
UNITED NATIONS CONFERENCE ON TRADE AND DEVELOPMENT

INTERNATIONAL
MONETARY AND FINANCIAL
ISSUES FOR THE 1990s



UNITED  NATIONS  CONFERENCE  ON TRADE  AND  DEVELOPMENT
Csiivva

INTERNATIONAL  MONETARY  AND
FINANCIAL  ISSUES  FOR  THE 1990s

Research  papers  for  the
Group  of  Twenty-Four

VOLUME  Ill

UNITED  NATIONS
New  York,  1993



Note

Symbols  of  United  Nations  documents  are  composed  of  capital  letters  combined  with  figures.
Mention  of  such  a symbol  indicates  a reference  to a United  Nations  document.

The  views  expressed  in  this  compendium  are  those  of  the  authors  and  do not  necessarily  re-
flect  the  vicws  of  the  UNCTAI)  secretariat.  The  designations  employed  and  the  presentation  or
the  material  do not  imply  t}ie  expression  of  any  opinion  whatsoever  on  the  part  of  the  Secretariat
of  the  United  Nations  concerning  the  legal  status  of  any  country,  territory,  city  or  area,  or of  its
authorities,  or  concerning  the  delimination  of  its frontiers  or boundaries.

Material  in this  publication  may  be freely  quoted  or reprinted,  but  acknowledgement  is re-
quested,  together  with  a reference  to the  document  number.  A copy  of  the  publication  containing
the  quotation  or  reprint  should  be sent  to  the  UNCTAD  secretariat.

UNCT  AD/GID/G24/3



Contents

Introduction.

ENHANCING  THE  COST-EFFECTIVENESS  OF  AFRICA'S

NEGOTIATIONS  WITH  ITS  CREDITORS

Ton)i  Killick.

I.

II.

III.

Executive  Summary.

Introduction

Evidence  on cost-effectiveness

A.  Negotiation  costs

E. The efject#eness of  outcomes

A. The deteriorating  balance between finance and adjustment
B. Con,flicts of  interest
C. The absence of  transparency
D. The spread of  conditionality
E.  Recent  improsiements

P.  Summing  up the  cxirrentsituation

Responding  to the  rcinaining  weaknesses.

A.  The  gap  in thesystem

B.  Strengthenirig  the institutional  base

C.  The tasl<s

References..

ESAF  RENEWAL:  PROJECT  DECISION  OR  STRtJ(:TURAt

ENTRY  POINT?

Reginald  I-ierbold  (3reen..

Executive  Suminary..........................................................==-

I.  Introduction:  what  are  tlie  agendas  for  consideration?.

II.  The  IMF  and development:  wliat  linkages?...................

III.  Tlie  road  to ESAF:  moilel  or muddle?...........

IV.  Adequacy  of  finaiice:  how  constraining?...................  ....

V.  First-line  liquidity:  the  missing  link.............................

VI.  Fixed  capital  forination:  a proltlein  for  sustainable  atljustmcnt..

'VII.  Structural  atljustment  of  Fund  roles....

VIIL  And  wliat  of  F.SAF7..

IX.  I"owards  a structurally  transformed  ESAF?.....

Page

References..



l'n"['

SUGGESTIONS  FOR  INTERN  ATION  AL COLLABOR  A'nON  TO
REDUCE  DEST  ABItlZING  EFFECTS  OF INTERNATION  AL
CAPIT  AL  MOBILITY  ON THE  DEVELOPING  COuNTRlES

IJ)avid  Felix. 47

Executive  Suminary.

Introduction........

I.  General  problems  with  flexible  excliange  rates  and frec  international

capital  mobility

II.  International  financial  mobility  and tlie  developing  econoinics..  ..

III.  Reducing  tlie  dcstabilizing  effects  of  capital  moliility  on the  developing

economies:  some  proposals  for  tlie  G-24........  ........
A. An internationally  uniform transaction tax on,foreign exchange trttnsactions..................
B. Using collaborative  bank suliervisosy mechanisms to reduce cnpita[  flight

and tax evasion on foreign  assets.......
C. Using the exchange of  ttu: information  agreements.....................................  ....... ..... .
D. Concluding observations on the piirpose and acceptabilit)i  of  the lwoposals.....................

Annex  tables. 64

SELECTED  INTERNATIONAL  POtlCY  ISSUES  ON PRIV  ATE
M  ARKET  FINANCING  FOR  DEVEI,OPING  COtJNTRlES

Edmar  L. Bacha. 71

Executive  Summary..  ..................

Introduction...........................

I. International  Hiolicy actions................  .......
A.  Multilateral  economic  policy-rrmking......

E. Industrialized  countries'  domestic  policies.....  .. . ..... ...........  ...............

C. International  financial  institutions'  policies...........................................
D. The majority  case of  the developing countries ssaithout market  ticcess...

II.  Conclusions......

References.. 82

GUIDEIJNES  ON THE  TREATMENT  OF FOREIGN  DIRECT
INVESTMENT

Mike  Faber. 85

I.

Executive  Summary..................

Introduction......

The  Guidelines.

A. A dmission offoreign  investment......  ..........
B. Treatment  of  Inmate  foreign  investment................................
C. Expropriation  and unilateral  alterations  or termination  o,f contracts.
An assessment.......

Four  difficult  issues..........................

A.  Fiscal  stability.......................

B.  Environmental  impact...........................  ...........

C. Foreign exchange trander........  . .. .......
D. I.iability  for  operating  subsidiaries. .



v

Investment  codes...

Other  matters  of  importance  to foreign  investors.

The  wider  context.

Governance  and the  world  economy.....

THE  UNITED  NATIONS  CONFERENCE  ON  ENVIRONMENT
AND  DEVELOPMENT:  AN  OVERVIEW

Nurul  Islam.

Executive  Suminary...

I.  The  Rio  Declaration  on Environment  and  Development

II.  Agenda  21....................  . ......................  ..... ....................

III.  I,eading  environment  and  development  issues..

A.  Financial  resources  and  mechanisms..............

B.  Forest  principles.....

C.  Eiodiversity  - issues  and  consiention.................

D.  Global  uiarming.....  .

IV.  Conclusion...

Page

101

101

102

102

105

iob

109

Ill

173

114



V/

About  the  authors

*  Edmar  L. Bacha  is Professor  of  Economics  at the Universidade  Cat61ica,  Rio  de Janeiro,
Brazil.

*  Mike  Faber  is Professor  of  Economics  at the Institute  ofa Development  Studies  at t}'ie Uni-
versity  of  Sussex,  Brighton.

*  David  Felix  is Professor  of  Economics  (Emeritus)  at the  Washington  University  in St. Loriis,
USA.

I  Reginald  Herbold  Green  is })rofessor  of  Economics  at the  Institute  of  Development  Studies
at the  [Jniversity  or  Sussex,  Brighton.

*  Nurul  Islam  is  Senior  Policy  ,/'ydvisor,  International  Food  Policy  Research  Institute,
Washington,  D.C.,  USA.

Tony  Killick  is Senior  Rescarch  Fellow  at the  Overseas  Developrncnt  Institute,  London.



Introduction

The  Intergovernrnental  Group  of  Twenty-Four  on International  Monetary  Aiffairs  (G-24)
was  established  in  Noyember  1971  to increase  the  negotiating  strength  of  the  developing  countries
in discussions  that  were  going  on at that  time  in the International  Monetary  Fund  on reform  or
the  international  monetary  system.  Developing  countries  felt  that  they  s}iould  play  a meaningful
role  in  decisions  about  the  system,  and  that  the  effectiveness  or  that  role  would  be enhanced  if  they
were  to  meet  regularly  as a group,  as the  developed  countries  had  been  doing  for  some  tiine  in  the
Group  of  Ten  ((r-10).

It  soon  became  apparerit  that  the  G-24  was  in  need  of  technical  support  and  analysis  relating
to the  ISSUES arising  for  discussion  in the  Fund  arid  Bank,  including  t}ie  Interim  and  Development
Committees.  In  response  to representations  by  the  Chairman  or  the  (3-24  to t}ie  Secretary-General
of  the  United  Nations  Conference  on Trade  and  Development  (UNCTjlD),  and  following  dis-
cussions  between  UNCTAD  and  the  United  Nations  Development  Programme  (UNDP),  the  latter
agreed  in 1975  to establish  a project  to provide  the  technical  support  that  the  G-24  had  requested.
This  was  to take  the  form,  principally,  of  analytical  papers  prepared  by  competent  experts  on is-
sues  currently  under  consideration  in  the  fields  ofainternational  money  and  finance.

Mr.  Sidney  Dell,  a former  Director  in UNCTAD's  Money,  Finance  and  Development  Divi-
sion  and  subsequently  Assistant  Adtninistrator  of  UNDP  headed  the  project  from  its  establishment
until  1990.  During  this  period,  some  60 research  papers  were  prepared  by  the  Group  of  T"wenty-
Four.  I"he  high  quality  of  this  work  was  recognized  by  the  Deputies  and  Ministers  of  the  Group
and  the  reports  were  given  wide  currency,  some  being  published  in five  volumes  by  North-}-{olland
Press  and  others  by  the  United  Nations.

The  project  work  was  resutned  in 1990  under  tlie  direction  of  Professor  G.K.  I-Ielleiner,  Pro-
rcssor or  Economics,  University  of  Toronto,  Toronto,  Canada.  The  UNCT,/\D  secretariat  con-
tinues  to provide  both  substantive  and  administrative  backstopping  to the  project.  Funditig  is
presently  being  provided  by  t}ie  G-24  countries  themselves,  t}ie International  Development  Re-
search  Centre  of  Canada  and  the  Government  of  the  Net}ierlands.  ,As a result,  it  has  becri  possible
to continue  to  provide  the  Group  of  aIowenty-Four  timely  and  challenging  analyses.  Tliese  studies
are being  reissued  periodically  in compendia.  This  is the  third  volume  to be published.





ENHANCING  THE  COST-EFFECTIVENESS  OF AFRICA'S
NEGOTIATIONS  WITH  ITS  CREDITORS

Tony  Killick"

Executive  Summary

The focus of  this paper is on the costs to the Governments of Africa of  negotiations with what can
generically be described as their creditors. The focus is on cost-eJJectiveness, rather on tlie absolute level
of  costs, because superior effectiveness may make it desirable to opt for  approaches which are demanding
administrativel)i  and  in other  ways.  The  post-Toronto"menu"  approach  is a case in point.

In section I evidence relating to the cost-effectiveness of  present arrangements is presented. Sec-
tion H examines the sources of  sub-optimal cost-effectiveness. I:he general theme is that there are sub-
stantial moidable transactions costs, analogous to market imperfectioris, and that a major part of the
problem stems from weak institutional  provisions for safeguarding the general (international) interest
over the interests of particular creditors. The concluding section IH therefore suggests ways of
strengthening  such  institutiona7  provisions.

As regards cost-effectiveness, past approaches have been seriously sub-optimal. The irformalion,
opportunity and other economic costs of negotiations are large. A rough estimate of the number of ne-
gotiations in 19804992 approaches 8,000. Probably the chief costs imolved are the opportunity costs
resulting from the large demands placed by multiple and complex negotiations upon the key cadre of
officials dealing with the design and management of economic policy. In addition, there are substantial
information costs, although these have diminished over time and much of the information secured as a
result is of  genuine value. There are also financial  costs arising from various delays, and imestor risks
arising from uncertainties generated by frequent policy changes, incomplete implementation and doubts
about the political  sustainability of  adjustment.

Concerning the effectiveness of t1ie process, through most of the 1980s debt reschedulings in the
Paris and London Clubs were inappropriate for /h(? economic situations of  most African debtor countries.
The short-tr'rm nature of reschcdulings maximized the costs imolved, while offering only the mo.r,t gem-
poraiy financial  benefit to debtor govermnents. A4oreover, evidence is presented showing that tlie effec-
tiveness of  the programmes negotiated with the IMF  and World Bank is patchy. 771(?7'(' is much room for
improsiemenl in both costs and effi>ctisieness. Ilie  Govermnents of Afi'ica are, moreover, partictdarly at
risk from this sub-optimality because most are reliant on rescheduling ar'rangements and aid, and are
weak  in geopolitical  terrns.

A nund>er of  causes of' the suli-optimalities are identified. One was the retreat in the / 980s fi'om
iriternational cooperation and the resultant shifting of the cosU of international rconomic instability on
to debtor countries. l'7iis detericiration in the balance be(wecn financing and adjustment h(7S resulted in
/7'lO inanipulation of negotiation procedures to under-state deficit countries' financing needs, insistence on
uivealistic programmes and the under-funding of adjustinent prograinmes. Th(' associated retreat froin
contingency financing lias also left deficit countries more exposed to exogenous shocks, adding to the
frequency with which they need recourse to negotiation and pushing agreed programmes off  course.

Interest conflicts among creditor countries, and between them and debtor countries, have also
taken  their  toll,  resulting  in preoccupation  with  burden-sharing  and"losvest  common  denominatoY'  out-

comes. Most fundamental  of  all is the basic asymmelry of  pouier in the negotiations. In tfie absence of
effect?ve institutional safeguards, this allows creditor interests to insist upon terms that are not cost-
effective when seen from a global viewpoint. 7/ /?(2S also allowed a denial of transparent, rules-based
processes, paving the way for the rmequal treatment of like cases, often iri pursuit of creditor countries'
commercial and for'eign policy objectives. This, in turn, has increased transactions costs and the fiae-
quency of  ineffective, po(itically-motivated  adjustment programmes.

Lastly, we stressed the adverse effects of  the conditinnality explosion of the last decade. Besides
adding to the burden of  work in debtor countries, and (he related ii'iforination and opportunity costs, this
has also increased pressrges for  "off-the-peg" pi'ngrainrnes  of international  Financial Institutions ([FIs),

T am indebted  to Stephen  Bailey-Smil.ti  for  valuable  assistance  in prcparing  materials  For tliis paper  and to Matthew
Martin  for valuable  comments  on an earlier  dran.
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which are not best designed to fit  local circuinstances, and lias weakened lioiy'owing governinenls' own-
ership of agreed adjustment prograinines - both factors sv/iidx weaken prograinine implr>mentatinn and
cost-effectiveness. It has also /ieightened the risks for  imrestors arising from unrertaintics aliout liolirirs
and  their  sustainability.

Since the 1988 Torontn conference, changes /?(211( been introduced that liave increased the financial
benefits derrved by African countries from l)aris and j.ondori C.lub negotiations, increasing the sriability
of the process and in some measure reducing uncertainties. 7'h(? Toronto and postJoi'onlo  /(?/'77?S have
also increased transparency by more precisely defining the terms whicli creditors must offi'r in bilateral
negotiations. The Special Programme for  Africa ( SPA ) a)i)iears to 77(711(. b('(?n quite effective in inobiliz-
ing additional  finance (including aid debt write-offs) for  eligible cornitries, and in improsiing the coordi-
nation and quality of aid. 7:h(. ftaamework as laid out in tfie Policy Framework Paper (I)Fl)) is
apparently working better as a mechanism for increasing the say of  goyiernments in prograinine design,
and for aid coordination, in which task Consultative Grrnips reprirtcdly have also iiwreased their efpc-
Fil!Cnr.S.r.

These are real gains, reflecting a more realistic creditor siiew of  Afi'ica s economic situation. At
the same time, even the post-Toronto terms provide inadeqxiate debt relief, wit1i further  progress ob-
structed by the lowest-common-denominator factor.  7710 conditionality explosion is intensifying rat1ier
than abating, as is the frequency oj" [MF  programme breakdowns. And nO/ all Afi'ican cormti'ies  have
been able to take advantage of  the improvements, depending on the eligibility criteria  in operation.

The thrust of the paper s policy recoinmendations is addressed to the inefficienc).i of  present ar-
rangements and the need to strengthen the incenlivestructures forsecuring  improvements. T/I'(. vieui the
sub-optimal cost-effectiveness of  existing an'angements as a forin  of transacticins cost and /h(! essence of
atry systemic reform as requiring the establisliment of  institutional  atarangements to safeguard collectisie
over in&vidual  interests, so as to minimize the transactions costs of  delitor-creditor  negotiations.

There have been a number of  past attempts to fill  this institutional  gap: UNCTAD, the DAC, the
Consultative  Group  and  Round-table  arrangements.  Indeed,  the lAfF  and  World  Bank  could  beseen  in
this light, altliough they are too dominated by creditor interests to be wholly effective guardians of the
international interest. The papeYs principal  recommendation takes up a suggestion for the creation of
Adjustment Review Consortia. Under these, aid and debt relief  negotiations would be merged into a
single process, combining the subject-matter of the present Paris Club and Consultat#e Group (4nd
similar) negotiations.  This would  be intended  both to reduce  tlie but-dens  on debtor-government  admin-
istralions and to in<:rease //he incentives for  implementation of  adjustment programmes, thus addressing
the sub-optimalily of  both the costs and effect#eness of the presentsituation. Sucli Consortia could also
provide a forum in x4xich IF[s and bilateral agencies collectively agree to limit the coverage  oj" their
conditionality to a manageable number of  pr'ior'ity items.

Various more specific suggestions are also made: to simplify, and increase the transparency of,
the processes; to improve proyiisions for contingency financing, and eligibility for  fmourable treatment;
and to strengthen African Governments' own contributions to the cost-effectiveness of their negotiations
with  their  creditors.

Introduction

The  focus  of  this  paper  is on  t}ie  costs  to
the  Governments  or  Africa  of  negotiations  with
what  can  generically  be described  as their  cred-
itors.  Such  negotiations  include  not  only  those
concerning  debt  per  se,  mostly  conducted
through  the  Paris  and  I.ondon  Clubs,  but  also
negotiations  with  donor  governments  and
international  agencies  (chiefly  the  World  Bank)
for  official  development  assistance,  and  wit}i
the  IMF  for  balance-or-payments  assistance.

In  approaching  this  task  it is necessary  to
draw  some  boundaries.  The  first  is around  the
types  of  costs  to be considered.  During  the
past  decade  almost  all the negotiations  men-
tioned  above  have  been  concerned  with,  or
predicated  on the  existence  of, an adjustment

programme  of  policy  reforms  agreed  with  t}ie

IMF  arid/or  World  Bank.  Such programmes
impose  costs  on the  economics  in question  (as
well  as conferring  benefits)  and  there  is a sub-
stantial  literature  on these.  It  is not  our  task
to revisit  this  Familiar  territory.  We  s}iall  focus
more  riarrowly  on costs  specific  to the  negoti-
ation  process  itselr, as distinct  from  t}iose  as-
sociatcd  with  the  policy  content  of  the  resulting
programmes.  On  the  other  hand,  wc attempt
to take  in  the  costs  or implementing  and  rnoni-
toring  the programmes  on  the  grourids  t}iat
these  are  influenced  by  t}ie  negotiation  process.

Secondly,  it does  not  seem  sensible  to ex-
amine  the  costs  in abstraction  frorn  the  e[Tec-
tiveness  of  the  negotiations.  For  exatnplc,  the
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"menu"  approach  adopted  to secure  agreement
on what  are known  as the  Toronto  terms  un-
doubtedly  made  greater  negotiation  demands
on  debtor  governments  than  a single  agreed  set
of  terms  but  this  approach  can  be seen as a
necessary  device  for  securing  creditor  agree-
ment  on  what,  overall,  was  a considerable  im-
provement  over  the  debt  renegotiation  terms
previously  available.  The  menu  approach
could  thus  be seen  as cost-effective  even  though
it raised  negotiation  costs.  A second  example
is provided  by  the  negotiations  associated  with
use of  the  debt  buy-back  facilities  that  are  now
available.  These  are demanding,  but  the  po-
tential  benefits  of  reducing  debt  obligations  in
this  way  are  substantial.

In  both  these  cases,  to  incur  the  addi-
tional  negotiation  costs  involved  may  well  be
justified  by  the  extra  benefits  secured,  so the

focus of  this paper is on cost-effectiveness rather
on the  absolute  level  of  costs.  However,  in
looking  at effectiveness  we  will  try  to  limit
ourselves  to  "objective"  indicators,  such  as
programme  breakdowns,  and  to  avoid  the  wider
debate  about  the  appropriateness  or  the  policy

conditionality  associated  with  creditor
negotiations  - an  irnportant  topic  which,
however,  lies beyond  our  remit.

In  section  I evidence  relating  to the  cost-
effectiveness  of  present  arrangements  will  be
presented.  Section  II,  which  is the  core  of  the
paper,  examiries  the  sources  of sub-optimal
cost-effectiveness,  including  the  unfavourable
balance  struck  between  financing  and  adjust-
ment;  interest  conflicts  among  tlie  various  par-
ties;  the  lack  of  transparency  in  present
arrangements;  and  the  spread  of  creditor
conditionality.  The  general  theme  that  emerges
is  that  there  are  substantial  avoidable  trans-
actions  costs,  analogous  to  market
imperfections,  and that  a major  part  of  the
problem  stems  from  weak  institutional  pro-
visions  for  safeguarding  the general  (interna-
tional)  interest  over  the  interests  of  particular
creditors.  The  concluding  section  III  therefore
suggests  ways  or  strengthening  such  institu-
tional  provisions  in order  to increase  the  cost-
effectiveness  of  African  Governments"
negotiations  with  their  creditors.

I.  Evidence  on cost-effectiveness

It must  be confessed  straightaway  that
only  anecdotal  or indirect  evidence  can  be or-
fered.  The  costliness  of  negotiatioris  is an in-
adequately  studied  area.  It  would  require
investigations  of  the direct  and  indirect  costs
associated  with  a substantial  number  of  specific
negotiations  for  a more  authoritative  analysis
to be offered  but  to undertake  suc}i  country-
based  research  was  beyond  the  resources  avail-
able  for  t]iis  study.l  Nevertheless,  a substantial
amount  or  evidence  is available  rclating  both  to
negotiation  costs  and  the effectiveness  or  the
negotiated  outcomes.  We  examine  first  the  ev-
idence  available  on  costs.

A, Negotiation  costs

1. Information  costs

aIahe importance  of  adequate  and  reliable
information  for  negotiations  is obvious.  Witli-
out  it the  problern  cannot  be properly  de['ined,

the  proposed  solutions  can  only  be liit  or miss,
the needed  volume  of  supporting  finance  can
only  be guessed  at.  Moreover,  possession  or
information  bestows  negotiating  strength.  T"he
team  with  art inferior  data  base  will  always  be
at a disadvantage;  and  a government  that  does
not  have  good  information  about  the  economic
situation  is unlikely  to  be able  to prepare  a
convincirig  package  or  policies,  leavirig  it tnore
vulnerable  to external  pressures.

The  data  prohlem  was most  notoriously
present  in the earlier  debt  negotiations  of  t}ie
1980s.  I.arge  resources  had  to be dcvoted  to
the  collation  of  dcbt  statistics  but  Paris  Club
meetings  were  still  presented  with  debt  data

suffering  from  error  tnargins  of 120-30  per
cent,  with  special  problems  encotmtered  over
statistics  on  government-guaranteed  debt  in-
curred  by public  enterprises  and  private-sector
borrowers.  Sometimes  the  resources  involved
in correcting  this  situation  were  really  large:  in
Nigeria  it took  years  to build  up an accurate
record;  in the  United  Republic  or Tarizania  it
took  a Full-time  eight-person  team  more  than  a

I An  attempt  was  made  to fill  the  gap  to some  extent  hy reqriesting  central  hanks  to cornplclc  a detailed  qucslionnaii'e
on  experiences  with  negotiations.  Urirortunately  thcrc  was  only  a very  limited  response  to this  request,  possilily  )ie-
cause  of'  the  sensilivity  of  the  inf'ormalion  sought  - to say  riothing  of" the  costs  ii'ivolved.
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year;  Zambia  also  experienccd  substantial  diffi-
culties  (Goreux,  1993,  p. 60).

Not  the  least  or  the  costs  associated  witli
this  situation  was  the  diversion  of  the  limited
number  of  available  officials  with  relevant  ex-

liertise from the preparation  of their countries"
xiegotiating  positions  and  policy  proposals.
arhus,  Martin,  Mistry  ex at. (1991,  p.  100)  on
Paris  Club  negotiations:

Some  debtor  governments  had  become
bogged  down  in data  and  documents,  to the
detriment  of preparing  negotiating  strategy.
l"hey  lacked  a clear  defuution  of  the interests
of the government  and its foreign  exchange
requirements.  arhey  had  no time  for  advance
talks  with  the main  creditor  governments,  or
witli  third  parties  ... who  could  influence
creditors  and  assess their  flexibility.  Nor  were
they  able to monitor  details  of  recent  terms
received  by other  governrnents  with  simUar
income  ]evels and degrees of debt servicing
yirobletns:  this often  led them  to  rely on
inaccurate  advice  whicb  underestimated  the
debt  relief  or  new  aid creditors  could  provide.
Abovc  all, they  had not  identified  the  amount
due in the 12-36  months  after  rescheduling  if
various  terms  were agreed,  w}iich  was a key
influence  on the sustainability  of  agreements.

As experience  and  informatioxi  have  ac-
cumulated  with  repeated  rescheduling  negoti-
ations,  and  the  availability  of  technical
assistance  and  computer-based  data  manage-
ment  systems  has grown,  information  on debt
has  improved.  It  is rare  nowadays  for  there  to
be great  difficulty  in reconciling  data  Oll  the
dcbt  of  cotnitries  that  have  bccorne  vcterans  of
suc}'i  ncgotiations,  tut  some  countries  have
leari'ied  more  readily  than  others  and  some  are
still  relatively  inexpericnced.  Tliere  can  also  be
considerable  problems  with  the  morale,  inccn-
tives  arid  continuity  or staff,  whic}i  reduce
learning  cxtcrnalities.

Rcccnt  provisions  }iavc,  moreover,  crc-
ated  additional  informational  burdcris.  i"hc
adoption  or t}ie  menu  approach  has  already
been  mentioned,  as  have  the  complications
created  by  London  Club  provisions  for  debt
buy-backs.  Mozambique  and  the  United  Re-
public  of  Tanzania  reportedly  spent  over  two
ycars  attempting  to reconcile  data  and  hire  ad-
visers  to take  advantage  of  this  provision  but
only  Mozambique  }ias  so  far  been  rewardcd
with  success.

Even  before  thc  necessity  or debt  negoti-
ations  arose,  the  information  costs  of  dealing
with  the IMF  and  World  Bank  (herearter  the
International  Financial  Institutions,  IF}s),  and
bilateral  and  othcr  sources  of  aid  were  alrcady
notorious.  For  thc  staffs  of  Ministries  or  Fi-

naxice  and  Central  Banks  the  imminent  arrival
of  an IMF  missiori  has always  signalled  much
information-gat}iering  work.  ,/'(s  the  World
Bank  }ias  moved  increasingly  into  "policy-
related  lending"  during  the  last  decade  or  more,
it too  has  made  increasingly  large  demands.  So
have  some  bilateral  donors  as  they  have  in-
creasingly  linked  their  aid  to policy  conditions
of  their  owin.

T}ie  costs  involved  in the  provisioxi  of  the
inrortnation  necdcd  for  the  various  negotiations
must  }iave  been  large.  On  the  other  }iand,  we
should  recognize  t}iat  there  have  been  benefits
too  because  the  flow  of  economic  data  has  in
many  cases  been  improved,  with  consequential
potential  for  improving  decision-making.  'I"o
quote  a central  bank  respondent:

... the  process  of  information-gathering
threw  up new  and vital  information.  A case
in point  is t!ie discovery  of  previously  un-
known  borrowings  and  unauthorised  ex-
penditures  when  we attempted  to  monitor
[government]  borrowing  from  the  central
bank  in line with  the programme.  Further-
more,  tlie  pressure  to review  tour inforination
base critically  has yielded  positive  results.

Such  benef'its  need  to be set against  the  costs.
The  costs  are  most  liable  to dominate  for  data
which  are called  for  not  because  of  the value
or the  inronnation  they  convey  but  because  of
the  organizational,  policy  and  accounting
quirks  of  the  crcditor  organizations  - categories
or sornetimes  considerable  size.  The  same
source  again:

At  times,  however,  tec}inical  stafT spent  inor-
tlinate  arnounts  of  time  answering  data  que-
ries  from  tlie  multilaterals.  This  was
especially  unsatisfactory  as t}'iere were  many
missions,  many  rif  whom  addressed  tlie  satne
issues,  and reqriircd  the  same detailed  dis-
cussions  with  our  staff.  aT'herc was a general
lack  of co-ordination  hctweert  the  World
Bank  and the IMF.

2. Opportunity  costs

In addition  to the staff  time  and other
resources  devoted  to the  collection  or  infonna-
tion  t}ierc  are various  demands  on staff  time
which  - in addition  to their  direct  payroll  costs
- divert  ofTicials  rrom other  duties.  It  is impos-
sible  to quantify  such  opportunity  costs,  or to
offer  systematic  evidexice  on tliem,  but  there  is
persuasive  indirect  evidence  that  they  can be
substantial.

One  is the  tirne-consciming  complexity  of
the  negotiation  task  and  the  multiplicity  of  fo-
rums  through  w]iich  it  must  be  conducted.
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During  the  course  of  a year  the  key  economics
officials  of  a typical  African  country  can  expect
between  them  to have  to prepare,  and  conduct
discussions  for,  all or most  of  the  following
purposes:

Dealing  with  IMF  inissions.  At  a rnini-
mum,  there  will  be  annual  consultation
missions.  If  the  Government  has  re-
quested  a Fund  credit,  there  will  be a series
of  altogether  more  demanding  meetings  in
support  of  that  request.  If  there  is already
a Fund  prograrnrne,  there  will  be three-  or
six-monthly  review  missions  to deal  with.
There  may  additionally  be a resident  Fund
mission,  which  will  also require  attention
(although  a mission  can  also  be an aid).

Dealing  uiith  World  Bank  missions.  These
will  create  demands  comparable  with  those
of  the  Fund,  except  that  the Bank's  inter-
ests  will  be more  wide-ranging  and the
burden  can  probably  be  spread  over  a
larger  number  of  government  agencies  and
officials.

The Paris  Club,  to reschedule  official  or
officially-guaranteed  debt.  These  meetings
normally  only  last  one or two  days  but  in-
volve  much  preparatory  work  and have
typically  consolidated  debt  only  for  about
15  moitths.  Furthermore,  Paris  Club
agreements  are  orily  put  into  effect
through  accords  with  eac}i  of  the creditor
governments  involved,  which  may  nccessi-
tate  the  negotiation  of  10 or more  separate
bi]ateral  agreements.2

The London  Club,  which  deals  with  com-
mercial  bank  debt.  Although  such  debt  is
generally  not  a large  part  of the  obli-
gations  of African  countries,  most  owe
some  such  debt.  The  procedures  and re-
quiremei"its  of the  London  Club  can  be
particularly  onerous,  and are  sometimes
rlisproportionate  to  thc  modest  sums
oivc<1,

Negotiations  with  other  creditors,  who  do
not  belong  to the  Paris  and  London  Clubs,
notably  the  Governments  of  former
Eastbloc  countries  and  of OI)EC,  and
non-bank  commercial  creditors.

Consultative  Groups  or  similar  collective
aid coordination  meetings,  which  usually

meet  annually  and  require  substantial
documentation  from  the  governments.

Aid  negotiations  with  bilateral  donors  and
other  multilateral  bodies  including  t}ie
United  Nations  agencies  and the African
Development  Bank.

Some  idea  of  the number  of  negotiations
resulting  from  this  multiplicity  of  forums  can
be obtained  from  statistics  of  World  Bank  ad-
justment  loans  and Paris  Club  and  London
Club  debt  rescheduling  in sub-Saharan  Africa.
During  1980-1992  these  totalled  no fewer  than
535 agreements  in a total  of  39 countries  of
sub-Saharan  Africa.-'  These  statistics,  of  course,
exclude  negotiations  that  did  not  result  in
agreement,  as well  as bilateral  debt  and  aid ne-
gotiations.  If  we assurne  10 bilateral  debt  ne-
gotiations  for  each  Paris  Club  agreetnent,  that
would  imply  about  1,500  bilateral  debt  riegoti-
ations  by  30  African  Governments  in
1980-1992.4

The  number  of  bilateral  aid donors  to be
dealt  with  can also  be considerable.  Accordirig
to Cassen  (1986,  p. 219)  an average  of  25-30  aid
agenctes  operate  in an average  country  at any
one  time,  each  with  its own  spending  priorities,
accounting  and  administrative  procedures,
agreement  periods  and  financial  years,  and dis-
bursement  conditions.  The  total  resulting
number  of  projects  can  be frighteningly  large.
Riddell  (1987,  p.  210) cites estimates  of 600
projects  from  60 donors  in Kenya;  321 projects
from  61 donors  in  tiny  Lesotho;  and  614
projects  from  69 donors  in Zambia.  If  we as-
sutne that  each African  Government  under-
takes  one negotiation  each  with  an average  of
10 donors  a year  (which  may  well  be an under-
statement),  that  would  add another  450 per
year  or, say, 5,800  over  1980-1992.  Together
these  various  figures  add up to over  7,800  ne-
gotiations  over  a 13-year  period.  Obviorisly,
no great  accuracy  can be claitned  for  this  esti-
mate,  alt}ioug}i  we do not  think  it is liiased  up-

wai'ds.  rEvcn if  ivc wcrc  to rctlucc  t.hc ngin'c  to
5,(100, thc  mimlicr  is rcinarkablc.

Evidently,  the volume  of  work  involved
in servicing  all these  negotiations  is colossal.
arhe poteritial  opportunity  costs  are  hence
large,  especially  since  the  brunt  of  the work  is
ofteri  borne  by the same small  group  of  key
economics  officials  who  would  be best  qualified
to advise  the government  on economic  policy
if only  they  had the time.  Moreover,  w}iile

2 0ne  of the larger  ,tVrican  debtor  countries  lias listed  no rcwer  t)ian  19 credit.or  countries  with  which  separate
negotiations  had  to be completed  under  the Paris  Club  terms.

3 Derived  from  World  Bank  (1992a,  (able  i'il.5i  and 1992c,  appendices  H and Hl);  and Annwl  Re)iorts  and other
publications  of  tlie  IMF.

4 The  World  Bank  (1992c,  appetidix  TIT), records  154  L.ondon  Club  agreements  with  African  countries  in tliis  period.
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there  is some  sequencing,  with  agreement  with
the  IMF  usually  preceding  meetings  of  the
Paris  and  London  Clubs,  some  of  the above
tasks  can  arise  more  or less  sitnultaneously.
Martin  (1991,  p. 198),  for  example,  writes  or a
period  in  1987  when  the Nigerian  authorities
were  simultaneously  but  separately  conducting
negotiations  with  the  IFIs  and  t}ie  Paris  and
London  Clubs.

In  addition  to this  multiplicity  of  negoti-
ating  forums,  other  forms  of  proliferation  have
occurred  which  place  large  additional  demands
on key  officials.  Perhaps  the  most  notable  in
recent  years  has  been  t}ic  movement  of  the
World  Bank  since  tlie  late  1970s  into  "policy-
related"  lending,  which  will  be taken  up  later.
At  the  same  time,  with  the  introduction  of  its
Structural  ./(djustment  Facility  (S,AF)  and  En-
hanced  Structural  Adjustment  Facility  (US,AF),
the  scope  of  the  IMF"s  policy  conditionality
lias  also  widened,  and  we shall  later  show  tliat
there  have  beeri  other  developments  within  the
Fund  to increase  the  demands  it makes  on the
economic  administrations  of  borrowing  coun-
tries.  Various  other  donor  agencies  have  joined
in  with  their  own  conditionality,  generally  sup-
portive  of  that  of  t}ie  IFIs  but  creating  extra
burdens.

Poor  coordination  between  the  IMF  and
World  Bank  can  add  further  to the  work  load,
despite  improvements  in recent  years.  One  re-
spondent  cites  the  case of  a Bank-led  rnission
to evaluate  the  foreign  exchange  system,  whose
work  (and  that  of  the  government  officials  who
had  assisted  it) was  subsequently  aborted  by
IMF  insistence  that  it was the  Fund  which
should  deal  with  such  issues.  The  differcnccs
in approach  of  the  two  agencies  in their  "gap"
calculations  is a morc  fundarnental  source  of
difl-xculty.

,/llready  impossible  demands  can  be fur-
ther  aggravated  by  the  effects  of  staff  turriover,
which  weakens  the  learning  process  and  creates
the  need  to "break  in"  new  participants.  While,
in principle,  turnover  in the  "home  team"  is
under  the  control  of  the  Government,  changes
in  tlie  personnel  of  the  IFI  creditor  teams  are
beyond  their  coxitrol.  ,An  official  of  an  jVrican
Government  writes  of  the  problems  caused  by
lack  of  continuity  in  the  "away  tcam":s

aIao give  an example,  a new Exchange  and
Trade  Relations  man  was sent witli  the IMF
mission  earlier  this  year.  It took  at least two
missions  for }iim  to  get to  grips  with  [tliis

country"sl case, and only on his last mission
did }ic look  coinfortable.  Howcver,  he has
been  transferred  so the  next  mission  will  bring
a new El"R  man.  'Tahis will  significantly  iii-

crease my workload  as I will  have  to "edu-
cate"  him  on  [my  country],  answcr  endless
questions  and supply  lots  of  information  that
has already  been  given  in tl'ie past.  albis lias
also been the case in otlier  areas of  the "away
team".

The  cumulative  effect  of  all t}iese  de-
mands  cannot  fail  to  have  ]arge  opportunity
costs,  diverting  senior  personnel  from  tasks
with  potentially  higher  economic  pay-off:s.  In
extreme  cases,  it can bring  the  administration
to breaking  point,  so that  an internal  IMF  staff
report  writes  of  severely  limited  administrative
capacities  resulting  in  implementation  problems
that  werc  cotnpounded  when  governments
raced  large  numbers  of  policy  commitments  to
the  Fund,  Bank  and  other  agencies.6

3.  Other  costs

Although  they  are  harder  to  pin  down
and  tlic  evidence  is more  impressionistic,  t}iere
are liable  to be substantial  costs  additional  to
those  already  described.  The  complexities  of
the  negotiation  processes  described  above  may,
for  example,  result  in financial  costs.  A major
example  of  tliis  arises  from  the  procedures  or
the  Paris  Club.  T'}icre  are  commoxily  considcr-
able  delays  between  agreement  at  the  Paris
Clrib  arid conclusion  or  the bilateral  accords

whic]i  give it cffect,7 and this can last debtors
open  to various  penalties:  late  interest  c}iarges;
delays  in tlie  restoration  of  export  credit  cover;
and  t}ic  postponement  of  subsequent  negoti-
ations,  altlioug}i  Goret.ix  (1993,  p. 34) suggests
that  in practice  the  consequences  }iave  not  beeti
too  serious.

More  scrious  in  sotne  cases  liave  been
losses  iri  aid disbursements  as a result  of  t}ie
delays,  whic}i  can  be large.  ,All  these  forms  or
financial  cost  impact  adversely  on the  budget,
axid can  lead  to additional  difTiculties  in com-
plying  with  IMF  credit  ceilings,  tending  to set
up a vicious  circle  of  delays,  budget  difficulties,
breakdown  of  IMF  programmes  and  further
difficulties  with  the  Paris  Club.  arhe same  costs
can also  lead  to shortfalls  of  import  capacity,
itnpacting  adversely  on economic  activity,  hu-
mari  welfare  and  tlie  sustainability  or atteinpts
at economic  restructuring.

5 PrivaLe correspondence.

6 From  ari unpublished  1990 review  of experiences  with S/\F  and ESA.F programines  (li. 37).
7 0f  the 33 Paris Club  rcscticdulings  studied  by Goreux  (1993),  only 59 per cein of' bilateral  agreements  svere complelcd

withiri  eight  months  of  tlie Paris (Ilub  agreement  arid dcla)is exceeding  a year svere not inrrequent.
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aI"here can also  be adverse  ecorion"iic  er-
fects  from  the  uncertainties  and  delays  in-
volved.  Even  if  it is agreed  that  creditor-pre-
scribed  prograrrunes  move  policies  in desirable
directions,  the  result  may  be to reduce  policy
continuity  and  increase  uncertainties  about  tlie
future  policy  environment  - particularly  when
programmes  are first  adopted  or where  there
are  doubts  about  the  sustainability  of  the  policy
changes  adopted.  Such  uncertainties  increase
t}ie  riskiness  of  using  present  prices  and  policies
as a basis  for  investment  and  other  decisions
about  the  future.  This  is liable  to dampen  in-
vestment  and  growth,  and  to lower  resporisive-
ness  to  price  incentives.8

An  additional  source  of  uncertainty,  and
a factor  which  also  deserves  to  be counted  as a
cost  in its own  right,  is the  political  destabili-
zation  that  sometimes  accompanies  negoti-
ations  and  delays  in these.  While  there  is no
evidence  that  negotiations  have  systematically
destabilizing  effects,9  there  are  specific  in-
stances  where  this  has  occurred,  usually  related
to negotiations  with  the  IMF.  Martin  (1991,
p. 39)  cites  a number  of  these:  in  Burkina  Faso,
Ghana,  Mali,  Mauritania  and  Nigeria.

B. The effectiveness qf  outcomes

In  addition  to examining  the  eviderice  on
the  costliness  of  the  process  we  also  need  to ask
about  the  effectiveness  of  the outcomes.  ,/'is
mentioned  earlier,  we want  to avoid  entering
into  the  large  debate  about  the  appropriateness
of  the policy  conditionality  of  the  IFIs  and
others,  because  that  would  take  us too  far  from
our  remit.  However,  even  if  we are willing  to
assume  that  the  policy  changes  incorporated  iri
progratnrnes  generally  represent  improvements,
there  is  other  evidence  which  calls  the effec-
tiveness  of  the  process  into  questioxi.

We  can  first  cite  the  frequency  with  which
progratnrnes  break  down  or are  seriously  de-
layed.  This  is best  documented  in the  case  of
the IMF.  Killick,  Malik  and  Manuel  (1992,
table  2) have  shown  that  in  1980-1990  about
half  (52 per  cent)  of  all Fund  prograrnrnes
broke  down  before  the  end  of  their  intended
lives,  with  the  same  breakdowxi  rate  in Africa

as For the  whole  sample.  Moreover,  they  show
a deterioratirig  trend  over  tirne,  witli  a 67 pcr
cent  railurc  ratc  in 1987-1990.  On  tlie  basis  or
a survey  of  other  studies  and t}ieir  own  re-
search,  they  also  firid  that  t}ie  cliangcs  in cco-
nomic  perrormance  associated  wit}'i  IMF
programmes  are  only  mixcd  (Killick  and  Malik,
1992,  pp.  629-630).  T}ie  balance  of  payments
is gcnerally  strengthened  and  programmes  have
a more  sustairied  influerice  t}ian  often  sup-
posed.  But  prograrmnes  have  little  revealed
itnpact  on  the  growt}i  of  the  economy  or on the
inflation  rate,  aml  do not  appear  to exert  a de-
cisivc  influence  on fiscal  and  monetary  policies.
In  short:

The  world,  it  seems,  oyer-rates  what  the
Fund  can realistically  hope  to achieve,  and
tlie amount  of  leverage  whic}i  it exerts  over
policies.  With  t}ie  important  exception  of  tlie
exchange  rate,  tl'ie  evidence  suggests  rather
limited  impact  upon  the fiscal  and monetary
instruments  which  are  central  to  its
programme  designs  ... Given  the  Fund"s
limited  revealed  leverage  over  these  otlier
policy  variables,  it is scarcely  surprising  if  the
macroeconomic  rcsults  of  its progratnmes  fall
well  short  not  only  ot' intentions  but  of  the
degree  of  sustained  improvement  necessary  to
ensure  credibility  for  government  policies  and
to revive  investor  confidence.

These  conclusions  were  drawn  from  evidence
relating  to all  developing  regions  but  the  gen-
eral view  is  that  the  effectiveness  ofa Fund
programmes  in  Africa  has  been  particularly
slig}it.

A substantial  proportion  of  World  Baxik
structural  adjustment  programmes  also  suffer
from  serious  delays  (usually  because  of  non-
compliance  with  policy  stipulations)  and  occa-
sionally  break  down  altogether.  A  recerit
analysis  or  such  programmes  in  sub-Saharan
,/!ifrica  (World  Bank,  1992b,  annex  10)  indicates
t}iat  55 out  or  146 operations  were  subject  to
this  type  of  problem,  with  an average  delay  of
434  days,  meaning  that  they  took  nearly  twice
as long  to be completed  as originally  intended.

.Accumulating  evidence  on t}ie  impact  of
such  programmes  similarly  points  to the  limi-
tations  of  what  they  have  been  able  to achieve,
particularly  in  ,Africa.  A number  of multi-
country  studies  arrive  at similar  conclusions:

8 0n  this see Rodrik  (1991),  who argues that even moderate  uricertainty  about  policy  acts as a subslanlial  tax oi'i in-vestment,  and that "reform  packages  which  emphasize  policy  stability  and sustainability  are likely  to bring greaterpayoffs  in terms of  investment  and growth  than those which  f'ocus on economic  )iberalization  and getting  prices right"(pp. 240-241).
9 Tliis  topic  has chiefly  been investigated  in relation  to IMF  programmes.  Siddell  (1988)  concludes  fi'om  a large sampleof cases that  an IMF  programme  does not  significantly  increase  or promote  political  instability,  altl'iough  }iis study isconfined  to 1969-1977.  A more up-to-date  study of the /kfrican  situation  by Moore  and Scarritt  (199(1) similarlyconcludes  that Fund programmes  have no significant  impact  on the nature  or Afi'ican  Governments.
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that  Bank  programmes  are associated  with  im-
proved  export  and balance-of-payments  per-
formance,  reduced  investment  levels  and little
or no  effect  on  GDP  growth.  In  the  Bank  case,
however,  the  impact  of  prograrnrnes  in African
countries  has  been  singled  out  for  specific
study.  Nooter  and Stacy  (1990)  utilized  in-
depth  studies  of  seven  African  countries,  con-
cluding  that  (p. 14):

Only  three of  the seven countries  under  re-
view (Ghana,  Guinea  and Madagascar)  ap-
pear  to have  adopted  adjustment  programmes
wbich  are broad  and deep enough  to consti-
tute  effective,  growth  oriented  adjustment
programs.  Even in these cases, further  ad-
justment  measures  will  be necessary.  Since
the seven countries  under  review  are consid-
ered by the Africa Region [of the Bankl to
have the most  effective  programs  of  the re-
gion,  it can be assumed  that  the adjustment
programs  not  reviewed  here are also not  yet
fully  comprehensive  (with  the exceptions  of
Garnbia  and Mauritius  ...)

(It  can  be added  that  of  the  three  singled  out  in
the  above  quotation  only  in  Ghana  has  t}ie
programme  remained  on  track.)  A  recent
internal  Bank  evaluation  of  experiences  with
adjustment  lending  (1992a,  chapter  l) found
markedly  weaker  results  for  African  and  other
low-income  countries  than  for  middle-income
adjusting  countries.  Another  recent  Bank  study
has the  remarkably  frank  title,  "Why  structural
adjustment  has not  succeeded  in sub-Saharan
Africa."  This  (Elbadawi  et  al.,  1992)  and a
companion  paper  (}Elbadawi,  1992)  botli  find
that  while  the  Bank's  structural  adjustment
programtnes  in  Africa  have  significantly
improved  export  performance,  this  has  not
been  sufficient  to  counteract  the  strongly
adverse  effect  of  programmes  on investment,  so
that  there  was  no revival  of  economic  growth.

kn brief,  then,  it appears  that  the  adjust-
ment  programmes  t}iat  are intended  to rmdcr-
pin  most  of  the negotiations  described  earlier
are  only  able  to  achieve  modest  results,  al-
though  the  balance-of-payments  improvements
are important.  There  are many  factors  con-
tributing  to  this  outcome,  not  least  the force
of external  shocks,  but  the  limited  results
achieved  do  add weight  to doubts  about  the
cost-effectiveness  of the  processes  analysed
here.

This  point  is given  added  weight  when
we examine  the  nature  or  the debt  agreements
arrived  at by the  Paris  and  London  Clubs  until

recently.  By  common  consent,  until  t}ie
adoption  of  the Toronto  arerms in 1988 Paris
Club  reschedulings  were  harsh  and ultimately
non-viable.  They  were  excessively  short  term
and  embodied  non-concessional  moratorium
interest  rates  which  added  to the debt  burdens
of  African  countries  and  resulted  in ever-rising
debt  and  debt-servicing  ratios.  It'i  effect,  they
did  little  more  than  provide  a de jure

recognition  of the de faclo  inability  of many
.Arrican  couritries  to  service  their  debts,
providing  paper  increases  in liquidity  in return
for  additional  high-cost  debt.  The  present
position  is more  favourable,  as will  be shown
later,  but  until  1988  the  absence  of  any  genuine
concessionality  in I)aris  Club  terms  raises  the
question  of  whether,  from  the  point  of  view  of
the  debtor  governments,  it was  worth  incurring
the  costs  of  negotiating  suc}i  agreements.

The  same  question  does  not  arise  in con-
nection  with  negotiations  for  bilateral  develop-
ment  assistance,  for  most  recent  aid to Africa
has been in the form  of  grants  or very  soft
loans.  However,  even  here  there  are debit  en-
tries  in the ledger  in the form  of  }iidden  costs
which  reduce  the  net  value  of  the  aid
received.'o  Probably  the  most  serious  of  these
is  the  practice  of procurement-tying.ll  Al-
though  this  is sometimes  defended  as a way  or
increasing  public  support  for  aid  or as a tactical
weapon  to use in persuading  other  donors  to
reduce  their  tying,  the  principal  motive  is
protectionism.  The  precise  extent  of  tying  is
difficult  to state  because  or  the  existence  of  in-
forma]  as we)l  as formal  arrangements  and  be-
cause  of  the  possibilities  for  rungibility.
Including  informal  as well  as formal  arrange-
mcnts,  probably  40-50  per  cent  of  total  OECD
aid is procurement  tied  and  t}iere  is no clear
downward  trend.  Tying  reduces  the  quality  of
aid by imposing  costs  on recipients,  transferring
some  of  t}ic  value  or  aid rrorn  them  to benefi-
ciaries  in the donor  country.  The  dircct  cost
is the extra  price  which  the  recipient  )ias to pay
as a conscquence  or being  unable  to  shop
around  on world  markets  for the best buys.
Most  estimates  or  this  place  the surcharge  in
the 15-30  per cent range,  although  there  are
"horror  stories"  involving  rar }iigher  costs.l2

In addition,  there  are indirect  costs.  Ty-
ing,  and  the  commercial  objectives  whicli
underlie  it, introduces  biases  in donor  project
selections  in  favour  or capital-  arid import-
intcnsity,  often  to  the dctriment  of  dcvelop-
mcntal  priorities.  Tied  aid  is liable  to
incorporatc  inappropriate  tec}'inologics  or  to

10 For  a general  survey  see Killick  (l99l,  pp.  35-44).

II  See  Jepma  (1991),  for  an excellent  review  of'  tl-iis subject.

12 Jepma  (1991,  chaps.  7 and  8).  See  also  Riddell  (1987,  p. 20')).
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foster  a proliferation  of  technologies.  It  places
more  demands  on recipients"  scarce  adrninis-
trative  resources,  introducing  more  complicated
procurement  and  disbursement  procedures  and
thus  an additional  source  of  delay  in utilizing
the  aid.  Similar  criticisms  apply  to mixed  cred-
its  - the  blending  or concessional  assistance
with  export  credits.

There  are other  factors  that  further  re-
duce  the  net  value  of  aid:  the difficulties  of
donor  coordination  and  the  resulting  prolifer-
ation  problems  already  mentioned;  the  added
diflicult.icri  of" l'iudgclary  cnnliacil  rcsi.ilting  l"i'oin

certain  doxior liractices;  liiascs towards  large,
capital-  and  import-intensive  projects,  and  in-
appropriate  production  and  maxiagement  tech-
riologies.  All  these  factors  diminish  the
cost-effectiveness  of  aid  negotiations  from  the
rccipient"s  vxewpoint.

To sum  up, in terms  of  both  costs  and
effectiveness,  there  are  good  reasons  for  doubt-
ing  the  optimality  or past  approaches.  arhe in-
formation,  opportunity  and  other  economic

costs  of  negotiations  can  be large;  effectiveness
is patchy.  Certainly  there  is much  room  for
improvement  of  both  dimensions.  The  coun-
tries  and  Governments  of  Africa  are,  moreover,
particularly  at risk  from  this  sub-optimality.
Most  are heavily  indebted  and  reliant  on re-
scheduling  arrarigements.  Aid  dependence  is
particularly  severe.'3  Data  availabilities  and
public  administrations  are  especially  weak.
Economic  confidence  is  particularly  fragile.
Being  generally  small,  economically  weak  and
geo-politically  unimportant,  they  are  more
iikcly  to  be prit  ripon  hy  rigorous  conditionality
th;in  othrr  cicvclciping  countries."  In  C(IIISC-

quence,  as Campbell  and  Loxley  (1989,  p.  l)
have  put  it, "not  since  the  days  of  colonialism
}iave  external  Forces  been  so powerfully  focused
to shape  ,Arrica"s  economic  structure  and  the
nature  of  its  participation  in  the  world  system."

As  already  indicated,  the  cost-
effectiveness  situation  }ias improved  in recent
years  but  before  assessing  these  improvements
we will  next  examine  the sources  of  the  sub-
optimality  revealed  above.

II.  Sources  of  sub-optimality

As  might  be guessed,  a large  number  of
factors  have  contributed  to  the  situation  of
sub-optimality.  Thcse  will  bc discussed  under
four  headings:  the  deteriorating  financing-
adjustment  t'+alance;  interest  conflicts;  the  ab-
sence  or transparency  in the  process;  and  tl'ie
spread  of  conditionality.

A.  The  detevioratiri.g  balance  between

,finance and ad,justrnent

During  the first  three  post-war  decadcs
there  was  Fairly  general  agreement  on the  pro-
position  that  international  economic  instability
calls  for  internationally  cooperative  solutions.
More  speci['ically,  it was  regarded  as unaccept-
ably  harsh  and  inefficient  that  countries  pushed
into  payments  difficulties  because  of  adverse
external  shocks  should  be  forced  to  cope  by

deflating  their  economies,  and  there  was  a de-
gree  of  consensus  that  when  adjustment  meas-
urcs  were  needed  they  should  be adequately  re-
inforced  with  supporting  international  f'inance
if  the  consequences  were  not  to be unaccepta-
bly  deflationary.  Financing  and adjustment
were  seen as complementary,  to be kept  in bal-
ance  wit}i  eac}i  other.

The  last  decade  or so has seen a retreat
from  this  consensus.  The  balance  has shifted
towards  rcquiririg  dcf'icit  countries  to undertake
more  adjustmcnt  and  riowadays  the emphasis
is on t}ie  "moral  }iazard"  risks  of  financing  def-
icit  countries.  This  cliange  of  climate  affects
the  subject  in hand  in two  principal  ways:  by

causing the underfunding or lirogrammes  and
through  refusals  to respond  internationally  to
the  adverse  effects  or  external  shocks.

The  researches  of Martin,  Mistry  and
their  associates  have  thrown  much  light  on  this

13 Killick  (1991,  table  l),  s)iows  that  in terms  or  aid
disl'+ursemcnts  of  sub-Saharan  jVrican  countries  in
of  between  nve  and  ten.

per capiLa, and as proportions  of  investment  and imports,  the aid
1')80-1988  exceeded tliose or  other  developing  countries  by factors

14 Mosley er al. (199],I,  p. 125) conclude ('rom their study of World Bank structural adjusLment PROGRAMMES that: "lahe
poorer  the recipient's  initial  political  bargaining  position  ... the more  stringent  the conditions  imposed  on it, regardless
of the severity  orll-ie level of  economic  mismanagement..."  Sliles (1991, p. 36) similarly  reports  that  large, important
countries  are liable to get special consideration  within  tlie }MF,  while  small, unimportant  ones arc treated more
routinely.
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in  the  context  of  African  debt  negotiations.
Their  special  focus  has  been  on the  procedures
employed  in  the  projection  of  balance-of-
payments  and  financing  gaps  during  the  nego-
tiation  of  IMF  and  World  Bank  adjustment
programrnes.l5  The  central  facts  are that  what
ought  to  be  objective  technical  exercises  are
actually  negotiated  outcomes,  the  determi-
nation  of  which  occupies  a disproportionate
amount  of  negotiatiyig  time,  with  the  IFIs  hav-
ing  the  dominant  say.  There  are,  rnoreover,
systematic  biases  in  t}ie  resulting  gap  calcu-
lations,  with  data  and  estimation  methods  ma-
nipulated  in order  to avoid  the generation  of
inconveniently  large  financing  or "adjustment"
gaps.

Killick  and  his  associates  are  among
those  who  have  noted  a systematic  tendency  for
Fund  staff  to be over-optimistic  in their  eco-
nomic  projections  and  programme  designs.'6
Apart  from  a natural  tendency  to  over-
optimism,  a more  likely  general  explanation  is
the pressure  to which  Fund  missions  are ex-
posed  to  reach  an  agreemetit  in the  face  of
constraints  on their  ability  to cliange  policies,
or  on  the power  of  those  policy  changes  to
bring  about  improvements.  In such  situations
there  is a temptation  to massage  the  figures,  to
come  up  with  seemingly  plausible  projected
outcomes  in support  of  an agreed  set of  meas-
ures  although  the  mission  may  privately  have
doubts  about  the  feasibility  of  the predicted
outcomes.

Martin  (1991,  pp.  76-77)  providcs  further
evidence  of  consistent  over-optimism  by  tlie
Fund  axid  (pp.  63-65)  a specific  example  of  the
manipulation  of  payments  projections  for
Zamliia  in  1987,  when  t}iere  were  a host  of
last-minute  clianges  to projections  for  1987  in
order  to  show  an  acceptable  financing  gap.
These  included  further  reductions  in  imports
following  large  cuts  in 1986.  As  an IFI  partic-
ipant  told  Martin:  "(":utting  imports  was  the
worst  idea  for  the  economy,  on  top  of  the  1986
import  shortfall.  But  svc }iad  no choice  if  we
were  to make  arrears  to the  I-'und  seem  payable
- the  reason  why  tlie  manipulation  was  worse
tlian  usual"  (note  the  "worse  than  usual").  The
World  Bank  has a similar,  ratlier  well-known,
tendency  to over-optimism  as regards  terms  of
trade  and  export  prospects.

Tlie  necessity  for  all this  manipulation
and  wishful  thinking,  of  course,  arises  from  the
severity  of  thc  constraints  on  available  sup-

porting  finance.  Creditor  governments  do riot
wish  to  be told  that  substantially  more  financial
support  or debt  relief  is needed  than  they  are
prepared  to make  available,  any  more  than  the
Board  of  the  IMF  is happy  when  it is told  that
countries"  balance-of-payments  recoveries  are
likely  to be slower  than  is implicit  in t}ie  time-
spans  oflMF  prograinrnes.

The  inevitable  consequence  is that  a good
many  of  the  agreed  programmes  are  unrealistic,
fated  to break  down  because  of  underfunding
and  shortages  of  foreign  exchange.  A former
head  of  the  key  Exchange  and  Trade  Relations
Department  of  the IMF  has  stated  privately
that  up  to a third  of  the  programmes  are  inad-
equate  and  doomed  from  the  start.  This,  and
the  underfunding  which  leads  to it,  both  add  to
the  negotiation  costs  by  introducing  protracted
but  ultimately  fruitless  arguments  about  the
values  that  should  be  included  in  payments
projections,  and  reduce  programme  effective-
ness  because  of  the  consequential  fi'equency  of
breakdowns  and  adverse  effects  on the credi-
bility  of  the  announced  policy  measures.

Goreux  (1993,  pp.  iv-v)  is among  those
who  }iave  similarly  criticized  the high  consol-
idation  interest  rates  incorporated  in  earlier
Paris  Club  reschedulings  (which  can  be  re-
garded  as another  aspect  of  inadequate  finan-
cial  support)  as leading  inevitably  to unviable
programmes:

aTahe system  was bound  to lead to repeated
reschedulings,  to  an exponential  growth  in
the stock  of  debt  and the debt  service  ratio
and,  consequently,  to  an  ever  increasing
probability  tliat  this  debt  would  never  be re-
paid  in full.

Killick  et at. (1992,  table  3 and  passim)  found
further  evidence  consistent  with  under-runding
as  a cause  of  progratnme  breakdown.  T}iey
examined  t}ie  size of  Fund  credits  (nct  or  return
flows)  during  the  1980s  and,  while  they  were
favourably  irnprcssed  with  the  average  size of
credit  relative  to  the ixiitial  payments  deficit,
they  noted  a significant  difference  between  the
situations  of  countries  completing  their
programmes  arid  those  whose  prograrnrnes
broke  down  before  completion.  The  agreed
credit  size  for  t}ie  latter  countries  was  less than
two-firths  of  t}ie credits  of  the  Former  group,
expressed  relative  to the  initial  current  account
deficit.  They  also  show  (p. 593)  that,  contrary
to  the  Fund's  aspiration  to  have  a catalytic
effect  in capital  inflows  from  other  sources,  in

15 I atn  here  drawing  particularly  on  the  preliininary  results  of'  a project  on "External  finance  for  African  development
in the  1990s"  presented  in Martin,  Mistry  et al.  (199])  and  in various  supporting  country  studies.  See also  Martii'i's
199]  study  of  African  debt  negotiations.

)6  arhe reference  here  is to work  undertaken  in connection  witli  Llie research  reported  in Killick  et al.  (]992).
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the average case the rtet effect is a reduced
capital inflow, chiefly because Fund credits have
often  been  utilized  to repay  other  creditors.  In
some  cases,  the  resulting  under-funding  has  led
to  increases  in  arrears  (contrary  to  commit-
ments  to the IMF),  followed  by further  com-
plications,  uncertainties  and  burdens  on staff.

aIahe deteriorating  financing-adjustment
balance  further  impinges  on  the  cost-
effectiveness  of  Africa's  negotiations  with  its
creditors  by magnifying  the disturbing  effects
of  terms  of  trade  and  other  exogenous  shocks.
Killick  and  Malik  (1992,  pp.  600-606)  note  that
adverse  external  shocks  are  common  among  the
reasons  why  governments  turn  to the  IMF  for
balance-of-payments  assistance  and  also  note
the  frequency  with  which  natural  disasters  are
an important,  sometimes  dominant,  factor  in
decisions  to adopt  a programme.  Moreover,
they  (pp.  617-619)  find  the  intrusion  of  un[ore-
seen  shocks  a major  reason  for  programme
break-downs,  which  are  associated  with  adverse
terms  of  trade  experiences.

This  evidence  suggests  that  international
measures  to protect  debtor  countries  from  the
adverse  effects  of  such  shocks  would  both  re-
duce  the  frequency  of  progratnrne  negotiation
and  help  to  keep  existing  programmes  on
course.  Some  steps  have  indeed  been  taken  to
extend  the  range  of  circumstances  in  which
countries  could  take  advantage  of  the  IMF's
long-standing  Compensatory  Financing  Facil-
ity  (now  called  t}'ie Compensatory  and  Contin-
gency  Financing  Facility  or  CCFF).

I-Iowever,  at the  same  time  decisions  dur-
ing  the 1980s  converted  this  from  a more-or-
less automatic  fund  for  largely  non-conditional
assistance  to countries  experiencing  temporary
export  shortfalls  into  a source  of  modest  sup-
plemcntary  finance  largely  confined  to  coun-
tries  that  have  already  agreed  a programme
with  the Fund.  In effect,  this  lias  become  a
high-conditionality  facility.  Its  procedures  are

cumbersome  and  demanding  on debtor-country
administrations,  and  the  volume  or
compensatory  finance  it can  offer  is very  Jim-
ited.  It  is, moreover,  expensive,  bearing  near-
commercial  interest  rates,  with  no concessional
provisions  For low-iticome  borrowers.  And  it
requires  borrowers  to reduce  their  drawings  of
Fund  credits,  or  add  further  to their  reserves,  in
the  event  of  favourable  developments.  ,As
Polak  has noted  (1991,  }).  11),  provisions  sucli
as these  make  the CCFF  unattractive  to  po-
tential  users  and  for  such  reasons  it has been
little  used  by  African  countries.

A related  development  is  the more  fre-
quent  inclusion  inIMF  programme  stipulations
of  contingency  provisions  which  increase  the

stringency of credit ceilings when favourable
external  developments  occur,  e.g.  larger-
than-forecast  aid receipts.  This  provision  is
asymmetrical,  however,  for  programmes  also
provide  for  larger  increases  in external  reserves,

and therefore moreslringent  policies, against the
possibility  of  adverse  shocks  (Killick,  1992,
p.  26).'7  Nothing  could  more  strikingly
demonstrate  the  retreat  rrom  the  post-war
consensus  that  has  occurred  in recent  years.  In
consequence,  governments  enjoy  little
protection  from  the  damage  which  can  be done
to their  economies  by unforeseen  events  over
which  they  have  no control,  the  necessity  for
riegotiations  is multiplied  and  the  effectiveness
of  the  resulting  programmes  is reduced.

B. Conflicts  of  interest

Various  interest  conflicts  also  reduce  the
cost-effectiveness  of  jMrica's  negotiations  with
its creditors.  Among  the most  important  of
these  are  conflicts  among  creditors,  which  have
a variety  of  adverse  effects.  In  the  case of  the
Paris  Club  the  difficulties  of  securing  collective
agreement  are  well  known,  both  as regards  the
general  parameters  of  negotiation  terms  and
their  application  to  particular  cases,  leading
Ricffd  (1985,  p. 18)  to observe  that  discussions
wit}iin  creditor  caucuses  are  sometimes  more
difTicult  and  protracted  than  discussions  with
debtors.

Sitnilarly,  in the  case  of  the  London  Club,
Martin  (1991,  pp. 207)  shows  how  the negoti-
ations  and  their  outcomes  were  designed  to
maximize  solidarity  (or  minimize  disagreement)
among  the  banks,  rat}ier  thari  to maximize  the
cost-effcctivericss  or  t}ie  process.  This  was
partly  achieved  by reliance  on, and  misuse  or,
suspect  data  and  forecasts,  and  the cobbling
together  of  "agreements"  which  ignored
debtors'  limited  implementation  capacities  and
which  most  of  the  negotiators  knew  were  unvi-
alile.  IEven  so,  the  difficulties  of  acliieving
agreement  among  the  often  largc  number  or
banks  involved  led to  lengthy  delays  iri  the
process.

Conflicts  and  compctitiori  among  aid do-
nors  should  also  not  be forgotten.  Hewitt  arid
Killick  (1992,  table  l and  passim)  have  shown
large  differences  among  bilateral  donor

17 Martin  (1991, p. 84), cites the example  of' Zambia  in 1986, when the IMF's  own documentation  showed that the
Government  had breached  performance  criteria  only 1:iecause of unf'oreseen dcveiopmenls,  but recommended  more
cuts in budget  expenditures  and imports  ji.ist the same.
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objectives,  and the  literature  is  replete  with
examples  of  how  competition  among  them  gets
in the  way  of  effective  aid coordination.  As
Whittington  and  Calhoun  observed  From  their
own  experiences  as  aid workers,  "all  donors
want  to co-orditxate,  but  no-one  wants  to be
co-ordirtated"  (1988,  p. 307).18

These  various  conflicts,  while  they  could
be  exploited  by  debtor-country  negotiators,
more  often  add  to the  costliness  of  the  negoti-
ation  process  and  harden  the  terms  on which
agreement  is possible.  A case  in  point  is the
menu  of  options  available  in  the  Paris  Club  to
creditor  governments  under  the Toronto  and
post-Toronto  terms.  The  necessity  for  this
complicated  arrangement  arose  because  of  the
impossibility  of  securing  agreement  on a single
set  of  terms.  An  example  of  the  resulting
complexities  is provided  by  the  United  Repub-
lic of  Tanzania"s  experiences,  where  Mgonja
and  Mlolwa  (1991,  p.  39) relate  how,  at the
United  Republic  of Tanzania's  Paris  Club
meeting  in  March  1990,  three  creditors  selected
the  option  of  a one-third  debt  cancellation,
three  extended  the  maturity  of  their  credits,
while  the  rest  opted  for  concessional  interest
rates,  but  with  Japan  choosing  a combination
of  two  of  the  options.  Difficulties,  stemming
from  creditor  concerns  about  burden-sharing,
also  arise  from  the  Paris  Club"s  insistence  that
non-member  creditors  should  not  be  given
more  favourable  treatment  than  members  - a
stipulation  which  can  cause  difficulties  in re-
spect  of  credits  from  developing  countries.

Inter-creditor  conflicts  also  harden  the
terms  offered  to  debtors  because  creditor
caucuses  tend  to  settle  for  a level  of
concessionality  based,  as Rieffel  (1985,  p.  18)
observed  for  the  Paris  Club,  on "the  hardest
position  on  each  variable  desired  by  any  credi-
tor"  - a principle  that  has  also  operated  in the
London  Club.  Alternatively,  it gives  rise  to a
fudging  of  issues,  in which  laggard  or unsym-
pathetic  creditors  are  permitted  to  insist  on
harder  terms  than  those  to which  a creditor
majority  is agreeable.  Thus,  against  the  fiction
that  the  Toronto  terms  menu  options  contain
equivalent  concessionality,  the  actual  grant  el-
ements  are estimated  at 33, 0 and  22-27  per
cent  respectively  for  options  A,  B and  C.19

Divisions  within  negotiating  teams  are
another  source  of  inefficiency.  Among  the

creditors,  there  have  been  instances  in t}ie  past
of  differences  between  Fund  arid  Baxik  staff
serving  on the  same  team  about  such  matters
as the  desirable  levels  of  imports,  government
investment  and  domestic  credit,  although
cooperation  between  them  }ias  improved  in
recent  years.  Disagreements  and  inter-agency
rivalries  occur  amongst  debtor  teams  too.
Goreux  (1993,  p.  60)  refers  to  poor
coordixiation  between  the Ministry  or Finance
and  Central  Bank  in Nigeria  and  Zambia  as
slowing  down  the  workings  of  Paris  Club
procedures;  Martin  (1991,  pp.  36-37)  also  refers
to  the  adverse  effects  of  divisions  in  these
countries.

A  final  type  of  interest  conflict  which  ar-
fects  the  cost-efficiency  of  outcomes  is the  more
obvious  one  between  creditor  and  debtor,  and
the  fundamental  asyrnrnetry  of  bargaining
power  between  them.  To a greater  or lesser
degree,  the  debtors  are  in  the  position  of  }iaving
to  accept  whatever  concessions  are  offered
them  on  a take-it-or-leave-it  basis.  One  of  our
respondents,  for  example,  complains  that,  "In
our  experience,  initial  positions  on  "core  issues"
are  seldom  changed  during  the  negotiation
process,  though  other  subsidiary  areas  are  more
open  to discussion,  These  positions  are  not  al-
ways  well  informed  and,  on  occasions,  the  IMF
do  not  seem  to  be well  prepared."  Martin
(1991,  pp.  42, 322),  who  has investigated  the
working  or negotiation  processes  particularly
closely,  emphasises  the  essentially  one-sided
nature  or  the  exercise:

Even  debtor-negotiators  who  were  well  pre-
pared,  united,  flexible,  experienced,  persua-
sive, skilled  in politics  and econotnics,  and
who  understood  the Fund,  received  few  con-
cessions  [from  the IMF].

Debt  negotiations  did  not  combine  the  values
of  all participants  into  a single  jointly  agree-
able  outcome  ...  To  the extent  that  debtors
were  more  dissatisfied  by  the  outcome  -
though  default  would  have  been  worse  - out-
comes  and procedures  were imposed.  Sub-
Saharan  governrnents  }iad  only  marginal
influence.  Creditors"  superior  power  usually
overt'uled  debtor  initiative,  precedent  and
strategy.

This  is a starker  view  than  ot}'iers  have  taken2o
but  a further  reminder  of  the  unequal  nature
of  the negotiations  is provided  by E]gstr5m"s

18 For  a brief  survey  of  the aid coordination  situation  in Africa  see Killick  (1901, pp. 42-44).
19 Vourc"h  (1992, p. 8). She goes on to estimate  grant  elements of 33, 23 and 22 per cent respectively  if  debtors  stop

paying  after 10 years, and cites estimates  by Debarle  and Jacquier  of actually  negotiated  outcomes,  including  the
preferential  rescheduling  of  aid loans,  of 41, 9 and 23 per cent grant  equivalents.

20 Killick  and Malik  (1992, pp. 620-621),  conclude  from  their  survey of country  studies (not confined  to Africa)  that it
is easy to exaggerate  the frequency  with  which  programmes  are dictated  by the IMF  to a reluctant  but desperate
government,  which  is not  the typical  situation.
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(1992)  study  of  aid  negotiations  between
Sweden  and  the  United  Republic  of  Tanzania,
an investigation  which  might  have  been  ex-
pected  to yield  different  results.  Even  though
this  relationship  involved  a sensitive,  relatively
altruistic  donor  agency  with  "an  ideology  of
solidarity"  and  a "long  and  friendly  history  of
Swedish-Tanzanian  aid  relations,"  the  basic
power  asyrnrnetry  still  asserted  itself  (p. 168):

General  power  considerations  coupled  with
the  highly  uneven  organisational  capacities
seem  to explain  Sweden"s  altnost  total  control
of the  agenda  and other  bargaining  sub-
processes.  But  we also have  to take  the  atti-
tudes  of the  Tanzanian  negotiators  into
account.  Had they  been prepared  to take
more  responsibility,  norms  encouraging  such
behaviour  did  exist  - but  the Tanzanian  im-
age of  its role  in aid negotiations  did  not  al-
low  for  this  possibility.

The  point  about  this  asymmetry,  affecting  all
the  classes  of  negotiations  under  consideration,
is that  there  is no institutional  provision  for
maximizing  cost-effectiveness,  least  of  all  from
the  debtor  viewpoint.  It  is scarcely  surprising,
therefore,  if  the  processes  and  outcomes  include
avoidable  costs,  since  they  are principally  in-
tended  to meet  thc  objectives  and  stipulations
of  only  one  side  of  the  negotiations.

C. The absence of  transparency

To  anticipate  a theme  that  will  be devel-
oped  later,  the  costs  of  negotiation  can  be
thought  of  as  transactions  costs,  and  the
amount  of  these  as  a measure  of  t}ie  ineffi-
ciency  of  the  process.  Efficient  transactions
require  a clear  and  widely-understood  frame-
work  of  rules,  as well  as some  kind  of  enforce-
ment  authority.  Without  such  transparency,
one  or  more  of  the  parties  to a transaction  will
not  have  the  information  necessary  to partic-
ipate  in  a way  that  will  clear  the  "market"  effi-
ciently  and  result  in  an outcome  that  maximizes
the  welfare  of  each  party.

Partly  because  of  the  asymmetry  of  bar-
gaming  power  mentioned  carlicr,  many  of  the
negotiations  under  examination  hcre  have  been
marked  by  a lack  of  transparency  and  this  has
been  a source  of  the costs  identified  earlier.
This  can  be illustrated  in a number  of  ways.
Martin  (1991,  pp.  110-114)  is  particularly
scathing  about  this  in  connection  with  the  Paris
Club.  While  noting  that  some  have  claimed
that  Paris  Club  agreements  were  derived  from
a set  of  principles,  he  finds  these  to  be  ill-
defined,  often  conflicting  and  inconsistently
applied,  and  quotes  a creditor-government  offi-

cial  as saying  that  the  "principles  exist  to  justify
the consensus"  (p.  110).  Martin  goes on to
state  (p. 114):

Fear of setting  precedents  on terms  rarely
constrained  creditors.  "Precedents"  were
defined  by the lowest  common  denominator.
Most  were  kept  secret  from  debtors,  to allow
concessions  for  "favourites"  without  others
citing  them  as precedents  ... If  a precedent
became  public,  creditors  argued  that  the
debtor  was  a "special  case."  Hardline
creditors  often  cited  selected  "precedents"  to
justify  tougher  terms  ... Secrecy  also allowed
creditors  to  cite non-existent  precedents  to
refuse  concessions

There  are  particular  problems  with  export
credit  agencies,  which  rightly  regard  themselves
as being  in  competition  and  are  therefore  loath
to divulge  information  about  credits  outstand-
ing  and  payments  on  claims.

Martin  is seemingly  more  positive  about
the  London  Club.

The  London  Club  was much  less secretive
than  the Paris  Club  or IMF  ... But  they  were
secretive  about  factors  in  agreements,  and
approval  or implementation  problems:  por-
traying  procedure  as rational  kept  down
pressure  for  reform.  Secrecy  enabled  banks
to change  procedure,  "precedent"  and "prin-
ciple"  to  justify  consensus  or  third-party
pressure,  making  procedure  and terms  more
inconsistent  (p. 208).

The  IMF,  of  course,  is notoriously  secretive,
even  though  it has enunciated  various  princi-
ples  for  the  design  of  its  conditionality  (includ-
ing  that  of  "uniformity  of  treatment"  of  its
borrowing  members).  There  is one  respect  in
which  its operations  are  particu]arly  lacking  in
transparency.  This  relates  to its  use of  waivers
when  governments  contravene  performance
criteria.  al"he limitcd  evidence  available  indi-
cates  that  the Fund  has frequent  recourse  to
these.  Martin  (1991,  table  2.6)  records  that  out
or  95 programmes  cornrnenced  in sub-Saharan
,A[arican  countries  in  1980-1986  no fewer  than
78 of  these  were  subsequently  the subject  of
waivers.  14e goes  on  (pp.  284-285)  to report  an
even  higher  incidcnce  or  waivers  in more  recent
programmes.  Unfortunate)y,  however,  the
Fund's  policies  and practices  on waivers  are
shrouded  in mystery.

It is  unsatisfactory  that  this  important
aspect  of  the Fund's  operations  should  so lack
trarisparency,  lcaving  governments  uncertain
where  they  stand  and  about  t}ie  rules  to w}iich
t}icy  are supposed  to conform.  These  uncer-
tainties  are all the  greater  because  readiness  to
grant  waivers  is used  by the Fund  as a policy
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instrument,  as  a tap  to  be  turned  down  or
opcned  wide  according  to its view  of  the  global
circumstarices  at the  time.2'  The  situatioxi  is
made  all  the  more  unsatisfactory  by  the
practice  of  the  Fund  of  suspending  access  to a
credit  pending  a decision  on whether  to grant
a waiver  and  agrecment  on new  performance
criteria.  T"his  withdrawal  of  access,  even  if  only
temporary,  can  cause  severe  disruption  to
goverriments  in  often  desperately  tight
payments  situations,  undermining  the

lirograrnme  itself.22

One  of  the  consequences  (and  intentions)
or the  absence  of  a strong  basis  of  rules  guiding
negotiation  outcomes  is that  creditor  govern-
ments  are thus  provided  with  opportunities  to
give  favoured  debtor  governments  better  treat-
mcnt  than  others,  in pursuit  of  creditor-country

commercial  military  or foreign policy objec-
tives;  hence  the  reference  to "Favourites"  in the
quote  fi'om  Martin  about  the  Paris  Club  above.
The  Fund"s  aspirations  to uniformity  of  treat-
tnent  notwithstanding,  there  is  a well-
documented  history  of  such  political
favouritism  in its lending  decisiori-making  pro-
cedures,  chiefly  at the  behest  of  the  United
States  and  some  other  major-shareholder  gov-
ernments.  From  a survey  or its dealings  wit}i
17  developing  countries,  Killick  and  Malik
(1992,  pp.  623-624)  found  that  at least  a third
of  them  - probably  more  - had  been  able  to
negotiate  relatively  favourable  prograrnrnes
with  the IMF  because  of  special  relationships
wit)i  major-s}iareholder  governments.  IExam-
ples  ("rom  ,Africa  include  Cite  dlvoire,  Gambia,
Sudan  and  Zaire.  Wliile  noting  that  it is difTi-
cult  to judge  the  seriousness  or t)iis  geopolitical
interference,  they  concluded  that  it was  among
tlie  strongest  explanations  for  ineffective  IMF
programmes,  and  t}iere[ore  for  cost-inefficient
negotiation  pi-ocesses.  It is also  clear  that  the
absence  of  rules-based  trarisparency  com-

lilained of carlicr }ias Facilitated the super-
verition or geoliolitical  considerations  in t}ie
outcomes  of  a substantial  riumber  of'  Paris  Club
and  to  a lesser  extent,  London  (:lub  negoti-
ations.

D. The spread of  conditionaiit)i

The  last  decade  has seen a veritable  ex-
plosion  of  conditionality-induced  policy
changes  in jVrican  countries.  IMF  balance-of-
payments  assistance  }ias long  been  contiitional

on government  comtnitments  to certain  macro-
economic  policy  measures  but  more  recently
other  agencies  have  boarded  this  bandwagon.
So  far  as government  policy  advisers  and  ad-
ministrators  are  concerned,  this  has  enormously
increased  the  volume  of  work.

By far  the  most  important  development
has  been  the  movement  of  the  World  Bank
since  1980  into  "policy-related"  lending.  Bank
data  (1992a,  table  A1.2)  show  the  annual  aver-
age  or adjustment-related  loans  in Africa  to
have  increased  from  three  in  1980-1982,  in-
volving  $190  million,  to  15 in 1991,  involving
nine  times  as  much  ($1,732  million).  Its
"structural  adjustment"  conditionality  has  al-
ways  been  wide-ranging,  and  the stafT  s tend-
ency  to  be  over-ambitious  in  prograrntne
designs  has  been  a constant  criticism  in  internal
Bank  evaluations  of its  adjustment  lending.
This  self-criticism  has not,  however,  prevented
further  prolireration  or policy  conditions.  The
latest  Bank  evaluation  (1992a,  table  42.3)  gives
the  following  ixiformation  concerning  the  aver-
age nurnber  of  conditions  per  adjustment  loan:

1980-  1989-
1988  1991

Preconditions  (prior  actions)

Legal  requirements  a
Other  policy  commitments

9

12

18

18

17

21

Total 39 56

a Legal in the sense  that  their  observance  is
required  ifaloan  tranche  is to be released,
i.e.  similar  in status  to  IMF performance
criteria.

A specific  but,  we believe,  representative
illustration  is  provided  by  a Bank  report  on
Uganda,  a country  still  trying  to  rebuild  its
pul':ilic  administration  after  the  ravages  of  pro-
longed  civil  war.  This  sets out  a total  of  86

spccific policy commitments for 1991/92 to
19')3/94, of which  79 should  have been
undertaken  or initiated  in FY 1991/92 alone.23

Where  the  IFIs  have  led the  way  bilateral
donors  have,  in varying  degrees,  followed.24  It
is increasingly  common  For the  granting  or  dis-
bursement  or  bilateral  aid to be made  condi-
tional  on  contiriued  compliance  with  IFI
conditionality,  but  several  donors  have  not

21 See Killick  (ed.)  (1984,  p. 212),  For docurnentation  on  )iow  governmerit  access  to waivers  was  consciorisly  reduced  in
the  early  1980s  as part  or  a genera)  tougliening-up  o(" conditionality.

22 See Marlin  (1991,  chap.  2), ror  evidence.

23 From  an unpuhlished  World  I)ank  Special  Program  of'  /\ssist;'ince  slatus  report  on Uganda,  February  1992.

24 For  a recent  survey  of  bilateral  donor  conditionality  see Hewitt  and  Kil1ick  (1992).
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stopped  there.  There  have  been  a number  of
well-known  cases  where  donors  have  stipulated
political  reforms  in the  directions  of  improved
observance  of  human  rights,  reduced  military
spending,  accountability  and  democratization.
A number  of  donors  (including  Germany,  the
Netherlands  and  the  United  States)  have  also
widened  the  net  of  policy  conditionality,  going
beyond  the  IFIs  in  their  insistence  on  measures
ror  environmental  protection,  poverty
reduction,  enhancement  of  the  role  of  women
and  private  enterprise  development.  Some  have
further  attached  conditions  to  the  ways  in
which  governments  use  counterpart  funds
generated  by programme  support.  Maxwell
(1992,  p.  3)  has  written  of  a litany  of
complaints  concerning  the  operation  or  this
form  of  conditionality  and  of  recipiexit
"bewilderment  in  the  face  of  complex,
time-consurning  and  diverse  donor  accounting
procedures."25

At  the  same  time  as the  number  of  agen-
cies  laying  down  policy  conditions  has  been  in-
creasing,  there  has  also  been  a tendency  within
the  IFIs  to add  to the  nutnber  of  conditions,
despite  protestations  of  their  desire  to  avoid
tliis.  We  have  already  noted  t}iis  trend  in  the
World  Bank.  In  the  IMF,  this  tendency  is most
obvious  in the  case or  its ESAF  programmes  -
the  facility  most  cornmonly  used  in  Africa.  The
range  of  policy  conditions  is considerably  wider
in t}iese  progranmes  than  it is in traditional
stand-bys,  although  some  proliferation  has  also
occurred  within  stand-bys.26  There  }ias  been

extensive use of preconditions in S/'(F/ES!(F
programmes  but  the starkest  evidence  on the
proliferation  of  conditionality  is  provided  by
the  following  averages  for  the  number  of  per-
formance  criteria  per  programme:27  1968-1977
- below  six;  1974-1984  - seven;  1984-1987  -
xiine-and-a-lial[.  Ir'i  1979  conditionality  guide-
lines  were  agreed  by  the  Furid's  I)oard  intended
to limit  the  number  of  performance  critcria  but
this  attempt  to turn  back  tlie  tide  was  evidently
unsuccessful.

A principal  reason  for  this  is that,  even  in
stand-bys,  Fund  conditionality  now  goes  be-
yond  its traditional  demarid-management  cori-
centration  to  stipulate  supply-side  measures,
e.g. as regards  trade  liberalization,  pricing  poli-

cies  or  privatization.  Under  pressure  from
some  members  of  its Board,  the  Fund  has  also
begun  to take  a more  active  interest  in the  itn-
pact  of  its programmes  on vulnerable  groups,
including  spending  on  social  welfare
programmes.  It has even  been  pushed  in the
direction  or adding  environmental  provisions,
although  this  lias probably  not  amounted  to
much  in  practice.

There  have  also  been  important  changes
with  respect  to the  Fund's  thinking  on fiscal
conditionality.28  Internal  staff  papers  now
write  disparagingly  of  the  past  tendency  of
programmes  to  go  for  "quick  fixes"  and  to
over-concentrate  oxi  aggregate  spending  ceil-
ings.  A number  or  influences  pushed  the  Fund
in  this  direction.  Governments  became  in-
creasingly  canny  in evading  overa]l  spending
ceilings,  and  it was  difficult  for  Fund  missions,
for  all their  experierice,  to compensate  ror in-
formational  asymmetries  and  close  all  possible
loopholes.  Secondly,  t}ie  Fund  came  to appre-
ciate  more  that  the  way  in which  the  burden  of
cuts  is spread  across  the  government's  expend-
iturcs  strongly  affects  their  impact  on  the
economy.  The  government  may,  for  example,
be  tempted  to  impose  disproportionate  re-
ductions  in the  provision  of  economic  services
in attempts  to avoid  reducing  the  size of  tiie
civil  service  or to protect  the  defence  budget,
but  Fund  missions  no longer  treat  these  topics
as taboo.  Detailed  attention  is now  paid  to
improving  the  content  of  government  expendi-
turcs,2'  as  we]l  as  to  tax  reforms  and other
revenue-raising  measures.

Quite  apart  frotn  questions  about  the
merits  or its policy  stipulations,  tl'iis  prolifer-
ation  (or  "deepening",  as Fund  staff  describe  it)
is an obvioris  problem  for  implementirig  gov-
crinnerits,  increasing  the  already  formidable
pressures  on the cadre  or key  administrators
and iricrcasirig  thc  probability  of  slippage  in
programme  execution.  The  particularly  strin-
gent  degree  or conditionality  attached  to ESA]'
programmes  has also  liad  a deterrent  effect  on
the  utilization  or this  Facility,  t}ie  demand  for
which  has been  we]l  below  expectations.  .As
Feinbcrg  (1991,  p.  6)  ironically  observed,
"When  the  ES,/IF  was  initiated,  Fund  manage-
ment  emphasized  that  the  resources  would  only

25 0n  tliis suliject  see the special issue of the IDS  Bullelin,  vol. 23, No. 2, April  ]992.
26 Tl'ie Following  paragraplis  are drawn  from Killick  (1992),  prissim.
27 From  Polak (1991, p. 14).  The overlap  in Lhe first  two periods  is presuinalily  because the data are taken From staff

studies which  contaii-ied  these overlapping  periods.
28 See ararizi (1989),  on whicli  tlie following  paragraphs  are based.

29 The  earlier  Fund  position  that  it was up to govcrnments  to dccide  how In implement  overall  ctiLs has a1ways lieen l"airly
extensively  honoured  in the breacli,  liowever,  so we are dcscribing  a sliift  of  cinphasis  ratl-ier thaii  a coinp!etc  tiirn-
arourid.  Thus,  the Deputy  Director  of  the Fund's  itVrica  Department  until  1987 wrote  that,  aner negotiating  an overall
expeiiditure  cul, a Fund  mission  "has to discuss with  the aulhorilies  how to implcinent  Ihis Clll  by analysing  the hudgct
line by line" (Goreux,  1989, p. )43). See also Ki11ick (ed.) (1 'F2,4, p. l ")O).
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be  used  to  support  strong  adjustment
programmes.  Evidently  the  Fund  has honoured
this  commitment".

If  we take  all its  aspects  together,  this
conditionality  explosion  seriously  affects  the
cost-effectiveness  of  the negotiation  processes
reviewed  here.  Most  obviously,  it increases  the
information  and  opportunity  costs  described  in
section  I.  The  ever-growing  influence  of  ex-
ternal  agencies  in socio-economic  policies,  to
say nothing  of  political  processes,  also  increases
the uncertainties  faced  by investors  and other
economic  agents  about  the  future  policy  envi-
ronment  and the sustainability  of  the reform
process.

The  conditionality  explosion  has further
adverse  effects  on cost-effectiveness.  For  one
thing,  it has increased  demands  on the IFIs,  as
well  as on recipient  administrations,  not  least
because  of  the  additional  need  for  coordination
among  them,  and  with  other  donors.  At  the
same time  thcre  has been  strong  resistance  on
the Executive  Board  to staff  recruitment  in line
with  the  growth  of  conditionality-related  work,
leading  in some  cases  to excessive  workloads.

An  almost  inevitable  result,  reitt[orced  liy
a desire  to achieve  comparability  of  treatment
across  countries,  is to resort  to a more  or less
standard  approach  to programme  design.  That
it applies  a uniform  prescription  has long  been
a complaint  about  the  IMF.  Even  though
there  is  evidence  that  Bank  programrnes  are
more  tailored  to country  circumstances,  there
are limits  to the Bank"s  flexibility  too.  In both
cases, the large  number  and ambitious  scope
of  country  programmes  add  to inbuilt  pressures
for  the adoption  of  standard  recipes.  Pressure
of  work  and  the  inherent  limitations  on the ex-
pertise  and freedom  of  action  or  the IFIs  in-
crease  the  difficulties  of  coping  with  the
complexities  and  uncertainties  of  devising
tailor-made  adjustment  packages.  Martitx
(1991,  p. 35) has observed  t}ie  consequences  or
t]iese  tendencies  in African  countries:

IMF  staff were  overworked,  especia)]y  be-
cause they  had to reconcile  positions  with  the
World  Bank  and take account  of creditor-
goveri'iment  pressure.  A larger  number  of
African  countries  were  applying  for  loans
more  often ...; and conditions  were prolifer-
ating,  demanding  new  expertise  ... Time
pressure,  notably  in functional  departments,
often  meant  that  staff  did not  understand  the
country"s  economy  or politics,  or had not
enough  experience  of African  adjustment  to
be flexible.  arc'icy tended  to  absorb  the

Fund"s  view of the country  in the briefing
paper.

This  combination  of circumstances,  in
whic}i  the TFIs  are less well  able  to tailor  policy
conditions  to  individual  country  conditions,
and  recipient  governments  are swamped  by tlie
conditionality  of  these  arid ot}ier  agencics,  re-
duces  the possibility  that  govcrnments  will  be
able  to contribute  t}ieir  own policy  proposals
antt  persuade  lenders  of  their  adequacy.  Hcnce
programmes  tend  to  be  prepared  in
Washington  (or  other  donor  capitals),  weaken-
ing government  identification  with  t}ie meas-
ures  to be undertaken  (the  goverriment's  sense
of  programme  "ownership"  in Bank  parlance).
This,  in  turn,  reduces  the  likelihood  or
progranune  implementation,  as a report  by thc
Bank's  Evaluations  Department  (World  Bank,
1992b,  chap.  10 and  annex  8) has recently  con-
firmed.  T}iis  tested  ror  correlation  between  in-
dicators  or  ownership  and  the  Bank's
assessment  of  the  satisractoriness  of
programme  outcomes.  The  results  were  strong
and confirmed  by statistica]  significance  tests:
ownership  was  liigh  in  most  programmes
ac}iieving  good  results  and low  in ineffective
programmes.  Borrower  ownership  was  strongly
predictivc  of  prograrrune  success  in three  quar-
ters  (73 per cent)  of  all cases, and  most  of  the
"deviant"  cases  could  be  explained  by  the
supervention  of  exogenous  shocks.

In brief,  then,  the conditionality  explo-
sion or  the last decade  can be seen as under-
mining  cost-effectiveness  by swamping  national
policy  advisers,  increasing  the  danger  of
programmes  inappropriate  to  local  circum-
stances  because  they  are donor-designed,  and
reducing  the  extent  of  implementation.

E. Recent  improvements

Ilaving  written  at some  length  about  the
evidence  for  high  costs  and sub-optimal  effec-
tiveness,  and  some  of  the reasons  for  tliis,  it is
important  to appreciate  that  the  last  few  years
have  broug}it  substantial  improvements.  Much
of  this  change  is attributable  to the adoption
of more  realistic  (i.e.  concessional)  debt  re-
scheduling  arrangements  by  t}ie  Paris  Club
creditors,  under  the  (1988)  aI"oronto  and  (1991)
"enhanccd-aroronto"  terms.  By  comparison
with  previous  policies,  these  xiew terms  incor-
porate  important  improvements  from  the point
or  view  of  tlie  low-income  debtor  countries  eli-
giblc  For these  terms:3o

30 For  a userul  account  of  tbese  clianges
Tables,  1992-93  (World  Bank,  1992c).
terms.

and a sLalement of the current  situation,  see appendix 12 or the World Ir'bt
See also Goreux  (1993) and 'iTourc'h (1992) for extended discussions of these
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*  Adoption  of  a menu  approach  in order  to
accornmodate  different  creditor  policies
and  constraints.

*  Application  of  sub-market  moratorium  in-
terest  rates  on  rescheduled  non-
concessional  debt.

*  Greatly  much  extended  repayment  periods
ror  rescheduled  debt.

The  prospect,  subject  to an initial  three-
year  "probationary  period",  of  cancellation
or restructuring  of  the entire  outstanding
stock  of  debt.  This  provision  is potentially
the most  important  change  of  all because
of  the  way  it would  increase  the amount
of  debt  relief  available.

Additionally,  a high  proportion  of aid
debt  owed  by low-income  jVrican  countries  has
been  cancelled,  leaving  commercial  loans  cov-
ered  by export  credit  agencies  as the  main  cat-
egory  of  outstanding  debt  coming  under  the
Paris  Club  umbrella.3l  Moreover,  adoption  of
these  terms  has enhanced  transparency  and  re-
duced  negotiation  costs  by increasing  the uni-
forrnity  with  which  eligible  debtors  are treated.
It  has also  diminished  the substantive  content
of  consequential  bilateral  negotiations,  partic-
ularly  as t}iey  concern  tlie  moratorium  interest
rate.  This  move  towards  greater  transparency
(implying  less geopolitical  interference  in nego-
tiation  processes)  has  been  further  aided  by the
end  of  the  Cold  War  and  reduced  Great  Power
interest  in former  client  States.

The  availability  of technical  assistance
(and  computerized  data  management  systems)
for  the provision  of  expertise  on debt  matters
and  associated  adjustment  prograrnrnes  has
also  improved  over  time,  but  a high  proportion
of  this  appears  to  be  of  low  efficacy.  The
World  Bank  (1992b,  box  11.1)  assesses that
under  20 per  cent  of its  adjustment-related
technical  assistance  to  sub-Saharan  jVrican
countries  is "substantially  effective",  15 per  cent
having  a negligible  impact  and  the remaining
65 per  cent  being  only  "partially  effective".  This
was  a considerably  worse  outcome  than  for
similar  assistance  in  other  regions.

There  have  been  important  changes  in the
London  Club  too.-'2 The  most  important  influ-
ence  has been  the 1989  Brady  Initiative  to pro-

vidc  public  financial  support  For  debt  and
debt-servicing  rctluction  agreements  betwcen
cornrncrcial  bariks  and nffddle-income  debtor
countries.  Nigeria  is the only  /Mrican  country
to have  benefited  directly  from  this  Initiative.
In  1992  it negotiated  a $3.3 billion  debt  buy-
back  with  a 60 pcr  cent  discount  and  a further
$2.O billion  or service  reduction  through  the
acquisition  of  interest-reduction  bonds,  al-
though  no IFI  or other  new  money  was pro-
vidcd  in this  case.  The  Initiative  inspired  the
creation  or  a I)ebt  Reduction  Facility  by the
World  Bank  in 1989,  designed  specifically  for
low-income  debtor-countries.  Although  take-
up  of  this  facility  has been retarded  by the
complexity  of  the negotiation  process  among
other  reasons,  Mozambique  and Nigcr  haye
used it to buy  back  most  of  their  commercial
bank  debt,  and Uganda  is apparently  on the
brink  or  completely  extinguishing  suc}i  debt  by
this  means.

Various  debt-swap  arrangements  have
also been  developed,  although  only  a handful
of  jMrican  Governments  have  utilized  these,  in
agreements  involving  only  small  amounts  of
debt.  Finally,  it appears  that  the  use of  steering
committees  representative  of all a country's
creditor  banks  has become  more  effective  for
speeding-up  negotiations  by comparison  with
earlier  procedures.

There  have  also  been improvements  in
the  design  and  funding  of  adjustment
programmes  and in matters  affecting  the qual-
ity  of  development  assistance.  One  example  or
t}iis  was a more  imaginative  approach  to con-
tingency  provisions  by  the  IMF  in  its
1989-1990  prograrnrne  with  Zambia,  which
took  a deliberately  pessimistic  view  of likely
copper  export  prices  and  allowed  part  of  excess
export  receipts  to  be  used  to  make  good
shortfalls  in supporting  financeA3  The  IMF's
s}iirt  into  "structural"  programrnes  t}irough  the
vehicles  of  the SAF  and ES,AF  introduced  a
potentially  important  modification  to
programme  formulation  and  negotiation  proc-
esses.  S,AF and  ES,/IF  prograrnrnes  are based
on three-year  Policy  Framework  Papers  (PFPs),
intended  to be drafted  jointly  by the  borrowing
government,  the IMP  and  the  World  Bank.  It
is widely  accepted  that  in the  early  years  of  this
innovation  the role  of  the government  was of-

31 The  World  Bank  (1990,  annex  D.2),  records  that  a total  of  $5.7  billion  of' the aid debt of  23 African  Governmenls
was  cancelled  in 1988-1990,  although  it does  not  state  }iow  much  this  still  leaves  outstanding.

32 0n  this  point  see World  Bank  (1992c,  appendix  HT).

33 The  example  is from  Martin,  Mistry  et at. (199],  p. 97): "a'[ahc balance  or payments  [projection]  was  based  on a price
of  US $0.86  per  pound  for  copper  exports.  This  was  well  below  prevailing  and  expected  export  prices.  Excess copper
earnings  due  to price  were  therefore  expected.  This  would  be used  first  to maintain  imports  by offsetting  any  shortfall
in external  finance  - significantly,  measured  by net  finance  programmed  to fill  the current  account  deficit  excluding
grants  and  interest.  Any  additional  excess  was to be allocated:  30 % to reduce  external  finance  needs,  10 /o to

increase reserves/debt  service/imports  at government  discretion,  and 60 % to gross reserves ..."



18

ten  minimal,  with  the  PFPs  written  in
Washington  by  Fund  and  Bank  staff.  A  former
senior  member  of  the  Fund"s  staff  dealing  with
Africa  admitted  as much,  in  writing  of  the  rnid-
and  later-1980s:  "Unfortunately  the  PFP  so far
has  been  primarily  a subject  of  negotiation  be-
tween  the  staffs  of  the  Fund  and  the  Bank  ..."
(Goreux,  1989,  p. 162).

However,  it appears  that  this  situation
has  gradually  improved  so that  borrowing  gov-
ernments  have  acquired  more  of  a voice  in the
process.  And  to  counter  the  long-standing
criticism  that  IMF  missions  largely  confine
their  discussions  to the  Finance  Ministry  and
Central  Bank  there  has been  an effort  to in-
volve  a wider  range  of  ministries  in the  prepa-
ration  of  these  documents,  including  line
ministries  which  must  implement  the  adjust-
ment  measures.  In  consequence,  the  Fund  is
on record  as believing  that  the  PFP  process,
"has  become  an increasingly  effective  instru-
ment  for  designing  medium-term  policy  meas-
ures"  (Arxnual  Report,  1991,  p.  57), although
there  are doubtless  a good  many  governments
which  still  see  the  PFP  as  essentially  a
"Washington"  document.  Moreover,  the  PFP
still  retains  some  of  the  other  disadvantages
pointed  out  by  Goreux,  principally  that  they
involve  the  preparation  of  three  related  but
different  documents  and  three  separate
negotiations.

The  Special  Program  of  Assistance  (for
Africa)  launched  under  the  auspices  of  the
World  Bank  in  late  1987  has  also  been  playing
an  increasingly  important  role  in raising  the
cost-effectiveness  of  debt  and  aid  negotiations.
The  SPA  establishes  a  minimum  level  of
concessionality  in the  contributions  which  do-
nors  make  to it,  i.e. a grant  element  of  at least
80 per  cent.  It has provided  a mechanism  of
aid coordination  and  introduced  co-financing
arrangements  to safeguard  against  the  under-
funding  of  programmes,  although  the  Bank  has
been  embarrassed  by the  low  volume  of  re-
sponse  to this  provision.  With  some  effect,  it
has  worked  to secure  voluntary  improvements
in the  quality  of  aid provided.  A 1990  report
on the SPA  surnrnarizes  some  of  its key  pro-
visions  (World  Bank,  1990,  p. 20):

arhe SPA  program  has helped  strengthen  in-
stitutional  mechanisms,  many  of them  in-
formal,  to  improve  tlie  quality  and
administration  of  adjustment  assistance.  In

particular,  the  SPA  established:  quarterly
and semi-annual  reporting  on the allocation
and disbursement  of pledges  to  recipients;
semi-annual  plenary  meetings  to  discuss
country  eligibility  and  to monitor  progress  on
meeting  financial  gaps;  special  meetings  on
selected  countries  to review  their  adjustment
performance;  more  frequent  working-level
contacts  and  exchanges  of  documents;  and a
forum  for  addressing  selected  issues linked  to
better  delivery  of  adjustment  assistance,  par-
ticularly  untying  of  assistance  and standardi-
zation  of  procurement  and  disbursement
procedures.

As an example  of  progress  achieved,  its
arrangements  have  succeeded  in persuading  a
number  of  participating  donors  to end or re-
duce  the  requirements  for  procurement  tying  so
that,  as of  early  1991  about  85 per  cent  of  SPjl
financing  was  broadly  untied.34  The  SPA  also
appears  to have  been  rather  successful  in rais-
ing  the  volume  of  adjustment  support  available
to eligible  members,  so that  Martin  (1991,  p.
317)  - by  no  means  an uncritical  observer  - re-
ports  that  in  1987-1990  t}ie  SPA  "gradually
filled  the  financing  needs  of most  [eligible]
countries".

There  has  also  been  a widely-observed
improvement  in the  workings  of  Consultative
Groups  and  comparable  aid coordinatiori  fo-
rums.  By  common  consent,  the  preparation  of
both  sides  for  these  meetings  has  improved  and
they  now  work  more  efficiently,  even  though
there  is also  agreement  that  much  room  still
remains  for  further  improvement.-'5

F.  Summing  up  the  current  situation

Where  do t}iese  improvements  leave  us?
We suggested  in section  I that  the  various  ne-
gotiation  processes  in which  !(rrican  Govern-
ments  are involved  are subject  to  substantial
costs.  Probably  thc  chief  of  these  are the  op-
portunity  costs  resulting  from  the  large  de-
mands  made  by  rnultiple  and  complex
negotiations  upon  the  key  cadre  of  officials
dealing  with  the  design  and  management  of
economic  policy.  There  are  also,  we  suggested,
substantial  inrormation  costs,  although  these
have  diminished  over  time  and  much  of  the  in-
formation  secured  as  a result  is  or genuine
value.  There  arc  also  financial  costs  arising

34 From  an unpublished  World  Bank  paper  or February  1991.

35 See,  for  example,  Panday  and  Williams'  1990  report  prepared  for  the  Second  United  Nations  Conf'erence  on the  Least
Developed  Countries  (p. 42):  "Generally,  preparation  for  and  specific  conduct  of  CGs  and  RTMs  liave  greatly  im-
proved.  Both  the  UNDP  and  the  World  Tlank  have  upgraded  their  performance  in this  respect...,"  although  tiicy  go
on to point  out  continuing  areas  of  weakness.  Martin,  Mistry  et nl.  (1991,  p. 104)  similarly  refer  to preparation  for
CGs  by jVrican  Governments  as having  "vastly  improveda  during  the 1980s.
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from  various  delays;  and  investor  risks  arising
from  uncertainties  generated  by  Frequent  policy
changes,  incomplete  implementation  and
doubts  about  the  political  sustainability  of  ad-
justment.

We  suggested  also  that  there  were  good
rcasons  for  doubting  the  effectiveness  of  the
processes  put  in place.  Through  most  of  the
1980s,  debt  reschedulings  in  the  Paris  and
London  Clubs  were  manifestly  inappropriate
For the  economic  situations  and  prospects  of
most  African  debtor  countries.  T}ie  short-term
nature  of  reschedulings  maximized  the  costs
it'ivolved,  while  offering  only  tlie  most  tempo-
rary  financial  benefit  to  debtor  governments.
We  also  pointed  out  evidence  calling  into
question  the  effectiveriess  or the  Fund  and
Bank  adjustment  programmes  that  have  so
multiplied  in the last  decade,  in  terms  of  in-
complete  implementation  and  the  revealed  lim-
itations  of  the  prograrnrnes'  capacity  to achieve
their  objectives.  Finally,  we have  drawn  atten-
tion  to various  factors  reducing  the  quality  of
bilateral  development  assistance,  including
procurement  tying  and  weak  aid  coordination,
leading  to  an  unmanageable  proliferation  of
negotiations,  progratnines  and  projects.

A  number  of  sources  of  the  sub-
optimalities  just  sumtnarized  were  suggested.
One  was  the  retreat  in  the 1980s  from  interna-
tional  cooperation  and  the  resulting  shift  of  the
costs  of  international  economic  instability  on
to debtor  corintries.  This  deterioration  in the
balance  between  financing  and  adjustment  has
resulted  in  t}'ie  manipulation  of  negotiation
procedures  to understate  deficit  countries"  fi-
nancing  needs,  insistence  on  unrealistic
programmes  and  the underrunding  of  adjust-
ment  prograrnines.  The  associated  retreat  from
contingency  financing  has  also  left  deficit
countries  more  exposed  to exogenous  shocks,
adding  to the  frequency  with  which  they  need
rccoursc  to  negotiation  and  pushing  agreed
programmes  off  course.

Interest  conflicts  among  creditor  coun-
tries,  and  between  them  and  debtor  countries,
have  also  taken  their  toll,  resulting  in preoccu-
pation  witli  burden-sharing  and  "lowest  com-
mon  denominator"  outcomes.  Most  funda-
mentally  of  a]1, we  liave  drawri  attention  to the
basic  asymmetry  of  power  in the  negotiations
under  review  here.  Tn the  absence  or  effective
institutional  safeguards  against  it, this  }ias  the
consequence  of  allowing  creditor  interests  to
insist  upon  terms  which  are not  cost-effective
wlien  seen  from  a global  viewpoint.  It  has  also
allowed  a denial  of  transparent,  rules-based

lirocesses, paving the way for t}ie unequal
treatment  of like  cases,  often  in  pursuit  of

creditor  corintries  commercial  and  foreign  pol-
icy  objectives.  This,  in  turn,  has  increased
transactions  costs  and  the  frequency  of  ineffec-
tive,  politically-motivated  adjustment  pro-
grammes.

Lastly,  we stressed  the  adverse  effects  of
the  conditionality  explosion  of  the  last  decade.
Besides  adding  to the  burden  of  work  in  debtor
countries,  and  the  related  information  and  op-
portunity  costs,  this  has also  increased  pres-
sures  for  "off-the-peg"  IFI  programmes  which
are  not  best  designed  to fit  local  circumstances
and  has  weakened  borrowing  governments"
ownership  of  agreed  adjustment  programmes  -
both  factors  which  weaken  programme  imple-
tnentation  and  the  cost-effectiveness  of the
process.  It has also  heightened  the  risks  for
investors  arising  from  uncertainties  about  poli-
cies  and  their  sustainability.

The  improvements  described  in the last
subsection  need  to be seen  against  this  back-
ground.  The  changes  have  undoubtedly  in-
creased  the  financial  benefits  derived  by  African
countries  from  Paris  and  London  Club  negoti-
ations,  increasing  t}ie  viatjility  of  the process
and in  some  measure  reducing  uncertainties.
The  Toronto  and  post-Toronto  terms  have  also
increased  transparency  by more  precisely  de-
fining  the  terms  which  creditors  must  offer  in
bilateral  negotiations.  The  SPA  appears  to
have  been  quite  effective  in mobilizing  addi-
tional  l"inancc  (including  aid  debt  write-offs)  for
eligible  countries,  and  in improving  the  coordi-
nation  and  quality  of  aid.  The  PFP  framework
is apparently  working  better  as a mechanism
for  increasing  the  say  of  governments  in
programme  design,  and  for  aid  coordination,  in
which  task  Consultative  Groups  reportedly
have  also  increased  t}ieir  effectiveness.

These  arc  genuine  gains,  reflecting  a more
realistic  creditor's  view  or  Arrica"s  economic
situation.  At  t}ie  same  time,  they  do no more
thari  make  a beginning  with  removing  t}ie
above-mentioned  obstacles  to  improved  cost-
effectiveness.  As  various  creditor  governments
have  realised,  even  t}ie  post-aIaoronto  terms
provide  inadeqriate  debt  relief,  with  further
progress  obstructed  by  the  lowest-common-
denominator  factor.  The  conditionality  explo-
sion  is intcnsifying  rather  than  abating,  as is the
frequency  of IMF  programme  break-down.
,And  not  all  ,African  countries  have  been  able
to take  advantage  of  the improvements  that
have  been  achieved,  depending  on  the  eligibility
crttcna  m operatton.

In sliort,  t}iere  remains  much  scope  For
improvement,  so we  turn  now  to consider  ideas
For moving  things  forward.
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III.  Responding  to the remaining  weaknesses

A.  The  gap  in  the  system

The  thrust  of  what  follows  is concerned
with  the  inefficiency  of  present  arrangements
and  the  need  to strengthen  the  incentive  struc-
tures  for  securing  improvements.  Present  inef-
ficiencies  are illustrated  by  a number  of  the
features  already  discussed.

The  history  of  approaches  to  the  debt
problem  offers  one  example,  From  1982-1988
the  creditor  interests  insisted  on terms  in the
Paris  and  London  Clubs  that  were  seen,  almost
universally  from  the  outside  and  widely  even
among  creditor  participants,  as unrealistic  and
therefore  unviable,  quite  apart  from  the  human
costs  involved.36  Yet  all  sides  devoted  consid-
erable  manpower  to  the  negotiation  or  these
agreements,  and  the  IMF  and  others  used  sub-
stantial  financial  resources  to  support
programmes  and  agreements  that  were  either
doomed  from  the  start  or could  provide  only
short-term  palliatives.  The  defence  could  not
be used  regarding  low-income  African  debtors,
as it was  in Latin  America  that  the  early  ap-
proaches  at least  shored  up  an international
banking  system  that  would  otherwise  have  been
at risk,  for  neither  in size nor  nature  did  the
African  debt  problem  pose  that  kind  of  risk.

When  finally  t}ie  nettle  of  past  failure  was
grasped,  at  Toronto  and  subsequently,  the
measures  that  could  be agreed  among  the  cred-
itors  were  a classic  example  of  too  little  too
late,  so that  today  "everyone  knows"  that  the
recalcitrant  creditors  will  sooner  or later  have
to agree  additional  concessions  if  a viable  sol-
ution  is to be found.37  In  the  meantime,  there
will  be more  failed  programmes,  more  wasted
resources  and  further  avoidable  hardships.
While  a creditor  may  believe  that  it can  defend
its  interests  by  holding  out  against  concessions,
the  question  assumes  a different  form  when
viewed  collectively.

The  conditionality  explosion  illustrates
the  same  divergence  between  individual  and
collective  interests.  From  the perspective  of
any  one  donor  agency,  or  professional  interest
group  within  an agency,  it may  seem  to make

sense  to insist  on some  policy  condition  in  ne-
gotiations  with  a debtor  government.  But  as
each  agency  that  decides  on  this  must  also  de-
velop  its own  conditionality,  each  new  exten-
sion  of  IFI  conditionality  and  every  additional
demand  on overloaded  debtor  government  ad-
ministrations  will  reduce  the probability  that
each  conditionality  will  be  observed,  leading
again  to  a mis-application  of  human  and  fi-
nancial  resources.

The  retreat  from  the  financing  of  external
shocks  and  the introduction  of  asymmetrical
contingency  provisions,  described  earlier,  pro-
vides  a further  example  of  inefficiency.  In
terms  of  global  output,  employment  and  trade,
a policy  of  requiring  deficit  countries  to deflate
in  the  face  of  natural  disasters  or other  shocks
cannot  be justified  in economic  terms,  to say
nothing  of  the  human  welfare  implications  of
transferring  the  costs  of  these  shocks  to  already
desperately  poor  people.  Viewed  collectively,
it is an  irrational  response,  although  that  is not
how  it looks  to  an individual  creditor.

To  illuminate  this  familiar  and  intractable
problem,  we can  draw  an analogy  between  the
processes  surveyed  in this  paper  and  the  con-
cept  of  transactions  costs.  Such  costs  can  be
considered  a kind  of  market  failure  in  that  they
are  absent  in  perfectly-operating  markets.
Transactions  costs  include  the costs  of  infor-
mation,  risk,  monitoring  and  policing  associ-
ated  with  contract  negotiation  and
enforcement.  They  arise,  among  other  reasons,
because  impersonal  market  processes  and  the
complexities  or modern  economic  life  throw  up
opportunities  for  anti-social  economic
behaviour  and  }icnce  the  necessity  to create  a
concomitant  network  of  institutional  structures
to promote  the  collective,  public  interest  over
the  interests  of  the  "free  rider"  and  the  dishon-
est.  By definition,  such  structures  need  to be
independent  of  particular  interests;  within  na-
tional  economies  we  normally  look  to  the  State
to perform  this  role.

We  can  view  the  negotiation  costs  sur-
veyed  here  and  the  sub-optimal  effectiveness  of
the  solutions  put  in peace as transactions  costs
and  as evidence  of  a kind  of  market  failure.  IT

36 For evidence  of widespread  realization  of the unviabi)ity  or past approaches,  see the conference  proceedings  in
Lancaster  and Williamson  (1986).  For support  for the statement  that many  creditor  participants  did not believe in
the sustainability  of their  approach,  see Margin  (1991, chaps. 3 and 4).

37 See Abbate  and Tran-Nguyen  (1992),  who show that even full application  of  the original  Trinidad  proposals  would
not have resolved  the debt problems  of a number  of African  countries.
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we  do  so,  we  can  see  the  essence  of  any
systernic  reform  as requiring  the  establishment
of  institutional  arrangements  to minimize  the
transactions  costs  of debtor-creditor  negoti-
ations,  and  to  safeguard  collective  over  indi-
vidual  interests.  In  reviewing  his evidence  on
IMF,  Paris  Club  and  London  Club  negoti-
ations,  Martin  (1991,  p. 321)  puts  his  finger  on
this  weakness  of  present  arrangements:

Participants  did not  search  for  economically
optimal  results  for  the debtor.  An  objective
view  of  each economy  was not  the main  in-
fluence  on the  form  or  amount  of  adjustment
... Nor  did  it determine  finance  - as the "ad-
justment  gap"  calculation,  its lack  of  influence
on creditors  unless  it suited  them,  and the
inadequate  levels  of  contingency  finance
make  clear.  Global  economic  "mutual  inter-
est" or "interdependence"  had  almost  no in-
fluence  - except  in  protecting  the
international  financial  system  - which  meant
priority  of  bank  over  exporter  interests.

B. Strengthening  the  institutional  base

A  number  of  attempts  have  been  made  to
fill  this  institutional  vacuum.  The  most  ambi-
tious  was  the  creation  in the  early  1960s  of
UNCTAD,  intended  precisely  to create  a new,
independent  negotiating  forum  ror the resol-
ution  of  North-South  differences  in the  areas
of  trade  and  finance.  Sadly,  this  agency  has
lost  influence  among  creditor  governments  in
the  last  few  years.

Both  the  IMF,  which  ]ikes  to present  it-
self  as  a cooperative  organization,  and  the
World  Bank,  which  has introduced  a number
of  innovations  in this  field,  would  also  claim  to
be  guardians  of the  international  interest,
vis-A-vis  particular  interests.  Both  indeed  at-
tempt  to play  such  a role,  occasionally  taking
positions  that  are unpopular  with  creditor  in-
terests.  But  both  are severely  constrained  iri
their  ability  to act  independently.  Both  need  to
pay  particular  attention  to their  major  share-
holders,  with  successive  United  States  adminis-
trations  having  a disproportionately  innuential
voice  on  the  councils  of  each.  In  varying  de-
grees,  both  are  too  identified  with  creditor  in-
terests  to  have  a strong  claim  to  be independent
arbiters  of  collective  global  interests  in  debt  and
aid  negotiations.

Each,  none  the  less, has made  contrib-
utions  to filling  the  institutional  vacuum.  In
the  case  of  the  IMF,  its  actions  in the  1980s  to
prcssurize  cornrnercial  banks  to provide  "new
money"  (or  at least  to slow  down  the  rate  at
which  they  were  reducing  their  exposures)  for
heavily  indebted  countries  undertaking  adjust-

ment  prograrnrnes  effectively  asserted  an inter-
national  interest.  Our  earlier  (II,  E)  description
of  the  ways  in which  the SPA  has sought  to
strengthen  institutional  provisions  provides  an-
other  example  of a constructive  IFI  inter-
vention:  acting  to  secure  collective  donor
agreement  on  measures  to increase  the  volume
and  improve  the  quality  of  aid  that  wouId  not
}iave  been  forthcoming  if left  to  individual
agencies.

On  a more  global  basis,  the  work  or the
OECD  Development  Assistance  Cotnmittee
(IMC)  can  similarly  be seen  as }ielping  to fill
the  institutional  gap,  in its efforts  to improve
donor  coordination  and  the  quality  of  their  aid,
and  to minimize  the  deleterious  effects  of  inter-
agency  competition  in the  provision  of  export
and  mixed  credits,  although  to the  outsider  the
results  of  its work  appear  to  be  only  incre-
mental.  T}ie  creation  of  t}ie  Paris  arid  I.ondon
Clubs  can  also  be  rinderstood  as  ad  hoc
responses  to  creditor  perceptions  of  the
inadequacies  of  existing  arrangements.

These  Clubs,  of  course,  are  overtly  repre-
sentative  of  creditor  intcrests,  just  as t}ie  DAC
is a creature  of  the  donors.  In  a sense,  they  are
useful  because  they  have  little  independence:
creditors-donors  are willing  to place  a degree
of  trust  in them  because  there  is no question
or their  opposing  the interests  they  represent
even  though  their  recommendations  are  not
always  welcome  to  individual  creditors  or
donors.  This  contrasts,  say,  with  the  position
or  UNCar./'kD,  which,  rightly  or  wrongly,  came
to be identified  with  debtor  interests.  It also
explains  creditor  reluctance  to  make  use  of
independent  mediators  in seeking  to reconcile
differences  betwcen  creditor  and  debtor
positions.  arhus,  Martin  (1991,  p. 42),  referring
to negotiations  with  the  IM  F, stated:

... advisory  groups  of  economic  experts  for
debtor  governments  had only  lirnited  success
when  they  tried to  mediate  on  behalf  of
Tamania  in  1981-2  and Uganda  in  1986-7.
They  often  convinced  debtor  governments
that  policy  change  was needed,  but  had no
levcrage  to ensure  compromise  by the Fund,
which  usually  dismissed  their  ideas.
However, they did influence [Worldl Barik
policy,  and when  the Fund  and  Bank  wanted
to  compromise,  as for  Tanzania  in  1986,
some  ideas were  revived.

The  essence  of  the  difficulty  about  estab-
lisliing  an effective  independent  institution  that
would  speak  for  the  international  interest  in  the
creation  of  cost-effective  negotiation  processes
is that  it clashes  with  the reality  of  the one-
sidcd  distribution  of  negotiatirig  power  bctween
creditors  and  debtors  underscored  in  Elgstr5m's
study  of  aid  negotiations.  To  be realistic,  pro-
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posals  to strengthen  existing  institutional  pro-
visions  have  to ackxiowledge  this  fundamental
asyrnrnetry,  even  though  it is important  to re-
form  some  of  the  consequences  of  creditors"
dominant  power.  Creditor  interests,  broadly
understood,  must  be  convinced  of  the  desir-
ability  of  c}iange.  There  has  to  be a consensus
on  this.

This  suggests  that  any  breakthrough  is
most  likely  to  occur  at the  political  level.  In  the
context  of  raising  the  cost-efficiency  of  devel-
opment  assistance  to Africa,  this  author  has
already  argued  the  case  for  a new  political  be-
ginning  (Killick,  1991,  p. 49):

... with  the  ending  of the  Cold  War  and
consequential  reductions  in the importance
of  security-cum-foreign-policy  considerations,
more  progress  might  now  be possible.  The
politics  of the  situation  is thus  the  key,
among  both  donors  and  recipients.  If  tliere
is to be a fresh  start,  it is at the  political  level
that  it will  have  to be initiated.  The  begin-
ning  of  the 1990s  is a good  time  to attempt  a
fresh  start.  We  have  already  referred  to policy
improvements  and political  stirrings  within
Africa;  and to the radical  re-evaluations  of
security  and  foreign  policies  now  under  way
among  tltmor  comitrics.  noLli  dcvelopmci'its
will  create  new  policy  priorities  whicli  may
permit  some  of  the  old  obstacles  to aid effec-
tiveness  to be overcome.  At  the same time,
the  latest  World  Bank  report  on SSA  has led
to  the  creation,  at  the  initiative  of the
Netherlands  government,  of  a "Global  CoaLi-
tion"  for  Africa  [GCA]  intended  to provide  a
new  type  of  forum  at which  mutual  difficul-
ties can  be frankly  discussed.  To  engineer  the
new  bepg  in effective  aid called  for  here
should  be the priority  agenda  item  for  this
Coalition.

This  proposal  is pertinent  to t}ie  rather  wider
range  of  issues  considered  in this  paper.  The
GCA  appears  to have  made  a promising  be-
ginning  in  its  work.  It  offers  a new  type  of  fo-
rum  which  operates  through  consensus-
building  and  apparently  has the  confidence  of
creditor  and  debtor  countries.

If  it were  possible  to achieve  a political
consensus  on  the  desirability  of  changes  to in-
crease  the  cost-effectiveness  of  present  negoti-
ation  processes,  wbat  kind  of institutional
framework  might  be established?  While  there
would  be  a  natural  inclination  for  ad hoc
responses,  the  processes  reviewed  in this  paper
are  so  closely  interconnected  that  it  is
important  to take  an overall,  or  systernic,  view
of  assistance  to debtor  countries.

A  number  of  suggestions  have  been
made.  Williamson  (1992,  pp.  93-95)  has  argued

strongly  For the  creation  or  a Debt  Restructur-
ing  ,/Igency  which  would  }iave  some  or t}ie  fea-
tures  erivisaged  above.  Lancaster  (1991)  pro-
posed  the  creation  of  Adjustment  Review
Consortia  which  could  be a valuable  basis  for
discussions,  and Martin  (1991,  pp.  326-329)
makes  suggestions  along  sinfflar  lines.  Under
these  proposals,  aid  and  debt  relief  negotiations
would  be merged  into  a single  process,  com-
bining  the subject-matter  of  the present  Paris
Club  and  Consultative  Group  (and  similar)  ne-
gotiations.  This  would  be intended  both  to re-
duce  the  burdens  on  debtor-government
administrations  described  earlier  and to  in-
crease  the  incentives  for  implementation  of  ad-
justment  programines,  thus  addressing  the
sub-optimality  or both  the  costs  and  effective-
ness of  the  present  situation.  Such  Consortia
could  also  provide  a forum  in which  IFIs  and
bilateral  agencies  collectively  agree  to limit  the
coverage  or  their  conditionality  to a manage-
able  number  of  priority  items,  as well,  perhaps,
as taking  over  the  institutional  functions  of  the
SPA.  It would  be itnportant  that  the  C}iair-
persons  of  such  Consortia  should  be able  to
take  an  independent  stance  as  occasion  de-
mands  rat}ier  than  being  perceived  as  the
mout)ipiccc  o(" creditrir  iritcrcsts,  ai'id  tliat  Llicy
s}iould  have  the resources  to  be able  to call
upon  the advice  of  independent  advisers  arid
mediators  when  needed.

C,  The  tasks

If  such  arrangements  could  be  estab-
lished,  what  would  be their  priority  tasks?  One
worild  be to simplify  some  or  the  present  com-
plexities,  thereby  lowering  the  associated  costs.
arhe idea  of  "one-stop"  negotiations  is an at-
tractive  one to work  towards  but  meanwhile
tliere  are  a number  of  things  that  could  be done
to reduce  present  complexities.  One  possibility
would  be to  combine  Paris  Club  proceedings
and  at least  some  of  the subsequent  bilateral
negotiations  into  a single  meeting,  given  the
progress  that  has been  made  under  the  menu
approach  in  specifying  the  terms  which  creditor
governments  may  offer.

The  mandatory  consolidation  or writing-
ofT  of  small  debts  (some  of  which  are as small
as $100)  would  also  be desirable  if  tiie  Paris
Club  could  agree  to this  (Goreux,  1993,  p. 69).
Another  desirable  simplification  would  be
greater  harmonization  of  aid donor  reporting
and  accounting  procedures  in order  to reduce
the  large  volume  of  work  created  for  recipients
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by  the  idiosyncrasies  of  each  agency  s require-
ments.-'s It  would  further  be dcsirable  to bring
within  the  aegis  of  Paris  Club  agreements  cred-
itors  from  former  communist  countries,  from
OPEC  and  from  other  developing  countries
who  have  so  far  chosen  to  remain  outside.
Another  suggestion  that  should  be taken  up  is
for  the  creation  of  joint  pre-negotiation  teams
to prepare  agreed  data  on debt  and  other  eco-
nomic  variables,  and  perhaps  consensual  ana-
lyscs  of  the  situations  revealed  and  projections
of  likely  future  developments.-"'

Lack  of  transparency  in  the  processes  was
one  of  the  deficiencies  in the  negotiation  proc-
esses identified  earlier,  particularly  the  unequal
treatment  of  comparable  cases  because  of  poli-
tical  favouritism.  It  is  difficult  to  ofTer  a
systernic  solution  to this  problem,  since  it de-
pends  essentially  on the  self-restraint  of  the
governments  of  powerful  creditor  countries.
However,  one aspect  of  inadequate  transpar-
ency  that  may  be less intractable  is the  absence
of  public  criteria  deterrnining  IMF  decisions  on
the  granting  of  waivers.  These  would  have  to
be framed  so as to avoid  placing  the  Fund  in a
straitjacket  and  allow  sufficient  flexibility  to
accommodate  particular  country  circum-
stances,  but  it adds  to  the costliness  of  the
present  system  that  governments  do not  know
the rules  governing  this  important  aspect  of
Fund  policy.  For  the  same  reasons,  it would
also  be desirable  to further  increase  the  trans-
parency  of  the  principles  under  which  Paris  and
London  Club  settlements  are  designed,  and  t}ie
criteria  that  are  applied.

Another  crucial  factor  identified  earlier
as reducing  the  cost-effectiveness  of  present  ar-
rangements  was  the  shift  that  has  occurred
away  from  the  financing  of  temporary  disturb-
ances  in  favour  of  requiring  deficit  countries  to
adjust  even  to these.  There  arc  two  particular
aspects  which  suggest  themselves  f'or priority
attention.  The  f'irst  is the  restoration,  with  ad-
equate  resources  (concessional,  where  neces-
sary),  of  the IMF's  CCFF  as a facility  to  be
drawn  upon  automatically  in times  or unrore-
seen  need  and  without  stringent  policy
conditionality.40  A related  c}iange  would  be in

contingency  provisioning  in IMF  programmes
to  make  this  more  symmetrical,  so  that
programme  provisions  are relaxed,  or support-
ing  finance  is increased,  in the  event  of  adverse
unforeseen  shocks.  That  such  action  is possible
is demonstrated  by  the  Zambian  cxample  given
earlier,  and t}iere  is  also  a precedent  from
Mexico.41

Improved  contingency  financing  would
raise  the  cost-effectiveness  of  riegotiation  proc-
esses  by  reducing  the  number  of occasioxis
when  governments  need  to  resort  to  adjustment
negotiations  and,  in  particular,  by  reducing  t}ie
large  number  of  prograrnrnes  knocked  olT
course  by unforeseen  shocks.  I4owever,  even
this  would  still  leave  the  danger  of  programtne
underfunding  because  t}ie  total  volume  of  sup-
portirig  finance  is  inadequate.  In  this  con-
nection,  it goes  without  sayirig  that,  subject  to
whatever  new  institutional  arrangements  might
be introduced,  the  present  work  of  the  SPA  in
mobilizing  additional  funds  and  co-[inancirig
should  be continued,  and  that  the  SPA  itself
should  remain  in  existence  so long  as there  is a
need  for  it.

arhe  same  can  be said  of  the  IMF"s  US,/IF
facility.  Despite  its  faults,  including  condi-
tionality  so stringent  as to discourage  use of
this  facility,  ES,/IF  }ias  proved  a valuable  vehi-
cle for  the  provision  of  concessional  finance  in
support  of  medium-term  programmes  that  go
beyond  conventional  demand  management  to
address  structural  weaknesses  underlying  t}ie
payments  problems  of most  African  coun-
tries.42  The  present  ESAF  arrangemcnts  have
been  extended  until  late  1993  but  there  is as yet
no commitment  to continuing  with  something
similar  t}iereaftcr.  It  is most  important  that  its
vaiue  should  bc  recognized  and that  similar
provisions  should  be continued  well  into  the
1990s.

It is also  important  that  those  creditors
who  recognize  that  t}ie  prcsent  "enhanced
al"oronto"  terms  or  debt  relief  still  do riot  go far
enough  should  contiriue  to press  for  a further
lihcralization  of  terms,  and  that  other  creditors
s}iould  not  be allowed  to undermine  the  value

38 Riley (1992, pp. 44-45),  reports  on an attempt  through  its Consultative  Groiip  of acliieving  harmoriization  lietwcen
donors  on counterpart  fund accounting  requiremenls  ror Mozambique,  although  it appears Ihat only liiniled  progress
has so far been achieved.

39 See Martin,  Mistry  ef al. (l991,  chap. 9 and passirn),  f'or a fuller  statement  of  proposals  along  these lines.
40 It should  be noted,  however,  that Lhis facility  would  not be able to com)iensate  ror revenue  losseS associated wilh

long-term  deteriorations  in the terms of trade as distinct  from  temporary  Calfs below export  price trend lines.
41 Note  that  the Fund has done this in particularly  l"avoured cases. A stand-by  programme  ricgotiated  with Mexico  in

1986 is of  special inlerest  in this connection  because it comained  provisioris  ltiat  varied  the terms of' the programine
depending  on externa!  trading  and oll'ier conditions,  with automatic  modification  o(' botli  perf'ormarice  criteria  and
o(' ttie amount  or tJ-ic credit  accordirig  to Lhe value of petroleum  export  earnings arid the grouilh  of llic ccoi'iomy.
Mexico,  however,  was treated as a special case, arid a further  example  of thc uricqual  trcatmeiil  o('deficil  coiinlries.

42 See Kil)ick  (1992),  for a more  ex!ended  discussion  or the ESAF.
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of  the  concessions  made  through  misuse  of  the
menu  system  to  pretend  a fictional  burden-
sharing  parity.

Questions  of  debtor  eligibility  for
favourable  treatment  should  also  be tackled  in
a more  satisfactory  manner.  This  has been  a
particu[arly  contentious  issue  in  the  SPA,
where  donors  have  sought  to restrict  the  list  of
eligible  countries  so  as to limit  the resulting
claims  on  financial  resources."  In  consequence,
a substantial  number  of  African  countries  have
remained  outside  the  SPA  net;  a smaller,  but
still  significant,  number  (including  Cameroon,
Ceite  d"Ivoire  and Nigeria)  have  also  fallen
outside  the  Toronto  terms.  It  is naturally  right
that  scarce  concessional  resources  should  not
be extertded  to countries  that  can  afford  to do
without  them.  On  the  other  hand,  the  exclu-
sion  of  sorne  of  these  countries  is  a conse-
quence  either  of  t}ie  overvaluation  of their
currencies  (overstating  per  capita  incomes  in
dollar  terms)  or of  the  donor-creditor  pressures
just  mentioned,  with  Nigeria  particularly  at risk
because  of  its  large  size.

The  governments  of  the  debtor  countries
can  also  play  their  part  in increasing  the  cost-
effectiveness  of  negotiations  by  paying  due  at-
tention  to  the  va]ue  of  building  up  and
maintaining  an  adequate  data  base  on  the
public  debt  and  other  economic  statistics;  by
utilizing  and  maintaining  the  computerized
data  management  systems  that  are  now  readily
available  from  the  Commonwealth  Secretariat,

Canada"s  IDRC,  UNCI-,AD  and the  World
Bank,  arid  which  are invaluable  tools  in debt
negotiations,  but,  when  established,  are  too  of-
ten  allowed  to fall  into  disuse;  by  building  up
an experienced  cadre  of  technical  staff  and  giv-
ing  them  incentives  to prevent  excessive  turn-
over;  and  by playing  the  lead  role  which  is so
essential  in  donor  coordination.""

Lastly,  it should  be added  t}iat  the  reports
by  Goreux  (1993),  Martin,  Mistry  et al. (1991)
and  Panday  and  Williams  (1990)  contain  a host
or more  specific  recommendations  on  such
matters  as debt  statistics,  the  strengthening  of
local  staff  capabilities  and  utilization  of
technical  assistance,  the  detailed  implemen-
tation  of  I)aris  Club  agreements,  the  calculation
of  financing  gaps,  and  the  coordination  of
development  assistance.  In  particular,  Martin
and  Mistry  urge  the  case  for  restructuring
governments"  negotiating  teams  so as to make
them  more  cost-effective;  the  importance  of
greater  continuity  among  IFI  staff  handling
country  negotiations;  and  the  need  for
improving  the  work  undertaken  preparatory  to
Consultative  Groups  hnd  other  negotiating
forums.  T}icy  also  make  numerous  suggestions
for  irnproving  the  reliability  and  objectivity  of
"financing  gap"  calculations  in  negotiations
with  the  Fund  and  Bank.

The  broader  suggestions  above  are  there-
fore  best  read  in conjunction  with  these  other
recommendations.

43 Eligibiliiy  for SPA treatment  is determined  by three criteria:
from  the  World  Bank group  on  II)A-only  terms;  debt
programmes  ol" policy  ref'orm (World  Bank,  1990, p. 24).
suliject.

44 See also UN[TAR  (1993, chap. C, by Nihal  Kappagoda),
domestic  requirements  ror effective  debt management.

poverty,  dc(ined  as Chose  countries  which  receive  credits
distress;  and  commitment  to  IFI-supported  adjustment
See Martin  (1991,  pp.  315-316),  for  a discussion  of  tliis

ror  a usefu(  brief  survey  o('  the  administrative  and  other
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ESAF  RENEWAL:  PROJECT  DECISION  OR  STRUCTURAL
ENTRY  POINT?

Reginald  Herbold  Green

Executive  Summary

/. It is desirable to consider ESAF renewal within the context of the overall role of  IMF  imolvement in
structural  adjustment  in small,  poor  countries  - the actual  ESAF  drawers.

2. Whether  the IMF  is or should  be a development  institution  is partly  a semantic  issue. Whether  it
sjiould lir'ovidr a iieo-IDA iinporl wpliort  fncility is qriitr a diffrtcnt qrirsfion. rnwiding  fitst-linc
liquidity to preserve policy continuity and an enabling climate for developinent is just as much a devel-
opmental role as is long-term sofi lending. Arguably it is also one to which the IMF  is better suited and
one that  no institution  currently  plays  in respect  to ESAF  users.

3. Because policy continuity, resource adequacy and increased enterprise fixed  capital formation  are the
three main obstacles to more payoff  from structural adjustment for small, poor economies, the IMF  s
present gatekeeperlsurveillance team role (and especially fine tuning of  short-term macro-monetary tar-
gets) appears inappropriate for these countries. An [MF  role centred on providing first-line liquidity
access and write-downlbuy-back arrangements on external debt might be more productive for all con-
cerned.

4. In support of those functions, a neo-ESAF of SDR 1,500-2,000 million a year appears appropriate.
Some "grandfather clause" type provision would be needed for current and potential "shadow" ESAF
countries whose drawings may be of  the order of  $5,000 million altogether.

I.  Introduction:  what  are the agendas  for  consideration?

Structural  adjustment  as such  is not  now
at issue,  Whatever  its limitations  and  successes
- and  recent  World  Bank  studies  suggest  that
both  are prominent  and  vary  in balance  among
progratnrnes  - structural  adjustment  as a

macro/sectoral  framework  for organizing  and
imposing  conditions  on international  rcsource
transfers  to  low  income,  low  performance
countries  has become  dominant  since  1980  and
will  remain  so at least  for  the  remainder  of  the
decade.

The  nature  and modalities  of  structural
adjustment  are, however,  very  much  at issue.
Its initial  quasi-conflation  with  orthodox  sta-
bilization  has  to  a substantial  extent  been
ended.  Issues  of  transformation,  poverty  re-
duction,  modalities,  contextuality,  "national
ownership",  external  debt writedown  (rather
than  full  repayment)  and  time  perspective  have
been  significantly  to  marginally  synt}iesized
into  the  originally  rather  skeletal  macroeco-
nomic  model.  That  process  continues.

The  IMF's  continuing  role  in the inter-
national  financial  system  and  in  the  inter-

actions  of  national  financial  systems  with  it is
also  not  in question.  There  is no consensus  on
what  is  desirable  or possible,  but  few would
advocate  its abolition  or the reduction  of  its
role  purely  to data  collection  and  analysis,  even
in respect  to small,  low  iyicome  countries.

arhe ways  in which  the  IMF  should  inter-
act with  structural  adjustment  are in question.
Neither  on design  and negotiation,  f'inancing
nor  monitoring  roles  is there  even  a semblance
of  consensus.  The  disagreement  is not  merely
oycr  details  of  policy  or style  of  relationships
with  govcrnments  of  structurally  adjusting
economies.  It includes  questioning  whether
structural  adjustment  shorild  be taken  out  of
the  short-term,  financial  magnitude  manage-
ment  arena,  which  is the IMF"s  basic  place  of
business  (and  expertise),  and w}iether,  t}iere-
fore,  the IMF  should  cease to play  any signif-
icant  role  in its financing  or in its dcsign  and
momtorxng.

The immediate  question  is whether  the
Enhanced  Structural  Adjustment  Facility
(ESAF)  should  be extended.  arhe subsidiary
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qucstions  on  that  basis  turn  ori  terms,  uses,
and,  especially,  size.  Looking  at tlie  question
that  narrowly  assumes  t}ie  issue  lieing  ad-
dressed  is primarily  tbat  of  mobilizing  adequate
funds  For  structural  adjustment,  either  no
structural  adjustment  of  the  role  or  the Inter-
national  Financial  Institutions  (IFIs)  and of
the  balance  among  long-tenn  restructuring,
medium-term  reviving  and  rehabilitating  and
short-term  contingency  bufferirig  finance  is
riceded,  or these  issues  can best  be addressed
independently  of  US,/(F.

ES,AF  is  a high  coriditionality  Facility,
whicli  opened  for  business  in mid-1990  provid-
ing  O.5 per  cer'it  interest,  arid  drawings  for  up
to 10 years  (half  grace  period),  for  low  income
countries  witli  I]?I-approved  structural  adjust-
ment  programmes.  Approvals  in force  at 30
November  1992  were  SDR  2,037  million  of
which  SDR  1,252  million  }iad  been  drawn.  In

practice, ESAF plays two roles - de facto
rcfinancing  of  maturing  standard  IMF
drawings  and  augmenting  of  IIM  and  bilateral
irnport  support  credits.  The  shorffalls  relate
largely  to  time  lags  in  ncgotiating  high
conditionality  Facilities  and  to  hiatuses  in
disbursement  resulting  rrorn  the  use  of  tight,
short-term  inacro-monetary  targets  as a ground
for  suspensiori  leading  to  time-consurning
renegotiation.

The  assumption  that  no restructuring  of
IFI  involvement  or or  flexibility  of  f'inarice  is
necdcd  leads  - unless  one  denies  that  structural
adjustment  is often  constrained  by inadequate
funding  - to the  conclusiori  that  ES/'iF  should
lie renewed,  s}'iould  continue  to  be used  bas-
ically  for  general  import  support  and  should  be
enlarged.  T"o date,  the  view  that  tliere  is a need
For major  restruct.uring  of  IFI  involvement  and

of t}ie structrircllflexibility  of the resources
available  (independently  of  total  volume)  has
tended  to  lead  to  the  conclusion  tliat  ES,/'iF

s}iould bc terminated,  with existirig S,AF/IES,/'tF
drawings  by  structurally  adjusting  countries
'f"rozen'  (e.g.  convcrted  to  ID,A  terms,  rolled
over,  perhaps  administered  by  IIM).  This
would  be part  of  a major  structural  reduction
of  the IMF's  role  in structural  adjustment,  at
least  in tlie  low-income,  medium  to micro-size

economics w}iic]i  in practice utilizc  S,AF/ES,/'yF.

Is  this  an  appropriate  issue-posing
fi'amework?  It is rather  like  the  early  oppo-
sition  to structural  adjustmcnt  on t}ie  grounds
that  wliat  was  rieedcd  was  morc  financc  on t}ie
sarne  lines  as before  and  that  rnacro  arid  sec-
toral  policy  restructuring  was  inappropriate  as
a core  elcment  in international  crisis  mai'iage-
ment  packages.  Tlierefore,  it is pi'udent  to step
back  to the  macro  frame  of  structural  adjust-
ment  financing  and  IFI  involvcment  to  see

whether  either  needs  to be altered  structurally
and,  if  so, }iow,  before  addressing  IES,/\iF  and,
implicitly,  t]ie  role  of  the IMF  in t}ic  desigri,
monitoring  and  firiancing  of  structural  adjust-
ment.

IF the  overall  question  is  taken  to  be
structural,  a series  of  sub-questions  arise:

(l)  What role - if  any - does/should the IMF
play  in respect  to development  firiance?

(2)  I-Iow  adequate  are present  resource  trans-
fers  in  support  of  structural  adjustment
programmes?

(3)  I-{ow  is short-term  contingency  finance  to
be built  into  structural  adjustment  financ-
ing  packages?

(4)  Why  is structural  adjustment  - especially,
but  not  only,  in sub-Saharan  jVrica  - rre-
quently  associated  witli  low  (and  even
falling)  levels  of  gross  fixed  capital  forma-
tion?

(5)  What  rolcs  s}iould  t}ie  IMF  play  in struc-
tural  adjustment:

(a)  design  and  negotiation

(b)  monitoring

(c)  financing?

(6)  In  the  lig}'it  or  the  answers  to tlie  previous
questions,  is ES,/'(F  an appropriate  contin-
uing  modality?

(7)  lr so,  ror  w}iat  uses,  and  on what  terms
sliould  resources  be d'ianrielletl  via  ESAF,
and  what  order  of  magnitude  should  t}iey
have?

(8)  Even  if  ES/IF  is an inappropriate  (or  too
narrow)  modality,  is t}icre  a structural  ad-
justmcnt  foinancing role  for  t}ie  IMF?  If  so,
how  could  it be more  appropriately  struc-
turctl?

T'his  is a much  more  basic  and  analytical
agenda  than  the  simple  "ESAF  or not?  If  so,
how  much,  how  soft?"  one.  That  may  not
make  it bctter  in a decision-taking  sense  even
if  it does  do so conceptually.  If  there  are few
problems  with  structural  adjustment  that  mar-
ginal  additions  to international  runding will  not
overcome;  if I'ESAF  is  additional  funding  in
danger  of  being  lost  (rather  than  restructured
or relocatcd)  if  riot  continued;  and  if  any  issues
or  t}ie  appropriatcness  of  present  IMF  levels
of  and  approaches  to structural  adjustmerit  are
basically  independent  of  ESAF,  then  time  spent
on t}ie  longer,  deeper  agenda  is time  wasted.
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The  overall,  ongoing  dialogue  on struc-
tural  adjustment  - and  the  resulting  structural
adjustment  of structural  adjustment  between
the  Bank's  Accelerated  Development  Report
(1981)  and  its  Long  Term  Perspective  Study
(1989)  complemented  by  its Poverty  Reduction
I-Iandbook  and  Operational  Directive  (1992b)  -
sriggests  that  it is  not  safe  to  make  the  as-

sumptions  necessary  to  justify  focusing  on
ESAF  renewal  as a free  standing  issue  complete
in  and  of  itself.

Therefore,  this  paper  seeks  to review  the
key  issues  and  to set out  the general  balance
of  opinion  on each  of  the  eight  questions  ad-
dressed.

II.  The IMF  and development:  w}iat  linkages?

The  IMF  has  traditionally  argued  that  it
was  not  a development  finance  institution.  By
that  it meant  that  long-term  and  - except  under
special,  short-term  circumstances  - subsidized
credits  fall  outside  its terms  of  reference  and
that  the  design  of  real  sectoral  arid  micro-policy
(as  opposed  to  monetary  macro-policy)  lay
outside  its area  of  expertise.

The  IMF  has drawn  back  from  that  po-
sition  since  1970  in two  rather  different  ways,
the  second  (typified  by  ESAF)  being  much
more  basic  than  the  first  (typified  by the Oil

Facility/Trust  Fund).

(l) The Oil Facility/Trust  Fund instituted in
1974  was  designed  to help  countries  face  a
sudden  shock  for  a limited  period  or time
and,  because  poorer  members  were  seen
as particularly  limited  in their  capacity  to
adjust  or  to ride  out  such  shocks,  to make
certain  concessions  to them  in respect  to
interest  rates  arid  repayment  periods.  It
was  not  a permanent  mechanism,  it had
finite  repayment  periods  in  both  theory
and  practice  and  did  not  involve  the  IMF
in  detailed  micro  and  sectoral  policy
vetting  - indeed  it  was  in practice  quite  low
conditionality.

(2)  Subsequent  to  1980,  the  IMF  moved  into
detailed  policy  prescription  and  result
vetting  - albeit  still  largely  at the  macro-
monetary  level  - and  became  a gatekecper
for  structural  adjustment  lending.  Both  in
response  to pressure  to back  such  require-
mcnts  with  resources  and  because  struc-
tural  adjustment  in low  income  countries
turned  out  to  be long  term  (10 years  or
continuous  programmes  already  in  the
case  of  Ghana)  instead  of  medium  term
(three  or  at most  five  years)  as  initially
envisaged,  the  Fund  entered  into  a process
of  providing  longer-term  credit  provision,

de facto roll-overs, and concessions on
interest  rates  leading  to ESAF.  Unlike  the
Oil  Facility,  the  credits  were  open  sided  (as

to justification)  and de facto open ended
(with  no clear  cut-off  date  or point  even
for  particular  countries)  as well  as being
}iigh  conditionality  involving  very  detailed
policy  prescribing  and  result  vetting.

In  the process,  the  IMF  has ceased  to
play  its traditional  financing  role  for  low  in-
come  countries  with  structural  adjustrnent
programmcs.  It  may  or  may  not  provide  more
drawings  to some  adjusting  members;  what  it
does  not  do for  any  country  with  a structural
adjustment  programme  is  to  provide  quick,
ready-access  first-line  liquidity  to cover  the  ini-
tial  cash  flow  requirements  or sudden,  un-
projected  external  shocks.  As  no  other
institution  has taken  over  this  role  and  none  is
likely  to,  the  result  is tbat  an exogenous  shock
can least  easily  be buffered  by a low  income,
structurally  adjusting  country  even  thorigh
t}icse  countries  are  particularly  likely  to sustain
suc}i  shocks  and  particularly  vulnerable  to
t}iem.

T'hclMF  }ias not  matched  t}iis  reduction
in  access  to  short-term  crisis  management  fi-
nance  with  any  systernatic  waiver  or easing  ora
short-term  perrormayicc  criteria.  It  may  on oc-
casion  waive  them,  but  it is not  cxternally  clear
uridcr  w}iat  conditions,  and  - to a drawer  at
least  - the  wiholc  process  appears  opaque,  sub-
jective  and  on a grace-and-favour  basis.

Clearly,  if  being  a development  f'inance
iristitution  is defined  as providing  long-term  n-
nance,  theri  t}ie  IMF  has  become  more  iri-
volved  in  development.  Similarly,  ir setting
overall  and,  to  a degree,  detailed  sub-macro
policy  and  performance  requirements  is seen  as
integral  to development  finance  then  the  IMF
is now  more  involved  in that  too.  If,  however,
the  IMF's  role  is  perceived  as  giving  broad
guidance  Oil  short-  (or  long-)  term  macro-
monetary  enabling  ditnates  for  stable  develop-
ment  and  providing  the  financial  means  to
maintain  stability  of  policy  and  praxis  in the
face  of s}iort-terrn  liquidity  crises  (especially



32

those  flowing  from  exogenous  events  or unan-

ticipated side effects of Fund/Bank-backed ad-
justment  policies),  then  the Fund's  role  in de-
velopment  today  is less effective  than  it was  in
the  mid-1970s.  It  has  come  to overlap  ID,/l  in
providing  finance  and  the  World  Bank  in pro-
viding  detailed  macro  to micro,  morietary  arid

real advice backed by provision/withholdixig  of
finance.  In  the  process  no  institution  has been
left  to  play  its  earlier  role  of  stabilizing  through
provision  of  first-line  liquidity.

That  reopens  the  question  of  whether  the
IMF  is  a development  institution  from  a
somewhat  different  perspective.  Clearly,  access
to  first-line  liquidity  is not  a sufficient  condition
for  stable  development.  IIowever,  it is a con-
ducive  and  perhaps  a necessary  one.  Similarly,
short-term  credits,  relatively  limited  in volume,
are clearly  inadequate  either  for  rehabilitating
debilitated  capital  stock  bases  or ror  providing
the  interim  import  capacity  to raise  utilization
ratios  in the  cases of  severe  initial  structural
imbalance.  But  this  does  not  necessarily  mean
they  are  unimportant  - preserving  stability  and
predictability  is arguably  even  more  important
in a small,  poor  economy  undertaking  struc-
tural  adjustment  than  it usually  is.  Because
annual  macro-budgeting  in  a Consultative
Group  or  public  finance  context  rarely  includes
contingcncy  ni:ugins  and is usu:it!y  l'icisccl  on

relatively  optimistic  assumptions,  external
shocks  are particularly  likely  to require  access
to first-line  liquidity.  Ill  the case of  low  in-
come,  structurally  adjusting  countries,  virtually
by  definition  neither  external  reserves  nor
international  commercial  banks  are  likely
sources  for  such  liquidity.  Therefore,  it is at
least  arguable  that  the  IMF"s  primary  duty  as
a development  finance  institution  lies  precisely
in providing  access  to first-line  liquidity  not  in
quasi-replication  or IDA's  import  support
credits.

The  IMF  (including  its  longest  serving
official,  Executive  Director  and  intellectual
leader  - J. .J. Polak)  is clearly  uneasy  at the  re-
sults  or its post-1980  adjustment  in respect  to
interaction  wit}i  low  income,  structurally  ad-
justing  countries.  It  is far  rrorn  convinced  that
trying  to replicate  the  World  Bank"s  real  micro
and  sectoral  expertise  or shadowing  IDA  is an
optimal  path  ror the  Fund.  On  the  ot}ier  hand,
at least  to date,  no coherent  proposals  For any
other  strategic  relationship  to  structural  ad-
justment  }ias  emerged  from  Fund  thinking.
Above  all  it has  not  seriously  questioned  either
its OWlTh role  as a gatekeeper  to structural  ad-
justment  progranirnes  or  t}ie  suitability  of
short-term,  macro-monetary  performance  cri-
tcria  J"or monit.oring  tlicm.

III.  The road to ESAF:  model or muddle?

ES./kF  does  not  appear  to have  been  the
product  of  any  medium-term  Fund  strategy  as
to  how  it should  relate  to  the  finaxicing  re-
quirements  of  structural  adjustment  in  small,
poor  countries.  Rather  it emerged  from  unan-
ticipated  pressures  on  structurally  adjusting
economies  and  on  the  Fund  in t}ie  first  half  of
tlie  1980s  - particularly  in sub-Saharan  j\,rrica
(SS,A)  and  paradigmatically  in (3hana.

The  main  elements  in the  constellation  of
pressures  were:

(l)  the  realization  that,  even  if  other  structural
imbalances  were  successfully  addressed,

closing export  earnings/import  require-
ments  gaps  would  in many  cases take  at
least  a decade,  partly  because  both  pri-
mary  cornrnodity  global  trade  volume
growth  and  price  trends  (together  domi-

natirig incon"ie terms of trade/earned im-
port  capacity  for  small,  low  income
structurally  adjusting  ecoriomies)  s}iowcd
no signs  of  recovery  to the  conditions  pre-
vailing  in the 1960s  or second  half  or  the
1970s,  but  tended  to drift  or lurch  down-

ward  with  very  limited  periods  of  partial
recovery;

(2)  acccptance  that  very  large  (relative  to ex-
ports)  IMF  drawings  based  on traditional
periods  and  interest  rates  were  an inap-
propriate  form  of  medirim-  to  long-term
adjustment  finance.  After  all,  IMF
,Agreements  regularly  included  bans  on  any
similar  magnitude  of  borrowings  on such
terms  from  any  other  source;

(3)  the  recurrent  need  to use IMF  finance  to
fill  external  resource  rnobilization  gaps  be-
twccn  what  the  Bank-Fund-country  felt
werc  the  lowest  flows  consistent  with  sus-
tained  adjustment  and  what  bilaterals
would  and the  Bank  could  pledge.  As
"gatekeepcr"  the  Fund  felt  an  obligation  to
facilitate  effectiveness  of  entry  oncc  it had
issued  a gate  pass";

(4)  the  realization  t}iat  repayrnent  or  Stand-hy
or even  Extended  Arrangement  drawings
w}iile  a structural  external  account  gap
persisted  would  shatter  programmes  (very
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particularly  Ghana's)  that  both  t}ic  Fund
and  the  Bank  viewed  as well  designed,  se-
riously  implemented  and  perfornffng  well
on  most  criteria;

(5)  a Fund  disinclination  to  institute  any
gencralizable  pattern  of  back-to-back  re-
purchase  and  redrawing  (which  would  riot
in  any  case  by  itself  have  addressed  the  in-
terest  rate  problern).

SAF  and  ESAF  have  responded  to these
pressures  by  virtue  of  the  following:

because  the  credits  are  long  term  (up  to 10
years  with  about  half  grace  period)  and
highly  concessional,  they  do reduce  both
the  irnrnediate  burden  of  interest  charges
and the  medium-term  burden  of  repay-
ment;

0 averting  the  twin  risks  that  successful
structural  adjustmcnt  programmes  will  be
shattered  by the  need  to repay  the  IMF

and/or that the IMF's "non-performing
loan  book"  in Africa  will  balloon  throug}i
the  sudden  addition  of  countries  the  IMF
had - up  to  the  day  of  default  - been
praising  for  virtuous  conduct;

by being freely usable - de faclo general
import,  or priority  debt  service,  support

credits - SAF/ESAF  drawings have
allowed  the  IMF  to  channel  funds  to
operational  imports  in order  to reactivate
under-utilized  capacity  (the  quick  payoff
front  of structural  adjustment)  and  to
avoid  the  need  to  work  out  detailed
sectoral  and  project  packages.

Another side or SAF/ESAF  drawings at
least  as they  relate  to sub-Saharan  ,Africa,  has
attracted  less attention.  The  Fund  appears  to
be  engaged  in  a systematic  two-track  with-
drawal  or  standard  liquidity  provision  frotn  tlie

sub-continent,  partly  offset by S.AF/ESAF
drawings:

new  stand-by  and  extended  arrangements
are  few  and  far  between  so that  net  repay-
ments  on  such  facilities  began  in 1984  and,
since  1986  (the  effective  inauguration  of

the SAF/ESAF process), have been fluc-
tuating  around  $1,000  million  a year;

*  at most  half  of  this  withdrawal  of  normal
Fund  resources  has been  refinanced  by  de

facto conversions to ESAF.

Whether  by intention  or not,  this  strategy  at
least  implicitly  asserts  that  there  is no place  for
traditional  quick  access  first-line  liquidity  pro-
vision  (contingency  finance)  in  sub-Saharan
Africa  (SSA).

While, in lirinciple (table 2), F.SAF eligi-
bility  extends  to virtually  all  low  income  coun-

tries (more liberally defined than l)Y II)A),  in-
cluding  Oiina,  India  and  })akistan,  t}ie  actual
pattern  or  use (table  l)  is somewliat  narrower.
aIahe common  characteristics  are  economic
smallness,  low  income  (in  the  IrM  sense),  a
well  establis}ied  structriral  adjustmerit
programme  presence,  and  little  prospect  of
ovcrcoming  the  external  account  structural
def-icit  by 2000.  aI"}icse characteristics  pertain
to many  SSA  economies  and  to lesser  nutnbers

of small Latin American/Caribbeari  and South
,/'ysian economies lilus Bangladesh.

IES,/!iI'  is not  insignificant  in size.  As of

late 1992, SAF/ESj'kF arrangements in force
totalled  SDR  2,037  million  of  which  SI)R  1,252
million  had  been  drawn  (table  l ).  IIowever:

*  this  represents  10  per  cent  of authori-
zations  and  13 per  cent  or  drawings  under
prograrnrnes  in force  in  late  1992;

*  the  amount  is small  relative  either  to If)A
or  to total  external  financial  flows  to small,
low  income  structurally  adjusting  econo-
mleS;

much  of  it represents  not  new  money  but

de facto conversion of old stand-by and
extended  facility  drawings  to  ESAF  to

avert programtne collapse and/or default
on repurchase  obligations.

With  respect  to  continuity  and  predict-
ability  of finance,  ES./IF  - like  other  IMF
drawings  - }ias  had  a negative  itnpact,  especially
when  an exogenous  s}iock  or  the  side  effect  of
a SAP  policy  }iad  a significant  impact  on out-
turn.  More  generally,  USjlF  causes  discontin-
uous  flows  with  unpredictable  gaps  since  one
agreement  rarely  flows  smoothly  into  the  next.
For  example,  the  S,/'iFs  ror  Chad,  Guinea-
Bissari  and  the  United  Republic  of  Tanzania
expired  in  1990.  In  no  case was  a smooth
phase-in  or  a consecutive  ESAF  achieved.  In-
deed,  as of  late  1992  only  t}ie  United  Republic
of  Tanzania  had  negotiated  an ES,l'iF  (arranged
at the  end  of.July  1991).  This  results  in large
part  because  short-term  performance  criteria
have  a far  greater  immediate  impact  on flows
from  the  Fund  than  from  the  Bank  or bilater-
als.  In the  latter  cases  t}iere  is more  time  to
agree  on waiver,  restructuring  or modification
of  critcria  which,  in any  evcnt,  tend  to be rela-
tively  more  flexible  as to levels  and  dates  of  at-
tainment  if  best  efforts  have  been  made  and
poor  performance  appears  to be substantially
related  to events  beyond  the  recipient's  control

and/or reasonable expectations at the time of
the  agreement.
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Table  1

STAND-BY,  EXTENDED,  STRUCTURAL  ADJUSTMENT  FACILITY  (SAF)
AND  ENHANCED  STRUCTURAL  ADJUSTMENT  FACILITY  (ESAF)

ARRANGEMENTS  AS  OF  30 NOVEMBER  1992

(Million  SDRs)

Member

Stand-by  arrangements

Albania
Barbados
Brazil
Bulgaria
Czechoslovakia
Dominican  Republic
Ecuador

EgYPt
EI Salvador
Estonia
Gabon
India
Jordan
Latvia
Lithuania
Mongolia
Morocco
Nicaragua
Panama
Philippines
Romania
Russian  Federation
Uruguay

Extended  arrangemsnts

Argentina
Hungary
Mexico
Poland
Venezuela
Zimbabwe

SAF  arrangements

Burkina  Faso
Comoros
Ethiopia
Rwanda

ESAF  arrangements

Bangladesh
Bolivia
Burundi
Guinea
Guyana
Honduras
Kenya
Lesotho
Malawi
Mali
Mozambique
Nepal
Sri Lanka
Tanzania,  United  Rep.  of
Togo
Zimbabwe

Total

Date  of
arrangements

28 August  1992
7 February  1992
29 January  1992
17 April  1992
3 April  1992
28 August  1991
11 December  1991
17 May  1991
B January  1992
16 September  1992
30 September  1991
31 0ctober  1991
26 February  1992
14 September  1992
21 0ctober  1992
4 0ctober  1991
31 January  1992
18 September  1991
24 February  1992
20 February  1991
29 M ay 1992
5 August  1992
1 July  1992

31 March  1992
20 February  1991
26 May  1989
18 April  1991
23 June  1989
11 September  1992

13 March  1991
21 June  1991
28 0ctober  1992
24 April  1991

10 August  1990
27 July  1988
13 November  1991
6 November  1991
13 July  1990
24 July  1992
15 May  1989
22 May  1991
15 July  1988
28 August  1992
1 June  1990
5 0ctober  1992
13 September  1991
29 July  1991
31 May  1989
11 September  1992

Expiration
date

25 August  1993
31 M ay 1993
31 August  1993
16 April  1993
2 April  1993
27 March  1993
10 December  1992
1 March  1993
5 M arch  1993
15 September  1993
29 March  1993
30 June  1993
25 August  1993
13 September  1993
20 September  1993
31 December  1992
31 March  1993
17 March  1993
23 December  1993
31 March  1993
28 March  1993
4 January  1993
30 June  1993

30 March  1995
19 February  1994
25 May  1993
17 April  1994
22 March  1993
10 September  1995

12 March  1994
20 June  1994
27 0ctober  1995
23 April  1994

13 September  1993
15 September  1993
12 November  1994
5 November  1994
12 July  1993
23 July  1995
31 March  1993
21 M ay 1994
31 May  1993
27 August  1995
30 September  1993
4 0ctober  1995
12 September  1994
28 July  1994
19 May  1993
10 September  1995

Source:  IMF  Treasurer's  Department.
Note:  Figures  may  not  add  up to totals  because  of  rounding.

Amount
agreed

5,833.02

20.00
23.89

1 ,500.00
155.00
2 36.00

3 9.24
75.00

278.00
4 1 .50
27.90
28.00

1 ,f)56.00
44.40
54.90
56.93
2 2.50
91.98
40.86
93.68

264.20
3 14.04
719.00

50.00

12188.55
2,149.25
1,114.00
3,729)30
1 ,224.00
3,857.10

114  60

105.35

22.12
3.15

49.42
30.60

2,037.30

345.00
163.26

42.70
57.90
81.52
40.68

261.40
18.12
6B.96
60.96

100.65
33.57

336.00
181 .90

46.08
200.60

20,164.22

Undrawn
balance

3,782.08

13.75
9.22

1 ,372.50
62.00

2 00.00
3 9.24
58.44

130.80
4 1 .50
20.15
24.00

924.00
22.20
39.65
39.68

8.75
73.58
23.83
5 8.83
56.60
52.34

479.00
34.03

5,962.35

1 ,857.09
55 €.77
48 € .20

1,147.50
1 ,851  .50

83.30

75.25

15.80
2.25

35.30
21.90

785.03

28.75
13.61
29.89
40.53
17.71
33.90
45.23
10.57

5.58
50.80
30.50
27.98

168.00
128.40

7.68
145.90

10,604.71
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Table  2

IMF  MEMBERS  ELIGIBLE  FOR ASSISTANCE  UNDER  THE ESAF

Afghanistan
Albania
Angola
Bangladesh
Benin
Bhutan
Bolivia
Burkina  Faso
Burma
Burundi
Cambodia
Cape  Verde
Central  African  Republic
Chad
China
Comoros
Cite  d"lvoire
Djibouti
Dominica
Dominican  Republic
Eg')'m
Equatorial  Guinea
Ethiopia
Gambia,  The

Ghana
Grenada
Guinea
Guinea-Bissau
Guyana
Haiti
Honduras
India
Kenya
Kiribati
Lao P.D.R.
Lesotho
Liberia
Madagascar
Malawi
Maldives
Mali
Mauritania
Mongolia
Mozambique
Nepal
Nicaragua
Niger
Nigeria

Pakistan
Philippines
Rwanda
St. Kitts  and Nevis
St. Lucia
St. Vincent
Sao  Tome  and Principe
Senegal
Sierra  Leone
Solomon  Islands
Somalia
Sri Lanka
Sudan
Tanzania,  United  Republic  of
Togo
Tonga
Uganda
Vanuatu
Viet  Nam
Western  Samoa
Yemen
Zaire
Zambia  .
Zimbabwe

IV.  Adequacy  of  finance:  how  constraining?

Tl"ie  World  Bank"s  analysis  of  Sj'J's
(World  Bank,  1992a  and  Elbadawi,  1992)  in-
creasingly  demonstrates  two  factors:

*  }iigher  levels  or nct  external  resource
transfers  improve  performance  - partic-
ularly  in SSA;

liolicy  changes, resource transfer  levels arid
improyed  performance  are  all  correlated.

arhis  MEANS  - quite  apart  from  the  evident
difficulties  of  constructing  counterraactuals,  set-
ting  up  meaningful  time  periods  for  multi-

country  comparisons,  and/or  categorizing
countrics  as seriously  pursuing  structural  ad-
justment  (some,  e.g.  Zimbabwe  in  1984-1990,

without  Fund/Bank  approved S,APs in place)
or not  (somc,  e.g. Zaire  during  most  of  the  past
decade,  wit}'i  norninally  approved  SAPs)  - that
relating  improved  performance  exclusively  to
policy  changes  or to additional  resourcc  trans-
fers  is implausible.  I-'urther,  it suggests  that  tlic
improvement  may  be a joint  product  or  policy
change  combined  with  additional  resources  to
make  for  the  stability  of  the  new  policy  frame-

work  as well  as to take  adyantage  or "enabling
climate"  opportunities  for  increased  pro-
duction.

The  impression  - or presumption  - flow-
ing  From  t}ic  cross-country  data  would  appear
to be confirmed  by particular  country  experi-
cncc.  Ghana,  which  has seen an increase  in
external  resource  transfers  from  under  $10 per
capita  pre-S,/'iP  to over  $50  per  capita  during  a
decade  of  successive  structural  adjustment
programmes,  has  achieved  a reasoyiable  growt.h
rate,  significant  recovery  of  basic  (human  arid
social)  services  and  rehabilitation  of
infrastructure.  Thus,  despite  its  disastrous
terms-of-trade  experience  (1990  GDP  was  $800
million,  12.8  per  cent  below  w}iat  it would  have
been  ceteris  paribus  at 1980  terms  of  trade  - see
table  3) and the  very  slow  recovery  of  gross
fixed  investment  (t}ie  net  figure  was  negative,
on  rcasoriable  current  price  dcpreciation
cstimates,  until  perhaps  1988),  a stable  climate
or positive  economic  expectations  has  been
achieved  as well  as a considerable  rehabilitation
of public  and  business  perceptions  of  the
Government.
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Table  3

CHANGE  IN TERMS  OF TRADE  AND  DEVEIOPMENT  ASSISTANCE
IN SUB-SAHARAN  AFRICA,  BY COUNTRY,  1980-1990

Country

Low-income

Burkina  Faso
Central  African  Rep.
Ghana
Kenya
Madagascar
Malawi
Mali
Mauritania
Niger
Nigeria
Rwanda
Sierra  Leone
Tanzania,  Llnited  Rep.  of
Togo
Uganda

Lower  middle-income

Cameroon
Congo
Cite  d'lvoire
Senegal

Upper  middle-income

Gabon

Terms  of  trade
1990

(7980  =  700)

98
gzt
48
75
85
ga

*og
ga
69
57
51
71
77
72
55

63
70
62

102

63

Annual  terms  of  trade
lossl(gain),  1990

($ millions)

3
8

800
344

59
8

(29)
35

195
10 ,313

108
56
go

11 7
12 4

704
484

1,594
(15)

1451

Per  cent  of
1990  GDP

0.0
0.6

12.8
3.9
*.g
0.3

(1.2)
g.s
7.7

:g.t
5.0
6. 2
3.8
7.2
41

6.3
16.9
16.1
(0.3)

30.1

Increasel(decrease)
in annual  ODA

1980-1990

1989  constant
dollars  (millions)

(31)
54

207
449
(17)
224

34
(58)
86

142
33

(73)
104

72
415

52
59

305
296

43

Source:  G.K. Helleiner,  "External  resource  flows,  debt  relief  and economic  development  in sub-Saharan  Africa",
paper  presented  at UNICEF Seminar  on Adjustment  and Development  in Sub-Saharan  Africa,  Florence
November  1992.

Note: Terms  of trade:  derived  from  UNCTAD, 1989 and World  Bank, 1992a.  Terms  of trade  loss: 1990 export
value  (from  World  Bank, 1992a)  multiplied  by 100/terms  of trade,  1990 (1980=  100) (from  previous  column)
minus  1990 export  value.  Increase  in ODA: derived  from  OECD, 1991, p. 213. Export  volume  growth  rate:
World  Bank, 1992a.

In  Zambia,  by  contrast,  all  pre-1992
structural  adjustment  prograrnrnes  were  under-
funded.  Before  1990  all  implied  a positive  cur-
rent  account  balance.  In  a demonstrably
import-starved  economy  suffering  From  massive
terms-of-trade  deterioration  (probably  over  25
per  cent  of  GDP  as of  1990),  the  result  of  suc-
cessive  failed  programmes,  enthusiastically  be-
gun  but  rapidly  abandoned  in  the  face  of
economic  decline  and  social  unrest,  should  have
been  quite  predictable  (indeed  was  predicted  by
some  observers,  not  necessarily  excluding
World  Bank  practitioners).  The  lack  of  policy
adequacy  and  especially  continuity  cannot  be
seen  as separate  from  inadequate  finance.  The
results  included  - at least  until  1992  - a disabl-
ing  climate  of  expectations  and a continued

erosion  of  government  credibility  as  demon-
strated  by  the  1991 election  results.

Another  way  of looking  at  adequacy
would  be  to  contrast  exogenous  (especially
terms-of-trade)  losses  with  ODA  gains  in
structurally  adjusting  countries.  In  a majority
of  SS,A cases  for  which  data  are  readily  avail-
able  (tables  3 and  4), the  former  exceeded  the
latter  and  even  in  those  for  which  this  was  not
the  case  the  positive  margin  has been  narrow
(e.g.  t}ie  United  Republic,of  Tanzania  }iad  $90
million  losses  and  :)il04  million  gains  for  a net

of  $14  million  or  O.6 per  cent  of  GDP  in 1990).
Since  a majority  of  these  economies  already
faced  severe  problems  and  their  performance  in
1980  was  relatively  poor,  the  data  (table  3)
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Table  4

THE IMF,  TIIE  WORLD  BANK  AND  EXTERNAL  TRANSFERS  TO AFRICA,
SOUTH  OF THE SAHARA,  1980-1989

IMF
Gross  disbursements  a
Repayments  and iriteirest  b
Net  transfer

104
Disbu  rsemerits
Repayrnerits  and intcirest
Net  transfer

World  Bank
Disbursements
Repaynients  and intciresl
Net  transfer

IMFlfDAlWorld  Bank
TOtal  ne.t transfers

01her  net  transfers  (loiig-term
debt):

Multilateral  c
Bilateral  c
Private  d

Total  long-term  debt  aim
related  net  treii'iejers

Grants  e

Direct  foreigri  investn'ien+

TOtal  net  transfers

($ millons.)

1980 1983 1984 1985 1986 7987 1988 1989

1,217  1,618  952  738  735  678  1033  865
487  739  993  1172  1689  1,541  1,05  1,[3
730  879  -4i  -434  -954  -863  -462  -728

424  637  778  881 -1400  1,681  1,697  1,700
:1  44  56 79 94 ffl  128  126

403  5g3  722  802  -1,306 1,570  1,569  1574

400  708  832  647  898  998  581 835
328  438  527  616  865  1,073  1,306  1,226

72 270  305  31 33 -75  -725  -391

1,205  1,742 986 399 385 632 382 455

707  664  442  487  650  709  672  607
1,657  2,295  1,925  472  1,210  r.tgzt  630  945
2,818  270  -1,667  -2,E148 -1,132  -213  -434  -428

5,657  4,092  1,727 -856  2,067  3185  al,712 2,307

3,057  2.844  3,422  4,514  4,823  5.030  6,567  6,57(1

20 882 494  1,059 460  1,167 687  2,301

6,573  7,485  4,419  2,779  !5,209  6,763  7,511  8,692

'%urce:  G.K. Helleiner,  Tl'ie  IMF, the World  Bank  and Africa's  adjcistment  and external  debt  problems:  An unofficial
view",  Wrir'ld Development,  vo!. 20, N0. 6, 1992 (June).

a Gross  disbursements.
b Repayments  arid interest.
c Excluding  grants.
d Publicly  guarantried  and unguaranteed,  excluding  direct  or foreign  investment.
e Excluding  lechriical  assistance.

strongly  suggest  resource  inadequacy.  allie data
for  other  small,  law  income  countries  are not
as readily  available  but  several,  e.g.  Guyana,
Honduras,  Sri I.ankci  and  Bangladesli,  appear
to }iave  ODA  gain,/terms-of-trade  )oss  balances
ranging  froin  iniiiimialiy  positive  tci  highly  neg-
atiVe.

For  sub-Saharan  Africa,  the  overall  ne!
resource  transfaer  re.cord  (table  4) s}iows  15 per
cent  current  price  g'rowth  over  1980-1983  fol-
lowed  by  a 65 per  cent  Fall over  1983-1985  and
growth  over  198.5-1989  (the  rapid  Sz'iP  expan-
sion  period)  or 210  per  cent,  witli  1!)89  about
16 per  cent  above  1980 iri  riominal  terrns  or
aborit  30 per  cent  lower  :itt constant  price  per
capita  terms,  even  iridependently  oJ" adjustment
for  terms-or-trade  losses.

tJnless  a negative  correlation  is posited
between  resource  ayailabiility  and  sustained
policy  reronn,  which  is quit.e  against  t]ie  weig}it
or  the  cvidcnce  as analysed  by the  World  Bank,
t}ic  case  For  additional  resource  transfers  in
support  or  structural  adjustment  programmes
is overwlieltning  even  ifreasonable  persons  may
differ  on jiow  mi.tch  more.  aI"lie one area  in
whicli  the  World  Bank's  SSA  studies  were  not
st.ructurally  adjusted  between  1981  and  1989  is
on  the  need  {aor additional  net  transfers.  IExcept
for  tlie  First  (wliich  called  for  doubling  in real
tei'ms  between  1980  and  1985),  the projected
requirements  havc:  tended  to appear  optimistic
to  analysis  but  daunting  or impossible  to re-

source providers/mobilizers  suggesting a coqi-
promise  (perhaps  subliminal)  beLwcet'i  pro-
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jections  of  programme  requirements  and  of
possible  mobilization  ceilings.  Certainly  that
tension  has entered  into  the  preparation  of  a
number  of  individual  country  Consultative
Group  submissions.

Within  the  total,  categories  and  sub-
categories  have  evolved  very  difTerently.  Bilat-
eral  ODA  and  non-IFI  multilateral  ODA  rose
45  per  cent  with  loans  falling  35  per  cent
(largely  early  in the  decade)  and  grants  rising
115 per  cent  (mainly  in its second  }ialf).  T"he
Bank  Group's  net  transfers  rose  150  per  cent
(peaking  in 1987),  with  an IIM  growth  of  190
per  cent  (all  achieved  by  1987),  more  than  off-
setting  a Bank  proper  swing  from  net  transfers
of  $403  million  (6 per  cent  of  all  net  transfers)
in  1980  to a net  outflow  of  $391  million  in 1989
(slightly  under  5 per  cent  or that  year  s total,
but  representing  a recovery  from  -$725  million
and  9 per  cent  in 1988).  This  suggests  a cata-
lytic  role  by  the  Bank  in structural  adjustment
launching,  with  bilateral  grants  taking  up  the
slack  as  confidence  in  structural  adjustment
progratnmes  rose  and  the  Bank"s  ability  either

to increase  ID,A's  total  resources  or to reallo-
cate  resources  frotn  the  largcr  ,/lsian  low  in-
come  countries  to the  smaller  SS,/!i  low  incorne
countries  became  increasingly  constrained.

The  IMF's  record  is quite  different.  In
1980  net  transfers  were  !ti730 million  (11  per
cent  of  the  total).  From  1984  on they  }iave
beert  negative,  with  an outflow  of  $728  million
in 1989  (virtually  a 9 per  cent  offset  to t}ie  net

transfer total) (table 4). If S,AF/ES/IF  were
excluded,  the  net repaymer'it  trend  would  be
even  more  marked.  ,tVter  1989  there  was  a de-
cline  in net outflows  as  IES,/!iF  expanded  dis-
bursements,  paymerits  on  earlier  facilities  by
States  able  to pay  ran  down  and  several  cases
of  arrears  remained  insoluble.  IIad  the  IM-F
maintained  its  absolute  net  transfer  level  of
1980,  in 1989  net  transfers  to SSA  would  ]iave
been  one  sixth  higher  ($10,160  milliori  instead
of  the  actual  figure  of  $8,692  million).  In  the
context  of  overall  inadequacy  of  net  transfers,
the  IMF's  record  does  indeed  provide  grounds
for  concern.

V.  First-line  liquidity:  the missing  link

Small,  low  income  economies  are in al-
most  all  cases  extremely  susceptible  to external
shocks.  They  are also  both  economically,  and
frequently  ecologically,  rigid  axid  brittle.  Rapid
adjustment  through  alteration  of  export  and
production  patterns  is therefore  difficult  to im-
possible.  Radical  reduction  of  import  absorp-
tion  (whether  via  prices  or rationing)  is likely
to multiply  negative  production  impact  and  to
exacerbate  fiscal  imbalances.

The  case for  riding  out  short-term  self-
reversing  shocks  (e.g.  drought)  and  or having  a
breathing  space  to phase-in  adjustment  to less
temporary  ones  (e.g.  terms-of-trade  deteri-
oration)  is  reasonably  evident.  The  optimal
way  is doubtless  to hold  high  levels  of  external
reserves  for  contingency  use.  In the case of
many  of  these  economies  the  standard  three-
month  rule  of  thumb  is probably  inadequate  -
six  months  might  be more  prudent.  However,
most  structurally  adjusting  small,  poor  coun-
tries  have  very  low  external  reserves  (often  one
to two  months"  imports)  as a result  of  histor-
ically  low  exports  relative  to  import  demand
and  up  to  three  decades  of  economic  malaise.

Therefore  these  economies  need  access  to
first-line  liquidity  to bridge  the  gap  between  the
shock  and  either  its  reversal  or  more  permanent
adjustment.  For  example,  in  the  case  of
drought,  external  assistance  can  usually  be se-
cured  but  with  a time-lag;  consequently  interim

imports  must  be  financed  out  of  nationally
provided  foreign  exchange  as, for  example,  in
Zimbabwe  and  Zambia  in  1992.  There  are
three  basic  sources  of  such  liquidity:

I  commercial  banks;

I  the  IMF;

*  external  assistance.

Understandably,  very  few  small,  poor,
structurally  adjusting  countries  have  access  to
new  commercial  bank  credits  beyoxid  revolving
trade  credits  ofteri  backed  by pledging  future
exports.  .An  external  shock  threatening  eco-
nornic  performance  is likely  to call  existing  fa-
cilities  into  question,  not  be an  occasion  for
negotiating  additional  ones.

The  IMF  was  created  primarily  to set up
a financial  enabling  climate  for  international
trade.  IIistorically  it was  the  major  source  of
first-line  liquidity,  although  since  1970  it  is
arguable  that  commercial  banks  have  ousted  it
from  that  role  for  most  middle-  and  large-sized
economies.  But  it does  not  offer  access  to
first-line  liquidity  to any  country  with  a high
conditionality  drawing  facility.  All  drawings
from  such  facilities  are,  in fact,  included  in ex-
ternal  financial  projections,  which  are  fre-
quently  over-optimistic  and  certainly  provide
no margin  for  substantial  negative  exogenous
shocks.
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At  first  glance  the  IMF"s  Compensatory
and  Contingency  Facilities  might  seem  to be
first-line-liquidity  oriented.  Indeed  in  the
mid-1970s  the  Compensatory  Facility  arguably
did  play  that  role.  However,  today  both  are
high  conditionality  facilities  utilized  in associ-
ation  with  SAPS.  Therefore  they  cannot  be
rapid  access  facilities.

The  symmetry  principle  providing  for  ac-
celerated  repayment  after  favourable  shocks
has bedevilled  Contingency  Facility  dialogue.
While  the  concept  makes  sense  in practice,  the
application  represents  an inefficient  attempt  at
fine  tuning.  Drawings  are  unlikely  to have  fully
offset  the  negative  shock;  the  magnitude  of  a
positive  shock  is a matter  of  judgement;  early
repayments  would  probably  be trivial  to  the
IMF.  The  combination  of  high  condition-

ality/negotiation  lags and symmetry make the
Compensatory  and  Contingency  Facilities  vir-
tually  useless  as first-line  liquidity  sources.  In
principle  they  could  be  restructured  as  low
conditionality,  speedy  access  facilities.  In
practice,  restructuring  ESAF  is likely  to prove
easier  and  quicker  (or  less problematic).

In  principle,  the  IMF  is ready  to renego-
tiate  drawing  schedules  and  indeed  created  a
small  contingency  facility  in  1988,  This  has
never  been  used  and  the  time  normally  required
for  renegotiation  rules  it out  as  a source  of
first-line  liquidity.  Indeed,  since  exogenous
shocks  do  not  result  in the  automatic  loosening
- let  alone  waiver  - of  performance  criteria,  one
result  of  an  exogenous  shock  is all  too  likely  to
be  the  suspension  of  access  to  an  existing
agreement  with  the  IMF,  rather  than  the  ne-
gotiation  of  a new  or enhanced  one.

External  assistance  negotiated  after  a
shock  is unsatisfactory  as a source  of  first-line
liquidity  because  of  time-lags.  Even  in  the  case
of  drought  crises  - in respect  to which  addi-
tional  ODA  is more  often  than  not  forthcoming
- the  lag  from  clear  identification  of  the  crisis
to the  significant  arrival  of  ODA-financed  im-
ports  is rarely  under  six months,  which  entails

eit}ier  heavy  use of  domestic  external  flows  or
reserves  or a build-up  of  forced  migration  and
near  famine  conditioris.  In  the case  of  eco-
nornic  shocks  - e.g. terms  of  trade  - the  lag  is
even  greater.

In  principle,  contingency  reserves  (and
conditions  to trigger  their  use)  could  be built
into  Policy  Framework  Papers  and
Consultancy  Group  proposal  and  pledging  ma-
trices.  In  practice  this  does  not  happen.  The
proposals  to the  Consultative  Groups  (or  their
poor  relations,  UNDP  Round-tables)  are
normally  a compromise  between  what  t}ie
country  feels  is the  minimum  foreign  exchange
and  finance  needed  and  what  the  international
sponsoring  agency  (which  often  agrees  on the
need  level)  t}iinks  is the  highest  request  that  will
not  drive  prospective  donors  away.  aIahus, no
contingency  margin  - let  alone  facility"  - is built
into  the  proposals.  Further,  virtually  all

Consultative Group/Round-table  pledges fall
below  proposed  levels  and  virtually  all deliv-
eries  are  either  below  pledged  levels,  signif-
icantly  lagged  (which,  on  a cash-flow  basis,
comes  to the  satne  thing),  or  both.

Thus,  the  group  of  countries  that
arguably  have  the  greatest  need  for  access  to
first-line  liquidity  in  fact  have  the  least.  This  is
a major  weakness  in the  present  structuring  of
international  support  for  structural  adjustment.

This  statement  is not  intended  to imply
t}iat  short-term  liquidity  credit  is a satisfactory
source  of  finance  to  resolve  structural  prob-
lems.  What  it does  is to  make  the  very  different
assertion  that  the  presence  of  structural  prob-
lems  does  not  mean  the  absence  of  stochastic
shocks  or  reduce  the  need  for  irnrnediate  access
to resources  to cope  with  shocks  in the short
run.  ,/'irguably  such  credit  could  be on  normal
terms  (perhaps  with  an  explicit  interest  rate

subsidy) if subsequent Consultative Group/
Round-table  meetings  specif-ically  dealt  not
only  with  issues  relatirig  to longer-term  adjust-
merit  but  also  with  t}ic  ref"inancing  or  the  initial
short-tertn  borrowing.

VI.  Fixed  capital  formation:  a problem  for sustainable  adjustment

Structurally  adjusting  economies  have

been  marked  by  low  average  levcls  of  gross
fixed  capital  formation  (GFCF)  and  oftcn  with

negative  net ones  if  depreciation  in  the  Na-

tional  Accounts  is  calculated  on  replacemerit

cost.  The  most  typical  pattern  is an initial  fall

followed  by  a lagged,  sluggish  recovery

(Elbadawi,  1992).

This  is  a statement  of  empirical  reality

which  is documented  in  World  Bank  reviews  of
structural  adjustment  performance.  It  does  not

assert  that  structural  adjustment  is the cause

of  unsustainably  low  levels  or GFCF,  but  it

does  indicate  that  up  to now  structural  adjust-

ment  programmes  and  strategies  have  failed  to

deal  with  that  problem.
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The  initial  decline  is understandable  and
may  be desirable.  A typical  economy  entering
into  structural  adjustment  has very  severe  im-
balances  including  low  capacity  utilization  and
deferred  maintenance.  Initially  radical  re-
duction  of  macro-policy  distortions,  backed  by
a shirt  of  resources  (and  import  capacity)  to
higher  capacity  utilization,  catch-up  mainte-
nancc  (which  rarely  figures  fully  as capital  ror-
mation  in  national  aggregates),  and
rehabilitation  of  basic  public  services  makes
good  sense  (cf.  Helleiner,  1992a).  It  can  fairly
rapidly  generate  output  growth  and an  im-
proved  government  fiscal  position.  So long  as
key  bottlexiecks  and  rebuilding  are  addressed
on  the  fixed  investment  side,  that  approach  can
be  strategically  sound  for  several  years  (as
demonstrated  in  Zimbabwc"s  nationally  de-
signed  structural  adjustment  programme  over
1984-1990  which  generated  about  4.5 per  cent
annual  real  GDP  growth  even  though  GFCF
was  10 per  cent  to 15 per  cent  of  GDP  and  ad-
justed  nct  fixed  capital  formation  negligible  to
5 per  cent).

However,  suc}i  a s}iift  cannot  be
sustainable  beyond,  say,  three  to six  years:

(l)  Raising  output  out  of  stagnant  capacity
will  shortly  run  into  capacity  constraints
(as  in  Zimbabwe  by 1990);

(2)  Transformation  is likely  to require  differ-
ent,  and  therefore  new,  fixed  investment,
not  least  in export  diversification;

(3)  Inrrastructural  capacity,  after  the  rehabili-
tation  phase,  is likely  to pose  both  qual-
itative  and  quantitative  constraints  Fairly
quickly.

This  is not  an area  or  major  disagreement
among  the  IFIs,  the  bilaterals  and  tlie  small,
poor  adjusting  economies.  While  there  are
some  divergences  on  issues  of  timing,  sequenc-
ing  and  volume,  what  is rctnarkable  is the  shirt
of  consensus  from  a fixed-investment-first  ap-
proach  (all  else including  capacity  utilization
being  cut)  to the  correction  of  gross  distortions
paralleled  by  restoration  of  production  of
goods  and  basic  services  followed  by  GFCF
restoration  strategy.  aI"liis is a sub-strategy  of
structural  adjustment  for  small,  poor  countries.
Its  distinctive  features,  inter  alia,  include
implicit  acceptance  of  plugging  fiscal  gaps  with
OIIM  (especially  import  support  finance  with
the  government  selling  import  capacity  to the
enterprise  sector  so l.hat  it can  restore  capacity
while  the  government  reduces  or  eliminates
domestic  bank  borrowing),  and  rather  more
open  acceptance  that  exceptional  import
capacity  transfers  may  be needed  for  up to a
decade  before  normal  investmcnt  plus  export

growth  restore  a less-ODA-fuelled  and
sustained  recovery  and  adjustment  process.

This  sub-strategy  has  several  conse-
quences:

(1)  Pressure  on the  domestic  banking  system
is reduced;  the  government  virtually  ceases
to be a borrower  and  the  entire  domestic
credit  formation  expansion  ceiling  (which
remains  a trigger  clause),  such  as it is, is
available  to t}ie  enterprise  sector;

(2)  OD,A  bccomes  a larger  element  on  the
supply  side  of  general  import  capacity  so
that  "sustainable  exchange  rate"
projections,  to be meaningful  must  incor-
porate  OD,A  (and  in  particular  import
support  OIIM),  as  well  as  other  major
sources  of  import  capacity;

(3)  Government  investment  restoration  usu-
ally  leads  enterprise  sector  investment  re-
covery,  and  the  latter  is  initially
concentrated  on  working  capital  to  finance
restored  capacity  utilization  (especially
stocks  of  raw  materi,als,  goods  in process,
final  products,  spare  parts  and  credit  to
wholesalers  and  retailers);

(4)  Government  economic  activity  thus  is
likely  to pull  in enterprise  GFCF  in four
ways:

*  overall  demand  recovery,

*  restoration  of  infrastructure  (espe-
cially  transport,  communications  and
energy),

*  removal  of  gross  price  distortions  (e.g.
excharige  rates),  of  shortages  (e.g.  of
imported  inputs  and  of  bank  credit),
and  of  regulations  (e.g.  of  prices  and
of  external  transactions),  which  liter-
ally  preverit  enterprise  activity  or
make  it more  costly  and  lcss  efficient,

*  creation  or  a relatively  stable  climate
of  enabling  economic  policy  and
practice,  raising  faith  in the  future  vi-
ability  of present  and  future  fixed
capital  investments.

aI"he IMF  has  accepted  this  model  in  SS,A
- though  less so in some  other  ES,AF-eligible
ecoriotnies  that  nng]it  have  benefited  from  it
(notably  t)ie  Philippines).  However,  the  word
is  "accepted"  - this  structural  adjustment  or
structural  adjustment  is basically  the  product
of  interaction  and  discourse  among  recipient
countries  (recipients  of  OrM  and  of  adjustment
costs  as well  as of  gains),  non-financial  inter-
national  institutions  (notably  UNICEF)  and
the  World  Bank.  That  process  and  the  charac-
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teristics  of  the  new  model  raise  questions  about
the  IMF's  continued  role  as "gatekeeper"  and
as  surveillance  team  for  short-term  macro-
monetary  performance  criteria  with  non-
feasance  in  respect  to  the  latter  nominally
(though  increasingly  less so in practice  except
For ESAF  and  other  IMF  flows),  the  result  be-
ing  to slam  the  gate  shut  again.

However,  the  main  problem  at present  is
not  with  the  itnplicit  model  or  with  IMF

cooperation/acquiescence in it. Rather it is the
failure  - or at any  rate  the  pace  and  level  - of
enterprise  sector  fixed  investment  recovery.
Given  the  financing  sources  of  the  government
investment  recovery,  the  basic  problem  is usu-
ally  unlikely  to be crowding  out  (e.g.  in  Ghana,
the  United  Republic  of  Tanzania  and  even
Mozambique,  government  domestic  banking
system  borrowing  has become  negative  and  -
including  grant  ODA  - the  recurrent  budgets
are  in  surplus).  Nor  would  it appear  to be that
small,  low  income  structurally  adjusting  econo-
rnies  have  on average  made  fewer  changes  or
shown  less cornrnitment.  The  World  Bank's
conclusion  in its 1992  evaluation  with  respect
to SSA  adjusting  countries,  which  are  all  in  this
category  and  comprise  a majority  of  its mem-
bers,  is "They  had  undertaken  more,  not  less,
adjustment  ... The  differences  in average  eco-
nornic  outcomes  seem  to result  from  differences
in the  [starting  baseline]  level  or development"
(World  Bank,  1992a,  p. 14).

That  conclusion  implies  tl'iat  if?

(l)  import  capacity  growth  (very  hig}ily  corre-
lated  with  renewed  growth  in  adjusting
economies)  is kept  up,

(2)  gross  policy  and  price  distortions  are
avoided,

(3)  t}ie  economic  climate  remains,  stable  and
enabling  for  several  years  and  is expected
to continue  to be so, and

(4)  there  are  mechanisms  that  allow  buffering
of  exogenous  shocks,

then  the  spirits  of  entrepreneurs  (usually  led  by

domestic  ones)  will  rise  and  with  them  invest-
ment.  But  the  process  will  take  longer  than  has
been  expected  - as have  all  other  positive  re-
sults  in low  income,  small,  structurally  adjust-
ing  economies.  Further,  both  profitability  and
prudence  suggest  that  initial  enterprise  invest-
ment  recovery  will  be biased  towards  working
capital  and  that  new  fixed  investment  will  ini-

tially focus heavily on restoration/expansion  or
pre-existixig  export  capacity  now  rendered
profitable  and  less uncertain  by sustained  pol-
icy  change  (e.g.  timber  processing  and gold
mining  in  Ghana).

I-{owever,  for  that  to  happen:

(l)  either  enhanced  ODA  inflows  or reduced
debt  service  outflows  or  both  will  be
needed  over  the  foreseeable  future;

(2)  contingency  finance  (first-line  liquidity
plus  longer-term  adjustment  to  new
shocks)  is very  important  to preserve  the
climate  of  continuity  and  gradual  im-
provement  needed  to  draw  in  enterprise
investment  (vide  the  collapse  of  investors'
spirits  in Zimbabwe  in 1991-1992  when  a
self-validating  exchange  rate  collapse
domestic  inflation  acceleration  spiral
emerged  from  liberalization  under  phase
two  structural  adjustment  and  was  locked
in  place  when  drought  required  the
diversion  of  major  amounts  of  domestic
import  capacity  to  grain  because  of  the
absence  of  effective  access  to  first-line
liquidity.)

ESAF  is not  directly  relevant  to tbis  sce-
nario.  Clearly  it is neither  channelled  directly
to the  enterprise  sector  nor,  to the  extent  that
the  enterprise  sector  buys  the  import  capacity
it provides,  is it used  primarily  to cover  the  im-
port  requircmcnts  of  enterprise  fixed  invest-
ment.  Ilowever,  like  other  import  finance,  it is
a contributor  to the  durable  recovery  of  import
capacity,  which  is t}ie  first  prerequisite  for  sus-
taining  policy  and  demand  improvement  long
enough  to  restore  entrepreneurs'  spirits  and
therefore  their  investment  (cf.  Helleiner,  1992a,
Serven  and  Solimano,  1990).

VII.  Structural  adjustment  of Fund roles?

The  IMF"s  role  in structural  adjustment
has never  been  primarily  one  of  providing  fi-
nance.  For  the  larger  economies  it does  not

have  the  resources;  for  the  smaller  poorer  ones

it (correctly)  perceives  its standard  facilities  as
inappropriate;  it is ill at ease  with  the  idea  of

substantial  long-term  lending  and  has  never
souglit  to ['inance  US,/IF  at levels  high  enough

to do more  than  give  a modest  boost  to import
support  l"inance  and  a major  boost  to IMF  at-

tempts  to disentangle  from  late  1970s  and  ear]y
1980s  standard  facility  overlending  in SSA.
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The  IMF"s  role  has  been  and  remains
primarily  that  of  "gatekeeper"  and  compliance
officer  - roles  it shares  with  the World  Bank.
Without  an  IMF  agreement  (whether  for
drawings,  at  zero  targeted  drawings  or  shadow),
no internationally  approved  structural  adjust-
ment  programme  can  exist  and  the  World
Bank-led  Consultative  Group  financial
mobilization  process  cannot  begin.  Once  there
is an agreement,  progress  towards  quantified,
dated,  short-term  macro-monetary  targets  is
checked  regularly  and  failure  to meet  the  tar-
gets  leads  to suspension  of  IMF  drawings  and
renegotiation.  The  risk  to other  external  funds
(including  the  World  Bank's)  is much  less,  es-
pecially  if  unforeseeable  events  have  influenced

results and/or movement is in the desired di-
rection.

Therefore,  before  considering  what  to do
with  regard  to ESAF  it is appropriate  to con-
sider  what  the  Future  role  of  the  IMF  should
be in structural  adjustment  in respect  to small,
poor  countries.  Realistically  "none"  is not  a
viable  answer  and,  indeed,  is not  an appropriate
one  in  respect  to first-line  liquidity.

The  IMF"s  short-term  macro-monetary
target  approach  is unsatisfactory  as a frame  for
medium-term,  focused  structural  adjustment
focused  on  real-supply  enhancement.  .At  least
in small,  poor  econon'nes, rigidities  are severe
enough  and  external  shocks  sufficiently  fre-
quent  for  short-term  (often  quarterly)  targets  -
quite  apart  from  seasonality  and  other
projection  problems  - to  be  unsuitable.

Gatekeeping/surveillance  toget}ier  with  the
World  Bank  reduces  some  of  t}iese  problems
but  does  not  fully  overcome  them  and  intro-
duces  very  real  tensions  between  the  two  IFIs
(even  if  these  are  usually  diplomatically  veiled).

For  small,  poor  countries  (basically  the
ESAF  eligiblc  list  minus  China,  India  and
probably  Pakistan),  the  external  side  of

programme  design,  negotiation  and
mobilization  should  be led  by  the  World  Bank.
The  IMF  would  be consulted,  especially  ori  ex-
change  rates,  monetary  policy,  f'inancial  insti-
tutions  and  related  macro-monetary  issues,  but
would  not  be a separate  gatekeeper.

By the same  token,  performance  targets
would  be medium-term  ranges,  not  single  num-
bers  and  - under  predel'ined  conditions  - waived
or rolled  forward  after  exogenous  shocks.  The
IMF's  views  and expertise  (like  those  or t}ie
recipient  country,  UNDP,  UNICEF  and  other
bodies)  would  be taken  into  account  by the
World  Bank  in proposing  or negotiating  such
targets  to or  with  new  or ongoing  prograrnme-
adjusting  countries,  but  there  would  be a single
set of  targets  and  a single  monitoring  process.
The  latter  should  be designed  to reduce  its de-
mands  ori  poor,  small  economies'  scarcest  re-
source  - able  analysts  and other  senior  eco-
nornic  design  and  managetnent  personnel.

14owever,  in two  areas  the Fund  should
play  a more  active  role  than  it does  now:

(l)  external  debt  write-down  and  provision  of
finance  for  Baker-plus  type  packages;

(2)  restoration  of  access  to first-line  liquidity
(possibly  with  provision  for  its r6xancing
in subsequerit  Consultative  Group  pack-
ages),  including  stand-by  facilities  to avert
self-validating  but  economically  unhelpful

currency sink/inflation  rise spirals.

These  - especially  the  second  - are  areas  of
Fund  expertise  and traditional  leadership  in
which  the  principles  of  specialization  and  divi-
sion  of  labour  suggest  that  its low  profile  dur-
ing  the  1980s  in respect  to  small,  poor  countries
}ias been  unwise  and  damaging  to the Fund's
own  stated  prirposcs  and  their  relevance  to
creating  an  enabling  clirnatc  for  policy  and
performance  continuity  conducive  to develop-
mettt.

VIII.  And  what  of ESAF?

ESAF  as it is operated  now  is not  rele-
vant  to the  proposed  structural  adjustment  of
tlie  IMF's  roles.  It is a marginal  II)A  and  as
such  the  resources  used  for  it could  better  be
merged  with  IDA  or, better  still,  allocated  to
the Regional  Development  Funds  of  t}ic  Re-
gional  Development  Banks  whose  ability  to
participate  in  structural  adjustment  by  their
borrower  member  States  is  significantly  con-
straincd  by  limited  access  to soft  f'inarice.  From

a continuity  perspective  IDA  and  tlie  RDFs  are
higher  quality  sources  - disbursements  are not
suddenly  suspended  on the  basis  of  rigid,  qriar-
terly  macro-monetary  target  performance  tests.

Approval  or  neo-ES,AF  for  three  years  ori

this  basis  would  require  SDR  4,500-6,000
million  because  gross  disbursements  would  not

be  signi["icantly  reduced  by  repurcliases  over

that  period.  How  to finance  that  amount  (if
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the  principle  is agreed)  turns  on  what  routes  are
most  convenient  or  acceptable  to the  IMF  and
those  members  called  on  to  make  contrib-
utions.  Options  (jointly  or  severally)  include:

I  reallocation  of  resources  nominally  desig-

nated for Compensatory/Contingency  Fa-
cility  use;

0 allocations  out  of  IMF  profits;

0 gold  sales  with  profits  allocated  to
neo-ESAF;

0 allocation  of  receipts  from  repurc}iases  of
standard  IMF  drawings  by IES,AF  eligible
countries;

I  funding  by  iridustrial  and  other  surplus
IMF  member  States.

l"he  case  against  windirig  up  I'ESAF  is
threefold:

(l)  If  rES/'iF  were  not  rcncwed  t}tcre  is  no
guarantee  a comparalile  increase  in RJ)F

arid/or II),/l  resources would he secured;

(2)  ESAF,  in practjce,  guarantees  an adjusting
country,  which  stays  roughly  on  target  and
has }iigh  past  IMI-'  drawings,  that  repur-
chase  obligations  will  not  cause  its
prograrnme  to collapsc  because  the Fund

will de facto roll the old drawings over into
sorter, longer-term  ES,!kF  drawings;

(3)  IF t}ie  } M  F is to do more  in respect  to debt
write-downs  and  ['irst-line  liquidity  pro-
visions,  there  are  appropriate  uses For t}ie
ESAF  resource  flows  even  if  they  are n.ot
the  same  as tlie  present  ones.

IX.  Towards  a structurally  transformed  ESAF?

If  ESAF  is to be continued  it should  be
focused  on:

providing  rapid  access  first-line  liquidity  to
small,  poor  structurally  adjusting  countries
experiencing  severe  exogenous  shocks  or

self-validating  exchange rate collapse/do-
mestic  inflation  acceleration  spirals  fol-
lowing  liberalization;

*  providing  finance  for  cornrnercial  debt

write-down/buy-back  deals.

The  present  repayment  period  of  approx-
imately  10 years  with  five  years  grace  is  not
necessarily  appropriate  (the  O.5 per  cent  inter-
est rate  is) as tlie  former  could  in some  cases
be shorter,  especially  if  rcfinance  can  be built
into  subsequent  Consultative  Group
programmes  and  the  latter  might  more  appro-
priately  have  a 15-  or  20-year  maximum  repay-
ment  period.

The  appropriate  size  requires  further
study.  For  what  it is worth,  ESAF  comrnit-
ments  over  the  f'irst  two  years  totalled  about
SDR  2,100  million  and  drawings  SDR  1,200
million.  However,  the  proposed  purposes  are
rather  different  and  the  actual  1990-1992  flows
were  well  below  target.  Given  the  substantial
debt  overhang,  the  keen  desire  for  exit  by  lend-
ers to poor,  small  economies  and  the  numerous
shocks  (individually  unpredictable  but  collec-
tively  quite  foresceable),  renewal  at an annual
rate  of  SDR  1,500-2,000  million  a year  might
be  appropriate.  That  level  assumes  that,
whether  formally  eligible  or not,  China,  India

and  Pakistan  would  not  use  t}ie  facility.  It  also
assumes  Consultative  Group  ex-post  refixiance
or the  bulk  of  first-line  liquidity  drawings  in re-
spect  to shocks  not  fully  or  rapidly  reversed.

If  this  route  is taken,  no major  problem
need  arise  with  regard  to present  ESAF  draw-
ing  repaymcnts  so long  as the  recipient  econo-
mies  do  recover  and  substantial  Consultative
Group  finance  remains  available.  I-Iowever,
several  ES,AF  eligible  countries  wit}i  actual  or
potential  "shadow"  agreements  (notably
Zambia  but  potentially  others,  e.g.  Nigeria,
Sudan)  worild  require  special  "grandfathcr
clause"  consideration.  They  drew  to  cover
structural  riot  cyclical  deficits,  cannot  afford
standard  IMF  interest  rates  and  can only  re-
purchase  by borrowing  frorn  somew}iere  else.
arwo  ways  of  handling  this  arc  worth  exploring:

(l)  Specific  provision  through  Consultative
Groups  for  repaying  currently  outstanding
standard  facility  IMF  drawings  in the  case
of  a predefined  group  of  countries;

(2)  An  IM  F conversion  facility  (to  terms  sim-
ilar  to the  present  ESAF),  perhaps  on a
once-for-all  basis  for  each  eligible  country.
Total  outstandings  involved  could  be
.S5,000  million.

With  respect  to first-lixie  liquidity  the  fa-
cility  would  be low  conditioxiality,  quick  access,
limited  total  access.  Evidence  of  an  unforeseen
(arid  reasonably  unforeseeable)  shock,  wliic}i
threatened  to cripple  an ot}ierwise  satisfactory
structural  adjustment  (or  iinmediate  post-
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structural-adjustment  transformation)  pro-
gramme  would  be grounds  for  drawing,  and  the
size would  be determined  by the  external  ac-
count  implications  of  the  shock  (e.g.  grain  im-
ports  plus  related  vehicle  and  fuel  imports  in
the  case  of  drought)  up  to 50 per  cent  of  quota
in any  one  year  with  a total  of  75 per  cent.
Interest  would  be O.5 per  cent.  Repayment
could  either  be over  10 years  with  t}iree  years"
grace  or over  five  years  with  two  years"  grace,
if arrangements  are  made  for  Corisultative
Groups  to provide  grants  or soft,  long,  credit
funds  to refinance.  Following  the  initial  shock,
continuing  (or  non-reversed)  losses  (e.g.  on
beverage  price  declines)  could  be fir'ianced  via

the Consultative  Groups (as has de facto been
done  in  the  case  of Ghana).  The  basic
neo-ESAF  role  would  be bridging  finance  - the
original  core  IMF  function.

A special  first-line  liquidity  requirement
is  to  avert  downward  exchange  rate  spirals
interacting  with  rising  domestic  inflation  fol-
lowing  liberalization.  These,  once  begun,  are
self  validating  if  the  country  has  no  foreign  ex-
change  to calm  the  market.  A notable  case  is  @

that  of  Zimbabwe  ixi  1991-1992,  when  devalu-
ation  far  exceeded  any  reasonable  estimate  of
initial  over-valuation  and,  largely  as a result,
inflation  doubled,  creating  a highly  negative
climate  for  output,  enterprise  profits  and  busi-
ness  confidence.  In  small,  poor  economies  the
volume  of  expectational  purchase  finance  is
usually  limited  so  that  manageable  levels  of
stand-by  drawing  arrangements  should  be ade-
quate  to avert  or  break  such  spirals. rectly

level

The present Fund/Bank  support  For
refinancings/buy-backs  }ias been used to a Jim-
ited  extent  partly  because  it has tended  to be

at standard Bank/Fund  interest rates. Were
interest  reduced  to  O.5 per  cent,  t}ien  a f'ive-year
grace  period,  and  a 10- to 20-year  total  dura-
tion  should  be manageable.  While  much  or  the
debt  in question  is serviced  only  partially  and
fitfully  and  in the  extreme  cases  there  is little
real  pressure  today  because  the  creditors  know
very  little  can be paid,  clearing  these  arrears
and  overhangs  would  be valuable:

*  to general  investor  attitude  to the  country;

@ to ensuring  that  iriterest  and  dividends  on
new  enterprise  investment  could,  if  earned,
be transferred;

for  allowing  renewed  access  to  revolving
trade  credits  and  use of  conl"irmed  letters
or  acceptance,  thereby  reducing  t}ie

amount  of foreign exchange working  calii-
tal  tied  up in trading  and  manufacturing
stocks  of  imported  goods;

for  possibly  reducing  the  incidence  of
prices  above  the  going  rate  paid  for  stand-
ard  imports,  (apparently,  according  to
partial  World  Bank  studies,  up to  20-25
per  cent  overall  for  SSA)  which  probably
relates  in part  to past  payments  defaults
arid  present  perceived  payments  risk  even
for  cash  on delivei'y  shipments.

access  to f-irst-line  liquidity  would  help  to
maintain  policy  and  performance  stability
arid  potential  investor  confidence  in  its
contmuatton;

While most small, poor structurally  ad- (3y@y,
justing  countries  - almost  all  of  whicli  are
moderately  to catastrophically  debt  distrcsscd  '
(at  least  if  full  payment  ever  is assumed)  - are
predominantly  official  borrowers,  several  liave
by  no  means  insignificant  commercial  bor-

rowings (notably Nigeria, Cite d"lvoire, @
Philippines,  Angola,  Sudan  and  Catneroon,
which  presumably  will  become  ESAF  eligible).
For  many  the  Baker-plus  terms  granted  to
Egypt,  Poland,  Costa  Rica  and  Nicaragua
would  be adequate.  For  the  most  severely  dis-
tressed  (e.g.  Mozambique,  United  Republic  of
Tanzania,  Somalia,  Sudan)  a I'3olivian  style
buy-back  at under  20 per  cent  of  face  value
wouldbeneeded.  tries.

the  resolution  or  the  past  debt  overhang
would  incrcasc  investor  con('ider'ice  t}iat
ncw  irxvcstmcnts  (whet}ier  loan  or equity)
corild  be  serviced  in  Foreign  exchange  if
domestic  surpluses  were  earricd.

IESAF  should  thcrcfore  be renewed  but
as part  of  a restructuretl  IMF  role  in structural
adjustmcrit  programmes  for  stnall  poor  couri-

These  uses or  neo-ESAF  would  not  di-
address  the  gross  fixed  capital  formation

re}iabilitation  problem.  Indirectly,  }iow-
they  would  contribute  to reducing  it:
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SUGGESTIONS  FOR  INTERNATIONAL  COLLABORATION  TO
REDUCE  DEST  ABILIZING  EFFECTS  OF INTERNATIONAL
CAPIT  AL  MOBILITY  ON  THE  DEVELOPING  COUNTRIES

David  Felix"

Executive  Summary

The negative consequences of  the vastly increased international  financial  mobility of the past two
decades have become a matter of  increasing concern in tlie industrialized countries. They include:

/. Excess#e hot money flows that intensijy exchange rate volatility, disnipt commodity trade, and
weaken the effectiveness of  comentional monetary-fiscal stabilization policies.

2.  Deregulatoiy  competition  that  undermines  national  pi-udential  controls  over  banks  and  other

financial  intermediaries and increases the incidence of  global financial  crises.

3. Augmented capital  flight  facilities  for illicit tax rrvasion and money laundering.

Concurrently, the welfare gains from policy shifts to flexible exchange rates and the liberalizing
of capital markets are proving to be disappointingly meagre. Financial globalization has nor brought to
the world economy improved allocative efficiency, faster or 77707'(? stable economic growth, or improved
income  distribution.

Since developing countries are even more victimized by the adverse consequences of international
financial  mobility, they should be act'rve participants in tlie ongoing collaborative efforts by the industri-
alized  countries  to reduce  such  negative  aspects,  while  preserving  international  capital  mobility.  Yet this
has not  been the case;  developing  countries  have  been  passive  observers.  7:hey have  not  sought  to shape

the collaborative mechanisms to deal more effedively with their special vulnerability to capital flight, tax
evasion  and  their  weak  governance  over  multinational  bank  subsidiaries  within  their  doinain.  Nor  have
they  been  exploiting  the openings  that  the collaborative  mechanisms  recently  established  by the industrial

economies provide for  reducing their special vulnerabilities.

Part III  of  tliis paper urges the G-24 to lielp to lead the developing countries out of sucli unpro-
ductive  passivity.  [t  details  existing  collaborative  mechanisms,  the openings  they  present,  and  ways  in
uihich  they  could  better  address  these  cormlries'  needs.  //  also  develops  the argument  that  changing  id-
eological currents may now be reinforcing llie praginatic case for developing-industrial country collab-
oration in containing the negative aspects of international  financial  mobility. ihis should enhance the
receptivity for  proposals along the linessuggcsted svere they /n be inror)iorated in the G-24's forthcoining
communique..

Introduction

Currently  the  dark  side  or  international

financial  mobility  is evoking  increasing  concern

in  official  circles  of  the  industrialized  capitalist

world.  As  The  Economist  recently  observed:

Increasing5i, the case for  a return to
(explicitor  implicit)  restrictions  on  capital

flows  is likely  to be put,  and  on both  sides
of  the  Atlantic.  Recent  turbulence  in the
currency  market.s  has not  been  confined  to
the  ERM  ...  Nicholas  Brady,  America"s
treasury  secretary,  has already  said  that  the
G7 countries  "need  to look  at global  capital
flows",  and a working  group  of  officials  has
been  created  for  the  purpose.  Might  controls

I am deeply  graLef'ul I.o Proressor  Keith  Rosenn  or the University  of Miami  School  of Law  for invaluable  lielp  and
enlig)itenmerit  on the agi'cemei'its  for  the excliangc  of  tax inrormaLion,  to Professor  Peter  Mutharika  of' the Washington
University  School  or  Law  for usenil  suggcsLioris  on the saine,  and to Jay Englander,  Washington  University  economics
doctoral  student,  for  data  collecting  ai'id compulatiorial  hclli.  'They  arc not  responsible  ('or Ll'ie use made  of  tlieir  liclp
in this paper.



48

be  part  of the  remedy  for  flows  of hot
money?t

The  disruptive  impact  or speculative
flows  on the  industrialized  economics  and  ori
the  ability  of  their  governments  to dampen  ex-
change  and  interest  rate  volatility,  while  stabi-
lizing  the  price  level  and  maintaining  }iigh  levels
of  output  and  employment,  is be}iind  the  re-
viving  interest  in re-establishing  some  control
over  the  flows.  But  restraining  hot  moriey
flows  merely  adds  to a litany  of  concerns  ovcr
undesirable  consequences  of  international  fi-
nancial  mobility  that  have  already  sparked
inter-governmental  actions.  A succession  of
bank  crises  with  international  ramifications
have  since  the  mid-1970s  made  it imperative  to
strengthen  the coordinated  supervisiori  of  t}ie
international  opcrations  or  commercial  banks
or  the  countries  affiliated  wit}i  the  Bank  for
International  Settlements  (BIS).  More  re-
cently,  procedures  for  t}ie  exchange  of  infor-
matiotx  betweetx  monetary  authorities  of  the
BIS  countries  and  offshore  bankixig  havens
have  been  strengthened  for  the  adtled  purpose
of  tracing  asset  ownership  networks  re]ated  to
illegal  money  laundering,  tlie  drug  trade  and  tax
evasion.  These  illegalities  arc now  also  moti-
vating  formal  agreements  for  the  exchange  of
tax  information  between  xiational  authorities
pursuing  tax  fraud  and  evasion.

Thus  far  t)ie  developing  countries  have
been  bystanders  or passive  participants  in all
this.  At  the  initiative  of  the  major  industrial
countries,  developing  countrics  scrving  as
international  tax  and  banking  havens,  and  oth-
crs domiciling  elements  of  the  drug  trade,  are
bcing  prcssured  to collaborate  in tlie  bank  in-
formation  networks  devised  by  BIS  con-
ventions,  at"id to enter  into  bilateral  agreernents
For thc  exdiange  or  tax  irirormation.  But  they
]iavc  not  been  actively  involved  in s}iaping  the
conventions  or  in  rising  the  control  mcchanistns
to address  their  particular  stabilization  needs.
Nor  do they  appear  to have  soright  suc]i  Formal

liarticipation.

Tlie  publislied  policy  papers  of  the  IMF
and  World  Bank  tacitly  encourage  this
passivity.  al"he recent  papers  give  due  rccogni-
tion  to  the  problematics  of  volatile  exchangc
rates  and  free  capital  mobility.  They  agrec  that
the  welfare  gains  for  the  industrialized  countries

}iad been  scriously  overestimated  by  propo-
nents  or flexible  exchange  rates  and  the  liher-
alization  of  international  capital  movements,
and  that  the  actual  gains  to  date  - reduced
transactions  costs  and  accelerated  speed  of  l;-
nancial  trading  - may  have  beeri  more  thari
offset  by  losses  from  greater  macroeconomic
instability  and  diminished  national  policy  au-
tonomy.  allicy  cautiously  approve  some  ofa the
actions  undcrtakcn  by iridustrializcd  countries
to strerigt}icn  controls  over  exchange  markets
and  internatioxial  banking  activities.  But  as re-
gai'ds  the developing  couritries,  tlie  IMF  and
World  Bank  policy  papers  contiriue  to  stress
mcrely  the  benems  of  libcrating  financial  mar-
kets  and  ]irting  restrictions  on  foreign  capital
inflows  and  outflows.  Overtly  or inrereritially,
the  policy  advice  to devcloping  countries  coyi-
tinucs  to bc to keep  opcning  up  their  economies
f'inancially  and  leave  t}ie  rcgulating  and  policing
of  international  l"inancial  flows  to the  iridustri-
alized  countries.

This  paper  contends,  however,  t}iat  (1€-
veloping  country  economies  are  even  more
vulnerable  to macroeconomic  disruption  frotn
uncoritrollcd  international  capital  flows  tlian
are  the  industrialized  cconomies.  The  develop-
ing  countries  should  therefore  seek  a more  ac-
tive  role  in  s}iaping  the  multinational
collaborative  efforts  and  control  instruments  so
as to  deal  more  effectively  with  t}ieir  greater
vulncrability  to financial  and  fiscal  disruptions
from  hot  rnoncy  sorties,  capital  flight  and  tax
evasion.  Some  specific  proposals  along  t}iese
)incs  arc  suggested  to  t}ie  Ministers  rir t}ie
International  Group  of 24  on  International
Monetary  ,/!iffairs  (herciriafter  t}ie  G-24)  For
iriclusion  in the  communiqrie  they  are rortmi-
latirig  ror t}ie  l993  IMF-World  Bank  anmial
mccting.  al"he intcnt  or the  proposals  is to ob-
tain  collaboratiori  from  tlic  advanced  econo-
mics  in reducing  t}ic  abovc-mcritioned  negative
effects  or  international  capital  moliility  on t}ie
developing  countries.  Since  t}iey  intcrracc  wit}i
parallcl  concerns  or  tlic  aclvanccd  countries,  it
should  bc possible  to gct  a scrioris  hcaring  and
perhaps  evcn  affirmative  action  On  the  pro-
posals  from  the  advanced  couritrics.  .At the
least,  they  mig)it  initiate  an airing  or  the  issues
that  could  lcad  to niture  action.

This  paper  is organized  as follows:  Part  I
assesses  the general  case for  constraining  fi'ee

I "Tlie  way we were",  The Economist  (london,  3 0ctober  1992), p. 71. Thc r:RM  (Exchange  Rate Mechai'iism)
turbulence  refers to the successive speculative  runs in Scptcmhcr  1992 againsl the currencies  or r3i'itain, Ttaly, lreland
and Spain,  which  drove  all rour courilries  to willidraw  "temporarily"  ri'om the ERtvl. Tlirougli  the ERM,  the member
courilries  or the  European  Commuiiity  have  sought to stalilizc  llicir  cross-exchange  raies  liy  cooi'dinatirig  their
monetary  policies  and liy joirit  emcrgcncy  credits  to protect  Ihc rate slruclurc  agaitist  speculative  attacks.  But
substantial  emergency  assistance,  mainly  rrom Germariy,  provcd  inadequate  to halt  the ruris, and tl'ic rorir countries
were quickly  forced  to withdraw  ('roin the ERM  and let tticir  currcncics  depreciate.  /'kl llie time o(' wriLirig  Ltie Frencli
franc  is the latest target  of  speculative  attack. T)ie inability  cil' tlie TERM to slaliilize  the cross-rates  in tlie race of suc)i
speculativc  onslaughts  has cast a pali over Europe's  drive  toward  economic  union.
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capital  mobility,  while  part  II analyses  the  par-
ticular  vulnerabilities  of  tlie  developing  ccono-
rnies.  Part  III  surveys  recent  developrncnts  in
international  collaboratiori  to  strengthen  the
prudential  supervision  of  internatiorial  banking
and  to close  channels  for  money  laundering  and
tax  evasion,  and  suggests  ways  for  the  devel-

opirig  countries  to exploit  these  dcvclopmcnts
jointly  in order  to reduce  their  own  vulnei-aliili-
ties  to }iot  money  {lows,  capital  flig}it  and  tax
cvasion.  }?inally,  thc  apperidix  to  the  paper

presents relevant statistical  taliles and a samlile
agreement  on the  bilateral  exchaxigc  or tax  in-
formation.

I.  General  problems  with  flexible  exc}iaxige  rates  and free  international  capital
mobility

In  a provocative  1953  paper,2  Milton
Friedman  sought  to  s}iow  that  a flexible  ex-
change  rate  regime  with  free  capital  movctnents
would  provide  the following  advantages  over
the  regnant  Bretton  Woods  fixed  exchange  rate
regime:

(l)  Allowed  to  adjust  freely,  exchange  rate
movements  will  act as  shock  absorbers,
insulating  each  domestic  economy  from
disparate  exterrial  monetary  movetnents,
thus  strengthening  its capacity  to pursue
independent  monetary-fiscal  policies.

(2)  This  is because  tlie  nominal  exchange  rate
and  the  price  level  will  move  oppositely,
rninimizing  the  short-term  volatility  of  the
real  exchange  and  interest  rates.

(3)  International  capital  flows  will  cause  real
interest  rates  to  converge  globally,  thus
optimizing  the  global  allocation  of  phys-
ical  capital.

As  the  dollar  shortages  of the  1950s
swung  to dollar  surpluses  in t}ie  1960s  for  the
industrialized  trading  partners  of  the  United
States,  and  as dwindling  United  States  gold  re-
serves  weakened  the linchpin  of  the  Bretton
Woods  system  - dollar-gold  cotivertibility  at a
fixed  price  - Friedman"s  position  gairied  sup-
port.  By the  early  1970s  it was,  according  to
James  Tobin,  "the  dominant  one  in the eco-
nornics  profession,  though  not  among  central
bankers  and  private  financiers."-'

The  dernise  of  Bretton  Woods  in  1972
was  followed  by a rapid  shift  to  flexible  ex-
change  rate  regimes  and  the  progressive  freeing
of  the  financial  markets  of  the industrialized

countries  and  of  many  developing  countries
[roin  capital  controls  and  other  regulatory  bar-
ricrs  to mobility.  arhe conscqucnccs  over  the
past  two  tlccades  have,  however,  been  unkind
to Friedman"s  case;  virtually  none  of  his  antic-
ipations  ]ias  materialized.  Flexible  exc}iange
rates  and  financial  libcralization  have  not  im-
proved  allocative  efficiency,  reduced  macroeco-
nomic  instability,  or given  individual  countries
a greatcr  capacity  to implement  divergirig  na-
tional  macrocconomic  policies.

Etnpirical  research  has  uncovered  only
two  clear-cut  efficiency  gains.  Increased  inter-
national  competition  }ias  virtually  equalized
bid-ask  spreads  on  deposits  in  di[erent
Eurocurrencies,  arid  the  internationally-linked
finaricial  markets  have  been  eliminating  with
incrcdible  rapidity  small  differentials  in the  ex-
change  rate  adjusted  price  or short-term  instru-
ments  or comparable  rnaturity  and  risk.4  In  the
language  of  economists,  flexible  exchange  rates
and  financial  liberalization  have  generated  cov-
ercd  ititerest  parity  (CIP)  on short-maturity  in-
strurnents.

But  thcsc  efficiency  gains  in  finance  have
created  incfTicicncies  in production  and  trade
becausc,  as Tobin  pointed  out  to his prores-
sional  compeers  when  thc  majority  were  still
adherents  to  the  Fricdman  position,  "Goods
and labor  move,  in response  to international
price  signals,  rnuch  more  sluggishly  than  fluid
funds.  Prices  in goods  and  labor  markets  move
much  more  sluggishly  than  the  prices  of  finan-

cial assetsi including  excharige rates."5 Econo-
mists  now  agrec  that  the  exchange  rate
movements  and  financial  flows  of  the  past  two
decades  have  failed  to  meet  Friedman's

2 Milton  Friedman,  "T'he case for flexible  exchange  rates", in Essays in Positive Economics  (Chicago:  University  or
Chicago  Press, 1953),  pp. 157-203.

3 James Tobin,  "A  proposai  for international  monetary  reform"  Eastern Economic  Journal,  vol. 4 (1978), p. 153.

4 IMF,  Determinanrs  and Systemic  Consequences of Inrernarional  Capital  Flows, Occasiorial  Paper No. 77
(Washington,  D.C.,  March  1991),  table 4 arid charts l atid 2.

5 arobin,  op. cit., p. 154.  Tobin's  )ast point  rnay cease to hold in countries  suffering  from  sevcre and extended inflalion
in which  the rates of  change of  all prices tend to converge,  ttiough  with  further  deterioration  or productive  efficiency.
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allocative  efficiency  criteria.  In the language
of  economists,  the  movements  and  flows  have
produced  neither  uncovered  interest  parity
(UIP),  nor  the  international  convergence  of  real
interest  rates,  that  is, real  interest  parity  (RIP).

The  meaning  of  these  parity  relationships
can  be clarified  with  a little  algebra.  Let:

F

s

the  Forward  exchange  rate  n-periods
hence

the spot rate (home currency/foreign
currency)

the  home  interest  rate  on  securities
maturing  in  n-periods

the  foreign  interest  rate  on  similar
securities

Then d =  (F-S)/S is the market's pre-
mium  on the  n-period  forward  exchange  rate.
CIP  prevails  if  d =  i-i".

UIP  also  prevails  when  "d"  accurately
predicts  the  actual  change  of  the  spot  exchange
rate.  UIP  is  a necessary  but  not  sufficient
condition  for  the  attainment  of  RIP.  To  see
this,  let:

r

r*

x

the  home  country"s  real  interest  rate

the  foreign  country's  real  interest  rate

the  percentage  change  of  the  nominal
exchange  rate

the  home  rate  of  inflation

the  foreign  country"s  rate  of  inflation

If  r-r*  =  (i-i*-X)  + (l)*p  +  X)  =  0, RIP
holds;  real  interest  rates  converge.  For  this  to
happen  both  parenthetical  terms  must  sum  to
zero.  The  first  goes  to zero  ir UIP  ho]ds,  that
is, if  d =  X. The  second  term  goes  to zero  if  the
exchange  rate  moves  in inverse  proportion  to
changes  in  the  relative  domestic  purchasing
power  of  the  two  currencies,  that  is, i[  P"'-P  =

X.  This  requires  exchange  markets  to  antic-
ipate  accurately  future  inflation  rate  diffcren-
tials  between  the  two  countries;  or,  in  economic
terms,  that  the  purchasing  power  parity  (PPI))
theory  of  exchange  rate  determination  should
be an accurate  exchange  rate  predictor.

Economists  assessing  the  many
econornetric  tests  made  on industrial  countries'
data  or the  past  two  decades  largely  agree,
however,  on  the  following:6

(l)  The  forward  exchange  rate  premium,  "d",
has been  a poor  predictor  of  future  spot
rates.  UIP  is not  attained.

(2)  Even  CIP  ceases  to }iold  for  instruments
of  more  than  a few  tnonths"  maturity.

(3)  Real  exchange  rates  and  real  interest  rates
have  moved  about,  at times  violently,  with
no sustained  tendency  for  the  first  to settle
down  or the  second  to converge  interna-
tionally.  It Follows  that  PPP  has beexi  a
poor  predictor  of  short-  and  intermediate-
term  cxchange  rate  movements,  and  not
much  better  as a predictor  of  long-term
movements.

(4)  Exchange  rate  volatility  has been  consid-
erably  intensified  by  cross-border  specu-
lation  in  financial  assets.  That  volatility  in
turn  has augtnented  speculative  opportu-
nities,  and  so  has  tended  to  be  self-
reinforcing,  susceptible  to  "band  wagon
effects"  and  to  inflate  into  short-  and
medium-term  financial  bubbles."

(5)  aI"}ie very  rapid  expansion  of  internatiorial
financial  flows  during  the  past  two  decades
was  not  matched  by  an  accelerated  growth
of  the  volumes  of  international  trade  atid
intcrnational  flows  of  physical  capital.

(6)  Hencc,  thc  global  intcrlocking  of  national
financial  markets  has  r:r  exceeded  the
global  interlocking  of  national  productive
structures.  I"he  finaricing  of  natioxial  in-
vcstmcnt  has remained  dependent  prima-
rily  oxi national  capital  accurnulation.8

(7)  The  globalization  or  finaricial  markets  }ias,
however,  greatly  diminished  t}ic  macro-
economic  policy  autonomy  or even  domi-
nant  industrial  cconornies  like  t}ie  {Jnitcd
States.  IExchange  arid  asset  price  volatility
have  magnificd  rather  than  damped  the
impact  or external  turbulence  on the  na-
tional  economics.

6 This  summary  draws primarily  on Ronald  MacDonald  and Mark  P. Taylor,  "Exchange  rate economics:  ;i survey ,
IMF  Staff  Papers,  vol. 39, No. 1 (March  1992),  pp. I -57; IMF,  Policy  issues in rhe Evolving  Inrernational  Monera<li
System, Occasional  Paper No. 96 (Wasliington,  D.C.,  June 1992); and UN(JIVID,  Trade and DevclopmeiU  Rpport,
1990, United  Nations  publication,  Sales No. E!)0/II/D/6,  Part  Two,  chap. 1.

7 MacDonald  and Taylor,  op. cit., report  two recent  surveys of' I.ondon  Foreign excharigc  dealers whicli  show l.liat, ror
time-frames  of a i'nonth or less, over 90 per cent or Ihe dealers relied on "charting",  ttiat  is, on ideritirying  patlcrns  or
price  movemenls  that  purport  to capture  the psychology  o(' market  players  rat!-ier tl'iari ori ecoriometric  inodels  or news
about  "fundamentals".  The surveys also report  lhat  the "charlistsa  consistently  outperfc+rmed  economctric  models iri
forecasting  the dollar-sterling  exchange  rate.

8 "... it has generally  been found  that  lhe ratios  of investment  to iricomc  and savings to income  tiave in praclice  heeri
liighly  correlated,  and lliis Iiolds  f'or botli  industrial  and dcvclopi+ig  countries."  IMF,  Determinrinrs  {111// S)isrrmir
Consequences  of  International  Capitril  Flnws,  op. cit., p. 10.
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On  what  is to be done,  however,  corisen-
sus amorig  economists  breaks  down.  Residual
Friedmanites  Fall back  on t}ie contention  that
the  above  findings  were  obtained  From data
that  were  still  contaminated  by various  gov-
ernment  interventions,  which  is true;  and  that
it can be shown  theoretically  that,  in the ab-
sence  or  such  interventions,  the  missing  parities
would  show  up and  rcscue  Friedman"s  antic-
ipations,  which  is not  true.  On the contrary,
tlie  cumulative  efforts  of  economic  theorists  to
explore  rigorously  the  dynamic  properties  of  a
compctitive  laissez-faire  economy  with  capital
accumulation  has pretty  well  established  that
stability  is not  one of  its fundamental  proper-
ties.

A fundamental  reason  for  this  is that  the
full  array  of  futures  markcts  required  to enable
long-term  investors  and  lenders  to  hedge
against  all possible  types  of  risks  cannot  log-
ically  be  made  a property  or such  an
ccoxiomy.9  Necessarily  investors  and  lenders
must  base  their  individual  decisions  on incorn-
plcte  information  about  future  prices  and  costs,
filling  in information  gaps  aborit  the  future  wit}i
informed  guesses  that  in t}ie  aggregatc  caxi put
the economy  oxi many  possible  time  paths,  de-
pending  on  the  diverse  tea  leaf  and entrail
rcadings  on whicli  the  individual  investors  and
lenders  base their  griesses  about  the uncertain
future.  The  path  may  xiot bc a stablc  one.  If
not,  a crisis  can  ensue.  Nor  does  cxpcrience  of
past  crises  necessarily  improve  t}ie  accuracy  or
the decisions,  since  a changing,  accumulating
economy  also keeps  changing  the contours  or
tlie  future.  In the UIP  case the data  do not
indicate  tliat  the  accuracy  of  "d"  as a predictor
has improved  with  age.

.At  tl'ie opposite  pole  from  t}ie  laissez-raire
position  is t}ie "Keynesian"  view  tliat  contarn-
ination  of  the economic  data  by government
interventions  is a logical  imperative  deriving
from  two  inherent  flaws  of  a laisscz-raire  econ-
orny  with  accumulation.  alahe first  is that  indi-
vidual  agents  are impelled  to try  to stabilize
their  profit  streams  by monopolizing  and/or
colluding  with  compctitors  and  lenders  in order

to  gain  greater  coinmand  over  the uncertain
future.  Governments  are therefore  drawn  in to
adjudicate  c}ironic  conflicts  bctween  the static
allocativc  efficiency  of  markets  and their  dy-
namic  instability.  They  are also impelled  to
intervene  because  the stabilizing  effectiveness
of  such  market-monopolizing  strategies  is Jim-
ited;  t}iey  often  have  adverse  "robbing  Peter  to
pay  Paul"  spillovers  on other  markets,  and  are
unable  to  contain  economy-wide  crises origi-
nating  in  t}ie  cumulative  overs}tooting  and
misallocations  to  which  long-term  investors
and  lenders  are prone.'o

The  majority  or economists,  }iowever,
now  mill  around  between  the  above  two  poles.
The  empirical  evidence  cited  earlier  has wiped
out their  initial  euphoria  about  the putative
benefits  of  flexible  exc}iange  rates  and  l"inancial
globalization  and  reawakened  ititerest  in
interventionist  alternatives  for  stabilizing  ex-
change  and interest  rates,  but  there  }ias been
no clcar  coalescing  as yet  around  a specific  set
or  interventionist  policies.

Recent  IMF  policy  papers  mirror  this
state  of  affairs.  The  earlier  IMF  insistence  on
cxc}iange  rate devaluati(in  as an essential  in-
strurncnt  for  elirninating  chronic  trade  and  cur-
rent  account  deficits  is now  replaced  by  a meriu
approach,  as indicated  by the following  quote
from  one or  the papers:

One of  the central  themes  of  this  paper  is that
progress  toward  greater  exchange  rate stabil-
ity can be achieved  within  a system in wliicli
exchange  rate commitments  are tailored  to
the characteristics  and circumstances  of indi-
vidual  countries.  Thus  each nonpolar  coun-
try  could  remain  free  to  choose  between
floating,  fixing  to a basket  of  currencies,  fixing
to one of the t]'iree key currencies,  or even
adopting  oric of  the key currencies  as its unit
of  legal tender.ll

Suc}i  rncnus  are,  }iowcver,  little  rnore
tlian  rcrugcs  for  the  analytically  perplexed  when
the  links  bctwecn  policy  and "characteristics
and circutnstances"  are not  clearly  established.
The  pcrplcxity  in t}iis  instance  arises  from  the

9 ar)'ie behavioural  premise  rif  Llie laissez-f'aire  model,  (hat  all agents  ai'c  ritility  maximizers  and  that  risk  and  effort  always
gci-icrate  disutility,  would  create  exti'eme  moral  hazard  problcms,  i.e. cffor(  slackening,  Ihat  would  render inreasible
most  of  the  required  I'utures  markets.

10 For  a useful  inodelling  of  this  position  in a "c)iaos"  tlicoretical  rormat,  see Picro  Ferri  and  I-Iyman  P. Minsky,  "Market
processes  and  thwarting  inecliatiisms",  Jerome  Levy  Jnslilute  l)Vorking  Paper  No.  64 (Rhinebeck,  N.Y.: Bard College,
1991).  Tl'ie  quotation  mai'ks  aroimd  "Kcyncsiari"  in the text  are to indicale  that  there  are  also variants of Keynesian
macroeconomics  lhaL  have  tried  to marry  Kcyncs'  views  about  monetary  economics  and  investor  uncertainty  with Lhe
neoclassical  notion  tliat  in the longer  run  a competitive  market  economy  always  converges  toward a Full employment
equilibrium.  'I)ial  lliis  is ('ailMul  to Kcyncsa  Owll  position  is questionable  (see n.p. Minsky,  John  A4aynard  Keynes,
New  York:  Coluinbia  University  Press,  1975).  In the past  two decades,  Lhis "Keynesian  neo-classical synthesis"
variant  lias  been  ]osing  out  among  Kcynesi,"ins  to vai'ianls  closer  to the "Keynesian  position"  summarized  in the text.

11 IMF,  Policy  Tssurs  iri (he Evolvirig  Jnternarional  A4nnetary  S)istem,  op. cit.,  p. 9. l"his  same  "menu"  approach  appears
in  Bijan  B. i'\g)'ieveli,  Mohsin  S. Klian  and Peter  .L Monticl,  lExchnnge  Rate  Policy  in Developing  C"nuntries,
Occasional  Paper  No.  78 ('M'ashington,  D.C.:  Intcrnational  Monetary  Fund,  March  199] ).
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two  contradictory  uses assigned  the exchange
rate  by the  prevailing  policy  line  of  the  IMF
and  the  World  Bank.  In  the  generalized  market
liberalization  strategy  promoted  by  these  insti-
tutions,  the  function  of  the exchange  rate  is
primarily  to  allocate  resources;  it  should  be free
to move  in order  to equilibrate  each  country's
markets  for  internationally  traded  goods.
Generally,  countries  lifting  tariffs  and  controls
in these  markets  will  need  to  devalue  their  real
exchange  rate  in  compensation.'2  0n  the  other
hand,  in  the  stabilization  strategy  toward  which
the  IMF  and  World  Bank  have  recently  been
gravitating,  the  job  of  the  exchange  rate  is pri-
marily  to serve  as a stable  anchor  for  the  price
level,  which  calls  for  stabilizing  the  price  of  the
domestic  currency  in terms  of  the  dollar  or an-
other  of  the  key  foreign  currencies.  Typically,
as in Latin  America  during  the  late  1970s  and
again  currently,  this  slows  inflation  by  raising
the  real  exchange  rate  at the  cost  of  growing
trade  and  current  account  deficits.  The  late
Dutch  economist,  Jan  Tinbergen,  mathe-
maticized  the  aphorism,  "you  can"t  kill  two
birds  with  one  stone",  into  a well-known  theo-
rem  that  for  a set of  policies  to be coherent  the
number  of  distinct  policy  instruments  should
equal  the  number  of  distinct  policy  objectives.
The  simultaneous  use of  the  exchange  rate  as
a reallocator  of  resources  and  as an anchor  for
the price  level  violates  Tinbergen"s  coherence
test.

Coherence  might  be restored  were  mone-
tary  and  fiscal  policies  alone  able  to  do  the
stabilizing,  leaving  the  exchange  rate  free  to
fluctuate  in  line  with  the  resource  allocative
function  assigned  to it by  the  trade  liberali-
zation  strategy.  However,  according  to  the
IMF  papers,  the  heightened  f'inancial  mobility
has  greatly  weakened  the  ability  of  national
monetary  and  fiscal  policies  to achieve  rnacro-
economic  stability  wit}tin  a flexible  exchange
rate  regime.  International  financial  mobility
has reinforced  the  power  of  financial  markets
to  thwart  monetary  stabilization  policies.  It
has  also  encouraged  competitive  tax-cutting
and deregulation  between  countries  and otT-
shore  tax  sheltering  that  collectively  helped  to
reduce  government  savings  rates  of  industrial
countries  from  3.5  per  cent  of  GDP  in

1967-1973  to O.3 per  cent  in 1980-1990.'3  Fall-
ing  private  savings  rates  have  paralleled  falling
government  savings,  the  gross  savings  to GNP
ratio  of  the  industrial  countries  declining  from
26 per  cent  in 1973  to 20.5  per  cent  in 1988.'4

Moreover,  the  IMF  papers  accept  that
private  fuiancial  markets  are  inherently  suscep-
tible  to band  wagon  effects  and  financial  bub-
bles,  and  express  concern  at  the  increased
threat  of  global  financial  crises  that  has  ac-
companied  the  liberalization  of  financial  mar-
kets  and  the  globalization  of  finance.  They
note  nine  such  crises  of  global  or near-global
scope  between  1970  and  1989,  six occurring  in
the  1980s.  In  all cases,  lenders  sharply  raised
their  risk  premiums  and  credit  rationing,  which
spread  illiquidity  and augmented  asset  price
volatility  and  the  risk  of  default.  All  but  one
of  the  crises  evoked  central  bank  emergency
intervention  to halt  the  spread  of  financial  dis-
tress.  '5

Accordingly,  t}ie  papers  support  the e[-
forts  of  the  BIS  countries  to strengthen  their
prudential  supervision  of  banks  and  to coordi-
nate  crisis  management.  The  most  recent  of  the
papers  urges  an intensification  of  these  efforts,
warning  that  United  States,  British  and
Japanese  banks,  by  resorting  so aggressively  to
securitizing  loans  and  other  off-balance-sheet
transactions  in  order  to  evade  the  recently
heightened  capital  adequacy  requirements,  are
contributing  to the  "growing  opaqueness  of  the
financial  system",  which  is making  it increas-
ingly  difficult  for  the  central  banks  and  other
supervisory  authorities  "to  assess  fully  the  risk
exposure  of the  entire  consolidated  balance
s}ieet  of  financial  institutions  ...  Indeed,  it is
widely  recognized  that  without  rerorms  in fi-
xiancial  policy  arid close  attention  by  central
banks,  the  new  financial  system  could  resemble
a new  high-speed  train  attempting  to run  on
01(}, ill-maintained  tracks."6

Nor  is fixing  t}ie  exchange  rate  seen as a
solution.  "...  the  loss of  monetary  policy  er-
fectiveness  will  be  greatest  with  a fixed  ex-
change  rate.  Indeed,  there  is the  question  of
whcthcr  t}ie  dcgrce  or  capital  mobility  is cur-
rently  so high  as to have  eliminated  all  vestiges

12 DemiLris  Papageorgiou,  Michael  Michaely  and Armeane  M. Chocksi  (eds.), Liberalizing  World  Trade  (published  for
the World  Bank  by Basil Blackwell,  London,  1991), 7 vols.,  is a collection  of  World  Bank-sponsored  case studies of
trade  liberalization  efforts  around  the world.  The dominant  conclusion  of the editorial  summation  (see vol. 1) is tliat
in the successful cases the iifting  or trade controls  was always accompanied  by a substantial  and sustained real
devaluation.

13 IMF,  Policy  Issues in the Evolving  Internarional  Monerary  System, op. cit., table 8.

14 Bijan  Aghevli  et al., The Role of  National  Savings in the World  Economy,  Occasional  Paper No. 67 (Washington,
D.C.:  International  Monetary  Fund,  March  1990).

15 IMF,  Determinants  and Systemic  Consequences  of  International  Capital  Flows",  op. cit., table 11.
16 IMF,  International  Capital  Markets.'  Developments,  Prospects  and Policy  issues (Washington,  I).C.,  September

1992),  pp. 7-8.
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of  domestic  monetary  policy  independence  for
countries  with  no capital  controls  and  a fixed
exchange  rate."7

The  analysis  would  seem  then  to lead  in-
exorably  to  the  coxiclusion  that  whether  the
objective  is to strengthen  the effectiveness  of
monetary-fiscal  stabilization  policies  in the  in-
dustrialized  countries,  or  to give  logical  coher-
ence  to  the  IMF-World  Bank  libcralization
strategy  for  the  developing  countries,  some
curbing  of  international  capital  mobility  has
become  a sine  qua  ??o/?.

But  at  this  point  the  papers  take  a strange
detour  around  that  conclusion.  The  Tobin
proposal  (detailed  in part  III)  to "throw  some
sand  in the  well-greased  wheels"  of  the  world
financial  markets  by putting  a uniform  trans-
action  tax  on  trades  involving  foreign  exchange
is given  short  shrift  with  the  observation  that
to be effective  it would  need  to be imposed  on
a global  basis,  since  "if  implemented  in only  a
few  markets,  activity  would  quickly  shirt to
other  markets."l8  Globalizing  the  tax  is  dis-
missed,  apparently  as too  demanding  of  inter-
national  cooperation  to be practical,  whereas
promoting  global  stability  through  the  "coordi-
nation  of  fiscal  policy  with  respect  to  some
structural  aspects  including  tax  reform"  is ap-
parently  not  impractical.l9  The  main  difference
seems  to be that  the  transactiori  tax  proposal

is  specific,  hence  politically  controversial,
whereas  the  broader  proposal  is vague  and  any
sharp  edges  can  be  muffled  in  platitudinous
qualifications  such  as the  following  elaboration
of  the  proposal  for  fiscal  coordination:

l"his  is not  to suggest that  international  co-
ordination  should  occur  at the expeiise  of
sound  national  fiscal  policies,  or that  coun-
tries  should  makc  international  cornrnitments
that  preclude  major  domestic  fiscal  reforms.
Coordination  or  harmonizatioii  of  fiscal
characteristics  should  not  compromise  good
policies  and move  away  from  the  best  tax  and
regulatory  practices.  Nor  is it intended  to
suggest  that  tax and rcgulatory  competition
is always  bad.20

We  have  reproduced  t}ic  platitudes,  at
perhaps  some  embarassment  to the  aut}iors,  to
emp}iasize  two  points  related  to the  proposals
presented  in part  III.  One  is t}iat  skilled  IMF
analysts  have  to  contain  their  policy  advice
within  political  parameters  set by their  institu-
tion,  however  intellectually  rrustrating  that  may
be.  The  second  is  that  since  their  analysis
proper  clearly  indicates  that  constraining  inter-
national  capital  mobility  would  be  a global
public  good,  the  G-24,  in trying  to change  the
political  parameters  at the  IMF  so as to make
constraining  that  mobility  an acceptable  topic
for  technical  policy  analysis,  would  be pushing
against  a weakly-latched  door.

II.  International  financial  mobility  and the developing  economies

The  destabilizing  effects  or international

financial  rnobility  on the  industrial  economies

impact  the  developing  country  economies  even
more  severely.  The  greater  vulnerability  of  de-
veloping  country  economies  to exchange  rate

volatility  and  other  external  financial  shocks  is
indicated  by the data  in tables  A-1  and  A-2.
The  adverse  effects  of  the  globalization  of  f'i-

nance  on developing  country  fiscal  policy  are

manifest  in  the  capital  flight  data  of  table  A-3.

Table  A-I  compares  the  month-to-month
exchange  rate  volatility,  since  the  dernise  of
Bretton  Woods,  of  12 major  developing  coun-
tries  with  those  of  Germany  and  Japan.  The
developing  countries,  which  are  from  the  three

continents  of  the  "South,"  differ  considerably  in
structure,  extent  of  market  liberalization,
terms-or-trade  trends  and  political  stability.
aIliis  is  reflected  in  the  average  percentage
rnovcmcnts  of  thcir  exchange  rates:  lowest  in
the ,Asian  countries  and  )iighest  in  the  Latin
American  countries  throughout  the  period,
with  the  Ari'ican  countries  in between,  though

with  Nigeria  and  Zambia  rising  toward  Latin

/lmerican  levels  or exchange  rate  movement  in
the  1980s.  But  while  the average  movements
of  only  four  of  the 12 developing  countries  ex-
ceedcd  those  of  the  two  industrialized  coun-

tries,  the  coefficient  or variation  columns  of
table  ,A-l  show  that  eight  of  the  12 developing
countries  had  higher  coefficients,  that  is, larger

17 IMF,  Determinants  and Systemic  Consequences  of International  Capital  Flows, op. cit., p. 27.
18 Jbid., p. 37.
19 IMF,  Policy  Issues in the Evolving  International  Monetary  System, op. cit., p. 26
20 Loc. cit.
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oscillations  around  their  average  movements,
than  did  either  Germany  or Japan.21  Most  tell-
ing  are  the  last  two  columns  of  the  table,  which
show  that  the  interplay  between  excharige  rate
and  price  level  changes  was  much  closer  in all
12 developing  countries  than  in Germany  and
Japan;  the  developing  countries  were  much  less
able  to dampen  the  feedbacks  from  exchange
rate  volatility  to the  price  level  than  were  the
industrialized  countries.

Table  A-2  shows  that  in the  1980s  t}ie
substantial  real  exchange  rate  volatility  of  the
three  key  industrialized  countries  was  exceeded
by  almost  all  of  the  Latin  American  and
Caribbean  countries.  T}ie  "Lost  Decade"  is one
in  which  the  adverse  fundamentals  of  the  region
should  have  forced  up  the  real  exchange  rates,
and  this  indeed  shows  up  in  table  A-2  for  most
of  the  countries,  providing  rough  validation  of
the  purchasing  power  parity  (PPP)  theory  as a
predictor  of  long-term  exchange  rate  move-
ments.  But  the  more  recent  declining  trend  of
the  real  exchange  rate  indicated  for  many  of  the
countries  - their  1991 rate  is well  below  their
peak  year  rate  - has been  paralleled  in most
cases  by rapidly  rising  trade  and  current  ac-
count  deficits.22  This  does  not  conform  to the
PPP  theory"s  prediction,  nor  does  it suggest
that  the  volatility  of  the  real  exchange  rate  is
likely  to  decline  for  those  countries.

The  inability  of  developing  economies  to
handle  external  shocks  easily  should  hardly
come  as a surprise.  As  one  of  the  recent  IMF
policy  papers  put  it:

Tl'ie  consensus  of opinion  regarding  the
shock-absorbing  properties  of  an economy  is
that  the  costs  of  fixing  the exchange  rate are
likely  to be inversely  related  to the degree  of
factor  mobility,  the flexibility  of  wages and
prices,  and  the  extent  to which  the economy
has a diversified  industrial  structure.  By  par-
allel  logic,  the  extent  to which  exchange  rates
are  likely  to fluctuate  in a floating  regime  will
be inversely  related  to the degrees  of  factor
mobility,  industrial  diversification  and  wage-
price  flexibility.23

That  is,  the lesser  economic  development  of
developing  countries  causes  their  economies  to
be less able  to adjust  smoothly  to destabilizirxg

shocks  wihcthcr  under  fixed  or fluctuating  ex-
change  rate  regiines.

Tlie estimates of caliital flig}it From 15
hig}ily-indebted  developing  countries  presented
iri  table  A-3  highlig}it  the  adverse  Fiscal  as well
as  morietary  aspects  of  iriternational  capital
mobility  for  these  cormtries.  aI"}ie forcigri  dclit
of  the 15 countries  rose  317 per  cent  between
1978 axid  1988,  but  capital  flight  from  these
countries  rose  evcn  more,  as indicated  by the
third  colutnn  of  t}ic  table.  A substantial  por-
tion  of  the  foreign  debt  prior  to the outbreak
of  the developing  country  debt  crisis  in  1982
had been  accumulated  by private  developing
country  firms  and  banks,  but  after  the crisis
broke  the  debtor  governments  were  forced  rm-
der pressure  from  the  creditors  to assume,  ex

post facto,  the responsibility  for  servicing
private  foreign  debts,  in  effect,  to  socia]ize
them.

For  many  or  the  governments,  the  added
debt  servicing  increased  tbeir  fiscal  burden  very
substantially,  while  the  concurrent  capital  flight
shrank  their  tax  base,  resulting  in sizeable  in-
creases  of  their  fiscal  deficits.  Moreover,  the
exchange  rate  depreciation  substantially  raised
the  domestic  currency  cost  of  servicing  the  for-
eign  debt,  which  tended  further  to increase  fis-
cal  deficits.  Furiding  the  deficits  by  the  sale  of
government  notes  tneant  bidding  against  the
less risky  foreign  securities  that  were  attracting
the flig}it  capital.  In thin  developing  country
financial  markets,  this  forced  up domestic  real
interest  rates  to untenable  levels,  crowding  out
domestic  p}iysical  investment,  and  setting  off  a
spiralling  of  debt  service  and  fiscal  del'icit.  The
alternative  of  monetizing  the deficits  througli
ccntral  bank  financing  damped  that  spiralling
but  accelerated  inflation,  capital  flight  and  ex-
change  depreciation.24

aIaable ,/!i-3  also  shows  that,  by 1987-1988,
total  private  foreign  assets  (claims)  of  the 15
countries,  which  are t}ie  estimated  stock  of  re-
corded  private  foreign  assets  plus  cumulative
unrecorded  capital  flight,  had risen  to  two
thirds  of  the  foreign  debt.  Indeed,  an apparent
inconsistency  in  the  estimating  methodology
used  by  the  IMF  suggests  the  size  of  the  claims
may  be undcrstated.25  Regardless  of  this,  the

21 The coefficient  of  variation  is the standard  deviation  divided  by Lhe average.
22 Inter-American  Development  Bank,  Economic  and  Social  Progress  in Latin  America,  1992 Report  (Washington,  D.C.:

Johns Hopkins  Press, 1992),  appendix  tables D-I  and D-2.
23 IMF,  Policy  Issues in the Evolving  Inrernational  Monetary  System, op. cit., p. 16.
24 This  has been elaborated  on the basis of  ttie experiences  of the heavily-indelited  Latin  ,Aimerican  countries,  in "I)ebt

crisis adjustment  in Latin  America:  have the hardships  been necessary?",  in Robert  Pollin  and Gary  Dymski  (eds.),
New Directions  in Macroeconomics.'  Essays for  Hyman  P. Minsky  (University  of Michigan  Press, forthcoining).

25 The  explanation  of  the methodology  is rauier  obscurely  worded  in the source  of the lable  /'i-3  estimates. But iL appears
that,  while  the net stock of recorded  claims  is obtained  by capitalizing  tl'ie private  investment  income,  other tltan from
direct  Foreign investment,  recorded  in the country's  balance  or payments  statistics,  (he unrecorded  claims are merely
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annual  repatriation  of  the income  from  even
the  volume  of  claims  reported  in  table  A-3
would  have  greatly  reduced  devaluation  pres-
sures  in  the  debtor  countries,  thus  easing
money  market  interest  rates  and  fiscal  expendi-
tures  for  servicing  the  foreign  and  domestic
debt.  On  the  revenue  side,  taxes  on the  full
foreign  income  could  have  augmented  total  tax
revenues  by  perhaps  5 to 10 per  cent.26

The  policy  advice  of  the  IMF  papers  to
the  developing  countries  is,  however,
astonishingly  at odds  with  their  factual  analy-
sis.  The  advice  takes  the  volatility  of  interna-
tional  capital  flows  and  the  ability  of the
affluent  classes  of  those  countries  to  evade
capital  controls  and  domestic  taxation  of  their
foreign  assets  as  irremediable  policy  con-
straints,  and  urges  the  developing  countries  to
adapt  their  macroeconornic  stabilization  poli-
cies accordingly.  Each  developing  country  is
advised  to stabilize  its price  level  and  exchange
rate  and  to balance  fiscal  budgets,  while  lifting
the  remaining  controls  on  interest  rates  and
capital  flows,  as well  as lowering  taxes  on in-
terest,  profits,  dividends  and  property  suffi-
ciently  to  induce  capital  repatriation  and
attract  foreign  investment.27  That  is, developing
countries  are expected,  their  weaker  and  less-
flexible  economic  structures  notwithstanding,
to  accomplish  what  industrialized  economies,
according  to the  same  IMF  analysts,  have  not
been  able  to  achieve  individually,  namely,
macroeconornic  stability  through  orthodox
monetary-fiscal  policies  in the  context  of  liber-
ated  domestic  and  international  financial  mar-
kets.

Nor  do the papers  foresee  a rapid  and
sustained  increase  of  private  capital  inflows  to
developing  countries  that  are  implementing  the
IMF"s  stabilization  package.  Rather  they
forecast  slow,  uneven  re-access  or the  develop-
ing  countries  to international  capital  markets  -
especially  slow  for  the highly-indebted  among
them  - with  the  debt  instruments  carrying  }iigh
risk  premiums,  or special  "enhancements"  that
transfer  the  exchange  and  default  risks  to the
borrower.'

This  retreat  to realism  is supported  by  the
data  of  tables  ,/l-4  to  ,A-7.  The  first  table  shows
that,  w}iile  the  developing  country  share  of
medium-  and long-term  credits  from  interna-
tional  capital  markets  had  risen  in  the  last  three
years,  the 1991 share  was  still  well  below  that
of  1984,  which  was  itself  a depressed  year  com-
pared  to  the  peak  years  or the  developing
country  borrowing  binge.  In  undeflated  Uriited
States  dollars,  the  combined  flow  of  voluntary
and  "concerted"  lending  in 1984  was  barely  be-
low  1991;  in  deflated  dollars  it  was  much
higher.  Table  A-5  shows  that  during  1985-1991
about  half  the flow  was  to Asian  developing
countries,  with  almost  all  the  rest  divided  nearly
equally  between  European  developing  countries
plus  former  Soviet  bloc  countries  and  Western
Hemisphere  developing  countries,  and  with
African  and  the  non-oil  Middle  East  countries
virtually  "out  of  the  loop."  Table  A-6  shows
that  most  of  the  developing  country  bonds
floated  internationally  during  the  past  three
years  were  for  maturities  of  five  years  or less
and,  when  not  formally  collateralized  by  acces-
sible  external  assets,  carried  very  high  risk  pre-

miums and/or enhancements. Table A-7 sliows
that  the  securities  of  the  majority  of  the  devel-
oping  countries  evaluated  by  Moody's  have
junk  bond  ratings.  'I"here  is also  no  detectable
corrclation  in  table  j'i-7  between  the
zealousness  with  which  IMF-type  policies  are
being  pursued  and  the  bond  ratings.  The  boxids
of  dirigiste  countrics  like  China  and  the  Re-
public  or  Korea  share  investment  grade  ratings
witli  two  relatively  rree market  economies;
India  lost  its  investment  grade  rating  in the
course  of  intensifying  its  IMF-type  liberali-
zation;  the  three  Latin  ,American  countries
zealously  pursuing  IMF  strategies  share  junk
bond  status  with  less zealous  Brazil,  etc.

IMF  expectations  about  capital  flight
repatriation  are also  muted.  I"}ie  IM  F view  is,
"since  t}ie  residents  of developing  countries
probably  want  to }iold  internationally  diversi-
fied  portfolios,  it is unlikely  that  all previous
flight  capital  would  return  even  with  'good"
policics."29  Thus  the  anti-egalitarian  tax  and

an  estimate  of  cumulative  capital  flight.  This  implies  t)iat  tlie  fiigtit  capital  earris  no  income  that  is reinvesLed  abroad.
If  we  allow  the  flight  capital  to be augmented  by reinveslmcnt  abroad,  as seems  eminently  reasonalile,  total  private
external  claims  as well  as the  size  of  the  unreportcd  share  are  augmerited.

26 Tax  revenues  totallirig  13 per  cent  of  GNP  are  roughly  representative  ['or these  countries.  if'  foreign  claims  averaged
about  two  thirds  of  ihe  foreign  debt,  whicti  in turn  averaged  about  two  thirds  or GNP,  the  claims  would  be about  45
per  cent  of  GNP.  i'ssume  the  annual  income  from  the  foreign  assets  is lO per  cent,  or  4.5  per  cerit  of  GNP,  and  that
77 per  cent  of  the  income  has  not  been  reported  or  taxed.  Taxirig  that  incon'ic  would  add  alinost3.5  per  cent  of  GNP
to the  tax  base.  If'  the  relevant  income  tax  rate  is 20 per  ccrit,  total  tax  revenues  rise  by 5.4  per  cerit;  if  the  rate  is 30
per  cent,  tax  revenues  increase  by 8 per  cent,  elc.

27 This stimmarizes  the policy  advice  in IMF,  De(erminanls  and Systr'mic  Consequences  of Capital  Flows,  op. ciL,  p. 43.
See also  Donald  J. ('vlaLhieson  and  Liliana  Rojas-Suarez,  "libcralization  of  Llie capila)  account:  experiences  and

issues", IMF  Working  Paper  No. 92/46, R92,  ror similar  advice to developing  countries.
28 IMF,  Determinants  and Systemic Consequences  of lnrernationnl  Capital  FVows, op. cit., pp. 39-42.
29 Ibid.,  p. 43.
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monetary  inducements  to flight  capital  owners
to  bring  it  back,  which  clash  with  the
egalitarian  tax  and  expenditure  reforms  necded
to implement  the  "growth  with  equity"  objec-
tive  that  the  IMF  and  World  Bank  have  been
emphasizing  in t}ieir  recent  normative  rlietoric,
are  expected  to  produce  a rather  moderate
payoff  in capital  repatriation.  An  assessment
of  whether  the  capital  repatriation  inducements
arc  rcconcilable  wit}i  t}ie  "growth  wit}i  equity"
objective  and,  if  so, how  they  are  to be recon-
ciled,  wou]d  therefore  appear  to be necessary.
Nevertheless,  the  reconciliation  problem  is nei-
ther  raised  nor  is advice  on }iow  to resolve  it
proffered.

Unfortunately,  the  inconsistencies  be-
tween  the  IMF"s  analysis  and  its  policy  advice
to developing  countries  are overlooked  in tlie
1992  comrnuniqu6  of  the  G-24.  Point  24,
which  "called  on  the  governments  in developing
countries  to provide  an enabling  environment
to  attract  FDI  flows  and  cncourage  the
repatriation  of  flight  capital"  and  "...  for  inno-
vative  mechariisms  to facilitate  the  flow  of  pri-

vate  funds  to  developing  countries"-'o  is  an
unqualil"ied  IMF  policy.  It addresses  neither
the  inconsistencies  with  "growth  with  equity"
nor  with  the  need to  curb  destabilizing  hot
money  flows.  The  latter  inconsistency  is again
ignored  by Poirit  10, in which  the  G-24  "re-
stated  their  view  that  the  industrial  countries
and  t}ie  Bank  For  International  Settlements
s}iould  review  and improve  supervisory  prac-
tices  and  regulations  in  order  not  to  unduly
constrain  the  banks  in industrial  countries  from

lending to develoliing countries, through addi-
tional  conditions  that  reduce  voluntary  credit
and  investment  flows,  including  new  moriey."-'l
Point  10  disregards  the  international  public
good  accruing  from  the strengthening  of  BIS
prudential  supervision  and  information  gather-
ing,  and  overlooks  opportunities  for  developing
countries  to enlarge  on t}iese  efforts  so as to
ease  their  own  monetary  and  f'iscal  stabilization
problems.  Part  III  below  presents  alternative
proposals  for  consideration  by  the  G-24  for
collaboration  between  industrialized  and  devel-
oping  countries  that  could  redress  the  balaxice.

III.  Reducing  the destabilizing  effects  of capital  mobility  on the developing  economies:
some proposals  for the G-24

Collectivcly,  the  proposals  outline  new
mechanisms  and  changes  in existing  oxies that
corild  increase  the net benefits  to  developirig
economies  from  intcrriational  capital  mobility
by curbing  its destabilizing  effects,  such  as ex-
cessively  volatile  short-term  flows  and  tax  cva-

sion through caliital  flight, while keeping the
channels for long-term flows olien.  This re-
quires  industrial  country  collaboration,  but
since  the  problems  addressed  are  shared  in

varying  degree  by all countries,  collaboratiori

on  the  following  proposals  ought  not  to  be

ruled  out  as }iopclcssly  utopian.

A. ,4n internationally  imifovrn transaction
tax on foreign  exchange transactions

As  proposed  by Nobel  Laureate  James

Tobin  15 years  ago,  the  tax  worild  fiave  the

following  structure:32

30 JMF  Sursiey, 26 0ctolicr  1992,  p. 335.
31 !bid.,  p. 334.
32 Tobin,  op cit., p. 154.
33 I  bid., p. 158.

(1)  It would  have  a uniform  rate  and  be ap-
plied,  at the  least,  by  all  the  key  currency
countries.

(2)  The  tax  would  be  administered  by cach
govcrriment  on all  payments  by residents
within  its jurisdiction  that  involve  a spot
currency  exc)iange,  including  in the  case
of" Eurocurrency  transactions,  exchanges
that  do not  involve  the  horne  currency.

(3)  Procecds  from  the  tax  would  be paid  into
a central  fund,  controlled  by the IMF  or
World  Bank.

(4)  With  IMF  consent,  small  industrialized
countries  and  developing  countries  that  are
formally  part  of  currency  areas,  or have
tied  their  currency  to one  of  t}ie  key  cur-
rencies,  could  be exempted  from  tlie  tax.

Tobin  saw  the  tax  as an effective  way  to
"throw  some  sand  in the  well-greased  wlieels"
or the  international  financial  market  mech-
anistn"  or, in Kcynes  well-known  phrase,  'To
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mitigate  the  predominance  of  speculation  over
enterprise."  As  the  uniform  tax  as a percentage
of  expected  yield  falls  heaviest  on "short-term
financial  round-trip  excursions  into  another
currency,"  and  lightens  the longer  the  foreign
asset  is held  before  the  funds  are repatriated,
the  tax  would  substantially  reduce  the  post-tax
profitability  of  short-term  currency  speculation
while  merely  pinpricking  foreign  direct  invest-
ment  and  other  long-term  capital  flows.-"'

Since  arobin  f'irst  advanced  his proposal,
his target,  currency  speculation,  has expanded
phenomenally;  the  dollar  value  or transactions
in the  world  foreign  exchange  markets  now  av-
erages  over  30 times  the  dollar  value  of  inter-
national  trade  in goods  and  services.  With
disturbing  frequency  enormous  financial  flows
have  been  redirected  from  relatively  benign
arbitraging  of  ephemeral  interest  and  exchatige
rate  anomalies  to gang  attacks  on vulnerable
currencies  in  pursuit  of  large  speculative
payoffs.  As a result,  industrial  country  policy
circles  are looking  at transaction  tax  possibil-
ities  with  growing  interest.  Iixe  Economist
recently  concluded  an  accolade  of  the  1978
arobin  article  outlining  his proposal  with  the
comment  that  "Lately,  one  imagines,  a good
many  government  economists  have  been
dusting  down  their  copies  of  that  article.""s

Apart  from  favourable  spillovers  to the
developing  countries  from  the  greater  macroe-
conomic  stability  that  a tax  along  the  lines  of
the  Tobin  proposal  might  bring  the  industrial-
ized  courxtries,  the  tax  offers  the  followirig  di-
rect  benefits  to the  developing  countries:

(l)  It would  heap to deter  capital  flight  by in-
creasixig  its transaction  costs.

(2)  Tlie  tax  receipts  centralized  in t}ie  IMF  or
World  Bank  could,  if  rechanneled  appro-
priately  as credits  to developing  countries,
be a welcome  offset  to the  slackening  or
other  official  loans  and  transfers  from  t}ie
industrial  countries.

(3)  It  would  mitigate  the  "financial  Dutch  dis-
ease"  that  intermittently  afflicts  developing
economies.

'I"o expand  on the last  point:  "financial
Dutch  disease"  refers  to a situation  in which
excessive  short-term  financial  inflows  appreci-
ate  the  real  exchange  rate  to  the  extent  of
undermining  the  government"s  export-oriented
growth  strategy,  while  also  augmenting  the
money  supply  to the  extent  of  undermixiing  its
stabilizatioxi  strategy.36  The  situation  is thus  the
obverse  or the  destabilizing  macroeconomic
feedbacks  from  a depreciating  exchange  rate
that  a burst  of  capital  flight  often  generates.
Developing  countries  are more  susceptible  to
thc  "disease"  than  industrialized  countries  be-
cause  their  productive  structures  are  more  nar-
rowly  based  and  adapt  less easily  to  external
shocks,  and  because  their  thinner  financial
rnarkets  are  less able  to muffle  domestic  asset-
price  volatility,  when  impacted  by  external
capital  inflows  and  outflows.

Developing  countries  trying  to disinflate
by  anchoring  their  price  level  to  a fixed  or
slowly  depreciating  exchange  rate  expose
themselves  to the  "disease"  because  the  spread
between  nominal  domestic  and  foreign  interest
rates  will  remain  sizeable.  T}iis  creates  juicy
arbitrage  prospects  which  foreign  speculative
capital  - includirig  returning  flight  capital  - will
exploit  if  persuaded  that  the  developing  country
has the  foreign  exchange  resources  as well  as
the political  strength  to  sustain  its exchange
rate  policy  long  enough  to make  round-tripping
in short-term  domestic  financial  assets,  such  as
government  notes,  a low-risk  venture.  In  that
case,  the  inflow  becomes  self-reinforcing  by
adding  to the  developing  country's  foreign  ex-
change  supply,  which  extends  the  low-risk  con-
dition,  but  also  activates  "financial  Dutch
disease"  symptoms.

I)eveloping  countries  committed  to mar-
kct  libcralization  are  especially  vulnerable.  The
abjuring  or direct  controls  on capital,  foreign
exchange  and  imports  to counter  the  symptoms
leaves  thcrn  main]y  with  monetary  sterilization
instruments,  suc}i  as tlie  open  market  sale of
governmcnt  securities,  to neutralize  t}ie  mone-
tary  effects  or the capital  inflow.  But,  when
pus}ied  very  far,  such  sterilization  tends  to be-
come  counterproductive  by sending  up home
interest  rates  and widening  the  interest  rate
spread,  which  then  attracts  even  more

34 Assume  a l per cent tax per currency  exchange  and $1 million  to be invested. ]f  the investmei'it  is lurned  over weeUy
through  foreign  currericy  round-tripping,  the annualized  tax is $1,040,000;  a monthly  turnover  reduces the aimualized
tax to $240,000,  it falls to $20,000  if the turnover  is yearly,  to $4,000 on a five-year  turnover,  and so on.

35 The Economist,  London,  3 0ctober  ]992,  p. 71.
36 The  term  "Dutch  disease" was originally  app1ied to the advcrsc  feedback  to I)utch  industry  or  the Nethcrland's  natural

gas export  bonanza  or the early 1970s,  which  puslied  up the international  price  of  the guilder,  cheapening  imporls  arid
squeezing  non-gas  exports.  The term was soon generalized  (o apply to any primary  export  boom  whose exchaiige
rate effects substantially  squeeze the profitability  or domestically  produced  traded  goods.  "Financial  Dutch  disease"
is a further  exterision  to situations  in which  the squeeze is initiated  by an upsurge  of financial  inflows  rather  than a
primary  export  boom.



58

arbitraging  foreign  capital.  It  also  requires  the
central  bank  to  sell higher  interest  domestic
currency  notes  in  order  to  neutralize  an
accumulaton  of  foreign  exchange  reserves  that
yield  the  lower  foreign  interest  rate,  weakening
the central  bank's  balance  s}iect.  The  main
"cure"  tends,  therefore,  to come  from  the ap-
preciating  real  interest  rate.  ,/!is it appreciates,
foreign  exchange  is increasingly  siphoned  off  to
cover  a  growing  trade  deficit,  which  in  time
erodes  the  financial  market's  confidence  in the
further  sustainability  of  the  exchange  rate  pol-
icy,  slowing  and  oftei'i  reversing  the  short-term
flows.

Whether  the  cure  is worse  than  the  dis-
ease  depends  on  whether  or not  the  disease
terminates  in explosive  capital  flight.  A rela-
tively  benign  denouement  is  possible  ir tl"ie
other  determinants  of  profit  margins  in  the
country's  traded  goods  sector  are  favourable
enough  to  offset  a considerable  amount  of
profit  squeeze  from  tlie  appreciating  real  ex-
cliange  rate.  Such  beneficent  fundamentals  -
often  in developing  countries  the  result  of  up-
turns  in international  prices  for  the country's
exports  - also  provide  room  for  the  unilateral
application  of  transaction  taxes  or equivalents
to  reduce  net  profits  from  the  interest  rate
arbitraging  without  setting  off  an  explosive
capital  exodus.  In the past  year  or so, Chile
and  Colombia  have  used  such  measures  with
some  success  to slow  s}iort-term  capital  inflows
and  the  real  exchange  rate  appreciation.37

Unilateralism  is risky,  )ioweyer,  when  the
fundamentals  are  less  beneficent.  aI"hus
Argentina,  currently  afflicted  with  an especially
viru]cnt  case  of  financial  I)utch  disease,  is now
so dependent  on speculative  capital  inllows  to
protect  the  linchpin  of  its stabilization  strategy
- a dol]ar  exchange  rate  frozen  by  law  - that  it
dare  not  risk  slowing  t}ie  inflow.  arhe Govern-
mcnt  is  Forced,  therefore,  to  rely  on  anti-
egalitarian  policies,  such  as  wage  repression
and  cuts  in  welfare  taxes  and  benefits  to offset
tlie growing  squeeze  from  the  steeply  failing

real  exchange  rate  on  profit  margins  in  t}ie
traded  goods  sector.  Despite  these  offsets  and
the  incessant  chanting  of  free  market  mantras
by government  spokesmen  to reassure  capital
markets,  Argentina  may  well  be headed  for  an
explosive  cure  or  its financial  Dutch  disease.

The  Argentine  case  implies  that  for  the
transaction  tax  to  help  disparate  developing
countrics  reduce  the  virulence  of  the  I)utch
disease,  the  tax  should  be globalized.  It also
suggests  that  Tobin  underestimated  the  re-
quired  scope  of  the  globalization  wlien  he sug-
gested  that  countries  that  have  tied  to a key

currency  may  not  need  the  tax.  The  currerit

speculative  runs  on the  weaker  IERM  currencies
indicate  the same  for  regional  currency  areas.
Indeed,  the  European  Community,  which  lirted
intra-Community  capital  controls  in  1990,  is
now  discussing  the  establishmcnt  of" uniform

withholding  and  transaction  taxes  within  the
Community.38

To sum  up, the  G-24  s}iould  propose  a

serious  joint  exploration  with  the  G-7  on t}ie

Feasibility  or a uniform  transaction  tax  on ex-

change  transactions.  arhe G-24  should  take  the
lead  in  proposing  it  for  two  main  reasons.

Firstly,  t}ie  relative  benefits  for  developing
countries  are  probably  even  greater  than  for  the

industrialized  countries.-'9  Secondly,  the finan-
cial  firms  of  the  major  industrial  countries  that
have  been  feasting  on  financial  volatility  are

likcly  to be especially  resistant  to a stabilizing
transactioris  tax."O  This  makes  initiating  a

transaction  tax  proposal  especially  dangerous
for  policy  makers  or  the  major  industrial  coun-

tries  concerned  for  their  career  longevity.  The

G-24 mast thus be in a strategic position to re-
so]ve  "a  hell  t}ie  cat"  dilcmma.  I)utting  the
transactioris  tax  proposal,  now  inrorrnal]y

viewed  wit)i  interest  by somc  industrial  corintry

policy  makers,  on the  tablc  in an official  G-24
communique  could  rnake  it politically  easier  ror
t}iese  policy  makers  to pursue  the  proposal  or-

ficially.

37 Inter-American  Development  Bank,  op. r.it., pp. 14, 60-62, 68-6').

38 IMF,  Determinants  andSystemic  C"onsequences of Internmional  Cnpiml  Flows, op. cit., p. 30.
39 In this regard,  the G-24 should  not take as conclusive  the IMF  assertion  that a transactions  tax "inay...  discourage

trades based on fundamentals"  (loc. cir., p. 37).  The IMF  also accepts that reducing  the high financial  volatility  of
recent  years may  encourage  international  trade  and irpiiestment  by reducing  producer  and investor  uncertaiiity  (Polity
Jssues in tlie Evolving  Jnterriarionril  A4onetary  S)istern, op. cit., pp. 20-22). Since I.lie two "mays"  are offsetting,  the net
effect is indeterminate.

40 A Wal)  Street  banker  observes:  "A  more  controversial  feature  of  thc  ncw  shape  or the  l'inancial  system  is tliat  the  bulk
of  its participants  now  have  a vested  interest  in instability.  T Jiis is because  the  advent  of  high-technology  dealing  rooms
has  raised  the  )evel  or  fixed  costs.  High  fixed  costs  imply  a liigh  turnover  for  profitability  to  lie achieved.  Iligli
turnover  tends  to occrir  only  wlieri  markets  are  volatile."  J. Walinslcy,  The  New  Financial  Insrrumems.'  An  Invesroras
Guide  (New  York:  John  Wiley  & Sons,  1988),  p. 13;  as cited  in /'iridrew  J. Cornf'ord,  "Notes  on a possible  i'nultilateral
framework  for  international  trade  in bariking  services",  UNC7AT)  r}isriiqsion  Priper  No.  28 (Api'il  199n).
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B.  Using  collabovative  banksxipevvisory

ynechanisms to reduce capital  flight  and
tax evasion on foreign assets

The  globalizing  of  financial  crises  accom-
panying  the globalizing  of  finance  has  moti-
vated  since  1975  a series  of collaborative
agreements  between  the  central  banks  of  the
larger  industrial  countries  to  tighteri  super-
vision  of  bank  operations.  Initially,  t}ie  agree-
ments  were  only  between  the  12  member
countries  of  the  Basle  Comrruttee  ori  Bankirig
Regulation  and  Supervisory  Practices  (herein-
after  the  Basle  Committee),41  and  focused  on
tightening  and standardizing  prudential  bank
regulations  to reduce  the  danger  of  cascading
bank  crises,  by providing  for  more  complete
reporting  requirements  from  baxiks  with  off-
shore  subsidiaries  and  branches,  clarifyirig  su-
pervisory  jurisdictions  between  the  countries
hosting  these  units,  and  tightening  and  stand-
ardizing  the  capital  requirements  for  banks  in
general.  International  bank  fraud  and  the  use
of international  banks  for  launderirig  drug
money  and  as repositories  of  illegal  funds  in  the
1980s  have  become  additional  motives  for  the
collaborative  strengthening  of  regulations.  The
agreements  between  central  banks  via  the  Basle
Committee  are being  supplemented  by  direct
intergovernmental  agreements,  initiated  by  the
United  States,  to tighten  bank  regulations  on
record  keeping  and  client  identification  and  to
broaden  the  exchange  of  inrormation  between
government  agencies.

Involved  have  been  two  contrasting  dy-
namics.  Financial  market  liberalization  axid
"deregulatory  competition"  have  lieen  facilitat-
ing  the  ability  of  banks  and  financial  markets
to  evade  national  controls,  wliereas  t}ie  iri-
creased  susceptibility  of  the  liberated  financial
systems  to  cross-border  crises  and  their  in-
crcasing  use as vehicles  for  cross-border  illegal
activities,  have  been  impelling  tlie  deepening
and  internationalizing  of  controls.  The  Basle
Committee  has  had  a full  range  of  problems  to
deal  with  since  its first  Concordat,  issued  in
1975  in response  to the 1974  I-Ierstatt  crisis.42

In tightening  supcrvisory  standards,  the  subsc-
qrient  Concordats  and  supplctncntary  rcgu-
lations  have  drawn  additional  counti'ics  into  tlie
regulatory  networking.  So also  have  the  recent
United  Statcs-led  efforts  to prevent  the use or
international  banks  for  illegal  tnoriey
laundering.  The  task  Force  set up at tlie  rEco-
nornic  Summit  or  t}ie  Group  or  Scvcri  in July

1989 'lo assess tlic results or coolieration al-
ready  undertaken  in oi'der  to prevent  the  utili-
zation  of tlie  banking  systein  and  financial
institutions  faor tlie  purposc  of"  moriey
laundering,  and  to considcr  additional  prevcn-
tive  efforts  it'i  t}iis  field,  includirig  the adapta-
tion  or  the legal  and  regulatory  systems  so as
to enhance  multilateral  judicial  assistance",  iri-
cludes  three  xion-Baslc  Cornmittee  countries  -
none,  however,  a developing  countt'y.a"

Yet,  in all  t}iis  tliere  are missed  opportu-
nitics  ror  developirig  countries  to use t}iese  dc-
velopmcnts  to  gain  better  control  over  two
interrelated  problems  of  their  own  with  iriter-
national  banks:  their  iriadequate  "govcrnabil-
ity"  over  the  local  liranches  and  subsidiaries  or
large  rnultinational  banks,  and  t)ie ease with
which  these  local  affiliates  functior'i  as conduits
ror  capital  flig}it  and  other  evasionary  activities.
Both  problems  are rooted  in the  fact  that  t}ie
local  affiliates  are units  or large  complex  inter-
riational  intrafirm  rietworks  that  offer  many
chanriels  for  the  afTiliates  to elude  local  bank
regulations  and  controls.  This  gives  the  multi-
riational  banks  a comparative  advantage  over
the  smaller  domestic  developing  country  banks
in moving  clandestine  funds  internationally.

,Among  their  most  comtnon  strategems
has  been  to provide  firms  and  wealt}iy  xiationals
or  developing  countries  wit}'i  "private  banking"
facilitics  For moving  furids  out  or t}ie  country,
and  equally  con['idential  facilitics  for  erigaging
in various  typcs  of  "hack-to-liack"  loans.""  Iri
back-to-hack  loans,  the  borrower  uses his pri-
vatc  foreign  deposits  at  t}'ie  bank  to
collateralizc  a loan  of  cqriivalcnt  size issued  by
the local  liank  affiliate,  the  loan  interest  rate
beirig  a markup  on the deposit  interest  rate.
arhe loan  may  be in local  or foreign  currency
as the  borrower  wishes.  In  almost  all  cases  the

41 Belgium,  Canada,  France,  Germany,  Italy,  Japan,  Luxembourg,  Netlicrlands,  Sweden,  Switzer)and,  Unilcd  Kingdom
and United  States.

42 The  crisis involved  the failures  of  tlie I.D.  HerstatL  Bank  of Germany  and tJie Frank)in  National  Bank  of the Uni(ed
States.  The vector  of international  contagion  was the sizeable  interbank  deposits  of banks  with urisupei'vised
Eurocurrency  operations.  The iriterest-bearing  deposits were a more profitable  way of maintaining  liquidity  tlian
keeping  reserves with  the home  central  bank.  The Herstatt  crisis showed that they were also susceptilile  to panickly
withdrawals  by banks  during  crises.

43 UNCTAD,  Trade  and Development  Report,  1992,  United  Nations  publicalion,  Sales No.  E.92.II.D7,  p. 87. PartTwo,
annex  I, of this report  is an excellent  detailed  account  of the l!lasle Committee's  efforts,  on whicli  my lirier  sumtnary
draws  heavily.

44 For  a more  detailed  description,  see Karei'i  Lissakers,  Rrird<s, Borrowers  and the Es(ablishmrnt.'  A Revisionis(  Accounr
of the International  Debt Crisis (New  York:  Basic Books,  1991), chap. 6.
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borrower"s  objective  is  to  profit  by  evading
monetary  or  fiscal  laws  and  regulations.  If  lo-
cal  interest  rates  have  been  pushed  }iigher  by
the  authorities  to slow  inflation,  a back-to-back
loan  in  local  currency  gives  the  borrower  a
preferential  interest  rate.  The  juiciest  payoffs,
however,  have  come  from  using  foreign  cur-
rency  back-to-back  loans  for  exchange  rate
speculation  during  financial  crises.  In  the
Argentine  crisis  of  the  early  1980s,  for  example,
firms  with  foreign  debts  were  allotted  dollars
by  the  central  bank  for  debt  servicing  at a
preferential  exchange  rate.  This  created  a triple
payoff  to  the  borrower  from  back-to-back
loans  in  dollars.  Since  the  spread  between  the
loan's  interest  rate  and  the  crisis  rate  on peso
loans  had  widened  enormously,  back-to-back
dollar  borrowing  was  a relatively  cheap  way  to
obtain  pesos  as needed  by  reselling  dollars.  On
declaring  the  loans  to  the  central  bank,  the
borrower  also  established  a future  claim  for
dollars  at  a preferential  rate  to  service  that
loan,  most  of  which  he could  resell  at a con-
siderable  profit  in the  local  foreign  exchange
market,  since  most  of  the  service  was  in fact
covered  by the  interest  earned  on foreign  de-
posits  collateralizing  the  loan.  Finally,  the  full
interest  charge  on t}ie  back-to-back  loan  was
deductible  from  taxable  income  as a business
expense."s

I-Iowever,  the  recent  tightening  of
collaborative  supervision  is drastically  curtail-
ing  bank  secrecy.  In  the  United  States,  banks
under  section  4702  of  the  1988  ,Anti-Drug
Abuse  Act  are now  required  to ascertain  the
true  identity  of  clients  involved  in large  inter-
national  and  domestic  foinancial  transfers.
United  States  banks  must  also  now  keep  f'ive
years  of  records  arid identifying  documents.
Since  the  passage  of  the  Act,  the  United  States
has negotiated  a tentative  agreement  with  14
other  countries,  including  Switzerland,  to im-
pose  the  same  requirements  on  t}icir  banks.
Switzerland  has  recently  enacted  ir'ioney
laundering  legislation  under  which  the failure
of  a bank  to take  adequate  steps  to  identify
third-party  beneficiaries  or bank  intermediation
is a criminal  offense,  and  in the  spring  of  1991
abolished  numbered  bank  deposit  accounts.="

The  Basle  Committee  has supplemented
the  United  States'  efforts  by  endorsing  t}ie  fol-
lowing  statement  of  ethical  standards  for
banking  practice:47

Firstly,  baxiks  should  make  reasonable  efforts
to determine  the true identity  of customers
using  any of  their  services;  secondly,  banks
should  ensure  that  laws and  regulations  per-
taining  to financial  transactions  are adhered
to and high  ethical  standards  are observed,
withholding  their  services  in  the  case  of
transactions  believed  to l':ic linked  to money
laundering;  thirdly,  within  tlie  constraints  of
customer  confidentiality  banks  should  coop-
erate  fully  with  national  law  enforcement
agencies;  and, fourthly,  banks  should  adopt
policies  with  regard  to matters  covered  by  the
Basle Comrnittee"s  statement  which  are de-
signed  to ensure  that  staff  adhere  to the prin-
ciples  which  it contains.  Changes  in national
legislation  and regulation  required  for  the
practical  application  of these  principles  is

[sicl left to the Governments of tlie Basle
Committee"s  member  countries.48

In  response  to  the  BCCI  scandal,  the
Basle  Committee  in July,  1992  also  issued  the
following  set  of  recommendations  to  further
tighten  international  bank  supervision:""

(l)  The  home  country  banking  authority
should  have  the power  to prevent  banks
from  establishing  offshore  bankixig  offices
arid  affiliates  that  in t}ie  authority's  judge-
mcnt  are  likely  to undermine  the  effective-
ncss  or  prudential  supervision.

(2)  Thc  crcation  of  a cross-border  establish-
mcnt  should  require  the  prior  consent  or
both  the  host  country  and  the  home
country  supervisory  authorities.  Consent
s}iould  be  conditional  on  ari  agreement
between  the  two  aut}ioritics  to provide  ac-
ccss to all  information  required  by each  or
the  authorities  [aor effective  supervision.

(3)  arhc  }iost  country  aut}iority  should  be em-
powered  to impose  such  restrictive  meas-
ures  on  the  foreign  bank  afTiliate  as  it
deems  needed  to satisfy  its prudential  con-
cerns.  It  should  also  be obliged  to perform

45 Ibid.,  pp. 149-15L  The  foreign  banks  rejected  as outrageous  rite rcquest  ol" lhe nrst post-military  Treasury  Minister,
Bernardo  Grinspun,  for the names of back-to-back  borrowers,  since it asked them Co violate  their coniidenliality
pledge.  (Information  on this obtained  from  my intcrvicw  with Dr. Grinspun,  ,April  l99l.)

46 Lissakers,  op. cit., pli. 157-158.
47 Committee  on Banking  Regulations  aiid Supervisory  Practiccs,  Prtivr.ritiori  of Crirninal  Else of  the Banking  System for

the Purpose  of Money  Laundering  (Basle,  December  1988).
48 Trade  and Development  Report,  1992, op. cit., pp. 86-87.
49 Basle Committce  on Banking  Supervision,  "Minimum  staridards  f'or Ihc supervision  or intcrnaLiorial  banking  gi'oups

and their  cross-border  establishments"  (Basle, July 1992).  I'hc  summary  and evalualion  above  are based ori ,Aridrew
J. Corn[ord,  "A  note oi'i  the July 1992 statement  of' the Baslc Commiltcc  on banking  supervision"  (unpulilislied  inlcrna1
UNCTAf)  document).
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adequate  supervision  or  the  affiliate  on a
"stand  alone"  basis  if  necessat'y.

arhese offer  promising  opportunities  for
dcveloping  countries  to  strengthen  govern-
ability  over  international  bank  affiliates,  and  to
restrain  t}xeir  use  as  vehicles  for  clandcstinc
capital  flight  and  tax  evasion.  However,  they
require  developing  couritries  to  make  usc  of
these  opportunities  and  to begin  to participate
in shaping  the ongoing  collaborative  efforts  at
interriational  bank  supervision.  There  are am-
biguitics  in the  Basle  Conunittce"s  rccommen-
dations  concerning  the  scope  of  the  rubrics
"prudential"  and "money  laundering."  From
the  developing  country  perspective,  tliey  should
be broadened  to include  illicit  evasion  or  taxes
and  capital  controls,  and  the  Basle  Committee
recommendations  on  the  supervisioxi  or  new
cross-border  affiliates  s}iould  be  cxterided  to
cover  existing  cross-border  banking  affiliates.
Left  to themselves,  the  responses  of  the  indus-
trial  countries  to such  unsettled  issues  will  no
doubt  be shaped  by  their  own  governability  re-
quirements;  t}ie  developing  countries  oug}it  to
try  to  get the  responses  reshaped  to  accord
more  closely  with  their  governability  needs.so

Accordingly,  the  G-24  might  consider  in-
cluding  t}ie  following  proposals  in  its  future
commuruques.

(l)  Recommend  that  developing  countries
that  are  pressed  by  thc  major  industrial
countries  to  remove  restrictions  on  the
entry  of  rnultinational  bariks  s}iould  insist
that  all  such  entries  be conditional  on the
following:

(a)  tliat  each  petitioning  barik  forinally
contract  to  adhere  rait}ifully  to  t)ie
Basle  Comn'nttee's  Deccmbcr  1988  re-
comrnendations  on bank  ct}iics  iri  all
its  host  country  activities,  the  coritract
also  authorizing  t)iat

(i)  the  supervisory  authorities  of" the
host  developing  country  may  ap-
p)y  penalties,  including  closure,
for  contract  violations;

(ii)  the bank and/or  its home country
may  appeal  the  penalties  to the

World  Court,  but  must  accept  its
judgement  as final,  and  agree  not
to engage  in any  unilatcral  rctali-
ation  against  the  host  country
prior  to or alter  the  Court"s  rul-
lng.

(b)  In  accordance  with  t}ie  Basle  Com-
mittec's  July  1992  recommendations
on  t}ie  exchange  of  information  be-
tween  home  and  host  bank  supervi-
sory  authorities,  the  home  corintry
s}iall  agree  to  make  best  effort  re-
sponses  to all  requests  for  information
about  the  activities  of  the  multina-
tional  bank  from  tlie  host  developing
country's  supervisory  autbority  tliat
it deems  needed  for  adequate  super-
vision  or  the activities  of  the bank"s
local  affiliate.

(2)  The  G-24  should  urge  the  Basle  Commit-
tee  to  extend  its  1988 and  1992  recom-
mendations:

(a)  to cover  tax  fraud;

(b)  to cover  tlie  activities  of  existing  as
well  as  new  cross-border  operations
of  multinational  banks;

(c)  to expand  the Committee  to  include
representatives  of  regional  developing
country  supervisory  groups,  such  as
the  South-East  ,/!isia,  New  Zealand
arid ,/lustralia  group  and the  Com-
missiori  of  Supervisory  Authorities  of
Latin  America  and  the  Caribbean.

(3)  arhe Cy-24  should  urge  these  regional
groups  to  develop  coherent  group  posi-
tions  on how  to improve  their  metnbers"
govcrnability  or the cross-border  banking
afTiliates  they  host.  I")ie  purpose  is to:

(a)  cducatc  members  on  using  the  existing
iriternational  facilities  to  strcngt}ieri
goverriability;

(b)  iristruct  t)ieir  representatives  on  the
I)asle  Committee,  should  it  be  en-
larged  in accordance  with  t}ie  G-24's
proposal;

50 Nor  sl-iould the developing  countries  expect the industrial  couritries  to vigorously  enrorce the Basle Committee's  ex-
isLing recommendations  for Ihe developing  couriLries'  benefit  without  active prodding.  The relative  participation  or
offshore  centres in lhe financia)  ilows  of t)ie iridustrialized  countries  diminished  duririg  llie 1980s, presumably  renecling
both  Lhe more  rigorous  pruderitial  and fiscal controls  discussed in the tex( and increased  domestic  banking  dcregu-
lation  (sce, IMF,  Interna(iowl  Capilal  Markr(s,  September  1992, tables  5, .A13 and /(14).  There is, however,
anccdoLal  evidence  that the offshore  centres remairi  useful in the intcrmediation  o(' capital  flight  ninds  by United  States
and European  banks.  Miaini  banks  siill set up s)iell corporatioi'is  in some Cai'ibbean  offshore  nnancial  havcn to lielp
afnuen(  Latin  i'iinericaris  disguise Llic riwnersliip  of' their  deposits in tliosc  banks.  Ttie  main response of' llie banks to
the elhical  injunctions  arid supervisory  tightcning  seems to have been to minimize  the paper  trail;  they now  orally  direct
thcir  I.atin  customers  to Miami  law nrms l'or setting up the shell coinpanics  ratticr  thari perform  tlie service in-house.
United  Statcs auL)ioritcs  have becn proscribing  such activities  only wlicn  drug or oL)'ier criminal  money is involved.
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(c)  negotiate  with  the  Basle  Committee
on governability  matters  on behalf  of
their  members,  should  formal  mem-
bership  be rejected.

C. Using the exchange o,f tax information
agreements

Since  1988  the United  States  has been
promoting  bilateral  agreements  for  the  ex-
change  of  tax  information  with  various  Latin
,j'kmerican  and  Caribbean  countries.  The  ex-
plicit  objective,  as stated  in  the  United  States-
Peru  agreement  (included  in the  appendix  to
this  paper)  is as follows:

The  Government  of  the  Republic  of  Peru  and
the  Government  of the  United  States  of
America,  desiring  to assure  the accurate  de-
termination  and collection  of taxes,  to pre-
vent  tax  fraud,  and  to develop  better  sources
of information  for  tax matters,  and under-
standing  the need for mutual  collaboration
for  the purpose  of  penalizing  violations  of
public  and  social  norms  relating  to tax  eva-
sion,  have agreed  to provide  each other  as-
sistance  through  the  exchange  of  information,
as provided  in this  Agreement  for  the Ex-
change  of  Tax  Information.

'I"he  Agreement  covers  all taxes  due  the
respective  central  goverriments  by individuals,
businesses  and  other  "legal  persons"  domiciled
within  their  national  borders  and  offshore  pos-
sessions.  The  tax  enforcement  authorities  of
the  two  countries  are  obligated  to  fully  comply
with  each  other"s  requests  for  ixirormation con-
cerning  earnings  and  assets  owned  within  one
signatory  country's  liorders  t}iat  are subject  to
tax  by tlie  other  signatory.  Article  4 of  the
Agrecment  indicates  that  the  obligation  extends
well  beyond  providing  information  in thc  files.
It also  includes  performing  additional  searchcs
and  hcarings,  in  which  agents  of  the  requesting
government  may  participate.  Requests  For in-
formation  under  the ,Agreement  take  preced-
ence  over  prevailing  confidentiality  laws  and
practices  of  banks  and  other  ['iduciary  insti-
tutions  and  agents.  Indeed,  even  without  a
specific  request,  the  tax  enforcement  aut}iority
of  each  country  is enjoined  to be, in effect,  a
wliistle  blower,  i.e. to Forward  any  information
"which  has  come  to its attention  which  is likely
to be relevant  to ... t}ie  determination,  assess-

ment,  and  collection  of  tax,  the  recovery  and
enforcement  of  tax  claitns,  as well  as the  inves-
tigation  or  prosecution  of  tax  crimes  or crimes
involving  the  contravention  of  tax  adrninis-
tration"  in  the  partner  country.

The  United  States  may  have  been  push-
ing  these  bilateral  agreements  primarily  as an
adjunct  to its anti-drug  trade  efforts.  But  ror a
developing  country  signatory  concerned  to  curb
tax  evasion  through  capital  flight,  the  recipro-
cal and  comprehensive  language  of  the  agree-
ment  usefully  supplements  the  opportunities
created  by the improvements  in international
bank  supervision  in at least  three  ways.  It  en-
gages  the  help  of  Foreign  tax  agencies  which  can
supply  inrormation  on  income  and  assets
squirreled  away  with  the connivance  of  other
institutions  than  banks.  Security  houses  and
international  law  firms,  as well  as banks  with
operations  in the  signatory  developing  country
that  have  also  been  active  in  setting  up  offshore
shell  companies  and  trusts  for  clients  rrom  tliat
country  may  be deterred  fi'om  continuing  that
activity  by the  increased  risk  of  exposure  and
penalty."'  The  developing  country  negotiating
such  an agreement  could  insist  that  it also  en-
join  t}ie  signatory  governments  from  issuing
securities,  such  as  bearer  bonds,  that  invite
capital  flight  for  the purpose  of  tax  evasion.
Accordingly,  the  G-24  should  consider  includ-
ing  the  following  in its future  communiques:

(1)  The  current  developing  country  signatories
should  strengthen  their  existing  Jaws  on
the  taxing  of  foreign  assets  as required  in
order  to make  full  use of  the  opportunities
to  collect  such  taxes  provided  by  the
Agreement.

(2)  The  ,Agreements  should  be  amended  to
specif"ically  enjoin  the  signatory  govern-
ments  from  issuing  bearer  bonds  or ot}ier
instrumcnts  that  facilitate  tax  evasion.

(3)  Other  developing  countries  within  tlie
United  States  orbit  should  seek sitnilar
agreements  with  the  United  States,
strengthening  their  tax  laws  appropriately
to maximize  fiscal  benefits.

(4)  The  G-24  should  also  propose  a conven-
tion  to rmiltilatcralize  the  tax  agreements,
witli  convention  signatories  - industrial
arid  developitig  country  - agreeing  to ne-
gotiate  a standardizgd  agreement  with  orie
ariother.

51 This  point  is especially  emp)iasized  in a legal evaluation  or a similar  /\greement  to exchange  tax in('ormation  between
tlie United  States and Mexico.  See Michacl  Karlin  and Paula Bregcr,  "The  u.s. and Mexico  agree to exchange  tax
inf'orination",  Internarional  Financial  J-aw Revieui, !'vlarch 1')90.



63

D.  Concluding  observations  on  the  purpose

and acceptability  of  the proposals

These  proposals  are  not  meant  to  be
substitutes  for  serious  fiscal  and  monctary  sta-
bilization  efforts.  Rather,  they  are  intended  to
provide  the  conditions  needed  to  make  such
stabilization  efforts  succeed.  They  accord  with
article  VI,  section  3, of  the  IMF  Articles  of
Agreement,  which  states  that  "Members  may
exercise  such  controls  as are  necessary  to regu-
late  international  capital  movcments"  providcd
the  measures  used  do  not  conflict  with  the
member's  commitment  to  article  VIII,  which
requires  the  member  to  maixitain  currency
convertibility  for  current  transactions.  T"}icy
are  also  in accord  with  the  premonitions  of  the
Bretton  Woods  designers  of the  Articles  or
Agreement,  arising  from  their  interpretation  of
the  turbulent  interwar  experience,  that  uncon-
trolled  capital  flows  would  undermine  their  pri-
mary  objective:  a stable,  liberal  post-war
trading  world.  In  this  they  appear  to have  been
right.

The  collaboration  of  the  major  industrial
powers,  notably  the  United  States,  is crucial  to
most  of  the  proposals.  Is that  at all likely?
Mutual  benefits  are  to be obtained  by  both  in-
dustrial  countries  and  developing  countries
from  most  of  the  proposals,  but  probably  not
enough  to gain  acceptance  from  the  industrial
countries,  were  they  to  respoxid  according  to
the  parochial  self-interest  that  was  ideologically
acceptable  in the  Reagan-Thatcher  era.  Per-
l'iaps  yes,  if  they  take  a broader  view  or  their
self-interest  so as to  include  mutual  longer-term
benefits  from  neighbourliness.  The  following
recollection  of the  contrasting  responses  to
capital  flight  during  the  Marshall  Plan  and
Reagan-Thatcher  eras  provides  some  hoperul
evidence  that  this  is possible.52

European  capital  flight  during  the  1940s
was  almost  entirely  to  t}ie  United  States,  as was
Latin  Amcrican  capital  flig}it  in the  1980s.  aI"}ie
ideological  reaction  to and  treatment  of  fliglit
capital  was,  however,  quite  different.  In the
debates  over  the  Marshall  Plan  hostility  was
directed  at the  owners  of  t}ie  assets,  capsulized
in the  assertion  by Republican  Senator  Hem'y

Cabot  Lodge  that  "in  a lot  or  t}iesc  countries  it
is  a well-known  fact  t}iat  there  is  a small,
bloated,  selfish  class  of  people  whose  assets
have  been  spread  all over  t}ic  place  and  t}iat
that  is a very  bad  thing  for  the  morale  of  those
countries  and  it is a bad  thing  for  the  morale
over  here."  in  the  so-called  "Washington  Con-
sensus"  of  the 1980s,  by contrast,  the  "class  of
people  wit}i  assets"  were  merely  blameless  vic-
tims  of  the  bad  policies  or  their  governmcnts.

T"he Marshall  Plan  included  a clause  re-
quiring  any  government  receiving  aid  to locate
and  put  to appropriate  use t}ie  foreign  assets
of  its citizens;  it was  a compromise  clause  that
followed  a prolonged,  }ieated  debate,  in which
Wall  Street,  opcrating  through  the l"reasui'y,
barely  managed  to  stave  off  proposals  to
forccably  rcpatriate  the  European  asscts.  One
of  the  more  moderate  proposals  came  from  tlie
World  Bank.  It called  for  the forceablc  ex-
change  of  European  flight  capital  for  World
Bank  bonds,  to be used  to finaxice  European
reconstruction.  This  appealed  to  Herbert
I4oover,  who  testified  that  "if  there  is a protest
that  taking  over  these  privately  held  resources
is a hardship  to the  owners,  it may  be pointed
out  that  the  alternative  is a far  greater  hardship
for  the  ,American  taxpayer."  T}ie  Chairman  of
the  Federal  Reservc  System  also  argucd  in
favour  of forced  repatriation  or the  assets,
stating  that  "the  question  was  whether  this
government  was going  to  protect  the private
rights  or  foreign  citizcns  as against  tlie  efforts
or  their  governrnents  to survive."  In  the 1980s,
by  contrast,  the  United  States  Goverr'iment
sought  to induce  more  capital  Flight  by aliol-
ishing  in  1984  the  withholding  tax  on interest
incomc  from  United  States  deposits  and  securi-
ties  }ield  by foreigners  and  by issuing  in 1985,
{Jnited  Statcs  Treasury  bearer  bonds,  a historic
first  For t}ic  aI"rcasury.

T}ie  moral  rormdations  of  capitalism  have
thus  supported  varying  views  on  equity  and  the
scope  or  the  public  interest  with  regard  to cap-
ital  fliglit.  With  the Rcagan-Thatcher  era per-
haps  fading  out,  equity  considerations  and a
broader  view  of the  public  interest  may  be
corning  back  again.  al"he ideological  winds  may
be  turning  favourable  for  launching  thc  sug-
gested  proposals  in the  next  G-24  communiqri6.

52 Tlie  aut)ior  summarizes  here  Eric  Hellcincr's  excellent  paper,  "Capital  flight  and  the receiving  country:  contrasting
US policy  in ffic  Marshall  Plan  and  t)-ic 1980s  debt  crisis",  presented  at the  Annual  Mcetii-ig  of  the  Canadian  Political
Science  ,Associatiori,  31 May  - 2 June  1992.
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Table  A-1

MONTHLY  NOMINAL  EXCHANGE  RATE  AND  PRICE  LEVEL  VOLATILITY
OF  SELECTED  DEVELOPING  COUNTRIES  AND  INDUSTRIALIZED  COUNTRIES

1973-1990

Average  absolute
exchange  rate  change

Coefficient
of  variation

Average  CPI  change/
exchange  rate  change

1973-1980  1981-1990  1973-1980  7981-1990  1973-1980  1981-1990

Africa
Nigeria
Cite  d'lvoire
Kenya
Zambia

Sample  average

Asia
India
Indonesia
Korea,  Republic  of
Philippines

Sample  average

Latin  America
Argentina
Brazil
Chile  a
Mexico

Sample  average

Industrial  countries
Germany
Japan

(Percentages)

0.64
:.rg
o.go
1.13

122

8.00
2.94
7.22

140

4.89

2.47
2 07

20.53
15.53

2.10
4.50

11.84

2.71
2 74

(Ratios)

0 80
g.os
3.72
0.62

2.83
"i .ag
1.71
<.gt

2.71

3.53
0.79
1 .30
2 92

(Ratios)

3.C11
0.92
I .31
i.07

1.58

313

0.17
0 45

Source:  For developing  countries:  computed  from  data  in IMF, fnternational  Financial  Statistics  (various  issues).
For industrial  countries:  IMF, Policy  Issues  in the  Evolving  International  Monetary  System,  Occasional  Paper
No. 96 (Washington,  o.c., 1992),  table  9.

a 1974-1980.
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Tab/e  A-2

ANNUAL  VOLATILITY  OF REAL  EXCHANGE  RATES  OF LATIN  AMERICAN,

CARIBBEAN  AND  KEY  CURRENCY  COUNTRIES  DURING  1980-1991  8

(1980  =  100)

1. Latin  America  and
the  Caribbean
Argentina
Bolivia
Brazil
Chile
Colombia
Costa  Rica
Dominican  Republic
Ecuador
EI Salvador
Guatemala
Guyana
Honduras
Jamaica
Mexico
Panama
Paraguay
Peru
Trinidad  and  Tobago
Uruguay
Venezuela

Regional  average

II.  Key  currency  countries
Germany
Japan
United  States

Key  country  average

High  year

317.3
155.2
i47.8
193.B
195.8
176.3
193.7
236.6
100.0
170.5
226.8
145.2
169.5
157.5
135.1
196.3
106.0
100.6
164.9
215.3

175.2

106.4
125.0
142.9

124.8

Low  year

100.0
33.8
ga.s
82.3
84!J

100.0
95.7
87.9
62.g
83.8
65.1
80.2
90.7
84.2
91 .7
81.5
28.8
59.0
80. 2
81. 6

78.4

76 9
75.8
71.4

74.7

1991

72.6
50.1
15.4
87.6
89.5
76.3
40.6

212.0
67.5

145.6
226.8
145.2
169.5
109.9
135.1
169.8

28.8
99.8

144.0
201 .8

149.4

zs.g
87.0

137.0

100.3

High  year/low
year  ratio

2.23

1 .67

Source: Inter-American Development  Bank,  Economic  and Social  Progress  in  Latin  America,  7992  Report

(Washington, D.C.: Johns  Hopkins  University  Press,  October  1992),  table  3; and IMF, Policy  Issues  in the

Evofving  International  Monetary  System,  op. cit., chart  4.
a Foreign  currency/domestic  currency  ratios.
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Table  A-3

CAPIT  AL  FLIGHT,  EXTERNAL  PRIV  ATE  CLAIMS  AND  FOREIGN  DEBT  OF
HIGHLY  INDEBTED  DEVELOPING  COUNTRIES  8

(Billions  of  dollars)

Capital
flight  b

Foreign
debt

Capital
flight

to debt

Private
external
claims  c

Capital
flight

to claims

Private
claims
to debt

(7) (2) (1)1(2) (3) m/(3) (3)/(2)

1978 47.30 113.70 0.42 71.62 0.66 0.63

qgzg 64.14 141.76 0.45 92.17 0.70 0.65

1980 75.41 <zg.os 0.42 119.41 0.63 0.67

"rgsr 85.16 224.26 0.38 134.16 0.63 0.60

1982 99.95 261  .30 0.38 142.57 0.70 0.55

1983 123.77 285.70 0.43 164.13 0.75 0.57

1984 136  43 301  .05 0.45 182.52 0.75 0.57

1985 147.54 311.60 0.47 qgg.zo 0.74 0.61

1986 152.67 326.39 0.47 210.30 0.73 0.64

1987 180.62 349.75 0.52 233.73 0.77 0.67

1988 184.01 300.43 0.51 pag.*4 0.77 0.66

Source:  Liliana  Rojas-Suarez,  "Risk  and  capital  flight  in developing  countries",  table  1, in IMF,  Determinants  and
Systemic  Consequences  of  International  Capital  Flows,  Occasional  Paper  No. 77 (Washington,  o.c., March
1991).

a Argentina,  Bolivia,  Chile,  Colombia,  Ecuador,  Gabon,  Jamaica,  Mexico,  Nigeria,  Peru,  Philippines,  Venezuela
and  Yugoslavia.

b Net  unrecorded  stock  of capital  outflows  less  the  unrecorded  stock  of capital  inflows.  Recorded  stock  of
c apital  flows  estimated  by capitalizing  the  private  foreign  income  and debt  servicing  reported  in  the
country's  balance  of  payments  accounts.

c External  claims  are  the  sutn  of  net  recorded  foreign  claims,  other  tlian  foreign  investment,  of  nationals  plus
an estimate  of  their  net  stock  of  unrecorded  foreign  claims.
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Table  A-4

MEDIUM.  AND  LONG-TERM  INTERNATIONAL  CAPITAL  MARKET  CREDITS,
1984-1991

1984 1985 1986 1987 1988 1989 1990 1991

I. $ billion

All  credits  a
To developing
countries  a
To ex-Soviet  bloc
countries

184.2

21.2

2.6

246.6

17.2

3.9

308.8

i5.4

2.8

294.0

to.r

3.2

364.0

12.4

a.g

385.2

17.8

4.2

358.4

22.8

,i.g

417.0

34.8

1.6

11. Per  cent  distribution
of all  credits

A.  By  type

Bonds
Syndicated  bank
credits  a
Underwritten
facilities  b

59.4

:<.g

15.7

68.0

i4.6

17.4

73.5

17.0

9.5

60.6

27.g

11.5

62.4

33.0

4.6

66.4

31.4

2.2

64.1

33.g

2.0

71 .4

27.1

1.5

B. By  region

To developing
countries
To  ex-Soviet  bloc
countries
To advanced
econOmleS

115

1.4

87.1

7.0

1 .6

91.4

5.0

0.9

94.1

3.4

1.1

gs.s

3.2

1.1

95.7

4.2

1.1

94.7

6.1

1.4

92.5

8.3

0.4

91 .3

Memo  item
"Concerted"  bank
loans  c ($ billion) 11.1 7.1 9.5 5.1 3.0 0.1

Source:  UNCTAD,  Trade  and  Development  Report,  FJ92, United  Nations  publication,  Sales  No. E.92.11.D.7, table  9.
a Excluding  "concerted"  bank  loans.
b Multiple-coinponent  facilities,  note issuance  facilities  and other  international  facilities  underwritten  by

banks,  but  excluding  merger-related  stand-bys.
c New  bank  credits  extended  in the  context  of debt  restructuring  agreements.
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Tab/e  A-5

INTERNATIONAL  CAPITAL  MARKET  FLOWS  TO  DEVELOPING  REGIONS
1985-1991

(Millions  of  dollars)

Africa  a
Bonds
Money  market
Bank  credit

Total

As/a
Bonds
Money  market
Bank  credit

Total

Europe  b
Bonds
Money  market
Bank  credit

Total

Middle  East  c
Bonds
Money  market
Bank  credit

Total

Western  hemisphere  d
Bonds
Money  market
Bank  credit

Total

A//  developing  regions  d
Bonds
Money  market
Bank  credit

Total

1985

520
n.d.

1 ,500

2 ,020

6 ,005
n.d.

7 ,500

13,505

510
n.d.

6,400

s,gto

60
n.d.
300

360

169
n.d.

2,400

:,ssg

7,311
n.d.

19,200

26,511

1986

126
n.d.

1 ,800

1 !)26

2,915
n.d.

8,200

11115

457
n.d.

x,goo
5,357

o
n.d.
100

100

712
n.d.

8 ,500

9 ,212

4,210
n.d.

24,800

29,010

1987

49
n.d.
700

749

2,411
n.d.

8,500

*o,gi"i

866
n.d.

5 ,600

6 ,466

o
n.d.
300

300

350
n.d.

2 ,700

3 ,050

3,7"l1
n.d.

17,900

21,611

1988

433
n.d.
600

1033

2,631
n.d.

7,800

10,431

2,438
n.d.

4,800

7,238

o
n.d.
200

200

877
n.d.

6,400

1277

6,3gg
n.d.

20,000

26,399

1989

159
o

500

659

2,218
935

8,900

12,053

3 ,434
100

4100

7,634

o
o

700

700

o
3!36

4 ,600

4,996

5,811

1831
19,500

27,142

1990

o
o

600

600

3,113
2,295

12,000

17,408

2,343
o

4,900

7,243

o
o

100

100

1154
o

3 ,000

4 ,154

6,610
3,165

20,500

30,275

199?

o
o

400

400

3,555
605

13,400

17,560

2,156
100

1700

3,956

o
o
o

o

4,648
1 ,550
2 ,500

8,6')8

*o,sgs
2,755

18,000

31,451

Source:  IMF,  International  Capital  Markets:  Developments,  Prospects  and  Poficy  Issues  (Washington,  [:i.c.,
September  1992),  tables  A23,  A24 and A25.

a Excluding  South  Africa.
b Including  the  former  USSR  and  other  Eastern  bloc  countries.
c Excluding  Israel  and oil-exporting  Gulf  States.
d Excluding  offshore  bank  centres.
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Table  A-6

AVERAGE  TERMS  OF  RECENT  INTERNATIONAL  BOND  ISSUES  OF  SELECTED
DEVELOPING  COUNTRIES

1989 yggo 7gg7  a

Amount

$m
Per

cent
Maturity

years
Amount

$m

Per
cent

Maturity
years

Amount

$m

Per
cent

Maturity
years

I. New  entrants

Argentina
Private  (U)
Public  (U)

Brazil
Public  (U)

Chile
Public  (U)

Mexico
Secured  b
Public  (Ll)
Private  (U)

Venezuela
Secured  c
Public  (U)
Private  (U)

385
100
150

263

21

1.7  5.0  1:')7
8.2(E)  5.0  905
8.0(E)  2.0  182

7.0
60

130
75

7.3 5.0 15
300

925

200

3.0  4.4  570
3.8(E)  4.9  1170
6.1(E)  3.6  720

150

5.2(E)

2.1

2.4

3.8

5.0

II.  Earlier  entrants

Algeria
Public  (U)  200

Bulgaria
Public  (U)  130

Czechoslovakia
Public  (Ll)

Hungary
Public  (U)  600

gndia
Public  (U)  460

1.5

1.6

1.1

1.0

5.0

7.0

8.4

7.1

100

470

810

290

1.0

1 .0

1.4

1 .3

5.0

5.0

6.0

7.0

670

240

2.3

1 .4

6.0

5.0

Turke7
Public(U)  1235  1.9  8.4 615 1.7  6.2 230  2.4 5.0
Private  (U) 20 1.6  4.0  -- -- --  -- -- --

Source:  Alessandro  Leipold  et  al.,  Private  Market  Firiancing  for  Developrng  Countries  (Washington,  D.C.:
International  Monetary  Fund,  December  1991),  tables  8 and  A-17.

Note:  Amount  =  bond  issues  in millions  of  dollars.  Per cent  =  the  per  cent  yield  premium  over  the prevailing
yield  on industrialized  country  bonds  of  the  same  currency  denomination  and  maturity.  Maturity  = maturity
of  bonds  in years.  Secured  =  bond  issues  formally  collateralized  by external  assets.  U =  bond  issues
not  formally  collateralized  by external  assets.  E =  enhanced  bonds;  when  halfor  more  of  the  bonds  in the
group  are  enhanced  with  various  options  to reduce  lenders"  risk.

a January-September.
b Average  of public  and  private  bond  issues.
c Private  bond  issue.



Table  A-7

CREDIT  RATING  BY  MOODY'S  INVESTORS  SERVICE  OF  SELECTED
DEVELOPING  COUNTRY  BORROWERS,  1991

Investment  grade

Republic  of  Korea

Thailand

A1

42

Malaysia

China

43

Baal

Below  investment  grade

Hungary

Venezuela

Ba1

Ba1

India

Brazil

Ba2

B2

Mexico Ba2 Argentina B3

Source:  Leipold  et al.,  op.  cit.,  table  9.

Note:  'Only  investment  grade  bonds  are  eligible  for  the  portfolios  of  pension  funds  and  other  fiduciary  institutions.
Baa  is Moody's  lowest  investment  grade  rating.

alndia's  rating  was  downgraded  from  42  to Baa1 in October  1990  and  Ba2 in June  1991.

aHungary's  rating  was  downgraded  from  Baa2  to Bal  in July  1990.

aVenezuela's  rating  was  upgraded  from  Ba3  to Ba1 in July  1991.



SELECTED  INTERNATIONAL  POLICY  ISSUES  ON  PRIVATE
MARKET  FINANCING  FOR  DEVELOPING  COUNTRIES

Edmar  L. Bacha

Executive  Summary

/. After a decade of  stagnation, a sinall but important grorip of  middle income deve(oping coun-
tries, mostly in Latin America, has witnessed a remarkalyle turnaround in access to private finance, led
by a dramatic increase in gross portfolio irrvestment flows, almost trebling to $21 billion in 1991, com-
pared to 1989. For 1992 the projected figure was around $27 billion. The boom in private capita/ inflows
has given rise to new considerations of macroeconomic and financial  management for economic policy-
makers in the developing countries. The first question is how best to manage the macroeconomic effects
of large capital inflows manifested in terms of real exchange rate appreciation and the monetary imp7i-
cations of substantial reserves accumulation. The second concern is how to hedge against the dislocation
that could follow changes in external financial  conditions and asudden withdrawal  of  the flows. Beyond
such concerns, for  the developing countries as a grorip, it is important to design international economic
policies which might help render these new capital inflows more sustainable or less speculatfie as well as
reaching a larger group of  recipient countries.

2.  Action  by the international  community  is particularly  needed  nrm  that,  under  a new  adminis-

tralion, the United States of  America appear to be on the path to a recosiery'which should improve its
domestic  investment  prospects  but increase  short-term  interest  rates,  thus tending  to attract  developing

countries' "flight  capitar' back to llieir off-shore bases.

3. The recommendations in this paper for  international action to strengthen and make sustainable
the international capital flows to developing countries are divided into four groups, addressing respec-
t#ely: the multilateral  decision-making process, the iridustrialized countries, the international  financial
institutions, and the problems of small and low-incoine developing countries without access to prtvate
capital  markets.

Multilatei-al  decision-making. (a) The Group of  Seven is the centrepiece of  multilateral  economic
policy-making. lire  time is ripe to include a developing country delegate in Group of  Seven deliberations.
Ihisstep  would considerably h(!7/) in iinplementing rertain policy actions discussed below. (b) Foreign
direct imiestment (FDI)  is one of the most interesting forms of external private financing  for  developing
countries.' the establisliment of a multilateral  FDI  facility,  official  debt relief, and opening th(? industria7
comrtry markets to imports froin the developing and lransforming economies would signiftcantly affect
the climate for  direct investinent inflows to these counti'ies.  (r) Il?C' Paris Club is a cuinbersome institu-
tional mechanism for rcstructuring official debt contracts: an official delit agency linked to the Bretton
Woods institutions could replace it at a profit to both drveloping and industrialized countries. (d) The
massive amounts and high volatility ofshorl  term capital flowssometiines poses insurmountable difficul-
ties to economic licdicy makers of industrialized and developing countr-ies alike: serious consideration
should be given to the imposition of transaction taxes on trades in s/inrt-termsecurities, as a possible
remedy for theflows of  hot moni,v.

Industrialized  countvy domestic policies. (a) One ineans ofincreasing the external resources that
could be made avai(able to developing countries would be to increase the level of  public sector savings in
the industrialized countries. (b) It would be important to act on measures both to reduce fiscal  deficits
and to expand the access of developing countries to the domestic financial  markets in tlie industrialized
countries. Among the regulatory changes needed to achieve the latter objective would be: graduation from
loan loss regulatory pr-ovisioning r'egimes; determination of  appropriate risk-weights for  computing banks'
adherence to regulatory capital adequacy requirements; and flexibility  in the use of cut-off  credit rating
standards and other regulatoty restrictions for mobilizingfunds  on industrialized country securities
markets.

International  financial  institutions.  Recomiwndalions  for  new actions by international  financial
institutions include: (a) establishment of a currency convertibility facility  jointly sponsored by tlie
International  Monetary Fund and the j3ank for  [nternationalSettlements,' (b) a facility  to prosiide new
debt enhancement through collateralizatinn and otlicr  financial  techniqxies; (c) measures to iinpi-ove  the
quality of developing countries' risk assessincrit by infer-natirmal financial  markets; and (d) technical as-
sistarice (o developing countries on financial  enginrering and doineslic financial  market refoi-m.
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Sma//  and  low  income  countries.  Most  developing  countries,  whether  because  they are too small
or too poor or both, cannot realistically expect to benefit from long-term pr#ate capital infltms. The
external  financing problem of  these countries includes a major debt overhang and can only be dealt with
on the basis of  substantially increased official  flows.

This  paper  surveys  selected  international
policy  measures  which  might  contribute  to the
sustainability  of  recent  capital  inflows  to some
middle-income  developing  countries.  The  pol-
icy  recommendations  are  divided  into  four
groups,  addressing  respectively  the  multilateral

decision-making  process,  the  industrial  coun-

tries,  international  financial  institutions,  and
the  problems  of  the  small  and  low-income  de-
veloping  countries  without  access  to  private
capital  flows.

Introduction

After  a decade  of  stagnation,  a small  but
important  group  of  middle  income  developing
countries,  mostly  in Latin  America,  has wit-
nessed  a remarkable  turnaround  in access  to
private  finance.  This  was  led  by  a dramatic  in-
crease  in gross  portfolio  investment  flows,  al-
most  trebling  to $21 billion  in 1991,  compared
to  1989;  the  figure  projected  for  1992  was
around  $27  billion.  By aggregate  volume  port-
folio  flows  now  exceed  net  flows  of  official  fi-
nance  for  middle-income  countries,  reflecting
the  growing  dominance  of  the  private  sector  in
international  finance.  A s}iarp  increase  in for-
eign  direct  investment  (FDI)  has  also  been  ob-
served,  to a projected  $38 billion  in 1992  on  a
net  basis  (from  $24 billion  in 1990),  thus  ex-
tending  its  strong  upward  movement  since  the
mid-1980s.l

The  boom  in private  capital  inflows  has
raised  new  issues  for  economic  policy-makers
in the  developing  countries  concerning  macro-
economic  financial  management.  The  f'irst
question  is how  best  to manage  the  macroeco-
nomic  effects  of  large  capital  inflows  manifested
in  terms  of  real  exc}iange  rate  appreciation  or
the monetary  implications  of  substantial  re-
serves  accumulation.  The  second  concern  is
how  to  hedge  against  the  dislocation  that  could
follow  changes  in external  financial  conditions
and  a sudden  withdrawal  of  these  flows.2

Beyond  such  concerns,  for  the  developing
countries  as a group,  it will  be important  to

design  policies,  at both  the  domestic  and  inter-
national  levels,  which  would  contribute  to
make  these  new  capital  inflows  more
sustainable,  less speculative  as well  as reaching
a larger  group  of  recipient  countries.

There  is a tendency  in the Washington
community,  as reflected  for  example  in recent
IMF  official  reports,  to assume,  first,  that  "the
causes  of  the  inflows  to  Latin  America  and
Asia  are largely  domestic  and  reflect  develop-
ment  in the  economies  of  these  regions;-'  and
secondly,  that  the  key  to sustained  inflows  is
"to  persevere  with  domestic  market  reforms  to
increase  the  attractiveness  of  developirig  coun-
try  securities  to foreign  investors.""  Contrario
serisu,  Calvo,  Leiderman  and  Reinhard  (1992a)
point  out  that,  while  domestic  reforms  are
necessary  to  encourage  capital  inflows,  they
can  only  partially  explain  Latin  ,America's
forceful  re-entry  in  international  capital
markets.  For  instance,  domestic  reforms  alotie
do not  explain  why  sribstantial  capital  inflows
arc  occurring  in  countries  t}iat  have  not
undertaken  substantial  reforms  - such  as Brazil
- nor  why  they  occurred  only  recently  in
countries  where  reforms  had  been  introduced
lorig  before  1990  - such  as in Chile.  Calvo  et
al. then  proceed  to a careful  statistical  analysis
to  substantiate  their  guarded  conclusion  that
"some  or  the  renewal  of  capital  inflows  to Latin
,!kmerica  is  due  to  external  factors,  like
recession  in  the  United  States  and  lower
international  interest  rates  ...  From  a historical

1 For  detailed  information  on the riew capital  flows to developing  countries,  see World  Bank  (1992).  For tlie case of
Latin  America,  see El-Erian  (1992)  and Grifnth-Joncs,  Marr  and Rodriguez  (1992).

2 0n  these topics,  see Akyiiz  (1993),  Bacha (1993),  Calvo,  Leiderman  and Reiti)tart  (1992a),  Coilyns  et at. (1992),
El-Erian  (1992),  Fry  (1992),  Fisc+ier and Reisen (1992),  Griffilh-Jones  and Culpeper  (1992),  Griffith-Jones,  Marr  and
Rodriguez  (1992),  Jaspersen  (19')2),  Mathieson  and Rojas-Suarez  (1992)  and Szymczak  (1992).

3 Cf. IMF  (1992,  p. 37).
4 Cf. Collyns  et at. (1992, p. 32).
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perspective  then,  the  present  episode  may  well  multilateral  forums,  the  industrialized  coun-
be an additional  case of  financial  shocks in the  tries,  and  the  international  firiancial  insti-
Center tba[ affeC[ tbe Periphery.s tutions.  ar}ie  next  section  surveys  selected

Susktainability  ofcapital  inflows  will  thus  international policy measures which miglit
depend  not  only  on  the  courtiLe  of  domes.tic  contribute to sustaining the capital inflows to
policies  in  developing  countries  but  also  on  dcvelopmg  COunffieS. The final section ti.um-
international  economic  policies,  as adopted  by  mar!zes tbe recornmendations.

I.  International  policy  actions

This  survey  of  recommendations  for
international  policy  actions  designed  to
strengthen  the  inflow  of  foreign  capital  to the
developing  countries  is divided  into  four  parts.
The  first  comprises  decisions  concerning  the
multilateral  economic  policy-making  tnachin-
ery.  The  second  deals  with  the  economic
policy-making  process  in industrialized  coun-
tries.  The  third  addresses  the actions  of  the
international  financial  institutions.  The  fourth
treats  the  cases  of  the  small  developing  coun-
tries  and  the low  income  countries  which  re-
main  without  access  to international  financial
markets.

A.  Multilateral  econornic  policy-tnaking

Recommendations  under  this  rubric  in-
clude  decisions  related  to developing  countries"
representation  in the  Group  of  Seven,  a multi-
lateral  foreign  direct  investment  facility,  an
international  official  debt  restructuring  agency,
and  an international  tax  on short-term  capital
flows.

1.  Developing  country  representation  in the

Group of  Seven

The  Group  of  seven  is the  most  impor-
tant  focus  of  international  macroeconomic
policy  coordination  in the  world,  but  macroe-
conomic  policy  issues  of  direct  interest  to de-
velopixig  countries  are  only  marginally  taken
into  account  in this  forum.  Moreover,  t}ie  in-
creased  trade  and  financial  openness  of  dcvel-
oping  countries  are  transforming  many  or  thern
(the  larger  countries,  as a matter  of  fact,  as well
as the  smaller  ones  to the  extent  that  they  join

regional  groupings)  into  relevant  players  iri the
international  economic  arena.  It may  be the
right  time  to pressure  the  industrialized  coun-
tries  to  include  developing  country  represen-
tation  in (5roup  of  Severi  international  policy
coordination.  This  would  in particular  facilitate
the consideration  and implementation  of  t}ie
recommendations  which  follow.

2. A4ultilateralforeign  direct investinent
facility

In the  context  of  the  Enterprises  for  the
,/'kmericas  Initiative,  t}ie  Inter-American  Devel-
opmcnt  Bank  recently  cstablis}ied  two  Facilities
- thc  Investment  Sector  Loan  Program  ai'id  the
Multilateral  Investrnent  Fund  - respectively
designed  to provide  adjustment  loans  to coun-

tries committed  to rcmoving  imliediments  to
investment  and  fostering  open  investment  re-
gitnes,  and  to facilitate  the  adoption  of  coin-
prchensivc  invcstmcnt  reforms.  The  Europcan
Cornmunity  }iad  launched  in September  R88
the  Investment  Partners  Facility,  designed  to
enable  participating  developing  countries  to re-
alizc  t}ie  potential  of  foreign  direct  investment
(FI])  in their  developrnent  process.

In view  of  the  importance  or  FDI  as a
source  or  sustainable  externally  financed
growth  in tlie  developing  countries,  and  of" the
relative  success  already  attained  by  the  merito-
rious  but  limited  efforts  of  the Inter-American
Development  Bank  and the  European  Corn-
munity,  the  UN  proposed  in  a 1992  report
(United  Nations,  1992,  pp. 287-291)  the  estab-
lishment  or a multilateral  FDI  facility  with  a
view  to assessing  loans  to developing  countries
to prornote  development  through  FI].  Suc)i  a
facility  would  comprise  a capital  irivestment
fund  arid  a rurid  through  which  otl'ier  activities

5 Cf. Calvo,  Leiderman  and Reinhart  (1992, pp. 1-2).
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would  be  financed.  The  capital  investment
fund  would  provide  credit  to developing  coun-
tries  for  the  establishment  of  export  processing
zones,  science  parks,  service  parks  and  similar
facilities  that  help  attract  FDI  to  a country.
Finance  For other  activities  would  cover  tech-
nical  assistance,  information  activities,  tlie
preparation  of  country  assessment  studies  and
the  establishment  of  contacts  betwcen  potential
foreign  investors  and  host  country  firms.  A
special  window  of  the  facility  could  deal  with
promotion  of  outward  FDI  by  aIaNCs  from  de-
veloping  countries.

Other  international  measures  dcsigried  to
facilitate  the  inflow  of  foreign  direct  investment
into  developing  countries  would  be as follows:

(a) Official debt relief. }-Ieavily indebted low
and  tniddle-low  income  countries  and  the
former  CMEA  countries  ayid republics  of
Eastern  Europe  may  find  it particularly
difficult  to  attract  foreign  investment  in
the  face  of  considerable  uncertainty  about
the  extent  to which  earnings  will  be taxed,
given  the  current  and  prospective  budget-
ary  difficulties  of  these  countries.  One  im-
portant  way  to  improve  the  climate  for
capital  inflows,  according  to Dooley  and
Isard  (1992),  would  be  to  reduce  the
sources  of  prospective  strains  on  fiscal
budgets,  thereby  reducing  fears  of  higher
effective  tax  rates  on capital  income.  In
this  context  official  debt  relief  could  play
an important  role  in reducing  such  fiscal
strains,  thus  opening  the  way  for  foreign
investment  ixiflows.

(b)  Open  markets.  A factor  that  significantly
affects  the  climate  for  direct  investment
inflows,  as  pointed  out  by  Dooley  and
isard  (1992),  is t}ie  perceived  attitude  of
the  industrialized  countries  toward  opcn-
ing  their  markets  to imports  from  the  de-
veloping  and  the  transforming  economies.
For  example,  a clear  invitation  to  other
Latin  American  and  Caribbcan  countries
besides  Mexico  to  join  eventually  the
North  American  Free  Trade  Area,  and  a
similar  invitation  for  the  transforming
Eastern  European  and  former  Soviet
economies  to  join  eventually  the  European
Community,  could  significantly  stimulate
foreign  direct  investment  flows  into

export-oriented  activities  in the  developing
countries  concerned  - particularly  if the

invitations  were  accompanied  by a com-
rnitment  on the  part  of  NAFTA  and  the
EC to keep  trade  barriers  low  in the in-
terlm.

3. International  qfficial  debt restructuring
agency

I)eploring  the  absence  during  the  debt
crisis  or a legal  mechanism  sirnilar  to  the
Chaptcr  XI  proceedings  under  the  United
States  bankruptcy  law,  Williamson  (1992)  pro-
posed  the  creatiott  of  a debt  agency  linked  to
t}ic  Brctton  WOO(IS  institutioxis,  w}iich  could
provide  a mecl'ianism  for  the  revisiori  or  inter-
natioxial  dcbt  contracts.  Such  an agency  would
act  essentially  as a mediation  and  conciliation
iristitution,  with  legal  powers  confined  to tliose
nccded  to  impose  on  dissenting  creditors  re-
vised  terms  agreed  by  the  debtor  and  a quali("icd
majority  of  its  creditors.  Alternatively,  art
agency  might  take  t}ie  form  of  a tribunal  wit.}i
t}ie  power  to  award  debt  relief  throug}i  arbi-
tration  even  against  the  wishes  or  thc  majority
of  creditors.  Such  a tribunal  would  need  to
base  awards  on agreed  criteria  as to the  cir-
cumstances  in w}iich  a country  should  be enti-
tlcd  to dcbt  relief.  These  criteria  would  serve
as  an  incentive  for  lenders  to  behave
responsibly,  as  well  as  help  identify  circum-
stances  in  ui}iich  efficiency  considerations
would  indicate  a need  for  debt  relief.

Williamson  s proposal  has  been  criticized
by  Fukao  (1992)  who  pointed  out  that  the
government  of  a defaulting  country  cannot  be
treated  like  a defaulting  company  because  the
former  enjoys  sovereigr'i  immunity.  The  irnpli-
cation  is  that  Williamson's  scheme  could  be
made  operative  only  if  developing  countries"
Govcrnments  were  prepared  to yield  t}'ieir  sov-
ereign  rights  to an international  debt  tribunal,
a rather  unlikely  prospect.  If  they  did not,
}iowever,  such  a debt  agency  would  simply  be-
come  a debt  relief  agency,  perhaps  riot  alto-
gether  a bad  idea  for  clearing  up t}ie  debris  of
the last  international  debt  crisis,  but  hardly  a
}iarbirigcr  or  substantial  private  capital  inflows
into  t}ic  developing  countries  in the  near  future.

arhcre  seems,  }iowever,  to  be  a broad
consensus  - as  noted  by  GrifTith-Jones,
1{elleincr  and  de Vries  (in  T"eunissen,  1992,  p.
118)  - t)iat  the  Paris  Club  machinery  for  reset-
tling  ofTicial  debt  contracts  has become  rather
awikward  and  outmoded,  and  that  new  agilc  in-
stitutional  tnachinery  is badly  needed.  In  t}iis
context,  if  both  creditor  country  and debtor
country  Governments  were  willing  to surrender
their  sovereign  prerogatives  to a new  interna-
tional  debt  agency  (a not  improbable  move  in
such  a symmetrical  situation  where  both  parties
are sovereign),  Williamson's  proposal  might  be
a welcome  replacement  to the  Paris  Club.

Once  in  place,  a new  official  debt  re-
structuring  agency  could  serve  as  a natural
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international  locus  for  early  recognition  of  any
eventual  future  debt  crisis  involving  private
creditors.  Following  events  in the  1980s,  it
took  too  long  for  the  international  cornrnunity
to recognize  that  liquidity  was  only  the  visible
tip  of  the  debt  problem  of  the  developing
countries,  partly  for  lack  of  an  appropriate
international  forum  where  the  emerging
insolvency  problem  could  be properly  evaluated
by  an  independent  third  party.

4. International  taxation  of  short-term
flows

High  volatility  and  massive  amounts  of
short-term  international  capital  flows  some-
times  pose  insurmountable  difficulties  for  eco-
nornic  policy-making  by  industrialized  and
developing  countries  alike.  It  is in this  context
that  Gerry  Helleiner,  in cornrnents  to Griffith-
Jones  and  Culpeper  (in  Teunissen,  1992,  pp.
56-57),  has proposed  submitting  these  short-
term  capital  flows  to  systems  of  monitoring  and
surveillance  similar  to  those  adopted  for  money
flows  related  to  the  illicit  narcotic  drug  trade.

At  a minimum,  an improved  system  of
international  statistical  information  should  be
developed  to measure  adequately  big  volatile
capital  flows.  Proper  measurement  may,  how-
ever,  require  clear  identification  of  both  parties
to the  capital  flow.  This  could  pose  problems
in  countries  where  customer  identity  and  bank-
ing  secrecy  are  overly  protected.  In  the  end,  an
international  convention  may  be  necessary,
along  the  lines  of  t.he  December  1988  Basle
Cornrnittee's  statement  of  principles  concerning
money  laundering.  That  statement  was  di-
rected  at four  aspects  of  banking  operations:
first,  that  banks  should  make  reasonable  efforts
to determine  the  true  identity  of  customers  us-
ing  any  of  their  services;  secondly,  that  banks
should  ensure  adherence  to  laws  and  regu-
lations  pertaining  to financial  transactions  and
observe  high  ethical  standards,  withholding
their  services  in the case  of  transactions  be-
lieved  to  be linked  to  money  laundering;  thirdly,
within  tl'ie  constraints  of  customer
confidentiality,  banks  should  cooperate  fully
with  national  law  enforcement  agencies;  and,
fourthly,  banks  should  ascertain  that  their  staff
observes  the  above  principles.  Banking  secrecy
and  customer  conJ'identiality  are potcntial  im-
pediments  to the  achievement  of  the  objectives
enshrined  in these  principles.  It is, neverthe-

less,  noteworthy  that  the  task  force  of 15
countries  established  to  combat  money
laundering  by  the  Economic  Summit  of  t}ie
Group  of  Seven  in  July  1989  not  only  endorsed
the  Basle  Committee"s  statement,  but  also
urged  banks  to notify  law  enforcement  agencies
of  suspicious  activities  by  their  customers.  Im-
plementation  of the  latter  recommendation
would  require  changes  in the  laws  concerning
banking  secrecy  in many  countries.  The  same
Economic  Sutnrnit  also  decided  in favour  of  the
convening  of  a financial  action  task  force  with
the  mandate  "to  asSeSs the results  of  cooper-
ation  already  undertaken  in order  to prevent
the  utilization  of  the banking  system  and  fi-
nancial  institutions  for  the  purpose  of  money
laundering,  and  to consider  additional  preven-
tive  efforts  in this  field,  including  adaptation  of
the  legal  and  rcgulatory  systems  so as to en-
hance  multilateral  judicial  assistance."6  Suc}i
measures  are specifically  aimed  at curbing  the
illicit  drug  trade,  but  it would  be in  t}ie  best  in-
terests  or the  internatiorial  community,  and
particularly  or the  developing  countries"  Gov-
ernments,  to extend  them  to cover  capital  flight
associated  with  illegal  activities  and  tax  dodg-
ing.y

In  this  context,  measures  leading  to
international  harmonization  of  tax  treatment
of  nonresidents'  deposits  would  appear  to be a
priority  topic  for  developing  country  Govern-
ments.  Equally  important  would  be a serious
international  discussion  of  the  oft-cited  but
never  implemented  1978  Tobin  proposal  For an
international  transfer  tax  on foreign-exchange
transactions.  Such  a tax  }iopefully  could  be
designed  to make  short-term  currency  specu-
lation  less  attractive  without  much  harming
long-tcrm  international  investment.  Interest  in
this  tax  has  recently  intensified  as  a conse-
qucnce  of  the  turbulcnce  in F.uropean  foreign
exc}iaxige  markets  since  September  1992.  A
working  group  or ofTicials  or  the  (;roup  of
Seven  }ias apparently  been  created  to consider
the feasibility  or  instituting  international  con-
trols  as a possible  rcmedy  to deal  with  flows  of
hot  money.'

B.  Industrialir,ed  countries'  domestic  policies

Industrialized  countries'  domestic  policies
could  criticaHy  affect  the  availability  of  capital
flows  to developing  countries  in at least  two
respects:  public  sector  savings  and  regulation
of  domestic  financial  markets.

6 For  more  details oi'i the work  or the Basle Committee  on I)anking  Supervision,  see UN(T/ID  (1992, lip. 7")-94).
7 0n  capital  fligbt  from  developing  countries,  see llellciner  (] 992), Rojas-Suarez  (1992) and Salenkhou  (1992).

8 Cf. The Economist  (1992).
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1.  Increased  public  sector  savir;igs

One  means  of  increasixig  tlie  external  re-
sources  that  could  potentially  be made  avail-
able  to  developing  countries  would  be  to
increase  the  level  of  public  sector  savings  (or
decrease  the  level  of  public  sector  dissavings)  in
the  industrialized  countries.  The  extent  to
which  a reduction  in these  fiscal  deficits  would
increase  the  resources  available  to developing
countries  depends  on  t}ie  latters  access  to
internatioxial  financial  markets.9  If  their  access
remained  limited,  a reduction  of  fiscal  deficits
would  result  not  only  in  lower  interest  rates  but
also  in  a decline  in  industrialized  countries'
GDP,  which  would  in  turn  curb  developing
countries"  exports.  Thus,  in order  to guarantee
maximum  benefit,  it  would  be important  to act
on  measures  both  to reduce  fiscal  deficits  in  in-
dustrialized  countries  and  to expand  the  access
of  developing  countries  to  their  domestic  fi-
nancial  markets.

2.  Financial  market  regulatoty  changes

The  re-entry  of  developing  countries  in
the  financial  markets  of  the  industrialized  world
poses  a challenge  to financial  market  regulators
and supervisors  as  to  how  to  meet  genuine
prudential  concerns  for  protecting  the  integrity
of  their  financial  systems,  while  implementing
sufficient  regulatory  flexibility  to avoid  undue
crcdit  rationing  or  excessive  borrowing  costs
For  deve]oping  country  borrowers.  El-Arian
(1992)  - noting  that  similar  issues  arose  in the
context  of  the  Brady  Plan,  when  regulators
worked  closely  witli  debtors  and  creditors  to
clarify  the  applications  of  regulatory  rules  and,
where  appropriate,  provide  guidelines  on  the
treatment  of  specific  issucs  as tliey  arose  - has
identified  the  following  regulatory  moves  that
could  positively  intluence  t}ie  nature  of  private
market  flows  to developing  countries:

(a) Graduation,froin  loan loss regulatoyy provi-
sioning  regimes.  Several  industrialized
countries"  regulatory  authorities  require,
as  an  element  of  prudential  policy,  that
banks  maintain  loan  loss  provisions
against  loans  to  a wide  range  of  developing
countries  that  have  previously  defaulted
or whose  debt  has recently  been  restruc-
tured.  In  making  new  loans  to such  bor-
rowers,  banks  would  normally  bc required
to  increase  t}ieir  level  or  rescrves,  which
would  raise  t}ie  cost  or  lending.  aI"}iis re-
quiremeiit  does  not  apply  to noribank  in-
vestors.  In  several  industrialized  countries,

regulatory  provisionixig  requirements  are
determined  by  backward  looking  factors
(particularly  reschedulings  and  or arrears)
arid  tend  to respond  with  a lag  to a recov-
ery  in debtors"  prospects  (typically  involv-
ing  a five-year  rule).  jln  example  of
increased  flexibility,  which  could  be  fol-
lowed  by other  countries,  is provided  by
the  Canadiaxi  system,  where  the  Super-
intendent  of  Financial  Institutions  may  at

his/her discretion remove a country rrom
the  provisionirig  list  two  years  (rather  than
the  standard  five  years)  after  the  most  re-
cent  rescheduling  if  the  country  }ias  shown
ability  to raise  funds  of  over  one  year  ma-
turity  on  international  capital  markets.
Another  example  is the United  Kingdom
systern,  which  bases  provisioning  decisions
on  a matrix  that  incorporates  leading  indi-
cators  of  countries'  creditworthiness.  By
contrast,  Japan  maintains  a five-year  min-
imurn  period  since  the  most  recent  event
or  restructuring  of  default.  Belgium  and
France  have  not  established  procedures  for
"graduating"  borrowers  from  the  provi-
sioning  requiremertts.  Finally,  in  some
countries,  such  as Germany,  provisioning
is encouraged  by  Favourable  tax  treatment
or  provisions.  As  a result,  many  banks
haste  in  practice  actually  exceeded  their
rcgulatory  provisioning  requirements.
Hence,  there  is scope  for  modifying  regu-
latory  regimes  that  discourage  the  holding
or bank  claims  on  countries  re-entering
international  markets.  Collyns  et  al.
(1992)  identify  the  following  speci['ic
actions.  First,  in  certairi  regimes  more
flexibility  can  be  introduced  in  setting
provisions  by  asset  type,  taking  into
account  payment  history,  extent  of
security,  and  other  factors.  In  particular,
short-term  trade  related  claims  arid
intcrbarik  credits  are  likely  to carry  a lower
risk  than  unsecured  mediurn  and  lorig-term
loayis.  I)roject  lending,  w}iere  special
arrarigcrnents  are  made  to  provide
additional  security,  could  also  be reviewed
oxi  a case-by-case  basis.  Secondly,
countrics  that  review  provisioning
standards  only  after  a lengthy  period,
could  be  cncouraged  to  make  more
frequent  assessments,  which  would  allow
a closer  tracking  of  a country's  debt  service
arid  policy  implementation  record.
aI"hirdly,  more  weight  xnig}it  be given  to tlie
great  divergence  in  macroeconomic  and
structural  policies  across  countries  in
varying  provisioning  requirements  across
individual  cases,  rather  tlian  applying  a
general  requirement  to an  entire  group.

9 Cf. IMF  (1991a,  p. 42).
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(b) Determination  of appropriate risk weights
for computing banks' adherence to regula-
tory  capital  adequacy  requirements.  Several
middle-income  countries  have  maintained
full  debt  servicing  throughout  the  1980s  -
for  example,  Algeria,  Botswana,  China,
Colombia,  }-Iungary,  India,  Indonesia,
Malaysia,  Pakistan,  Republic  of Korea,
Thailand,  Tunisia,  Turkey,  and  Zimbabwe.
However,  their  good  repayment  record  has
not  been  adequately  recognized  in  the
bank  capital  adequacy  guidelines  of  the
Bank  for  International  Settlements,  where
claims  on  all  developing  countries  outside
of  the  OECD  are  treated  uniformly.  That
is, under  the  Basle  Accord,  loans  to devel-
oping  countries  members  of  the  OECD  or
lenders  under  the  General  Arrangements
to Borrow  carry  a 100  per  cent  risk  factor
in the  determination  of  the capital  asset
ratio;  other  sovereign  loans  carry  a zero
risk  factor.  This  regulatory  requirement
discourages  bank  lending  to  developing
countries,  particularly  if  banks  are  capital-
constrained  or the spread  on loans  does
not  offset  the  cost  or raising  the incre-
mental  capital  required.  This  would  need
to  be  adjusted  in  a timely  fashion  to  reflect
sustained  improvements  in  developing
countries'  debt-servicing  capacity.

(c) Flexibility  in the use of  cut-off  credit rating
standards  and  other  regulatory  restrictions

for  mobilizing  fimds on indiistrialized  coiin-
try  seczutities  mar/cets.  Pension  and  insur-
ance  funds  are  a potential  important
source  of  long-term  capital  for  emerging
market  countries.  But  regulatory  consid-
erations  have  greatly  influenced  the  in-
vestment  activities  of  institutional
investors.  Thus,  an easing  of  restrictions
on  pension  and  insurance  funds"  asset

cornposition  - liarticularly  in Gertnany  and
in the  United  States  or  ,/lmerica,  where  re-
strictive  state  laws  prevail  on public  pen-
sion  funds  - would  tend  to increase  these
institutions'  investments  in foreign  securi-
ties,  including  those  or developing  coun-
tries.  An  easing  of  restrictions  would  build
on  recei'it  regulatory  changes  in industrial-
ized  countries  that  have  facilitated  devel-
oping  country  access  to  international  bond
markets.  Thus,  in June  1991  the  Japanese
authorities  took  steps  to  ease the  credit
rating  standards  for  public  placement  of
bonds  in  the  Samurai  market.  In  the
United  States,  regulatory  changes  were
implemented  in 1990  to reduce  the  trans-
action  costs  and  liquidity  problems  facing
developing  country  issues  in United  States

capital  markets.  In  June  1991,  the  Ameri-
can  Securities  and  Exchange  Commission
issued  proposals  that  would  exempt  for-
eign  companies  from  certain  disclosure  and
accounting  regulations  provided  that  these
companies  met  equivalent  regulations  in
their  home  countries.  In  Canada,  the
Ontario  Securities  Commission  has  already
adopted  such  a measure  with  respect  to
Mexican  companies.  Finally,  the  mini-
mum  rating  requirements  for  foreign  bond
issues  in the  Swiss  market  were  abolished
in January  1991.lo

C. International  financial  institutionl
policies

The  recommendations  of the  interna-
tional  financial  institutions  for  new  actions  de-
signed  to  further  capital  flows  to developing
countries  comprise  the  establishment  of  a de-
veloping  country  currency  convertibility  facility
jointly  sponsored  by the  International  Mone-
tary  Fund  and  the  Bank  for  International
Settlements  as well  as a multilateral  new  debt
enhancement  facility,  measures  designed  to im-
prove  risk  assessment  of  developing  countries
by  international  capital  market  participants,
and  technical  assistance  to  developing  couritries
in financial  engineering  and  domestic  financial
market  rerorms.

1. [MFIBIS  convertibility  guarantee

Lack  of  currency  convertibility  is a major
deterrent  of  capital  inflows  to  developing
countries.  It is however  very  risky  for  these
countries  to  sponsor  a convertibility
programme  of  their  own,  ror  in this  case  cxpe-
rience  indicates  t}iat  only  very  short  term  and
easily  reversible  capital  flows  can  be attracted.
For  this  reason,  Fukao  (1992,  p. 114) proposed
that  the  International  Monetary  Fund  support
the  maintenance  of  convertibility  of  developing
countries'  currencies  more  vigorously.  One
possible  procedure  would  be  that  the  IMF
provide  a very  generous  stand-by  compensatory
and  contingency  financing  facility,  in return  for
a very  tight  guarantee  of  convertibility,  similar
to the  establishment  of  a currency  board.  If  the
Bank  ror International  Settlements  (mS) capi-
tal  rule  could  be tied  to this  facility  by giving  a
lower  risk wcig}it  for  ciruntries  having  this
agreement,  bank  loans  could  be  encouraged
besides  other  flows.

10 For  more  information,  see IMF  (1992a,  p. 45).
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The  importance  of  this  recornrnendation
is  dramatized  by  the  current  experience  of
Argentina,  which  is adhering  to a far-reaching
convertibility  programme,  temporarily  financed
by  the  foreign  exchange  proceedings  or  massive
privatizations.  Faced  with  a  disturbing  cur-
rency  overvaluation,  Argentina  is  now  being
advised  by  foreign  experts  to generate  a mas-
sive  fiscal  retrenchment  to  force  domestic  prices
and  wages  down.  If, instead,  the Argentine
Government  had  access  to Fukao"s  "very  gen-
erous"  convertibility  facility,  it could  attempt
resolving  the  overvaluation  problem  through
non-deflationary  means  (either  through  a cred-
ible  one-shot  devaluation  or  a Mexican-type
crawling  peg).

2.  Debt  enhancement  through
collateralizatiori

In  the  case  of  Mexico,  part  of  the  strat-
egy  for  re-entry  into  international  financial
markets  was  its acceptance  that  enhancement
of  debt  instruments  by the  public  sector  may
be required  in  the  initial  stages  of  the  re-entry
process.  Enhancements  such  as collaterals,  put
options,  and  equity  conversion  rights  were  used
as means  to improve  the  marketability  of  debt
instruments  and  to  reduce  risk  premiums
through  overcoming  extreme  initial  perceptions
of  counterparty  credit  and  transfer  risks.
Szymczak  (1992,  p. 70) estimates  that  thc  use
of  collateralization  techniques  by Mexico  }ias
lowered  borrowing  costs  by  between  100  to 200
basis  points.

Other  countries  with  sufficiently  attrac-
tive  natural  resources,  well-developed  export
sectors,  or  large  domestic  markets  may  be able
to  develop  these  financial  enhancements  by
themselves  (even  in this  case,  technical  advice
from  the  multilateral  institutions  would  be wel-
come).  Many  developing  economies  would
tieed  more  direct  financial  support  from  the
tnultilateral  institutions,  which,  with  their  par-
ticipation  in the Brady  Plan  deals,  should  by
now  have  overcome  their  long-standing  aver-
sion  to the  provision  of  guarantees  and  other
debt-enhancement  facilities.

Such  internationally  based  provision  of
guarantees  should  obviously  not  be  used
indiscriminately  or for  an unduly  long  period.
If  so, they  might  impair  rather  than  improve  a
country's  ability  to  borrow  on  an  unsecured
basis  over  the  medium  terrn.  It  is for  this  rea-
son  that  Mexican  pub]ic  sector  borrowers  have

reduced  the  frequency  of  collateralized  borrow-
ing,  using  it in only  two  instances  in 1991.'l

3.  Improved  international  risk  assessment

of  developing countries

To  sustain  spontaneous  capital  flows  to
developing  countries,  it will  be  important  to
broaden  the  investor  base  For the  securities  of
re-entrant  countries,  both  in terms  or type  of
investor  and  geographical  location.  A narrow
base  raises  the  possibility  that  investor  portfo-
Jios may  become  saturated,  a development  al-
ready  reported  in  certain  segments  of the
market.  Moreover,  a narrow  base  implies  ex-
cessive  sensitivity  to events  affecting  particular
groups  of investors,  such  as,  for  example,
movements  in {Jnited  States  interest  rates.

The  most  effective  means  of  broadening
investor  participation  is  to  reduce  associated
risk,  both  by decreasing  underlying  uncertain-
ties and  ensuring  increased  provision  or  infor-
mation.  In  this  context,  the  international
financial  institutions  (IFIs)  which  have  close
coritact  with  the  countries  concerned  could
study  along  with  the  interested  developing
country  Governments  the  means  by  which  thsy
could  make  inrortnation  on the  latters"  ccono-
rnies  more  regularly  available  to potential  in-
vestors  in industrialized  countries.

Additionally,  the  IFIs  could  extend  spe-
cial  credit  lines  to  help  the  developing  countries
to pay  for  t}ie  services  of  bond  rating  agencies,
on  the  understanding  that,  independently  of  the
rating  obtained,  t}iis  worild  provide  greater  cer-
tainty  and  assurance  to  potential  investors,  and
thus  corild  increase  the  net  proceeds  or  the
country  at the  time  of  issue.l2

4. Technicait'zssistance in financialengi-
rieering and domesticfinancial  market
refOrtn

Financial  engineering.  One  characteristic
or  modern  international  financial  markets  is the
extreme  complexity  of  instruments  and  oper-
ations,  as well  as the  apparently  unlimited  sup-
ply  of  resources  available  to  countries  (e.g.
Chile)  fortunate  enough  to stand  in the  grace
of  international  finance.  Chile's  Finance
Minister  Alejandro  Foxley  (in  ,!(spe  et al., 1992,
p.  20)  points  to  the  need for  international
organizations  to  offer  technical  assistance  in

If  See Szymczak  (l')92)  ('or details.

}2 0n  the real furiction  of  bond rating  agencies in international  bond markets,  see Wakeman  (1984).
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financial  engineering  so that  corintries  will  not

be amauterish  players  in  the  truly  sophisticated
world  capital  market.  This  would  be an  im-
portant  job  for  t}ie  World  Bank,  a point  which

Foxley  has  already  brought  to the  attention  of

the  Development  Cornrnittee.  Of  particular

importance  would  be  technical  advice  on  fi-

nancial  engineering  desigtied  to reduce  t}ie  de-

veloping  countries"  vulnerability  to  external

shocks.  This  protcction  could  be achieved  by

the  use  of  hedging  techniques  to offset  external

interest  rate  or  commodity  price  fluctuations.

Domestic financial market reform. Ac-
carding  to Collyns  et al. (1992,  p. 32),  domestic

market  reforms  contributing  to  the  gradual

restoration  of  access  to  voluntary  financing  for

developing  countries  have  included:  (a) stock

market  reforms  and  associated  regulatory

changes;  (b)  increased  opportunities  for

investors  through  privatization;  (c)  banking

sector  reforms  affecting  the  level  and  structure

of  interest  rates  and  the  allocation  of  credit

among  sectors  or types  of  borrowers;  and  (d)
tax  policy  changes  to  encourage  the  use  of

equity  financing  by  commercial  enterprises.

Much  information  and  experience  is

available  in  the  IFIs  concerning  financial  mar-

ket  reforms,  particularly  after  the  learning

process  that  they  themselves  went  through,  first

with  the  disastrous  financial  deregulation  and

opening  processes  in  the  Southern  Cone  of

Latin  America  in  the  late  1970s,  and  more  re-

cently  with  the  dramatic  experience  with  the

ongoing  restructuring  of  the  financial  sectors  in

the  transforming  economies  of  Eastern  Europe

and  the  former  Soviet  Union.l3  This  experience

could  profitably  be  passed  on  to  the  developing

countries  still  strugg]ing  to  reform  their  domes-

tic  financial  sectors,  as required  for  a mutually

profitable  involvement  with  private  interna-

tional  capital  flows.l4

D. The majority  case of  the developing
countries  without  mavlcet  access

Avramovic,  among  other  participants  in

the  1992  FONDAD  The  Hague  seminar  on  the

international  monetary  system  (in  Teunissen,

1992,  p. 58),  has  pointed  out  that  "there  are 120

indebted  countries  who  still  can"t  borrow".  The

external  financing  problem  of  these  countries

nccds  to  be  addressctl,  bearing  in  mind  tliat

t}icy  are  not  part  or  globalization  or  the  mone-

tary  system  or  or  t}ie  interriational  J'inancial

tnarkcts  Formed  iri  the  1980s  and  1990s.

1. Special treatmentforsmall  cormtries

I.atin  ,America  s re-entry  into  interna-

tional  securities  markets  has been  the  almost

exclusive  prerogative  of  large,  well-known,
creditworthy  companies  in the  large  countries
of  the  region.  Smaller  companies  in the  large

countries  may  gain  indirect  access  to intcrna-

tional  funds  through  t}ie intermediation  pro-

vided  by  the  large  well  connected  banks  of

these  countries.  Small  countries  in  the  region,

with  fcwcr  and  less well  known  companies  and

baxiks,  do not  seem  to able  to attract  in large

scale  the  type  or new  private  inflows  now

reaching  the  large  countries.  }}cnce,  Griffith-
Jones  and  Culpeper  (1992)  have  underlined  t}ie

importance  for  smaller  countries  to:

(a)  get  strong  support  from  the  IFIs  in reacli-
ing  soon  a favourable  debt  settlement  with

foreign  commercial  banks,  as  the  banks

have  little  incentive  to incur  the  adminis-
trative  costs  of  regularizing  these  coun-
tries"  debts,  for  which  they  are  heavily
provisioned,  discounts  are  high,  and  expo-
sure  is relatively  small;

(b)  continue  to have  significant  access  to offi-

cial  capital  flows;  and

(c)  beriefit  from  special  efforts  by H'Is  and

industrialized  governments,  perhaps

through  guarantee  mechanisms,  to  en-

courage  riew  private  flows  to them.

2. Th(? case of  the low income countries

One  lesson  of  the  interriational  debt  crisis

was  that  external  finance  for  investment  in  low

income  countries  cannot  come  from  private

banks,  the lending  functions  of  which  need  to

be limited  mostly  to trade  and  project  financ-

ing.  Long  term  finance  to low  income  countries
must  come  largely  rrom  official  concessional

sources,  for  many  of  these  low  income  coun-

tries  are  structurally  weak  and  cannot  count  on

attracting  private  capital  for  their  development
needs.

13 0n  the lessons from  the Southern  Cone, see Diaz-Alejandro  (1985);  and from  Eastern  Europe,  see Dooley  and Tsard
(1991).  This experience  could  profitably  be passed on to developing  countries  that  are still struggling  to reform  tlicir
domestic  financial  sectors,  as required  for a mutually  profitable  involvement  with  private  international  capital  flows.

14 0n  the need for domestic  flnancial  reform  prior  to external  financial  opening,  see Fischer  and Reisen (1992).
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Moreover,  for  some  of  the  most  severely
indebted  low  income  countries,  the  debt  to ex-
port  ratios  remain  unsustainable,  even  after  the
application  of  Trinidad  terms  and  assurning  all
their  bilateral  concessional  ODA  loans  are  for-
given.  Thus,  restoration  of  their  external  vi-

ability  will  require  additional  action  by official
and  commercial  creditors.  Included  in  this
group  are  a few  countries,  such  as
Mozambique,  Somalia,  and  Sudan,  whose
problems  go well  beyond  debt,  but  who  cer-
tainly  cannot  serve  their  debts.

II,  Conclusions

In spite  of  the  marked  improvement  in
access  to international  finance  for  some  devel-
oping  countries  in  the  past  few  years,  their
outlook  in this  respect  is still  precarious.  The
decline  in United  States  and  international  in-
terest  rates  has  been  critically  important  in the
new  wave  of  private  financing  reaching  middle
income  countries.  Some  countries,  now  del-
uged  with  foreign  savings,  such  as Chile,  had
been  unable  to attract  such  investment  before,
even  though  they  had  healthy  economies.  The
drastic  resurgence  of  private  flows  may  lead  to
an over-estimation  of  the  degree  to which  suc-
cessful  severely  indebted  middle  income  coun-
tries  have  regained  sustained  market  access.  In
fact,  Latin  American  history  is full  of  episodes
where  lack  of  credibility  and  a short-term  fi-
nancial  bubble  have  been  associated  with  large
inflows  of  "hot  money"  from  abroad.  More-
over,  portfolio  debt  flows,  especially  short-term
deposits,  are  more  volatile  than  long  term
commercial  banks  loans  and  trade  financing.
Likewise,  portfolio  equity  flows  in  emerging
markets  can  be taken  out  fast  at  low  costs.  The
risk  of  such  a reversal  is  heightened  by  the
volatility  of  international  interest  rates.

Action  by the international  community
seems  badly  necded,  particularly  now  that  un-
der  a new  administration  the  United  States  ap-
pears  to be headed  for  an economic  recovery
which  should  improve  domestic  investment
prospects  and  increase  short-term  interest  rates,
thus  tending  to  attract  developing  countries"
"flight  capital"  back  to their  off-shore  bases.

Recommendations  for  international
action  designed  to  strengthen  and  sustain
international  capital  flows  to developing  coun-
tries  covered  four  areas:  the  multilateral
decision-making  process,  the  industrialized
countries,  international  financial  institutions,
and  the  problems  of  the  majority  of  developing
countries  which  lack  access  to private  capital
markets.

Multilateral  decision-making.  The  Group
of  Seven  is the  centerpiece  of  multilateral  eco-
nomic  policy  making.  It is time  that  a devel-

oping  country  delegate  be  permanently
included  in  its  deliberations.  Foreign  direct
investment  is one  of  the  most  interesting  forms
of  external  private  financing  for  developixig
countries:  the  establishment  of  a multilateral
FDI  facility,  official  debt  relief,  and  the  opening
or industrialized  country  markets  to  imports
from  the developing  and  transforming  econo-
mies  would  significantly  affect  the  climate  for
direct  investment  inflows  to  these  countries.
The  Paris  Club  is a cumbersotne  institutiorial
mechanism  for  restructuring  official  debt  con-
tracts;  an  official  debt  agency  linked  to  the
Bretton  Woods  institutions  could  replace  it
with  benel"its  for  both  developing  and  industri-
alized  countries.  The  massive  amounts  and
high  volatility  of  short-term  capital  flows
sometimes  pose  insurmountable  difficulties  for
economic  policy-making  by  both  industrialized
and  developing  countries:  serious  consideration
should  be given  to imposing  transaction  taxes
on trades  in short-term  securities,  as a possible
remedy  for  the  flows  of  hot  money.

Industrialized  country  domestic  policies.
One  means  of  increasing  the  external  resources
available  to developing  countries  would  be to
increase  t}ic  level  of  public  sector  savings  in the
iridustrializcd  couritrics.  It  would  be important,
}iowcver,  to  act on  measures  both  to reduce
fiscal  deficits  and  to expand  access  by develop-
ing  countries  to the  domestic  financial  markets
in  the  industrialized  countries.  !'ymong  the
regulatory  c}ianges  nccded  to achieve  this  01)-
jective,  would  be:  graduation  from  loaxi  loss
rcgulatory  provisioning  regimes;  determination
or appropriate  risk-wciglits  for  computing
banks'  ad}icrence  to  regulatory  capital  ade-
quacy  requirements;  and  flexibility  in the  use
or cut-off  credit  rating  standards  and other
rcgulatory  restrictions  for  mobilizing  funds  on
industrialized  country  securities  markets.

International ,financial institidions.  Re-
commcridations  for  actions  by  I}'IS  iriclude  es-
tablis}iment  of  a currency  convertibility  facility
jointly  sponsored  by the  IMF  and  BIS;  a [acil-
ity  to provide  new  debt  cnhancemcnt  t}irougli
collateralization  and  otlier  f'inancial  teclmiqucs;
measures  to improve  the  quality  cir  devclopirig
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countries"  risk  assessment  by international  fi-
nancial  markets;  and  technical  assistance  to
developing  countries  on  financial  engineering
and  domestic  financial  market  rerorm.

Small  and  low  income  countries.  Most  de-
veloping  countries,  either  because  they  are  too

small  or too  poor  or both,  cannot  realistically

expect  to bcriem  from  long-term  private  capital
inflows.  T}ie  external  financing  problem  of

these  cormtries  includes  a major  debt  overhang.
Remedies  depend  on  substantially  increased

official  flows.
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GUIDELINES  ON  THE  TREATMENT  OF FOREIGN  DIRECT
INVESTMENT

Mike  Faber

Executive  Summary

At its Spring 1991 meeting, the Developmerxt Committee of  the World Bank and the International
Monetary  Fund requested a report on "an overall legal fi'amework which would embody the essential legal
principles so as to promote Fl)r  (foreign direct imestnientJ'.  This paper is a commentary 07? Ul(.-
Guidelines produced in response to that reqriest by a task force consisting of the General Counsel re-
spect#ely of the World Bank ( as Cliairman ), of  the 7nternational Finance Corporation ( [FC  ) and of  the
Multilateral  Guarantee  Agency  (MIGA  ).

The task force appears to have asked itself: inso far  as the law of  a country dealsspecifically with
foreign imestment as a discrete category, are t1iere some recognized standards to detr'rmine what tiie law
should say and  what  it should  not say?  While  such an approach  avoids  controversy,  it results  in little
more than a reworking of the vety familiar  ground cosiered l:iy existing bilateral investment protection
treaties. Admission, trealment, rxpropriation and disputesettlement are there, andso are most of the
subcategories such as national treatment, foreign exchange transfers, valuation of  appropriated assets and
international  arbitration.

It is assumed that host Governments desire inurard foreign investment and trial inward iiwestors
will  comply completely and in good faith with all local legal requii'ements.  Nothing more is said about
the appropriate conduct offoreign  imestors. Nor do the Guidelines tmolve t1iemselves in such issues as
preservation of  national culture (including the pattern of  consumer tastes), the desirability or otherwise
offree labour mobility, the distribution of  domestic income, or the appropriate dividing line behrveen the
public  and  private  sector.

In so far  as the Guidelines manife.'it a general approach to FDI  that approach is described as"the
liberal approach", "the general approach offree  admission", and "the restricted list approach". lmplicit
is that the ordinary run of irrward foreign imestments will require nospecific approvals from tlie host
State, becoming "a largely automatic process" and confining exclusions or the need for  approsial tospe-
cfic types of  investment ('the restricted list").  I,est this loophole be opened too wide, the report  em-
phasizes that "such limited restrictions  may be inevitable";  it does not suggest  these as a nde  but as an

exception. In line with much modern advice, th(? Guidelines are against offering any fiscal  concessions
to foreign imestors that are not also made available to domestic investors.  They are also against  devel-
oping country Governments competing against each other in tlie concessions that they offer. That is an
easy and  honourable  position  to take,  but it begs tlie important  and  controvr'rsial  qyiestion  a.'r to how  much
importance foreign investors do in fact attacli to concessions offered by a country in making their location
decisions.

The contents of the Guidelines are suminarized and assessed in sections I and II below. 771(?J) are
found to be a small and ratiier timorous contribution to a large and dijficult  subject. Where potentially
disrupt#e issues are considered, th(? Guidelines  are evasive  or  non-comiriittal.  With  one or two  exceptions
there is nothing in the Guidelines which any developing countiy looking for  frireign investment could find
controversial. The commentary explicitly poses tlie question of whel1ier tlie substance of the Guidelines
and their publication constitute any sort of  new threat or potentialsource of  disadvantage to the prospects
or interests of  developing countries. It is this author's opinion  that they are not likely  to lead  to the im-
position upon host States of additional burdens or conditiona7ities beyond those that would lwnie been
required by most major foreign direct investors in any case. I-[owever, the Guidelines do criticize  tlie
attempts by host States to impose conditions or to introduce performance criteria for  FDI, a criticism far
too sweeping  and likely to be ignored in practice  by many  host,States.  The  implication  that  the Griidelines
should apply to existing  imestments  as well as to new investments  is also likely  to be generally  resisted.

More pointed criticism of the Guidelines concerns not so much what they contain as what they
omit. They are silent on some of the really difficult issues which now dominate discussions between
Governments and foreign imestors. There are four principal issues. Ihe fir'st is fiscal  stability, and
whether major investors are justified  in demanding fiscal  stability (or compensating meclianisms in the
event of  disadvantageous changes) oversome major part of five life of their projects. Furthermore, if  so,
should similar concessions be accorded to domestic investors? The second issue concerns  the most  ap-
propriate way to handle the emironmental impact of  inajor inining, petroleum and other projects. The
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third  point concerns the requirement of  imestors in projects with export potential that they keep some of
the proceeds of  their export sales off-s1iore rather than being required to remit them to the host State's
Central Bank where, in countries with a history of  foreign exchange shortage, they are likely to hme to
compete  with other creditors including the International  Monetary Fund and the World  Bank. The fourth
issue concerns the reluctance of  even large transnational companies to issue parent company guarantees
in the event of  one of their operating subsidiaries being held liable in damages for  an environmental ca-
tastrophe. These are all issues of  pressing uigency, particularly  for  some Governments unused to dealing
with major foreign imestments. Thesilence of  the Guidelines is bothsurprising  and disappointing.

Another d@culty  found with the Guidelines is that they give rise to - and already there is evidence
of  - a false expectation that by adopting what is described as "prevailing best practice" in the matter of
bilateral imestment treaties and foreign imestmenl codes, a host State would have done all that could
reasonably  be expected, indeed all that would be necessary, to attract FDI. That is unfortunately very
far  from  being the case. Hence the commentary treats a broad selection of other measures - policy, legal
and attitudinal  - of  equal concern to any potential  foreign investor as the four issues ( admission, treat-
ment,  expropriation  and  dispute  settlement)  discussed  in their  rather  narrow  legal  context  in the Guide-
lines.

Other criticism of the Guidelines concerns their failure to address the valid concerns of Govern-
ments  as to how legislation can deal with the potential disadvantages of 7WC investments, and how
Governments might promote and nurture the growth of tlieir own private sector enterprises, somelimes
within the context of  regional cooperation. Will  publication of the Guidelines draw attention away from
actions  and policies that the Development Committee should be urging upon OECD Governments for
going a far  greater impetus to an increase in beneficial FD/ in developing countries than the publication
of these Guidelines? Such policies would include action upon tlie external debt overharig of  some coun-
tries, upon interest rates, upon increased protectionism in Uie form of non-tariff  barriers, upon the
dumping offarm  surpluses grgwn under subsidized price regimes, as well as other practices that have the
effect of  lowering the price of  developing country commodity exports.

Introduction

At  its spring  1991  meeting,  the  Develop-
ment  Committee  or  the World  Bank  and  the
International  Monetary  Fund  (IMF)  requested
a report  on "an  overall  legal  framework  which
would  embody  the  essential  legal  principles  so
as to  promote  FDI  (foreign  direct  investment)".
Preparation  of  this  report  was  entrusted  by  the
President  of  the  World  Bank  to a task  force
consisting  of  the  General  Counsel  respectively
of  thc  World  Bank  (as chairman),  the  Interna-
tional  Finance  Corporation  (IFC)  and  the
Multilateral  Investtnent  Guarantee  ,Agency
(MIGA).

In  fulfilment  or  the  request,  the  task  Force
published  "A Survey  of  Existing  Instruments'
constituting  the  "Legal  Framework  for  the
Treatment  of  Foreign  Investment",  which
sought  to identify  general  trends  in the  prevail-
ing  use of  these  instruments.  A second  docu-
ment  was  then  prepared  comprising  a report  to
the  Development  Committee  which  incorpo-
rated  a set of  "Proposed  Guidelines".  This
document  builds  upon  the  trends  identi(icd  in
the first  document  but  also  purports  to take
into  account  what  }iave  becn  identified  as "pre-
vailing  best  practices"  by  the  World  Bank

Group  as well  as  the  need  to ensure  "broad
international  acceptability".

What  happened  to the  request  of  the  De-
vclopment  Committee  in  practice  is  clear
enough.  The  lawyers  who  took  charge  of  the
matter,  for  prudential  reasons  no doubt,  inter-
prcted  their  mandate  in the  narrowest  possible
way.  aT"}icy apparently  asked  themselves  the
following  questiori:  in so  far as t}ie  law  of  a
country  deals  speci(ically  with  rorcigi'i  invest-
ment  as a discrete  category  are there  some  re-
cognized  international  standards  to determine
what  the  law  should  say  and  what  it should  not
say?  ar}ie  approach  avoids  controversy  and
getting  bogged  down  in a struggle  with  unfa-
miliar  or imponderablc  issues.  It  results,  how-
ever,  in little  more  than  a reworking  or the  very
familiar  ground  covered  by  existing  bilateral
investment  protcction  treaties.  aIahesc treaties
have  prolirerated  in  rccent  years  and are  no
longer  in any  real  sense  controversial.  Collec-
tivcly  they  may  be  viewed  as being  like  the
Treaty  of  Utrecht:  marking  the  end  of  a long
period  of  conflict  generated  by an itlcological
confrontation  very  damaging  t.o the
protagonists.'  Rather  than  breaking  riew

l For  an account  of  the changing  ideological  climate  for foreigri  invcslors,  see "Transnaliorial  Corporatioris  and World
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grourid  the  treaties  demarcate,  with  varying
degrecs  of  c]arity,  the  boundaries  of  an estab-
lished,  but  limited,  consensus.

A review  of  bilateral  investment  treaties2
shows  that  they  cover  tlie  same  topics  as the
Guidelines  and  frequently  embody  the  samc  or
very  similar  conclusions.  Aidmission,  treat-
ment,  expropriation  and  dispute  settlement  are
included  invariably;  so are  most  of  the  subcat-
cgories  which  appear  in tlie  Guidelines  such  as
national  treatment,  foreign  exchange  transfers,
valuation  of  cxpropriated  assets  and  interna-
tional  arbitration.  jllthough  the  Report  (in
paragraph  8) makes  clear  that  tlie  Guidelines
are  not  intended  to have  binding  or  mandatory
effect,  with  a few  exccptioxis  - suc}i  as section
3 on Admission  where  an  avuncular  style  is
adopted,  they  are cast  in a grammatical  form
appropriate  for  a treaty,  contract  or statutory
enactment.  Given  that  approach,  it  would  have
been  more  straightlorward,  and  certainly  of
more  practical  use to most  developing  coun-
tries,  if  the  lawyers  )iad  responded  to the  De-
velopment  Committce  with  the  publication  of
a model  invesffl'ient  protection  treaty,  anno-
tated  in a commentary  clause-by-clause  fash-
ion.  Such  a cornmodity  emanatirig  from  the
Bank,  the  Fund  and  MIGA  would  have  had,
within  its  limited  scope,  real  value.

Given  that  the  framework  for  the  Guide-
lines  was  broadly  based  on the  subject  matter
of  investment  protection  treaties,  could  they
liave  been  imbued  with  more  contemporary
rclevance?  At  the risk  of  sornc  controversy,
could  they  have  broken  xicw  ground  by  dealing
dircctly  with  some  of  tlie  really  thorriy  issues
which  now  donffnate  discussions  between  Gov-
ernmcnts  arid  foreign  investors?  aI"lie  aut}ior
believes  that  this  could  }iave  been  done.  Later
in t}iis  paper  an indication  is given  of- some  of
the issues  and topics  which  could  have  been
usenilly  covered.

I)espite  the  disappointing  timidity  of  the
Guidelines,  t]ieir  potential  influence  should  be
obvious.  At  a time  when  so many  developing
countries  are  declaring  their  interition  to give  a
more  prominent  role  to private  sector  activities
- and  the  role  of  FDI  in private  sector  mod-
ernization  and  growth  is  also  being  strongly
urged  - Guidclines  promulgated  by the  Devel-
opment  Comtnittce  are very  likely  to  become
tantamount  to required  standard  practice.  At
tlie  very  least  they  are likely  to be universally
qrioted  as the pritne  reference  point  of  what
constitutes  good  governance  in this  area  of  the
State's  activity.

In  this  context,  does  the  substance  of  the
Guidelines  pose  any  new  threat  or potential
source  of  disadvantage  to the  prospects  or in-
terests  of  developing  countries?  It is this  au-
thor"s  opiriion  that  the  Guidelines  in  themselves
do not.  Specifically,  publication  of  the  Guide-
lines  and  their  endorsement  by the Develop-
ment  Comtnittee  are  not  in themselves  likely  to
impose  additional  burdens  or conditioxialities
upon  ]iost-country  Governments  in the  form
of  actions  or  concessions  beyond  those  that
would  in any  casc  have  been  required  by most
major  foreign  direct  investors.  They  do,  how-
ever,  criticize  host  States"  attempts  to impose
conditions  on inward  investment  (such  as an
insistence  on joint  ventures)  or to  introduce
performance  criteria;  in  practice,  many  host
States  will  likely  reject  such  assumptions.

aIahere are,  however,  certain  dangers  and
difficulties  inherent  in  the  Guidelines.  First,  the
Guidelines  may  arouse  false  expectations
among  Governments  not  used  to dealing  wit}i
foreign  private  investors.  Secondly,  the  Guide-
liries  rail  to address  the  valid  concerns  of  Gov-
ernments  as to how  legislation  could  deal  with
the  potential  disadvantages  of  arNC  invest-
ments,  and  how  Governments  might  also  pro-
mote  and nurture  the  growth  of  their  own
private  sector  enterprises,  sometimes  within  tIne
context  of  regional  cooperation.  Thirdly,  they
may  draw  attention  away  from  actions  and
policies  that  the  Development  Cornrnittee  could
urge  upon  OECD  Governments  so as to give
far  greater  impetus  to increased  FDI  in devel-
oping  countries.  Fourt}ily,  t}xeir  manifest
asymmctry  of  influence  is revealed  clearly  in  the
fact  that  agrccment  on Guidelines  for  the  con-
duct  or  developing  country  Governments  could
be reac}ied  in the  Development  Committee  in
less  thari  two  years  while  attempts  to  reach
agreement  in t}ic  kJnited  Nations  ori  a Code  of
(.:onduct  for  arransnationals  has  had to  be
abandoned  artcr  more  t}ian  ten  years  or  effort.

al"hese  observations  will  be  expanded
upon  in later  sections.  More  irnmediately  in
section  I a summary  description  is given  of  the
contents  of  the  Guidelines.  Scction  II  assesses
those  contents  on strictly  legal  grounds.  Sec-
tion  III  draws  attention  to Four  difficult  issues
on  which  the  Guidelines  offer  no  guidance.
Section  IV  considers  the  role  of  Foreign  invest-
ment  codes.  Section  V lists  a set of  other  mat-
ters,  hardly  touched  upon  by tlie  Guidelines,
which  will  weigh  with  any  potential  foreign  in-
vestor.  Scction  Vl  attempts  to  look  at the
whole  issue  or  cncouraging  FDI  in  a wider

Development",  Chapter  )OX,  "Relalirms  betweeri  host  developing  countries  and  transnalional  corporations",  p. 313,
United  Nations  Centre  on  Transnational  Corporations,  1988.

2 Uniled  Nations  Centre  on  Transnafional  Corporations,  Bilatnaal  Invr'stment  Trenties,  New  York,  1988.
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context.  Finally,  section  VII  deals  with  other
actions  which  the  international  community
might  take  with  the  prospect  of  doing  more  to

promote  the  beneficial  flow  of  investmems  to
the  less  developed  economies  than  the  publica-
tion  of  these  Guidelines.

I.  The  Guidelines

The  Guidelines  are  professedly  legal  in
character.  They  attempt  to do no more  than
set out  a framework  of  principles  that  the  indi-
vidual  host  State  may  then  embody  in its own
laws,  agreements,  treaties,  regulations,  etc.
They  do not,  for  instance,  cover  issues  relating
to the  preservation  of  national  culture  (includ-
ing  the  pattern  or consumer  tastes),  imrni-
gration,  the  distribution  of  domestic  income,
or the  appropriate  dividing  line  between  the
public  and  private  sector.  It is assumed  that
host  Governments  desire  inward  foreign  in-
vestment  and  that  inward  investors  will  comply
completely  and  in  good  fait}i  with  all  local  legal
requirements.  Nothing  more  is said  regarding
the  appropriate  conduct  of  foreign  investors  in
the host  State,  on the  grounds  that  a set of
rules  for  this  purpose  has  already  been  reflected
in negotiated  provisions  of  the  draft  Code  of
Conduct  of the  United  Nations  Centre  on
Transnational  Corporations  (UNCTC).

The  main  areas  covered  are (a) the  ad-
mission  of  foreign  investment;  (b)  the  treatment
of  foreign  investment,  particularly  in  respect  of
the  transfer  of  capital  and  returns;  (c) expro-
priation  and  unilateral  alterations  or  termi-
nation  of  contracts;  and  (d)  the  settlement  of
disputes.  In the following  sections  the pro-
posed  Guidelines  are summarized  under  these
four  headings.

A. Admission offoreign  investmen.t

Each  State  is expected  to encourage  and
facilitate  investtnent  in its territory  of  capital,
technology  and  rnanagerial  skills  by nationals
of  other  States,  whether  corporate  or individ-
ual.  W}iile  procedures,  regulatioris  and  condi-
tions  may  be set by  the  host  State  governing
FDI,  these  should  not  be unduly  cumbersome
or complicated.  Experience  suggests  (say  the
Guidelines)  that  performance  criteria  such  as
minimum  local  ownership,  local  employment
or export  targets,  although  perceived  to be in
the  national  interest,  are  often  counterproduc-
tive  in that  they  eit}ier  discourage  Foreign  in-
vestors  or give  rise  to evasion  and  corruption.
Unrestricted  adrnissioxi,  save  for  certain  listed
investments  which  would  either  be prohibited
or would  need  screening  and  liccnsing,  is advo-

cated  as a more  effective  approach.  Neverthe-
less,  a State  may  reserve  certain  investments  for
its own  nationals  or may  refuse  a proposed  in-
vestment  deemed  to be contrary  to the  interests
of  national  security,  public  health  or  public  or-
der,  protection  of  the  environment,  or simply
unconducive  to  its  economic  development.
Bach  State  is encouraged  to publish  and  publi-
cize  regularly  updated  information  regarding  its
legislation,  regulations  and  procedures  affecting
FDI,  including  an indication  of  those  classes
of  investment  w}iich  are prohibited,  subject  to
screening  and licensixig,  or  reserved  for  na-
tionals.

B. Treatment of  private,foreign  investynent

The  first  furidamental  principle  proposed
is that,  in respect  of  the  legal  protection  of  their
person,  their  property  (including  intellectual
property)  and  their  rights  and  in the  grant  of
permits,  licences,  authorizatioxis,  visas,  etc.,  the
treatment  of  foreign  investors  should  not  be
less favourable  than  that  accorded  by  the  State
to national  investors.  In a similar  vein,  t}ie
host  State  should  not  discriminate  among  for-
eign  investors  on grounds  of  nationality.  The
second  fundamental  principle  is that  the  State
should  not  refrain  from  doing  everything  nec-
essary  within  its own  competence  for  t}ie  efTi-
cient  and  uninterrupted  operation  of  the
approved  invcsttncnt.  arhis  action  extends  to
the  prompt  issuance  of  licenses  and  permits,
and  aut}iorization  for  t}ie  employment  of  for-
cign  persorinel  - although  the  State  may  rea-
sonably  require  the  investor  to  establish  his
inability  to  recruit  locally  before  resorting  to
recruiting  abroad.

With  regard  to  the  transfer  of funds
abroad,  t}ie  host  State  should  freely  allow
transfer  of  t}ie  net  revenues  realized  fi'om  the
investrnent  (subject  to the exceptions  author-
ized  under  the ,Articles  of  ,Agreement  or tlie
IMF  or in relevat'it  treaties)  and  of  suc}i  sums
as may  be necessary  to discharge  all  due  obli-
gations,  including  t}ie  servicing  and  repayment
or contracted  debts.  On  liquidation  or sale or
the  investment,  the  investor  should  be allowed
to  repatriate  the  proceeds  imtnediately  or,
where  the  State  faces  foreign  excliange
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stringencies,  over  a period  not  exceeding  five
years  with  interest  at the  normal  commercial
rate  accruing  upon  retained  funds  until  such
time  as the  transfer  is actually  effected.  For-
eign  personnel  employed  should  be allowed  to
transfer  regularly  a  reasonable  part  of  their
salaries  and  wages  and,  upon  termination  of
their  employment,  should  be allowed  an irnme-
diate  transfer  of  all savings  from  such  salaries
and  wages.  The  Guidelines  make  it clear  that
the  transfers  provided  for  should  be made  at
the  market  rate  of  exchange  prevailing  at the
time  of  the  transfer.

Consistent  with  much  modern  advice,  the
Guidelines  do  not  suggest  that  a host  State
should  provide  foreign  investors  with  tax  ex-
emptions  or  other  fiscal  incentives.  Reasonable
and  stable  tax  rates  are considered  to provide
a better  incentive.  Competition  among  }iost
States  in providing  tax  exemptions  is  partic-
ularly  deplored.  Again,  in  line  with  most  mod-
ern  thinking,  where  incentives  are deemed  to
be justified,  the  advice  is that  they  should  pref-
erably  be granted  automatically,  linked  to the
type  of  activity  which  t}'ie  State  particularly
seeks  to encourage.  Moreover  they  should  be
available  equally  to  national  investors  in  similar
circumstances.  As  almost  an afterthought,  the
Guidelines  comniend  fiscal  incentives  that  are
provided  by  the  it'ivestors"  own  Government
(presumably  an OHCD  country)  for the  pur-
pose  of  encouraging  invcstment  in developing
countries.

C.  Expvopriation  and  unilateral  alterations

or termination  of  contracts

The  Guidelines  say  that  a host  State  may
not  expropriate  Or nationalize  iri  whole  or in
part  a foreign  private  investment,  or  take
measures  which  have  a  similar  effcct,  except
where  this  is, in  good  faith  pursuant  to a public

liurpose,  done in accordance wit}i applicable
legal lirocedures witliout  discrirnination on t}ie
basis  or  nationality  and  against  the  payment  of
appropriate  compensation.  A discussion  fol-

lows  below  of  what  principles  should  be applied
to  determine  that  such  compensation  is  "ap-
propriate".

Compensation  will  generally  be  consid-
ered  appropriate  if  it is based  on  a fair  market
value  of  the  asset  taken,  paid  without  undue
delay.  But  }tow  is "fair  market  value"  to be dc-
tcrmined  in the  absence  of  an  actual  agreed  sale
between  a willing  buyer  and  a willing  seller?
The  Guidelines  suggest  three  different  criteria.
For  a goixig  concern  with  established  prol"it-
ability,  fair  value  may  be based  on  a discourited
net  cash  flow  calculation  taking  account  of  risk,
the  expected  rate  of  inflation  and  the  time  value
of  money.  The  rate  of  return  available  in the
same  market  on investments  of  a comparable
charactcr  may  also  be a guide.  For  an enter-
prise  which  has not  been  profitable,  liquidation
value  (i.e.  the realizable  value  of  the assets
minus  unavoidable  liabilities)  may  be used.  For
other  nationa]ized  assets  - those  which  are  nei-
thcr  steadily  promable  nor  consistent  losers  -
fair  market  value  may  be estimated  on  the  basis
of  the  rcplacemcnt  cost  of  the  assets  taken  or,
if  a market  valuation  has  recently  been  written
into  t}ie  accounts,  on the  basis  of  book  value.

Compensation  s}iould  also  be effective,  in
the  sense  of  being  paid  in a currency  of  use to
the  investor,  and  paid  either  promptly  or,  if  the
State  faces  foreign  exchange  difficulties,  in
instalments  over  a period  not  exceeding  five
years  with  market-related  interest  in the cur-
rency  or  compensation  applied  to all deferred
payments.

Where  compre}iensive,  non-discrim-
inatory  nationalizations  are  embarked  upori
under  circumstanccs  of  war,  revolution  or sim-
ilar  exigencies,  the  Guidelines  suggest  that
compensation  may  be more  appropriately  de-
tcrmincd  by  Government-to-Government  ne-
gotiations  (between  ttie  host  Statc  and  tlie
irivcstors'  home  States)  rat}icr  thari  through
negotiations  with  individual  companies.
Sliould  Govcrm'ncrit-to-Government  ncgoti-
ations  fail,  international  arbitration  is pro-
posed.

II.  An assessment

What  are  we  to  make  or  these  Guidelines
emanating  from  some  of the  world's  most
powerful  and  influential  institutions?  They  are
a small  and  rather  timororis  contribution  to a
large  and  difficult  subject.  Based  on a review
of  existing  bilateral  irivestment  treaties  and  ii'i-

vestment  codes,  they  do not  go beyond  the  four

basic  categorics  usually  covered  by  tlie  trcaties
and  codes  - admission,  treatment,  expropriation
and  dispute  settlement.

Witli  one exception,  or apparent  exccp-
tion,  there  is absolutely  nothing  in tlie  Guide-
lines  which  any  developing  country  looking  for
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foreign  investment  could  find  iri  the least  bit
controversial.  Where  potentially  disruptive  is-
sues are  considered,  the  Guidelines  are  evasive
or non-comrnittal.  For  example,  ori  t}ic  subject
of  international  arbitration,  which  continues  to
be unacceptable  to  Latin  ,/ltnerican  countries
committed  to the  jurisprudence  of  the  Calvo
Clause,  the  Guidelines  play  safe,, and  make  no
substantive  recommendation  of  any  kind.
Guideline  V.  1, in  a purely  descriptive  statement
without  normative  content,  says:

Disputes  between  private  foreign  investors
atxd the host  State will  normally  be settled
through  negotiations  between  tliem  and fail-
ing  this,  though  national  courts  or tlirough
other  agreed mechanisms  including  concil-
iation  and  binding  independent  arbitration.

If  we  exclude  resort  to violence,  that  dc-
scription  seems  to  cover  all  the  possibilities  arid
is stated  in a quite  neutral  way  with  no indi-
cation  of  any  preference.  The  orily  advice  of-
fered  in  this  part  of the  Guidelines  is  in
Guideline  V.3.  Where  agreement  has  been
reached  on  independent  arbitration,  in a gentle
puff  for  the  in-house  product,  the  International
Centre  for  Settlement  of  Investment  Disputes
(ICSID)  is recommended.  That  will  not  upset
any  developing  countries  but  might  be regarded
by  the  International  Chamber  of  Cori"imerce  in
Paris  as unfair  competition.

Another  example  is compensation  for  ex-
propriated  assets.  The  subject  often  proves
controversial  and  the  Bank  Group  might  have
been  expected  to take  a clear  and  decisive  line.
In  fact  the  Guidelines  seek  to take  account  of
different  and  sometimes  contradictory  opinions.
The  result  could  not  be called  controversial  but
leaves  an unmistakable  impression  of  intellec-
tual  disorder.  Guideline  IV.l  establishes  t}iat
there  must  be payment  of  "appropriate"  com-
pensation.  "Appropriate"  is the  word  used  in
the  now  famous  General  Assembly  resolrition
1803  of  1962  on permanent  sovereignty  over
natural  resources.  However,  the  Guidelines  go
on to support  the  United  States  State  Depart-
ment  position  by equating  "appropriate"  with
the  Cordell  I-{ull  formula  - "Compensation  for
a specific  investment  taken  by the  State  will,
according  to  the  details  provided  below  be
deemed  appropriate  if  it is adequate,  effective
and  prompt".  That  formulation  may  be reas-
suring  to the  capital  exporting  countries  but  it
does  not  eliminate  ambiguity.  Tt avoids  saying
that  compensation  will  not  be appropriate  un-
less it is  adequate,  effective  and  prompt.  A
margin  for  a different  standard  has  quite  delib-
erately  been  left  open,  no doubt  to accommo-
date  the  contingency  referred  to in Guideline
IV.lO  (see  below).

Repeating  thc  same  grammatical  Form,
Guideline  III  says  in  another  apparently  or-
thodox  stipulation  "Cotnpensatiori  will  be
dcerncd  adequate  if  it is based  on  the  fair  rnar-
kct  value  of  the  taken  asset  as such  value  is
determined  imtncdiately  before  tlie  time  at
wliich  thc  takirig  occurred  or tlie  decision  to
take  the  asset  became  publicly  known".  jlgairi
there  is a margin  left  open  For the  application
of  a differcrit  test,  and  a differerit  approach,  ir
not  a different  test,  is fores}iadowed  in Guide-
line  V.  This  affirms  that  fair  market  value  will
be acceptable  if  determined  by the State  ac-
cording  to  reasonable  criteria  related  to  the
market  value  of  the  investment.  lliat  mcans
an amount  that  a willing  buyer  would  normally
pay  a willing  seller  after  taking  into  account
various  factors.  One  of  the factors  that  tlic
Guideliries  say should  be taken  into  accourit  is
"the  circumstances  in which  (the  investment)
would  operate  in  the  future".  While  that
sounds  quite  reasonable,  it  would  permit  a
Govcrnmerit  assessixig  the  value  of  an expro-
priated  asset  to  advance  destructive  hypot}ieses
about  the  future  which  could  have  a very  ad-
verse  effect  on  the  value  of  an  asset.

Assumptions about the future %ure as
one  of  t}ie  conceptual  problems  in  the  valuation
of expropriated  asscts.  Where,  as  recom-
mended  by  the  Guidelines  in  the  case  of  a going
concern,  valuation  is on  the  basis  or  discounted
cash  flow  value  the  problem  is obvious.  This
may  well  be  the  reason  why  the  Guidelines
make  a special  case for  "comprehensive  non-
discriminatory  nationalizations  effected  in t}ie
process  or large  scale  social  reforms  under  ex-
ccptional  circumstances  of  revolution,  war  and
similar  experiences"  (Guideline  IV.lO).  In  the
face  or such  events,  the  continuity  of  expecta-
tions  is broken  and  t}iere  is really  no way  to
calculate  the  value  of  an asset  on the  basis  of
a discounted  cash  now.  /'ilthough  Guideline
IV.lO  makes  sense  in that  context,  difficulties
in knowing  when  it would  apply  must  create
havoc  with  the  simplicities  of  tlie  I {ull  formula.
The  remote  origin  of  this  provision  is probably
a footnote  or  tlie  late  Sir  Ilirsch  Lauterpacht  in
t}ie  5th  edition  of  Oppen}ieim,  Iriternational
Law.  Referring  to cases  in  which  fundamental
changes  in the  political  system  and  economic
structure  of  the  State  or  far-reaching  social
reforms  entail  interference  on  a large  scale  with
private  property,  he  wrote:  "In  such  cases,
neither  the  principle  of  absolute  respect  for
alien  private  property  nor  rigid  equality  wit}i
the  dispossessed  nationals  offers  a satisfactory
solution  to the  difficulty.  It is probable  that,
consistent  with  legal  principles,  such  a solution
must  be  sought  in  the  granting  of partial
compensation."  The  Guidelines  do not  follow
Lauterpac}it  in recommending  the  payment  of



91

partial  compensation.  No  standard  is
proposed.  However,  where  the  Guidelines  ap-
ply  it is suggested  that  compensation  should  be
determined  through  negotiations  between  the
host  State  and  the  investors"  home  State  or,
failing  that,  through  international  arbitration.
In  a striking  example  of  evasiveness,  no  criteria
for  the  arbitration  are  proposed.

In  one  respect  the  Guidelines  could  be
said  to  raise  a question  which  may  generate
some  controversy  among  developing  countries.
This  concerns  admission.  Section  3 of  the
Guidelines  starts  by  noting  that  each  State
maintains  the  right  to  make  regulations  to
govern  the  admission  of  private  foreign  invest-
ments.  It  then  goes  on to say that  experience
suggests  that  certain  performance  guarantees
introduced  as  a condition  of  admission  are
counter-productive  and  that  open  admission,
possibly  subject  to a restricted  list  of  invest-
ments  (which  are either  prohibited  or require

screening and licensing), is a more effective ali-
proach.  These  statements  constitute  advice  on
a question  of  policy,  acceptable  to some  coun-
tries  but  likely  to be rejected  by others.  They
seem  quite  out  of  place  in  a text  purporting  to
be an overall  legal  framework  "embodying  es-
sential  legal  principles".  The  drarters  seem  to
have  recognized  this  as  in  this  particular
Guideline  they  have  adopted  an  avuncular  style
which  avoids  the  grammar  used  to  make
normative  statements  in  statutes,  treaties  or

contracts.  IIowever,  in that  respect  consistency
is not  maintained.  The  subsequent  Guideline
in section  4 dealing  with  the  sarne  subject  treats
section  3 as though  it had  established  a rule  and
goes  on  in  language  more  appropriate  to  a
statute  to  say:  "a  State  may  as  an exception
refuse  admission  to a proposed  investment

(i)  which  is, in  the  considered  opinion  or
the  State,  inconsistent  with  clearly
defined  requirements  of  national  se-
curity;  and

(ii)  which  belongs  to sectors  reserved  by
the  law  of  the State  to its nationals
on account  of  the  State's  economic
development  objectives  or t}ie  strict
exigencies  of  its  national  interest."

This  haphazard  drafting  is  bound  to
cause  confusion  and  may  even  seem  provoca-
tive  to some  developing  countries.  If  section  3
or  Guideline  II  is intended,  like  the  rest  of  the
Guidelines,  to establish  a norm,  greater  preci-
sion  would  be  needed.  For  example,  some
rather  obvious  distinctions  need  to  be  made
about  performance  criteria.  In  naffiral  resource
projects  - mining,  petroleum,  forestry  and  fish-
ing  - where  access  is given  to  resources  through
some  form  of  licensing,  performance  criteria
invariably  cover  work  and,  usually,  expenditure
obligations  and  a whole  range  of  other  impor-
tant  matters.

III.  Four  difficult  issues

,/'ks an  illustration  of  where  the  Guidelines

could  have  been  of  more  direct  assistance,  let

us consider  some  of  the  real]y  difficult  issues

which  currently  dominate  most  negotiations  or
major  projects  between  Governments  and  po-

tential  investors  in developing  countries.  arhe

issues  selected  are of  particular  importance  in

respect  of  major  xiatural  resource  projects  being
negotiated  by Governments  in the  process  of

moving  away  from  systems  of  extensive  state
ownership  and  rigid  central  planning.  The

projects  involve  long-term  contracts  and  com-

mitments  for  capital  expenditure  which,  in

some  cases,  may  amount  to billions  of  dollars.

Some  of  the  countries  concerned  have  no track
record  of  fair  dealing  with  foreign  investors;  so
mining  and  oil  companies  have  to  ask thcm-
selves  what  guarantees  they  should  be seeking.
Likewise,  many  Governments,  unramiliar  with
the  way  private  sector  companies  reach  deci-

sions,  want  to know  what  they  will  be obliged
to concede  in order  to attract  the investments

they  seek.  In  the  end, of  corirse,  a modus

vivcndi  will  be struck  through  negotiation.  So

far, it seems to  be taking  an unconscionably

long  titnc,  and  time  which  none  or these  coun-
tries  can  afford  to waste.

In  thc  context  or rcaching  agreement,
what  )iclp  could  Governments  and  cornpanies

derive  from  tlie  Guidelines  as they  stand?  Iftlie
lawycrs  who  prepared  the  Guidelines  had

boldly  takcn  t}ie  lead  on  some  controvcrsial  is-
sues,  could  they  have  dispelled  some  of  the  dis-

trust  and  misundcrstanding  wliich  now  impede
t}ic  flow  or investment?  aro  axiswer  such

questions,  it may  be }iclprul  to corisider  four
key  issues  w}iich  }iavc  to  be  scttlccl  in most

major lirojccts iri tlic natural resources scctoi'.
A consideration  or  thcse  elements  Follows.
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A.  Fiscal  stability

No  mining  or oil  company  will  commit
itselr  to a major  investment  to explore  or de-
velop  mineral  resources  without  being  satisfied
that  in the  event  of  identirying  a commercial
deposit  it  could  earn  a rate  of  return
cornrnensurate  with  the  risk  assumed.  alahat
means  projecting  a cash  flow  over  the  life  of  a
project.  This  cannot  be  predicted  without
making  assumptions  about  royalties,  taxes  and
other  fiscal  questions.  Investing  in  a developed
country  with  an established  market  economy,
certain  mining  and  oil  companies  may  be pre-
pared,  without  contractual  cotnmitments  from
the  State,  to assume  some  continuity  in fiscal
policy.  In  the  case  of  most  developing  coun-
tries  and  especially  for  those  struggling  to move
from  command  to  market  economies,  a prudent
foreign  investor  will  always  requirc  from  the
State  or its agencies  undertakings  which  guar-
antee  fiscal  stability  or have  that  etTect.-' Are
investors  justified  in making  these  demands?
Should  Governments  be told  t}iat  they  cannot
expect  large-scale  investment  without  such
undertakings?  Unfortunately,  the  Guideliries
neglect  such  questions  entirely.  Ill  fact,  t}iis
vitally  important  topic  is simply  not  mentioned.
The  omission  is  surprising  since  the  issue
raised,  although  it  affects  more  directly  the
economics  of mineral-based  projects,  has  a
clear  legal  dimension  which  ought  to  have
brought  it within  the  ambit  or  the  report  called
for  by  the  I)evelopment  Comrnittce.  If  foreign
investors  are justified  in requiring  guarantccs
of  fiscal  stability,  }iow  can  givixig  those  guar-
antees  skirt  difficult  constitutional  issues?
Mining  and oil companies  havc  s}iown  com-

mendable ingenuity in develol:iing forms of
contract  wliich  avoid  any  direct  challenge  to
t}ie  host  country's  Icgislatiye  competence.
However,  countries  new  to foreign  investment
and new  to  market  ecotiomics  ortcn  remain
sceptical  on this  point.  In  fact  they  need  au-
thoritativc  guidancc;  a lielping  hand  from  t}ie
World  Bank  would  be of  inestimable  value.

The  issue  of  fiscal  stability  also  gives  rise
to the  difficult  quest.ion  of  principle  on which
the  Guidelines  are silent.  Under  the heading
"treatment",  following  the  pattern  of  most  in-
vestment  protection  treaties,  the  Guidelines  cs-
tablish  the  rule  that  foreign  investors  will  be

accorded  treatment  as favourable  as that  ac-
cordcd  to national  investors.  Furthermore,  as
regards  matters  "not  relevant  to national  inves-
tors",  treatment  under  the  State's  legislation
and regulations  will  not  discriminate  among
foreign  investors  on  grounds  of  nationality.
T}ie  Guidelines  themselves  do not  specify  the
matters  which  are  "not  relevant  to national  in-
vestors",  but  the  report  (in  paragraph  16)  men-
tions  in  the  same  context  "repatriation  or
investmcnt  capital  and  returns".  What  about
fiscal  stability?  Foreign  investors  who  demand
contractual  stipulations  limiting  a government"s
'take'  in natural  resource  projects  can  say  that
they  do not,  and  often  cannot,  participate  in
the  political  life  or  the  }iost  country.  Given  that
constraint,  they  cannot  be expected  to make
}iuge  up-front  investments  on the  basis  of  an
open-ended  fiscal  regime.  In  that  respect  tlie
position  or  local  investors  is clearly  quite  dir-
rerent.  })oes  it follow  that  guarantees  or  fiscal
stability  are,  in the  language  or  the  Guidelines,
"not  relevant"?  There  could  be  serious

constitutional/political  objections to the State
ofTering  a  particular  category  of  its  citizens
contractual  undertakings  which  worild  protect,
or have  the  effect  of  protecting  them,  from  the
incidericc  of  ariy  future  tax  changes.  If  it is
right  to raise  such  objections,  should  t}iey  nev-
ertheless  be disregarded  in t}ie  interest  of  creat-
ing  competition  between  foreign  and  local
irivcstors  on a level  playing  field?  These  are
difT-icult  questions  to which  there  may  not  be
any  simple  answers.  l'he  problem  is not  just
one  or  economic  management.  1"}ie  issue  es-
sentially  concerns  what  the World  Bank  calls
"goverriancc".  T}ic  silence  or the  Guidelines  on
this  score  is particularly  surprisirig  in view  of
t}ic  ovcrriding  importance  whic}i  the  World
Bank  now  attaches  to questions  of  governaxice.

B.  Environnyental  inypact

In  natural  resource  projects,  reac}iing
agrcemcnt  in  negotiations  over  fiscal  stability
}ias  becomc  somewhat  easier  in  recent  years
becausc  of  t}ic  development  of  self-adjusting
mechanisms  for  sharing  the  surplus,  e.g.  the
"R"  factor  in  production-sharing  agreements,
and additional  profit  taxes  based  on  a dis-
counted  cash  flow  rate  of  return."  In  contrast,

3 Exxon,  in a receiit  memorandum  on bciialr  or the Petroleum  Advisory  Forum,  said in the context  or the latest draft
of a Petroleum  Law  For the Russian  Federation:  "/lside  from  questions  as to the type and amourits  of taxes, any tax
regime  sl'iould  be sucli  that a potential  investor  can determine  with a high degree or certainty  the taxes and otlicr
Government  cliarges which  the project  must bear over its lif'e. In otlier  words  the tax regime must  1:+e stable and
predictable.  Tliis  mcans that  thc tax package  should  not he susceplible  to change,  should  be all-inclusive  and should
be stated in clear and dcnnitive  terms.a

4 In tlie petroleum  industi'y  the R factor  rcl"ers to an arrangcmenl  whereby  t)'ie sp!it or profit  in a producLion-sliaring
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it has  become  much  more  difficult  to  reach
agreement  on an  appropriate  way  to handle  the
environmental  impact  of  mining  and  petroleum
projects.  Governments,  with  active  encourage-
ment  from  such  international  financial  insti-
tutions  as  the  World  Bank,  are increasingly
aware  of  their  responsibility  for  protecting  the
environment.  Companies  are generaIly  willing
in  principle  to do their  part  but,  as in the  case
of  the  fiscal  regime,  they  are reluctant  to as-
sume  open-ended  commitments.  Companies
quite  naturally  want  first  to define  and  then  to
stabilize  the  limits  of  their  rcsponsibility.5

At  the  development  stage  of  any  mining
or petroleum  project  consideration  of  environ-
mental  issues  will  always  take  place.  Howcver,
in many  - perhaps  most  - developing  countries
and  in countries  emerging  from  a condition  or
state  monopoly,  there  is no existing  network  of
statutory  requirements  confronting  t}ie  opera-
tor.  Provisions  designed  to  prevent  or limit
environmental  damage  will  be project-specific
and  will  have  a consensual  dimensiori.

Characteristically,  a rninixig  or petroleum
code  or exploration  and  production  agreement
will  have  a provision  requiring  the  preparation
of  a development  plan  when  cornmerciality  has
been  established  and a company  is  seeking
long-term  rights  in  a lease  or  production
licence.  Normally  the  development  plan  or
company  "proposals"  will  require  approval  by
the  Government  before  a lease  or licence  is is-
sued.

What  should  happen  if  t}iere  is disagree-
ment?  Sliould  the  Government  be prepared  to
go to  arbitration  or submit  the  dispute  to a
binding  determination  by  a third  party  expert?
Where  the issues  involve  technical  questions
relating  to the  way  operations  should  be carried
on  - cut-off  grades,  production  profiles,
in[rastructure  design  and  utilization  - Govern-
ments  in most  developing  countries  are now
prepared  to  agree  to  dispute  settlement  pro-
visions  involving  international  arbitration  or
expert  detennination.  This  affords  corisiderable
reassurance  to  prospective  investors  and  is
clearly  an  important  element  in  a modern  min-
ing  or  petroleum  code.

If  the dispute  preventing  agreement  on
the development  plan  is about  environmental
management,  should  Governments  be prepared
to accept  arbitration  or expert  determination?
At  the  development  plan  stage,  companies  may
have  spent  very  large  amounts  on exploration

and  feasibility  studies  and  could  stand  to lose
these  investments  if  a Government  imposed
unreasonable  or arbitrary  requirements  incon-
sistent  with  the  economics  of  the  project.

The  problem  for  companies  is obvious,
but  how  should  Governments  respond?  Would
it be right  or,  indeed,  feasible  politically,  for
Governments  to allow  foreigners  to decide  on
issues  which  may  involve  for  its  own  people
balancing  the advantage  of  increased  revenue
from  a mining  project  against  the  disadvantage
of  environmental  damage?

For  a complete  understanding  of the
problem,  certain  distinctioxis  have  to be made.
If  standards  have,  in a particular  context,  beeti
established  by the Government  and  accepted
by  the  investor  (e.g.  the  acceptable  level  of
suspended  particulate  matter  ixi a river  system
resulting  from  mining  operations),  there  should
be rio  real  objection  to expert  determination  in
a dispute  about  whether  proposals  in a devcl-
opment  plan  are  adequate  to ensure  compliance
witli  established  standards.  Conversely,  the
situation  is  quite  different  if the  dispute  is
about  what  standard  should  be established.  In
that  case,  the  issue  is how  much  damage  to  lo-
cal interests  should  be pcrrnitted  for  the  sake
of  a profitable  mining  project  from  which  the
Government  will  derive  needed  revenues.  Fun-
damentally  that  is  a political  question;  for
Government,  it is one  that  is constrained  by  the
need  to  attract  investment  and develop  the
project  in question.  The  resolution  of  such  is-
sues is  what  investors  and  Governments  talk
about  when  they  negotiate  major  projects  but
the  Guidelines  do not  refer  to them.

.Another  difficult  Government/investor
issue  has  to  do with  the  environment  but  is not
confined  to the  case of  large-scale  mining  and
oil  projects.  Wliere  a foreign  investor  commits
substantial  capital  for  a project  on the  basis  of
compliance  with  an agreed  plan  to deal  with  the
envirorimcntal  irnpact  or  in  compliance  with
established  statutory  provisions,  what  happens
if  later  there  is a change  in the  Government's
requirements?  Governmerit  may  wish  to alter
its requirements  because:

(a)  It may  have  decided  over  a period  of  time
that  stricter  standards  should  apply;

(b)  New  scientific  data  may  have  been
produced  showing  the  existence  or  danger
or  delcterious  consequences  not  previously
known;

agreement  is determined  in any year  or' production  by the ratio  or the contractoras  cumulative  inflows  to the contrac-
tor's  cumulative  outflows.

5 For a fuller  treatment  or tliese issues, see Roland  Brown
petroleum  contracts",  IDS  Bulletin,  vol. 22, No. 4, October

and Philip  Daniel,  Tnvironmental  issues in mining  and
1991.



94

(c)  Some  unforeseen  physical  events  or  di-
mensions  may  have  become  apparent  m
the  project  itself.

For  investors,  the  prospect  of  a Govern-
ment  changing  the  rules  of  the  game  after  their
investment  is in place  is  alarming.  A major
mine  may  cost  as much  as a billion  dollars  and,
however  large  the  players,  a substantial  part  of
the  capital  is likely  to be borrowed  and  secured
(inter  alia)  on the  project.  That  means  that
banks  as well  as mining  and  oil  companies  have
a stake  in  the  issue.  If  there  is a drastic  change
in  the  rules  after  the  investment  has  been  made
the  economic  assumptions  on  which  the
decision  to  develop  was  taken  may  be
undermined.  That,  of  course,  is an old  problem
in terms  of  the  fiscal  regime,  and  one  which  is
largely  solved  by  the  development  of more
flexible  fiscal  arrangements.  In  the  context  of
environmental  controls,  the  issue  can  be more
intractable.

Some  companies  have  tried  to  seek a
special  status  for  their  approved  environmental
plan  such  that  their  project  will  be exempted
from  any  future  environmental  laws  or regu-
lation,  or government  actions,  that  would  alter
the  basis  upon  which  the  project  was  to be de-
veloped  and  operated  from  that  envisaged  in
the  approved  development  plan.  Few  Govern-
ments  would  accept  such  an arrangement,  nor
do companies  realistically  expect  it.  However,
in this  area  a genuine  problem  exists  with  no
obvious  solution.

payments  concerned.  In other  words,  if  ariy
substance  is to be given  to  tlie  undertakings  set
out  in the  Guidelines,  they  must  be read  as a
guarantee  by  Government  that  foreign  ex-
change  will  be made  available  to enable  certain
payments  to be made  in convertible  foreign  ex-
change.  In  some  developing  countries  with  a
long  history  of  foreign  exchange  shortage,  it is
clear  that  even  with  the  best  will  in the  wor]d
such  a guarantee  is  one  which  Government
may  not  be able  to implement.  Any  attempt  to
do so could  result  in default  across  the  board,
including  default  on  obligations  outstanding  to
the  World  Bank  and  the  Fund.

Mining  and  oil  companies  are aware  of
t}icse  realities  and treat  undertakings  of  the
kind  set out  in the  Guidelines  as  subject  de

facto to a concept of force majeure. IIence
before  undertaking  a major  investment  in  a
developing  country,  they  invariably  require  a
commitment  from  Government  to permit  them
to  retain  offshore  the  proceeds  in  foreign
exchange  from  the  sale  of  mine  products  or
petroleum.  That  commitment  is,  of  course,
always  subject  to a requirement  that  the  foreign
investor  will  bring  iri foreign  exchange  to meet
tax  and  other  local  obligations  as they  arise  in
the  host  country.  There  may  also  be safeguards
- sometimes,  as  in  the  case  of  Papua  New
Guinea,  very  elaborate  safeguards  - but  the
substance  of  the  commitment  required  from
Government  is  essentially  a non-negotiable
lSSuC:.

C. Foreign exchange tran,der

On the  issue  of  transfer  payments  the
Guidelines  follow  a pattern  established  by  most
foreign  investment  protection  trcaties  and  by
many  of  the  investrnent  codes.  W}iile  guaran-
tees  may  afford  some  comfort  to  foreign  inves-
tors  they  do not  satisfy  a basic  requirement  for
companies  investing  in major  natural  resource
projects  or  making  other  investments  based
wholly,  or in part,  on  export  potential.  To  un-
dcrstand  why  that  is so, it is necessary  to look
at the  form  the  provisions  take  in the  Guide-
lines.  Each  of  the  stipulations  set  out  in
Guideline  III.6  says that  transfers  of  certain
kinds  will  be "allowed".  That  wording  conceals
the  reality  behixid  t]iese  transactions.  Unless
there  is a complete  absence  of  exchange  con-
trol,  with  freedom  to buy  and  sell  foreign  ex-
change  at will,  the transfers  which  are  to  be
"allowed"  can  only  take  place  if  the  Foreign
Investor  can  trade  through  the  Central  Bank,
or  its agents  in  the  Cornrnercial  banking  sector,
the  foreign  exchange  required  to  make  the

D. Liabilit)i  for  opevati/7g subsidiaries

The  increasing  emphasis  on  environ-
mental  concerns,  arid  the  related  occurrence  in
recerit  years  of  a number  of  environmerital  dis-
asters,  has  given  rise  in  natural  resource
projects  to a relatively  new  source  of  contro-
versy.  alahc financial  consequences  of sucli
events  as Bophal  and  the Exxon  Valdez  can
have  a very  damaging  irnpact  on the  balance
s}ieet  of  even  the  )argest  and  strongest  corpo-
rate  players.  For  this  reason  Governments  can
no  longer  take  it for  granted,  as they  might
have  done  20 years  ago,  that  a major  mining
or  oil company  will  always  stand  behind  a
wholly  owned  subsidiary  whic}i  has been  lield
liable  for  damages  in an environmental  catas-
trophe.  Project-specif'ic  companies,  wit}iorit
significant  assets  of  their  own,  continue,  with
t}ie  acquiescence  of  Governments,  to be used  iri
mining  and petroleum  investments.  Increas-
ingly,  Governments  see  the  need for  parent
company  guarantees  and  increasingly  compa-
nies  arc  declining  to accept  open-ended  com-
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mitments  which  could,  on  a worst-case
assumption,  run  into  billions  of  dollars.  arhis
is pre-eminently  a matter  ror  the  international
cornrnunity  and  the  silence  of  the  Guidelines  is
again  both  surprising  and  disappointing.  The
authors  of  the  Guidelines  cannot  assume  that
the  issue  concerns  the  conduct  of  transnational

corporations  and  would  fall  under  t}ie  UNCar(:
code  of  conduct  even  ir  that  initiative  had  not
bcen  aliortccl.  If  investors  do not  offer  parerit-
company  guarantees,  Governments  will  react
by  imposing  conditions,  and  the  issue  then  falls
within  t}ie  area  w}iich  the  Guidelines  were  in-
tended  to cover.

IV.  Investment  codes

Nowhere  do  the  Guidelines  themselves
use  the  words  "foreign  investment  code"  despite
their  widespread  use as part  of  the  legal  frame-
work  which  many  developing  countries  have
created  for  dealing  with  inward  direct  foreign
investment.  However,  the  accompanying  re-
port  to  the  Development  Committee  referred  to
"investment  codes"  or  "national  investment
codes"  (on  pages  14, 17, 18, 19 and  21),  and
from  these  references  and  the  relevant  passages
in the  Guidelines  themselves,  it is possible  to
gain  a coherent  impression  of  what  the  authors
believe  an investment  code  should  or  should
not  contain.

Whether  or  not  an  investment  code  exists
and  has  legal  status,  it is clear  that  the  Guide-
lines  support  the  publication  of  an  "investment
handbook"  which  will  be regularly  updated  and
which  will  "surnrnarize  the  applicable  rules,  re-
fer  to all  the  relevant  laws  and  regulations  and
provide  other  information  that  investors  typi-
cally  require,  whether  or  not  they  are reflected
in  an  investment  code".

The  approach  which  any  such  code  would
desirably  take,  for  both  new  and  existing  in-
vestrrients,  is  also  made  clear.  In  different
places  it is variously  described  as "the  liberal
approach",  "the  general  approach  of  free ad-
mission",  and  "the  restricted  list  approach".  In
essence  the  ordinary  run  of  inward  foreign  in-
vestments  will  require  no  specific  approval  from
the  host  State  (any  more  than  they  do now  in
most  OECD  countries)  - admission  will  become
"a  largely  automatic  process"  confining  exclu-
sions  or  approval  requirements  to specific  types
of  investment  (i.e.  "the  restricted  list")  judged
in need  of  such  control.  Lest  this  loophole  be
opened  too  wide,  the  report  emphasizes  that
the  Guidelines  recognize  that  "such  limited  re-
strictions  may  be inevitable;  it does  not  suggest
them  as a rule  but  as an exception."  However,
it bears  emphasizing  that  such  foreign  invest-
ments  will  not  be exempt  from  the  host  State"s
ordinary  laws  and  regulations  wliich  typically
will  require  registration  of  the  investment.

The  type  of  investments  that  may  legit-

imately  be placed  on a restricted  list are (a)
foreign  investments  which  threaten  national
security,  arid  (b)  t}iose  which  }iclong  to sectors
reserved  by  thc  law  of  the  State  to its  nationals
as part  of  t}ie  State's  economic  development
objectives.

Ot}ier  indications  or  what  the  authors  of
the  Guidelines  believe  an  investment  code
should  contain  (and  what  the  accompanyirig
administrative  arrangements  should  consist  of)
almost  certainly  go further  in the direction  or
libcralization  than  many  host  States  will  want
to go,  particularly  in respect  of  existing  invest-
ments.  arlie documents  "caution"  against  im-
posing  particular  performance  requiremcr'its
such  as  minimum  local  ownership,  insistence
on recruiting  locally  a certain  number  or pro-
portion  of  personnel,  or the  setting  of  export
targets.  Instead  they  stress  t}ie  advantages  of
"market  freedom  of  hiring"  especially  of  top
management  unrestricted  by  nationality,  and
the  importance  of  "labour  flexibility".  aIahe re-
port  further  emphasizes  that  foreign  investors
should  not  be put  at a competitive  disadvan-
tage  with  domestic  investors  in rcspect  of  ac-
cess  to  permits  and  authorizations.  Less
controversially,  t}ic  Guidelines  stress  the need
for  timely  issuance  or  all authorizations  and
endorse  "strearnline  admission  procedures
(w}iere  these  are still  necessary)  through  such
devices  as "one-stop  shopsa  for  investment  ap-
provals."

Of  most  of  the  other  components  which
characteristically  find  their  way  into  investment
codes,  the Guidclines  say nothing.  Passagcs
surnrnarized  in  section  2 of  the  Guidelines,
normative  in character,  cover:  the transfer  of
moneys  needed  to  service  foreign  obligations
and  to pay  dividends;  the  need  for  the  prompt
issuance  or  licences  and  permits;  and  authori-
zation  of  the  investor  to recruit  abroad  once  he
has  satisfied  the  Government  of  his  inability  to
recruit  the  required  skills  locally.

There  is no  direct  mention  of  the  attitude
of  the  Guidelines  towards  a long  list  or  meas-
urcs  w}iich  Form  part  of  t}ie  legal  framework  in
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any  developing  country  seeking  to attract  for-
eign  investors.  These  measures  and instru-
ments  include:  tariff  protection,  exclusive  li-
censing,  access  to domestic  credit,  guaranteed
tax  rates  or compensation  in the  civil  courts  if
fiscal  charges  are increased,  exemptions  from
(or  rebate  on) the importation  of equipment
and materials,  initial  investment  a]lowances,
accelerated  depreciation,  tax holidays,  or  the
right  to carry  losses  forward  (or  backward).

Although  the  Guidelines  are  reticent
concerning  such  nitty-gritty  elements  of  most
investment  codes,  it would  not  be quite  accu-
rate  to say  that  no  inference  can  be drawn.  The
Guidelines  are against  any  fiscal  concessions
being  offered  to foreign  investors  which  are not
also  made  available  to domestic  investors.  The
Guidelines  are also  against  developing  country
Governments  competing  against  each  other  in
the concessions  that  they  offer  in order  to at-
tract  foreign  investment.  That  of  course  is an
easy and honorable  position  to take.  But  it
begs an important  and  controversial  question.
That  question  is:  in  making  their  decisions
concerning  investment,  how  much  importance
do investors  attach  to  tax concessions  made
available  by  different  countries?

The  literature  on this  subject  is ambig-
uous.6  It  is clear  that  many  development  econ-
omists  do not  like  such  incentives.  "It  has ...
been  known  for  some  time  that  give-away  in-
centives  such  as tax  holidays  are not  effective
in attracting  [foreign  direct  investment]  and  yet
are costly,  particularly  when  developing  coun-
tries  compete  against  each  other  ." 7 Nevertheless
empirical  studies  are very  far  from  showing  that
they  are not  effective  and,  on some  occasions,
necessary.

Despite  the uncertainty  surrounding  this
subject,  and  the  understandable  reticence  of  the
Guidelines,  a number  of propositions  about

special  investment  incentives  and foreign  in-
vestment  codes  do seem  reasonably  sure:

First,  most  foreign  direct  investment  does
not  flow  as a result  of  special  tax  incen-
tives,  and  the  countries  most  successful  in
attracting  FDI  (mostly  OECD  countries)
do not  have  foreign  investment  codes;

Secondly,  the security  of  the investment,
the  stability  of  operating  conditions  (in-
cluding  fiscal  conditions)  and  the  prospect
of  being  able  to make  and  remit  profits  are
more  important  to  investors  than  the
prospect  of  especially  low  taxes  on profits
realized  and  remitted;

Thirdly,  the  promulgation  of  a foreign  in-
vestment  code  is thus,  in a sense,  a recog-
nition  of  weakness,  an acknowledgement
that  special  assurances  and  incentives  have
to  be  offered  to  compensate  for  a bad
track  record  in dealing  with  earlier  invest-
ments,  to  counteract  unfavourable  eco-
nomic  conditions,  or to assuage  investor
nervousness;"

Fourthly,  although  certain  other  matters
are more  fundamental,  the promise  of  tax
concessions  does  count  with  most  foreign
investors  and  may,  at the  margin,  be deci-
sive in deterrnining  whether  or not  an in-
vestment  is made,  or where  it is made  if
alternative  locations  are available;

Fifthly,  it is perfectly  consistent  to  ac-
knowledge  that  the  competitive  offering  of
tax concessions  to foreign  investors  may
well  be harmful  to developing  countries  as
a group  while  at the  same  time  a necessary
policy  for  any  individual  developing  coun-
try  raced with  the knowledge  that  such
concessions  are being  offered  by potential
competitors  operating  in the same sector
Or reglon.

V.  Other  matters  of importaxice  to foreign  investors

The  Development  Comniittee  requested
a report  on "an  overall  legal  framework  which
would  embody  the essential  legal  principles  so
as to promote  foreign  direct  investment."  The
three  General  Counsels  chose  to interpret  this

request  as if  all they  had to  report  on  were

those  legal principles  which  applied  only  to
foreign  investment,  and so avoid  devoting  any
attcntion  to policies  and  legal  principles  neces-
sary  to promote  all investment,  whether  foreign

6 See S. Guisinger,  "Rhetoric  and reality  in international  busiriess:  a riol.e on  ttie effectiveness  o(' incentives"  in
Transnational  Corporations,  vol.  1, No.  2, 1992  (il'(ugust),  pp. 11]-123.

7 }-l Hughes  and  G. Dorrance,  "Foreign  irivcstment  in /lsia"  in Vincent  Cable  and  Bistinodat  Persaud  (eds.),  neveloping
with  Foreign  Investment,  London:  Croom  Ilclm,  pp.  44-66  (quoted  in Guisinger,  ibid.).

8 0f  48 foreign  investment  codes  looked  at by t)"ie task  force,  over  half  (26)  were  ror  /Vrican  States.
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or domestic.  This  act  of  self-restraint  certainly
made  the  task  more  manageable.  The  result
may  indeed  be a source  of  relief  to t}iose  mem-
bers  of  the  Group  of  24 who  were  apprehensive
that  a Development  Committee  report  on FDI
might  become  a font  of  new  conditionalities  to
be  introduced  into  future  adjustment
programmes.  The  effect  is nevertheless  curious
- rather  like  a doctor  prescribing  treatment  only
for  a leg when  clearly  the  reason  why  the  pa-
tient  has  difficulty  in  walking  is  because  of
weakness  in his  entire  physionomy.

This  has given  rise  to  some  disappoint-
ment  and  frustration  among  certain  developing
country  Governments.  We  mentioned  earlier
our  concern  that,  having  interpreted  "prevailixig
best  practice"  in the  matter  of  bilateral  invest-
tnent  treaties  and  foreign  investment  codes,  the
Guidelines  might  convey  the  impression  that,
in adopting  these,  a host  country  Government
would  have  done  all  that  could  reasonably  be
expected,  indeed  all  that  would  be necessary,  to
attract  foreign  direct  investment.  The  reaction
of  some  Govcrnments  which,  after  having  im-
plemented  generous  investment  codes,  found
that  substantial  flows  of  inward  direct  invest-
ment  still  did not  follow,  lends  credence  to this
apprehension.

That  being  the  case,  it may  be useful  to
list,  albeit  in very  summary  form,  the  more
general  underlying  conditions.  Some  of  them
involve  a legal  framework  while  others  touch
upon  broader  policy  issues  whic}i  are  crucial  in
the  mind  of  a potential  investor.  .Any  such  list
would  include:

(a)  ,/'in  appropriate  legal  framework  for  busi-
ncss.  T}iis  implies  a companies  act,  a law
of  contract,  a law  of  bankruptcy  and  evi-
dence  that  local  courts  do not  discriminate
against  [oreigricrs.  It  also  implies  accept-
ance  or normal  accountancy  conventions.

(b)  I-Iow  the  domestic  private  sector  is treated.
Thc  welcome  extended  to the Foreign  in-
vestor  will  be insincere  if  the  domestic  pri-
vate  sector  is repressed  and  discriminated
agatnst.

(c)  The  country's  track  record  in dealing  with
earlier  investors.  Just  as a good  track  re-
cord  lowers  thc  supply  price  of  capital,  in
terms  of  the  rate  of  return  sought  on risk,
so a poor  track  record  inevitably  raises  the
price,  howcver  strong  the  protestations  of
reform  from  the  current  Government.

(d) Exchange  rate  policy.  An  over-valued  ex-
change  rate  will  be regarded  as a form  or
additional  tax  by any  investor  producing
for  export,  w}iile  those  producing  for  the
domestic  market  will  suspect  that  the  re-
suiting  shortages  will  mean  that  imported

materials  will  be  difficult  to  obtain  and
dividends  even  more  difficult  to  remit.
Subsequent  devaluations,  however,  may
well  result  in large  capital  losses  for  the
foreign  investor  if  the  equity  element  in  the
investment  is  denominated  in  local  cur-
rency.

(e)  Management  or inflation.  Rapid  inflation
adds  to costs  and  is usually  evidence  of  a
Government's  inability  to match  its  own
revenues  with  expenditures.  It may  have
the  technical  effect  of  devaluing  the  capital
allowances  of  businesses,  artificially  in-
creasing  their  profits,  and  thus  indirectly
increasing  the  real  rate  of  taxation.

(0  Adequate infrastructure  to support pro-
ductive  enterprises.  Few  factors  can  so
severely  disrupt  production,  make  it diffi-
cult  to meet  delivery  commitments,  raise
costs  and  cut  into  profits  as can  frequent
arid  unanticipated  disruptioxis  in  t}ie  deliv-
ery  of  the  power  supply.  Similarly  the  re-
liability  and  cost  of rail  and  harbour
facilities,  water  supply,  local  transporta-
tion  for  the  workforce  and,  in particular,
telccommunications  are  vital  factors.

(g)  The  quality  of  the  labour  force  and  labour
regulations.  Productivity  is perceived  to
depend  not  only  on  the  industriousness
arid  adaptability  of  local  workers  but  also
upon  the  reputation  of  the  local  trade  un-
ions.  Labour  ordinarices  act  as a deterrent
wlien  they  effectively  give  the  Government
the  power  to  determine  who  should  be
employed,  upon  what  terms  and  with  dis-
missals  subject  to government  approval.

(h)  Price  controls.  Too  wide  a power  to im-
pose  price  controls  gives  the  Government,
rather  than  the market,  the  power  to de-
termine  an  enterprise's  profitability  or
losses.  W}iere  price  controls  are  recog-
nized  as bcing  rieccssary,  the  investor  will
look  for  a formula  that  is applied  auto-
matically,  rat}ier  than  be put  in the  posi-
tion  of  being  required  to  make  a
case-by-case  submission  to  some  govern-
ment  autliority.

(i)  T"he role  of  law.  jlrbitrary  decisions  by
officials  or  party  functionaries  destroy
business  conridence  and  make  investment
planning  very  difficult,  whether  the arbi-
trariness  arises  at top  government  level  or
in a junior  district  official.  The  authority
to give  orders  has long  been  one of  the
privileges  of  officials  in one-party  States.
A surrender  of  authority  (i.e.  to the  rule
of  law,  to the  terms  of  a contract,  or sim-
ply  to  the  market)  is  not  always  made
readily.
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(j)  Integrity  in  the  public  service.  A reputa-
tion  for  corruption  will  actually  kill  off  the
prospects  of  certain  businesses  - a good
example  would  be certain  countries"  meat
exports  which  remain  unacceptable  in the
United  States  of  America,  the European
Economic  Cornrnunity  and  Japan  because
everybody  knows  that  a certificate  of  hy-
giene  can  be purchased  from  some  public
official  whatever  the  state  of the  local
abattoir.

(k)  A  reasonable  banking  and  financial  sys-
tem,  In  no other  sector  is suitably  regu-
lated  competition  more  important  for  the
foreign  investor  (and  indeed  for  the  do-
mestic  investor  as well)  than  in the pro-
vision  of  financial  services.  A monopoly
cornrnercial  banking  service  controlled  by
government  gives  little  incentive  to  a
modern,  efficient  service,  and  almost  inev-
itably  leads  to  officials  allocating  credit  on
other  than  purely  commercial  grounds.

(l)  The  reliability  of  domestic  suppliers  and
subcontractors.  When  the  foreign  investor
is expected  to  source  inputs  from  domestic
prgducers,  particularly  if  they  are
parastatals  and  monopoly  suppliers,  it is
vital  that  tliose  producers  supply
promptly,  competitively,  and  meet  the  re-
quired  quality.

(m)  The  power  of  State  marketing  organiza-
tions  (SMOs).  A  legal  requirement  to sell
final  output  to or through  an SMO  will
often  act  as a deterrent.  Many  SMOs  have

a poor  reputation  for  efficiency,
incorruptibility  and  prompt  payment.  In
addition,  this  requirement  makes  brand
name  establishment  more  difficult  and  re-
moves  from  the investor  the  commercial
rewards  that  might  be  expected  from
achieving  a higher  quality  of  product  than
other  producers.

(n)  Protective  tariffs  which  are not  excessive.
High  tariffs  might  initially  offer  comfort  to
the  prospective  investor,  especially  if  part
of  his  output  is to be sold  on  the  domestic
market.  However,  businessmen  have
learnt  that  such  tariffs  embody  two  dan-
gers:  first,  that  domestic  suppliers  may
supply  inputs  (equally  protected)  of  low
quality  and  high  cost;  secondly,  that  any
eventual  dismantling  of  the  protective  ap-

paratus - e,g. as part of IMF/World  Bank
conditionality  - may  leave  the  investor's
own  project  unprepared  for  foreign  com-
petition.

(o)  Protection  of  intellectual  property  rights.
Foreign  investors  will  be reluctant  to  bring
in new  technology  in  the  absence  of  such
protection  and  where  there  is no accept-
ance  of  the  obligation  to pay  fair  royalties
for  the  use of  intellectual  property.

(p)  Adequate  personal  security  and  reasonable
educational  and  health  facilities.  Whether
provided  by the  host  country's  public  or
private  sector,  quality  in this  area  has an
important  influence  on managements"  de-
cisions  concerning  business  location.

VI.  The  wider  context

The  maixi  criticism  of  the  Guidelines  is
that  the  authors  have  interpreted  their  task  too
narrowly  and  that  accordingly  their  guidance  is
timid  and,  in  places,  ambiguous.  No  less than
253  bilateral  investment  treaties,  23 multilateral
instruments,  and  48 foreign  investment  codes
were  examined.9  The  result  of  that
mountainous  labour  is a rninimalist  document

addres5.ing  mainly  concerns  that were  more
pressing  yesterday  than  they  are  today.

However,  there  is one  area  where  criti-
cism  would  come  down  on the opposite  side.
The  Guidelines  assume  (but  do not  argue)  that
virtually  all  FDI  is beneficial  and  that  most  at-

tempts  by  host  States  to impose  conditionalities
or  performance  criteria  upon  FDI  are  likely  to
prove  counter-productive.  It  was  not  ever  thus.
Lord  Keynes,  who  played  such  a large  role  in
rounding  the  Bretton  Woods  institutions,  once
wrote:  'Ideas,  knowledge,  science,  hospitality,
travel  - these  are the  things  which  should  of
their  nature  be international.  But  let  goods  be
homespun  wherever  it is reasonably  and con-
veniently  possible,  and,  above  all,  let finance
be pritnarily  national".

Following  a period  of  mutual  distrust  be-
tween  many  host  States  and  TNCs  in the  1960s
and  1970s,  and  the  excessive  commercial  bank

9 See "Progress  report  on the 'Legal  Framework'  for the treatment  of foreign  investment"  in Presentations  to the 43rd
Meeting  of  the Development  Committee,  Washington,  D.C.,  28 April  1992.
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lending  to sovereign  Governments  of  the  1970s,
the  pendulum  has  now  swung  firmly  in favour
of  FDI  in  the  private  sector  as "the  main  engine
of  growth".  Likewise,  the  need  for  de-
regulation,  and  of  export  promotion  rat}ier
than  import  substitution  is  recognized.  l"he
approach  of  the  three  General  Counsels  in-
volved  in  the  Guidelines  reflects  the  current
mood.  I-{owever,  these  are  matters  of  political
economy  rather  than  law,  and  it is not  clear
whether  the  General  Counsels  have  any  special
expertise  in  this  area.  It  is the  nature  or pen-
dulums  to swing  back  also,  and  so some  cor-
rection  to  current  enthusiasms  will  almost
certainly  prove  necessary.

In  particular,  host  States  would  be well
advised  to exercise  prudence  before  offering  a
too  uninhibited  welcome  to  all TNCs.  Al-
though  some  of  the  most  successful  developing
economies  (such  as the  Republic  of  Korea  and
Taiwan,  Province  of  China)  have  recently  re-
laxed  their  regulations  on  inward  I3DI,  it is
nevertheless  true  that  during  the  years  of  their
rapid  economic  expansion,  and before  their
own  productive  and  managcrial  structures  ma-
tured,  restrictions  on  inward  Fl)I  were  applied.
It is  possible  to argue  that  other  developing
countries  were  not  so  much  wrong  in  main-
taining  restrictions  and  insisting  upon  perform-
ance  criteria  as misguided  (or  unrealistic)  in  the
restrictions  they  tried  to  impose  or  the  per-
formance  criteria  they  tried  to enforce.

The  desire  to give  a greater  role  to t}ie
private  sector  in most  developing  countries  is
matched  by an equally  strong  desire  to ensure
tliat,  in  so doing,  the  domestic  private  sector

does  not  become  dominated  by foreign  players
allowiiig  no  room  for  the  growth  of  indigenous
entcrprises.  It is a perfectly  legitimate  aitn  of
political  economy  to  encourage  the  develop-
ment  of  major  national  companies  or even  or
regional  'INCs,  and  to aim  to conduct  policy
so that  external  TNCs  contribute  to this  end
rather  than  frustrate  it.  Further  rcf'inements  to
the  conditions  under  which  major  l"NCs  are
adtnitted  to developing  country  markets  mig}it
therefore  be expected.  Such  conditions  would
sclectively  include  provisions  relating  to:  (a)
local  content;  (b)  export  targets;  (c)  local  own-
ership;  (d)  training  obligations;  (e)  progressively
greater  indigenous  representation  in  senior
management;  (f)  technology  transfer;  (g) some
restrictions  on access  to local  credit  markets.

The  same  blarid,  over-simplified  approac}i
has  led  to the  neglect  of  another  issue,  which  is
the  potential  conflict  betweerx  countries  already
exportixig  manufactures  (such  as clothing)  us-
ing  scmi-skilled  labour  into  industrialized
countries  and  those  that  would  like  to attract
FDI  in order  to do  so, undercutting  existing
suppliers  in  order  to  procure  market  access.
This  raises  many  questions  about  the  effect
upon  the  pattern  of  employment  and  upon  t}ie
average  level  of  wage  remuneration  worldwide
or  encoriraging  Fl)I  with  minimal  performance
requirements.  It is a topic  which  cries  out  for
further  research.  The  example  of  Costa  Rica
suggests  that  insistence  on  appropriately  de-
signetl  performance  criteria,  w}ien  comliined
witli  political  stability,  respect  for  t}ie  integrity
or  contracts,  and  efficient  liealth  care,  rnay  ac-
tually  improve  the  climate  for  FDt.

VII.  Governance  and the  world  economy

It  is a truism  that  most  Fl]  occurs  as a
rcsult  of  the investing  company's  aim  to  in-

crease or protect its lirofit. There may be other
considerations,  such  as gaining  access  to new
markets  or technologies,  protecting  sources  of
raw  material,  or denying  advantages  to poten-
tial  competitors.  However,  in the  longer  run,
all of  these  may  be seen  as components  in a
strategy  whose  main  driving  force  is
maximization  of  the  investing  company's  profit.
It  follows  that  ascertaining  that  conditions  exist
w}iich  tnake  possible  the  creation  of  a valuable
asset  and  the earning  of  profit  logically  come
before  concerns  about  the  tcrms  of  admission
of foreign  investment,  general  standards  or

treatment,  possible  expropriation  or  contract
alteration,  and  mechanisms  for  the settlement
or  dispritcs.

Although  such  matters  may  lie held  to
reside  outside  tlie  terms  of  refererice  set by the
Development  Committee  for  the  task  force,
members  of  the  Group  of  24 may  care  to draw
attention  to actioris  by  the  international  finari-
cial  institutions  and by OECD  Governments
which  could  improve  the  potexitial  profitability
of  sustairiable  and  beneficial  FDI  in many  or
the  least  advantaged  developing  countries.

Tlie  task  Force  has codified  part  of  what
may  be said  to constitute  developing  country
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good  governance  towards  the  foreign  investor.
To  restore  symmetry  to  the  Development
Comrnittee"s  approach,  members  of  the  Group
of  24 may  also  want  to  discuss  what  better
governance  of  the  world  economy  could  do to
bring  about  fairer  conduct  in  international
economic  relations  and  thereby  a more
favourable  economic  climate  for  FDI  in devel-
oping  countries  generally.  Any  such  discussion
would  need  to  deal,.  inter  alia,  with  the
following  items:

(a)  World  interest  rates  that  push  up the  re-
quired  rate  of  return  on developixig  coun-
try  projects  to a level  t}iat  severely  reduces
attractive  investment  opportunities;

(b)  An  external  debt  overhang  (with  an in-
creasing  proportion  of  it being  owed  to the

international  financial  iristitutions)  that
will  clcarly  itnpcde  the  ability  of  many  or
the poorer  developing  countries  to  allow
the  Free remittability  of  interest  or  profits;

(c)  The  dumping  of  farm  surpluses  grown  un-
dcr  subsidized  price  regimes  oyito  interna-
tional  markets  iri  a manrier  that  damages
the  prospects  (and  often  destroys  tlie
profitability)  of  tropical  producers;

(d)  Ot}icr  practices  among  OE(':D  Govern-
ments  having  thc  effect  of  lowering  t}'ie
price  or developing  coui'itry  commodity
exports;

(e)  Increased  protectionism  in  the  forrn  of
non-trade  barriers  agaixist  many  develop-
ing  country  manufacturers.



THE  UNITED  NATIONS  CONFERENCE  ON  ENVIRONMENT
AND  DEVELOPMENT:  AN  OVERVIEW

Num  Islam

Executive  Summary

The United Nations Conference on Ewironment and Development ( UNCED ) reconfirmed that
the central concerns of the developing countries are acceleration of socioeconomic development and
eradication of  poverty. That growth, pmerty alleviation, population policy and emiironmental protection
are mutually reinforcing and supporting has been recognized in Agenda 21, the action plan set for
UNCED. For mutually beneficial interaction appropriate policies, technology, imestment and institulions
will  be needed.

The distinction between environmental issues confined within national borders and those which
extend beyond national borders was made clear at the Conference; less clear was the distinction between
reversible  and  irreversible  environmental  degradation.  UNCED  paid  close attention  to the controversies
surrouriding  global  or cross-border  emironmental  problems.  Two  conventions  - one on global  warming
and  another  on biodiversity  - were  signed.  The United  States  did not  sign  tlie convention  on biodtversity.
GATT  negotiations on intellectual property rights hme been closely linked to thesuccess of  the convention
on bio&versity. A statement of  principles on forests was agreed upon, with the door kept open for re-
consideration at a later date of the possibility of  a more legally binding instrument.

Although those issues of emironmental degradation falling ovemhelmingly within the national
borders did not draw much of  the limelight, they hme nevertheless been incorporated into Agenda 21 in
great detail. The emironmental problems of  primary  concern to developing countries such as water pol-
lution, air pollution, deforestation, desertification, soil erosion, etc. hme received careful consideration.

While markets and prices free from distortions can contribute to environmental improvement, the
role of  interventions in the market to deal with externalities has also been recognized by the Conference.

Emironmental  protection  would  require  large  increases  in imeslment:  estimated  by UNCED  at
$600 billion annuallli. Of  this, the external resource requirements would amount to $125 billion per year.
The role of the Global Emironmenl Facility (GEF) will be ver)i important for  financing projects wilh
global implications. It seems unlikely that the flow of  external resources for  developing countries would
be without  conditionalities,  however.

I:he Conference has emphasized that ensiironmenlal lir'oMems cut across various sectors of tlie
economy,  ranging  jrom  agriculture  and  industry  to transport,  energy  andscrvices.  National  capacily  in
developing countries to assess the emironmental impact of  projects and poliries and to formulate multi-
sectorial  strategies  must  be greatly  strengthened.

UNCED  was  the  largest  United  Natioris
conference  ever  held,  and  was  attended  by the
greatest  number  of  heads  of  State  From  both
developed  and  developing  countries.  It  marked
a watershed  in the  evolution  of  international
thinking  not  only  on environment  but  also  -
and  this  point  is the  most  critical  for  the  devel-
oping  countries  - on the interrelationship  be-
tween  poverty,  growth,  and  environmental
degradation.  A consensus  was  reached  on  how
these  triple  concerns  are  synergistically  related.

The  Conference  ended  with  the  Rio  Dec-
laration  on  Environment  and  I)evclopment,  the

,/(gcnda  21 ,!(ction  programme,  and  a Statement
or  I)rinciplcs  on Forests.  While  none  has con-
stituted  a legally  binding  commitment,  these
texts  did  set  the  priorities  and  principles
whereby  progress  towards  erivironmentally
sustainable  cconomic  growth  would  be meas-
ured.  The  legally  binding  commitmexits  were
incorporated  into  two  conventions:  one  on cli-
mate  change  and  another  on  biodiversity.  Ne-
gotiated  prior  to  the  Conference  t}icy  were
signed  by  the  participating  Governments  in Rio
deJanciro.  Indeed,  each  of  these  conventions
was  signed  by about  153  governments.
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I.  The  Rio  Declaration  on Environment  and Development

The  Rio  Declaration  emphasizes  that
"human  beings  are  at the  centre  of  concerns  for
sustainable  development  and  are  entitled  to a
healthy  and  productive  life  in  harmony  with
nature"  and  that  eradication  of  poverty  is an
indispensable  requirement  for  sustainable  de-
velopment,  in order  to decrease  the  disparities
in t}ie  standards  of  living  and  better  meet  the
needs  of  the  majority  of  the  peoples  of  the
world."

On  inter-gencrational  equity,  it stresses
the  need  to "equitably  meet  the  developmental
and  environmental  needs  of  present  and  future
generations."

On  cross-border  or international  extern-
alities,  the  Convention  affirms  that,  while
States  have  tlie  sovereign  right  to exploit  their
own  resources,  "the  activities  within  their  juris-
diction  must  not  cause  damage  to the  environ-
ment  or  areas  beyond  the  limits  of their
national  jurisdiction.  The  environmental  costs
should  be internalized,  and  econornic  instru-
ments  should  be used  on the  assumption  that
the  polluter  should  in  principle  bear  the  cost  of
pollution  and  trade  policy  measures  for  envi-
ronmental  purposes  should  riot  create  arbitrary
or unjustifiable  discrirnixiation  or disguised  re-
strictions  on trade."  Environmental  measures
that  deal  with  transboundary  or global  prob-
lems  should  as  far  as  possible  be  based  on

international  consensus.

Lack  of  complete  scientific  certainty
should  not  be used  as a reason  for  postponing
measures  to  prevent  environmental  degrada-
tion.  The  Montreal  Protocol  on Substances
that  Deplete  the  Ozone  Layer  recognized  the
high  risks  of  delaying  action  while  awaiting
completely  certain  scientific  verification.  As
the environmental  degradation  problem  wors-
ens,  but  no action  is taken  because  there  is no
firm  quantifiable  scientific  evidence,  it may  be
too  late  by  the  time  the  latter  is available,  and
the  consequences  may  be  disastrous.  Fre-
quently,  as in the  case  of  global  warming,  pre-
vcntive  policies  regarding  energy  use are both
efficient  and  environmentally  friendly  and  at
the  same  time  do not  reduce  growth  in the  long
run.  (:lose  monitoring  of  developments,  on  the
one  hand,  and  precautionary  action,  on  the
other,  are  wise  policy  choices  in the  absence  of
complete  certainty.  a

The  Rio  Declaration  urges  both  develop-
ing  and  developed  countries  to  eliminate
unsustainable  production  and  consumption
patterns  and  promote  appropriate  demographic
policies.  At  the  same  time,  the  developed
countries  "acknowledge  their  responsibilities  in
pursuit  of  sustaixiable  development  in view  of
the  pressures  their  societies  place  on  the  global
environment  and  of  the  technologies  and  fi-
nancial  resources  they  command."

II.  Agenda  21

The  principles  enunciated  in  the  Rio
Declaration  and  many  other  areas  of  concern
where  cnvironment  and  economic  development
interact  have  been  elaborated  in  Agenda  21
along  with  follow-up  programmes  of  actiori.
Action-oriented  proposals  in ,/(genda  21 are  di-
vided  into  40  chapters  and  more  than  100
prograrnrne  areas.  arhere are  four  sections  as
follows:  social  and  economic  dimensions  of
sustainable  development;  conservation  and
management  or resources  for  developmerit;
strengthening  the  role  of  major  groups;  and
means  of  implementation.  The  first  section
mentioned  covers  prograinmes  relating  to
international  cooperation  to  accelerate
sustainable  developrnent  in  developing  coun-
tries  and  related  domestic  policies;  combating
poverty;  changing  consumption  patterns;  de-
mographic  dynamics  and  promoting  sus-

tainable  }iuman  settlements;  and  integrating
environment  and  development  decision-
making,

The  chapter  on  international  cooperation
deals  with  the  relationship  between  interna-
tional  economic  relations,  the economic  poli-
cies  of  individual  countries,  and  sustainable
dcvelopment.  arhe  four  programmes  in  this
chapter  - promoting  sustainable  development
through  trade  liberalization;  making  trade  and
environment  mutually  supportive;  providing
adequate  financial  resources  to  developing
countries  and  dealing  with  international  debt;
and  encouraging  macroeconomic  policies  con-
ducive  to  environment  and  development
highlight  two  major  points  wort}iy  of  emphasis:
(a)  in the  context  of  external  indebtedness,  the
need  to provide  additional  financial  resources
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to  developing  countries  and  assure  their  effi-
cient  utilization;  and  (b)  in  developed  countries
continuing  policy  reform  and adjustment  to
support  the  transition  to sustainable  develop-
ment  both  domestically  and  in  developing
countries.

The  chapter  on  combating  poverty  ad-
dresses  the  need  to eradicate  poverty  and  hun-
ger  and  to  manage  natural  resources
sustainably  by  designing  environmental  policies
that  take  into  account  those  who  depend  on
natural  resources  for  their  livelihood.  The  sin-
gle prograrnrne  area  under  this  chapter  is enti-
tled  "Enabling  the  })oor  to  Achieve  Sustainable
Livelihood."  Among  the  issues  addressed  is
family  planning,  although  the  term  itself  is not
used.  There  is a call  for  the  implementation,
as a matter  of  urgency,  of  measures  to ensure
that  "women  and  men  have  the  same  right  to
decide  freely  and  responsibly  on the  number
and  spacing  of  their  children  and  have  access
to  the  information,  education  and  means  to
enable  them  to exercise  this  right  in keeping
with  their  freedom,  dignity  and  personally  held
views,  taking  into  account  ethical  and  cultural
considerations."  This  formulation,  repeated  in
the  chapter  addressing  human  health,  had  been
among  the  most  difficult  on which  to reach  a
compromise  during  the  negotiations.

The  chapter  on  demographic  dynamics
and  sustainability  outlines  three  programme
areas:  developing  and  disseminating  knowledge
concerning  the  links  between  demographic
trends  and factors;  sustainable  development
taking  into  account  demographic  trends  and
factors;  and  implementing  integrated  environ-
ment  and  development  programmes  at the  local
level,  taking  into  account  demographic  trends
and  factors.

The  chapter  on  changing  consumption
patterns  was  one  that  elicited  controversy.  It
is concerned  with  changing  unsustainable  pat-
terns  of  production  and  consumption  which
lead  to  environmental  degradation,  aggravation
of  poverty,  and  imbalances  in the  development
of  countries.  The  conference  faced  a North-
South  confrontation  on  the  issue  of  population
growth  in  developing  countries,  on  the  one
hand,  and  consumption  in developed  countries,
on  the  other.  The  developed  countries  wanted
a cornrnitment  by  developing  countries  to slow
down  population  growth  as a major  policy  in-
strument  to  contain  or reduce  environmental
stress  or pressure  on natural  resources.  The
developing  countries  countered  with  a demand
that  the  developed  countries  undertake  to re-
duce  their  per  capita  use of  scarce  natural  re-
sources,  which  are  consumed  at a rate  which  is
several  times  higher  in the  latter  than  in the
former.  In view  of  the  fact  that  the  issue  of

population  growth  and  related  policies  have
been  and  are being  debated  in other  interna-
tional  and  United  Nations  fora,  this  confronta-
tion  seemed  unnecessary.  Moreover,  in recent
years  support  for  population  policies  in devel-
oping  countries  has increased.  However,  de-
spite  increasing  awareness  of  the problem  of
high  population  growth,  policies  and
programmes  have  not  been  strong  enough  or
successful  enough  in all countries.  In many
developing  countries  population  policies  com-
bined  with  socioeconornic  development  have
resulted  in a decline  - sometimes  a significant
decline  - in thc  fertility  rate,  In  others,  there
has  been  a much  slower  decline  or  a persistently
high  growth  rate.  However,  international  fora
for  deliberating  on  and  strengthening  such
cornrnitments  exist  (UNFPA,  the United  Na-
tions  Population  Cornrnission,  et al.)  whereas
no  comparable  forum  exists  to debate  excessive
use of  natural  resources  in developed  countries
and  the  impact  on environmental  degradation.
Unless  a change  in  the  technology  and
consumption  pattern  reduces  the  rate  of  growth
in  developed  countries,  the  continuation  of  past
trends  will  put  great  pressure  on  natural
resources.  The  compromise  at the  conference
was  to  tone  down  the  reference  to  the
population  issue  and  refer  to over-consumption
in  both  developed  and  developing  countries,
especially  over-consumption  on  the  part  of  the
rich  in developing  countries.  The  prograrnrne
of  action  addresses  the  excessive  demands  and
unsustainable  lifestyles  among  the  richer
segments  everywhere,  both  in developed  and
developing  countries.  They  are placing  stress
on  the  environment  while  the  poor  are  unable
to meet  their  basic  needs  for  food,  health  care
and  shelter.

al"he chapter  on  protecting  and  promoting
human  health  links  health  to  environmental
and  socioeconomic  improvement.  It contains
action  programmes  to meet  basic  health  needs,
control  cominunicable  diseases,  protect  vulner-
able  groups,  meet  urban  and  rural  health  chal-
lcnges,  and  reduce  health  risks  from
environmental  pollution  and  hazards.

The  chapter  on  promoting  sustainable
human  settlements  is concerned  with  the  cities
of  industrialized  countries  and  settlements  in
developing  countries  that  need  more  raw  mate-
rial,  energy,  and  economic  development  in or-
der  to  overcome  basic  econon"iic  and social
problems.  It  includes  such  action  programmes
as national  strategies  for  providing  shelter;  an
international  network  of'  trained  urban  manag-
ers equipped  to plan  for  human,  environmental,
and  infrastructural  demands;  and  reduction  of
rnigration  pressures  on cities  by creating  em-
ployment  in  rural  areas.
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The  chapter  on integrating  environment
and  development  in decision-making  deals  with
the  importance  of  integrating  environmental
factors  into  national  policy  making,  law,  eco-
nornic  instruments  and  national  accounting.

The  section  on  conservation  and man-
agement  of  resources  for  development  contains
the largest  number  of  chapters:  protection  of
the atmosphere;  integrated  approach  to plan-
ning  and  management  of  land  resources;
combating  deforestation;  combating  desert-
ification  and drought;  sustainable  mountain
development;  sustainable  agriculture  and rural
development;  conservation  of  biological  diver-
sity;  environmentally  sound  management  of
biotechnology;  protection  of  oceans;  protection
of  the quality  and supply  of  fresh  water  re-
sources;  environmentally  sound  management
of toxic  chemicals,  hazardous  wastes,  solid
wastes,  and  radioactive  wastes.

The  chapter  on protection  of  the atmos-
phere  contains  recommendations  on:  energy
development,  efficiency  and  consumption;
transportation;  industrial  development;  and
prevention  of  stratospheric  ozone  depletion  and
transboundary  atmospheric  pollution.  It em-
phasizes  that  much  of  the  world's  energy  is
produced  and  used  in ways  that  would  not  be
sustainable  if  technology  were  to remain  con-
stant  and  if  overall  quantities  were  to increase
substantially.  Control  or  atmospheric  emission
of  greenhouse  and other  gases and substances
will  increasingly  need  to be based  on efficiency
and on a growing  reliance  on environmentally
sound  energy  systems,  particularly  tiew  and
renewable  sources  of  energy.

Regarding  desertification  and  drought,
t]ie  United  Nations  General  Assetnbly  was
urged  to establish  at its next  regular  session  an
intergovernmental  negotiating  committee  to
elaborate  an international  conventiori  to com-
bat  desertification,  particularly  in  jVrican
countries,  with  a view  to finalizing  such  a con-
vention  by  June  1984.

Regarding  protection  of  the oceans,  the
Conference  also  recommended  that  the  United
Nations  General  Assembly  convene  a confer-
ence to identify  and assess  existing  problems
relating  to the conservation  and management
of  border-straddling  and  migratory  fish  stocks
as well  as to  consider  means  of improving
international  cooperation  on fisheries.  Such  a
conference  should  be consistent  wit}i  the pro-
visions  of  the United  Nations  Convention  on
the  Law  of  the  Sea.

On  the issue  of  combating  dcforestation,
tlie  Conference  recommended  that  governmcnts
"consider  the need for  and  the  feasibility  of  all

kinds  of  appropriate  internationally  agreed  ar-
rangements  to  promote  international  cooper-
ation  on  tnanagement,  conservation  and
sustainable  development  or  all types  of  forests
including  afforestation,  reforestation  and  reha-
bilitation."  This  was a compromise  statetnent
to  balance  the  concerns  of timber-exporting
countries  such  as Malaysia  and  those  or  indus-
trialized  countries  that  were  eager  to negotiate
a legally  binding  instrument.  Instead  of a
forestry  convention,  there  is an agreement  on
a broad  sct of  principles.  Countries  have  de-
cided  to keep  these  principles  under  assessment
for adequacy  with  regard  to  further  intcrna-
tional  cooperation  on forest  issues.

The  protection  of  the quality  and  supply
of  fresh  water  resources  is of  great  importance
to both  developed  and developing  countries.
This  chapter  emphasizes  the importance  of  ef-
fective  integrated  management  of water  re-
sources  for  all socioeconomic  sectors  relying  on
water.  Tlie  action  programmes  include  inte-
grated  water  resources  development  and  man-
agement;  water  resources  assessment;
protectiori  of  water  resources,  water  quality,
and  aquatic  ecosystems;  drinking  water  supply
and sanitation;  water  and sustainable  urban
development;  water  for sustainable  food  pro-
duction  and  rural  development;  and  impacts  of
climatic  change  on water  resources.

The  chapter  on  sustainable  agriculture
reflects  growing  concerns  about  sustainable
agriculture  in the light  or the link  between  en-
vironmental  degradation  and the problems  or
hunger,  agricultural  supply,  and  trade  and  price
support  programmes.  It  seeks a comprehensive
intcgration  of  criteria  for  environmentally
sound  managcment  practices  in all aspects  of
food  and agriculture.  The  action  programme
includcs  agriculture  policy  review;  people"s
participation;  improvcment  of  farm  production
and farming  systems;  land  resource  planning,
inrormation  arid cducation;  land  conservation
and rehabilitation;  water  for sustainable  food
production  and rural  development;  conserva-
tion  and sustainable  use of  plant  and animal
genetic  resources;  integrated  pest  managetnent;
sustainable  plant  nutrition;  rural  energy  transi-
tion;  and  evaluation  of  the  effects  of  ozone  de-
pletion  on plants  and  animals.

Most  or  the  recornrnendations  on conser-
vation  of  biological  diversity  and  many  closely
related  issues  of  hiotechnology  }iave  been  cov-
ercd  in the convention  on biological  diversity.
With  respect  to  biotechnology,  some  of  t}ie
action  programmes  in Agenda  21 covered:  in-
crcasing  the  availability  of food,  feed,  and
renewable  raw  material;  itnproving  human
health;  protecting  the errvironment;  developing
international  mec}ianism  for  cooperatiori;  and
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establishing  mechanisms  for  the development
and  environmentally  sound  application  of
biotechnologies.

On  the  subject  of  strengthening  the  role
of  major  groups,  Agenda  21 has  placed  a great
deal  of  importance  on  the  participation  of  var-
ious  groups  in society  in the decision-making
process  as well  as in  tlie  implementation  of  en-
vironmental  policies  and  programmes.  The
groups  specifically  identified  are:  women,
youth,  indigenous  peoples,  non-governmental
organizations,  local  authorities,  trade  unions,
business  and  industry,  the  scientific  and  tech-
nological  community,  and  farmers.

The  section  on  means  of  implementation
includes  such  chapters  as  financial  resources
and  mechanisms;  transfer  of  environmentally
sound  technology;  cooperation  and capacity
build-up;  science  for  sustainable  development;
promotion  of  education,  training  and public
awareness;  natural  mechanisms  and interna-
tional  cooperation  for  capacity-building  in de-
veloping  countries;  international  institutional
arrangements;  international  legal  instruments;
and  mechanisms  and  information  for  decision-
making,

On  the transfer  of  and  cooperation  on
environmentally  sound  technology,  the  three
most  important  issues  dealt  with  were:  (a)
terms  of  transfer,  (b)  international  business  as
a vehicle  for  technology  transfer,  and  (c)  abuse
of  intellectual  property  rights  in the case  or
privately  owned  technologies.  The  text  related
to international  business  as a vehicle  for  trans-
fer  of  technology  addressed  the  availability  of
"proprietary  technology"  through  cornrnercial
channels,  stating  that  while  concepts  and
modalities  for  assured  access  to  environ-
mentally  sound  technologies  continue  to  be ex-
plcred,  enhanced  access  to  such  technologies
should  be promoted,  facilitated  and  financed  as
appropriate.  On  the  issue  of  intellectual  prop-
erty  rights  Agenda  21 stressed  that  "in  compli-
ance  with  and  under  specific  circumstances
recognized  by the relevant  international  con-
ventions  ...  States  should  undertake  measures
to prevent  the abuse  of  intellectual  property
rights,  including  rules  with  respect  to their  ac-

quisition  through  compulsory  licensing,  with
tlic  provision  of  eqriitable  and  adequate  com-
pensation."

On  international  institutional  arrange-
ments  for  overseeing  the  implernentation  of
/(genda  21, the  emphasis  was  on the  mandate
and operations  of  the  United  Nations  Com-
mission  on Sustainable  Development.  It was
agrccd  that  this  Commission  worild  report  di-
rcctly  to the  Economic  and  Social  Council  of
the United  Nations,  w}iich  would  in turn  or-
ganize  a periodic  review  of  its work  as well  as
that  of  all United  Nations  system-wide  activ-
itics  to  integrate  environment  and  development.
The  Commission  will  be constituted  as a sub-
sidiary  body  of  IECOSOC,  the  metnbcrship  of
the  Commission  will  be limited  to no  more  than
52 members  elected  with  due  regard  to equita-
ble  geograp}iical  tlistribution.  The  Cornmission
will  consider  reports  or  periodic  cornmuni-
cations  from  the  Governments  and  provitle  in-
formation  on  progress  made  with  imple-
mentation  of  environmental  conventions.

On  the  subject  of  international  legal  in-
strumerits  and  mechanisms,  the important  is-
sues  are:  use  of  environmental  standards  as
barriers  to trade,  compliance  with  international
agreements,  prevention  of  deliberate  de-
struction  of  the  environment,  negotiation  of  a
nuclear  safety  convention,  and  dispute  pre-
vention.  On  safe  nuclear  energy,  efforts  will  be
pursued  to conclude  the ongoing  negotiations
For a nuclcar  safety  convention  in the frame-
work  of  the  International  Atomic  Energy
,Agency.

On  the  trade  and  environmental  issue,
Agenda  21 observed  that  "States  recognize  that
environtnental  policy  should  deal  with  the  root
cause  of  environmental  degradation,  thus  pre-
venting  environmental  measures  from  resulting
in unnecessary  restrictions  to trade."  Should
trade  policy  measures  ror  enforcement  be
deemed  necessary,  the  following  principles  and
rules  should  apply:  non-discrimination;  choice
of  least-restrictive  trade  rneasures;  transparency
in the  use of  trade  measures;  and  the tieed  to
give  consideration  to the  special  conditions  of
developing  countries.

III.  Leading  environment  and development  issues

Agenda  21, as  summarized  above,  cov-

ered  all  possible  issues  relating  directly  or  indi-
rectly  to  the  environment  in  the  context  of

promoting  social  and  economic  growth  with  an

accent  on  poverty  alleviation.  Many  of  these

issues  are  matters  of  ongoing  discussion  and,  in

some  cases,  international  negotiations  and
agreements  in various  international  fora,  both

within  the  United  Nations  and  beyond.

Agenda  21 serves  the  purpose  of  reemphasizing

the  issues  which  are  under  discussion  elsewhere

and  drawing  renewed  attention  to them  in the
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context  of  environmentally  sound  development
strategies.  As  a result,  it may  stimulate  or  ex-
pedite  action  in other  fora.

It  deals  with  national  as  well  as  with
cross-border  international  environmental  is-
sues;  it specifies  action  prograrnrnes  at both  the
national  and  international  levels  to resolve  en-
vironmental  problems  in  both  domains.

Among  the  wide  range  of  global  issues
relating  to  the  interaction  between  environment
and  development,  requiring  action  at the  inter-
national  level,  a few  that  sparked  vigorous  de-
bate  and  controversy  included:  mechanisms  for
meeting  the  financial  costs  of  implementing
Agenda  21 in developing  countries;  conserva-
tion  and sustainable  development  of  forests;
preservation  of  global  biodiversity;  and  the
threat  of  global  warming.

A.  Financial  resources  and  mechanisms

With  respect  to financing  the  incremental
costs  of  environmental  protection,  a distinction
was  made  between  global  and  national  envi-
ronmental  problems.  External  assistance  for
meeting  national  environmental  needs  was
placed  in the  same  category  as traditional  de-
velopment  assistance,  whereas  external  re-
sources  used  for  meeting  global  problems  were
not  in the  same  category.  The  costs  of  ad-
dressing  global  environmental  issues  may  be
considered  as payments  for  environmental  ser-
vices  provided  by  the  developing  countries.
The  location  of  investment  is  decided  by the
criterion  of  their  effectiveness  in  meeting  global
needs.

The  Secretariat  of  the  Conference  esti-
mated  the  average  annual  resource  require-
ments  for  the  period  1993-2000  of
implementing  in developing  countries  the  ac-
tivities  in Agenda  21 to be over  $600  billion,
including  about  $125  billion  on grant  or con-
cession  terms  from  the  international  commu-
nity.l  These  figures  ]iave  not  been  reviewed  by
Governments.  Actual  costs  will  depend  upon,
inter  aria,  the  specific  strategies  and
programmes  to  be  implemented.  The
Conference  confirmed  that  funding  should  be
provided  in  a way  that  maximized  the
availability  of  new  and  additional  resorirces  and
used  all  available  funding  sources  and
mechanisms  includirig,  among  others,
multilateral  banks  and  funds;  IrM;  regional

and  sub-regional  development  banks;  the
Global  Environmental  Facility;  relevant
specialized  agencies;  other  United  Nations
bodies  and  international  organizations;
multilateral  institutions  for  capacity-building
and  technical  cooperation  such  as  UNDP,
UNEP,  etc.;  bilateral  assistance  prograrnrnes;
debt  relief,  and  private  funding.  Iligher  levels
of  foreign  direct  investment  should  also  be
encouraged  through  national  policies  that
promote  such  investments.

The  developing  countries  emphasized  the
need  for  additional  resources  for  the  imple-
mentation  of  Agenda  21, i.e. additional  in the
sense  of  being  over  and  above  the  development
assistance  otherwise  expected  to be available.
According  to past  experience,  whenever  there
is a new  issue  or  area  of  development  assistance
or the  emergence  of  countries  requiring  addi-
tional  assistance,  such  as in Africa  during  the
1970s  and  1980s,  resources  are diverted  from
existing  programmes  or  recipients.  Recent
studies  indicate  that  resources  provided  to new
action  programmes  or new  aid  recipients  repre-
sent  a diversion  to the  extent  of  67 per  cent
while  new  assistance  accounts  for  33 per  cent.2
Two  mechanisms  can  help  minitnize  the  risks
of  such  diversion:  (a) a separate  window  for
environment  could  be established  in both  bilat-
eral  axid multilateral  aid mechanisms  with  the
provision  that  accounting  and  monitoring  of
the  flow  of  resources  through  it  should  be
totally  independent  of  that  for  traditional  de-
velopment  assistance;  (b)  another  way  of  en-
suring  additionality  would  be  to  devise  new
sources  or  revenue  and  to assign  them  to envi-
ronmental  programmes.  If, for  example,  new
sources  of  financing  such  as a tax  on energy,
air  transportation,  or  the  like  were  devised  and
the  proceeds  allocated  to a specia]  fund  for  en-
vironmental  purposes,  it would  likely  be addi-
tional.  Iri  view  or the  reluctance  of  tnost
sovereign  States  to  surrcnder  revenue-raising
functions  to  a supra-national  authority,  this
may  be best  done  by countries  imposing  and
collcctirig  the  tax  proceeds  for  a separate  na-
tional  fund  for  environmental  purposes  that
would  provide  assistance  cither  bilaterally  or
through  multilateral  organizations.

The  three  issues  that  emerged  as the  most
controversial  in the  course  of  the  negotiations
on financial  mechanisms  were  tlie  Official  r)e-
velopment  Assistance  for  Agenda  21, the re-
plcnishment  of  II'M,  and  the  Global
[Environmcntal  Facility  and  associated
conditionalities.

l United  Nations  C:onference  on Environment  arid Development  (,'i/Conlaerence/151/L.6),  13 June 1992.
2 S. Collins,  "Aid,  allocation  and  availability:  capital  flows  to developing  countries?",  World  Bank  /\nnual  Conf'erence

on  Development  Economics,  1992.
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On  the  first  issue,  several  developed
countries  contended  that  much  new  and  addi-
tional  funding  would  be neither  grant  nor  con-
cessional  finance  but  could  take  the form  of
private  investment  or official  debt  alleviation.
The  developing  countries  wanted  a renewed
commitment  to the  old  United  Nations  target
of  O.7 per  cent  of  GNP  to be provided  by de-
vcloped  countries  as  official  development  as-
sistance  (ODA).  The  target  of  O.7 per  cent  of
GNP  for  ODA  was  not  accepted  by all  devel-
oped  countries.3  The  final  text  represents  a
compromise  among  the  various  developed-
country  donors  and  read  as follows:  "Devel-
oped  countries  reaffirmed  their  commitments  to
reach  the  accepted  United  Nations  target  of  O.7
per  cent  of  Gross  National  Product  for  official
developmental  assistance  and  to t}ie  extent  tliat
they  have  not  yet  achieved  that  target,  agreed
to augment  their  aid  programme  to reach  it as
soon  as possible."

It was  also  suggested  that  new  ways  of
generating  new  public  and  private  financial  re-
sources  should  be explored:  in particular,  vari-
ous forms  of  debt  relief  including  greater  use
of  debt  swaps;  economic  and  financial  incen-
tives  and  mechanisms;  feasibility  of  tradable
perinits;  new  schemes  for  fund-raising  and  vol-
ur:itary  contributions  through  private  channels,
including  non-governmental  organizations;  and
the  re-allocation  of  resources  from  military
uses.

The  second  issue  concerned  replcnis}i-
ment  of  IDA.4  IDA  is one  of  t}ie  various  exist-
ing funding  sources  and  mechanisrns  used  in
particular  for  the  poorest  of  the  developing
countries.  The  Ninth  Funding  Replenishment
was  set at $15.5  billion.  aro adjust  for  the  ex-
pansion  of  the world  economy  and  iriflation,
the Tenth  Replenishment  would  be incrcased
by approximately  $2 billion,  according  to the
proposal.  There  was  a discussion  regarding  a
possible  increase  of  ID,/'(  over  and  above  the
correction  in terms  that  would  increase  it by  S5
billion;  this  was  called  the  "Earth  Incremcnt".
Of  this  amount,  $1.5  billion  was  to come  from
the  World  Bank's  interest  income  and  $3.5
billion  from  developed-country  donors.

A complication  would  arise,  however,  if
the  additional  assistance  were  provided  only
through  IDA:  assistance  to countries  with  per
capita  income  of  $700  or  less  would  be  re-
stricted.  }-Iow  would  the  needs  of  other  devel-

oping  countries  be met?  Would  the  additional
resources  bc made  available  t}irough  t}ie  World
Bank  proper  or through  the  various  Regional
Development  Banks?  Uriless  a separate  ac-
count  was  established  in each  case,  it would  be
difficult  to ensure  that  assistance  for  environ-
mental  purposes  was  additional.  The  compro-
mise  text  removed  any  reference  to  "Earth
Increment"  and  directed  the  "ID,A  deputies  to
give  special  consideration  to the  World  Bank
Prcsident"s  statement  to t}ie  UNCEI)  plenary
in  order  to  help  poorer  countries  meet  their
sustainable  development  objectives  as  con-
tained  in j\,genda  21."  A  few  developed  coun-
tries  were  concerned  that  if  UNCHD  committed
them  to levels  for  the  Tenth  IDA  Replenish-
ment,  it would  limit  or preclude  options  in on-
going  negotiations  in  other  forums.  Others
believed  that  it was  unrealistic  to set funding
levels  before  reviewing  the  projects  that
ID,A-TO  would  fund  for  environmental
programmes  and  projects.

The  Rio  conference  did agree  that  pro-
gressive  implementation  of  Agenda  21 should
be matched  by  the  provision  of  substantial  new
and  additional  financiala  resources.  The  initial
phase  would  be accelerated  by  substantial  early
cornrnitments  of  concessional  funding.  The
United  Nations  Commission  on  Sustainable
Developmcnt,  established  to monitor  the  com-
pliance  with  environmental  goals,  would  also
regularly  review  and  monitor  progress  on
achieving  the  target  of  O. 7 per  cent  of  GNP  for
OIM,  thus  combining  the  monitoring  of  im-
plcmcntation  of  Agenda  21 with  the  review  or
available  financial  resources.

T}ie  dcveloped  countries  and  others  in a
position  to }iclp  were  urged  to make  initial  fi-
nancial  commitments  and  report  them  to the
United  Nations  General  ,/'(ssembly  in t}ie fall
of  1992.  /(t  the same  time,  developing  coun-
tries  were  to hcgin  drawirig  up their  national
plans  to  give  effect  to  the  decisions  of  t}ie
Conference.

Agenda  21 confirmed  that  the  Global
Environmental  Facility  (GEF)  was  designed  to
achieve  global  environmental  benefits.  GEF
should  cover  t]ie  agreed  incremental  costs  of
rclevayit  activities  under  Agenda  21,  partic-
ularly  for  developing  countries.  At  present,
those  countries  receiving  assistance  through
(;EF  tnust  have  a per  capita  income  of  $4,000
or less.  Tliere  was  also  a need  for  agreetnent

3 While  the Netherlands,  Denmark  and France  support  (1.7 per cent or GNP  for ODA  by tlie year 2000, the United
Kingdom  and Germany  do not.  The Uni(cd  States and Switzerland  do not accept  even the target  of O.7 per cent as
such. Although  Japan  and the United  Kingdom,  for  exainple,  do accept  tiie target,  they liave  not  agreed to a timetable
such as the year 2000; other  countries  have agreed to both the targ,ct and the timetable.

4 L.T.  Preston,  "Reducing  poverty  and protecting  development:  a call to action"  United  Nations  Corirerence  on En-
vironment  and Development,  4 Jime ] 992.
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on the  definition  of  "incremental  costs  of  rele-
vant  activities  under  Agenda  21."  At  present
only  four  categories  of  activities  are  covered  by
GEF.  According  to the  decision  of  the  Con-
ference,  the  coverage  of  GEF  is to be extended.
This  action  needs  to be more  appropriately  de-
fined.  If  it is extended  to cover  all  the  global
aspects  of  activities  under  Agenda  21, resource
requirements  would  greatly  increase.

Several  modifications  in GEF  were  sug-
gested  by  Agenda  21. They  are  as follows:  en-
couragement  of  universal  participation;
sufficient  flexibility  to  expand  the  scope  and
coverage  to  relevant  programme  areas  of
Agenda  21;  a system  of  governance  that  is
transparent  and  democratic  in  nature,  including
terms  of  decision-making  and  operations;  new
and  additional  financial  resources  on a grant
and  concessional  basis,  particularly  to develop-
ing  countries;  predictability  in  the  flow  of  funds
by  contributions  from  developed  countries,
taking  into  account  the  importance  of  equitable
burden-sharing;  access  to and  disbursement  of
the  funds  under  mutually  agreed  criteria  with-
out  introducing  new  forms  of  conditionalities.
All  these  various  provisions  broadly  agreed
upon  at the  Rio  Conference  will  have  to be ne-
gotiated  for  detailed  elaboration  and  imple-
mentation  in the  coming  years.  The  question
of  how  to ensure  an equitable  burden-sharing
in the  flow  of  funds  from  developed  countries
remains  undecided.  The  contributions  to the
United  Nations  budget  follows  one  criterion,
whereas  t}iose  to the  JMF  and  the  World  Bank
follow  other  criteria.  There  have  been  sug-
gestions  that  the  GEF  funds  might  also  be used
to  finance  national  environmental  problems
such  as  the  lack  of  clean  water  or  regional
blights  such  as desertification.  The  consensus
seems  to be that  existing  bilateral  and  multilat-
eral  or  regional  development  institutions  should
finance  such  efforts.

A  related  point  raised  was  that  GEF
should  not  finance  but  support  the  national
environmental  priorities  of  benef'iciary  coun-
tries.  The  national  environmental  action  plans
were  intended  to formulate  national  priorities.
It  was  suggested  that  GBF  should  deal  with  the
global  aspects  of  the  priority  problems  identi-
fied  in national  action  plans.  In  other  words,
those  global  problems  closely  linked  to  national
environmental  priorities  would  receive  more
attention  from  GEF.

In  extending  the  coverage  of  GEF,  a rel-
evant  conccrn  is the  relationship  between  the
facility  and  the various  global  environmental
conventions,  such  as those  on climate  cliange

or biodiversity.  A central  issue  would  be how
to avoid  loop-holes  whereby  the  facility  might
fund  projects  in countries  that  did  not  sign  or
were  not  in conformity  with  the  relevant  con-
ventions.

Agenda  21  refers  to  a democratic
decision-making  process.  An  efficient  mech-
anism  needed  to  be  found  that  would  avoid
crippling  GEF  with  micro  management  and
constant  recourse  to ballots  to be exercised  by
member  countries.  Most  Governments  agreed
that  the  best  approach  was  decision-making  by
consensus,  with  recourse  to some  form  of  ma-
jority  voting  only  as a last  resort.  In the  de-
veloped  countries  it  was  felt  that  the
democratic  decision-making  process  incorpo-
rated  into  the  Montreal  Protocol  had  not  been
very  successful."  It  was  suggested  that  broader
representation  would  improve  the  efTectiveness
of  the  facility.  I.owering  the  entry  fee of  $5.5
million  for  developing  countries  might  help,  as
would  devising  a formula  For other  contributors
that  reflected  their  ability  to pay.

The  issue  of  conditionality  in the com-
mitment  of  resources  by GEF  was  hotly  con-
tested  by  developing  countries.  The
compromise  formulation  stated  that  access  to
and  disbursement  from  GEF  would  be on the
"mutually  agreed  criteria"  without  "new  forms"
of  conditionality.  The  deliberate  vagueness  in
this  formulation  reflects,  on the  one  hand,  the
desire  to avoid  new  forms  of  conditionality  and,
on the other  }iand,  the  implication  that  there
would  be "mutually  agreed  criteria"  for  access
to  and  disbursement  of funds.  "Mutually
agreed  criteria"  and  new  forms  of
"conditionality",  in  practice,  have  often  been
very  hard  to  distinguish.  After  all,  the  so-called
"conditionality"  in the  World  Bank  or  other  bi-
lateral  or  multilateral  assistance  programmes
docs  not  manifest  itself  particularly  as "condi-
tions"  but  as =mutual  agreement  between  the
donors  and  recipients."

lrnmediately  prior  to the  Rio  Conrerence,
the  governing  body  of  GEF  considered  possible
changes  in  coverage,  functions  and  governance;
a few  principles  were  agreed  upon  by  the  par-
ticipating  countries  in  their  meeting  in j!tpril
1992  as indicated  below.  For  example,  it was
agreed  that  GIEF  should  provide  additional  and
concessional  runding  of  "agreed  incremental
costs"  for  achieving  "agreed  global  environ-
mental  benefits."  Incremental  costs  in  this
context  were  defined  as the  extra  costs  incurred
in  the  process  of  redesigning  an  activity  -
vis-A-vis  a baseline  plan  that  was  focused  on
achieving  national  benefits  - in  order  to address

5 See The Economist,  30 May  R92.
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global  environmental  concerns.  GEF  funding
would  thus  cover  that  part  of  expenditures  not
offset  by  nationally  appropriated  benefits.  jll-
ternative  assumptions  - each  reasonable  - about
baseline  expenditures  had  been  shown  to result
in a wide  range  of  incremental  costs.  Since  ap-
plying  this  principle  unambiguously  in practice
has proved  difficult,  some  flexibility  in its in-
terpretation  would  be called  for.6

The  four  areas  currently  covered  by  GEF
- namely,  global  warming,  biodiversity,  inter-
national  waters  and  ozone  depletion  - would
remain;  in  addition,  it was  suggested  that  land
degradation  issues,  primarily  desertification  and
deforestation,  as they  relate  to the  focal  areas
of  concern  to the  facility,  would  be eligible  for
financing.

If  GEF  is to act  as a funding  mechanism
for  environmental  conventions  such  as  those
on biodiversity  and  climate  change,  it will  be
necessary  to ensure  that  GHF  focuses  only  on
programming  and  implemcntation  while  at the
same  time  the  convention-specific  priorities  and
criteria  must  be fully  respected.  ,/'(n issue  has
been  raised  as to whether  the  principle  of  cost-
effectiveness  in addressing  a targeted  problem
under  GEF  might  not  involve  a combination
of  investment,  technical  assistance,  and  policy
actions  at the  national  and  regional  levels.  The
global  environmental  benefits  may  be  influ-
enced  by  existing  national  policies.

The  interlinkages  between  global  and  na-
tional  projects,  on the one  hand,  and  invest-
ment  projects  and  policies,  on  the  ot}ier,  seem
to raise  all  the  issues  involved  in traditional  fi-
nancing  of  development  projects.  The  "policy
conditionality"  that  the  developing  countries
reluctantly  accept  in  the  case  or traditional  de-
velopment  assistance  may  reappear  iri a differ-
ent  context  and  generate  tension  and
disagreement.  aIahe main  point  emphasized  by
the  developing  countries,  i.c.  that  t}ie  financing
of  global  projects  is not  in the  nature  of  tradi-
tional  development  assistance  but  rather  con-
stitutes  a payment  for  environmental  services
provided  by developing  countries,  may  get  lost
in  this  process.  This  indeed  poses  a dilemma.

There  is a need  to formulate  national  en-
vironmental  strategies  and  action  plans.  Thcy
are essential  for  the  identification  of  environ-
mental  activities,  both  national  and  global;  they
will  also  provide  a basis  for  coordination  or
various  forms  of  development  assistance.

Moreover,  non-governmental  organizations
and  cornrnunity  groups  are to play  a role  in
bringing  the  needs  and  concerns  or local  popu-
lations  to bear  upon  projects,  including  their
identification,  design,  implementation  (if  feasi-
ble)  and  monitoring.

The  ,April  1992  meeting  of  GEF  also
considered  the  issue  of  decision-making.  Prer-
ercnce  was  given  to the  method  of  consensus
rather  than  of  voting.  In  cases  when  consensus
was  not  reached,  resort  might  be made  to a
voting  system  that  would  guarantee  a balanced
and  equitable  representation  of  the  interests  or
both  developing  countries  and  donor  countries.
A simple  majority  vote  or  purely  weighted  sys-
tem  might  not  meet  these  considerations.  An
alternative  way  would  be to require  a simple  or
a special  majority  or the  participants  and  a
simple  or a special  majority  of  the financial
contributors  to GEF.  However,  this  arrange-
ment  assumes  that  well  over  }ialf  of  tlie  partic-
ipants  would  be from  developing  countries."

B.  Forest  principles8

T}ie  Statement  of Principles  regarding
forests  presents  a number  of  principles  and  ele-
ments  intended  to  govern  the  management,
conservation,  and  sustainable  development  of
forests.  Within  national  boundaries  where
deforestation  takes  place,  it causes  soil  erosion,
accentuates  floods  and  droughts,  and  destabi-
lizcs  watershcds.  I)eforestation  has  interna-
tional  or cross-boundary  implications,  inasfar
as it contributes  to global  warming  by  reducing
the  "sink"  for  absorbing  green}iouse  gases  arid
by  causing  a loss  in biodiversity.

{n  recent  years,  international  attexition
has  been  concentrated  only  on forests  in devel-
oping  countries,  especially  tropical  rain  forests.
T}ie  statement  etnphasizes  t}iat  "all  types  of
forests  arc  considered  to cmbody  complex  and
unique  ecological  processes  which  arc  tlie  basis
For their  present  and  potential  capacity  to pro-
vide  resources  to satisfy  human  needs  as well
as  environmental  values."  It points  out  the
"sovereign  and inalienable  right  of  States  to
utilize,  manage  and  develop  their  forests  in ac-
cordance  with  their  development  needs  and  the
level  of  socioeconomic  development  and  on  the
basis  of  national  policies  consistent  with
sustainable  development  and  legislation,  in-
cluding  the  conversion  of  suc]"i areas  for  otlier
uses  within  the  overall  socioeconomic  develop-

6 See Global  and Environmenral  Faciliry.'  T}ie Pilot  Phase and Beyond, UNDP/World  Bank/UNIEP,  Working  Papers
No. 1, May  1992, p. 2.

7 Ibid.,  p. 7.
8 Non-legally  binding  arit)ioritafive  Statement  of Principles  rr:ir a G)oba)  Consensus  on the Management,  Conservation

and Sustainable  Development  or  all types ci(' Forests,  UNCFED,  June 1902.
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ment  plan  and  based  on  rational  land  use  poli-
cies".  This  is in  response  to the  reaction  of  the
developing  countries  to  the  suggestion  that
policies  for  utilization  of  national  forests  should
somehow  be  subject  to  veto  by  developed
countries  concerned  about  biodiversity  and
global  warming.

The  criteria  and  principles  laid  down  in
the  statement  apply  to  both  developing  and
developed  countries.  For  example,  it states
that  "all  countries,  notably  developed  countries,
should  take  positive  and  transparent  action  to-
wards  reforestation,  afforestation  and  forest
conservation,  as appropriate."  Furthermore,  a
comprehensive  assessment  of economic  and
non-economic  values  of  goods  and  services  ob-
tained  from  forests  and  the  environmental  costs
and  benefits  was  urged.  Also,  sustainable  for-
est management  should  be carried  out  on the
"basis  of  environmentally  sound  national
guidelines."  In  formulating  them,  account
should  be taken,  as appropriate  and  if  applica-
ble,  of  "relevant  international  methodologies
and  criteria."  The  methodology  and  criteria,
relative  to  different  types  of  forests,  specifically
tropical  rain  forests,  are still  to be worked  out
and  universally  accepted  by  the  scientific  com-
munity.

Attempts  should  be made  to  incorporate
environmental  costs  and  benefits  into  market
forces  and  mechanisms  in  order  to  promote
forest  conservation  and  sustainable  develop-
ment  of  forests.  Accordingly,  fiscal,  trade,  in-
dustrial,  and  transportation  policies  and
practices  that  cause  degradation  should  be
avoided.  The  lack  of  alternative  options  avail-
able  to  local  communities  economically  and
socially  dependent  on  forest  resourccs  has  often
stood  in the  way  of  sustainable  use of  forest
resources.  Therefore,  intersectoral  means
should  be employed  to deal  with  the  pressures
and  demands  on  forest  ecosystems  and  re-
sources  arising  from  outside  the  forest  sector.

The  participation  of  local  communities,
indigenous  people,  non-governmental  agencies,
and  forest  dwellers,  etc.,  should  be encouraged
in the  development,  implementation,  and  plan-
ning  of  national  forest  policies.  They  should
be encouraged  to "have  an economic  stake  in
the  forest  use"  tluaough,  inter  alia,  those  "land
tenure  arraxigements  which  serve  as incentives
for  the  sustainable  management  of  forests."

New  and  additional  financial  resources
are needed  to  "sustainably  mariage,  conserve
and  develop  forest  resources  including
afforestation,  reforestation  and  combating
deforestation  and  forest  and  land  degradation."

Research  on,  and  development  of, sustainably
harvested  non-wood  products  is  to  be  pro-
moted.  allie  access  to and  transfer  or  environ-
mentally  sound  technologies  and  corresponding
kriow-how  is  to  be  provided  to  developirig
countries  on favourable  terms,  including  con-
cessiorial  arm prererential  terms.

The  Statement  likewise  supports  open
and  free  international  trade  in forest  products
as well  as better  market  access  and  prices  for
}iig}icr  value-added  forest  products  and their
local  processing;  it opposes  unilatcral  measures

to restrict and/or lian international  trade in
timber  or other  forest  products.  Iri  view  of  the
recent  publication  or  the  World  Bank"s  Forest
policy  paper,  it is appropriate  to  compare  it
with  the  Rio  Statement.  T}ie  World  Bank's
policy  paper  on  forests  emp}iasizes  many  of  t}ie
principles  contained  in the  Rio  Statement  on
forests.9  Examples  are  the  need  for  partic-
ipatioxi  by local  communities  in  the develop-
ment  of  agro-forestry  and  social  forestry
projects  as well  as the  recognition  of  factors
outside  the  forest  sector  that  put  pressure  on
the  utilization  of  forest  resources  for  fuel  and
ot}ier  products.  Similarly,  regarding  interna-
tional  trade  in forest  products,  the  general  ap-
proach  of  the  Bank's  policy  is the  same  as that
of  the  Rio  Statement.

llowevcr,  in  two  respects,  the  Bank's
policy  is much  stricter.  One  is in the  matter  of
financing  of  commercial  plantations  and  the
othcr  is the  exploitation  or  tropical  moist  for-
ests.  With  respect  to exploitation  or commer-
cial  plantations,  the  World  Bank  irnposes  a
number  of  criteria.  The  basic  condition  is the
"Government's  commitment  to sustainable  and
conservation  oriented  forestry,"  which  includes
policies  and  the  institutioxial  framework  to en-
sure  sustainable  use;  participation  of  loca)  peo-
ple and  the  private  sector  in t}ie  management
of  natural  forests;  comprehensive  and  environ-
mentally  sound  conservation  and  development
plans;  social,  econoxnic,  and  environmental  as-
sessment  of  the  forests;  forest  preservation  to
maintain  biodiversity  and  safeguard  t}ie inter-
ests of  forest  dwellers;  and  institutional  capac-
ity  to  implement  and  enforce  the  above
commitments.  If  these  conditions  are  not  met,
the  Bank  operations  are  to  be  restricted  to
helping  the countries  to  achieve  these  condi-
tions.  In  the  Rio  Statement,  these  criteria  are
generally  supported  but  are not  set as prior
conditions  to be fulfilled  before  a country  be-
comes  eligible  for  external  financing.

For  tropical  forests,  a precautionary  pol-
icy  is  followed  by  the  World  Bank;  no  dis-

9 World  Bank,  Forest  Policy  Paper,  Washington,  D.C.,  July  1991.
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tinction  between  tropical  moist  forests  and
other  forests  is  made  in the  Rio  Statement.
According  to the  World  Bank,  there  is (a)  con-
siderable  uncertainty  regarding  the  full  evalu-
ation  of  environmental  services  of  tropical  rain
forests,  (b)  inadequate  knowledge  regarding
their  sustainable  management,  and  (c) great
irreversibility  associated  with  their  loss or de-
gradation.  Hence,  the  Bank  will  not  undertake
under  any  circumstances  to finance  commercial
Jogging  in  a primary  tropical  moist  forest.
With  a view  to implementing  this  decision,  the
Bank  will  rely  on  the  following  measures.
Infrastructure  projects  such  as  roads,  dams,
and  mines  leading  to a loss of  tropical  forest
will  be subjected  to  vigorous  environmental  as-
sessments;  a greater  emphasis  will  be placed  on
projects  and  programmes  involving  ixistitu-
tional  development,  forest  protection  measures,
and  non-forest  income-generating  projects;
special  attention  will  be paid  to 20 countries
that  account  for  85 per  cent  of  tropical  moist
forests  where  forests  are seriously  threatened
by  encroachment  and  destruction.  In  these
countries,  economic  development  will  have  pri-
ority  in  poor  and  densely  populated  areas
around  the  forest  or in the original  areas  of
forest  encroachers.

It  is expected  that  the  Rio  Statement  on
forest  principles  will  be only  a first  step  towards
reaching  an international  consensus  on forests
in the  foreseeable  future.  Implementation  of
the  Bank"s  policy  on  tropical  rain  forests  before
international  consensus  has  been  reached
would  be somewhat  arbitrary  and  premature.
For  poor  countries  in  dire  need  of  income  from
tropical  forest  resources,  pressure  to  prevent
their  exploitation  should  be accompanied  by  an
international  agreement  to  compensate  them
for  having  forfeited  potential  income.

C,  Biodiversity  - issues  and  convention

Global  biodiversity  includes  diversity  or
biological  species,  genetic  diversity  or  individual
species  and  the  diverse  ecosystems  within  which
they  exist.  There  is considerable  scienti['ic  un-
certainty  regarding  the  number  of  species  that
inhabit  the  earth.  The  estimated  number  is as-
sumed  to be in the  range  of  10 million.'o  The
geographical  distribution  of  biodiversity  is un-

even,  with  about  two-t}iirds  of  all terrestrial
species  occurring  in the  tropics.

The  genetic  resources  in the developing
countries  are considered  especially  valuable  for
their  important  medical  and  agricultural  appli-
cations.  Wild  crops  are often  bred  into  culti-
vated  ones  in order  to provide  new  varieties  of
seeds  resistant  to drought  and  disease.  In  in-
dustrial  countries,  the  retail  value  of  drugs  de-
rived  from  plants,  estimated  at $43 billion  in
1985,  could  reac}i  !Fi47 billion  by 2000,  on tlie
basis  of  10 per  cent  of  all  plant  species  exam-
ined  so far  for  their  potential  medicinal  value.'l

Threats  to  biodiversity  are  many  and
varied.  They  include:  over-exploitation  of  bi-
ological  resources;  destruction  of  habitats;  de-
valuation  of traditional  knowledge  systems;
neglect  or  primitive  and  rare  plant  varieties;
extermination  of  wildlire;  pollution  and  climatic
change;  and  over-fishing  and  clear-cutting  of
forests.

Jf  poorer  countries  are  to have  an incen-
tive  to  conserve  their  biodiversity,  they  will
have  to earn  a higher  return  from  conservation
than  from  alternative  uses.  The  full  economic
cost  of  preserving  biological  diversity  exceeds
direct  expenditures  on protection  and  includes
the  costs  of  alternative  uses  of  natural  habitats.
Increasing  pressure  on  land  resources  raises  the
opportunity  costs  of  conservation  of  natural
habitats."  Countries  at risk  do not  necessarily
have  an interest  in protecting  species  diversity
where  the  benefits  are scarcely  visible  and  ac-
crue  not  oyily  to  the  local  population  but  to the
people  of  the  world.

arhe developing  countries  felt  apprehen-
sive  regarding  any  international  convention  OII

biodivcrsity  conservation:"-  such  a convention
mig}it  legitimizc  frcc  access  to  biodiversity  in
developing  countries  in the  name  of  informa-
tion  exchange  and  conscrvation;  it rnig}it  criahlc
the  developed  countries  to  impose
conditionalities  on aid and  trade  programmes;
it n'iight  allow  tlie  contentious  part  or  tlie  con-
vcntion  on climatic  change  to enter  by  the  back
door,  i.e. conservation  of  tropical  forests  in the
name  of  conservation  or  biodivcrsity  to offset
thc  high  level  of  emissions  of  "greenhouse=
gases  in the  developed  countries.

10 Conservation  of Biological  Diversily.' Bnckgroxind  and Issues, Preparatory  Coinmittee  for Llie United Natioi'is
Conference  on Environi'nent  and I)evelopment,  Working  Grou)i  No. l (/\/Conference/151/PC/66),  August and
September  1991, Geneva.

11 See The Economist,  13 June 1992.
12 At  present  $6-8 billion  annually  are spcnl worldwide  on conservation  in both developed  and developing  countries.

No more  than $200 million  a year, or 3 per cent of the world's  expenditure  on conservation  activities,  corisliLute a
transfer  of resources  to developing  countries  for conservatiori  activities.  World  Bank, World  Developmenr  Report
1992, pp. 167 and 175-178.

13 R. Kothari,  "Politics  of  biodiversity  convention"  Economic  and Political  Weekly, 11-18 April  1992.
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The  Convention  requires  that  all coun-
tries  undertake  environmental-impact  assess-
ments  of  proposed  projects  with  significant  ad-
verse  effects  on biological  diversity  and  ensure
t}iat  environmental  consequences  of
programmes  and  policies  with  likely  significant
adverse  impact  on biological  diversity  be duly
taken  into  account.  The  Coxivention  on
biodiversity  recognizes  t}ie sovereign  rights  of
States  over  their  natural  resources,  including
their  authority  to determine  access  to genetic
resources  subject  to  national  legislation.  Ac-
cordingly,  "access  to genetic  resources  shall  be
subject  to  "prior  informcd  consent'  of the
country  providing  such resources"  and "shall
be on mutually  agreed  terms".  The  recipient
country  "shall  endeavor  to develop  and carry
out  scientific  research  bascd  on such  resources
with  the  full  participation  of and, wherever
possible,"  in the  country  providing  them.  ,Also,
the  latter  will  share  in a fair  and  equitable  way,
on mutually  agreed  terms,  the results  of  re-
search  and  development  and  the  benefits  arisir'ig
from  commercial  and other  utilization  of  ge-
netic  resources.

According  to the Convention,  access  to
and transfer  of  tec}inology  to  all developing

countries, however, must be provided and/or
facilitated  under  fair  and  most  favourable
terms,  including  concessional  and  preferential
terms,  where  mutually  agreed,  and  conse-
quently  with  adequate  and  effective  protection
of  intellectual  property  rights,  in  the  case  of
technologies  subject  to patents  and  other  intcl-
lectual  property  rights.  The  developing  coun-
tries  that  provide  genetic  resources  "shall  be
provideci  access  to and transrcr  of  techriology
which  makes  use of  tliose  resources,  on mutu-
ally  agreed  terms,  including  technology  pro-
tected  by  patents  and  other  intellectual
propcrty  rights".

As  regards  the  relations]iip  betwccri
transfer  of  technology  and  intellectual  property
rights,  the  following  provisions  need  to  be
noted.  First,  the members  shall  design  policy
measures  such tliat  "the  private  sector  racili-
tates  access  to,  as well  as joint  development  and
transfer  of  technology  for  the  bcnem  of  both
governmental  institutions  and  private  sector  of
developing  countries."  Moreover,  the private
biotechnology  companies  in  the  developed
countries  should  share  and  jointly  develop
technology  not  only  wit}i  the  private  sector  but
also  with  public  institutions  in  developing
countries.  Secondly,  in view  or  tlic  impact  of
patents  and othcr  intellectual  property  i'ights
on  the  implementation  of  the  Biodiversity
Convention,  members  must  cooperate  in  this
regard  subject  to natiorial  legislation  and  inter-
national  law,  in order  to ensure  that  such  rights

are suliportive  of  and not contrary  to its objec-
tives."

New  and additional  financial  resources
are to be provided  by developed  countries  to
enable  developing  countries  to meet  the  agreed
full  incremental  costs  of  implementing  the ob-
ligations  or the  convention  and  to benefit  from
its provisions.  aI"hese "incremental"  costs  are to
be agreed  upon  between  the developing  coun-
tries  and the  financial  institutional  structure
that  is provided  for  in the convention,  in ac-
cordance  with  the  latter"s  policy,  strategy,
programme  priorities,  and eligibility  criteria.
,An indicative  list  of  incremental  costs  as well
as the  financial  mechanism  shall  be established
by the governing  body  of  the convention.  In
the interim  period,  the Global  Environmental
Facility  has been designated  as the financial
mechanism.  The  effectiveness  of  the financial
mechanism,  which  will  be  "democratic  and
transparent"  in governance,  will  be  reviewed
not  less  t}tan  two  ycars  after  tlie  entry-into-
force  of  the convention  and thereafter  on  a
regular  basis.  The  bilateral,  regional  and  other
multilateral  channels,  in addition  to the  mech-
anism  established  under  the convention,  shall
also  provide  resources.

The  extent  to which  developing  countries
effcctively  implement  their  commitments  will
be subject  to (a) effective  implementation  by
developed  countries  of  their  commitments  re-
latcd  to  financial  resources  and  transfer  of
technology  and (b) fu]l  recognition  that  eco-
nomic  and social  development  and  eradication
or poverty  are the  first  and  overriding  priorities
of  the developing  countries.

The  refusal  of  the United  States  to sign
thc Biodiversity  Convention  rests  on  several
grounds.  First,  apprehension  that  the
biodiversity  treaty  might  result  in  stricter
standards  for  United  Statcs  regulations  under
suc}i  laws  as the  TEndangcrcd  Species  Act.  This
is viewed  by many  groups  as iriimical  to growth
and business  interests.  Secondly,  the issue of
proprietary  rights  to  drugs  and  ot}ier  sub-
stances  derivcd  from  species  or even  from  the
genes  of  species  found  in various  countries.
Customarily,  whatever  company  from  whatever
nation  that  finds  a way  to exploit  those  mate-
rials  retains  the  profits.  Under  the  convention,
if  an ,American  company  developed  a product
from  the  genetic  resources  of a developing
country  without  first  reaching  royalty  agree-
ments  with  that  country,  the  country  concerned
would  }iave  the  right  to insist  that  t}ie  product
remairi  its  intellectual  property.  Hence,  tlie
United  States  felt that  the  Biodiversity  Con-
vcntion  was  in  conflict  with  GATT  negoti-
ations  over  intellectual  property  rights  and  that
the biotechnology  and pharmaceutical  indus-
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tries  within  the United  States  would  be ad-
versely  affected.  Thirdly,  biotechnologies  de-
veloped  from  the  resources  of  one  country  by
a company  in  another  country  should  be shared
on a fair  and  equitable  basis.  The  convention
urges  caution  in  the  handling  of  genetically
modified  organisms  and  suggests  the  need  for
a future  protocol  to  ensure  that  such  organisms
are  rendered  safe  before  releasing  them.

D.  Global  warming

Considerable  attention  was  given  at the
Rio  Conference  to the  framework  convention
on climate  change,  a subject  widely  discussed
at the  international  level  in recent  years.  An
international  agreement  on  climate  change  was
difficult  to obtain  for  various  reasons:  change
varies  across  countries;  damage  differs  across
countries  even  when  climate  change  is similar,
because  of  difTerences  in  ecology  and  economic
activity;  and  countries  differ  in their  contrib-
utions  to  emissions  of  gases  causing  the
greenhouse  effect.

The  convention  on  climate  change  is
based  on  the  following  international  consensus:
human  activities  are  substantially  increasing
atmospheric  concenl.rations  of  gases  that  lead
to additional  warming  (additional  to a natural
greenhouse  effect)  or the  earth"s  surface  and
atmosphere  and  may  adversely  affect  national
ecosystems  and  humankind;  predictions  of  cli-
mate  change,  particularly  with  regard  to  timing,
magnitude  and  regional  distribution,  are  subject
to many  uncertainties;  measures  to address  cli-
matic  change  will  be tnost  effective  if  they  are
based  on  scientific,  technical  and  economic
considerations  and  are  continually  re-evaluated
in  the  light  of  new  findings;  various  actions  can
be justified  (economically)  in their  own  right
and  can  help  at the  same  time  to solve  other
environmental  problems;  "the  larger  share  or
]iistorically  and  current  global  emissions  of
greenhouse  gases  has  originated  in developed
countries  ..., per  capita  emissions  in  developing
countries  are still  relatively  low  and  the  share
of  global  emissions  originating  iri  developing
countries  will  grow  to meet  their  social  and  de-
velopment  needs."  For  devcloping  countries  to
achieve  sustainable  social  and  economic  devel-
opment,  their  energy  consumption  will  need  to
grow  apace,  taking  into  account  possibilities  for
achieving  greater  energy  efficiency.  Countries
should  take  "precautionary  measures  to antic-
ipate,  prevent  or minimize  the  causes  of  cli-
matic  change  and  mitigate  its adverse  efTects."
The  lack  of  full  scientific  certainty  is no reason
for  postponing  such  measures,  in  case  there  are

threats  of  serious  irreversible  damage.  How-
ever,  "policies  and  measures  to deal  with  cli-
matic  change  should  be cost-effective  so as to
ensure  global  benefits  at the lowest  possible
cost."

The  convention  seeks  to  stabilize  con-
centrations  of  gases  causing  the  greenhouse  ef-
fect  within  a time-frame  sufficient  to  allow
ecosystems  to  adapt  naturally  to  climate
change,  with  a view  to preventing  threats  to
food  production  and  enabling  sustainable  eco-
nornic  development,  Thus,  all  countries  (both
developed  and  developing)  must  undertake  the
following  commitments:  (a)  to develop,  period-
ically  update,  publish  and  make  available  na-
tional  inventories  of  emissions  of  all  greenhouse
gases;  (b)  to  formulate,  implement,  publish  and
update  national  and,  where  appropriate,  re-
gional  programmes  to mitigate  climatic  change
along  with  measures  to facilitate  adequate  ad-
aptation  to  climatic  change;  (c)  to  take
climatic-change  considerations  into  account  in
their  relevant  social,  economic  and environ-
mental  policies  and  actions;  and  (d)  to promote
and  cooperate  in (i) development,  application
and diffusion,  including  transfer  of  technolo-
gies,  practices  and  processes  that  control  exnis-
sion  of  greenhouse  gases;  (ii)  sustainable
management,  conservation  and enhancement
of  sinks  and  reservoirs  of  all  greenhouse  gases;
(iii)  adaptation  to  the  impacts  of climatic
change;  (iv)  scientific,  technological,  socio-
economic  and  other  research,  (v)  full,  open  and
prompt  exchange  of  relevant  scientific,  techno-
logical,  and socioeconomic  inforrnation;  and
(vi)  education,  training  and  public  awareness,
etc.

The  developed  countries  and  countries  in
transition  to  market  economies  must  adopt
such  national  policies  and  measures  as would
demonstrate  that  they  are taking  the lead  in
"modifying  long  term  trerids  in emissions  re-
cognizing  that  tlie  return  by  the  end of  t}ie
prcsent  decade  to  earlier  levels  of  emissions
would  contribute  to such  modifications."  This
was  intended  to  accommodate  the  United
States,  which,  unlike  ot}ier  developed  countries,
was unwilling  to accept  targets  or timetables
For the limitation  of  greenhouse  gases.  Fur-
thermore,  t}ie  countries  concerned  would  take
into  account  (a)  differences  in their  respective
starting  points  and  approaches,  economic
structures  and  resource  bases,  available  tech-
nologies  and  other  individual  circumstances,
including  the  need  to  maintain  strong  and
sustainable  economic  groih,  and  (b)  the  need
for  equitable  and  appropriate  contributions  by
each  of  thcse  countries  to  the  global  effort.
l"hey  may  implement  such  polices  and  meas-
ures  jointly  with  other  countries.
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All  countries,  developing  and developed,
would  communicate  to the "conference  of  the
parties,"  which  is the governing  body  of  the
convention,  information  related  to implemen-
tation  of  the  convention.  arhe developed  coun-
tries  (including  economies  in transition)  must
cornrnunicate  within  six months  of  the entry-
into-Force  of  the convention,  and  periodically
thereafter,  detailed  ixirormation  on policies  and
measures  as well  as resulting  projected  ernis-
sions  by  sources  and removals  by  sinks  of
greenhouse  gases  with  the  aim  of  returning  in-
dividually  or jointly  to their  1990  levels.  The
developing  countries  would  communicate  their
implementation  within  three  years  of entry-
into-force  of  the convention  or of  the avail-
ability  of  financial  resources  to finance  costs  of
measures  to  mitigate  climate  change  by  ad-
dressing  emissions  of  greenhouse  gases.

Methodologies  for  calculations  of  ernis-
sions  by  sources  and removals  by  sinks  of
greenhouse  gases  should  take  into  account  the
best  available  scientific  knowledge  and  will  be
agreed  upon  by  the  governing  body  or  the  con-
vention  and  reviewed  regularly  by it thereafter.
Similarly,  not  later  than  one  year  after  the
entry-into-force  of the  convention,  the  ade-
quacy  of  policies  and  measures  adopted  by  the
developed  countries  would  be reviewed,  and
following  the  review,  appropriate  action  taken,
including  modifications  of  policies  and meas-
ures. A second  review  must  take  place  not  later
than  31 December  1998.

The  developed  countries  "shall  provide
new  and  additional  financial  resources"  to meet
the  "agreed  full  costs"  incurred  by the develop-
ing  countries  ror making  an inventory  of  cmis-
sions  or all greenhouse  gases  as well  as to meet
agreed  full  "incremental  costs"  of  implementing
measures  covered  under  the  convention.  They
would  also  assist  those  developing  countries
which  were  particularly  vulnerable  to the ad-
verse  effects  of  climatic  change  in  "meeting
costs of  adaptation  to these  adverse  effects".
In the  implementation  of  the  commitments,

consideration  would  be  given  particularly  to
countries  that  were  highly  dependent  on  in-
come  from  fossil  fuel  or facing  serious  difficulty
in switching  to alternatives.

The  developed  countries  would  be called
upon  to take  practicable  steps  to promote,  ra-
cilitate,  and  finance,  as appropriate,  the  trans-
fer  of or  access  to  environmentally  sound
technologies  and  know-how  to other  countries,
particularly  developing-country  parties,  to ena-
ble them  to implement  the provisions  of  the
convention.

Specific  provisions  incorporated  into  the
convention  would  cover  provision  of  financial
and  technical  assistance  to  the  developing
countries.  For  example,  the extent  of  effective
implementation  by  developing  countries  of
cornrnitments  under  the  convention  would  de-
pend  on the  implementation  of  reciprocal  com-
rnitment  by  developed  countries  relating  to
firiancial  resources  and transfer  or  technology.
Secondly,  the extent  of  their  implementation
wou]d  take  fully  into  account  that  economic
and  social  development  and  poverty  eradication
constitute  the  primary  and  overriding  priorities
of  the  developing  countries.

Developing  countries  may,  on a volun-
tary  basis,  propose  projects  for  financing,  in-
cluding  specific  technologies  and equipment,
etc.,  needed  to implement  such  projects,  along
with,  if  possible,  an estimate  of  all incremental
costs or t}ic reductions of emissions and/or in-
crcments  or removals  of  greenhouse  gases as
well  as an estimate  of  the  consequent  benefits.

From  its first  session,  the conference  of
the parties,  i.e. t}ie governing  body,  must  ar-
range  oii  request  for  the provision  to develop-
ing  countries  of  technical  and  financial  support
for  (a) compiling  and communicating  informa-
tion  rclating  to both  inventory  and measures
taken  or  cnvisagcd,  and  (b)  identifying  the
tec}inical  and financial  needs  associated  witli
proposed  projects  and  response  measures  under
the  convention.

IV.  Conclusion

The  United  Nations  Conference  on Envi-
ronment  and Development  reconfirmed  that
the  central  concerns  of  the  developing  countries
are acceleration  of  socioeconomic  devclopmerit
and eradication  of  poverty.  These  concerns
should  be kept  in mind  while  formulating  envi-
ronmental  policies,  whether  nationally  or inter-
nationally.  Environrnental  degradation  aggra-

vates  poverty  and  poverty  aggravates  environ-
mental  degradation.  Growth  cannot  be  sus-
tained  for  long  if  it is accompanied  by eit}ier
depletion  of  natural  resources  or degradation
or t}ie environment.  An  accelerated  pace  of
economic  growth  without  appropriate  environ-
mental  policies  and actions  will  adversely  im-
pinge  on  growth  in  future  years.  Inter-



115

generational  equity  in  the  allocation  of  re-
sources  and  in the  distribution  of  benems  of
development  is critical  in decisions  regarding
costs  and  benefits  of  environmental  protectiori.
That  growth,  poverty  alleviation  and  environ-

mental l'ir'ofcctinn cnilcl l')C r'imtu;'illy rcinroi'c-
ing and supliorting  l'ias liecn rccognizctl in
Agenda  21.  What  was  needed  for  mutually
beneficial  interaction  was  appropriate  policies,
technology,  investment  and  institutions.

The  distinction  between  environmental
issues  that  are  confined  within  xiational  borders
and  those  that  extend  beyond  national  borders
became  clear  at the  conference;  less clear  was
the  distinction  between  reversible  and  irrevers-
ible  environmental  degradation.  In  the  case  of
reversible  degradation,  the  developing  countries
may  be  willing  to  suffer  degradation  at the
present  moment  and  restore  environmental
quality  in the  future,  when  their  income  in-
creased,  the  pressure  of  present  needs  declined
and  resources  and  tec}inology  to deal  with  en-
vironmental  degradation  expanded.

At  the Rio  Conference,  close  attention
was  focused  on the  controversies  surrounding
global  or  cross-border  environmental  problems,
i,e.  negotiations  on  conventions  on  global
warming  and  biodiversity  figured  in the  head-
lines.  Such  issues  involve  international  negoti-
ation  and  allocation  of costs  and  benefits
among  individual  countries.  Cross-boundary
environmental  problems  affect  different  coun-
tries  differently;  also,  their  contribution  to
global  environmental  degradation  varies  widely.
At  the  same  time,  the  costs  of  rnitigating  envi-
ronmental  degradation  have  to  be  shared
equitably.  Regarding  several  important  inter-
national  or cross-border  environmental  issues
of  vital  concern  to developing  countries,  while
no legally  binding  convention  was  reached,  on
some  issues  there  was  consensus  that  efforts  in
future  would  have  to  be  made  to  reach  an
international  agreement.  ar}iese  included  an
international  instrument  dealing  with
desertification,  international  water  use and  mi-
gratory  and  boundary-straddling  fish  stocks.
A statement  of  principles  on conservation  ayid
sustainable  use  of  forest  was  agreed  upon,  and
the  door  was  kept  open  for  its review  and  re-
consideration  at a  later  stage  regarding  the
possibility  of  a more  legally  binding  mech-
anism.  The  two  conventions  signed  at Rio  on
biodiversity  and  global  warming  reflect  difficult
compromises.  The  most  important  industrial-
ized  country  declined  to  sign  the  convention  on
biodiversity;  one  of  the  reasons  given  was  its
inconsistency  within  the  ongoing  negotiations
on intellectual  property  rights  despite  the  pro-
vision  that  obligations  under  it must  be con-
sistent  with  any  further  agreement  on
intellectual  property  rights.  At  present,  the

United  States  implements  its own  policy  on ixi-
tcllectual  property  rights  internationally
through  its own  trade  law,  i.c. Super  301.  This
is a subject  or  controversy  between  the  United
States  arid  the  rest  or the  world.  The  develop-

ing cciuntrics iutp':t l'iriy  coniii<lcirililc :'iitcnliun
to t}ie linal dralat oxi intcllcctual  liroperty  riglits
to be negotiated  within  the  G,ATar.

With  respect  to tbe  convention  on global
warming,  the  United  States  alone  opposed  any
obligation  regarding  either  a target  date  or a
target  amount  for  t}ie  reduction  of  emissions
of  greenhouse  gases.  However,  the  convention
includes  a timetable  For t}ie  adoption  of  mcas-
urcs  to  reduce  emissions,  with  projections  of
the  levels  of emissions  resulting  therefrom,
which  will  be reviewed  one  year  after  the  con-
vention  comes  into  force  and  for  tlie  second
time  in  1998.  The  developing  countries  liave
been  given  a longer  time-frame  for  submission
of  information  on  tlie  inventory  of  their
greenhouse  gas emissions  as well  as on meas-
ures  to reduce  them,  recognizing  that  their  use
of  fossil  fuel  will  rise,  consistent  with  their  de-
velopment  needs.  Their  access  to cleaner  tech-
nology  will  depend  on financial  and  technical
assistance  from  developed  countries.  The  con-
vention  places  the  major  responsibility  on the
developed  countries,  which  should  clearly  lead
in reducing  etnissions.  The  developing  coun-
tries  will  be provided  assistance,  first,  in  making
an  inventory  of  greenhouse  gases  and,  sec-
ondly,  in identifying  measures  and  associated
projects  to reduce  such  emissions  so that  these
projects  can  be submitted  for  financing  by an
international  financial  mechanism.  For  the
time  being,  this  mechanism  is GEF.

aI"he Statement  on forests  recognizes  the
need  for  development  or "scientific  methodol-
ogy"  for  sustainable  Forest  management  be-
cause  of  considerable  uncertainty  and
disagreement  over  t}iis  aspect;  in addition,  it
provides  that  mcthodologies  so developed  need
to be internationally  agreed  upon  before  coun-
tries  are  required  or  urged  to implement  them.

Even  though  the  issues  of  environmental
degradation  predominantly  confined  within  na-
tional  borders  did not  attract  tlie  limelight,
these  concerns  have  been  incorporated  into
.Agenda  21 in great  detail.  The  environmental
problems  or primary  concern  to  developing
countries,  such  as  increasing  water  pollution
and  urban  air  pollution,  deforestation,
dcsertification  and  soil  erosion  have  been  given
careful  consideration,  with  programmes  of
action  recommended  for  each  area.  None,
however,  }ias been  incorporated  into  cornmit-
mcnts  that  are  legally  binding.  On  all  the  issues
a broad  consensus  has  been  recorded  concern-
ing  the  causcs  and  consequences  of  degradation
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and  the  measures  needed  to mitigate  or slow
down  the  process.  These  measures  include
provision  of  health  and  sanitary  facilities,  pure
drinking  water  and  fair  allocation  of  water
among  its multiple  users,  i.e.  agriculture,  in-
dustry  and  households,  etc. in both  urban  and
rural  areas.  Uses  of  energy,  including
renewable  sources  of  energy,  have  likewise  been
addressed.  Problems  of  urban  settlements  also
drew  considerable  attention  in  Agenda  21.

In  the  context  of  Agenda  21, the  allevi-
ation  of  poverty  in  developing  countries  at-
tracted  renewed  attention.  During  the  1980s,
attention  was  focused  on  stabilization  and
structural  adjustment  measures  rather  than  on
growth  and  poverty  alleviation.  While  the  case
for  combining  adjustment  measures  with  those
stimulating  growth  has long  been  recognized,
poverty  alleviation  was  neglected.  Increased
awareness  of  environmental  concerns  has put
the  environment-poverty  nexus  back  on  the
agenda  of  the  world  community.  Investments
in  health,  education,  sanitation  and  human
settlements,  population  planning,  etc.,  never
received  in  practice,  either  in terms  of  effective
policies  or allocation  of  investment  resources,
the  }iigh  priority  they  deserved.  In  spite  of  the
controversy  at UNCED  on the  role  of  popu-
lation  policy  in developing  countries  for  allevi-
ating  the  pressure  on resources  resulting  from
over-cultivation,  over-grazing,  deforestation
and  soil  erosion,  etc.,  it  formed  a part  of
Agenda  21.  The  close  interrelationship  has
been  reemphasized  between  fertility  and  popu-
lation  growth,  on the  one  hand,  and  socio-
economic  development,  on  the  other,  in
particular,  a decline  in infant  mortality,  an im-
provement  in the  status  of  wornen,  including
higher  levels  or education  for  them,  especially
secondary  education,  and  expanded  income-
earning  opportunities,  cornbined  with  the  sup-
ply  of  family-planning  services.

The  Conference  has helped  to define  t}ie
policies,  institutions  arid  tec}inology  needed  for
environmentally  sustairiable  development  in the
years  to come.  Emphasis  was  placed  on mar-
kets  and  prices,  which,  when  free  from  dis-
tortions,  could  contribute  to  environmental
improvement.  aI"he need  For  regulations  arid
interventions  in the  market,  whcrever  environ-
mental  problems  cut  across  groups  and  nations,
has  been  recogriized,  since  markets  cannot
solve  the  problem  of  cxternalities,  either  across
generations,  groups  within  a country  or  across
nations.  It  is not  easy  to correct  the  divergerice
between  private  costs  and  social  costs  or cnvi-
ronmental  degradation  through  taxes  and  sub-
sidies.  It  is difficult  to quantify  the  cxternalities
and  social  costs  of  projects  and  programmes  or
to fine-tune  the  appropriate  rates  of  taxes  and
subsidics,  until  correct  prices  prevail,  without

creating  uncertainty  and  instability  in the  mar-
ket.  While  it is recognized  that  the  "polluter
pay  principle"  can  in  many  instances  reduce  the
scope  for  environmental  degradation,  to devise
mechanisms  to  implement  such  policies  re-
quires  professional  and  adrninistrative  skill  that
is  scarce  in  developing  countries.  An

unexplorcd/unexploited  measure is the
endowment/specification  of property rights so
that  bargaining  takes  place  between  the
polluter  and  the  polluted  and  compensation  to
those  adversely  affected  is paid  or the  pollutcr
undertakes  to protect  the  environment.

Environmental  protection  would  rcquire
a large  increase  in investment  in order  to intro-
duce  new  technology  over  a wide  range  or  eco-
nomic  activities,  including  agriculture,  industry,
transport,  energy,  etc.  Investtnent  require-
ments  for  soil and water  conservation,  new
sources  of  energy,  and  afforestation  are con-
siderable.  A great  part  of  these  investtnent  re-
sources  will  come  from  within  the  developing
countries,  from  both  the  private  and  public
sectors.  Of  the  required  estimate  by  the
{JNCHI)  secretariat  of  $600  billion  a year  for
environmental  protection,  only  20 per  cent  was
recommended  as the  target  for  external  assist-
ance.  External  assistance  will  not  be easy  to
obtain  in  view  of  the  aid  fatigue  and  competing
demands  for  external  resources  from  new
claimants  suc}i  as the  (IS.  Whether  the  ex-
ternal  resources  needed  for  environmental  pro-
tection  would  be  additional  to  traditional
development  assistance  would  depend  on t}ie
ability  to find  riew  sources  or  revenue  and  on
new  mechanisms  t}iat  can  be  established  to
monitor  and  ensure  that  the  flows  are  genuinely
additional  resources  - not  a diversion  of  re-
sources  From  existing  purposes  or recipients.
The  peace  dividends  seem  to be unavailable  iri
view  or various  political  constraints  in the  de-
ve)oped  countries.  It is necessary  to increase
greatly  t}ie  national  and  international  pressure
OTI  t}ic  Govcrriments  or  tlie  world  to  reduce
military  expcnditures  in both  developing  arid
developed  countries,  in  order  to  release  re-
sources  to fight  the  war  against  erivironmental
degradation.

The  role  or GIEF  is very  importarit  for  fi-
riancing  projects  with  global  implications.  In
this  context,  the  concept  of  incremental  costs
incurred  by  devcloping  countries  for  projects  to
confer  glolial  benefits  assumes  an importarit
dimension.  IIow  to define  incrcmental  costs
will  be a tricky  question,  depending  on the  as-
sumptions  made  regarding  the  baseline  situ-
ation.  Complications  will  mount  ir links
between  policies  and  riational  investments,  on
the  one  haxid,  and  global  projccts,  on tlie  othcr,
enter  the  picture.  For  some  years  to come,  ir
the  spirit  of  international  cooperation,  espc-
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cially  the  confidence  of  the developing  coun-
tries  in  this  respect,  is  not  to  be  shaken,  it
would  be desirable  and  constructive  to he less
rather  than  more  stringent  in the  provisioxi  of
finance.  It  is interesting  to note  that  t}ie  Con-
vention  on  Biodiversity  itself  stipulates  that  the
adherents  themselves  have  to agree  on  what  is
meant  by  incremental  costs.

With  greater  emphasis  on both  poverty
alleviation  and  environmental  protection,  it
seems  unlikely  that  the  flow  of  external  re-
sources  for  developing  countries  would  be
without  conditionalities.  Whether  the  re-
sources  would  flow  on  "mutually  agreed  terms"
or on  mutually  accepted  conditions  is quite  ir-
relevant.  What  matters  is that  the  developing
countries  would  be  increasingly  required  to
fulfil  the  criteria  needed  for  environmental  pro-
tection.  Agenda  21 can  provide  a framework
for  consensus  on  how  additional  resources
should  be channeled.  In  fact,  in the  two  areas
dealing  with  global  environmental  problems,
i.e.  conventions  on  biodiversity  and  global
warming,  it is  stipulated  that  the  extent  to
which  developing  countries  can  be expected  to
fulfil  their  cornrnitments  under  these  two  con-
ventions  will  depend  on the extent  to wliich
developed  countries  fulfil  their  commitmerits  to
provide  new  and  additional  sources  of  finance.

An  important  consensus  reached  at the
Conference  was  that  environmental  problems
cut  across  various  sectors  of  the  economy,
ranging  from  agriculture  and  industry  to trans-
port,  energy  and  services.  }-Ience,  an  assault  on
environmental  degradation  must  be  multi-
pronged  and multi-faceted,  covering  various
sectors  sirnultaneously.  Soil  erosion  cannot  be
solved  independently  or  the  problem  or

livestock-grazing  or crop-farming  or  pattern  of
use of  inputs,  incliiding  irrigation.  U  se of  water
for  irrigation  is not  separate  from  use of  water

for industrial  or household purlioses.  The
availability  of  cheap  energy  or  altertiative
sources  of  energy  is linked  to consumption  or
forests,  stimulated  by  the  demand  for  tuelwood
in  developing  countries.  Severe  balance-of-
payment  coristraints  lead  to a frantic  search  for
alternative  sources  of  foreign-exc}iange
earnings,  w}iich  in  turn  leads  to  the  cutting
down  ofa forests  and  the  over-exploitation  of
scarce  natural  resources.  IEnvironmcntal  action
plans  for  individual  countries,  which  would  as-
sess the  environmental  priorities  and  formulate
national  programmes  or remedial  action,  are
desirable  tools.  jlt  the  same  time,  assessment
of the  environmental  impact  of  projects  is
needed.  aIliis implies  that  developing  countries
would  require  a great  deal  of  strengthening  or
national  capacity  in order  to analyse  environ-
mental  problems,  to assess  the environmental
impact  of  projects  and  policies  and  to  formulate
multi-sectoral  strategies  for  either  preventing
environmental  degradation  or  mitigating  its
consequences.

'I"he  Rio  Conference,  if  nothing  else,  has
succeeded  in  raising  awareness  of environ-
mental  issues  to a level  and  on a scale  that  is
possibly  unprecedented.  Particularly  striking
has been  the  role  of  non-governmental  organ-
izations  in  raising  awareness  about  environ-
mental  problems  and  forcing  Governments  and
the private  sector  to pay  attention.  It is re-
markable  that  in the  United  Nations  Comtnis-
sion  on Sustainable  Development,  ixitended  to
monitor  the  implementation  of Agenda  21,
non-governmcr'itai  organizations  will  continue
to play  an itnportant  role.
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