liquidity constraints and
from domestic efforts. uncertainty over future income streams seem to account for

Public policies can affect national saving in two ways: the significanL variations of consumption in response to
fiscal policies can change the level of saving by the public temporary fluctuations of income.
sector; and, more indirectly, policy changes can affect the Finally, macroeconomic stabilization reduces the vari-
variables to which private saving is sensitive. The following ability of relative prices and the uncertainty about future
discussion identifies the implications for the effectiveness of policies and key macro variables. While reduced uncertainty
public policies in raising national saving in developing coun- tends to boost investment, it has no clear effect on private
tries that can be drawn from the empirical literature re- saving other than diminishing flight into consumer durables
viewed earlier and from the results of this study as described and foreign capital, an outcome that tends to increase mea-
in the preceding two sections. sured private saving in developing countries suffering from

high instability during the pre-stabilization phase.
Stabilization Policies

Financial Liberalization
Fiscal reform aimed at reducing unsustainable public sector
deficits is normally at the heart of effective stabilization Interest rate controls and credit rationing are common in
programs. Raising public saving is the most direct and pow- many countries. As a result, real interest rates are very low
erful way the public sector can contribute to higher national or negative, and loanable funds are in short supply. Financial
saving, because the private sector will not offset one-for-one reforms often raise real interest rates and contribute to finan-
the increase in public saving. This policy implication rests cial deepening. While higher real interest rates improve the
on the empirical rejection of the Ricardian equivalence hy- efficiency with which resources are used, they do not have a
pothesis in most studies for both industrialized and develop- significant effect on private saving, as discussed above.
ing countries and on the results obtained here. For the sample Financial deepening resulting from deregulation of the fi-
of developing countries, a $1 increase in public saving is nancial sector leads to higher holdings of quasi-monetary
only partially offset by declines in private saving that range and financial assets, which probably results more from real-
between $0.16 and $0.50, depending on how the reduction location within portfolios than from growth of total portfo-
in public saving is achieved (via higher taxes or lower lios. Greater holdings of monetary and financial assets could
current expenditures) and how permanent the private sector reduce the constraints on domestic borrowing, however, and
perceives the change to be. hence lower private saving. The evidence in the present

Fiscal stabilization has additional, indirect effects on studies has mixed implications about the effects of thiese
national saving that stem from the lower requirements for stocks of assets: while these stocks appear to affect some of
domestic financing of the budget deficits, the short-run the consumption functions for the first sample of countries
recessionary impact of stabilization, and the longer term negatively, some of the saving regressions for the second
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sample also show a negative role for holdings of monetary Original variables. The following original variables were
assets. The first sample includes many high inflation coun- obtained from the World Bank ANDREX data base (which
tries, with very variable real money balances. Further inves- compiles data from the United Nations National Accounts,
tigation is needed before a conclusion about the effects of the International Monetary Fund's [IMF] International Fi-
financial deepening on rates of saving can be reached. nancial Statistics [IFS] [various issues, b] and national

sources): total consumption; money and quasi-money; pri-
Inflows of Foreign Capital and Adjustment Lending vate consumption; and GDP and GNP. All variables are

measured at current prices in local currency units.
Inflows of foreign capital tend to reduce private saving, i.e., The following original variables were obtained from the
a fraction of each additional dollar of foreign borrowing World Bank SAVEM database (which compiles data from
finances private investment. The findings obtained here con- the United Nations National Accounts, among other sources):
firm this result, which was also observed by most of the local currency investment; GNS; and GDP. All variables are
earlier literature: in the first sample, consumption is in- measured at current prices in local currency units.
creased by some $0.40 and in Ihe second by only some The source of the nominal interest rate is the IMF IFS
$0.14 for each dollar of foreign lending. data banlc.

It is important, however, not to jump to the conclusion The sources for the operational non-financial public sec-
from this evidence that foreign loans, and adjustment lend- tor deficit (percent of GDP at currentprices) for Latin American
ing in particular, usually worsen the economic performance countries are: Argentina-KiguelandLiviatan(1989)andUnited
of developing countries. The relevant questions are whether Nations Economic Commission for Latin America and the Car-
effective public policies supported by adjustment lending ibbean (ECLAC) Project on Fiscal Policies, Santiago, Chile; and
can raise aggregate saving-even if private or household Brazil, Chile, Colombia, Costa Rica, Mexico, Peru and Venezu-
saving declines in the short run-and whether those policies ela-ECLAC Project on Fiscal Policies.
can increase private saving in the long run. Positive answers The sources for non-financial public sector investment
to these questions hinge on two things: adjustment lending (percent of GDP at current prices) for Latin American coun-
must contribute to increases in pilblic saving by more than tries are: Argentina, Brazil, Chile, Costa Rica and Venezu-
the decline in private saving; and it must contribute to future ela-ECLAC Project on Fiscal Policies; Colombia-inter-
higher growth, which will have a significant impact on nal World Bank data; Mexico-proportion of public invest-
private saving, as discussed next. ment in GDI at constant prices, from Banco de Mexico

(1989) alpplied to the GDI/GDP share at current prices from
Structural Adjustment and Growth Policies the World Bank's ANDREX database; and Peru-propor-

tion of public investment in GDI at constant prices from the
Most empirical studies show thal. per capita income and/or International Development Bank (IDB) (1989, table IX-2, p.
the rate of income growth have significant, high and positive 203) applied to the GDI/GDP share at current prices from
effects on private saving. The results obtained here for house- the World Bank's ANDREX database.
hold saving confirm these findings, showing that both the Addiional country-specific variables for the five non-
level of per capita trend income and its rate of growth Latin Armerican countries were obtained from the following
increase household saving over the relevant low- to middle- sources: Ghana-non-financial public seztor deficit and share
income range of the sample. It implies that higher growth of public investment in GDI from Islam and Wetzel (1990);
will feed back into higher private and national saving and Pakistan-public sector figures from Pakistan Economic
allow for even higher growth. Hence, successful structural Survey; the Philippines-public sector figures from Easterly
reforms need to move countries beyond the initial conditions (1989) (figures were not available for 1980, and it was
of low mobilization of resources and income growth and assumed they were the proportion of GDP that pertained in
into a virtuous cycle of mutually reinforcing saving and 1981); Thailand-public sector figures from Easterly and
growth efforts, as has happened in successful East Asian Honohan (1990) (figures were not available for 1980, and it
countries. was assumed they were the proportion of GDP that per-

tained in 1981); and Zimbabwe-figures for the public sec-
Appendix tor from Schmidt-Hebbel (1990).

Data Sources and Transformationsfor Private Transformed variables. These include current period vari-
Consumption Functions ables, permanent disposable income, permanent public sav-

ing, and inflation and interest rates.
This section discusses the definitions of the variables, the
data sources and the data transformations corresponding to * Current period variables. Public saving in current
the variables in equation (8-2). prices was obtained by subtracting the operational non-
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financial public sector deficit from non-financial public sec- Division of the World Bank. The remaining data-inflation,
tor investment. To obtain private saving, either foreign sav- share of the urban population, dependency ratio, current
ing and public saving was subtracted from GDI or public account balance and money balances--came from the IMF
saving was deducted from GNS. Private disposable income IFS (various issues, b) and Government Finance Statistics
is the sum of private saving and private consumption. (GFS) (various issues, a) and the World Bank's Economic

* Permanent disposable income. For the estimate of and Social Database.
permanentprivate disposable income at current prices (which Household disposable income includes all current re-
is divided by current period private disposable income at ceipts by households less taxes and social security contribu-
current prices in equation 8-3), the first step was to obtain tions. The key question is whether the exclusion of the
real private disposable income by dividing private dispos- retained earnings of (private) corporations owned by house-
able income in current prices (DY) by the GNP deflator. In holds distorts the picture of household decision-making. The
the cases of Brazil, Colombia, Pakistan, Thailand and Ven- household sector already includes all agricultural firms and
ezuela, the next step was to calculate pernanent private firms in informal non-agriculture. Excluding the income of
disposable income in constant prices (real PDYp), accom- private corporations does not affect the results as long as
plished by estimating the 1980-87 deterministic trend. In most of the variation in household income and saving in-
the cases of Argentina, Chile, Costa Rica, Ghana, Mexico, volves households that would not count the corporate in-
Peru, the Philippines and Zimbabwe, the trend was not come and saving as part of their own budget and would not
significant, and real PDY, was therefore defined as the make household saving decisions to offset what was going
sample arithmetic average of the real DY, series. Finally, on in the corporate sector.
permanentprivatedisposableincome(PDY) incurrentprices To calculate the three income variables actually used in
was obtained by multiplying real PDYP by the GNP deflator. the analysis, regressions were run with five-year overlap-

a Penranent public saving. Two extreme alternatives ping series up to and including the current year, regressing
for permanent public saving in current prices (which is the log of household disposable income on time. The esti-
divided by current-period private disposable income in cur- mated value for the current year gives the trend value of
rent prices in equation 8-3) were used for the estimations. current income; the coefficient on time is the trend rate of
The first one is a partial forward-looking option that speci- growth; and the deviation from the estimated value in the
fies expected long-term public saving as an arithmetic aver- current year is the temporary component of income.'
age of actual current and future, public saving levels two To test whether saving out of transfers to households was
periods into the future. The second option corresponds to different from that out of other income, it was included on
static expectations. the right-hand side. Transfers included social security, un-

. Inflation and interest rates. The rate of inflation cor- employment relief and transfers from abroad; they did not
responding to the private consumption deflator was normal- include indirect transfers such as farm price supports or
ized as follows: subsidies that permitted food to be sold at below-market

prices. Since transfers are already counted as part of total
(8-8) INF = (AP,1/P_) 1(1 + A P, /P,l) income, the coefficient on transfers would be zero if' con-

sumption out of that income were the same as other income.
where P, is the private consumiption deflator and A is the A significant negative coefficient would indicate that saving
first-difference operator. out of transfer income was on average less than that out of

The real interest rate (r) was measured ex-post using the other income.
standard Fisher equation: The interest rate is the rate on three-month time deposits.

The inflation rate is the change in the log of the household
(8-9) r = (1 + i) / (1 + AP,/ I / -l) I consumption deflator, going from the year average for the

previous year to the year average for the year subsequent to
the observation. The real interest rate is the difference be-

where i is the nominal interest rate. tween the two.
As a measure of holdings of monetary assets, money

Data Sources for Household Saving Functions plus quasi-money at the end of the previous period was used
as a measure of the liquid wealth available for consumption

The United Nations National Accounts break income and in the current period. To get its real value relative to income,
consumption series into general government and corporate it was divided by the geometric average of nominal dispos-
and household sectors, from which household disposable able income in the current and previous years.
income, household saving and transfers from the general Foreign saving is the current account balance, again as a
government to households were calculated.33 Interest rates share of household disposable income. There are two rea-
came from a data set developed by the Financial Policy sons for believing that foreign saving is exogenous with
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respect to household saving. First, developing countries were mies. Singh (1972) used the inverses of the square root and the
credit-constrained during the bulk of the period; most of the fourth root of the per capita level of income to test hypotheses
countries in the sample were borrowers throughout the pe- about average and marginal propensities to save.
riod, and during the subperiod of freer access to foreign 6. T'here might be some simultaneity bias-high rates of sav-

lendig (196-81) manydeveopingcounty govmment ingand of growth reflect the effect of good investmnent opportuni-
lending (1976-81), many developing country governments ties, which are not fully reflected in the real rates of interest for
restricted the access of the private sector to foreign capital. deposits. Further, with the public sector defined to include aggre-
Second, any endogenous response of capital inflows to do- gate saving, revenues would be expected to adjust more automati-
mestic investmnent would most likely be in the public and cally tc increases in income than to current expenditures. In
corporate sectors, not the household sector. additior, government investment (which counts as saving) might

The two demographic variables in the regression are the be driving both faster growth and higher aggregate saving.
rates of dependency and urbanization. The variables change 7. However, not all holdings of monetary assets have a corre-rates ~~~~~~~~~~~~~~spondirig counterpart in current and permanent flows of income;
little for each country over the observation periods and in the returns on holdings of base money, for instance, are excluded
many cases are not actually known on an annual basis. They from prvate disposable income.
are entered mainly as control variables, and not too much 8. For Ricardian equivalence to hold, the main conditions that
importance should be attached to the coefficient estimates. have to be satisfied jointly are: absence of liquidity constraints;
The dependency ratio is the population below 15 years and equal rates of discount for the public and private sectors; and
above 65 years as a percent of total population. The rate of certainty of the flows of future income, taxes and public sector
urbanization is the share of the population in cities, based on expendilures. For a further discussion of these conditions and for

United Nations dtsurveys of the empirical studies, see Hayashi (1985), Hubbard and
United Natons data; the cut-of-f for city size varies from Judd (1986), Bernheim (1987), and Leiderman and Blejer (1988).
country to country. 9. Montiel and Haque also tested for differences between

public and private discount rates and did not find that they ex-
Notes plained the deviation from Ricardian equivalence.

10. Giovannini (1985) implicitly recognized this point in not-
1. GDS is defined as the difference between GDP and total ing that much of the increase in Korean saving in the late 1960s

consumption, or the difference between gross domestic invest- resulted from the increase in government saving.
ment (GDI) and the trade surplus. The difference between (GNS) 11. Eloth greater purchases of durables and capital flight tend
and GDS, or between GNP or GDP, is the sum of net current to reduce measured private saving, as measured by the official
transfers and factor payments to the rest of the world. Hence, GNS national accounts, without affecting true private saving, defined as
is the difference between GDI anrd foreign saving (the current the total accumulation of private wealth.
account deficit). All variables are measured in current prices in 12. For a comprehensive treatment of the effects of different
domestic currencies. An increase in factor pavments to the rest of sources of uncertainty on saving, see Gersovitz (1988).
the world in relative terms reduces national saving more than 13. A recent error-correction model for U.S. private consump-
GNP. The results are a shrinking of the ratio of GNS to GDP and tion can be found in Bovenberg and Evans (1990).
an increase in the wedge between the latter and the ratio of GDS to 14. First, the use of appropriate exchange rates is required for
GDP. cross-country comparability and estimation. Second, in the case

In figures 8-1 and 8-2, the rates of saving are unweighted of data and estimations on saving, there is no adequate deflator for
arithmetic sample averages. Unweighted averages make sense if obtaining series for saving in constant prices. These two problems
the relevant unit of analysis is the country, the case in most are avoided by specifying ratios instead of levels.
empirical cross-country studies, including that described in this 15. Private consumption is normally measured accurately (see
chapter. Weighted averages are preferable when drawing implica- Bovenberg and Evans 1990). This assertion should be qualified,
tions for the entire sample under study, using, for instance, the however, in the case of underground production leaving the coun-
share of each country's GDP (or GNP) in the corresponding try as unrecorded capital flight (via the underinvoicing of net
indicator for the entire sample. exports or outright smuggling), which tends to finance consump-

2. Collins (1989) discussed data on the private sector or house- tion abroad by holders of flight capital.
holds for some countries but did no: use them in the regressions 16. For a review of the measurement problems with national
for lack of comparability. saving and its components in an international context, see Aghevli,

3. Rossi's data are somewhat flawed in that private income et al. (1990), and foT a discussion of the issues related to the
included the profits of public as well as private enterprises. Thus, measurement of saving in the United States, see Bovenberg and
implicit saving included saving by public sector enterprises. Evans (1990).

4. Several older studies-Singh (1972) and Williamson 17. In a country with a ratio of domestic public debt to GDP of
(1968)-also used data on private saving from the 1950s and 0.5 and an annual rate of inflation of 30 percent, the inflation
1970s, but their theories were traditional Keynesian, which over- component of nominal interest payments is close to 15 percent per
looked many of the issues currently of interest. year, the implication being a corresponding underestimation of

5. Rossi (1988) had first differences of consumption on the left public saving and overestimation of private saving.
side and current income minus past consumption on the right so 18. See Judge, et al. (1988) for a detailed discussion of pooled
that the absolute level of income did not enter explicitly; rather, it cross-section time-series estimators.
was implicitly assumed not to matter in each regression. This 19. Because fitted values for a right-hand variable were used,
approach made sense because he grouped his countries by region the t-statistics obtained from the regression were corrected by
so as to control for level of income, and he put in country dum- using the variance-covariance matrix of the actual (and not fitted)
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values of the independent variables. method, household income was extrapolated back four years prior
20. For a description of the tests described below, see, for to the start of the sample period by using the growth rate of GDP.

instance, Kmenta (1986) and Hsiao (1986).
21. Consider the residuals of a single-intercept OLS model run References
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Comment

Mark Gersovitz Such decompositions may also be useful themselves in pro-
viding information on the nature of shocks so that policy-

Klaus Schmidt-H-lebbel and Steven Webb provide a wide- makers can be ready to respond in offsetting ways.
ranging discussion of saving in poor countries. They present The authors explain some of their results by reference to
evidence on the variation in the rates of saving across coun- a supposed inability of individuals to borrow in these coun-
tries over time and thereby highlight such issues as Africa's tries. For instance, that constraint would help rationalize the
low and falling rates of saving. UJndoubtedly this phenom- finding that private saving does not fall sufficiently to offset
enon must be associated with the perplexing problem of that fully an increase in public saving, or that consumers respond
continent's poor record of growth, so that we are quickly to transitory income as well as permanent income, or that
confronted with issues that need analysis. The authors fol- they do not respond to the rate of interest. However, we
low this overview of national rates of saving with a review really do not have direct evidence on the prevalence of these
of the findings of studies that have investigated the variation liquidity constraints. What is needed are implications of
in those rates. Finally, they present results from two of their credit constraints that are more directly testable at the aggre-
own studies of saving behavior. gate level. Furthermore, an inability to borrow can raise

Their basic conclusion is plausible: the most direct and saving rather than lower it, if individuals have to save up for
sure way to increase national saving is to raise public saving, discrete purchases that they would otherwise buy on credit.
because private saving does not fall sufficiently to offset Finally, if individuals are liquidity-constrained and want to
significantly the increase in public saving. The authors are save little or nothing, it is not at all clear that it is a good idea
able to investigate this issue because they have data on both to force them to increase their saving by, for instance, in-
public and private saving. The results illustrate the benefit of creasing public saving. Here, of course, is an example of a
their emphasis on a disaggregation of rates of saving. very general issue: higher levels of saving do not necessarily

This chapter, although extensive, is not exhaustive: a imply an augmentation in the well-being of the individuals
thorough analysis of saving would be an exceedingly vast in the economy because that increase comes at the cost of
undertaking. Therefore my remaining comments indicate current consumption. After all, saving is not a goal in itself.
some of the directions for further inquiry that are suggested A related set of issues concerns the rate of return that
by this chapter. savers are supposed to get. The rate-of-return variable that

Analysis of saving is complicated by the simple fact that these authors use is an interest rate reported by the IMF, a
saving is a sacrifice of current consumption that is usually rate from the formal financial markets in each country.
thought to be motivated by the expectation of a consequent However, those rates may correspond poorly or not at all to
gain in future consumption. Decisions on saving are there- the rates of return most savers in the economy face. In
fore inherently intertemporal and involve expectations about addition, the interactions between public activity and private
future events. The authors pay attention to these issues, saving through the rate of return may be more complicated
following the traditional distinction between permanent and than the authors suggest. For instance, public expenditures
transitory variables. For instance, they decompose the actual on infrastructure may complement private investment rather
series on income into permanent and transitory components. than substitute for it and thereby raise the rate of return on
An area for further work would be to give more attention to private saving and potentially increase the level of private
this decomposition because the authors use relatively simple saving. This scenario could provide one channel whereby
schemes. increased public saving does not lead to a fully offsetting fall

Furthermore, they carry out the decompositions on such in private saving-private saving is crowded in rather than
variables as income that may be subject to problems of out.
measurement and endogeneity. It would be useful to investi- The authors place considerable emphasis on the decom-
gate some of the underlying variables that cause income to position of saving: national versus domestic and public ver-
change either permanently or temporarily, variables such as sus private. This approach brings to mind another distinction
agro-climatic conditions, intemational commodity prices and on which little information exists in poor countries-that
even the national incomes of the rich countries. These vari- between corporate and personal saving. Policies that in-
ables are less likely to be endogenous and are less ambigu- crease corporate saving may be offset by opposite move-
ously measured, and their own decompositions into perma- ments in personal saving if individuals regard the increased
nent and temporary components may be easier to interpret. corporate saving as a substitute for their own saving.
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Endogenous Growth in Developing Countries
with Government-Induced Distortions

William R. Easterly

Introduction The Endogenous Growth Literature

Economists that work on developing countries have long The endogenous growth literature, following on the work of
argued that the large differentials in growth among these Romer (1986, 1987, 1988 and 1989a), Lucas (1988) and
countries can be explained at least partly by differences in Barro (1989a and 1991), has presented models in which
policies.' Policies that directly distort relative prices and the policies can have significant effects on long-run growth.
allocation of resources-such as tariffs and import quotas, These models variously relax the assumptions of constant
controls on prices and interest irates, and taxes-have in returns to scale (Romer 1986, 1987, 1988 and 1989a; and
particular been singled out to explain the varying perfor- Lucas 1988), the dependence on non-reproducible factors
mance of developing countries (Krueger 1978; and Chenery, (Rebelo 1991), and diminishing returns to each factor (Jones
Robinson and Syrquin 1986). Much empirical evidence has and Manuelli 1990). While much empirical testing of these
accumulated that growth is significantly related to such models remains to be done, the empirical work in this litera-
policies, especially distortionary trade policies.2 However, ture has so far tended to confirm that policy has strong
in the standard neoclassical growth model of Solow (1956), effects on growth (Barro 1991 and Romer 1989b).
distortionary policies affect the level of income and not its The analysis of fiscal policy in the endogenous growth
rate of growth. Assuming the existence of non-reproducible models is of particular interest to the theme of this chapter.
factors, constant returns to scale and diminishing returns to Barro (1989) and Barro and Sala-i-Martin (1990) have dis-
each factor of production, sustaine-d growth will only occur cussed how tax rates can distort decisions on saving and
if there is exogenous technological progress. The long-run reduce growth, while government services financed by those
growth effects of distortionary policies have accordingly taxes can potentially raise private productivity and increase
been questioned (for example, Lucas 1988). It follows that growth. Rebelo (1991) and King and Rebelo (1990) have
distortionary policies are not thait important in explaining similarly shown how differences in tax rates can translate
large differences in income levels (Rodrik 1988). into large differences in growth rates.

The standard neoclassical theory leaves unexplained the
very large differentials in growth across regions, as shown in Distortionary Policies in Developing Countries
table 9-1. As is well-known, per capita growth in East Asia
has been higher by far than that in other countries over the While the. endogenous growth models strongly support the
last two and a half decades, while growth in Sub-Saharan attention paid in the development literature to policies, so far
Africa has lagged badly. A significant set of the poorest these models have not paid much attention to the special
developing countries have failed to grow at all. Countries in characteristics of policies in developing countries. The sa-
the Organization for Economic Co-operation and Develop- lient fact about these policies is that they are associated with
ment (OECD) have outperformed all developing country severe distortions of static resource allocation.
regions except East Asia and the Middle East. This pattern Tax systems in developing countries often have a very
seems contrary to the prediction of the Solow model that narrow base because of widespread tax evasion and the
income levels across countries will converge over time.3 small size of the formal sector.4 Generation of revenue from
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Table 9-1. Growth by Region rules for the allocation of credit imply large subsidies for
(percent) some types of capital and heavy implicit taxes on others. For

Average per capita example, credit for mortgage lending in Turkey was heavily
income growth, subsidized in the early 1980s, so that the borrowers paid

Cowbry grouping 1965-88 highly negative real interest rates, while commercial credits

Low-income 3.1 for other types of loans carried real interest rates as high as
China and India 4.0 50 percent (World Bank 1989b). Heavy reliance on money
Other 1.5 creation in some developing countries-especially in Latin

Middle-income 2.3 America, where inflation has at times exceeded 1,000 per-
Lower 2.6 cent a year--generates large taxes on money balances and
Upper 2.3 disproportionately penalizes activities that are intensive in

High-income 2.3 the use of cash. In all of these cases, transactions continue to
OECD 2.3 take place even when the distortions penalizing them are
Others 3.1 extremely severe.

Low- and middle-income by region In addition, however, a large informal sector has sprung
Sub-Saharan Africa 0.2 up side by side with the formal economy in many develop-
East Asia 5.2 ing countries in response to the distortionary government
South Asia 1.8 policies. de Soto (1987) has convincingly shown how gov-
Europe, Middle East, North Africa 2.4 emment regulation led to a thriving infonnal sector in Peru.
Latin America and Caribbean 1.9 Over half of urban employment in Africa is said to be in the

a. Countries classified by United Naticns or otherwise regarded by their informal sector (World Bank 1989a). The illegal economy
authorities as developing. in Ghana in 1982 was estimated to have been about 32
Source: World Bank (1989b). percent of GDP (Islam and Wetzel 1991). The informal

this narrow base often implies very high tax rates. In Argen- sector often seems to provide a cushion to soften the impact
ina, more than 80 percent of income is said to go unreported of even the most extreme government policies. For example,
(World Bank 1988). In C6te d'Ivoire, employment in the the depredations of the Amin govemment in Uganda caused
formal sector amounts to only 1.4 percent of the population output by the formal sector to fall by 2 percent a year, but the
while the average effective tax rate in the formal sector is 48 traditional sector continued to grow at 3 percent a year
percent [Chamley and Ghanem 1990]). Repeated attempts (Reynolds 1985).
to increase tax revenues from the formal sector have met A particularly interesting case of severely distortionary
with failure, as there is large-scale evasion of taxes. Devel- govemment policy is that of the (formerly) centrally planned
oping countries rely heavily on taxes on international trade, economies of China, the Soviet Union and Eastern Europe.
particularly in Africa, where it amounts to 35 percent of Asshown inEasterly (1991), theirgrowthdoesnotcoimpare
revenues (World Bank 1988). badly withi the rest of the world, although their rates of

The tax systems in developing countries are also charac- investment are much higher.5 This evidence suggests that
terized by Large inequalities in the treatment of different the effects of even severe distortions can be offset by suffi-
types of income. The tax system is used even more than in ciently high rates of saving.
industrial countries to promote a multitude of economic and
non-economic objectives. For example, the tax rate on manu- A Model of Endogenous Growth with
facturing assets in Malawi is '20 percentage points higher Distortionary Policies
than on non-manufacturing assets (World Bank 1988).

There are numerous other ways in addition to taxation in This section presents an endogenous model of growth that
which governments in developing countries intervene that attempts to capture some of the special features of
create large distortions in prices and the allocation of re- distortionary government policy in developing countries. It
sources. Controls on foreign exchange lead to the creation of postulates a model of constant returns to scale in reproduc-
black markets in foreign exchange, where the exchange rate ible capital, as in Rebelo (1991). Capital is broadly defined
is a large multiple of the official one. For example, prior to as both physical and human. Two generic types of capital
the reforms in Ghana in 1983, the black market exchange are considered to produce the single output; the types are
rate was 44 times the official rate (Islam and Wetzel 1991). variously interpreted as imported and domestic capital and
Govemment marketing boards pay prices to domestic pro- formal and informal sector capital. The distortion is defined
ducers of export commodities that are a small fraction of the as any government policy that causes the marginal products
intemational price. Controls on nominal interest rates often of the two types of capital to diverge from static competitive
result in large negative real interest rates, while quantitative equilibrium. The relationship between this rate of distortion
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and growth is then discussed, taking into account both fixed The other interpretation is that two types of capital are
rates of saving and optimal saving behavior. While the formed out of the single domestic output in an autarkic
government plays no productive role in this section, produc- economy. The first type, called formal sector capital, is
tive govemment spending is considered in the following subject to a sales tax at the moment of purchase for invest-
section. Throughout the chapter, it is assumed that the ment. Tlhe second type is informal sector capital, which
economy is insulated from the intemational financial mar- evades the sales tax. The two types of capital can both be
kets, although trade in goods is considered. formed fiom domestic output at zero installation cost. How-

While the model is highly stylized, the results seem to ever, they differ in other characteristics such as location or
give insight into some of the characteristics of developing institutional form of ownership. These characteristics cause
countries discussed above.6 them to enter into production differently and also determine

whether they can be hidden successfully from the tax au-
Production thorities.

Although the analysis is presented in the form of a sales
Equation (9-1) shows the production function for the analy- or imporl tax on type 1 capital (the most common types of
sis: taxation in developing countries), it can be shown that in a

1 steady state a tax on the income from type 1 capital is
(9-1) Y = (y1KP + y2 KP) equivalent.' Thus, the analysis would be the same for a

proportional income tax (on both labor earnings from hu-
man capital and profits from physical capital) that is widely

where but incompletely evaded. The tax is also equivalent to other
Y = output government actions that imply either extra unit costs for
Ki = type 1 capital investment in the formal sector-such as investment li-
K 2 = type 2 capital. censes or other regulatory requirements-or implicit pro-

portional deductions from income, such as government vio-
Output Y is a CES function of Ihe two generic types of lations of property rights. The analysis is the same if differ-
capital, K, and K2, with the elasticity of substitution 1/(p - 1). ent types of capital are subject to differential rates of implicit
Since no fixed inputs enter the production function, sus- or explicit subsidization/taxation, such as would occur with
tained growth is feasible through the accumulation of physi- directed credit schemes or quantitative allocation of foreign
cal and human capital. For simplicity's sake, the population exchange. Thus, this simple set-up captures many of the
is assumed to be fixed throughout the analysis. This type of stylized realities of govemment distortions in developing
production function can be justified as being an asymptotic economies.8

approximation of one in which fixed inputs become less The essential characteristic of this set-up is not who or
important at high levels of income (Jones and Manuelli 1990 what is being taxed, but simply that a wedge is driven
and Easterly 1990). Others have argued that spillovers from between the marginal products of the two types of capital, as
the accumulation of physical and human capital produce a follows:
linear relation between output and capital (Romer 1987). al1J9K
Finally, Rebelo (1991) has shown that all that is necessary (9-2) eT
for sustained growth is a core of capital goods that can be
produced without fixed inputs, as in equation (9-1).

The distortion, measured at exponential ratec, is defined where
as a unit cost associated with investment in type 1 capital Y output
goods. Two alternative real-world interpretations of the capital K = type 1 capital
types and distortions are illuminating (although analytically K2 type 2 capital.
equivalent). First, it is assumed that the economy produces a
single domestic good, with capital made up of imported X is the exponential rate of the sales tax (or tariff) on invest-
goods (KI) and the domestic good itself (K2). Both goods are ment in type 1 capital.8

assumed to be traded, and the economy is assumed to be Profit-maximizing producers will rent the two types of
small in intemational trade. The price ratio of the two goods capital such that equation (9-2) is satisfied. The implication
is thus fixed and can be normnalized at unity. The distortion is the following ratio of type 2 to type 1 capital (denoted B),
rate T is either a tariff on the imported capital good or an derived from equations (9-1) and (9-2):
import quota (defined as the equivalent tariff rate). The l
proceeds of the tariff are assumed to be rebated to the private (93) K
sector in lump-sum form, while the holders of import li- K-
censes receive rents under the quota system. l 1l
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where It is more illuminating to present the relationship be-
B = the ratio of type 2 capital to type 1 capital tween the rate of distortion and growth for plausible param-
K2 = type 2 capital eter values graphically." In figure 9-1, the relationship ap-
K, = type 1 capital. proximates a logistic curve, with flat segments at low and

high rates of distortion. In this simulation, growth asymp-
The distortion t induces more of type 2 capital to be held totically approaches a minimum as the distortion T goes to
than is socially optimal. The elasticity of substitution [l/(p - infinity. Increases in the distortion from zero are not very
1)] determines how strongly the ratio of capital inputs will costly at first but show increasing costs in terms of lost
respond to increases in the distortion. growth as the distortion increases. This pattern is the dy-

The accumulation of the two types of capital, first under namic analog to the well-known static principle of increas-
fixed rates of saving and then under optimal saving behav- ing marginal costs of distortions, which in this case reflects
ior, is considered next. diminishing returns on increased use of type 2 capital.'2 The

reversal of the sign of the second derivative as r increases
Capital Accumulation with F'ixed Rates of Saving reflects the gradual disappearance of type 1 capital. As the

use of type 1 capital approaches zero, the damage caused by
With a lump-sum rebate of tax revenues, the income of the additional increases in distortion becomes slight.
private sector is equal to total output Y. As in the original The finding that the growth rate is always above a certain
Solow model, it is assumed that a fixed proportion, s, of this minimum even as distortion approaches infinity is intu-
income is saved. Since it is assumed the economy is closed itively plausible in light of the country experience discussed
to inflows of foreign financial capital, saving will equal earlier. The possibility of substituting informal capital for
investment in type 1 and type 2 capital goods:10 formal capital could explain why output and growth do not

fall to catastrophic levels even with almost unlimited distor-
(9-4) II + 12 = SY tion of the allocation of resources. This possibility could also

explain why centrally planned economies have been able to
where grow respectably-with finite losses from an arbitrarily large

11 = investment in type I capital distortion, the negative growth effects of distortionary poli-
12 = investment in type 2 capital cies could be offset by sufficiently high increases in saving.
s = saving rate For exarnple, in this simulation, the loss in growth from an
Y = output. arbitrarily large distortion is 5 percentage points, which

could be offset by an increase in saving of 20 percentage
It is assumed that the rate of depreciation of capital (c) is the points. While this increases in saving would impose a severe
same for both types. cost on the population, it is within the range of feasibility.

The growth rate for the economy in a steady state is then The non-linear shape of the growth-distortion relation-
given by the following: ship also has interesting implications for policy reforms. In

Figure 9-1. Distortion and Growth, Alternative
(9 _)(y + y2 BP) P Assumptions

(9-5) g I B -o
0.05

where
g = the growth rate for the economy 0.04
s = saving rate
B = the ratio of type 2 capital to type I capital 0.03
oa = depreciation rate.

It can be shown that growth is unambiguously negatively an
related to the distortion rate . This point is intuitively clear,
given that output for a given level of capital is maximized at 0.01
zero distortion, and equation (9-5) simply represents saving Exogenous saving rate " .-.-
out of output as a ratio to existing capital. This result is the I _ I I
endogenous growth analog to the standard result in the 0 0.5 1 1.5 2 2.5 3 3.5 4
Solow model that a tax on capital will reduce the steady- Tax rate
state ratio of capital to labor and will lower output (see, for
example, Atkinson and Stiglitz 1980). Souroe: Model simulation.
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this model, elimination of small distortions is practically little effect. If it is believed that substitutability is low, there
pointless, since it means just backwards movement along is no point in bothering with small distortions, whereas even
the initial flat part of the curve. Similarly, modest reductions moderate reductions in the large distortions will be effective.
of very large distortions have virtually no impact, since the The benefit of reform in terms of growth is greater the more
tax rate of an activity that is at a very low level has little inelastic the production structure is.
weight.

The elasticity of substitution plays a critical role in this Capital Accumulation with Optimal Saving
analysis. The results just presented will only hold in the case Behavioir
that the elasticity of substitution is strictly greater than one,
the implication being that neither input is essential for pro- This sect6on addresses the implications of optimal saving
duction. (The simulation just presented assumed an elastic- behavior to see how saving responds to distortion. It is
ity of 2.) Figure 9-2 shows the consequences of distortions assumed that identical, infinitely-lived dynasties of produc-
for growth under alternative elasticities of substitution. With ers-consumers maximize the present discounted value of the
an elasticity equal to unity, outpult goes to zero as type 1 utility of Ifuture consumption:
capital is more heavily penalized, since this input is essential 00 ,:
for production. Growth declines asymptotically to the depre- (9-6) 1 e-r' C dt
ciation of the capital stock (-a) without replacement. With 0 1 -
an elasticity equal to 3, on the other hand, growth stays
above a minimum of over 2 percent, no matter how large the where
distortion. C = consumption.

It can be seen from figure 9-2 that the flat part of the Utility is given as an isoelastic function of total consumption
curve at low rates of distortion with inelastic production is C where the intertemporal elasticity of substitution is 1/Ca.
much larger than the flat portion with highly elastic produc- Consumption, C, is given by the excess of income, Y,
tion. The point made earlier about small distortions not over investment spending. The investment in type I capital,
being costly is stronger the more inelastic production is. I,, is taxed at an exponential rate, exp (X), as before."3

Similarly, the flat part of the curve at high rates of distortion
is longer (and the loss in growth smaller) the more elastic (9-7) C = Y - et 1I - 12 + T
production is. Modest reform of large distortions is more
ineffective the larger the elasticity of substitution is. where

To summarize, in this model the reform strategy should C consumption
be affected by assumptions about ilhe substitutability of for- Y output
mal and informal capital. If it is believed that substitutability II investment in type 1 capital
is high, then the focus should be on very large reductions in 12 investment in type 2 capital
the large distortions, since moderate reductions will have T = lump-sum transfers of revenues.

The equalions for the accumulation of capital stocks K1 and
Figure 9-2. Growth and Distortion Alternative K2 are simply:
Elasticities of Substitution (Exogenous Saving Rate)

0.05 (9-8) k1 =1, - aK1
0.04 \

0.03 X=3 and
0.02

0.01 (9-9) k, I,2 - a2

-~0

-0.01 where
O 4.02 _ *- ' * -:~ change

-0.03 _ Elasticity of substitation = I - K, type 1 capital
-0.03 ........- 11 investment in type I capital

K2 type 2 capital
_o.os _ 12 investment in type 2 capital

0 0.5 1 1.5 2 25 3 35 4 45 5 a - depreciation rate.
Rate of distortion

The condition that investment is irreversible is not imposed
Source: Model simulation. explicitly.
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It is straightforward to show that the producer-consumer K, = type 2 capital
solving this maximization problerm will allocate investment r2 = the marginal product of type 2 capital
between the two types such that equation (9-2) continues to a = depreciation rate
hold. That is, X will be equal to the wedge between the r = discount rate
imarginal products of the two types of capital. In a steady B = the ratio of type 2 capital to type 1 capital.
state, both types of investment and capital, consumption and
output will all grow at the same rate, which is given by: The first two terms in this expression are familiar. The first

r 2 - a - r term shows that the propensity to consume out of wealth
(9-10) g = 2 (capital) will increase with the net rate of return if the

0f intertemporal elasticity of substitution is less than one. If this
propensity is equal to one, it will be simply the second term,

where the rate of time preference. The third term in equation (9-12)
g = the growth rate of the economy gives the amount of the lump-sum transfer to consumers
a = depreciation rate from the tax revenues as a ratio to the capital stock. These
r, = the marginal product of type 2 capital revenues are entirely consumed. As the tax rate increases,
r = discount rate. consumption declines because the rate of return falls, and

the income effect is assumed to outweigh the substitution
r2 is given by the following: effect. The decline in consumption is partially offset by the

l l consumption of lump-sum tax revenues, but these do not
(9-11) r2 = 72 (Y1 B 'P + 72 )7 affect the rate of growth, and the lump-sum transfer disap-

pears as the tax rate increases. The increase in saving as a
share of income in response to high levels of distortion

where explains why distortion causes less of a fall in growth in the
B = the ratio of type 2 capital to type 1 capital optimal saving case (given the assumption of the simulation

(equation 9-3). of an intertemporal elasticity of less than one, as supported
by most empirical evidence). As argued in Easterly (1991),

Growth is given by the familiar condition that optimal higher saving in socialist countries could also be a rational
growth of consumption is equal to the difference between response of planners to severe distortions.
the net marginal product of capital and the rate of time If the intertemporal elasticity is greater than one, then
preference times the intertemporal elasticity of substitution. consumption will rise with increased distortion-the substi-
Since the marginal product of type 2 capital goes down tution of present for future consumption outweighs the in-
when type I capital is taxed more heavily, growth is unam- come effect of the higher tax rates. The decline in saving
biguously a negative function of the tax rate . with higher levels of distortion implies a more severe de-

A plot of the growth-distortion relationship for a simula- cline in growth. Small distortions will be even more costly
tion with the same parameter values as before is shown in than in the inelastic endogenous saving case, and the mini-
figure 9-1, which also shows thie relationship under exog- mum rate of growth will be less than in the case of exog-
enous saving behavior."4 As can be seen, the marginal costs enous saving. Thus, the intertemporal elasticity of substitu-
of increased distortion under optimal saving behavior are no tion is as critical in this analysis as the production elasticity
longer increasing. Even small distortions are costly, because of substitution between the two capital types is.
they cause both a decrease in saving and a static loss in
efficiency. However, with endogenous saving, the growth Comparison of the Exogenous and Endogenous
consequences of very large distortions can be less severe Saving Models
than under fixed rates of saving. 'The reason is that the rate of
saving actually increases at high rates of distortion. The exogenous and endogenous models of saving both show

The causes of this outcome are exarnined next. It is that distortions significantly affect growth, a finding that
straight- forward to show that the propensity to consume out means that the effects of policy in endogenous growth mod-
of total capital K, plus K2 is given by: els need not occur through the effect on saving alone. Both

C I r r,(e't -1) models also show that growth will stay above some mini-(9-12) K (r 2 -a)(1- -)+ mum rate if the production elasticity of substitution is suffi-
K, + K, If a 1 +B ciently highi. However, the exogenous saving model implies

that small distortions are not comparatively costly, while
where optimal saving behavior implies they can be very costly

C = consumption indeed."5 It remains an empirical matter to determine which
K. = type 1 capital theory better fits the experience of developing countries.
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Other implications of the optimal saving models, such as iY
Ricardian equivalence, have notbeen supported by evidence (9-15) c = SG (es - 1)
in developing countries."6 The survey of Schmidt-Hebbel ,
and Webb (chapter 7 of this volume) found little empirical where
evidence of a saving response to rates of return or policy KG = government capital
variables in developing countries. However, the data on K, = private type 1 capital
saving in developing countries are so poor that the SG = govemment saving.
endogeneity of the rate of saving rmains an open question.

Given tha,t B is the ratio of type 2 to type 1 capital, which
A Model of Distortionary Taxation, Government continues to be given by equation (9-3), the following ratio
Spending and Growth of output to type 1 capital, denoted X, emerges:

While govemment played no productive role in the previous y F
section, this section looks at the implications of productive (9-16) lov = K =[(y1+y2 P)P +70(s 0(e-))J
government spending financed by the distortionary tax on 1

type 1 capital. A stock of government capital that enters
directly into the production function, meant to represent where
such services as roads, telecommunications, sanitation ser- = the ratio of output to private type I capital
vices, generation of electricity, etc., is considered.1' The K = private type 1 capital
production function for the single domestic output then be- B = ratio of private type 2 capital to private type 1
comes: capital

nFS S = government saving.
(9-13) Y =y(yK' +y2f P + yGKGJ

The growth outcome for exogenous and endogenous rates of
saving is considered next.

where
Y = output Exogenous Saving Rates
K1 = private type 1 capital
K 2 = private type 2 capital It is assumed that any taxes not spent by the government on
K. = public capital. capital accumulation are rebated to consumers. There is no

lending to the public sector by the private sector. In addition,
The two forms of private capital, K, and K,, continue to have it is assumed that use of govemment capital is free and
an elasticity of substitution l/(p - 1.). They are nested within equally dilvided among consumers/producers. This assump-
a larger production function where the elasticity of substitu- tion implies that the rents from government capital accrue to
tion between private and public capital is q. As with the the private sector, not an unreasonable assumption for many
previous production function, this one can accommodate developing countries. The accumulation of private capital is
various interpretations. Public capital could be another use then given by:
of domestic output, or it could be assumed that public capital
isimportedasK, is(but is exemptfrom quotas or tariffs). (9-17) Il + 12 = s lY - SG(el - 1) I1

The accumulation of public capital, IG. is given by an
assumption of fixed saving out of the revenues from taxing where
type 1 capital: 1 = investment in private type 1 capital

i2 = investment in private type 2 capital
(9-14) IG = SG (es - 1) A S = private saving rate

Y = output
where SI government saving.

IG = public investment
SG = government saving
1 = investment in private type 1 capital. The steadly-state rate of growth of output and capital will

then be:
If it is assumed that the rate of depreciation is the same for t- s l 1 B
govemment as for private capital, it immediately follows (9-18) g =) ( +)

that the ratio of government capital to type I capital in a 1 + B + ssG(et - 1)
steady state will be:
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where either too high or too low depending on the relative marginal
g = the growth rate of the economy products of public and private capital.
X = the ratio of output to private type 1 capital It is of interest to see the association between the rate of
Sr = government saving growth and the total amount of public revenue, as shown in
a = depreciation rate figure 9-4. Once again, the overall size of govemnment can
B = the ratio of private type 2 capital to private type be too large or too small. At point A in figure 9-4, the tax

1 capital. rate is zero. Both growth and tax revenues rise strongly as
the tax rate increases, since the additional tax revenue is

Figure 9-3 shows a simulation of the rate of growth as a used to finance the acquisition of productive public capiital.
function of the tax rate for plausible parameter values.'8 Growth reaches a maximum at B, at which point the positive
There is now an upward-sloping portion of the growth-tax contribution of public capital to growth just offsets the nega-
rate relation. As tax rates are increased from zero, the mar- tive effect of the tax distortion. From B to C, further in-
ginal product of public capital is very high, outweighing the creases in tax rates lead to a trade-off between tax revenues
distortionary effect of the collection of tax revenues. How- and growth-they continue to boost revenue (and public
ever, as more public capital is accumulated, diminishing capital) but at the expense of a distortion severe enough to
returns set in, while at the same time successive increases in reduce growth. At C, tax revenue as a ratio to output reaches
the tax rate worsen the effect of the distortion on the accu- the maximum as of the Laffer curve. From that point on,
rnulation of private capital. At some point further increases increases in the tax rate are counterproductive in terms of
in the tax rate will lower the rate of growth. From that point both revenue and growth-revenue declines because the
on, the behavior of the growth-distortion relation is similar situation is on the "wrong" side of the Laffer curve, and
to that in the first model. Growth holds above a certain growth declines because of the effect of the distortion. At
minimum if the elasticity of substitution is sufficiently large, point D, there is convergence to a minimum rate of growth
just as in the model without govemment. However, this at which tax revenue and the use of both K, and KG are
result also requires that the elasticity of substitution between arbitrarily close to zero.
public and private capital be greater than one. In other To the extent that this model captures reality, figure 9-4
words, none of the inputs into the production function can be suggests caulion when attempting to estimate the empirical
essential for this result to obtain. correlation between growth and the size of government (as

In this model, the effect of excessively high tax rates on measured by either revenue or spending). If countries are
growth is potentially more severe, since not only do they assumed to have similar tax structures but different tax rates
distort production, they could also cause movement to the that are distributed randomly along the curve, estimates of
down side of the Laffer curve and cause public revenue and the relationship could be positive or negative. The absolute
investment to decline. The growth outcome also depends value of the coefficient on the size of government iin a
crucially on the share of public revenue, sG. allocated to growth regression could range from zero (at point B) to
capital spending. Since sG determines the reallocation of infinity (at point C). Even the interpretation of the coeffi-
saving from the private to the pubilic sector, this share can be cient is ambiguous. Both the segments AB and CD imply a

Figure 9-3. Tax Rates and Growth, Figure 9-4. Tax Revenue and Growth,
Alternative Assumptions Exogenous Saving Rate

0.1 0.045 - c

Exogenous saving ralle
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0
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Source:Model simulavon. Source:Model simulation.
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positive relationship, but for much different reasons-the Thegrowthratewillagainbegivenbyequation (9-10-
former because hikes in the tax r ate increase both growth the difference between the marginal product of type 2 capi-
and revenues and the latter because hikes in the rate decrease tal (net of depreciation) and the rate of time preference times
both. Causation is also problemalic since both tax revenue the intertemporal elasticity of substitution. The marginal
and growth are endogenous. product of type 2 capital is now given by:

To try to pin down where governments might wind up ' l

on figure 9-4 is a task for theorists of political economy. (9-21) 1"2 = X'-(7 1 + py2BP)P y2BP
Benevolent growth-maximizing governments would tend
to cluster around B. (As Barro 19B9a pointed out in a simi-
lar context, if a regression between growth and size of where
government is estimated from such a sample, the erroneous r, = the marginal product of private type 2 capital
conclusion would be reached that there was no relationship X = the ratio of output to private type 1 capital
between the two.) The Buchanan-type patronage-maximiz- B = the ratio of private type 2 capital to private type
ing state would move more toward point C (but not all the 1 capital.
way if it also valued future patronage, which will increase
with higher growth). In general, a rational state valuing The resulting relationship between the rate of growth and
some mixture of patronage and growth would be found in the rate of taxation was shown in figure 9-3. As in the case of
seg-ment BC, which could expLain the negative relation- exogenous saving, initially the relationship is positive be-
ship found in the empirical work. However, there are ex- tween taxes and growth, where the benefit of more tax-
amples from the literature on the ipolitical economy of irra- financed government capital outweighs the distortionary ef-
tional outcomes from game-theoretic interactions between fect of thie tax. However, the maximum rate of growth is
factions or coalitions that could result in governments fall- reached at a much lower tax rate, and the maximum rate is
ing along the AB or CD segments (Findlay 1989 and Hag- itself much lower, than in the case of exogenous saving.
gard 1989). With an intertemporal elasticity of less than unity, as in this

simulation, the minimum rate of growth is higher than under
Optimal Saving Behavior, Government Spending exogenous saving (as in the previous model).
and Growth

Empirical Results
With optimal saving behavior, consumers-producers are again
assumed to maximize the sum of intertemporal utility (equa- The absence of good measures of distortion hamper the
tion 9-6). Consumption C is still constrained by: testing of the relationship between the rates of distortion and

growth. The lack of comprehensive data on the accumula-
(9-19) C = Y - e' 1 - 12 + T tion of human capital is also a problem. This secton presents

some attempts to measure fiscal variables and distortions
where crudely t) test their cross-section relationship to growth,

C = consumption with the sample limited to developing countries. Although
Y = output cross-section regressions are subject to problems of interpre-
I, = investment in private type 1 capital tation and causation, they are a useful device in identifying
12 = investment in private type 2 capital empirical associations in the data that roughly correspond to
T = lump-sum transfers of revenues to consumers. long-run steady-state behavior."9

In the first regression presented here (appendix I pre-
Consumers will take lump-sum transfers as given, but they sents the results), the rate of growth of gross output (Y6588)
are given by: is regressed on the ratio of investment to GDP (IY6588), the

growth rate of the labor force (LFORCE), the change in the
(9-20) T = (1 - sG) (et - 1) ', share of exports in GDP over the sample period (DIFEXP),

and the share of government consumption in GDP (GY6588).
where The export share variable is a rough measure of whether the

T = lump-sum transfers cf revenues trading system is open, a calculation that is intended to
SG = government saving capture the existence or absence of large implicit or explicit
I, = investment in private type 1 capital. taxes on imports. The share of govemment consumption in

GDP conresponds to the portion of govemment revenue
Consumers are assumed to be so small relative to the total collected that does not go to capital accumulation (although
economy that they do not take into account the contribution some revenue may support the accumulation of human capi-
their taxes make to public capital. tal). Dumrmies for Africa and Latin America that other schol-
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airs have reported were also tested. As shown in regression Appendix 1. Results of the Regressions and
B, "openness" (DIFEXP) emerges as having a significant Definitions and Sources of the Variables
positive effect on growth, while government consumption
has a significant negative effect. This regression instruments The Results
for the rate of investment because of possible simultaneity.
When the change in the share of exports is also instrumented The following regression tables present the results of regres-
(regression C), it becomes significant only at the 10 percent sions A through F. The variables are defined in the section
level. The dummy variable for Latin America is marginally following the tables.
significant, but not the dummy variable for Africa.

The export share variable is vague as a test of import A. Ordinary least-squares/dependent variable is Y6588
distortions. Another alternative involving a direct subjective (nunber of observations: 70)

classification of countries as "inward-oriented" (from World Standard 2-tail
Bank 1987), with a dummy variable for those countries, was Variable Coefficient error T-statistic significance

also tested. Further, a dummy variable for countries with Constant 1.4666681 1.1305687 1.2972835 0.199
distortionary controls on interest rates, defined as those coun- IY6588 0.1091513 0.0353577 3.0870592 0.003
tries in which real interest rates were less than -5 percent LFORCE 1.1792242 0.3092298 3.8134240 0.000
(from Gelb 1989), was tested. As shown in regressions D, E DIFEXP 0.0595169 0.0180365 3.2997982 0.002
and F, both these dummy variables are highly significant. GY6588 -0.0977830 0.0441492 -2.2148313 0.030
Trade and financial distortions each cause a loss of growth LADUM -1.9046779 0.5996525 -3.1763026 0.002
of about 1.5 percentage points on average. The government
consumption variable is still negative and close to being R2 0.471407 Mean of dependent
significant at the 5 percent level. These results suggest that Adjusted R2 0.421065 variable 4.149281

Standard error of Standard deviation of
distortions have a strong effect on growth, as predicted by regression 1.730117 dependent variable 2.273843
the theoretical model. However, the effect is small enough Durbin-Watson Sumn of squared
to be within the bounds predicted by the model, with a statistic 1.673639 residual 188.5783
production elasticity greater than one. Log likelihood -134.0113 F-statistic 9.364044

Conclusions B. Two-stage least-squares/dependent variable is Y6588
(number of observations: 69)

The stylized model in this chapter shows how government- Standard 2-tail
induced distortions can affect the rate of growth in an endog- Variable Coefficient error T-statis.ic significance
enous growth model, both with and without effects on sav- Constant -0.7011407 1.8319876 -0.3827213 0.703
ing. The results suggest that predicting the effect of distor- IY6588 0.2294921 0.0897952 2.5557277 0.013
tions on growth depends a great deal on structural param- LFORCE 1.0133875 0.3491735 2.9022459 0.005
eters and initial conditions, especially the elasticity of substi- DIFEXP 0.0529485 0.0216968 2.4403774 0.018
tution of different types of capital, the intertemporal elastic- GY6588 -0.1241806 0.0599143 -2.0726352 0.042
ity of substitution, the rate of government saving and the LADUM -1.3148390 0.7889153 -1.6666415 0.101
level of government capital. Government saving and the AFDUM -1.0501771 0.6737135 -1.5587887 0.124
collection of tax revenue can both be either too large or too R2 0.386402 Mean of dependent
small. Adjusted R2 0.327022 variable 4.166158

While this model is too simple to afford detailed policy Standard error of Standard deviation of
advice, it suggests some basic principles. The policy-maker regression 1.875392 dependent variable 2.286081
should attempt to identify aad move along the steeply-sloped statistic 1. 6Sumr of squared 218.0598
portion of the growth-distortion relationship. In the exog- Log likelihood -137.6046 F-statistic 6.507238
enous saving model, this finding means ignoring small dis-

. ' ' . . . . ~~~Instrument list: C LFORCE DIFEXP GY6588 LDUM AFDUM
tortions and making large reductions in very significant PRIM AGL URBPOP IET RIOr CIVLIEB
initial distortions. With endogenous saving, even small dis-
tortions can be costly, but it continues to hold that small
changes in large distortions have a minimal effect on growth.
Since policy reform is so politically costly, it would be
unfortunate if policy-makers expended political capital on
partial reforms whose long-run effects on growth are likely
to be disappointing.
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C. Two-stage least-squares/dependent variable is Y6588 E. Two-stage least-squares/dependent variable is Y6588
(number of observations: 32) (number of observations: 23)

Standard 2-tail Standard 2-tail
Variable Coefficient error T-statistic signifcance Variable Coefficient error T-statistic significance

Constant 2.4672395 1.2716152 1.9402407 0.064 Constant 3.6112415 1.4910847 2.4218889 0.027
IY6588 0.1468687 0.0722230 2.0335452 0.053 IY6588 0.1834878 0.0383169 4.7886956 0.000
LFORCE 0.8796042 0.3364464 2.6143958 0.015 LFORCE 0.2450439 0.3235372 0.7573901 0.459
DIFEXP 0.0540633 0.0303997 1.7784154 0.088 GY6588 -0.1746110 0.0886146 -1.9704534 0.065
GY6588 -0.2252280 0.0962568 -2.3398655 0.028 TDUM -1,5457438 0.4670607 -3.3095139 0.004
LADUM -1.3188960 1.0736029 -1.8265540 0.080 FDUM -1.7120726 0.5015859 -3.4133189 0.003
AFDUM -0.8222876 1.0736029 -0.7659141 0.451 20.816066 Meanofdependent

R 2 0.648085 Mean of dependent Adjusted It2 0.761967 variable 4.299200
Adjusted R2 0.608266 variable 4.16124 Standard error of Standard deviation of
Standard error of Standard deviation of regression 1.027550 dependent variable 2.106128
regression 1.206383 dependent variable 1.927478 Durbin-Waitson Sum of squared

Durbin-Watson Sum of squared statistic 1.866252 residual 17.94961
statistic 1.319851 residual 36.38400 Log likelihood -29.78444 F-statistic 15.08485

Log likelihood -47.46033 F-staitistic 9.022545 Instrunent list: C LFORCE GY6588 TDUM FDUM AFDUM

Instrument list: C LFORCE DIFEXP GY6588 LADUM LADUM PiRIM AFL URBPOP IET RIOT CIVLIB
AFDUM PRIM AGL URBPOP IET RIOT CIVLIB RERSD
TDUM F. Two-stage least-squares/dependent variable is Y6588

(number of observations: 22)
D. Ordinary least-squares/dependent variable is Y6588 Standard 2-tai
(number of observations: 23) Variable Coefficient error T-statistic significance

Standard 2-tail Constant 4.0297392 1.7968652 2.2426497 0.039
Variable Coefficient error T-statistic significance 1Y6588 0.1762197 0.0395366 4.4571276 0.000

Constant 3.7031913 1.4793810 2.5032032 0.023 LFORCE 0.2335276 0.3510087 0.6653043 0.515
IY6588 0.1739718 0.0345686 5.0326492 0.000 GY6588 -0.1799308 0.0916823 -1.9625468 0.067
LFORCE 0.2578677 0.3220675 0.8006636 0.434 TDUM -1.8116901 0.7165778 -2.5282533 0.022
GY6588 -0.1667834 0.0873915 -1.9084638 0.073 FDUM -1.7394032 0.5636737 -3.0858338 0.007
TDUM -1/5575002 0.4655863 -3 .3452451 0.004 112 0.810246 Mean of dependent
FDUM -1.7311805 0.4993963 -3.4665463 0.003 Adjusted R1 0.750948 variable 4.357849

R 2 0.816882 Mean of dependent Standard error of Standard deviation of
Adjusted R2 0.763024 variable 4.299200 regression 1.066162 dependent variable 2.136381
Standard error of Standard deviation of Durbin-Watson Sum of squared
regression 1.025268 dependent variable 2.106128 statistic 1.965986 residual 18.18724

Durbin-Watson Sum of squared Log likelihood -29.12310 F-statistic 13.66397
statistic 1.878833 residaal 17.86996 InstrUment List: C LFORCE GY6588 FDUM1 AFDUM

Log likelihood -29.73329 F-statistic 15,1625 LADUM PRIM AGL URBPOP JET RIOT CIVLIB RERSD

RIR

Definitions and Sources of the Variables data from the Bank Economic and Social Da-
tabase (BESD).

The data are for the time period 1965-87 (and 1988 if the LFORCE - average annual rate of growth of the popula-
data were available) unless otherwise specified. tion of working age (15-64), 1965-85, for the

full sample. The data are based on the World
Variables. Development Indicators, World Bank (1987,

p. 264).
Y6588 = average annual rate of growth of GDP, calcu- GY6588 government consumption as a share of GDP,

lated by regressing the log of GDP (in con- average 1965-88, for the full sample. The data
stant 1980 prices) for the full sample against are from BESD, the World Bank database.
time. The data on GI)P are from the World DIFEXP average share of exports (exports of goods
Bank database. and non-factor services) in GDP for the last

IY6588 = gross domestic investment as a share of GDP, five years of data (1982-87/1983-88) minus
1965-88, average for the full sample, with the average share of exports in the first five
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years (1965-70), for the full sample. The data categories 1-3). The information is based on
are from the World Bank database. Gastil's index of civil liberties and freedom

PRIM = primary school enrollment as a percent of the (Barro 1991).
school-age population in 1965, for the full
sample. The data are from the World Devel- Appendix 2. Country Classifications and Samples
opment Indicators (World Bank 1988, pp. 280-
81). Country Classifications

AGL = percentof the labor force in agriculture, 1965,
for the full sample. The data are from the The dummy variable used as an indicator of trade distortion
World Development Indicators (World Bank is based on the trade policy classification in the World De-
1988, pp. 280-81). velopment Report 1987 (World Bank 1987), which uses the

URBPOP = urban population as a percent of the total effective rate of protection, the use of direct controls such as
population, 1965, for the full sample. The data quotas and import licensing schemes, the use of export in-
are from the World Development Indicators centives and the degree of overvaluation of the exchange
(World Bank 1988, pp. 284-85). rate. In determining the classification for the entire period

RERSD = real exchange rate standard deviation. The (1965-88), the period from 1973-85 is weighted more heavily
calculations are based on data on the real ex- than that from 1963-73 because of its longer time span.
change rate of Country Economic Department, The classification used here is as follows:
Macroeconomic Adjustment and Growth
(CECMG) of the World Bank. Strongly outward-oriented

Hong Kong (HKG) Korea (KOR) Singapore (SGP)
Dumny variables.

Moderately outward-oriented
AFDUM = dummy variable For African countries-1 if Brazil (BRA) Chile (CHL) Israel (ISR)

the country is African, zero otherwise. Malaysia (MYS) Thailand (THA) Tunisia (T'UN)
LADUM = dummy variable for Latin American coun- Turkey (TlIR) Uruguay (URY)

tries-I if the country is Latin American, zero
otherwise. Moderately inward-oriented

TDUM = dummy variable for trade policy distortions- Cameroon (CMR) Colombia (COL) Costa Rica (CRI)
1 if the country is inward-oriented, zero other- C6te d'lvoire (CIV) El Salvador (SLV) Guatemala (GTM)
wise. The country classifications are based on Honduras (HND) Indonesia (IDN) Kenya (KEN)
World Bank (1987, Annex 3). Mexico (MEX) Nicaragua (NIC) Pakistan (PAK)

FDUM = dummy variable for the financial policy dis- Senegal (SEN) Sri Lanka (LKA) Yugoslavia (YUG)
tortions-1 if the real interest rate is less than -
5 percent, zero otherwise. This variable is based Strongly inward-oriented
on World Bank (1989b). The data for 1965-85 Argentina (ARG) Bangladesh (BGD) Bolivia (BOL)
are from Gelb (1989). Burundi (BDI) Ethiopia (ETH) Ghana (GHA)

IET = dummy variable for irregular executive trans- India (IND) Madcar (MDG) Nigeria (NGA)
fers (e.g., military coup) for the period 1958- Peru (PER) Sudan (SDN) Tanzania (TZA)
77-1 if there was more than 1 irregular ex- Zambia (ZMB)
ecutive transfer, zero otherwise. The inforna-
tion is from Barro (1991) (originally collected Some countries changed classification between the two
by Taylor and Jodice). periods. Cameroon, Colombia, Costa Rica, Cote d'[voire,

RIOT = dummy variable for riots between 1958 and Guatemala and Indonesia moved from the moderately out-
1977-1 if there were more than 25, zero ward-oriented classification in 1963-73 to the moderately
otherwise. The information is from Barro inward-oriented classification in the 1973-85 period. Tuni-
(1991) (originally collected by Taylor and sia moved from moderately inward-oriented to moderately
Jodice). outward-oriented. Chile, Turkey and Uruguay moved from

CIVLIB = dummy variables for civil liberties-I for po- strongly inward-oriented to moderately outward-oriented.
litical systems in which full democratic elec- Finally, Bolivia, Madagascar and Nigeria moved from mod-
tions are blocked constitutionally or have little erately inward-oriented to strongly inward-oriented. (For
significance in determining the distribution of further delail, see World Bank 1987, pp. 82-83.)
power through those that are tyrannies (Gastil's The financial distortion dummy was based on a classifi-
categories 4 through 7), zero otherwise (Gastil's cation of the real rate of interest. Positive real interest rates
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are greater than zero; moderately negative rates are between Intersectivon of Trade Policy Sample and Financial Policy
O and -5 percent; and strongly negative rates are less than -5 Sample
percent. The classification is as follows:

Argentina Malaysia Sri Lanka

Moderately Strongly Brazil Mexico Tanzania
Positive negative negative Chile Nigeria Thailand

Chile (CHL) Brazil (BRA) Algeria (DZA) C6te d'Ivoire Pakistan Tunisia
India (IND) C6te d'Ivoire (ICIV) Argentina (ARG) Ghana Peru Turkey
Korea (KOR) Indonesia (IDN) Ecuador (ECU) India Philippines Uruguay
Malaysia (MYS) Malawi (MWI') Ghana (GHA) Indonesia Senegal Yugoslavia
Singapore (SGP) Morocco (MAR) Jamaica (JAM) Koreai Singapore Zambia
Sri Lanka (LKA) Pakistan (PAK) Mexico (MEX)
Thailand (THA) Philippines (PHL) Nigeria (NGA)

Portugal (PRT) Peru (PER)
Senegal (SEN) Sierra Leone (SLE) Notes
Tunisia (TUN) Tanzania (IZA)
Uruguay (URY) Turkey (TUR) 1. This chapter is a substantially revised version of a paper that

Yugoslavia (YUG) appeared earlier as NBER Working Paper No. 3214. I am grateful
Zaire (ZAR) for the ccmments of Stanley Fischer, Robert Barro, Rudiger
Zambia (ZMB) Dombusch, Sergio Rebelo, Michael Gavin, Bela Balassa, Ricardo

See Gelb (1989) and World Bank (1989b) for further detail. Martin, Deborah Wetzel, Surjit Bhalla and participants in semi-
nars at the World Bank and in the NBER Growth Workshop,
October 1990.

Full Country Sample 2. See Easterly and Wetzel (1989) for a survey.
3. The literature analyzing convergence has found evidence of

Note that in any given regression the number of observa- convergencae among rich countries but in general not on a global
tions may be less than the full sample size because of miss- scale(Rorner 1986, Baumol 1986, DeLong 1988, Barro 1991, and
ing data: Barro and Sala-i-Martin 1989).

4. See World Bank (1988) for a general discussion of tax
systems in developing countries.

Argentina Haiti Pakistan 5. This statement ignores the issue of whether those countries
Benin Honduras Panama measured their growth accurately.
Bolivia Hungary Panua New Guinea 6. The model was applied to socialist countries in Easterly
Botswana India Paraguay (1991).
Brazil Indonesia Peru 7. Atkinson and Stiglitz (1980, p. 237) noted this equivalence.
Burkina Faso Iran Philippines 8.The iodel differs from the seminal analysis ofBarro (1989a)

in focus on the distortionary nature of taxation and the existence of
Burundi Israel Portugal an infonnai sector in this model, as well as in the generalization to
Cameroon Jamaica Rwanda non-tax distortions. The present model thus adds an element of
Central African Rep. Jordan Senegal intratempo:ral distortion of resource allocation to the intertemporal
Chad Kenya Somalia distortion discussed by Barro.
Chile Korea South Africa 9, If income from type 1 capital is being taxed, then the
China Lesotho Sri Lan income tax rate t equivalent to the exponential sales tax X is t = 1 -
Colombia Madagascar Sudan exp (-t).

10. The analysis would be the same if there were exogenous
Congo Malawi Syria capital flows such as foreign aid or official lending that permitted
Costa Rica Malaysia Tanzania a trade deficit, or if the economy was subject to exogenous credit
Cote d'Ivoire Mali Thailand rationing in the international markets. Few developing countries
Dominican Republic Malta Togo have fully cipen capital markets. In any case, consideration of the
Ecuador Mauritania Trinidad & Tobago effects of such openness is beyond the scope of this chapter.
Egypt Mauritius Tunisia 11. The parameter values are s = .2, a = .05, y, = 2 = .5, and p
El Salvador Mexico Turkey = .5. Sensitivity testing confirms that the shape of the function is
Ethiopia Morocco Uruguay the same for altemative values except for p, as noted in the text.

12. For example, a study of the Philippines found sharply
Fiji Nicaragua Yugoslavia increasing static costs for successive increases in the rates of
Gambia, The Niger Zaire taxation of imports (World Bank 1988).
Ghana Nigeria Zambia 13. The variable T is the lump-sum transfer, ex-post equal to
Guatemala e'l, but trea-ed by the consumer as fixed.

14. The additional parameters for the simulation are sigma= 7
(intertemporal elasticity = .14) and r = .1. The sensitivity of the

172



Endogenous Growth in Countries with Government-Induced Distortions

results to these parameters is discussed below. and Challenges. Washington, D.C.: World Bank.
15. This result is similar to those in King and Rebelo (1990), Easterly, William, and Deborah Wetzel. 1989. "Policy Determi-

which found that small differences in tax rates could have major nants of Growth: Survey of Theory and Evidence." World
consequences in an optimal saving model, even without the static Bank, Policy, Platning and Research (PPR) Working Paper
distortions considered here. Note that if the intertemporal elastic- Series WPS 343. Washington, D.C.
ity of substitution equals one (log utility), the propensity to con- Findlay, Ronalid. 1989. "Is the New Political Economy Relevant
sume capital will not respond to rates of return. However, the to Developing Countries?" World Bank, Policy, Planning and
share of consumption and saving in incomne will still be affected Research (PPR) Working Paper Series WPS 292.. Washing-
by the rate of distortion, in contrast to the Solow model. ton, D.C.

16. Haque and Montiel (1987) found that Ricardian equiva- Gelb, Alan. 1989. "A Cross-Section Analysis of Financial Poli-
lence was rejected in 15 out of 16 developing countries they cies, Efficiency and Growth." World Bank. Washington, D.C.
tested. Haggard, Stephan. 1991. "Iflation and Stabilization," 23349. In

17. Aschauer (1989) and Shah (1988) found that public capital Gerald M. Meier (ed.), Politics and Policy Making in Devel-
spending in the United States and Mexico, respectively, had pro- oping Coantries. San Francisco, Calif.: ICS Press. 23349.
ductive effects. Barro and Sala-i-Martin (1990) considered differ- Haque, Nadeem Ul, and Peter Montiel. 1987. "Ricardian Equiva-
-nt ways in which government spending could enter the produc- lence, Liquidity Constraints, and the Yaari-Blanchard Effect:
tion function, only one of which is addressed here. Tests for LDCs." Mimeo. International Monetary Fund. Wash-

18. The parameter values are the same as in the previous ington, D.C.
sinulations. The new parameters are rl= .5, ,y =.5, and SG = *5. Islam, R., and D. Wetzel. 1991. "Macroeconomics of the Public

19. The empirical results in this section are taken from East- Sector Deficit: The Case of Ghana." World Bank. Washing-
erly and Wetzel (1989). ton, D.C.
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Comment

Robert J. Barro c = per capita consumption
a = the magnitude of the elasticity of marginal util-

William Easterly's study presents interesting theoretical and ity with respect to c (1/a is the inter-temporal
empirical analyses related to tlhe effects of government- elasticity of substitution for c)
induced distortions and expenditures on economic growth. I r = the after-tax real interest rate and
will discuss aspects of the theoretical models and then present p = the rate of time preference (denoted as r by
somc. empirical results to supplement the findings in this Easterly).
chapter.

Easterly presents two kinds of models: one relies on The right-hand equality in equation (9-C-1) reflects house-
exogenous, constant rates of saving; and the other assumes hold preferences as discussed above. The left-hand equality
privately optimal saving by representative, infinitely-lived applies in the steady state when output and consumption
households/producers. The partic ular model of optimal sav- grow at the same rate.
ing used in the study, although stundard in the growth litera- In this model, the impact of government distortions and
ture, can be criticized for ignoring uncertainty, distributional expenditires on the steady-state rate of growth, y, reflects
effects, imperfections in the capital market, finite-life effects the effects on r. Easterly assumes that production involves
and so on. However, it is hard to regard a fixed rate of saving two types of capital inputs. The first type is taxed or regu-
at an arbitrary level as an interesting alternative. lated, whereas the second is not. Because the relative prices

The most important implication of optimal saving seems of all goods are fixed (say, at unity), the rate of return r
to be that for people to be willing Lo defer consumption from equals the marginal product of the taxed good. A higher tax
the present to the future, they hav, to be compensated in the rate induces substitution from the taxed to the untaxed input
form of a higher (expected) after-tax real interest rate, r. This and thereby reduces the marginal product of the untaxed
property is likely to be robust to many changes in the frame- good. It follows that r declines and that, as it follows from
work, such as the omissions just mentioned. The property is equation (9-C- I), the rate of growth, y, declines.
also important in studying growth because it implies a posi- In a later section, Easterly allows government infrastruc-
tive association between r and the rate of growth of per ture to have a positive impact on the marginal products of
capita consumption. (The standard model, used by Easterly, the two types of private capital. In this case, an increase in
also implies that this relation is not affected by shifts in the the government's investment in infrastructure, when financed
level of per capita consumption.) In a steady state, output by the distorting tax on type I capital, has offsetting effects
and consumption grow at the same rate. Therefore, for given on the marginal product of type 2 capital. If government
preference parameters, the optimal saving model implies infrastructure is small, the first effect tends to dominate so
that the real interest rate and the per capita growth rate are that r andy initially rise with an expansion of government. In
positively correlated across steady states.' the case of a larger government, the distortion effect domi-

In the class of optimal saving models that Easterly con- nates, so the r and ydecline as the govemment gets bigger. It
siders, the key relation can be written as is also possible to go beyond the peak in the Laffer curve so

-n,, lthat a higher tax rate means lower growth and less govern-
(9-C-1) r2 = X`7(y, + yzBP)j y2BP-' ment revenue (possibly even as a share of output). In most

cases, however, rational governments do not operate in this
where range.

y = the steady-state rate of growth of per capita The eftects are similar in my model (Barro 1990), which
output assumes a single type of capital with constant retums (the
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"Ak model") and a proportionate tax rate on the income GDP (Barro 1991, table 1). If government consumption
from capital. For a given margyinal product of capital, a enters into household utility, then this result is predicted by
higher tax rate has a negative effect on the after-tax rate of the model of benevolent govemment.
return, r, and, hence, a negative effect on the rate of growth, I have also considered the dictator version of public
y. Again, a direct effect of govemment services on the spending within the Ak model with non-productive govem-
marginal product of capital offsets the tax distortion. ment spending. The dictator is assumed to have the same

An interesting question in this type of model is the forrn of preferences as that of the representative household.
predicted relation between the rate of growth and the share Although the dictator cares only about own utility, he or she
of various types of govermnent expenditures on GDP. The cares indirectly about economic growth because it expands
difficulty is that the correlation depends on the theory of the pie that he or she can tax later on. It turns out that an
government as well as the model of the private economy. At improvement in technology (parameter A) raises the growth
least three kinds of public sector objectives have been used rate and lowers the tax rate. An increase in the rate of time
as a basis for endogenous govemment within this type of preference, p, or a decrease in the willingness to substitute
framework: first, randomization (that is, the size of govem- consumption intertemporally (a higher c), lowers the growth
ment is independent of the other variables under study); rate and raises the tax rate. Therefore, disturbances in terms
second, maximization of the utility attained by the represen- of technology or preferences all generate an inverse relation
tative household (or, more generally, benevolent govem- between the growth rate and the tax rate (which equals the
ment); and third, maximization of the utility of a govern- share of government spending in GDP in this model). Thus,
mental dictator. Under some conditions, the second type of although the public sector's objective is different, the theo-
model could apply to self-interested politicians who are retical prediction about the relaton between unproductive
subject to electoral and other ccnstraints from the populace. govemment spending and growth is the same as that in the

The first type of model generates the predictions sug- model with a benevolent government. As mentioned, there
gested above. With a low level of govemment as the starting is also some empirical support for this prediction.
point, an increase in tax-financed, productive government Easterly's study presents some interesting empirical re-
expenditures as a share of G]DP leads initially to higher sults concerning the association between economic growth
growth. At a higher level of government, the relation re- and measures of openness of trade and distortions in the
verses signs. Thus, for a cross-section of countries, this financial market. The openness measure, TDUM (1 for out-
model predicts a non-monotonic, but well-defined, relation ward-oriented and 0 for inward-oriented policy) comes from
between the rate of growth and the share of productive the World Bank's (1987) four-way classification, which
government expenditures in GDP. For non-productive gov- combines a number of quantitative indexes of trade orienta-
emnment spending (which might enter into household utility tion. One danger of the subjective classification is that the
functions), the predicted relation is negative throughout. classifier already knows too much about the growth perfor-
That is, a direct influence on the marginal product of capital mance when making decisions. Chad Jones, a graduate stu-
does not offset the distortion effect. dent at the Massachusetts Institute of Technology, has com-

In Barro (1990), I considered a model in which the piled measures of effective protection rates (EPRs) based on
government maximizes the utility of the representative house- an array of World Bank and other studies on individual
hold. The utility-maximizing ratio of productive public spend- countries (many of which are inputs into the World Bank's
ing to GDP in that model turns out to be the ratio that measure of trade orientation). These data are subject to
maximizes the per capita rate of growth. If countries differ in substantial measurement problems and also cover different
the nature of their technology, then the optimal share of years for each country. Accordingly, I used the quantitative
government in GDP may differ. However, the main implica- information only to construct a dummy variable, EPRDUM,
dion of this model is that the observed correlation between that equaled I if the EPR exceeded a "high" value, taken to
growth and the share of productive public spending in GDP be 40 percent, and 0 otherwise. The correlation between
is close to zero. (The result is essentially the first-order EPRDUM and TDUM for the 51 countries that have data on
condition for the maximization of the rate of growth.) In both variables is 0.61 .2
fact, this hypothesis accords with the empirical results from I entered the variables TDUM and EPRDUM into a
cross-country growth regressions: the estimated coefficient cross-country regression for 51 countries of the type that I
of the share of public investment in total investment is close ran previously (Barro 1991). The other independent vari-
to zero (Barro 1991, table 4). However, it is hard to tell ables are 1960 per capita GDP (from Summers and Heston
whether this result means that govemments are optimizing 1988), primary and secondary school rates of enrollment in
or that the distinction between public and private investment 1960, the average share of government consumption (exclu-
(at least as measured) is negligible. On the other hand, there sive of defense and education) in GDP from 1970 to 1985,
is some indication that growth is systematically negatively measures of the numbers of revolutions, coups and lpolitical
related to the share of govemrnent consumption spending in assassinations, and the deviation of the value of the 1960
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purchasing price parity (PPP) for investment from unity Notes
(from Summers and Heston 1988). The estimated coeffi-
cients on the two dummy variables are -.0138 (standard 1. Easterly observes in his chapter that "[o]ther implications
error =.0042) for TDUM and -.0u 17 (.0036) for EPRDUM. of the optimal saving models, such as Ricardian equivalence, have
(Easterly's results for 22 countries, shown in appendix 1 of not been supported by evidence in developing countries." Ricardian
his chapter, reported a coefficient on TD.M of -.0181 equivalence is, in fact, not a necessary implication of optimal

saving; for example, it does not obtain in Blanchard's (1985)
[0072]). Thus, I find that the openness dummy and the EPR model that allows individuals to die probabilistically and that
dummy are each negatively and significantly related to assumes no intergenerational transfers. Moreover, Ricardian
growth. A country that is distorted in accordance with both equivalence seems to be a reasonable first-order approximation to
measures would have lower estimated per capita growth of the data (see Barro 1989b).
about 2-1/2 percent a year. 2. The World Bank sample provides information on 40 devel-

If I add Easterly's financial market distortion variable oping countries that are also in my sample. Because the data did
RDM(which 1qualsI if the real interest rates averanot cover developed countries, I included the value TDUM = 0 for

er eguas21 additional countries: Japan, China, Taiwan, Austria, Belgium,
less than -5 percent a year and 0 otherwise), the results for 45 Denmark, Finland, France, Germany, Ireland, Italy, Luxembourg,
countries are -.0103 (.0047) for RDUM, -.0121 (.0064) for Netherlands, Norway, Spain, Sweden, Switzerland, United King-
TDUM, and -.0127 (.0044) for E.PRDUM. Thus, a country dom, Canada, United States, Australia and New Zealand.
that is distorted according to all three measures would expe- 3. The data are the share of GDP for investment in equipment
rience a reduction in the estimated per capita rate of growth from 1960 to 1985, taken from De Long and Sunmners (1991,
of about 3-1/2 percent. The countries in the samnple in this appendix IV).
category are Ghana, Nigeria, Tanzania, Argentina and Peru.

De Long and Summers (19911) argue that investment in References
equipment plays a special role in economic growth. Specifi- Barro, R. 1. 1989b. 'The Ricardian Approach to Budget Deficits."
cally, rates of growth tend to be higher the higher the share Journaz of Economic Perspectives (Spring).
of investment in equipment in C;DP. This quantity share . 1990. "Government Spending in a Simple Model of Endog-
tends, in turn, to be higher the lower the relative price of enous Growth." Journal of Political Economy 98 (October).
equipment. It may be, however, that the equipment share -. 1991. "Economic Growth in a Cross Section of Countries."
variable is a proxy for the types of distortions captured by The Qu.arterly Journal of Economics 106 (2)(May):407-502.
the dummy variables discussed above. In fact, when TDUM Blanchard, 0. J. 1985. "Debt, Deficits, and Finite Horizons."
and EPRDUM are included in a cross-country regression Journtl of Political Economy 93 (April):223-47.oin De Long, .LB., and L. H. Summers. 1991. "Equipmentlnvestment
(41 countries), the estimated coelficient of the share of in and Economic Growth." Quarterly Journal of Economics 106
investment equipment in GDP is positive, although insig- (May),
nificant: .088 (.066).3 This variable is significant in the same Summers, R., and A. Heston. 1988. "A New Set of International
sample if the variables TDUM and EPRDUM are excluded; Comparisons of Real Product and Price Levels." The Review
the estimated coefficient is then .181 (.077). of Income and Wealth 34 (March): 1-25.

Easterly's chapter makes significant progress in under- World Bank. 1987. World Development Report 1987. New York:
standing the link between govermment activities and eco- Oxford University Press.
nomic growth. The empirical findings about the effects of
distortions are particularly interesting, and further work along
this line is likely to be fruitful.
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Edmar L. Bacha
equilibrium between the liabilities of the. state, both actual

My remarks lay out the main points on the development and contingent, and its assets. The second task is to elaborate

agenda for Latin America in the 1990s. The tasks in long- constitutional rules and a performance-oriented regulatory
term economic policy-making in Latin America can be split framework for state intervention that would make repetition
into four main areas: role of the state; integration into the of the irresponsible deficit-spending behavior of the past

world economy; determinants of private investment; and more difficult.
alleviation of poverty. Following that discussion, I conclude The second task for long-tenn economic policy-making
with a brief review of some of the roles the World Bank is integration of the region into the world economy. Along

could play in accomplishing this development agenda. with state-led development, the days of inward-looking in-

Since the 1930s, the state has been the leading economic dustrialization are gone. If an industry is worth protecting
actor in Latin America's development, and until the 1970s from imports, its exports are also worth promoting. Indus-
the number of functions and forms of its intervention in the trial policy has a role to play, but the protection of
r-egion's economy increased continuously. Thereafter, the uncompetitive private sector monopolies is certainly not it.

debt and hyper-staglation crises of the 1980s closed this Besides the definition of a performance-oriented industrial
chapter of state-led development. Althoughithe Latin Ameri- policy, the countries in the region will also need to find a
can governments of the 1990s may continue to absorb the role for Latin American integration in this age of mega-
same fraction of the region's gross domestic product (GDP), economic blocs. While free trade is no panacea, it perhaps
they will need to be more selective and performance-ori- offers a good, first approximation for the medium tern: Latin

ented in their interventions than in the past. A local and American markets may provide a first stage in the direction

dynamic entrepreneurial class now exists in many countries; of freer trade.
past prejudices against multinational firms are vanishing. Another theme is private investment. Fiscal austerity
The awareness that the state is not well-equipped to operate pays off in the long run, but substantial time is required for

productive enterprises directly is growing, in tandem with stabilization to take hold and private confidence to become
the need to increase competition within the private sector. re-established, as the examples of Chile, Bolivia and Mexico

Reform of the public sector is the number one develop- demonstrate. The deflationary costs of stabilization policies
ment priority in the region. Two tasks are at hand. The first need to be reduced by appropriate confidence-boosting eco-
is fiscal reform, broadly understood to include the restruc- nomic measures, although this task is easier said than done.
turing of domestic and foreign debt and elimination of rent- Traditional Keynesian pump-priming expansionism will not
seeking entitlements such as early retirement plans, special work. Protectionism is out of order. Subsidized long-term
pension funds, housing subsidies, inability to remove public credit is not the answer.
sector employees, guaranteed access of state banks to central What is left? A more liberal economic framework is
bank rediscounting and the impossibility of closing loss- certainly necessary, but historical experience shows that it is
making public sector enterprises. The purpose of the reform not sufficient to promote growth. New theories on growth
is to provide a new beginning for the state that is free of the are in their infancy, and the empirical investigations all
debt overhangs of the past and that is characterized by an show that private investment is a function of GDP growth,
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which is the goal once private investment gets going. This protectionism and financial repression are bad for growth,
listing should leave no doubt a cteeper understanding of the but purely liberal policies do not seem to be able to deliver
determinants of productive private investment is another rates of growth similar to those of the countries that fol-
important task for long-term economic policy-making in the lowed active industrial and financial policies, such as Tai-
region. wan and Korea. Perhaps what is most needed is to find out

Last but not least, there is the alleviation of poverty. how an active government policy succeeds in not falling
Cross-country comparisons of the distribution of income prey to rent-seeking interests, either in the private sector or
show quite clearly that the lot of the poor in Latin America in the government bureaucracy. What seems to be required
could be substantially improved, at current per capita levels is a renewed political economy approach to economic policy-
of income, without significant economic costs or negative making, which the World Bank is particularly well-equipped
effects on the rates of growth of GDP. Sufficient intema- to help develop.
tional experience on the alleviation of poverty has now been Another point relates to adjustment lending. This financ-
accumulated. Missing, however, iis the political will to inter- ing started as a temporary balance-of-payments support mea-
vene in a pragmatic fashion, without the prejudices of the sure. Now, perhaps, it should increasingly be viewed as a
old left-which continues to believe that minimum wage means to strengthen govemment finances in adjusting coun-
legislation is the sole cure for poverty-and of the old tries, or, more specifically, as a means to increase the cred-
right-which continues to believe that trickle-down is the ibility of local money and facilitate the access of adjusting
only way out of poverty. countries' govemments to the local and international capital

What is the role of the World Bank in this agenda? Many markets. Credit for the public sector was a victim of the debt
roles could be mentioned, but let me touch on only two crisis, wiith the successive extemal debt restructurings and
points. Professor Arnold Harberger emphasized the Bank's domestic debt defaults. International reserves, acquired with
role as a teaching institution: showing to countries what the help of World Bank adjustment loans, could be used by
needs to be done in the light of recent advances in economic the govemments of developing countries both to anchor
knowledge and international experience. I would agree with domestic currencies credibly to the US dollar or other con-
this suggestion as far as poverty alleviation is concemed, but vertible currencies and to offer an intemational guarantee to
I would suggest a more modest role-namely, that of a facilitate the acceptance of medium-term government bonds
research institution-in the other three areas (efficiency of in the local and intemational capital markets. These uses of
government and fiscal and monetary policies). We now have adjustment loans could be an important part of the restruc-
a broader professional consensus on development policies turing of govemment finances, which is the single most
than in the past, but my impression is that we know more important task for the resumption of growth in Latin America.
about the don'ts than the do's. For example, we know that

Gerald K. Helleiner associated with modest improvements in growth, rates of
saving and export performance. Especially striking, once

I spoke on the panel that concluded the conference in 1989 again, is the decline in the rates of investment associated
on the first round of the World Bank's research on adjust- with Bank adjustment lending. Although Bank authors ar-
ment lending. At that time I tried to summarize, inevitably gue that faster growth associated with lower investment
somewhat subjectively, some of the main conclusions drawn implies increased investment efficiency, others have noted
from that research. Having just reread that summary, I would that increased capacity utilization-attributable, in part, to
not now change a word. Nevertheless, there has been signifi- increased import capacity (which has been relatively de-
cant value added from this second round of research on the emphasized in the second round of research)-is no less a
Bank's adjustrnent lending. Let me try, again somewhat plausible explanation.
subjectively, to summarize what it is. (2) New attention is being paid to the relative roles of

private and public saving and investment in the overall
(1) Considerable further analysis has been conducted on performance of saving and investrnent. The importance of

the overall impact of World Bank adjustment lending, using reductions in private investnent is highlighted, but efforts to
more data and more sophisticated imethodologies. The new "explain" it in statistical terms have not been too successful;
evidence generates results broadly similar to the old ones, it is evidently not associated, for example, with the trade
for example, that structural adjustment loans (SALs) are regime. The reduced relative role of foreign saving in the
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financing of the reduced domestic investment has also not reduce the relative importance of adjustment or program
been clarified further. Generally, there is now a more nu- lending. That is, in any case, what it will achieve.
anced approach to the "crowdingy out" or "crowding in" Much more persuasive is the call for contingency financ-
effects of government spending. In particular, the impor- ing-what used to be called "supplementary finance"--to
tance of public investment, especially in infrastructure and permit adjustment programs to stay on track in the face of
humnan capital, in the creation of incentives and opportuni- unexpected events such as a deterioration in the terms of
ties for private investment, is recognized more clearly. trade. The new evidence that investment rates vary directly

(3) Stability, policy credibility and sustained govemment with the stability of overall output lends extra support to this
effort receive major new attention. The reduction of private advice.
decision-makers' uncertainty is seen as of major importance
to) the success of adjustment programs. In this context, there In much of this new wisdom, as well as in much of the
i 3 anew interest in critical thresholds. Debate continues as to old, there is an emerging professional consensus on the
how best to establish and maintairn governmental credibility subject of adjustment lending. Agreement is probably easi-
and how much pain must be inflicted (and borne) for these est when the professionals are all discussing the specific
purposes. policies appropriate to a particular country at a particular

(4) There is a new, heavy emphasis upon the paramount time, rather than trading dubious generalizations that pur-
need for the early reduction of "high" rates of price inflation. port to straddle both space and time. Nevertheless, there is
Evidently the Bank and many of its authors have lost some still room for doubt as to whether it is possible (borrowing
of their earlier tolerance for inflation, provided only that the Dick Cooper's approach at the conclusion of another confer-
real exchange rates were not overly misaligned. This resur- ence in Washington about I0 years ago) to expect any four
rection of traditional International Monetary Fund (IMF) knowledgeable economists at this conference, if asked to
verities has obvious implications for the sequencing of ad- prepare a specific adjustment program, to come up with
Justment measures. However, it equally obviously requires broadly the same prescriptions.
igreater precision as to what is meant by "high" inflation. Where are the areas of continuing disagreement or un-

(5) The impact of adjustment programs upon poverty is certainty?
receiving much more attention. 'The World Bank's World
Developmnent Report 1990 (World Bank 1990) emphasized (1) There does not seem to be agreement as to the uniiver-
the need for labor-intensive growth and the provision of sal productivity of the new general advice on the sequencing
education and health services for the poor. Parallel points of reform: first, macroeconomic stabilization, especially in
are being made with increasing frequency with reference to the realm of inflation; then liberalization (getting incentives
adjustnent programs. It may be that policies for the relief of right), addressing the most severe distortions first, and then
absolute poverty have at last entered into the so-called "Wash- increased investment and growth. On both political and
ington consensus" on appropriate policy reform. However, economic grounds, these orderings might often sensibly be
while the Bank now expresses its intention of improving its altered, as to some degree they have been in parts of Sub-
pro-poor policies, its practice is still inadequate. Relatively Saharan Africa.
little effort has been made to monitor absolute poverty levels (2) There is still not full agreement on the nature and
or to assess the implementation of anti-poverty policies or to social costs of market "distortions" and the efficacy of liber-
build anti-policy objectives into the ex ante design of adjust- alization. The relevance of the trade regime to adjustment
ment programs. remains unclear, particularly the roles of import liberaliza-

(6) New advice is being offered regarding the Bank's tion and targeted incentives. The Bank's own research has
disbursement of adjustment loans. The authors argue that still not yielded evidence of a correlation between trade
where policy reforms take a long time to implement and/or policy and either investmnent rates or growth in total factor
to have any positive effect, disbursements should be geared productivity. Similarly, the impact of liberalization cf the
to the continuation of appropriate policy change. While this interest rate seems highly uncertain, a matter for "judg-
recommended "short-leash" appiroach may be defended on ment." It is now agreed that increases in the interest rate do
the basis of the incentives against policy slippage that it not raise savings and, if overdone, can be harmful. The
creates, it makes little sense in terms of broader adjustment potential dangers of financial liberalization are sometimes
objectives. If there are balance-of-payments problems asso- seriously discussed in the Bank's research papers; at other
ciated with adjustment efforts, increased external finance times they are downplayed (sometimes both occur in the
should be made available; the amounts to be provided should same paper). Ambivalence seems to characterize the new
reLate to the objective need for quick-disbursing program consensus in this sphere.
support, not to fairly subjective assessments of whether (3) There are different views on the potential role of
programs of uncertain outcome in the longer run are being incomes policy as against the "elimination of labor market
adhered to. Perhaps this recormmendation is intended to rigidities and distortions." Trade-offs between labor earn-
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ings and employment and, more broadly, the functioning of there is overlap in the activities of these two institutions that
the labor markets during adjustment are not understood. makes it difficult to identify which deserves the credit (or

(4) Although there is now agreement on the critical blame) for what. Does it make sense to continue indepen-
importance of nationals' "ownership" of adjustment pro- dent assessments of the impact of Bank adjustment lending
grams, major disagreements, probably inevitably, still sur- while the Fund does correspondingly inappropriate evalua-
face on aspects of the political economy of policy change. tions of ills own lending?
Do the pressures of shocks and crises generate better poli- (7) Do different adjustment paths have different effects
cies, or do they lead to hurried andl ill-considered responses? on environmental variables? It is striking that whereas not
Is a sustained adjustment effort better engendered through only the person in the street and the aid donors, but also the
step-by-step confidence-building or through sharp changes President of the World Bank, regularly proclaim their new
that show the policy-makers mean business? concern for the environment, no one at this conference has

(5) Doubt and disagreement persist as to the adequacy of uttered a word on the subject. In the context of the adjust-
external funding for adjustrnent and eventual growth, par- ment debate, this neglect may be seen by some as important
ticularly in the case of low-income countries in Sub-Saharan and by others as unimportant. I suspect that a degree of
Africa. In these meetings there has been a tendency to take uncertainty and disagreement also characterizes this area.
net external resource flows as given. However, "one person's
constraint is another's objective function." Does it make All in all, there is now a firm appreciation of the enor-
sense to strain over optimal policies if the possibilities for mous variety of both initial country conditions and adjust-
adjustment are tightly limited by a resource constraint that ment experience. The degree of "noise" in measured eco-
will throttle the best reform efforts? The importance of the nomic relationships, even those we thought we understood,
debt overhang and what, if anything, to do about it are also has proven so great that there can now be no escaping
likely to engender debate at the country level. country-specific analysis of adjustment possibilities.

(6) Some confusion remains over the relative roles of the
IMF and the World Bank in adjustment programs. Clearly

Arnold C. Harberger tion is the most important, most profound, most fundamen-
tal and most long-run way of dealing with poverty. It can

Everybody is talking about consensus, and let me start on the very appropriately be supplemented in the short and middle
same subject. There is even more of a consensus at this table runs by policies that, much more than ever in the past,
than it might seem. Even if consensus was missing on the concentrate on the very poor. On these matters there is an
items indicated by Geny Helleiner, many of them are much emerging consensus, which I perceive even in some govem-
more specific than the ones for which Vittorio Corbo sug- ments in Latin America.
gested that consensus may be present. It is one thing to ex- One of the interesting sidelights of the emerging consen-
pect economists all to agree on whether there is overshooting sus is that privatization has come to be a good word to the
when the interest rate is freed up, or on what should be the point of often being regarded as an end in itself. One of the
precise order in which the government sequences its moves, most surprising results has been that even people as gener-
orwhatparticularstrategy thegovernment should follow when ally market-oriented as myself are advising governments to
(and if) it intervenes in the capital market. It is quite another move carefully, to go slowly and to think about the prices
thing to make a statement such as Corbo's in which he as- they are getting and alternate terms on which to achieve
serted that there is an emerging consensus on the direction in privatization. Governments should, in particular, try to have
which the government should go, on whether the govern- a salable asset before putting it up for sale.
ment sector or the market sector should get bigger or smaller, Most economists would agree with the above remarks:
etc. Surely there is more of a consensus on this latter kind of that privatization is good; that there is room for the private
issue than on detailed matters such as those mentioned above. sector to be expanded at the expense of the public sector;

There is also a lot of consensus on issues related to that activities should be transferred from the one sector to
efficiency in government, both past and present. Consensus the other; aind that, even in this process, care should be taken
seems much closer today on the roles of monetary and fiscal about many aspects and steps.
policies than it did 15 years ago. On poverty, again echoing To a considerable degree the emerging consensus is a
Corbo, there has long been widespread agreement, which consensus of responsibility-of weighing the cost of the
has grown stronger over the years, that human capital forma- benefits from each option more carefully Lhan has been done
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in the recent past. I want also to emphasize the role of what I regard going into debt as a solution. Debt has been looked on
call reversibility, to which I now turn. as a good thing if only the country can get away with it. The

I recall a very important conference that I attended in truth of the matter is very different. In fact, and in the real
Mexico toward the middle of Luis Echeverria's presidency. world, going into debt is something that entails risk and cost
I pointed out at that conference that the share of total lending and should be approached with the greatest of caution. Ide-
frcm the banking system that was going to the public sector ally, it should be done to add to the country's productive
had risen inside of three years from 30 percent to 70 percent. resources, and in such a way that those productive resources
I then made the profound prediction that in the next three will themselves pay the interest, and even the amortization,
years it would not rise to 110 percent. However, the device on this debt. The idea of debt as a solution is getting to be out
of increasing public sector borrowing from the banking of date. Perhaps we can call it a 7 percent solution, but it is a
system is a time-honored way in which governments have in 93 percent problem. We need a more general recognition of
the past slopped along and gotten what they wanted, sort of this fact, and I hope we are headed there as we move into the
on the cheap, without being aware of the cost of reversing decade of the 1990s.
their action. Think of what it will take for the next govem- Associated with all of these points is a changing attitude
ment to bring that fraction back from 70 percent to 30 toward govemment. I do not know how real or pervasive
percent. What effort, what sacrifice must that second gov- this change is, but I certainly hope it is, and I would like to
emiment incur just to return the country to the same place it share this thought. We have lived through an era in which
was at the beginning of the whole process. govemments have responded to perceived political pres-

Those struggles, those sacrifices, are at the core of what I sures, to the winds of the moment and so on. They take little
mcan when I speak of reversibility. The issue of reversibility innocuous-looking steps, such as increasing the country's
is present in a great many other instances, notjust in borrow- debt abroad, as well as all the other things I listed above.
ing from the banking system. Not too long ago at a confer- When they do this sort of thing, nobody cares, nobody
erce in Costa Rica, I described the process that had gone on worries, no red flags go up. Yet these little steps carry
there as "parking the deficit." They first parked their deficit hidden costs. These little steps cumulate over time until the
in the foreign capital market; when that parking lot was full cost of turning back their combined effect is extremely
they parked the deficit in the domestic non-bank capital costly. The steps are individually and in combination much
market. Then they parked it by increasing the fraction of harder to reverse than they are to take, and overwhelmingly
banking system credit taken by the government-without the costs associated with these steps are passed on to oth-
being too inflationary in the process. Then they started park- ers-to successor governments, successor generations.
irg it with the social security system. All these palliatives Which countries do not do these things, do not get them-
deal with the deficit in the short run. However, to get to a selves into trouble, do not pass their problems on to the
desirable long-run level of whatever it is-debt abroad, debt future? One clear example is Switzerland. Somewhere along
alt home or the fraction of banking system credit going to the the line a Swiss-like attitude toward government going into
government-virtually all of these trends need to be re- debt would be extremely beneficial almost the world over.
versed. We should at least be aware that there are serious costs

In each of these cases the costs of going back, of revers- involved and that these costs are very likely to be paid by
ing any step, are a lot larger than the benefits obtained by others. We also now know, from the bitter experience of the
getting into the problem in the first place. To get back to the 1980s, that these costs can certainly be severe. Why, then,
initial starting point, the government would have to run a have we not taken them more seriously, most especially in
surplus that would match (or more than match, allowing for the professional literature? The literature looks mainly at the
accumulated interest) every deficit that was run in the pro- flows of production, income and spending. Debt appears as
cess of getting into the problem. All this effort would ac- a way of enabling a country to spend more than it currently
complish is to get the country back to the initial starting produces and thus to solve a problem. Rarely does a paper or
point-yet the task of running huge successive surpluses for article go on to show the reverse situation-what happens
nmany years is vast and daunting. when that debt is being repaid. I hope we are at the point of

We are becoming increasingly aware of this ultimate really wanting to avoid making the same mistakes again,
truth. In the decade of the 1990s, in the decade ahead, there even at the cost of a bit of mystique or irrationality being
rmust be a greatly increased awareness of this fact. In the past associated with it. To remain alert to the dangers of the
clecade we have seen how today's "solution" can so easily simple innocuous-looking decisions that down the road lead
turn into tomorrow's problem. In the new decade we must to trouble, to avoid the steps that have one by one created the
act on this knowledge and avoid such easy ways out. problems of the past decades, we have to force ourselves to

This admonition brings me to another aspect of what I treat each single step as if it were a serious transgression. We
call reversibility. For almost as long as I have been involved have to impose such a discipline on ourselves; we must force
in the development business, the standard ethos has been to ourselves to recognize the likely hidden costs of steps that
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we have in the past taken far too lightly and in far too conservatism with respect to debt are definitely strong
cavalier a fashion, desiderata for the decade ahead. I hope that the signals I

I see a bit of this sort of recognition in the new govern- perceive are a positive augury for the future.
ments that have recently taken office, particularly in Latin
America (not because Latin Arnerica is special in this re- References
gard, but because it is there that I have been able to observe
events closely enough to be able to make a judgment of this World Bank. 1990. World Developmert Report 1990. New York:
kind). A new attitude, a new recognition of costs, a new Oxford UlJniversity Press.
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The World Bank has been supporting structural adjustment in developing countries since the late 1940s. At first
most loans were made for infrastructure projects. In the 1980s, however, many of these countries faced economic
difftculties that highlighted the need for major policy refonn. The World Bank's primary response then was
adjustment lending-quick-disbursing loans and credits intended to support policy changes that would promote
economic stabilization and safeguard vulnerable groups. By the end of the decade adjustment loans aounted for
roughly one-fourth of the Bank's lending comnitments and a much larer share of the net lending and policy
dcalogue with most developing countries.

The Bank periodically reviews its adjustment lending todetemnine if the programs it supports have had the desired
effects. Ihis volume emerged from a symposiunthat was organized to present and discuss the background research
for one such review. Experts from academia and the development community brought to the symposium a wide
range of opinions on the issues-some had even been critical of the Bank's adjustment lending policies,

The ten chapters in this volume, each presenting text and commentary, are grouped into three parts. Part I
examines how adjustment programs have affected growth, trade, and poverty in the medium term and what
experience has taught about designing these programs. Part II deals with the rnacroeconornic foundations for
sustainable growth-low inflation and increased investment, saving, and efficiency-which underlay successful
adjustment. Part m brings together the issues to suggest adjustment strategies for the 1990s.

At the time this symposium was held, Vittorio Corbo and Steven B. Webb were, respectively, division chief and
senior economist of the Macroeconomnic Adjustment and Growth Division of the Country Economics Department
at the World Bank, and Stanley Fischer was vice president of Development Economnics and chief economist of the
Bank.
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