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Preface

This  volume  contains  the  main  contributions  to a conference,  sponsored  by the Intergov-
ernmental  Group  of  Twenty-Four  on International  Monetary  Affairs  (G-24)  on 18-20  April  1994,
in Cartagena  de Indias,  Colombia.  The  conference  was organized  to provide  an opportunity  for
developing  country  perspectives  on international  monetary  and  financial  issues  to be advanced  on
the  occasion  of  the fiftieth  anniversary  of  the  Bretton  Woods  conference  that  led to the  formation
of  the International  Monetary  Fund  and  the International  Bank  for  Reconstruction  and  Devel-
opment.  It  was  originally  authorized  by the  G-24  Ministers  at their  meeting  in April  1993.  An
advisory  committee  of  Philip  Ndegwa,  I.G.  Patel  and  Richard  Webb  provided  useful  advice  in the
early  stages  of  its planning.

At  the autumn  1993 meetings,  in the words  of  the G-24  Ministers'  Cornmunique,  "they
considered  that  these  landmark  meetings  should  provide  an opportunity  to take  a long-term  view
of  the  working  of  the international  monetary  and  financial  system,  experience  with  the develop-
ment  process,  and  the  role  of  the  developing  countries  in the  international  decision-making  proc-
ess. They  expressed  the  hope  that  deliberations  on these  issues  will  contribute  to a much  needed
strengthening  of  international  economic  cooperation  and  its institutions.  In this  context,  they
underscored  the  importance  of  exarnining  ways  to enhance  the  role  and  effectiveness  of  the  Interim
Committee  and  Development  Cornrnittee,  and  to ensure  that  the  views  and  interests  of  developing
countries  are presented  effectively  at the  policy  coordination  fora  of  the  industrial  countries".  At
these  same  autumn  meetings,  the Government  of  the Republic  of  Colombia  offered  to host  the
conference  in Cartagena,  and  urged  that  the  meeting  be held  early  in 1994.  The  offer  was  gratefully
accepted.

In  further  consultations,  the  developing  country  Executive  Directors  in the IMF  and  World
Bank  and  the G-24  Chairman  agreed  that  the conference  should  take  the form  of  a technical
meeting,  in which  the issues  could  be discussed  in an open and  independent  forum.  The  views
expressed  in  this  conference  are  therefore  to  be  understood  as the  personal  views  of the
contributors  and  do not  necessarily  reflect  the  views  of  the  institutions  or governments  with  which
they  may  be associated.

The  G-24  and  the  conference  participants  are deeply  grateful  to the  Banco  de la Republica
and  the  Government  of  the Republic  of  Colombia  for  their  warm  hospitality  and  efficient  confer-
ence support.  They  are also  most  grateful  to the  five  external  sources  of  financial  support  for  the
conference,  without  which  it could  not  have  taken  place:  the Ministry  of  Foreign  Affairs,  Gov-
ernment  of  Denmark;  the  International  Development  Research  Centre  (Canada);  the  Government
of  the  Netherlands;  the  Norwegian  Agency  for  Development  Cooperation;  and  the Swedish  Inter-
national  Development  Authority.  Lastly,  they  express  their  thanks  to the  United  Nations  Con-
ference  on Trade  and Development  which  provided  excellent  technical  support  both  for  the
conference  itself  and  for  this  publication  of  its proceedings.
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INTRODUCTION

Gera/d  K. He//einer

When  close  to a hundred  scholars  and
policymakers  from  nearly  as many  developing
countries,  all  chosen  on  the  basis  of  their  expe-
rience  and  expertise,  assemble  to discuss  con-
troversial  international  monetary  and  financial
issues  in  a free  and  open  forum,  one  can  be sure
of  vigorous  exchanges.  The  G-24 Cartagena
conference  on  the  occasion  of the  fiftieth
anniversary  of  the Bretton  Woods  conference
was an extremely  lively  and  productive  one.  It
would  be  foolhardy  for  anyone  to  try  to
surnrnarize  so rich  a set of  prgceedings.  The
papers  and  the  written  comments  upon  them,
published  here,  will  have  to  speak  for
themselves.  But  some  introductory  comments
may  nevertheless  be helpful.  This  introduction
contains:  (l)  some  background  on the fiftieth
anniversary  of  Bretton  Woods;  (2)  some
comment  on  the  overall  structure  of the
discussions,  and  the  organization  of  this
volume;  and (3)  a catalogue  of the  major
suggestions  made  by  conference  participants
(which  was  prepared  at the  request  of  the  Chair
of  the  G-24  Deputies  and  circulated  at the  G-24
Deputies'  and  Ministers'  meetings  in
Washington  in late  April  1994).

A.  Bretton  Woods,  fifty  years  on

It  is important,  at the  outset,  to  recognize
that  the Bretton  Woods  institutions  have  con-
tinued  to function  over  fifty  years  of  fairly  tur-
bulent  global  history.  There  can  be little  doubt
that  the  developing  countries  still  need  the  IMF
and the World  Bank;  if  they  did not  already
exist,  institutions  performing  essentially  similar
functions  would  have  to be created.  Confer-
ence particrpants  agreed  that  congratulations
were  in order  on the occasion  of  their  fiftieth
birthday.

To  offer  congratulations  is not,  however,
to suggest  that  all  is well.  The  conference  heard
a wide  variety  of  suggestions  for  change  and
reform,  some  more  significant  than  others.
There  was certainly  no sense of  complacency
about  the  current  state  of  international  mone-
tary  and financial  affairs.  On the contrary,
virtually  all  participants  saw  changes  as desira-
ble,  and  even  necessary,  if  there  is to be hope
that  the  original  objectives  of the  Bretton
Woods  conference  and the  institutions  that
sprang  from  it can be realized  over  the next
decades.  Considerable  doubt  was expressed
about  the  possibility  of change,  and  some
uncertainty  as  to  the  possible  sources  of
leadership  for  it.  As  always,  there  were  both
optimists  and  pessimists  about  the  prospects.

What  are the objectives  in international
monetary  and  financial  reform-mongering?
The  original  basic  goals  of  the  Bretton  Woods
institutions  were  to provide  certain  important
public  goods,  in the  form  of  stability,  rules,  a
degree  of  equity,  etc.,  to  meet  some  of  the  most
evident  deficiencies  of  markets  and national
governmental  functioning  in  the  1920s  and
1930s.  The  signatories  sought  to support  the
maintenance  of  full  employment  and  develop-
ment,  at national  levels,  through  the  provision
of  international  arrangements  that  would  re-
duce  the  need  or temptation  for  autarkic  eco-
nornic  measures  that  would  be harmful  both  to
other  nations  and ultimately  to  themselves;
overcome  some  of  the  failures  in international
capital  markets  via  governrnental  guarantees
and  contributions;  and  encourage  financial  and
exchange  rate  stability  at both  national  and
international  levels.  The  broad  objectives  of
international  (or  global)  economic  governance
have  not  significantly  altered.

Whereas  the  broad  objectives  have
changed  very  little,  there  have  been  major
changes  in  the  global  environment  within  which
the Bretton  Woods  institutions  function,  over
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the fifty  years  of  their  life.  They  include  the
following:

(l)  massive  growth  in  membership,  partic-
ularly  membership  on the part  of  newly-
independent  developing  countries;

(2)  vastly  increased  globalization  of  markets,
particularly  world  financial  markets,  and
the  increased  role  of markets  vis-A-vis
governments  in  the  international  economy,
via transnational  corporations  as well  as
capital  markets;

(3)  the  end  of  United  States  hegemony  in the
Western  world  and the  need  for  more
complex  plurilateral  arrangements,  fol-
lowed  by  the  thaw  in the  Cold  War;

(4)  the  rise  of  new  international  economic  in-
stitutions,  both  within  the  Bretton  Woods
system  (IDA,  IFC,  MIGA,  etc.)  and  out-
side it (including  the  regional  development
banks,  and  now  the World  Trade  Organ-
ization);

(5)  the  rise in the relative  importance  of  the
Bretton  Woods  institutions  vis-A-vis  the
United  Nations  in international  economic
affairs;

(6)  significantly  increased  turbulence  and  in-
stability  in the  international  economy  from
the  early  1970s  onward.

There  is widespread  agreement  that  the
world  now  needs  better  mechanisms  for  global
economic  governance,  and  mechanisms  that
also  provide  for  greater  global  participation

and/or representation.  The problem is that
these  need  to be created  in a world  that  has
become  far  more  complex  than  that  of  1944.
They  cannot  be cobbled  together  by a small
group  of  intellectuals  and  diplomats  in  a resort
hotel,  as at Bretton  Woods.

There  has really  only  been  one  major  ef-
fort  at international  monetary  and  financial  re-
form  since  Bretton  Woods,  that  of  the 1970s,
which  was,  to a considerable  extent,  aborted,
but  which  nonetheless  led,  among  other  things,
to the  creation  of  the  Interim  and  Development
Committees  and  eventually  amendments  to the
IMF  Articles  of  Agreement.  The  G-24  played
a prominent  role  in these  reform  efforts.  The
fiftieth  anniversary  of  the  Bretton  Woods  insti-
tutions,  which  is prompting  a rethink  of  many
of  the  issues  considered  at that  time,  provides
an opportunity  for  the G-24  to exercise  influ-
ence  in these  spheres  once  again.  The  confer-
ence  provided  a useful,  and  potentially
important,  start-up  for  such  a process  of
change.

B.  Sfrucfure  and  organization  of  the

conference  and  this  volume

The conference  discussions  were  organ-
ized  around  the  presentation  of  16 papers,  each
published  in this  volume;  comments  from  pre-
designated  discussants,  most  of  which  are also
published  here,  sometimes  in edited  form;  and
active  discussion  from  the floor,  the contents
of  which  could  not  be recorded  for  this  volume.
Some of  the discussion  from  the floor  is re-
flected  in the  next  section  of  this  introduction,
which  attempts  an overall  catalogue  of  the  ma-
jor  policy  suggestions  made  during  the  confer-
ence;  but  much  of  it unfortunately  is not.

The  conference  papers  (and  comments
upon  them)  are presented,  for  the  purposes  of
this  volume,  in eight  groups  of  two  each.  In-
evitably,  there  is some  overlap  in the material
presented  under  different  subject  headings;  the
authors  frequently  try  to cover  a wide  range  of
material,  and  "everything  is related  to every-
thing  else"

The  first  group"s  papers,  by  Azizali
Moharnrned,  and  Yung  Chul  Park  and
Sangmoon  Hahm,  assess the implications  for
developing  countries  of the  macroeconornic
policies  of  the major  industrialized  countries,
and, conversely,  particularly  in  the paper  by
Moharnmed,  the  implications  for  industrialized
countries  of  developing  country  performance.
From  them  (and  in them)  there  emerged  im-
portant  discussions  of  the  means  through  which
more  effective  global  macroeconornic  manage-
ment  could  be achieved,  particularly  through  a
more  activist  and  empowered  IMF.

The  papers  in the second  group  pursue
some  of  these  issues  in greater  detail.  The  need
for  more  effective  global  management  of  inter-
national  liquidity  is persuasively  argued  in the
paper  by Ariel  Buira.  Guillermo  Calvo  ad-
dresses  the  problems  of managing  volatile
international  private  capital  flows,  both
through  national  policies  and  through  interna-
tional  cooperation;  these  issues  are  also  ad-
dressed  in Mohamrned"s  paper  in the previous
group.  The  latter  problems  elicited  some  of  the
liveliest  exchanges  of  the conference,  over  the
desirability  and nature  of  appropriate  policy
responses.  Should  financial  markets  "run  free",
with  additional  governmental  instruments  pro-
vided  to deal  with  potential  crises?  Or should
efforts  be increased  to "control"  or, at least,
"throw  some  sand  in the wheels"  of  global  fi-
nance?
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The  papers  in the  third  group  address  the
longer-term  issues  of  development  finance  for
very  low-income  countries,  particularly  those  in
sub-Saharan  Africa.  Both  Benno  Ndulu"s  pa-
per  and  that  of  Joseph  Abbey  call  attention  to
the  need  for  more  reliable  and  greater  amounts
of  official  development  finance,  and  improve-
ments  in  the  modalities  and  conditions  through
which  it is provided.  The  importance  ' of  in-
creased  debt  relief  is also  featured  in these  pa-
pers,  particularly  in that  of  Ndulu.  A further
paper  on the  debt  question  had  been  comrnis-
sioned  for  the conference  but,  regrettably,  it
could  not,  in the  end,  be delivered.  There  was
nonetheless  vigorous  floor  discussion  of  the  re-
maining  unresolved  debt  problems  of  a large
number  of  small  and low-  to middle-income
countries;  and, in particular,  the problem  of
arrears  and  "overhangs"  in respect  of  debt  to
international  financial  institutions.  The  impor-
tance  of  commodity  market  problems  for  the
prospects  of  the  low-income  countries  also  fea-
tured  prominently  in  these  discussions.

In  the  fourth  group  of  papers,  the main
issues  in  "structural  adjustment"  arid  in
"systemic  transition"  are reviewed  critically  by
authors  who  are  deeply  engaged  in such  efforts.
Montek  Ahluwalia  seeks to identify  the  emerg-
ing  consensus  and  areas  of  continuing  dispute
in structural  adjustment  programmes.  He  calls
particular  attention  to the  need  for  more  diver-
sity  and  de-concentration  in research  on  the  is-
sues that  remain  unresolved.  Parts  of  the  paper
by Patricio  Meller  in the next  (fifth)  group  of
papers  move  along  a parallel  track.  Dragoslav
Avramovic's  paper  surveys  the  difficult  experi-
ence of  the  economies  "in  transition"  and  ar-
gues  that  the  international  financial  institutions
have  inappropriately  extended  their  influence
and  advice  beyond  their  mandates  in  these
countries.

The  fifth  group  of  papers  extends  the
discussion  of  the  previous  group's  papers  into
a consideration  of  the  instruments  for  the  exer-
cise of  policy  leverage  by the IMF  and  World
Bank,  and  the  question  of  conditionality.
Patricio  Meller  surveys  the  recent  Latin  Amer-
ican  experience  of  relationships  with  the  inter-
national  financial  institutions,  calling  particular
attention  to  the  apparent  convergence  of  policy
opinion  in many,  though  not  all,  areas  of  pre-
vious  dispute.  Roberto  Junguito  addresses  the
evolution  of IMF-Bank  relationships  in  the
provision  of  policy  advice,  the  continuing  issues
in  the  coordination  of  advice  and  cross-
conditionality,  and the possibility  of  a better
institutional  division  of  labour.

The  sixth  group  of  papers  concerns  the
internal  governance  of  the  IM  F and  the  World
Bank,  and  the  functioning  of  their  principal

committees.  Basing  their  analyses  on  their
considerable  experience  as Executive  Directors,
Alexandre  Kafka  and  Mois6s  Naim  offer  valu-
able  insights  and  practical  suggestions  both  for
improving  the  governance  of  these  institutions
and  for  increasing  the  influence  of  developing
countries  in  their  activities.

The  papers  in  the  seventh  group,  by
Devesh  Kapur  and  Richard  Webb,  and  Delphin
Rwegasira  and  Henock  Kifle,  consider  the  role
of  the  regional  development  banks  and,  in par-
ticular,  their  relationships  with  the  World  Bank,
in the emerging  system  of  development  insti-
tutions.  They  agree  that  the regional  banks
have  certain  advantages  - in terms  of  a greater
sense of  developing  country  "ownership"  and
closer  familiarity  with  region-specific  problems
- that  are likely  to continue  to give  them  in-
creasing  relative  influence.  An  appropriate  di-
vision  of  labour  among  the  multilateral
development  banks  has still  to emerge.

The  final  group  of  papers  addresses  the
prospects  for  increasing  developing  country  in-
fluence  in the international  monetary  and fi-
nancial  system.  Terrence  Farrell  sees fairly
limited  prospects,  and  points  to the  particular
difficulties  faced  by the  large  number  of  small
countries  in terms  of  exerting  influence,  as well
as in other  respects.  Lal  Jayawardena,  on the
other  hand,  emphasizes  the  possibility  of  form-
ing new  coalitions  - with  small  industrialized

countries and/or  with  Japan, among others - in
pursuit  of  common  objectives  and common
approaches.  An  important  suggestion  in this
regard,  made  in  the  final  discussion  of  the  con-
ference,  was to create  a new,  representative,
intergovernmental  committee,  similar  to  the
Cornrnittee  of  Twenty  that  operated  in  the  early
1970s,  to review  the  current  state  of  the  inter-
national  monetary  and  financial  system  and  its
premier  institutions,  and make  recomrnenda-
tions  for  improvements.  '

An  important  address  made  to the con-
ference  by the President  of  the  Republic  of
Colombia,  Dr.  C6sar  Gaviria  Trujillo,  is also
reproduced  here  in an appendix.

C. Major  suggestions

The  summary  that  follows  is a personal
one.  It  attempts  to catalogue  what  I believe  to
have  been  the  major  suggestions  made  by con-
ference  participants,  both  in  papers  and in
comments  and  floor  discussion,  without  com-
menting  on the  degree  to  which  there  may  have
been  agreement  on  them.  It  cannot  pretend  to
include  every  single  suggestion  that  was made.
This  catalogue  was  presented  orally  at the  con-
clusion  of  the  meetings,  but  there  was  no effort
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to seek consensus  on it. It therefore  has no
"collective"  status  whatsoever  (although  it was
circulated  at the G-24  meeting  in late  April,
1994,  in  Washington,  for  information)  and
should  certainly  not  be taken  as a set of  agreed
conclusions.  The  material  is categorized  into
(l)  iSsueS  of  economic  policy  substance,  and  (2)
issues  of  process  and  governance.

1.  Issues  of  economic  policy  substance

(a)  Liquidity

*  The  IMF  should  estimate  the  global  need
for  liquidity  on a regular  basis,  e.g. annu-
ally,  assessing  such  need  in terms  of  its
distribution,  no  less than  its aggregate.  It
should  "manage"  global  liquidity  by dis-
tributing  SDRs  in accordance  with  its es-
timates  of  this  global  need.  a
There  should  be a new  allocation  of  SDRs,
with  arrangements  for  those  who  do not
need them  to  transfer  them,  at conces-
sional  rates  where  appropriate,  to those
who  do,  particularly  the  low-income  coun-
tries  who  would  otherwise  have  to com-
press  their  imports  further  in  order  to  build
reserves,  or  directly  to IDA.

There  should  be a low  conditionality  IMF

facility, and/or contingency clauses in all
IMF/Bank  funding to provide "first line
liquidity"  for  low-income  countries.

In  the  light  of  the  new  role  of  global  pri-
vate  financial  markets,  the  IMF  should
augment  its role  by  exercising  surveillance
over  them  and  interacting  more  with  their
participants  rather  than  just,  in its tradi-
tional  manner,  with  governments.

A new  IMF  facility  may  be appropriate  to
allow  countries  to ride  through  short-run
and temporary  capital  flows  created  by
crises  in  financial  markets;  but  the  re-
sources  necessary  to be effective  in this  re-
gard  could  be large,  raising  the question
of  their  opportunity  costs,  for  example,  in
terms  of  improved  liquidity  for  low-income
primary  producers.  This  deserves  more
study.

(b)  Volatile  private  capital  flows

There  is new  concern  over  the  role  of  vol-
atile  private  flows  of  capital  and  their  im-
plications.  It is necessary  to  work  toward
an agreed  new  global  regime  for  private
capital  movements.  If  there  are to be or-
derly  foreign  exchange  markets,  and thus

sustainable  trade  policy  regimes,  rules  in
this  sphere  are important,  no less impor-
tant  than  in trade.

*  The  IMF  and  World  Bank  should  devote
research  attention  to market  imperfections
and  failures,  and  the prospects  of  "bub-
51es" and  "runs"  in financial  markets,  and
alternative  means  of  reducing  their  possi-
ble negative  effects.  This  research  should
include  consideration  of  the  circumstances
in which  capital  controls  may  be appro-
priate,  the  prospects  of  new  swap  arrange-
ments  among  central  banks  (including
those  not  previously  benefiting  from
them),  and  the  possibility  of  increasing  the
IMF's  capacity  to serve  as a "lender  of  last
resort".  There  should  be preparation,  in
advance,  for  possible  "runs"  and  crises.

(c)  Debt

The  remaining  debt  overhang  problems  of
some  sixty  developing  countries,  whose
prospects  without  debt  writedowns  are
bleak,  should  at last  be settled.  Case-by-
case approaches  to such settlements  are
appropriate,  and  some  such  basis  as sec-
ondary  market  prices  would  provide  ap-
propriate  relief.

*  The  arrears  to the international  financial
institutions  should  finally  be cleared  out,

and the growing problem of IMF/Bank
debt  overhang  in many  low-income  coun-
tries  should  be directly  addressed.  The
possibilities  and modalities  for writing-
down some IMF/Bank  debt need to be
discussed  directly  and openly  rather  than
remaining  unacceptable  topics  for  dis-
cussion.

(d)  Development  finance

The  poor  prospects  for  both  public  and
private  flows  of  longer-term  finance  to a
large  number  of  developing  countries,  par-
ticularly  low-income  ones,  are worrisome.
Ways  must  be  found  to  increase  IDA
flows,  and  new  ways  (sometimes  old  ideas)
for  levering  the  limited  official  flows  into
larger  total  flows  should  be considered,  e.g.
interest  subsidies  and  guarantees  for  com-
mercial  flows.

The  low-income  countries,  especially  those
in sub-Saharan  Africa,  need  more  external
flows  than  they  now  appear  likely  to re-
ceive,  if  they  are  to  achieve  rninimally-
acceptable  rates  of  development.
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(e)  Global  macroeconomic
management

The  global  economy  requires  coordinated
macroeconomic  management  in the inter-
ests of  all,  rather  than  just  a few,  countries.
More  stable  economic  growth,  orderly
foreign  exchange  and financial  markets,
liberal  trade  policies,  full  utilization  of
capital  and labour,  syrnrnetry  in  adjust-
ment  processes,  and the selection  of  an
appropriate  monetary-fiscal  policy  mix,  are
all  matters  of  general  interest.

*  The  IMF  must  pMy  a greater  role  in this
global  management.  How  this is to be
achieved  requires  more  urgent  and more
serious  study.

international  policies  for  addressing  them,
in the Fund  and  Bank.  In light  of  their
particular  importance  to  low-income
countries,  and  fifty  further  years  of  experi-
ence  since  the  important  discussion  of
these  issues  in  the  run-ups  to  Bretton
Woods  (and  Havana),  there  needs  to be a

reconsideration  of Fund/Bank  approaches
in  this  sector.

2.  /ssues  of  process  and  governance

(aJ Increasing  role for developing
countries  in global  econom.ic
governance  and  IMF
governance

(f)  Appropriate  adjustmentl
development  policy

There  has been  significant  convergence  in
views  on appropriate  policies,  with  both
orthodox  and  non-orthodox  analysts  and
practitioners  gmng  some  ground;  but
there  is still  not  total  consensus.  In the
spheres  of  financial  reform,  trade  policy
and  the  efficacy  or  "big  bang"  approaches,
for  instance,  disagreements  remain.

*  Country-specific  circumstances,  economic  *

and  soiio-political,  vary  greatly.  Local
"ownership7  is critically  important.

IMF/Bank  conditionality  should  be
longer-term  in  its  orientation,  less rigid  and
more  geared  to  results  than  to  policy
compliance.

0 Conditions  on  politically-sensitive  issues
like  human  rights  and  income  distribution
are  xnapproprlata

Since  trade  matters  will  be handled  in the
World  Trade  Organization  (WTO),  and
trade  policy  instruments  are  typically
"swamped"  by exchange  rate  movements
anyway,  trade  policies  may  also be inap-

propriate for Fund/Bank conditionality;
thought  needs,  in any  case, to be devoted
to the  prospect  of  emerging  overlap  in  this
sphere  of  international  economic  gover-
nance.

(g)  Commodity  markets

0 There  has been  improper  neglect  of  inter-
national  commodity  market  problems,  and

Apart  from  their  large  and  growing  share
of  global  population,  the  developing
countries  are now  perceived  as playing  a
major  role  in the  world  economy  (through
the  use of  PPP  exchange  rates  for  measur-
ing  GNP).  New  environmental  concerns
and  heightened  financial  market  links  be-
tween  North  and  South  also  argue  for  their
increased  participation  (corresponding
with  a process  of  enhanced  demo-
cratization)  in  the  Fund  and  the  Bank,  and
global  economic  governance  more  gener-
ally.

The  efforts  at such  participation  and  co-
operation  among  the  developing  countries,
perhaps  together  with  small  industrialized
countries  (and  others),  in the pursuit  of
joint  interests  in  the  international  financial
institutions  (IFIs)  and  in global  macroe-
conomic  management  should  be intensi-
fied.  The  developing  countries  can
perform  more  satisfactorily  in the IFIs  if
they  participate  in them  more  as share-
holders  and  less as supplicants.

*  The  developing  countries  should  consider
alternative  means  of  building  effective  co-
alitions  of  the "non-five"  that  are general
and  ongoing,  as well  as issue-specific  and
temporary:  either  via an added  economic
role  for  the  United  Nations  Security
Council  or via a new  constituency-based
"non-five"  group  to interact  directly  with
the  G-7.  The  initiative  for  changes  in
governance  arrangements  can only  come
from  outside  the  "five".  Such  efforts  would
probably  be  initially  more  successful  if
they  focused  on  a narrow  agenda,  e.g.
international  macroeconomic  and mone-
tary  management  or, possibly,  the devel-
opment  of  "sustainable  development
compacts".  '
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(b)  Suggestions  for  improved  IFI
governance

0 Reconsider  the  roles  of the  Executive
Boards  with  a view  to making  them  func-
tion  more  effectively,  perhaps  by reducing
their  size or via an Advisory  Committee
(which  could  be formed  without  altering
the  articles);  perhaps  by  extending  the
terms  of  Executive  Directors.

Reconsider  the  role,  functioning,  and  even
the existence  or the Development  Com-
mittee,  which  has been  ineffective,  and  the
Interim  Cornrnittee,  which  has become  a
"rubber  stamp"  for  G-7  decisions.

@ Change  staff  recruitment  practices  in
favour  of  a broader  orientation  and  greater
policy  experience.

0 Establish  an  Evaluation  Office  for  the
IMF.

*  Change  the  constituency  syste so as bet-
ter  to consolidate  countries  with  common
interests  within  single  constituencies.

Greatly  decentralize  World  Bank  sup-
ported  research  and  advisory  activities  aso
as to  reduce  the overconcentration,  un-
necessary  expense  and  inefficiency  in
Washington,  and  to raise  their  credibility
and  quality.

Address  many  "nitty-gritty"  issues
basis  of independent  (non-management,
non-G-7)  study,  e.g. appropriate  levels  of
reserves,  appropriate  accounting  for  build-
ing  expenses,  burden  sharing,  etc.

(c)  IMFlBank  relations

Consider  such  options  as the  following:

 merge  the  IMF  and  the  Bank;

upgrade  the role  of  the  IMF  in  global
macroeconornic  management  and  the at-
tainment  of syrnmetric  adjustment,  and
have  it concentrate  on that  global  mone-
tary  role,  en  route  to  a global  central
banking  function;

upgrade  the  role  of  the  World  Bank  in all
financial  issues,  short-term  and  long-term,
relating  to developing  countries  that  are
primarily  dependent  upon  official  sources
of  external  finance,  particularly  low-

income and small countries; and%or au-

thorize  a new  role  for  it in world  capital
markets;

0 in any  case, work  to achieve  consistency
between  Fund  and  Bank  activities.

(d)  Some  first  steps  towards
change

Establish  an intergovernmental  committee
with  broad  representation,  along  the  lines
of  the  Committee  of  Twenty  of  the  1970s,
mandated  to reconsider  the  functioning  of
the  international  financial  institutions  after
fifty  years  and  their  future  role  in  a
changing  world  economy,  with  a view  to
achieving  improvements  in  their  overall
efficiency  and  democratic  governance.
This  would  open  up the  discussion  of  all
of  these  suggestions  for  change,  together
with  others  that  will  undoubtedly  emanate
from  other  conferences,  studies  and  com-
missions  in this  fiftieth  anniversary  year.

(e)  Regjonal  development  banks
and  the  IFIs

T nal  development  banks  have
grown  in importance  and are  likely  to
continue  to expand  their  relative  impor-
tance.  The  appropriate  modes  for  inter-
action  and division  of labour  between
regional  development  banks  and  IFIs  will
have  to evolve.  The  committee  proposed
above  might  also  consider  these  issues.

(f) e  WTO  and  IFIs

*  The  relative  responsibilities
and  the IFIs  will  have  to be clarified,  as
well  as their  modes  of  interaction.  Again,
this  issu'e might  also  be addressed  by the
committee  proposed  above.

(g)  The  role  of  the  G-24

The  developing  countries
widely  divergent  interests.  
expect  to be united  on all, or some  would
even  say most,  issues.  They  need  to pur-
sue common  interests  where  they  exist  and
form  coalitions  where  appropriate.

*  Technical  exchanges,  unmediated  b
IFIs,  such  as the Cartagena
are extremely  useful  and  important.
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Research  papers  that  are prepared  from  *

outside  the IFI  system  are also extremely
important  to counter  its near  "monopoly"
of  research  on the economic  problems  of
developing  countries.

If  the committee  proposed  above  is cre-
ated,  some  kind  of  caucus  in support  of  the
developing  country  representatives  will
have  to be devised.  That  might  create  an
opportunity  for  reconsidering  the role  and

odus  operandi  of  the G-24  itself.
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,IMPLICATIONS  FOR IMF  POLICIES  ARISING  FROM
hH-E(;IS  UN DEVELOPING  COUNTRIES  OF INDUSTRiAL

COUNTRY  MACROECONOMIC  POLICIES

Azizali  F. Mohammed

A.  /ntroducfion

A study on the effects on developing
countries  of  the  macroeconomic  policies  of  in-
dustrial  countries  was  commissioned  by the
Intergovernmental  Group  of Twenty  Four
(G-24)  on  International  Monetary  Affairs;  it
was  submitted  to the  Ministers  at their  meeting
in Washington  on 25 September  1993.  In  wel-
coming  the  study,  the  Ministers  "drew  attention
to  the study"s  principal  conclusion  that  per-
formance  of  the developing  countries  is  not
only  affected  by  industrial  country  policies,  but'
also  directly  affects  the  prospects  for  growth  in
the industrial  world".  Ministers  called  on the
Fund  "to  continue  work  on the  interdcpenden-
cies between  industrial  and  developing  country
policies  as an integral  part  of  its surveillance
responsibilities"  (IMF,  1993c,  p. 334).  Other
conclusions  of  the  study  (referred  to hereafter
as the  G-24  study)  are  summarized  in the  annex
to this  paper.

The  Ministers  had in  mind  the  higher
growth  rates  being  currently  registered  by de-
veloping  countries,  despite  the prevalence  of
recessionist  conditions  in most  of  the  industrial
world,  and the  manner  in  which  developing
countries  had  shored  up the  demand  for  indus-
triaJ  country  exports  in recent  years.  This  ex-
perience  suggested  that  a switch  in  the
leader-follower  relationship  of  industrial  and
developing  countries  might  be occurring,  with

the latter  beginning  to "acquire  certain  loco-
motive  properties"  (Mohammed,  1993,  p. 39).

B.  Recognizing  developing  counfry

growf/i  muim,iieum

This  development  is evidently  of  signif-
icance  and  may  not  be easily  dismissed  as a
temporary  phenomenon  that  would  abort  once
lags  in response  to changes  in industrial  coun-
try  activity  are overcome.  There  is at least  a
presumption  that  higher  growth  rates  could
well  be maintainable  by  a number  of  developing
countries  under  their  own  momentum,  espe-
cially  where  both  trade  and  investment  flows

are growing faster through E! process of mutual
liberalization  of  trade  and  investment  regimes
among  countries  of  a region,  such  as is already
happening  in East  and  South-East  Asia.a  The
growth  of  the  "Chinese  Economic  Area"  (CEA)
comprising  China,  Hong  Kong  and Taiwan
Province  of  China,  has been  characterized  as a
fourth  "growth  pole"  of  the global  economy,
with  its imports  projected  to rise  by  $100  billion
over  the  next  three-year  period,  and  to increase
from  about  two  thirds  of  Japanese  imports
currently  to a level  exceeding  that  of  Japan  by
the end of  the decade  (International  Economic

Insights, May/June 1993). Developing coun-
tries  in the  Latin  American  region  might  carry
a similar  momentum,  with  three  of  them  being
included  in the  list  of  10 countries  identified  as

l  Nomura  Research  Institute  (T  okyo)  notes  that  Asia's  elasticity  coefficient  measuring  reponse  to growth  elsewhere  has
fallen  from  around  1.5  per  cent  in the  early  1970s  to just  under  O.3 per  cent  in 1990-1993;  it estimates  6 per  cent  av-
erage  real  growth  across  the  six  ASEAN  and  the  three  NIEs  in North-East  Asia  (Hong  Kong,  Republic  of  Korea  and
Taiwan  Province  of  China)  in 1993  and  6.5  per  cent  in 1994.
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likely  to account  for  75 per  cent  of  the  world"s
total  trade  growth  in the period  ending  2010
(Garten,  1994).2

Given  this  perspective,  it would  appear
appropriate  to expect  the IMF,  as part  of  its
global  surveillance  responsibilities,  to refine  its
models  of  the world  economy  so as to pay
greater  attention  to these  linkages.  It has al-
ready  introduced  a major  shift  of  emphasis  by
revising  the  weights  used  in  its World  Economic
Outlook  exercise  for  aggregating  output  growth
and  other  economic  indicators.3  Moving  from
market  exchange  rates  to  purchasing  power
parity  based  weights  has resulted  in  a more
accurate  measure  of  the  relative  size  of
developing  country  economies,  primarily
through  incorporating  a more  realistic
valuation  of  nontraded  output.  Because
market  exchange  rates  have  deviated
significantly  from  their  purchasing  power
equivalents  over  extended  periods,  the shift.in
weights  produces  a contrast  in trend  of  GDP
shares  that  is rather  startling.  Thus,  exchange
rate  based  weights  indicate  the  share  of
industrial  countries  rising  from  about  68 per
cent  in  1983  to slightly  under  74 per  cent  in
1992,  with  a corresponding  decline  for
developing  countries;  in  contrast,  purchasing
power  parity  based  weights  indicate  the share
of  developing  countries  increasing  from  a little
over  32 per  cent  in 1983 to just  under  37 per
cent  in 1992,  while  that  of  industrial  countries
declines  slightly  from  55.45  per  cent  to 54.63
per  cent  of  world  GDP  (IMF,  1993b,  chapter
VI).  (The  larger  loss  is  registered  by  the
transition  countries  of  the  former  Soviet  Union
and  Central  and  Eastern  Europe.)

The  present  models  tend  systematically  to
underestimate  the  influence  of  demand  by de-
v.eloping  countries  for  industrial  world  exports,
because  they  incorporate  average  magnitudes
rather  than  incremenfal  ones.  Thus,  United
States  exports  contribute  no more  than  9 per
cent  to  its  GDP;  exports  to  developing
countries  account  for only  a fraction  of  that
number,  and  their  influence  on  aggregate
developments  in  the  United  States,  economy
would  therefore  be treated  as minimal.  Yet  the
G-24  study  demonstrated  that  the  1989-1990
United  States  recession  would  have  persisted

into  1991 and  the  recovery  in 1991-1992  would
have  been  weaker  but  for  the  strength  provided
by the increase  in exports  to the developing
world.4  The  growing  importance  of  developing
country  markets  might  well  provide  the  critical
margin  of  demand  that  could,  depending  on
cyclical  phasing,  spell  the  difference  between
growth  and  recession  for  individual  industrial
countrie.s.  A  closer  consideration  of such
demand  impulses  that  affect  "turning  points"  in
industrial  country  cycles  might  bring  greater
clarity  to the  Fund's  assessment  of  the  growing
interdependencies  in the  global  economy.  And
this,  together  with  a greater  appreciation  of
important  feedback  processes  between
industrial  country  policies  and  the  performance
of  developing  countries,  might  perhaps
persuade  the  G-7  that  better  coordination  and
consultation  with  developing  country
policy-makers,  through  the  Fund,  is  not  a
matter  of  altruism  on  their  part,  but  a
recognition  of  the  growing  dependence  of  their
own  prospects  for  a durable  recovery  and
sustainable  growth  on the expansion  of  their
trade  with  the  developing  world.

C. Enlarging  IMF  contacfs  with  private
markefs

Another  major  development  of recent
years  has  been  the  restoration  of
creditworthiness  of  a number  of  middle-income
and  a few  low-incqme  developing  eountries  and
the resumption  of  capital  flows  to them,  pre-
dorninantly  from  private  market  sources,  at
fairly  moderate  spreads  over  those  available  to
prime  borrowers.  Indeed,  tlie  share  of  flows
from  official  sources,  whether  bilateral  or
multilateral,  begins  to pale  in significance  rela-
tive  to private  flows,  as indicated  by data  for
recent  years.  While  direct  investment  flows
have  maintained  a fairly  steady  upward  trend,
it is other  private  flows  that  have  shown  the
most  buoyant  growth.  International  bond  is-
sues  of  developing  countries  have  risen  from
$6.2 billion  in 1990  to $23.6  billion  in 1992  and
were  in excess  of  $21 billion  in the first  half  of
1993.  Equally  striking  has  been the rise in

2 The  10 countries  identified  are  Argentina,  Brazil,  India,  Indonesia,  Mexico,  Poland,  Republic  of  Korea,  South  Africa
and  Turkey,  plus  the  economic  zone  of  China,  Hong  Kong  and  Taiwan  Province  of  China.  Their  merchandise  im-
ports  are  forecast  to be $1 trillion  higher  by  the  year  2010  than  in 1990,  or  triple  the  combined  increase  expected  for
the  rest  of  the  world.

3 The  revised  weights  were  introduced  in IMF  (1993d),  annex  IV,  pp.  116-119.

4 The  global  dimension  of  this  insight  is found  in IMF  (1993e),  p. 7, which,  after  noting  that  aggregate  developing
country  output  is expected  to increase  by 6 per  cent  in 1993  and  by 5.5  per  cent  in 1994,  proceeds  to state  that  "the
resulting  buoyancy  of  developing  country  imports  - which  are  projected  to rise  by 9 per  cent  in both  1993  and  1994
after  10  per  cent  grosvth  in 1991  and  1992  - highlights  the  crucial  contribution  of  these  countries  to global  economic
prosperity,  especially  in view  of  the  recessionary  conditions  persisting  in many  industrial  countries".
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international  equity  issues,  where  the  corre-
sponding  numbers  are $1.2 billion  and  $9.4
billion,  with  the  first  half  of  1993,  showing  an
inflow  of  $4.1 billion.  In  both  categories,  mar-
ket  re-entrants,  i.e. countries  that  had  lost  ac-
cess  in  the  1980s  because  of  their  debt
problems,  have  been  substantial  recipients,  with
roughly  one  half  of  the  bond  and  equity  issues
(by  dollar  ar';aount)  raised  by  them  in  1992
(IMF,  1993a,  table  2, p. 4).  It  is interesting  to
note  that  commercial  bank  lending  cornmit-
ments  have  stayed  rather  stable  (at  annual  rates
around  $17  billion)  during  the  same  period  and
with  little  more  than  $1 billion  directed  annu-
ally  towards  market  re-entrants,  indicating
continuing  caution  on  their  part  in  dealings
with  countries  where  bank  debt  has been  re-
structured  in  the  recent  past.

While  a part  of  the private  inflows  re-
presents  return  of  flight  capital,  especially  fol-
lowing  phases  of  structural  reform  and  financial
sector  liberalization,  particularly  in  Latin
American  countries,  a good  part  of  the  rest
may  incorporate  a push  element,  i.e.  policies
and  circumstances  in major  industrial  country
markets  rather  than  pull  factors,  i.e.  better
policies  and  improving  conditions  in recipient
countries.  There  is clearly  a question  as to the
durability  of  such  flows,  as and  when  the  global
environment  of  low  international  interest  rates
and  weak  activity  in the industrial  countries
begins  to  change,  as indeed  may  already  be
happening  with  the  recent  rise  in  United  States
long-term  iqterest  rates.s  Given  the  rise  in
current  account  deficits  in recipient  countries  -
an ineluctable  concomitant  of  the  process  of
absorbing  foreign  capital  into  the  domestic
economy  - a sudden  falling  off  in such  inflows
could  precipitate  a balance-of-payments
problem,  since  current  account  outcomes  take
far  longer  to adjust  than  capital  account  ones,
especially  those  resulting  from  rapid  change  of
investor  sentiment  in  asset  markets.

Two  questions  arise  in this  context:  can
the  Fund  be  doing  something  directly  with
market  participants  to  dampen  the  potential
volatility  of  market  flows?  Could  tlie  Fund  be

exploring  a new  type  of  credit  facility  that  could
be quickly  activated  to help  recipients  handle
temporary  interruptions  in capital  flows?  As  to
the  first  question,  a certain  precedent  could  be
found  in  the  Fund's  action  during  the  debt  cri-
sis years,  when  it was  prepared  to brief  "steer-
ing"  or  "advisory"  cornrnittees  of  the
international  banks  on  the  balance-of-

payments  prospects  of  individual  debtor  coun-
tries,  albeit  only  when  so requested  by these
countries  to do so.  It  has  also  participated  at
meetings  of  the  Berne  Union  which  represent
export  credit  and  credit  guarantee  agencies
where  individual  country  situations  are  dis-
cussed;  here  again,  staff  presence  can be ex-
plained  by  the  fact  that  these  agencies  are
official  entities,  or  work  under  the  direction  of
their  official  "guardian"  authorities.  Similarly,
its  presence  at "Paris  Club"  meetings  is justified
by  their  official  auspices.

The  Fund  has  hitherto  been  constrained
about  stepping  out  of  the  official  circuit  on  the
basis  that  it is an  inter-governmental  organiza-
tion  and  that  it is for  its government  share-
holders  to  pass  on  any  of  its  individual  country
judgements,  arrived  at in the  course  of  its bi-
lateral  surveillance  function,  to their  own  pri-
vate  market  participants  through  whatever
regulatory,  supervisory  or  other  mechanisms
they  chose  to  employ.  There  is also  the  delicate
issue  that  while  a recipient  country  might  not
object  to  any  positive  judgements  that  the
Fund  may  proffer  publicly,  they  would  not
welcome  any  negative  ones;  even  if  it chose  to
remain  silent  when  unable  to  render  a
favourable  judgement,  that  silence  itself  could
easily  be construed  as a negative  signal.  Yet
the  unprecedented  growth  in size  and  scope  of
private  capital  markets,  the  patent  inability  of
even  the most  powerful  governments  to quell
massive  private  flows  of  funds  across  their  for-
eign  exchanges,  and  the  fact  that  the  investor
base  in  private  equity  and  bond  markets  is
much  too  diverse  and  spread  out  to be reached
by official  agencies,  raise  the  issue  whether  the
Fund"s  surveillance  function  can  ever  be effec-
tively  exercised  if  it  remains  confined  within  the
official  domain.6  This  tends  to  be a particularly
restricted  domain  since  the Fund  deals  tradi-
tionally  with  the  monetary  authorities  (i.e.  cen-
tral  banks  and  finance  ministries)  whereas
security  markets  are  more  ofjen  than  not  regu-
lated  by independent  agencies  of  the  State  or
are self-policing.  In  preparing  its periodic  re-
ports  on  international  capital  markets,  the
Fund  staff  presumably  maintain  extensive  con-
tacts  with  market  practitioners  and  their  vari-
ous  associations.  The  question  is whether  there
is something  more  than  only  the  publication  of
its  general  findings  that  the  Fund  should  be
undertaking,  especially  in  influencing  market
judgements  (e.g.  the  credit  ratings  of  developing
country  borrowers  produced  by  rating  agencies
like  Moody"s  Investor  Service  and  Standard

5 An  example  is the  sharp  decline  in  prices  for  dollar-denominated  "Brady  Bonds"  (The  Economist,  1994),  p. 92.

6 This  is of  course  part  of  a larger  question,  i.e.  whether  the  Fund's  role  in the  international  monetary  system  can  be
effective  as long  as it  remains  so restricted;  the  issue  has been  raised  recently  in Polak  (1993).  He  questions  the
"widespread  proprietory  bias  about  the  "system"  as belonging  to governments"  and  suggests  "that  this  bias  may  account
for  much  of  the  disappointment  in the  actual  working  of  the  system".
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and Poor"s)  to assist  member  countries  that
have  come  to depend  increasingly  on private
market  flows  to manage  their  balances  of  pay-
ments."

D.  A new  IMF  facility?

Another  question  raised  by the growth
of  private  market  flows  is whether  the Fund
could  be devising  quick-activating  credit  mech-
anisms  to  help  countries  deal with  sudden
changes  in capital  flows,  especially  when  these
result  substantially  from  circumstances  beyond
the  recipient  country's  own  control.  In  recent
days,  the  idea  for  a new  facility  has  been  floated
by an eminent  international  economist,  Peter
Kenen,  in  the  following  terms:

The  Fund  should  encourage  its members,  es-
pecially  those that experience  large  capital
inflows,  to  build  up their  reserves, by ear-
marking  extra  credit  facilities  for  those  coun-
ties' use ... The  target  (for  reserve buildup)
could  be formulated  in flow  or stock  terms,
as an annual  rate of  increase  in reserves or a
level  to be reached  by a specified  date.  Once
such targets  were agreed, the Fund  could  re-
commend  to the Executive  Board  that the
countries  meeting  them  be promised  supple-
mentary  access to  Fund  credit,  above  and
beyond  their  ordinary  drawing  rights.  The
amount  of supplementary  credit  would  be
geared to each country's  reserve target ... up
to  an  agreed ceiling.  The  supplementary
credit  would  be made  available  under  the
conditions  normally  applied  to drawings  in
the first  credit  tranche,  without  imposing  on-
erous  policy  conditions;  it would  be available
pari  passu with  the use of  the country's  own
reserves (Kenen,  1993).

The  merit  of  sueh  a facility  would  lie in
countries  not  having  to build  up their  reserves
by as much  as would  be prudent  if  they  could
not  count  on using  extra  reserve  credit.  Thus
the  basic  concept  of  the  Fund  as a "second  line
of  reserves"  would  be strengthened  by replacing
the  need  for  higher  owned  reserves  through  ac-
cess to reserve  credit.

Ideas  for  new  short-term  facilities  have  a
long  and  generally  checkered  career  in  the
Fund.  The  basic  issue  is whether  a particular
balance-of-payments  problem  can  be identified

ex-ante  as strictly  temporary  and  reversible  and
therefore  justifying  low  policy  conditionality.
If  the  problem  turns  out  not  to be so, there  can
be a genuine  concern  that  access  to a large
supplement  to  normal  drawing  rights  would
result  in difficulties  of  repayment  within  the
Fund's  normal  three-to-five-year  reimburse-
ment  period.  However,  given  the  potential  for
volatility  of  private  capital  flows,  there  would
appear  to be merit  in exploring  the  creation  of
such  a facility,  provided  that  a fairly  tight
policy-conditioned  prograrnrne  of  adjustment
were  simultaneously  negotiated,  to come  into
effect  once  it  became  evident  that  the
exogenous  conditions  that  disrupted  capital
flows  were  not  quickly  reversible.  The  Fund
would  simply  declare  its  willingness  to consider
granting  a line  of  credit,  leaving  it entirely  to
the initiative  of  members  whether  they  wanted
to partake  of  it.  Similarly,  the fact  that  access
to  such  a facility  had  been  negotiated  would
again  be entirely  up  to the  member  to publicize
(or  not),  so that  any  signalling  advantage  to be
gained  out  of  the existence  of  supplementary
access  would  be  a matter  for  the  member
country  authorities  to decide.  Given  the  ample
liquidity  currently  available  to the Fund,  there
would  not  appear  to be any  supply  constraint
on  grafting  a rallonge  onto  existing  drawing
rights  to  deal  specifically  with  capital  flow
volatility;  however,  if  the role  of  the Fund  in
influencing  capital  flows  and  helping  to reduce
their  risks  were  to grow,  it would  be necessary
to reconsider  the  size of  the Fund.

E.  Fund  jurisdiction  over  capital

movements

National  monetary  and  fiscal  policies
have  substantive  consequences  for  private  cap-
ital  movements,  and these  policies  would  ap-
pear  to  be  covered  under  the  Fund's
macroeconornic  analytic  mandate.  However,
there  are  too  many  rnicroeconornic  elements
underlying  the  macroeconornic  level  in the  case
of  capital  account  transactions  to be confident
that  the  Fund  could  monitor  the distribution
and  efficiency  of  use of  capital  flows  through  its
macroeconornic  mandate  alone.

While  Article  VI  authorizing  the  Fund  to
request  member  countries  to  impose  capital

7 The  issue  clearly  goes  beyond  that  of  the Fund's  postures  vis-a-vis  capital  markets.  Fund  staff  reports  based  on pe-
riodic  (usually  annual)  Article  IV  Consultation  discussions  are available  only  to governments  and  are often  held  to
restricted  circulation  within  the agencies  that  traditionally  deal  with  the Fund,  i.e. central  banks  and  treasuries.  Yet
in  the  democratic  societies  of  today,  it  can  plausibly  be argued  that  the  Fund's  surveillance  function  can  prove  effective
only  if  its judgements  enter  the  public  domain  and  can  be debated  in public  fora.  For  a contrary  view,  see Finch
(1993).



/5

controls  can  be safely  dismissed  (on  a par  with
the  "scarce  currency"  clause)  as obsolete  under
today's  conditions,  it should  still  be interpreted
as expressing  a certain  caution,  if  only  because
many  capital  flows  go through  asset  markets
and  therefore  would  involve  faster  adjustments
than  current  account  transactions.  Hence  the
analogy  with  the  Fund's  current  insistence  that
developing  member  countries  achieve  current
account  convertibility  with  all possible  speed
should  not  be pushed  too  far;  what  the  Fund
needs  to implement  is a transitional  legal  re-
gime  for  capital  account  transactions  affecting
developing  countries  that  would  permit  them  to
reap  the  advantages  of  capital  account  liberali-
zation  while  rninirnizing  some  of  its more  awk-
ward  consequences.8

Finally,  there  is an  emerging  issue  of  ju-
risdiction  vis-A-vis  the  World  Trade  Organiza-
tion  (WTO).  While  the  primacy  of  the  Fund"s
jurisdiction  has  been  explicitly  safeguarded  un-
der  GATT  1994  and  the  General  Agreement  on
Trade  in Services  (GATS)  in  respect  of  current
transactions,  the  possibility  that  measures  to
restrict  capital  flows  can  be undertaken  outside
the  balance-of-payments  safeguard  provisions
will  require  the  Fund  to clarify  its own  areas
of  responsibility  in  capital  account  transactions
in order  to  avoid  conflicts  of  jurisdiction.9

F.  Interface  with  trade  issues

The  issue  of  coordination  is,  of  course,
much  broader  than  any  conflict  of  jurisdiction.
There  has  been  a plenitude  of  problems  in en-
suring  consistency  of  policy  advice  to the  com-
mon  membership  of  the  two  Bretton  Woods
institutions  and  adding  a third  agency  will  not
make  coordination  any  easier,  especially  if  the
trade  policy  surveillance  function  takes  on  a
broader  policy  scope.  At  its  core  is the  concern
that  any  trade  liberalization  process  remains
hostage  to unpredictable  exchange  rate  fluctu-
ations  brought  about,  in  recent  years,  by  mas-
sive  movements  of  speculative  capital,  as  in
September  1992  in  Europe  and  again  in  August
1993.  Here  the  contrast  between  the  rules  and
disciplines  being  accepted  under  GATT  1994

and  the  virtual  abandonment  of  a code  of  con-
duct  in the  exchange  rate  area  is stark.  There
is little  that  the  Fund  can  do to improve  the
working  of  the  international  monetary  system
in  the  face  of  an  unwillingness  on  the  part  of  its
principal  shareholders  to  modify  the  present
"non-system"  of  floating  exchange  rates  among
the  major  currencies.  As  the  G-24  study
pointed.,out,  large  changes  in cross-rates,  often
the consequence  of  divergent  macroeconornic
policies  in  industrial  countries,  expose  develop-
ing  countries  to  risks  that  they  do  not  generate
and  imposes  costs  by  forcing  them  either  to  pay
to  hedge  against  them  or  to  carry  the  risks
where  the  hedging  options  are  too  expensive  or
simply  unavailable.  It  would  perhaps  be in  the
interest  of  the  majority  of  Fund  member  coun-
tries  to move  the  international  monetary  sys-
tem  in  a more  orderly  direction,  such  as
through  evolution  towards  some  type  of  "target
zone"  arrangement.  This,  however,  might  have
to await  the day  that  industrial  governments
are able  to regain  some  greater  flexibility  in
their  fiscal  policies,  though  not  in any  fine-
tuning  sense,  but  rather  as a means  of  relieving
monetary  policy  in  the  medium-term  from  hav-
ing  to  carry  the  responsibility  for  contra-
cyclical  adjustment,  aIong  with  that  of  inflation
control,  as well  as the  promotion  of  exchange
rate  stability.

In  the  meantime,  the  Fund  must  continue
to  speak  out  against  forms  of "aggressive
bilateralism"  that  focus  incorrectly  on bilateral
trade  or current  imbalances;  its full  analytical
capacities  must  be brought  to  bear  on  the  issue
of  overall  payments  imbalances,  which  are de-
terrnined  over  the  long-run  by  the

saving%investment  nexus and by the behaviour
of  the  real  exchange  rate  and  which  are  durably
addressed  by  macroeconomic  and  structural
policy  changes  rather  than  through  trade  prac-
tices.  The  Fund  also  needs  to step  up its re-
gional  surveillance  activity,  especially  in  the
case of  regional  trading  arrangements  encom-
passing  industrial  and  developing  countries,  to
seek to  assure  that  their  evolution  does  not
damage  the  multilateral  trading  and  payments
system  or  adversely  affect  developing  countries,
including  those  in  South  Asia  and  in  sub-
Saharan  Africa,  that  might  remain  outside  such
regional  groupings.

8 These  problems  are  described  in the  G-24  study  and  summarized  in paras.  4 and  5 in the  annex;  see also  Schadler
et at.  (1993).

9 The  IVTO  is explicitly  instructed  to cooperate  with  the Fund  and  the  World  Bank  with  a view  to achieving  greater
coherence  in global  economic  policy  making  and  its Director-General  is required  to review  with  the  heads  of  the
Bretton  Woods  institutions  the  implications  of  the  WTO's  responsibilities  for  joint  cooperation.
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ANNEX

Major  conclusions  of  the  G-24  Study

The  level  of  world  saving  has declined
between  1971-1980  and  1981-1990  and  a larger
proportion  of  it was  absorbed  by industrial
countries,  especially  the  United  States.  The  in-
dustrial  countries,  as a group,  registered  a neg-
ative  figure  for  net lending  i.e.  an excess of
investment  over  saving,  averaging  O.3 per  cent
of  aggregate  GDP  in the 1976-1980  period,  of
0.4 per  cent  in the 1981-1985  period  and  of  O.7
per  cent  in the 1986-1992  period,  a rate  that  is
projected  to 1993-1994  in the World  Economic
Outlook  estimates.  While  this  is not  reflected
in equivalent  external  current  account  deficits,
due  to the  existence  of  a statistical  discrepancy,
the  persistence  of  a dissaving  element,  even
after  adjusting  for  unrequited  transfers  and  net
factor  incomes,  suggests  an  absence  of any
significant  overall  real  transfer  of  resources
from  the  industrial  countries  to the  rest  of  the
world  over  an extended  period  of  time.

Over  the  same  period,  an  excess  of  (gross)
rivate  saving  over  private  investment  indicated
hat  it  was  public  sector  dissaving  that
roduced  the  aggregate  net  lending  statistic  for
he  industrial  countries  as  a group.  The
esulting  accumulation  of  public  sector  debt  -
he  ratio  of  gross  public  debt  to nominal  GDP
n the  OECD  countries  rose  from  about  40 per
cent  for  the G-7  countries  in  1970 to a little
over  63  per  cent  in  1992  - would  have  a
significant  impact  on  the  level  of  interest  rates,
especially  when  combined  with  a monetary
policy  stance  designed  to  restrain  inflation.
Even  after  monetary  policy  moved  to a more
accornrnodative  stance  at the  turn  of  the  1980s,
the resultant  decline  in nominal  interest  rates
did not  produce  an equivalent  decline  in real
interest  rates  because  of  the inflationary  risks
seen by bondholders  in the  persistence  of  high
public  sector  deficits.  With  public  indebtedness
continuing  to rise relative  to GDP,  long-term
real  interest  rates  are likely  to remain  higher  in
the  1990s  relative  to levels  prevailing  in the
1960s  and  the first  half  of  the 1970s.  Model
simulations  at the  World  Bank  indicate  that,
everything  considered,  developing  countries
stand  to lose  between  one  half  to one per  cent
a year  of  income  growth  in the medium-term
as  a consequence  of continued  higher  real
interest  rates.

A sharp  rise in dollar  interest  rates  at the
beginning  of  the 1980s  triggered  the  debt  crises;
a swing  in the  cost  of  borrowing  of  more  than
18 per  cent  led to an abrupt  increase  in debt-
servicing  burdens  for  countries  that  had  bor-
rowed  at  adjustable  short-term  rates  for
dollar-denominated  credits'and  were  facing  a
simultaneous  slowdown  in export  earnings  due
to the 1980-1982  recession  in the  United  States
and  some  other  industrial  countries.

The  gradual  restoration  of  credit-
worthiness  of  a number  of  middle  and low-
middle  income  indebted  countries  that  imple-
mented  major  programmes  of  stabilization  and
structural  reform,  including  financial  liberali-
zation,  coincided  with  a period  of  declining  re-
turns  to  financial  investments  in  major
industrial  countries  experiencing  recessionary
conditions  towards  the end of  the 1980s.  The
combined  result  was a surge  in private  capital
market  flows  to developing  countries  - rising
from  under  $22 billion  in  1989 to  over  547
billion  in  1992 - the  main  growth  being  in
portfolio  flows  drawn  by high  total  returns  on
bonds  and  equities  available  in emerging  mar-
kets.  While  easing  the  financial  constraint  and
enlarging  the availability  of  capital,  and  thus
the  potential  for  higher  investment  and  groivth,
the  inflows  have  created  a number  of  concerns
in recipient  countries.  These  include  the  risks
of  an  overheating  of  the  economy,  an
unsustainable  growth  of  private  consumption,
pressures  on prices  and  speculative  excesses  in
asset  markets.  To  the  extent  that  large  capital
inflows  are  channeled  through  the  domestic
banking  system,  systernic  risks  have  intensified
where  the  banks  are unable  to find  appropriate
credit  outlets  for  the incoming  funds.  Most
worrisome  is  the sense  of  vulnerability  to a
sudden  reversal  of  the inflows,  or their  abrupt
cessation,  if  the external  factors  were  to turn
around,  such  as a change  in the  monetary-fiscal
policy  mix  in a major  industrial  country  like  the
United  States,  resulting  in a rise  in international
interest  rates.

In  order  to reduce  such  uncertainty,  one
solution  has  been  to build  up  foreign  exchange
reserves.  Many  developing  countries  find  it
difficult,  however,  to sterilize  the  monetary  ex-
pansion  associated  with  an accumulation  of  re-
serves  and  are  left  with  two  undesirable
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options:  either  refrain  from  reserve  accumu-
lation,  beyond  a point,  and  allow  the  nominal
exchange  rate  to appreciate  or engage  in  non-

sterilized intelvention  and allow the price-level
to rise:  in  both  cases,  the  currency  appreciates
in real  terms  and  can  create  a competitiveness
problem.  If  fiscal  policy  actions  are  also
constrained  in  practice,  and  if  the  re-imposition
of  direct  restrictions  is ruled  out,  the  remaining
alternative  is to accelerate  structural  reforms;
enhancements  in  productivity  emerging  from
advancing  the  reform  process  can  over  time
improve  the  competitiveness  of  the  economy.

About  one  third  of  the  developing  coun-
tries  (out  of  a total  of  130)  peg  to a single  major
industrial  country  currency;  another  four,  all
Middle  East  oil  producers,  also  peg,  but  within
slightly  broader  margins  (than  2.25 per  cent),
to the  United  States  dollar;  with  the  exception
of  23 developing  countries  that  are character-
ized  as "independently  floating"  all  the  rest  are
pegged  within  narrow  6r  somewhat  broader
margins  to a composite  "basket"  of  the  major
currencies.  Large  fluctuations  in  cross-rates
among  the  major  currencies  occasioned  by  dis-
parate  macroeconomic  conditions  and  policies,
create  exchange  rate  disturbances  for  a large
number  of  developing  countries,  especially
single-currency  peggers,  e.g. the  CFA  countries.

Another  set of  effects  arise  from  the  cur-
rency  composition  of  outstanding  debt  relative
to the  currency  composition  of  net  export  re-
ceipts.  With  most  primary  products,  including
oil,  invoiced  and  paid  for  in United  States  dol-

Jars,  countries  like  Indonesia  and  Algeria,  that
have  a substantial  component  of  their  debt  de-
nominated  in non-United  States  dollars,  incur
severe  liability  management  problems  whenever
there  are  abrupt  changes  of  large  magnitude  in
cross-rates  between  the  dollar  and  non-dollar
currencies  over  short  periods  of  time.

Sirice real resource transfers involve cur-
rent  account  changes,  the  correction  of  indus-

trial country saving/investment  balances links
directly  to levels  of  trade;  thus  the  desired  cor-
rection  needs  to be achieved  at higher,  and  not
lower  levels  of  exports  to,  and  imports  from,
the  developing  world.  This  emphasizes  the  im-
perative  of  resolving  trade  issues  in a construc-

tive way, especially in the area of agricultural
export  subsidization,  the  use of  "contingency"
protection  devices  and  the  exercise  of  implicit
coercion  on developing  country  trading  part-
ners  in  the  context  of  bilateral  and  sectoral
trade  negotiations.  It  is also  important  to en-
sure  that  standards  relating  to en,vironmental
protection  and  labour  welfare  standards  that
are  affordable  in  high-income  countries  do not
undermine  the  basis  for  comparative  advantage
if  poorer  countries  are required  to meet  them
on pain  of  losing  access.  Also  essential  is the
need  to  ensure  that  the  spread  of  regional
trading  arrangements  encompassing  industrial
and  developing  countries,  of  which  NAFTA  is
a precursor,  does  not  end  up by  discouraging
open  multilateral  trade  or having  profoundly
negative  effects  on  countries  excluded  from  re-
gional  groupings.
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GLOBAL  MACROECONOMIC  MANAGEMENT
AND  THE DEVELOPING  aOUNTRIES

Yung  Chul  Park  and  Sangmoon  Hahm"

A.  Introduction

As  markets  are  increasingly  integrated
globally,  industrialized  cpuntries"  firms,  banks
and  households  have  become  increasingly  de-
pendent  on a healthy  and  growing  developing
world.  Expanding  and more  open  developing
countries"  markets  would  serve  developed
countries"  exporters  and  investors,  while
households  would  enjoy  relAtiyely  cheap  im-
ports  from  developing  countries.  Thus,  if  de-
veloping  economies  encounter  an  economic
crisis,  it will  retard  the  economic  grofflh  of  the
developed  countries.  Even  though  such  a crisis
could  result  from  the industrialized  countries'
monetary,  fiscal,  and exchange  rate  policies,
there  seems  to be an almost  total  lack  of  con-
sideration  of the  effects  on  the  developing
economies  when  the  industrialized  countries
formulate  their  economic  policies.

In  this  paper,  we  show  how  the  economic
policies  of  the  industrialized  countries  affect  the
developing  economies,  and indicate  what  the
governments  of  the  developing  countries  should
do about  this.  We  first  review  how  the  G-5  and
G-7  countries  coordinate  monetary,  fiscal  and
exchange  rate  policies;  then  in section  B we
discuss  the effectiveness  of  such  coordination
in  terms  of  announced  goals.  We  find  that  after
a promising  start  in 1985-1987  (from  the Plaza
Agreement  to  the  December  1987 telephone
cornmunique),  the  economic  policy  coordi-
nation  deteriorated.  The  deterioration  resulted
from  the fact  that  the G-7  members  found  it
difficult  to  fulfil  their  fiscal  policy  agreement
and  to agree  on foreign  exchange  market  inter-
vention  tactics.

In  section  C, we show  that  the  developed
countries'  economic  policies  affect  the  develop-
ing economy  in many  ways.  First,  developed
countries'  macroeconornic  policies  may  affect
the  price  of  agricultural  products  ar  raw  mate-
rials  on which  many  developing  countries  ex-
ports  depend.  Second,  developed  countries'
tight  monetary  policies  contributed  to the  debt
crisis  in  the  early  1980s.  Third,  developed
countries  policies,  together  with  the state  of
their  economies,  resulted  in  huge  foreign  capital
inflows  to Asian  and  Latin  American  countries
in the  early  1990s.

In  section  D,  we briefly  indicate  the  need
for  establishing  channels  for  conveying  infor-
mation  between  developed  and  developing
countries.  One  such  channel  may  be the  Article
IV  consultations  within  the IMF.  We then
discuss  what  would  be  the  appropriate  ex-
change  rate  and  fiscal  policies  for  the  develop-
ing  economies.  We  also  discuss  ways  to reduce
volatile  short-term  capital  inflows.  Finally,  we
indicate  the  need  for  bank  regulatory  structure
reforms  to avoid  a banking  crisis  that  could  re-
sult  from  huge  capital  inflows.

B.  Policy  coordination  among  industri-

alized  countries'

1.  Recent  history

In  the  Bretton  Woods  system,  which
lasted  until  1973,  countries  agreed  to fixed,  but
adjustable,  exchange  rates.  Exchange  rates

We  are  grateful  to Shahen  Abrahamian,  Antonieta  de Bonilla  and  participants  of  the G-24  Conference  ror helpful
comments.

l  This  section  relies  heavily  on the  works  by Funabashi  (1989)  and  Dobson  (1991).
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could  be  changed  only  with  IMF  approval.
Governments  were  expected  to  adjust  their
monetary  and  fiscal  policies  to  maintain  the
exchange  rate  objective,  and  were  allowed  to
establish  controls  to  restrict  capital  flows.

During  the  1960s  many  Europeans  ac-
cused  the  United  States  of  flooding  the  world
with  inflatiorxary  dollars;  the  United  States  in
turn  charged  Europeans  with  their  failure  to
develop  capital  markets.  Throughout  the  pe-
riod  many  unilaterally  revalued  or  devalued
their  currencies  in violation  of  IMF  disciplines

' and  at  times  even  without  consulting  the  IMF.
Increased  capital  mobility,  decreased  trade
barriers  and  advances  in information  technol-
ogy  contributed  to  increase  the  spillovers  of
domestic  policies.  For  example,  a relatively
expansionary  United  States  monetary  policy
resulted  in  a  rise  in  international  inflation.
These  factors  played  a role  in  the  demise  of  the
Bretton  Woods  system  in  1973.

The  Bretton  Woods  system  did  not  sur-
vive,  but  interest  in  reviving  a fixed  exchange
rate  system  persisted,  especially  in Europe.  In
the early  1970s  this  resulted  in the  currency
intervention  arrangements  known  as  the
"snake",  in  which  the  EC  central  banks  agreed
to confine  fluctuations  among  their  currencies
within  a common  margin  of  2.5  per  cent.  These
arrangements  were  superseded  in 1979  by  the
launching  of  the  EMS.  Meanwhile,  other  gov-
ernments  expected  that  with  a flexible  exchange
rate  system  they  could  pursue  independent  do-
mestic  policies  without  regard  for  spillovers  and
international  consequences.  Yet  interdepend-
ence  still  remained.  One  reason  was  that
countries  were  not  indifferent  to the  value  of
their  currencies.  Another  was  that  the  rapid
structural  changes  that  had  undermined  the
Bretton  Woods  system  continued  to increase
the incidence  and  impact  of  spillovers.  The  oil
price  shocks,  for  example,  created  sizeable  ex-
ternal  imbalances,  which  governments  could
only  deal  with  effectively  in  a cooperative  fash-
ton.

Several  attempts  to  coordinate  policy
were  made  in and  around  the  annual  economic
surnrnits  that  were  initiated  in 1975.  Economic
performance  in  the  1970s  was  not  satisfactory.
Rising  inflation,  recession,  and  unemployment
plagued  the  industrial  economies.  After  the
1973  oil  shock,  policy  priorities  shifted  to cop-
ing  with  the  impacts  of  the  oil  price  shock  and
the need  to avoid  beggar-thy-neighbour  poli-
CleS.

Current  account  and  inflation  constraints
made  it obvious  that  countries  acting  on their
own  could  not  solve  the  problem.  The  United
States  had  been  able  to restore  grovvth  after  the

1974-1975  oil  shock  and  recession  with  a tax
cut,  but  its  current  account  and  exchange  rate
came  first  under  upward  and  then  downward
pressure.  Part  of  the  reason  for  the  downward
pressure  lay  with  the  United  States  policy  of
maintaining  the  domestic  oil  price  below  world
prices.  Meanwhile  both  Germany  and  Japan
were  running  current  account  surpluses;  the
United  States  felt  that  more  expansionary  do-
mestic  policies  were  needed  in  those  countries.

The  leaders  of  the  major  industrial  coun-
tries  considered  a policy  bargain  to address  un-
employment  and  oil  import  dependence  at
successive  summits  in  London  in  1977  and
Bonn  in 1978.  In  London,  they  were  able  to
agree  on growth  objectives,  but  subsequently
these  objectives  could  not  be  attained.  In
Bonn,  Germany  committed  itself  to increase  its
fiscal  deficit  by l per  cent  of  GNP,  Japan  to
increase  public  spending  if  it failed  to meet  its
growth  target,  and  the  United  States  to raise
domestic  oil  prices  to world  levels.

The  Bonn  summit  was  criticized  in the
light  of  subsequent  macroeconomic  perform-
ance:  inflation  soared  and  was  followed  by  the
severe  1980-1981  recession.  However,  it was
not  a failure  of  coordination.  The  problem  was
the  totally  unexpected  oil  shock  in 1979.  The
expansionary  fiscal  policy  affected  the  inflation
only  marginally.  However,  monetary  policies
were  too  expansionary.

In  October  1979  the  Federal  Reserve
changed  the  conduct  of  United  States  monetary
policy  and  adopted  an anti-inflationary  stance.
Other  central  banks  followed.  The  synchroni-
zation  of  monetary  policy  produced  an aggre-
gate  restrictive  effect  that  deepened  the  ensuing
recession  more  than  any  single  institution  in-
tended.  Following  the election  of  President
Reagan  in  1980,  the  new  United  States  adtnin-
istration  seemed  to  consider  cooperative  ar-
rangements  dispensable.  After  the  United
States  reduced  taxes,  the structural  deficit  in-
creased,  creating  a saving-investment  imbal-
ance  and  thus  a deterioration  in the  United
States  external  balance.

The  G-5  Plaza  Agreement  in September
1985  introduced  a change  in the  United  States
administration's  exchange  rate  stancc  from  one
favouring  freely  floating  exchange  rates  to one
favouring  exchange  rate  management.  At  tlie
Plaza  Hotel  meeting,  G-5  treasuries  and  central
bankers  agreed  to coordinate  their  foreign  ex-
change  market  interventions  in order  to accel-
erate  the  decline  of  the  dollar.

The  United  States  Treasury  was  aiming
for  a regular  surveillance  process  that  could
lead  to commitments  to policy  change.  A sur-
veillance  procedure  was  adopted  at the  Tokyo
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summit  in 1986  and  finance  ministers  were  re-
quested  to  make  an  annual  report  to  the  leaders
at the  summit.  At  the  Venice  surnrnit  in 1987
leaders  broadly  delegated  economic  matters  to
their  ministers.  In  the  absence  of  an economic
crisis  the  summit  agenda  turned  to other  global
issues,  such  as  international  drug  trafficking
and  the  environment  in 1989,  the  reintegration
of  Eastern  Ehrope  in the  world  order  in 1990,
and  the  Uruguay  Round  of GATT  negoti-
atlOnS.

In  1987  the  major  policy  focus  was  (as  it
had  been  since  the  1985  Plaza  agreement)  on
foreign  exchange  market  developments,  the  im-
plementation  of  Louvre  Accord  policy  com-
rnitments,  and  setting  up  a surveillance  process.
By 1988,  the  discussion  centered  on  accounting
for  the  unexpectedly  strong  growth  after  the
1987  stock  market  collapse,  and  addressing  as-
sociated  inflationary  concerns.  Tight  monetary
policies  were  favoured  by  the  central  banks,  al-
though  the  degree  of  concern  about  inflation
varied  from  country  to country.

Differing  views  had  a profound  impact
on how  coordination  was  developed  after  the
Tokyo  surnrnit  in  1986.  An  example  is  the
February  1987  Louvre  Accord.  At  that  time,
United  States  employment  levels  were  high  and
domestic  demand  was  robust,  but  its fiscal  def-
icit  was  approximately  5 per  cent  of  GNP,  and
its current  account  deficit  was  close  to  $140
billion,  despite  the  substantial  depreciation  of
the  dollar.  Japan  and  Germany,  by contrast,
were  runninag  large  current  account  surpluses
with  growth  remaining  sluggish.  Unemploy-
ment  in Europe  was  high  mainly  due  to restric-
tive  regulations  and  other  distortions.  The
interest  rate  differential  between  the  United
States,  on the  one  hand,  and  Germany  and
Japan,  on  the  other,  narrowed  throughout  this
period,  thereby  reducing  the  relative  attrac-
tiveness  of  dollar-denqminated  assets,  despite
t}ie  coordinated  round  of  discount  rate  cuts  in
the  spring  of  1986  and  market  perceptions  that
United  States  monetary  policy  would  have  to
be tightened  that  year.  By  December  1986  the
nominal  value  of  the  Deutsche  mark  climbed  to
2.02  from  3.31 to the  dollar  in March  1985,  a
64 per  cent  appreciation;  the  yen  climbed  to
Y162.29  from  Y260.24  at the  dollar's  peak  in
February  1985,  a 60 per  cent  appreciation.

Policies  to  deal  with  tliese  problems  were
to include  a reduction  of  the  United  States  fis-
cal deficit  in  order  to restrain  growth  in do-
mestic  demand.  To  maintain  world  demand
while  United  States  demand  was  restrained,  de-
mand  in countries  with  excess  capacity  was  to
be stimulated.  Countries  with  structural  rigidi-
ties,  those  in Europe,  were  to  undertake  rnicro-
economic  reforms  in  order  to  remove  obstacles

to growth  and  adjustment.  Finally,  some  fur-
ther  depreciation  of  the United  States  dollar
was  considered  to be helpful.  This  was  essen-
tially  the  policy  package  adopted  at  the  Louvre
meeting.

Yet  the  main  focus  of  the  Louvre  meeting
was  on  the  mechanics  of exchange  market

intervention. By mid-1986 Japan and Germany
worried  that  further  appreciation  of  their  cur-
rencies  would  put  an excessive  burden  on  their
exporters  and  lead  to  a recession  and  rising
unemployment.  The  United  States  was  inter-
ested  in sharing  the  burden  of  adjustment:  in
exchange  for  United  States  cooperation  to sta-
bilize  exchange  rates,  Japan  and  Germany  were
to stimulate  domestic  demand.  Due  to rising
inflation  and  dependence  on continued  capital
inflows  to finance  fiscal  and  current  account
deficits,  the  United  States  wanted  to stabilize
the  dollar.  These  factors  compelled  the  United
States  to enter  into  the  currency  stabilization
arrangements  at the  Louvre.

The  difference  between  the  substance  of
the Louvre  Accord  (i.e.  policy  changes)  and
the  focus  at  the  ministerial  meeting  that
produced  the  accord  (i.e.  exchange  market
intervention)  was  also  a symptom  of  differing
views  of  the surveillance  process.  One  view,
held  by  France  and  Italy,  and  from  time  to time
by the  United  States,  was  an approach  to co-
ordination  based  on  exchange  rate  intervention:
if  there  were  pressure  on key  exchange  rates,
coordinated  intervention  should  be used  and,'or
macroeconornic  policies  should  be changed  to
keep  the  exchange  rates  unchanged.

The  other  view,  held  by  Japan,  Germany,
the United  Kingdom  and  Canada,  and  some-
times  by  the  United  States,  was  that  the  central
objective  was  to  reduce  external  imbalanccs.
According  to  this  view,  if  there  is a pressure  on
the  exchange  rate,  it reflects  a change  in the
"fundamentals".  Adjusting  fiscal  policies  would
rcmove  the  underlying  shock  that  gave  rise  to
the  n'iisalignment  of  exchange  rates  and  the
current  account  imbalances,  but  the  response
to that  adjustment  would  necessarily  include  a
realignment  of  real  exchange  rates.  Monetary
policy  could  act  to  hold  nominal  exchange  rates
fixed  during  tliis  transition,  but  this  worild  put
tl'ie  entire  burden  of  adjustment  on  the  domes-
tic  price  level.  These  two  approaches,  however,
should  result  in  the  same  conclusion:  agreement

on  intervention  or  changes  in  monetary  and/or
fiscal  policies.  In  practice,  however,  disagree-
ments  arose  about  what  ivas  "fundamental",
that  is,  requiring  changes  in exchange  rates,
and  about  whether  intervention  would  also  re-
quire  changes  in  short-term  interest  rate  policy
(especially  if  such  changes  would  conflict  with
the  domestic  objectives  of  monetary  policy).
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These  differences  of  view  continue  to have  an
important  effect  on  the  evolution  of  the  coor-
dination  process.

2.  The  impact  of  policy  coordination

(a)  Fiscal  policy

Fiscal  policy  is the  main  tool  for  reducing
external  imbalances,  because  of  its  influence
both  on  patterns  of  growth  in  domestic  demand
and  output  and  on saving  and  investment  ac-
tivity.  Fiscal  restraint  was  sought  in  the  United
States  from  the  mid-1980s,  and  in other  deficit
countries  such  as  Canada  and  Italy.  Fiscal
consolidation  in  the  United  States,  it  was
hoped,  would  slow  domestic  demand  growth,
reduce  pressures  on interest  rates,  reduce  the
attractiveness  of  the  United  States  dollar  vis-A-
vis  the  other  major  currencies,  and  thereby  re-
duce  the  external  deficit.  Japan  and  Germany
also  pursued  medium-term  fiscal  consolidation
in  the  first  half  of  the  1980s,  but  tackling  their
large  current  account  surpluses  required  faster
growth  of  domestic  demand  than  of  output,
and  therefore  fiscal  stimulus  in these  countries
became  an issue  in the coordination  process
later  in  the  decade.  More  specifically,  from
1982  through  1985  the  United  States  and
Canada  were  injecting  fiscal  stimulus  (that  is,
increasing  their  deficits),  while  Italy,  Japan,
Germany  and  the  United  Kingdom  were  with-
drawing  stimulus.  These  stances  were  the  op-
posite  of  what  was  needed  to  reduce  the  current
account  imbalances;  thus  they  indicate  the  lack
or  international  cooperation  in  those  years.

However,  by  the  time  of the  Louvre
meeting  in  February  1987,  governments  were
willing  to  coordinate  fiscal  policies.  The  United
States  planncd  to  reduce  the  fiscal  dcficit  to 2.3
per  cent  of  GNP  by  1988  and  to  hold  the
growth  of  public  spending  to less than  l per
cent  of  GNP  in  fiscal  year  1988.  Germany
stated  its willingness  to increase  the  tax  cuts
planned  for  the  fiscal  year  1988;  and  Japan
cotnrnitted  itself  to  consider  a comprehensive
plan  to stimulate  domestic  demand,  which  was
annorinccd  later  in  the  spring  and  revised  at the
Venice  suinrnit.  In  the  end,  the  United  States
withdrew  stimulus  marginally;  Germany's
stance  became  less restrictive.  There  was  little
change  in  Japan's  stance.  However,  in respect
of  current  account  imbalances,  measured  as a
share  of  GNP,  the  trends  showed  progress.  The
United  States  current  account  deficit  dropped
to 2.1 per  cent  of  GNP  in 1989  from  its peak
of  3.6 per  cent  in 1987.  The  Japanese  surplus
dropped  to 2.0  per  cent  in 1989  from  its peak

of  4.4  per  cent  in 1986.  The  German  surplus,
however,  after  falling  in 1987  from  its peak  of
4.4  per  cent,  climbed  to 4.6  per  cent  in 1989.

(b)  Monetary  policy

%,onetary  policy,  the chief  instrument  for
achieving  price  stability,  is not  very  useful  in
reducing  current  account  imbalances.  For  ex-
ample,  tight  United  States  monetary  policy
could  reduce  domestic  absorption  and  thus  help
to reduce  the  trade  deficit,  but  to  the  extent  in-
terest  rates  rise  and  the  dollar  appreciates  as a
result,  the  effect  is to hinder  the  reduction  of
the  trade  deficit.  The  monetary  policy  com-
rnitments  made  public  in the  G-7  process  have
been  relatively  few,  but  those  that  were  made
have  been  carried  out.  In  the  Plaza  Agreement,
such  commitments  related  in all cases  to the
attainment  of  price  stability,  with  the  exception
of  Japan"s  commitment  to pursue  a more  flexi-
ble  policy  "with  due  attention  to the  yen  rate".
In  the  Louvre  Accord,  cornrnitments  departed
somewhat  from  domestic  preoccupations,  with
price  stability:  Germany  was  willing  to  use
monetary  policy  to improve  growth  conditions;
Japan  announced  a discount  rate  reduction.
The  1985-1989  period  was  one  of  fairly  stable
inflation  in  the  G-7  countries.  The  few  mone-
tary  policy  commitments  that  had  been  made
in  the  policy  coordination  process  were  carried
out.  Japan,  however,  pursued  too  much  mon-
etary  ease after  tightening  in 1985:  its GNP
deflator  rose  gradually  after  1987.

(c)  Foreign  exchange  market
intervention

Intervention  by  national  authorities  in
the  foreign-exchange  markets  affects  exchange
rates  in two  ways:  through  a portfolio  balance
effect  and  through  a signalling  effect.  In the
latter,  intervention  affects  exchange  rate  expec-
tations  by  signalling  to  the  markets  the au-
thorities'  future  policy  intentions.  The
portfolio  balance  effect,  on  the  other  hand,
works  by  affecting  the  relative  supply  of  bonds
denominated  in  different  currencies.

Vost  of  the  available  evidence  supports
the  conclusion  that  sterilized  intervention  may
have  a temporary  signalling  effect,  but  by  itself
has no lasting  effect  on exchange  rates.  Two
official  reports  in the  early  1980s  came  to the
same  conclusion.  In  1983,  the  Working  Group
on  Exchange  Market  Intervention  concluded
(in  its Jurgensen  Report)  that  sterilized  inter-
vention  can  have  some  short-run  impact,  but
that  it does  not  appear  to have  any  long-run
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impact  on exchange  rates.  In 1985,  deputies
of  the  Group  of  Ten  endorsed  the  1983  con-
clusions  in  their  final  report,  and  observed  that
official  intervention  can  play  a role  in  reducing
exchange  rate  volatility.

The  effects  of  foreign  exchange  market
intervention  can  be  surnrnarized  as  follows.
First,  the  goa,l  of  the  Plaza  Agreement  to ac-
celerate  the  decline  of  the  dollar  was  met;
intervention  had  an irnrnediate  impact  on  the
dollar,  which  fell  4 per  cent  in the  days  imrne-
diately  after  the  meeting.  This  intervention  re-
sulted  in the substantial  decline  in the  dollar
through  early  1987.

Second,  one  goal  of  the Louvre  Accord
was  to  stabilize  the  dollar.  Intervention  was
directed  to this  goal,  as to  some  extent  were
changes  in  monetary  policy,  although  inflation
concerns  in the  United  States  were  also  very
real.  Some  degree  of  stability  was  achieved,  but
the  authorities  set the  reference  range  for  the
dollar  at  a higher  level  than  would  be consistent
with  slower  growth  in United  States  fiscal  and
trade  deficits.

Third,  following  the  collapse  of  world
stock  prices  in  October  1987,  the  goal  was  to
stabilize  the  dollar  after  the  publication  of
macroeconomic  and  structural  policy  comrnit-
ments  in  the  December  G-7  cornmunique.  This
goal  was  achieved:  concerted  intervention  was
successful  in restoring  the  authorities"  credibil-
ity.  This  may  in  turn  have  been  a factor  influ-
encing  stability  in  markets  in  subsequent
months.  The  lowering  of  German  interest  rates
late  in 1987  also  contributed  to a change  in  in-
terest  differentials  that  began  to  favour  the
dollar.

Fourth,  in the  summer  of  1988,  the  au-
t}iorities  wanted  to  stabilize  the  rising  dollar.
Intervention  was  undertaken  by  the  United
States  and  German  authorities,  and  German
interest  rates  rose.  T}ie  interest  differential
moved  against  the  dollar,  and  the  dollar  began
to stabilize  in  August.

Finally,  the record  points  to  success  in
realigning  and  stabilizing  the dollar  within  a
range  since  late  1987.  In nominal  terms,  the
dollar  hit  a low  of  DM  1.59  in the  first  week  of
1988,  and  then  varied  bctween  its  December
1987  level  and  a peak  of  nearly  DM2.00  in
mid-1989.  Against  the  yen,  the  dollar  has  fol-
lowed  a different  pattern,  reaching  a  low  of
Y123  in  the  first  week  of  1988,  and  moving  into
the  range  of  Yl44  to Y157  in the  first  half  of
1990.  In  the second  half  of  1990,  the  dollar
depreciated  against  both  currencies:  in real  ef-
fective  terms  the  United  States  currency  fell  to
its lowest  level  in at least  30 years.  The  decline
in the  dollar  has  reflected  a significant  narrow-

ing  in interest  rate  differentials  and  strong  cy-
clical  growth  in  Japan  and  Germany  at a time
when  United  States  growth  slowed  signif-
icantly.

So far,  we  have  reviewed  how  the  indus-
trialized  countries  formulate  monetary,  fiscal
and  exchange  rate  policies  in  the  context  of  G-7
meetings.  As  we  have  seen,  after  a promising
start  in  1985-1987,  the  coordination  process
among  the  G-5  and  G-7  deteriorated.  One  of
the  main  reasons  for  the  deterioration  was  that
the  G-7  members  found  it difficult  to  fulfil  their
fiscal  policy  cornrnitments  and  to agree  on  their
foreign  exchange  market  intervention  tactics.
In  the future,  coordination  among  industrial-
ized  countries  might  improve.  With  an inte-
grated  Europe,  the  G-7  could  become  a G-3
with  representatives  from  the  European  Union,
Japan  and  the  United  States  (or  the  NAFTA).
Such  a reduction  in  the  number  of  participants
could  increase  the  degree  of  cooperation.
However,  when  the  G-7  countries  discuss  pol-
icy  coordination,  they  rarely  consider  the  con-
sequences  for  the  developing  economies.  In  the
following  section,  we discuss  how  the  policies
of  industrialized  countries  affect  the  developing
countries.

C.  Economic  structure  of  the

developing  economies

To  understand  macroeconornic  relation-
ships  between  the  developed  and developing
parts  of  the  world  economy,  we need  to know
the  typical  characteristics  of  a developing
economy's  structure.  First,  financial  markets
in developing  countries  are heavily  controlled.
Governments  keep  interest  rates  below  the
equilibrium  level,  so that  loans  tend  to be ra-
tioned.  However,  financial  markcts  in many
developing  economics  are  currently  going
tlirough  internal  and  external  liberalization.
Second,  direct  government  involvement  in the
economy  extends  beyond  the  financial  markets.
Governments  own  a significant  portion  of  the
economy's  firms,  and  government  spending  is
very  high  as a proportion  of  GNP.  Further-
more,  the  governmcnt  finances  a large  part  of
its outlays  by printing  money,  which  rcsults  in
high  inflation.  Third,  exchange  rates  are  set by
the government  rather  than  determined  in the
market.  In  some  countries  different  exchange
rates  apply  to  different  categories  of  trans-
action.  Private  international  borrowing  and
lending  are  heavily  restricted.  Finally,  natural
resources  or  agricultural  commodities  make  up
an important  share  of  exports  in many  devel-
oping  countries.
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When  a developing  country  has  a current
account  deficit,  it is selling  assets  to foreigners
to finance  the  difference  between  its spending
and  its income.  The  capital  inflows  that  fi-
nance  developing  countries"  deficits  typically
take  several  forms.  In  the  1970s  and  the  1980s,
developing  countries  borrowed  directly  from
commercial  banks  in the  developed  countries.
In 1970,  roughly  a quarter  of  the developing
countries  external  finance  was  provided  by
banks;  in 1981  banks  provided  598.3  billion  in
loans,  an  amount  roughly  equal  to the  non-oil
developing  countries'  current  account  deficit
for  that  year.  Some  Latin  American  countries
br.came  much  more  dependent  on  bank  finance
in  the  1980s  than  average  figures  indicate.
These  countries"  sharp  shift  toward  bank  fi-
nance  was  an  important  element  in  the
post-1982  debt  crisis.  While  direct  foreign  in-
vestment  had  been  an important  source  of  de-
veloping  countries"  external  finance  during  the
1970s,  it fell  in  t}ie  1980s  from  over  $20  billion
in 1982  to  just  under  513  billion  in 1987.  In  the
late  1980s  and  the  early  1990s,  foreign  capital
flows  to  developing  countries  have  increased
sharply.  During  1989-1992,  capital  flows  to
Asian  developing  countries  amounted  to $129
billion,  and  those  to  Latin  America  to 5144
billion.  In  this  period,  cornrnercial  bank  loans
have  been  replaced  by  bond  and  equity  portfo-
lio  flows  and  by  foreign  direct  investment.

More  specifically,  the  oil  shock  of
1973-1974  resulted  in  huge  current  account
surpluses  among  OPEC  countries.  The  surplus
funds  were  lent  to  developed  countries,  and
banks  in t}iose  countries  found  it profitable  to
lend  the  funds  to developing  corintry  borrow-
ers.  OPEC  countries  did  not  want  to assume
t}ie  risks  of  direct  lending  to developing  coun-
tries  and  preferred  to acquire  safer  asSetS  lo-
cated  in  industrial  economics.  At  that  time,
banks  in  developed  countries  faced  negative
real  interest  rates  at home;  they  were  eager  to
lend  to  devcloping  country  borrowers.  Even
witli  a borrowing  prcrnium,  developing  corm-
tries  faced  historically  low  real  interest  charges
for  foreign  loans,  which  encouraged  them  to
borrow  abroad.

Tlie  second  oil  shock  brought  a rcncwed
surge  in tlie  currcnt  account  surpluses  ova tlie
main  oil exporters  in  1979.  Oil  producers'
earnings  were  once  again  rccyclcd  to  developing
country  borrowers.  Tlie  developing  countries
borrowed  close  to 5100  billion  in that  year  to
finance  their  overall  current  account  deficits.
From  a year-end  level  of  5336  billion  in 1978,
the  indebtedness  of  these  countries  rosc  to over
$600  billion  by  the  end  of  1982.  In  1982,  how-
ever,  the  oil  exporters  were  themseIves  running
a deficit,  and  therefore  did not  provide  the
funds  to finance  the still  large  deficit  of  the

other  developing  countries.  As  a result,  devel-
oping  countries  encountered  difficulty  in bor-
rowing  from  developed  country  banks,  even
before  the  debt  crisis  erupted  in  the  second  half
Ofl982.

The  severity  of  the  debt  crisis  was  tied  to
the  developed  country  banks"  practice  of
variable-,interest-rate  loan  contracts.  By the
late  1970s,  a large  portion  of  developing  coun-
try  debt  (particularly  that  of  Latin  American
countries)  carried  variable  interest  rates.  Heavy
borrowing  on  a floating  rate  basis  left  develop-
ing  countries  exposed  to  the  danger  that  a
sharp  rise  in interest  rates  would  increase  their
interest  burden  dramatically.  Such  an increase
occurred  in  the  late  1970s,  and  it set the  stage
for  a widespread  debt  crisis  comparable  only
with  that  of  the  1930s.

Adverse  effects  came  through  two  princi-
pal  channels:  United  States  interest  rates  and
the  dollar's  exchange  rates.  As indicated  in
section  B, the  United  States  (and  other  coun-
tries'  central  banks)  conducted  tight  monetary
policies  in  1979.  Consequently,  there  were
sharp  rises  in dollar  interest  rates  and  in the
dollar  s exchange  market  value.  Thus,  LIBOR,
to  which  interest  rates  on  many  developing
country  loans  are tied,  rose  sharply  in  1979.
This  rise  in LIBOR  made  new  borrowing  more
expensive  and  increased  the  interest  payments
due  on previous  loans.  The  interest  rate  effect
was  reinforced  by the  behaviour  of  the  dollar.
Since  much  developing  corintry  debt  is dcnom-
inated  in dollars,  the  dollar's  appreciation  in-
creased  the  real  value  of  the  external  debt
service.  As the  world  economy  slid into  re-
cession  in 1981,  developing  countries  were  car-
rying  an unprecedented  external  debt  burden.
United  States  interest  rates  were  at a peak,  and
tliese  rates  were  reflected  in payments  on both
new  borrowing  and  older  floating  rate  debt.
Much  of  t}ie  sliort-term  borrowing  was  coming
due,  and  developing  countries  faced  the  choice
of  repaying  these  loans  or refinancing  tliem  at
liistorically  high  interest  rates.  Furthermore,
as indicated,  the  overall  current  account  surplus
of  the  oil  exporters  turned  to a deficit  between
1981  and  1982;  and  with  inflation  falling
tliroughout  the industrialized  world,  cornrner-
civil banks  in  the  developed  countries  found
they  could  now  earn  liig}i  real  returns  by lend-
ing  at home.  As  a result,  developing  country
debtors  were  finding  it  increasingly  hard  to
borrow  from  the  banks  t}iat  had  eagerly  fi-
nanced  their  earlier  current  account  deficits.

Tlie  1981-1983  growth  slowdown  in in-
dustrial  countries  had  two  immediate  effects  on
tlie  developing  countries.  First,  as  growth
slowed  in the  industrialized  world,  tliey  began
to  face  diminished  demand  for  their  exports.
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This  fall  in  exports  reduced  the  growth  rate  of

output  in  developing  countries.  Second,  the

reduction  in demand  for  developing  countries"

exports  tended  to lower  their  prices.  Depend-

ence  on exports  of  agricultural  products  and

raw  materials  poses  a macroeconornic  problem,

because  commodity  prices  are highly  variable

relative  to those  of  manufactured  goods.  In

turn,  drastic  .ihifts  in the  prices  of  a country's

most  important  export  goods  cause  corre-

sponding  shifts  in real  income  and  the  current

account.  The  fall  in  export  prices  caused  a

slump  in the economy  and  a current  account

deficit.  Thus,  developing  countries  export

prices  are  particularly  sensitive  to  macroeco-

nornic  policies  adopted  in  industrialized  econo-

rnies.

A reduction  in aggregate  demand  in the

industrialized  countries  is quickly  transmitted
to the  developing  world  through  falling  export

volumes  and commodity  prices.  Developing
countries"  real  income  declined,  not  only  be-

cause  output  growth  slowed,  but  also  because

the  prices  of  the  primary  commodities  th,ey  ex-
ported  fell  relative  to the  price  of  their  imports.

A  further  negative  factor  was  increased

protectionist  pressure  in a number  of  industri-

alized  countries,  which  made  it harder  to sell  in

industrial  country  markets.  After  rising  steadily

from  the mid-1960s  to the  1980s,  cornmodity
prices  plunged  dramatically  in 1981 and  1982.

The  fall  in  prices  was  not  entirely  due  to  the  fall

in worldwide  aggregate  demand.  The  dollar's

appreciation  also  put  downward  pressure  on

dollar  con'unodity  prices.  Latin  American  de-

vcloping  countries  were  especially  hard  hit:

output  growth  was  only  O.3 per  cent  in  1981

and  -0.8  per  cent  in 1982.  Tlic  staggering  -2.7

licr cent growtli  rate these countries sufTcrcd in
1983  was  a direct  result  of  the  debt  crisis,  which

started  in  August  1982.

In  the  years  since  1982,  American  banks

had  reduced  tlie  share  of  developing  country

loans  in their  portfolios  and  increased  the  ratio

of  bank  capital  to such  loans.  With  their  bal-

ance  sheets  now  less vulnerable  to default,  the

banks  were  signalling  their  intention  to play  a

tougher  game  with  indebted  countries.  The  re-

sorirce  transfer  to  developing  countries  dropped

sharply  in 1987  and  oritput  grouth  slowed  in

the  problem  debt  regions.  By early  1989,  sec-

ondary  market  prices  for  developing  country

loans  had  reached  new  lows.  Xl7ith  debt  servic-

ing  problems,  average  GNP  grotvth  per  capita

in the  devetoping  countries  was  -0.8 per  cent

during  1981-1989,  whereas  it had  averaged  2.6

per  cent  per  year  during  1970-1980.

In  the  late  1980s  and  early  1990s,  many

developing  corintries  encountered  a phenome-

non  not  entirely  of  their  own  making:  a huge

increase  in  foreign  capital  inflows.  Theore-

tically,  capital  inflows  may  reduce  interest  rates

and  generate  an  increase  in  demand  and  higher

output.  However,  massive  capital  inflows  can

destabilize  the economy.  Massive  capital  in-

flows  into  the  stock  market  will  raise  stock

prices.  As perceived  wealth  increases,  house-

hold  coasumption  and  speculative  real  estate

investments  may  rise.  Consequently,  the  real

exchange  rate  appreciates  and  exports  decrease.

Furthermore,  if  households  increase  borrowing

to finance  higher  consumption  and  speculative

activities,  a banking  crisis  may  result.  Capital

inflows,  especially  the  ones  intermediated  by

the  domestic  banking  system,  will  increase

money  supply  and  the  price  level,  which  in  turn

raise  the  nominal  value  of  assets.  If  financial

institutions  allow  households  to borrow  more

as the  nominal  value  of  collateral  increases,  it

can  lead  to  a banking  crisis  in  which  asset

prices  decline,  as in the  case of  Finland  and

many  other  countries.

In  an  empirical  investigation  of  ten  Latin

American  countries,  Calvo,  Leiderman  and

Reinhart  (1993)  indicate  that  about  one  half  of

the  capital  inflows  in  these  countries  during

1989-1992  was  caused  by  external  factors:  low

interest  rates  and  a recession  in  the  United
States.  Capital  inflows  to  Latin  America,

which  averaged  about  $8 billion  a year  in the

second  half  of  tlie  1980s,  surged  to $24 billion

in 1990,  539  billion  in 1991 and  $54  billion  in

1992.  In  countries  like  Chile  and  Mexico,  an

important  part  of  the  inflows  has  financed  in-

creases  in private  investment;  yet,  in countries

like  Argentina  and  Brazil,  there  has been  an

increase  in private  consumption.  Most  coun-

tries  have  been  experiencing  a real  exchange

rate  appreciation  since  January  1991.  Tliere
was  a large  increase  in  United  States  dollar

stock  prices  in major  Latin  American  markets

in 1991.  This  increase  has resulted  in similar

rises  in  prices  and  regional  market  funds  traded

in the  United  States  and  elsewhere.  Although

the  high  differential  rate  of  return  on  Latin

American  assets  has  been  associated  with  a rise

in  capital  inflows,  the  inflows  have  not  de-

creased  the  large  differentials.  In  some  coun-

tries,  such  as  Argentina,  the  interest  rate

differential  decrcascd  sl'iarply  as capital  poured

in; in others,  such  as Chile,  interest  rate  differ-

entials  did  not  greatly  cliange.  These  different

patterns  may  reflect  cross-country  differences

in  the  use  of  sterilized  versus  non-sterilized

intervention.  The  external  factors  that  affected

the capital  inflows  were  the  sharp  decrease  in

United  States  interest  rates  and  the  continuing

recession  in the  United  States  and  other  indus-

trialized  countries.  Foreign  capital  also  flowed

to Thailand  in 1988  and  to other  Asian  coun-
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tries  during  1989-1992.  These  inflows  resulted

from  declining  profit  margins  in  Japan  and  the
United  States,  which  induced  Japanese  and

American  firms  to  relocate  production  to areas
where  lower  wages  prevailed.

There  are  differences  in the  way  capital
inflows  affect.the  economy  in  these  regions.  In
Latin  America,  capital  inflows  have  been  ac-
companied  by  real  exchange  rate  appreciation;

in Asia  such  an appreciation  is less cornrnon.

The  differences  in  the  composition  of  aggregate

demand  are  relevant  in  deterrnining  whether  the

real  exchange  rate  appreciates  or  not.  First,  for
the  Asian  countries  investment  as a share  of

GDP  increased  by  about  3 percentage  points

during  the  capital  inflows  period.  For  the  Latin
American  countries,  on  average,  investment
decreased;  the  inflows  during  the  1990-1992

period  were  primarily  associated  with  an  in-
crease  in  consumption.  Second,  the  behaviour

of  public  consumption  also  influenced  the  real
exchange  rate  by  affecting  both  the  level  and
composition  of  aggregate  demand.  In  some  of

the  Asian  countries,  most  notably  in  Thailand,
the  capital  inflows  coincided  with  a contraction
in fiscal  expenditure.  These  expenditure  cuts
may  reduce  the  real  exchange  rate  pressure,

since  the  fiscal  contraction  tends  to reduce  ag-
gregate  demand;  and  public  consumption  tends
to  be  more  biased  than  private  sector  con-

sumption  towards  non-traded  goods.  As for
the  conduct  of  monetary  policy,  sterilization

had  limited  success  in  reducing  monetary
growth  in Latin  American  countries.  For  the
Asian  countries  the  experience  with  sterilization

policies  was  mixed.  In  countries  like  Malaysia,
sterilization  increased  short-term  interest  rates

and  greater  short-term  inflows  resulted,  as was
the case  of  Colombia  in  1991 (Bcrcuson  and

Koenig,  1993).  In  countries  like  Singapore,
sterilization  polices  were  more  successful  in

limiting  the  expansion  in the  credit  and  mone-

tary  aggregates.  If  credit  growth  is successfully

limited,  aggregate  demand  is curtailed  and  the
pressure  on the  prices  of  non-traded  goods  is

dampened.  As  for  the  composition  of  capital

inflows,  while  in the  Asian  countries  44 per  cent

of  the  increase  in capital  inflows  took  the  form

of foreign  direct  investment,  for  the  Latin

American  countries  it only  accounted  for  17 per

cent.  It is to be noted  that,  if  the  capital  in-

flows  take  the  form  of  foreign  direct  invest-

ment,  not  usually  intermediated  through  the

domestic  banking  system,  there  is no  accompa-

nying  domestic  credit  expansion  and  sudden

capital  outflows  are  less likely.

D.  Policy  options  of  the  developing
countries

As  indicated  in section  B, the  record  of
the  G-5  and  G-7  in constructing  a workable
process  of  policy  coordination  is a mixed  one;
after  a promising  start  in 1985-1987,  the  coor-
dinatiori  process  has deteriorated  in more  re-
cent  years.  The  surveillance  process  became
systematized,  but  the G-7  members  found  it
difficult  to  fulfil  their  fiscal  policy  commitments
and  to  agree  on  intervention  tactics.  However,
as already  indicated,  with  an  integrated  Europe
the  G-7  could  become  a G-3  with  represen-
tatives  from  the European  Union,  Japan  and
the  United  States  (or  the  NAFTA).  Such  a re-
duction  in the  number  of  participants  might
increase  the  efficiency  of the  coordination
process  and  reduce  the  transaction  costs  of
bargaining  in  the  future.  If  this  were  the  case,
the  impact  of  developed  countries'  economic
policies  on  developing  country  economies
would  greatly  increase.

The  debt  crisis  and  recent  capital  inflows
into  developing  countries  were  at least  partly
due  to developed  countries'  interest  rates,  ex-
change  rates  and  macroeconornic  situation.
However,  when  industrialized  countries  formu-
late  their  policies,  they  rarely  consider  the  con-
sequences  for  the  developing  economies.  One
way  to remedy  this  is to establish  channels  for
conveying  information  and  differing  views  up-
ward,  as well  as for  reporting  discussions  and
decisions  back  downward.  Information  could
be supplied  from  Ivell-established  fora  for  sur-
veillance  and  policy  cooperation,  particularly
Article  IV  consultations  within  the  IWF.  (Ar-
ticle  IV  of  the  IMF  Articles  of  Agreement  re-
quires  the  IMF  to  maintain  surveillance  of
members"  exchange  rates  and  economic  policies
and  performance.)  If  suc}i  consultations  take
place  on a bilateral  basis  between  IMF  staff
and  individual  member  countries,  officials  of
other  countries  participate  in  detailed  Executive
Board  discussions.  Developing  countries  could
use Article  IV  consultations  to prevent  sharp
changes  in industrialized  countries'  monetary,
fiscal,  and  exchange  rate  policies.

1.  On  the  policy  responses  to capitaf

inflo  WS

When  the differential  between  domestic
and  foreign  interest  rates  is large  and  the ex-
change  rate  is not  expected  to depreciate,  the
differential  is likely  to induce  a massive  capital
inflow,  as was  recently  the  case  in Latin  Amer-
ica and  Asia.  Such  a massive  flow  can  desta-
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bilize  the  economy,  as has  been  the case in
Finland  and  other  countries  (Akerholm,  1994;
Mathieson  and  Rojas-Suarez,  1993).  In  the
following  we.  consider  several  measures  that
may  slow  down  the  inflow  in such  cases  and
discuss  the  issue  of  reforms  in banking  regu-
lation.

(a)  Monetary  and  exchange  rate
policies  to reduce  capital
inflows

Sudden  capital  inflows  tend  to  increase
the  money  supply  and  cause  exchange  rate  ap-
preciation,  which,  in turn,  will  result  in higher
inflation  and  higher  balance-of-trade  deficits.
Typically,  sterilization,  the  exchange  of  bonds
rather  than  money  for  foreign  exchange,  is the
first  line  of  defence  against  surges  in capital  in-
flow.  Higher  reserve  requirements  on  bank  de-
posits  also  discqurage  iriflows  to the banking
system.  Other  policies  that  discourage  foreign
capital  inflows  include:  various  forms  of  central
bank  borrowing  from  cornrnercial  banks,  the
shifting  of  government  deposits  from  cornrner-
cial  banks  to the  central  bank,  raising  interest
rates  on  central  bank  assets  and  liabilities,  and
curtailing  access  to  rediscount  facilities.

However,  such  policies  could  also  dis-
courage  inflows  of  long-term  capital,  such  as
foreign  direct  investment.  Furthermore,  ag-
gressive  sterilization  through  open  market  op-
erations  risks  intensifying  the  conditions  that
attracted  capital  inflows:  by  augmenting  the
supply  of  bonds,  it puts  upward  pressure  on
domestic  interest  rates,  sustaining  an important
attraction  for  additional  inflows.  In  the case
of  Colombia,  a substantial  reduction  in
sterilization  in  mid-1992  resulted  in  a large  drop
in short-term  interest  rates,  a slackening  of  in-
flows,  and  a deceleration  of  monetary  aggre-
gates.  Furthermore,  according  to  the
experiences  of  Chile  and  Spain,  financial  mar-
ket  actors  quickly  found  ways  to evade  the  im-
pediments  to capital  inflows.  Within  a year  of
imposition,  impediments  needed  to  be broad-
ened  several  times.  In Chile,  reserve  require-
ments  were  initially  extended  over  the  course
of  one  and  a half  years,  first  to all  foreign  de-
posits  and  then  to inter-bank  deposits.  .Ay sim-
ilar  pattern  occurred  in  Spain.  In  Spain,
evasion  also  occurred  by  channeling  inflows
through  subsidiaries  of  foreign  companies,
making  them  direct  investment  rather  than
loans  or  deposits.

To  encourage  long-term  foreign  direct  in-
vestment  and  discourage  short-term  capital  in-
flows,  the  government  may  reduce  (or  even
elin'ffnate)  reserve  requirements  for  longer-term

borrowing  from  abroad,  that  is, the  government
may  adopt  a variable  deposit  requirement  sys-
tem  such  as the one used  in Australia.  The
government  may  also  create  a long-term  (say,
five  years  or  longer)  domestic  currency  denom-
inated  bond  exclusively  for  foreigners,  and  use
it when  sterilizing  foreign  capital  inflows.  The
coupon  rate  of  the  bond  may  be anywhere  be-
tween  a.long-term  international  bond  rate  and
the  domestic  government  bond  rate.

(b)  Fiscal  policies  that  reduce
capital  inflow

Another  policy  to dampen  undesired  ef-
fects  of  capital  inflows  is to decrease  govern-
ment  spending  and,  thus,  lower  domestic
interest  rates  and  production.  As  the  differen-
tial  between  domestic  and  foreign  interest  rates
narrows,  capital  inflows  will  slow  down.  Fur-
thermore,  as incomes  decrease,  imports  will  fall
and the  balance  of  trade  improfe.  Finally,
since  government  spending  is intensive  in non-
traded  goods,  the  demand  for  non-traded  goods
will  decrease  more  than  the  demand  for  traded
goods,,and  prices  of  non-traded  goods  will  fall
relative  to those  of  traded  goods.  This  results
in  a depreciation  of  the  real  exchange  rate  and
an improvement  in the  trade  balance.  Even  if
the government  cannot  reduce  the  level  of  its
spending,  it can still  lower  the real  exchange
rate  by  shifting  the  composition  of  its  spending
in  favour  of  traded  goods.

The  government  may  also  impose  (or
raise)  a consumption  tax.  Since  consumption
is also  intensive  in non-traded  goods,  a higher
consumption  tax  tends  to decrease  the  demand
for  non-traded  goods.  This,  in turn,  results  in
an increase  in  the  relative  price  of  traded  goods
and  a depreciation  of  the  real  exchange  rate.
Similarly,  any  policy  that  promotes  foreign  di-
rect  investment  may  result  in a depreciation  of
the real  exchange  rate,  since  investment  is in-
tensive  in  traded  goods.

(c)  Taxes  on securities
transactions  and  short-term
borrowing

Taxes  on  short-term  borrowing  abroad
have  also  been  used  in  some  countries  to reduce
capital  inflows:  for  example  Israel  in 1978  and
Chile  in 1991.  Imposition  of  a securities  trans-
actions  tax  may  reduce  the  volatility  caused  by
positive  feedback  traders  who  tend  to  trade
frequently.  (Positive  feedback  traders  purchase
securities  when  prices  rise  and  sell securities
when  prices  decrease.)  The  transactions  tax
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primarily  affects  short-term  speculators,  those
who  buy  and  sell within  the  trading  day,  or
within  days  or  weeks,  The  transactions  tax  has
the  property  (on  average)  of  automatically
phasing  itself  out  in  long-term  trading  since,  as
a proportion  of  returns,  it becomes  negligible
as the  holding  period  increases.  For  short-term
speculators  such  a tax  may  represent  a signif-
icant  proportion  of  the returns  they  hope  to
achieve  on  each  transaction.  These  short-term
traders  believe  that  they  can  do better  than  the
market,  and  that  the  extra  return  more  than
compensates  them  for  the  extra  risk  and  extra
costs  (for  instance,  in information  gathering)
that  such  a strategy  entails.  Since  short-term
speculative  activities  will  bear  the  brunt  of  the
transactions  tax,  the  tax  will  reduce  the
volatility  caused  by  short-term  speculators.

2.  Reform  in banking  regulation

During  the  period  of  large  capital  inflows,
credit  growth  may  exceed  deposit  growth;  rapid
credit  growth  tends  to  strain  credit  approval
and  result  in an increase  in lending  to more
risky  projects.  Suppose  that  the  system  of
prudential  regulation  is weak  and  that  the  levels
of  bank  capital  (in  relation  to  risky  assets)  and
provisions  for  loan  losses  are  inadequate.  ff  the
government  provides  free  deposit  insurance
(implicit  in  the  Republic  of  Korea),  an  unstable
macroeconornic  environment  would  intensify
the  problem  of  moral  hazard  in the  banking
system.  This  appears  to be what  happened  in
the  Southern  Cone  countries  of  Latin  America
in  the  late  1970s,  and  in  the  Philippines,
Indonesia  and  Turkey.  It  was  observed  tliat  in
good  times  the  banks  kept  all  their  profits  and
in bad  times  walked  away  from  large  losses,  the
bu}k  of  which  was  covered  by  the  government.
Furthermore,  penalties  for  such  unsound

banking  practices  were  rarely  enforced.  Thus,
banks  had  an incentive  to provide  risky  loans
at high  interest  rates.  Even  in a stable  macro-
economic  environment,  such  as  the  United
States  in  the  mid-1980s,  a relaxation  of
prudential  regulation  led to  financial  break-
down.  In an unstable  macroeconornic  envi-
ronment,  it  may  lead  to  an  increased
probability  of  default  and  an accelerated  finan-
cial  collapse.

When  moral  hazard  is present,  macroe-
conomic  instability  increases  distress  borrowing
at higher  interest  rates  by  firms  needing  to roll
over  maturing  debt,  as well  as by those  near
bankruptcy.  Deposit  insurance  creates  an ex-
pectation  among  banks  and  their  borrowers
that  the  government  will  rescue  everyone.  The
result  may  be a perverse  situation  in  which  an
increase  in  interest  rates  results  in  an  increasing
number  of  firms  that  are  unable  to service  debt
obligations  and  therefore  are  forced  to borrow
at higher  interest  rates.  As this  process  con-
tinues,  many  firms  exhaust  their  capacity  to
borrow,  and  non-performing  loans  carried  by
banks  begin  to  grow  rapidly.  Due  to  poor
government  supervision,  excessive  risk  taking
is  undertaken  by  banks  in  expectation  that
failure  will  pose  no problem,  because  the  gov-
ernment  will  bail  them  out,  while  success  will
mean  substantial  profits  for  their  shareholders.

Thus,  strong  regulatory  and  supervisory
policies  are  important  to minimize  moral  haz-
ards  in  the  banking  system,  cnsure  the  viability
of  the  banking  industry  and  make  interest  rate
liberalization  more  effective.  The  regulatory
authorities  must  strengthen  prudential  regu-
lation  with  respect  to capital  requirements  and
the range  or  banking  supervision.  Prudential
regulations  should  embrace  the  whole  spectrum
of  risks  in the  banking  industry:  credit  risk,  as
wiell  as default,  liquidity,  interest  and  foreign
exchange  risks.
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Comments

Antonieta  De/  Cid  de  Boni//a

I would  like  to  start  my cornrnents  by
sharing  the  points  of  view  expressed  by  Azizali
Mohamrned  in his comprehensive  study  pre-
pared  on the occasion  of  the interministerial
meeting  of  the  G-24  in September  1993,  related
to the increasing  need to differentiate  among
developing  countries.  In  fact,  as he asserts,  the
dynarnism  in economic  growth  recently  experi-
enced  by a number  of  countries  in East  and
South-East  Asia,  the  progress  already  achieved
in the economic  reform  process  of  some  Latin
American  countries,  the transition  process  of
the  formerly  centrally-planned  economies  of  the
East  and  the strong  structural  adjustment  ef-
forts  under  way  in the  16 countries  of  sub-
Saharan  jVrica,  are  clear  evidence  that
currently  it is no longer  possible  to talk  about
developing  countries  as a homogeneous  group.
This  acknowledgement  suggests  that  the  effects
on developing  countries  of  industrial  countries"
economic  policies  will  contain  considerable  dif-
ferences.

Moharnrned  highlights  in his paper  tlie
need  to  recognize  the  developing  countries"
growth  momentum,  mentioning  that  there  is at
least  a presumption  that  higher  growth  rates
could  well  be sustainable  by a number  of  de-
veloping  countries  under  their  own  momentum,
especially  where  both  trade  and investment
flows  are growing  faster  through  a process  of
mutual  liberalization  of  trade  and investment
rcgimcs  among  countries  of  a region.  For  that
reason,  he adds,  better  coordination  and  con-
sultation  with  developing  country  policy-
makers,  through  the  Fund,  should  follow  a
recognition  by industrial  countlies  that  their
own  prospects  for  a durable  recovery  and
sustainable  growth  depend  on the  expansion  of
their  trade  with  the  developing  world.

There  seems to be some  degree  of  con-
tradiction  between  the above  affirmations  and
the author's  concern  about  the  negative  effects
on developing  countries  of  a sudden  reversal  of
capital  inflows,  stemming  mainly  from  the  ex-
pected  changes  in United  States  economic  pol-
icy that  could  be reflected  in higher  interest
rates.  Let  me underscore  some  important  re-
marks  on  capital  movements.  Capital  flight

experienced  by several  developing  countries  at
the  end  of  the 1970s  and  early  1980s  was  char-
acterized  mainly  by  the  following  three  factors:

(l)  external  conditions,  particularly  the  in-
crease  in the  United  States  interest  rates;

(2)  domestic  macroeconomic  mismanagement
in a context  of  interest  and  exchange  rate
rigidities  (the  monetary  authorities  used  to
settle  limits  on interest  rates  and  exchange
rate  systems  were  administered  or fixed);
and

(3)  domestic  political  instability.

With  only  a few exceptions,  the above
conditions  have  dramatically  changed  in recent
years  in developing  countries  that  are  recipients
of  strong  capital  inflows.  There  are external
and  internal  factors  involved.  On  the external
side,  the  decline  since  1991 of  the  United  States
interest  rates  has played  an important  role;  on
the  internal  side,  the  implementation  of  macro-
economic  programmes  towards  economic  sta-
bilization  and  outward  oriented  growth  and  the
consolidation  of democratic  processes,  both
factors  diminishing  the risk  of  investing  either
short-  or long-term  capital  in these  developing
countries,  are worth  mentioning.

Taking  this  into  consideration,  and the
fact  that  the  difference  between  the earnings  of
doinestic  and  external  financial  assets  remains
high  in most  cases,  it is hard  to imagine  that  a
sudden  change  in the industrialized  countries"
economic  policies,  leading  to higher  yields  for
their  financial  assets,  could  result  in a severe
decline  of  capital  infloivs  or,  even  more,  in
capital  flight.  Moreover,  according  to  data
presented  by Moharnmed  in his G-24  study,  the
share  of  portfolio  equity  and  bonds  relative  to
overall  capital  inflows  amounts  to 9 per cent,
while  foreign  direct  investment  accounts  for
17.7 per cent.  It is likely  that  the latter  level
will  remain  in developing  countries  as long  as
favourable  macroeconomic  and  political  condi-
tions  are sustained.

From  this  point  of  view,  and  taking  into
account  that  large  capital  inflows  have  posed  a
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number  of  problems  in macroeconornic  man-

agement  for  recipient  countries,  a slowing  down

of  these  inflows  could  result  in relief  for  do-

mestic  macroeconornic  policies.  In  fact,  both

speakers  stated  that  large  capital  inflows  could

result  in  a  reduction  of  external  com-

petitiveness,  inflation  or increased  quasi-fiscal

deficits,  to the  extent  that  central  banks  inter-

vene  througho  sterilization.  Other  possible  ef-

fects  they  mentioned  were  the  risks  that  could

arise  in  the  financing  system.

In  addition,  if  we  consider  that  the  de-

cline  in capital  inflows  is a temporary  matter

and  a result  of  exogenous  factors,  it would  be

extremely  reasonable  to compensate  a shortage

of  these  inflows  by  using  part  of  the  accumu-

lated  international  reserves,  bearing  in  mind

that  most  of  the  countries  that  have  success-

fully  accomplished  economic  reforms  and  sta-

bilization  prograrnrnes  have  also  made

significant  progress  in the  implementation  of

more  flexible  exchange  rate  regimes.

In  this  context,  I consider  it  very  necesary

to urge  multilateral  institutions  to concede  ad-

ditional  credit  facilities,  not  for  the  purpose  of

compensating  for  temporary  reductions  in  cap-

ital  inflows,  but  in order  to  support  a faster

economic  and  productive  transformation  of  de-

veloping  countries  that  will  ensure  them  long-

term  capital  flows.

Regarding  the  paper  prepared  by Yung

Chul  Park  and  Sangmoon  Hahm,  I find  it de-

scriptive  rather  than  analytic,  suggesting  gen-

eral  recommendations  without  being  con-

clusive.  I consider  the  authors  give  little  im-

portance  to  recent  macroeconomic  develop-

ments  in developing  countries.  In  a further

effort,  it would  be important  to reinforce  this

study  by  analysing  the  significant  economic  re-

forms  implemented  in many  developing  coun-

tries  in recent  years  and  the  relevance  of  such

reforms  in differentiating  the  impact  on these

countries  of  the  macroeconomic  policies  of  in-

dustrial  countries.

Shahen  Abrahamian

Azizali  Mohammed  addresses  a critically

important  issue,  namely  the  implications  for

IMF  policies  arising  from  the  effects  on  devel-

oping  countries  of  the  policies  of  developed

countries.  He  begins  by  noting,  quite  rightly,

that  the  pace  of  economic  activity  in the  devel-

oping  countries  has a significant  influence  on

the  pace  of  activity  in industrialized  countries;

that  the  weight  of  the  developing  countries  iri

the  world  economy  has  been  increasing  (largely

due  to the  phenomenal  expansion  in East  and

South-East  Asia);  and  that  the  linkages  need

closer  scrutiny  and  attention;  and  that  East  and

South-East  Asia  may  now  be able  to  sustain  its

own  growth  momentum,  independently  of  the

course  of  industrialized  countries.

There  is one  point  in  his  argument,  how-

ever,  that  gives  me  trouble.  It  is changes  in  the

level  of  net  exports  (not  gross  exports)  to

developing  countries  that  shore  up  economic

activity  in industrialized  countries  at times  of

recession.  A balanced  groyvth  of  exports  and

imports  between  developing  and  developed

countries  has  a neutral  impact  on  aggregate

demand;  the  same  is true  of  a groivth  of  trade

among  developing  countries.

It  unfortunately  still  remains  roughly  true

that  developed  countries  "earn  what  they

spend"  (i.e.  they  create  their  own  export  mar-

kets  in the  South  by  purchasing  imports  from

the  South)  whereas  developing  countries  "spend

what  they  earn"  (i.e.  their  imports  grow  auto-

matically  with  export  growth).  It would  be

preferable  - for  both  developed  and  developing

countries  - if  developing  countries  were  ah,vays

able  to  offset  export  shortfalls  caused  by re-

cession  in  industrialized  countries  by  borrowing

and,ior  drawing  on  reserves  rather  than  have  to

deflate.  This  point  has,  of  course,  been  argued

and  discussed  in  the  Fund,  the  Bank,

UNCTAD  and  elsewhere  for  many  decades.

All  the  more  pity,  then,  that  the  thrust  of  IMF

conditionality  in  recent  years  has  pushed  in  the

opposite  direction,  even  to the  point  of  turning

the  Compensatory  Financing  Facility  into  what

Sidney  Dell  aptly  called  a "fifth  credit  tranche".

Would  a  "grandmotherly"  Fund,  whose  main

concern  is to ensure  that  countries  live  within

their  means,  look  kindly  on  new  ideas  on  how

to introduce  an "automatic  stabilizer"  into  the

world  economy  by making  it easier  for  small

cornrnodity-dependent  economies  to  ride  out

balance  of  payments  shocks?

Besides,  although  the  development  argu-

ment  in favour  of  stabilizing  developing  coun-

tries'  foreign  exchange  receipts  is as strong  as

ever,  the  idea  is now  much  less  appealing  to the

industrialized  countries  than  it used  to be.  The

fact  is that  the  share  of  their  exports  going  to

primary  producing  countries  is  now  much

lower.
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On  the other  hand,  if  cornrnodity  price
volatility  has lessened  as a source  of  disturb-
ance  to the  world  economy,  fluctuations  in  pri-
vate  capital  flows  have  surely  increased.
Mohamrned's  paper  is right  to focus  on  this  is-
sue.  He  takes  the  view  that  the  recent  growth
of  private  financial  flows  are  the  result  of  a pull
(from  better  policies  and  improving  conditions
in  recipient  'countries),  and  a push  (Trom
"policies  and  circumstances  in major  industrial
country  markets").  But  there  is also  another
factor  at work  in asset  markets.  History  is
replete  with  experiences  of manias,  crazes,
bandwagons,  bubbles,  panics,  and  so  on.
Would  one  try  to explain  the  Tulip  Mania  or
the  South  Sea Bubble  in  terms  of  push  or  pull?
These  sternrned  from  the  very  nature  of
financial  markets.  (It  is, I know,  very  hard  for
many  people  to  accept  the  suggestion  that
"market  forces"  are not  everywhere  a solution,
and  can  be the  problem.  But  facts  are even
more  stubborn  than  econ;ornists!)

I  therefore  find  much  merit  in
Moharnmed's  call  for  steps  to be taken  to min-
imize  what  he calls  "the  more  awkward  conse-
quences  of  capital  account  openness".
Personally,  I  would  press  this  point  harder:
why  should  we take  it for  granted  that  capital
account  convertibility  is the  right  goal?  While
l do see advantages  in Peter  Kenen"s  proposal
for  a facility  to offset  capital  outflows,  I worry
that  this  would  encourage  countries  to open  up
too  much,  instead  of  taking  steps  to keep  out
undesirable  types  of  flows,  steps  that  could  in-
clude  not  only  the  traditional  controls  but  also
"market-based"  measures.

This  brings  me  to  the  paper  by  Yung
Chul  Park  and  Sangmoon  Hahm,  which  pro-
vides  a wideranging  and  informative  discussion
of  the  interdependence  issue,  including  a very
useful  discussion  of  "?olicies  that  reduce  Capi-
tal  Flows".  Much  more  could,  of  course,  be
said  on  techniques  to affect  capital  movements.
We  in UNCTAD  shall  be doing  so in  the  Trade

and  Development  Reporl  1994, so I shall not
take  up  your  time  now.

The  thing  that  bothers  me  most  in all
discussions  of  policy  coordination  is the  preva-
lence  of  pre-Keyncsian  thinking.  We  have  a
curiously  bifurcated  - or schizophrcnic  - ap-
proach.  The  Japancse  economy  is  typically
viesved  from  a Keynesian  perspective,  and  even
those  who  would  look  at horror  at any  sug-
gestion  for  pump-prin'fflng  elsewhere  routinely
call  for  fiscal  deficits  in Japan  (this  is put  in
terms  of  stimulating  "domestic  growth",  the
word  "demand"  not  being  inserted  in between,
as it should  be to make  sense,  presumably  be-
cause  'demand'  is not  a polite  word  to use, ex-
cept  when  advocating  its  reduction!).

Moreover,  the  fact  that  Japan  is incurring  big
deficits  by anyone  else"s  standards  is usually
ignored,  as is the  fact  that  the  Japanese  Gov-
ernment  very  sensibly  separates  the  current
from  the  capital  budget,  and  regards  borrowing
to finance  the  latter  as entirely  legitimate,  not
a symptom  of  fiscal  laxity.  Nor  is anything  said
about  the  lack  of  flexibility  in  Japanese  labour
markets-  (Until  recently,  anyway,  there  was  no
unemployment  to  speak  of:  does  that  not  mean
that  Japanese  labour  markets  must  have  been
"flexible"?)  But  when  one  comes  to  Europe,  an
unadulterated  pre-Keynesian  approach  is used,
balancing  the  government  accounts  is regarded
as an ultimate  objective  of  policy,  no amount
of  fiscal  retrenchment  is considered  too  much,
and  the unemployment  is blamed  almost  en-
tirely  on  "structural  factors".

If  we are to succeed  in getting  coherent
macroeconomic  policy  coordination,  we must,
I think,  unify  our  thinking  and  our  analytic
approach.  We  cannot  pick  and  choose  theory
in  accordance  with  political  expediency,  de-
pending  on whether  a demand  gap  manifests
itself  as an  external  trade  surplus  or  a domestic
surplus  of  labour.  Nor  can  we afford  to wage
a crusade  against  budget  deficits  as if  they  were
the only  thing  that  mattered.  To succeed  in
c6ordination,  much  more  weight  must  be given
to the  need  for  high  and  stable  levels  of  activity
in industrialized  countries.  There  is too  much
focus  on imbalances  among  countries,  and  too
little  on the  aggregate  gap  between  output  and
capacity  output.  Unless  policy  coordination  is
firmly  anchored  to  some  kind  of  high-
employment  target,  the  issue  can  easily  be
hijacked  and  turned  into  a question  of
country-by-country  surveillance  designed  to
ensure  that  countries  put  their  own  house  in
order,  rather  than  being  about  }iow  countries
can  adjust  their  policies  to  put  the  global
economy  in order.  The  surveillance  approach
will  push  in  the  direction  of convergence,
something  which  may  well  be the  antithesis  of
coordination.  And  in  view  of  the credence
given  to  monetarist  thinking,  the  stress  on
convergence  will  give  a strong  deflationary  bias
to policy  and  policy  cooperation.

That  is  precisely  what  is  happening  in
Europe.  One  would  have  thought  that,  given
the  high  rates  of  unemplo)iment  and  low  rates
of  capacity  utilization,  the  name  of  the game
would  be coordinated  expansion.  But  not  at
all.  The  name  of  the  game  is convergence,  in
particular  the Maastricht  debt  and  deficit  tar-
gets.  These  imply,  for  some  countries,  an ab-
solutely  massive  fiscal  retrenchment,  compara-
ble  to  Mexico's  (even  bigger  in  fact,  since
Europe  unlike  Mexico  cannot  lower  its fiscal
imbalances  much  by  lowering  inflation  and
thus  bringing  down  the  nominal  interest  rate).
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Coordination  for  global  balance  would
require  attention  'to be given  to indicators  of
global  rather  than  purely  national  performance.
The  Baker  proposal  for  the  use of  a commodity
price  index  could  have  provided  a way  forward,
but  it has  apparently  led nowhere.

An  aggregate  cunent  account  target  for
the  industrialized  countries  vis-A-vis  the  rest  of
the world  would  also  be necessary,  otherwise
the objectives  of  individual  countries  may  be
impossible  to reconcile.

This  would,  in turn,  lead  us naturally  to
consider  the  adequacy  and  predictability  of

long-term  capital  flows  to developing  countries,
and  thus  to  the  question  of  official  flows.

However,  that  subject  has been  banished
from  the international  monetary  agenda  and
relegated  to a separate  slot  in international  dis-
cussions.  In  this  respect,  we are  back  to where
we were  50 years  ago.

If international  monetary  cooperation
continues  to be a game  of  snakes  and  ladders,
we can  only  hope  that  in the  future  the  devel-
oping  countries  will  have  the good  fortune  to
land  on a ladder.



II.  INTERNATIONAL  LIQUIDITY,  CAPITAL

MOBILITI  AND  THE

DEVELOPING  COUNTRIES





37

4

INTERNATIONAL  LIQUIDITY AND THE NEEDS
OF  THE  WORLD  ECONOMY

Ariel  Buira

ABSTRACT

The efforts made 50 years ago to establish monetary cooperation on a world-wide basis resulted
in the formation  of the Bretton Woods institutions. The Second Amendment of the Fund's Articles
of  Agreemertt 25 years later, which broadened its responsibilities in the sphere of  international  liquidity
by creating  the SDR, expressed the international community's dissati4actiori with a monetary system
in which the main source of liquidity expansion was the balance-of-payments deficits of the United
States. It sought to find  a more rational meclianism for adjusting the wodd's supply of  international
reserves to the needs of the world economy.

The paper  describes the determinants of demand for international liquidity and, through re-
gression analysis, conJ7rms the existence of a stable relarionship betsveeri demand for international
reserves andathe level of  production, imports, and the variability of  international transactions.

The sources of international liquidity are reviesved. Hlhile industrial countries and a small
number of  developing countries have ample access to international capital markets, most developing
countries  and economies  in transition  are limited to credits from governments and international fi-
nancial institutions. The liinitations of these credits and of the role of the Fund in the adjustment
process  are  discussed.

The distribution of international reserves is analysed since 1960. Today, 22 industrialized
countries  and 18 developing countries  hold 90 per cent of international liquidity, while some 138
countries with little access to international financial  markets hold only 10 per cent of international
reserves.  Faced  with a reserve scarcity,  many low income countries are forced to reduce imports, with
a consequent  adverse impact  on their economic  growth and the expansion of world trade.

Taking a global view, the current mechanisms for  the creation and distribution of international
liquidity are found to be inefficient and inequitable. i'vforeover, there is no reason to expect that the
growing demand for  international liquidity  will be matched by an appropriate expansion of  supply.

Based on the existence of  a stable demand function  for  international reserves, the liquidity needs
of the world economy and of  different groups of counrries can be estimated. In this ligl;it, a proposal
is presented to make the management of woAd liquidity consistent with the objectives of  the IiS4F as
established in artide l of  its Artides  of  Agreement (AiWF, 1993a).



38

A.  Introduction

Fifty  years  ago,  the  efforts  made  to es-
tablish  monetary  cooperation  on  a world-wide
basis  resulted  in the  formation  of  the  Bretton
Woods  institutions:  the International  Mone-
tary  Fund  and  the  International  Bank  for  Re-
construction  and  Development.  The  Articles
of  Agreement  of  the  International  Monetary
Fund  (IMF)  stated  that  the purposes  of  this
institution,  among  others,  were  "to  promote
monetary  cooperation,  to facilitate  the  expan-
sion  and  balanced  growth  of international
trade,  and  to  contribute  thereby  to  the  pro-
motion  and  maintenance  of  high  levels  of  em-
ployment  and  real  income  of  all  member
countries  ." l Twenty-five  years  later,  in 1969,  the
Second  Amendment  of  the  Articles  of  Agree-
ment  broadened  the Fund's  responsibilities  in
the  sphere  of  international  liquidity  by  creating
the  Special  Drawing  Rights.  The  purpose  was
to enable  the  Fund  to meet  the  need,  as and
when  it arose,  to supplement  existing  reserve
assets.  The  objectives  pursued  by  the  creation
of  the  SDR  were  summarized  by  the  Managing
Director  of  the  Fund  (IMF,  1969)  as follows:

0 the  expansion  of  international  trade,  eco-
nomic  activity  and  development;

*  the  promotion  of  multilateral  payments
and  elimination  of  restrictions;

*  the  promotion  of  exchange  stability  and
orderly  exchange  rate  adjustments;

I  the  correction  of  payments  maladjust-
ments  and  reduction  in  payments
disequilibria  without  resort  to  measures
destructive  of  national  or  international
prosperity;  and

*  the  avoidance  of  economic  stagnation  and
deflation  as well  as excess  demand  and  in-
flation  in  the  world.

The  Second  Amendment  of  the  Articles
of  Agreement  of  the  IMF  expressed  the  inter-
national  community's  dissatisfaction  with  a
monetary  system  in which  the  main  source  of
liquidity  expansion  was  the  balance-of-
payments  deficits  of  the  United  States,  as well
as the  wish  to  find  a more  rational  and  effective
mechanism  for  adjusting  the  world  supply  of
international  reserves  to the  global  long-term
needs  of  tlie  world  economy  (IMF,  1972).  In
other  words,  the  Second  Amendment  sought  to

satisfy  international  liquidity  requirements
without  having  to rely  on the  deficits  of  some
countries  becoming  the  source  of  reserves  for
others.2

For  developing  countries,  the  Second
Amendment  was  especially  important,  in view
of  its stated  purposes  of  "developing  the  pro-
ductive  resources  of  all  member  countries"  and
of  "promoting  the  expansion  and  balanced
growth  of  international  trade".  While  many  of
the  imbalances  of  developing  countries  resulted
from  domestic  factors,  these  were  magnified  by
the  difficulties  these  countries  faced  in gaining
access  to cornrnercial  and  financial  markets.

This  paper  describes  the  determinants  of
the  demand  and  supply  of  international
liquidity,  and  assesses  the functioning  of  the
existing  mechanisms  for  its creation  and  dis-
tribution.  Section  B will  deal  with  the  demand
for  international  reserves,  while  section  C will
analyse  the  sources  of  international  liquidity,
and  the  role  played  by  the  IMF  in the  adjust-
ment  programmes  in view  of  the  purposes  set
forth  in article  I of  the  Articles  of  Agreement
and  in  the  Second  Amendment.  Section  D will
consider  the  main  aspects  of  the  distribution  of
international  liquidity,  attempting  to  answer
the  question  of  whether  or  not  the  current
scheme  is efficient  and  equitable.  Finally,  sec-
tion  E sets forth  the  paper's  conclusions.

B.  The  demand  for  international

liquidity

International  liquidity  is generally  defined
as  the total  internationally  acceptable  means
of  payment  immediately  available  to  the  au-
thorities  of  any  individual  country,  either  for
financing  the  country's  balance-of-payments
deficit  or for  intervening  in exchange  markets
to stabilize  the  value  of  the  country's  currency
(Fleming,  1961).  The  traditional  definition,  by
referring  only  to  resources  actually  held  by  the
country's  monetary  authorities,  excludes  re-
sources  that  may  be accessed  by using  asSets
held  by residents  of  that  country  in widely  ac-
cepted  currencies.  Furthermore,  the  traditional
definition  does  not  consider  resources  to which
a country  may  have  potential  access,  such  as
credits  from  international  agencies,  monetary
authorities  of  other  countries,  banks  and  other
private  SOurCeS.

I Article  l of  the  Articles  of  Agreement  of  the  International  Monetary  Fund.

2 Ever  since  the  Second  Amendment,  it  was  clear  that  if' an  "asset  settlement"  facility  was  established  for  all  member
counu"ies,  the  SDR  would  become  the  main  source  of  reserve  creation.
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Although  the  concept  of international  *
liquidity  is broader  than  that  of  international
reserves,  it  is at the  same  time  not  only  vaguer,
but  also  virtually  impossible  to measure.  For
this  reason,  for  purposes  of  quantitative  analy-
sis,  the  concept  of  international  reserves  is
normally  used  as an  approximation  to interna-
tional  liquidity.

The  different  factors  affecting  the  demand
for  international  reserves  have  been  widely  dis-
cussed  in  the  economic  literature  (for  example,
Cooper,  1970;  Landell-Mills,  1988).  Among
those  more  frequently  recognized  are:

The  balance  of  the  requirements  of  gov-
ernment  and  private  entities  and  individ-
uals  for  carrying  out  international
transactions.  As  is evident,  there  is a di-
rect  relationship  between,  on  the  one  hand,
the  demand  for  reserves,  and,  on  the  other,
the  volume  of  international  trade,  the  var-
iability  and  seasonality  of  foreign  exchange
revenues  and  expenditures,  and  the  mag-
nitude  of  the  balance-of-payments  deficit.

The  need  for  intervention  in the  exchange
markets.  Under  fixed  exchange  rate  sys-
tems,  the  monetary  authorities  require
liquidity  to cover  the  differences  between
tlie  supply  of  and  demand  for  foreign  ex-
change.  Even  in countries  with  a flexible
exchange  rate,  central  banks  intervene  in
currency  markets  to reduce  the  volatility
of  the  exchange  rate  arising  from  short-
term  capital  movements  and  gther  factors.

The  need  t:o show  a strong  financial  posi-
tion.  Broadly  speaking,  a high  level  of
international  rcscrves  fosters  confidence  in
the  stability  of the  country's  economic
policy  and  in the  value  of  its currency;  it
also  facilitates  borrowing  abroad.

Attention  to futuje  contingencies.  This  is
a precautionary  reason.  Faced  with  the
risk  that  external  credit  may  not  be avail-
able  when  required  in future,  the  authori-
ties hold  a higher  stock  of  reserves  than
would  be desired  in a situation  of  easy  ac-
cess  to  it.  The  greater  the  difficulty  in ob-
taining  external  financing,  the  greater  the
demand  for  reserves.  For  this  reason,  in-
dustrialized  countries  and  some  others
with  ample  access  to  external  credit,
maintain  relatively  low  levels  of  reserves
as a proportion  of  the  value  of  their  im-
ports.

As  with  any  other  type  of  assets,  holding
international  reserves  has costs.  In  prac-
tice,  the  financial  cost  tends  to be meas-
ured  as the  difference  between  the  interest
rate  on the  country's  international  liabil-
ities  and  the rate  of  return  on reserves.
At  low  levels,  the  opportunity  cost  of
holding  reserves  includes  the  negative  ef-
fect-s  on production  and  employment  of
reducing  imports  in order  to protect  the
level  of  reserves.3

There  is a considerable  number  of  empir-
ical  studies  on  the  demand  for  international  re-
SerVeS."  These  include  both  "equilibrium"  and
"disequilibrium"  econometric  models.  The  first
assume  that  the  adjustment  between  supply  and
demand  for  reserves  is instantaneous.  The  sec-
ond  approach  allows  for  a lag  between  supply
and demand,  i.e.  it assumes  an  adjustment
process  in  which  changes  in the  actual  level  of
reserves  in  a given  period  are  determined  by  the
difference  between  desired  and  actual  levels
observed  in the  previous  period.  It should  be
noted  that,  despite  this  conceptual  difference  in
the  approaches,  the  independent  variables  used
as determinants  of  the  demand  for  reserves  are
very  similar.  Clearly,  several  of  the  above-
mentioned  determinants  of the  demand  for
international  reserves  do  not  allow  an  easy
quantification.  Consequently,  only  some  are
considered  in  the  various  econometric  estimates
of  this  variable.

To  represent  a country's  international
transactions,  analysts  have  used  either  the
value  of  national  production  or  that  of  imports.
The  coefficient  in  both  cases  is  expected  to
show  a positive  sign.  The  average  propensity
to import  has been  used  as an approximation
to tlie  marginal  propensity  to import  or  to the
degree  of  openness  of  an economy.  Generally,
the import  propensities  have  a positive  sign.
As  an indicator  of  the  financial  cost  of  holding
reserves  (r),  the  difference  between  the  interest
rate  on the  country's  external  debt  and  the  re-
turns  on  investing  international  reserves,  has
been  used.  However,  estimates  using  this  vari-
able  have  generally  not  yielded  significant  re-
sults.

Finally,  an indicator  of  the  variability  of
international  transactions  seeks  to measure  the
effects  of  factors  such  as variations  in harvests
or terms  of  trade,  and  lags  between  foreign  ex-
change  receipts  and  outlays.  Although  the
econometric  approaches  used  to estimate  de-
mand  for  reserves  consider  different  measures

3 In other  words,  the opportunity  cost can be expressed as the difference  between  the return  that  could  be obtained
if  the funds  were employed  at home  (via imports)  and the rate of  return  on reserves.

4 Possibly  the most  representative  are the studies by Heller  and Khan  (1978),  Bilson  and Frenkel  (1979),  Lizondo  and
Malhieson  (1987),  and Landell-Mills  (1988).
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of  variability,  their  coefficients  are found  to be
significant  and  positive.

The  estimates  in this  study  were  made
with  the  equations  used  by Bilson  and  Frenkel
(1979)  for  the  case of  the  "disequilibrium"  ap-
proach,  and  by  Frenkel  (1983)  for  the  "equilib-
rium"  approach.  The  estimates  cover  a longer
period  than  th.:ir  original  estimates  and  include
recent  years.

1.  Equilibrium  approach

The  equation  of  the  equilibrium  approach

ln  Rt  =  pO + pl in  Zt  + p2 ln  Yt  + p3 ln

mt  + ut,

where:  R =  real  international  reserves;  Y
real  product;  m  =  the average  propensity  to
import;  Z  =  a measure  of  the variability  of
international  transactions,S  and  t =  an index
of  time.

An  18-year  period  was  considered

(1975-1992)6  for  20  developed  countries  and  29

developing  countries.7  Regressions  were  esti-

mated  separately  through  cross-section  and

time-series  analysis.  The  objective  was  to ana-
lyse  the  implications  for  reserve  demand  of
country  groups  having  unequal  access  to ex-
ternal  financing  and of  some  countries  being
issuers  if  reserve  currencies.

In  addition,  two  sub-periods  were  con-

sidered:  1975-1981  and  1982-1992.  This  divi-

sion  sot,ight  to  measure  the  impact  of  the

external  debt  crisis  on  the  determinants  of  the

demand  for  international  reserves  for  each

group  of  countries.8

Table  l displays  the coefficients  of  the
estimates  obtained  for  each  period,  as well  as
the  corresponding  values  of  the  "t"  statistics.

From  the results  obtained  from  the re-
gressions,  the  following  conclusions  may  be
drawn:9

(a)  The  elasticities  of  demand  for  international

reserves  in  relation  to  income  and  the  av-

erage  propensity  to  import  are  higher  for

developing  countries  than  for  industrial-

ized  countries.  This  may  be  explained  by

the  fact  that  developing  countries  have

limited  access  to  secondary  sources  of

international  liquidity.  In  contrast,  devel-

oped  countries  have  a lower  accumula.tion

of  reserves  owing  to their  easy  access  to

capital  markets.  Additionally,  account

S To  calculate  the  variability  indicator  18 regressions  were  run  for  each  country  derived  as:  RNT  =  pO +  pt-l  T

+ u; where  T =  t-15,...,t-1.  RNT  =  norriinal  international  reserves  in the  year  T.  Subsequently,  the  value  of  the

coefficienl  pt-l  is used  to calculate:

t-l

z*t = I(RT
T=t-14

R ar-i  j' 1)2 r' 14

which  is deflned  as ffie  variance  of  changes  in the  levels  of  nominal  international  reserves  (RN),  adjusted  by trend.
To  this  measure  of  variability  the  square  root  was applied  and  it was  divided  by  nominal  imports  of  the  corresponding
year  (I&lt).  Zt  =  Z"t  ,i I:'vlt,  thus  deriving  the  measure  of  variability  of  international  transactions.

6 This  period  was  considered  because  it complements  Frenkel's  and  Lizondo's  estimates,  whose  analyses  cover  the pe-
riod  from  1963  to 1984.  This  is why  in other  parts  of  the  document  a longer  period  is covered:  1960  to 1992,  and  for
some  information  through  September  1993.

7 Except  for  two  developed  and  (hree  developing  countries  (omitted  due  to statistical  problems),  the  countries  selected
for  this  analysis  are  those  included  in the papers  by Frenkel  (1983)  and  Lizondo  and  Mathieson  (1987).  This  was
done  with  the  objective  of  comparing  the results  and  pondering  the stability  of  the demand  for  international  reserves
over  different  time  periods.  In the  case  of  the  developed  countries  they  include:  the United  States,  Canada,  Australia,
Japan,  Austria,  Denmark,  Finland,  France,  Germany,  Greece,  Iceland,  Ireland,  Italy,  the Netherlands,  Norway,
Portugal,  Spain,  Sweden,  Switzerland  and  the United  Kingdom.  The  developing  countries  are:  Argentina,  Brazil,
Chile,  Colombia,  Egypt,  the Republic  of  Korea,  Costa  Rica,  the Dominican  Republic,  Ecuador,  El Salvador,  the
Philippines,  Ghana,  Guatemala,  Honduras,  India,  Israel,  Jamaica,  Jordan,  Malaysia,  Mexico,  Panama,  Pakistan,
Paraguay,  Peru,  Sri  Lanka,  Sudan,  Thailand,  Tunisia  and  Venezuela.

8 The  data  used  were  taken  from  I:\AF,  International  Financial  Statistics,  November  1993.  The  national  currency  values
of  the  gross  national  product  were  converted  into  dollars  using  the  average  exchange  rate  for  the  same  year.  All  series
used  in the  regression  were  deflated  by the  GDP  deflator  for  the  United  States  with  the  base  as 1985.  The  figures  used
were  in billions  of  dollars.

9 The  above  coefficients  were  obtained  with  generalized  least  squares,  since  with  the method  of  ordinary  least  squares
the value  of  Durbin-'lVatson  reports  a first-order  auto-correlation.  Table  2 shows  the differences  in the estimations
obtained  with  each  of  the two  methods.  In general,  the coefficients  obtained  from  the regressions  are  very  similar,
both  to those  of  Frenkel  (1983)  and  Lizondo  and  Mathieson  (1987).  It should  be noted  that  if  one  wishes  to make
comparisons  with  the  estimations  reported  by Lizondo  and  Mathieson  (1987)  then  one  must  consider  estimations  of
ordinary  least  squares,  which  was the method  used in this  article.  This  author  did not  report  the Durbin-}Vatson
values  in his regressions.



Period

1975-1992

1975-1981

1982-1992

ESTIMATES  OF  DEMAND  FORINTERNATIONAL  RESERVES  BASED  ON  THE  EQUtLIBRIUM  MODEL

Ln Rn,t =  130 + p I Ln Zn,t + p2 Ln Yn,t + 133 Ln mn,t

(Generalized  least  squares)

Industrial  countries

Standard

r;!to pi-  $32 73' pr error po J3/

-0.541
(-1.98)

-0.469
(-l  .07)

0.323
(1.13)

0.2417
(4.13)

0.276
(2.88)

0.447
(6.46)

0.8842
(25.15)

0.953
(19.89)

0.954
(26.40)

0.6424
(5.34)

0.897
(5.32)

0.957
(7.36)

0.96  0.282
D.W.  1.9

0.93  0.349
D.W.  2.0

0.96  0.279
D.W.  1.9

-0.344
(-1.42)

-0.369
(-1.08)

0.31
(l  .03)

0.491
(1031)

0.438
(6.39)

0.631
(9.25)

Developing  countries

Standard

p2 p3 R2  error

1.171
(23.07)

1.142
(15.78)

1.181
(21 .06)

1.082
(11.71)

0.996
(6.93)

1.347
(13.22)

0.86  0.565
D.W.  1.9

0.89  0.526
D.W.  2.0



ESTIM  ATES  OF  DEM  AND  FOR  INTERN  ATION  AL  RESERVES  BASF,D  ON  THE  EQUILIBRIUM  MODEL

Ln Rn,t =  pO + pl Ln Zn,t + J32 Ln Yn,t + p3 Ln mn,t

Period

Estimates  by J. Frenkel

1963-1972  o.t..s.

1963-1972 G.L.S.

1973-1977 O.L.S.

1973-1979 O.L.S.

1973-1984 O.L.S.

Estimates  by S. Lizondo

1963-1972  0.L.S.

1973-1977 O.L.S.

1973-1979 O.L.S.

1980-1984 O.L.S.

1973-1984 O.L.S.

Our  estmates

1975-1992  0.L.S.

G.L.S.

1975-1981 o.t..s.

G.L.S.

1982-1992 O.L.S.

G.L.S.

Industrial  countries

po (pz 132 pg

4.1(8
(16.5)

4.196
(10.18)

3.381
(8.81)

3.615
(12.47)

3.748
(8.13)

4.028
(16.00)

3.418
(9.17)

3.647
(12.18)

2.771
(7.7g)

3.505
(15.13)

0.838
(5.13)

-0.541
(-1.98)

0.625
(2.04)

-0.469
(-l  .07)

0.972
(5.14)

0.323
(1.13)

0.594
(8.03)

0.315
(3.79)

0.75
(5.47)

0.636
(6.06)

0.432
(3.63)

0.612
(8.24)

0.721
(5.27)

0.62
(5.87)

0.788
(7.12)

0.59
(7.81)

0.612
(15.28)

0.2417
(4.13)

0.541
(7.54)

0.276
(2.88)

0.662
(13.58)

0.447
(6.46)

1.059
(27.15)

0.953
(12.22)

1.106
(22.57)

1.105
(29.08)

1.031
(13.22)

l .061
(34.71)

1.107
(22.53)

1.108
(28.26)

1.085
(28.34)

1.083
(38.40)

1.037
(47.72)

0.8842
(25.15)

1.077
(27.77)

0.953
(19.89)

l .009
(39.43)

0.954
(26.40)

1.353
(13.53)

0.582
(3.11)

1.619
(7.39)

1.52
(9.5)

0.925
(4.24)

1.361
(13.72)

1.598
(7.11)

1.533
(9.23)

1.473
(10.38

l .376
(12.55)

1.221
(16.22)

0.6424
(5.34)

1.403
(10.44)

0.897
(5.32)

1.092
(12.37)

0.957
(7.36)

R2

0.85

0.85

0.86

0.85

0.84

0.85

o.sg

0.86

0.89

0.96

0.87

0.93

0.91

0.96

Standard

error

0.504

0.543

0.532

0.503

0.547

0.535

0.475

0.532

0.444

0.282

0.492

0.349

0.406

0.279

Developing  countries

po 13/ pr pa

4.848  0.0317  I.lgl  I.42g
(21.55)  (5.11)  (29.78)  (14.42)

3.346  0.575  1.114  1.02
(10.79)  (5.99)  (2.15)  (8.72)

4.172
(20.77)

3.111
(10.83)

2.834
(11.88)

2.407
(8.54)

2.947
(15.96)

-1.71
(-0.97)

-0.344
(-1.42)

-0.289
(-1.04)

-0.369
(-1.08)

0.178
(.79)

0.31
(1.03)

0.511
(9.17)

0.662
(7.28)

0.746
(9.96)

0.787
(9.41)

0.674
(11.90)

0.482
(12.69)

0.491
(1031)

0.448
(7.58)

0.438
(6.39)

0.586
(11.49)

0.631
(9.25)

1.212
(30.67)

1.065
(21.06)

1.086
(26.74)

1.192
(25.80)

1.116
(35.31)

1.207
(38.32)

1.171
(23.07)

1.161
(21.76)

1.142
(15.78)

1.229
(32.21)

1.181
(21.06)

1.545
(16.02)

l .023
(8.')9)

1.067
(11.50)

1.346
(12.62)

1.131
(15.65)

1.281
(17.91)

1.082
(11.71)

1.081
(9.23)

0.996
(6.93)

1.432
(16.05)

1.347
(13.22)

R2

Standard

error

0.76 0.623

0.77 0.694

0.78 0.616

0.77 0.682

0.79 0.659

0.81 0.68

0.78 0.702

0.76 0.769

0.9 0.5

0.74 0.758

0.86 0.565

0.78 0.753

0.89 0.526
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should  be taken  of  the  fact  that  a few  de-
veloped  countries  are  issuers  of  reserve
currencies;  therefore,  their  demand  for  re-
serves  tends  to be less sensitive  to the  var-
iables  here  considered.

(b)  In general,  for  both  groups  of  countries
the  variable  with  the  greatest  relative  im-
portance,is  the  national  product  (GNP  or
GDP),  whereas  the  least  significant  one
turns  out  to be the  variability  of  interna-
tional  transactions.

(c)  The  estimated  elasticities  of  demand  for
international  reserves  of  developing  coun-
tries  are higher  in  1982-1992  than  in the
period  1975-1981.  This  may  be interpreted
as  an  increased  use  of  international  re-
serves  as a source  of  liquidity,  given  that
this  group  of  countries  had  very  restricted
access  to  international  credits,  particularly
from  1982  to 1987.

(d) The estimated elasticities of demand for
reserves  in relation  to income  and  to the
average  propensity  to import  change  less
in industrialized  countries  than  in devel-
oping  countries  between  the  two  periods
considered.  This  is consistent  with  points
(a)  and  (c)  above.

After  obtaining  estimates  of  demand  for
international  reserves  for  developed  and  devel-
oping  countries,  an  estimate  was  made  of  how
the  elasticities  of  demand  for  reserves  of
reserve-currency  countries  differ  from  those  of
the  rest  of  the  industrialized  world.  As ex-
pected,  the  results  show  that  reserve-currency
countries  present  substantially  Iower  elasticities
of  demand  for  international  reserves  in  relation
to  the  average  propensity  to  import  (m)  and  the
variability  of international  transactions  (Z)
than  those  of  all  other  developed  countries  (see
table  3).

2.  Disequifibrium  approach

The  disequilibrium  model  requires  the  use
of  two  equations:

ln RDn  =  pO +  pl lnZn  +  p2 in Yn  +  p3
In mu  + un  (l)

ln Rn,t  - ln Rn,t-l  =  a +  p (ln  RDn,t

in Rn,t-l)  + en,t  (2)

Equation  (l)  defines  long-term  demand
for  international  reserves  (RDn)  of  country  "n".
These  values  are  obtained  from  the  averages  of
the  dependent  and  independent  variables  for
the  period  in  each  country.  The  regression  of
this  equation  with  the  averages  provides  esti-
mates  of  the  coefficients  and  residuals  for  each
observation,  which  represent  the  "specific  fac-
tor"  (un)  of  the  corresponding  country.  By  ap-
plying  the  coefficients  and  adding  the  residuals
to  the  independent  variables  in  each  annual
observation,  the  value  of  the  desired  reserves  in
a particular  year  and  for  a specific  country  can
b e obtained,  i.e.:

ln  RDn,t  =  pO +  p l in  Zn,t  +  p2 ln  Yn,t

p3 ln  mu,t  + un  '

Equation  (2)  defines  the  adjustment
process  of  the  stock  of  international  reserves.
The  independent  variable  is derived  from  the
difference  between  the  desired  reserves  at the
start  of  the  period  t and  the  observed  reserves
at the  end  of  the  period  t-1.  The  coefficient
defines  the  speed  of  adjustment  of  the  observed
reserves  to  the  desired  reserves.ao

 In  contrast  with  the  high  R  2 obtained  by
the  equilibrium  approach,  the  R 2 of  the  dise-
quilibrium  approach  are very  low;11  however,
the  levels  of  significance  are  good  (see  table  4).
Comparing  the  results  of the  two  periods
(1975-1981  and 1982-1992),  the speed  of  ad-
justment  can  be seen  to  decrease  in  both  groups
of  countries  (to  approximately  O.4 from  1982
on,  compared  to  the  O.5 figure  in  the  1975-1981
period).  These  results  are  consistent  with  the
fact  that  one  of  the  sources  of  reserves,  foreign
borrowing,  was  restricted  for  developing  coun-
tries,  so that  reserves  could  only  be accumu-
lated  through  surpluses  in  the  current  account.

In  sum,  the  estimates  confirm  that  a sta-
ble  relationship  exists  between  the  demand  for
international  reserves  and the  level  of  pro-
duction,  the  average  propensity  to import,  and
the  variability  of international  transactions.
The  results  show  that  the  demand  for  interna-
tional  reserves  of  developing  countries  tends  to
be more  sensitive  to variations  in income  and
international  trade  than  that  of developed
countries.  In  addition,  the  variable  that  tends
to have  the  higher  elasticity  in reserve  demand
is the value  of  a country's  national  product.
This,  coupled  with  the  difficulties  of  access  to
secondary  sources  of  liquidity,  means  that  in
periods  of  low  reserves  developing  countries
have  little  room  for  manoeuvre.  In  other

10 The  data  used  for  this  approach,  as well  as the  periods  and  countries  considered,  are  exactly  the  same  as those  used
in the  case  of  the  equilibrium  approach  described  above.

11 These  results  coincide  with  those  of  other  authors  (Bilson  and  Frenkel,  1979).
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Table  3

EtASTICITIES  OF  DEMAND  FOR  RESERVES  OF  RESERVE  CURRENCY  AND
NON-RESERVE  CURRENCY  COUNTRIES

(  Generalized  least  squares)

Industrial  countries

pO J32 R2 D.W.

Reserve  currency
countnes  a

Non-reserve  currency
countries

-1.10
(-1.41)

1.00
(2.54)

0.48
(3.79)

0.64
(8.01)

1.08
(5.90)

1.01
(23.35)

0.69
(2.73)

1.14
(6.57)

0.80

0.94

1.80

2.00

a  France,  Germany,  Japan,  the  United  Kingdom  and  the  United  States.

words,  the  accumulation  of  reserves  usually  Has
a higher  cost  for  developing  countries  - in  terms
of  lower  imports  and  production  and  employ-
ment  - than  for  industrialized  countries.

Finally,  it is important  to highlight  that
the  existence  ' of  a stable  relationship  between,
on  the  one  hand,  the  demand  for  international
reserves,  and,  on  the  other,  production  and
international  trade,  makes  it possible  to esti-
mate  the  liquidity  requirements  of  the  world
economy.

C.  Sources  of  international  liquidity

The  primary  sources  of  international
liquidity  are  gold,  foreign  exchange  (reserve
currencies  and  governrpent  securities)  and  allo-
cations  of  Special  Drawing  Rights  (SDRs):
These  primary  sources  constitute  the  "interna-
tional  monetary  base"  for  financial  intermedi-
ation  between  governments,  central  banks,
official  financial  institutions  and  private  inter-
national  banks.  The  secondary  sources  of
international  liquidity,  for  their  part,  comprise
the  trading  and  issuance  or international  assets
that  distribute  and  multiply  the  initial  supply
of  the  means  of  payment.l2

The  termination  of  the  convertibility  of
the United  States  dollar  into  gold,  the  break-
down  of  the  system  of  fixed  exchange  rates  and
the  adoption  of  a regime  of  floating  exchange
rates  initiated  in 1971,  led  to a diminished  im-
portance  of  gold  in  the  total  "international
monetary  base".  From  40 per  cent  of  the
international  reserves  of  IMF  member  coun-
tries  in 1970,  gold  holdings  dropped  steeply  in
the  years  that  followed  to  9 per  cent  of  the  total
in 1980  and  fell  thereafter  to the  current  4 per
cent  (see  table  5).  Conversely,  the  proportion
of  foreign  exchange  in total  international  re-
serves  rose  from  57 per  cent  in 1970  to 94 per
cent  in 1992.

In  reviewing  the  currency  composition  of
the reserves,  the  dominant  role  of  t}ie  United
States  dollar  is clearly  evident.  Although  the
relative  importance  of  that  currency  has  been
decreasing  in  recent  years  (table  6), to  date
more  than  half  of  total  international  reserves
are  still  denominated  in United  States  dollars.'3
Throughout  the  period  covered  by this  study
United  States  payments  imbalances  have  been
the  main  supplier  of  liquidity  to  the  world
economy.

When  reserve-currency  countries  record
payments  deficits,  they  have  the  freedom,  at
times  considerable,  to  settle  them  without
undertaking  adjustment  policies.  The  rest  of
the  world"s  acceptance  of  their  currency  as a

12 The  possibility  of  multiplying  the  international  means  of  payment  created  by  primary  sources  occurs  basically  in the
Eurocurrency  markets.  Friedman  (1971)  notes  that  "The  existence  of  the  Eurodollar  market  increases  the total
amount  of  dollar  balances  available  to be held  by nonbanks  throughout  the  world  for  any  given  amount  of  money
(currency  plus  deposits  at Federal  Reserve  Banks)  created  by the  Federal  Reserve  System.  It does  so by  permitting
a greater  pyramiding  on  this  base  by  the  use  of  deposits  at United  States  banks  as prudential  reserves  for  Eurodollar
deposits."

13 The  loss  of  relative  importance  of  the  dollar  is explained  basically  because  government  securities  denominated  in other
reserve  currencies  are  more  attractive,  since  they  offer  higher  yields.
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Table  4

ESTIMATES  OF  DEMAND  FOR  INTERNATIONAL,  RESERVES  BASED  ON  THE
DISEQUILIBRIUM  MODEI,

Ln  Rn,t  -  Ln  Rn,t-l  =  pO  +  pi (Ln  RDn,t  -  Ln  Rn,t-l)

Period

Estimates  by /.  Frenkel

1964-1972

Estimates  by S. Lizondo

1964-1972

1973-1977

1973-1979

1980-1984

1973-  1984

Our  estimates

1975-1992

1975-1981

1982-1992

(  Ordinary  least  squares)

J30

Industrial  countries

R2
Standard

error  pO

Developing  countries

R2
Standard

error

0.053  0.54
(3.31)  (9.82)

0.053
(3.25)

0.025
(1.03)

0.044
(2. 13)

0.009
(0.44)

0.037
(2.34)

0.006
(0.39)

0.001
(0.062)

0.041
(2.25)

0.545
(9.79)

0.412
(5.31)

0.401
(6.45)

0.552
(6.98)

0.268
(5.83)

0.295
(6.04)

0.487
(5. 16)

0.38
(0.38)

0.32

0.32

0.2

0.21

0.3

0.12

0. l

0.18

0.15

0.208

0.208

0.257

0.249

0.221

0.258

0.263

0.243

0.25

0.049  0.415
(2.72)  (8.83)

0.053
(3.26)

0.046
(1.59)

0.056
(2.61)

-0.005
(0. 17)

0.072
(3.52)

0.046
(2.42)

0.037
(1.33)

0.048
(2.00)

0.384
(8.19)

0.751
(10.29)

0.653
(10.86)

0.496
(7.43)

0.315
(7.31)

0.202
(6. 18)

0.52
(6.66)

0.418
(7.88)

0.21 0.295

0.19 0.267

0.4 0.33

0.34 0.333

0.25 0.347

0.12 0.393

0.07 0.418

0.21 0.365

0.18 0.402

reserve  asset  enables  these  countries  to  finance
tlieir  payments  deficits  simply  tl'irough  the  is-
suance  or currency.  In  other  words,  thcsc
countries  are  not  obliged  to pay  for  their  im-
ports  by  running  down  reserves  or  through  the
sale  abroad  of  goods  and  services.  They  enjoy
the  considerable  benefit  of  ' international
"SeigniOrage  ." "

T}ie  United  States  has been  tlie  country
that  has  made  the  greatest  use of  this  recourse.
Thc  United  States  balance-of-payments  out-
come  depends  on its levels  of  savings  and  in-
vestment.  Tliese  in  trirn,  are  affected  by
economic  policy  measures  often  aimed  at cor-

recting  internal  imbalances.  It  follows  that

changes  in  the  United  States  balance-of-
payments  account  and,  consequently,  in  its
contribution  to  the  international  monctary
base,  need  not  coincide  with  the  world  ccono-
my  s needs  for  liquidity.

Although  primary  liquidity  creation  is a
reserve-currency  country's  prerogative,  other
developed  countries  encounter  few  difficulties
in  satisfying  their  dcmand  for  international
means  of  payment.  First,  because  they  have
wide  access  to secondary  sources  of  liquidity,
and  second,  because  of  the  existence  of  lines  of
credit  among  their  central  banks  ("swaps")  that
assure  them  rapid  access  to sizeable  amounts

of  resources  in case  of  any  contingency,  allow-

14 By "seigniorage"  is understood  the current  value of income  from  investments  made thanks  to the placement  of  the
issued monetary  liabilities,  less the current  value  of interest  payments  to their  holders  and the expenses of the issue.
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Table  5

TOT  At  RESERVES  AND  THEIR  COMPOSITION

(Per cent of total)

Total
reserves

1970 100.00

1975 100.00

1980 100.00

1985 100.00

1990 100.00

1991 100.00

1992 100.00

1993-III 100.00

Sourct':  IMF,  International  Financial  Statistics.

ing the  adjustment  process  to be carried  out
smoothly  and,  consequently,  in a less costly
manner.

For  developing  countries  as a whole,  ac-
cess to international  financing  reached  impor-
tant  amounts  in  recent  )tears.  In  1992,  the  net
flow  of  resourcesl5  channelled  to these  coun-
tries  grew  27 per  cent  in real  terms.  Direct
foreign  investment  flows  grew  at  an  annual  rate
of  34 per  cent  during  the  period  1990-1992.
Furthermore,  there  is clear  evidence  that  the
demand  for  securities  issued  by  developing
countries  has increased  substantially:  the  share
of  developing  countries  in  new  bond  issues  rose
from  2.1 per  cent  in 1989  to 8.7  per  cent  in the
first  lialf  of  1993;  at the  same  time,  their  share
of  total  stocks  sold  abroad  reached  40.9 per
cent  during  1992  and  32.5  pcr  cent  in the  first
half  of  1993.

F-Iowever,  the  number  of  countries  that
have  benefited  from  this  important  flow  of  re-
sources  is very  small.  One  cannot  pass  over  the
fact  that,  in  1992,  59 per  cent  of  total  direct
foreign  investment  flows  channeled  to develop-
ing  countries  were  concentrated  in only  five  of
them.  On  the  other  hand,  of  the  more  than  150

Gold SDR
Foreign
currency

39.78 3.35 56.87

18.37 4.51 77.12

9.43 3.33 87.24

7.61 4.15 88.24

4.80 3.03 92.17

4.53 2.92 92.55

4.04 1.17 94.19

4.24 1.90 93.86

countries  that  the  IMF  considers  to be devel-
oping,  only  27  currently  place  securities  on
international  markets,  and  only  seven  of  these
accounted  for  85 per  cent  of  bond  issues  and
over  50  per  cent  of  stock  offerings  during
1992.16

The  situation  of  low-income  developing
countries  and  of  the so-called  "ec6nornies  in
transition"  is  particularly  difficult.  The  main
sources  of  external  financing  for  these  countries
are  international  financial  institutions  and
credits  from  governments.

However,  access  to official  credit  is sub-
ject  to certain  difficulties.  First,  the  process  for
obtaining  these  resources  is usually  slow.  For
instance,  the  disbursement  of  credits  earmarked
for  infrastructure  projects  from  international
development  banks"  may  take  several  years.
Secondly,  the  preparation  of  projects  may  be-
come  a real  problem  in some  countries  owing
to the  shortage  of  qualified  professionals.  In
other  cases,  corintries  are not  able  to provide
the  corinterpart  funds  required  by  some  credits.
On the  other  hand,  credits  that  allow  for  a
rapid  disbursement  are  often  conditioned  to the

15 That  is, the sum of  net flows of  long-term  official  and private  debt, plus donations,  excluding  technical  assistance,  plus
he net flow  of  direct  and porifolio  investment.

16 The five countries  that  received  the bulk  of direct  foreign  investment  were: Argentina,  China,  Malaysia,  Mexico  and
Thailand.  The seven that  account  for the placement  of  securities  were:  Argentina,  Brazil,  China,  Hungary,  Mexico,
the Republic  of Korea  and Turkey.  More  dramatic  is the fact that  Argentina  and Mexico  accounted  for 66 per cent
of  the flow  of  direct  foreign  investment  to Latin  America  in 1992, and that  Mexico  accounted  f'or 33 per cent of  bonds
and 25 per cent of  stock issues sold abroad  for all developing  countries  in that same year.

17 The 'iVorld  Bank,  the Inter-American  Development  Bank,  the Asian  Development  Bank,  the African  Development
Bank  and others.
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Table  6

CURRENCY  COMPOSITION  OF  RESERVES  -

All  countries

United  States  dollar

Gemian  mark

Japanese  yen

Pound  sterling

French  franc

Swiss  franc

Netherlands  guilder

Not  specified

Total

1975

79.4

6.3

0.5

3.9

1.2

1.6

0.6

6.5

100.0

(End of  period)

1980

68.7

13.8

3.5

2.9

1.2

3.1

0.9

5.9

100.0

1985

64.8

15.1

8.0

3.0

0.9

2.3

1.0

4.9

100.0

1990

57.5

18.6

8.8

3.4

2.3

1.4

1.1

6.9

100.0

1991

58.4

16.5

9.4

3.6

2.8

1.4

1.1

6.8

100.0

1992

64.4

13.0

8.1

3.2

2.5

1.3

0.7

6.8

100.0

1992  b

55.3

12.5

7.8

3.1

2.4

1.3

0.7

16.9

100.0

Source:  IMF,  Annual  Report  (various  issues).
a  The  SDR  value  of  ECUs  issued  against  United  States  dollars  is added  to  the  SDR  value  of  dollars,  but  the  SDR

value  of  ECUs  issued  against  gold  is excluded.
b Monetary  composition  of  reserves  when  holdings  of  ECUs  are  considered  as a separate  reserve  asset.  The

share  of  ECUs  in total  holdings  of  currencies  was  17  per  cent  for  industrial  countries  and  9.4  per  cent  for  all
c ountries.

adoption  of  certain  economic  measures  that
may  face  strong  political  resistance.

Second,  official  agencies  have  increas-
ingly  limited  resources.  The  net  transfer  of  re-
sourccs'8  from  official  financial  institutions
(bilateral  and  multilateral)  to  low-income
countries  decreased  from  an average  figure  of
S10.6  billion  during  the  period  1987-1989,  to 58
billion  in  1992.  Furthermore,  the net  use  of
IMF  credits  by  these  countries  (purchases  less
repurchases  less  interest  payments)  }ias  been
negative  in  the  last  seven  years,'9  cxccpt  in
1992,  in spite  of  the  great  balance-of-paymcnts
needs  of  these  countries.

A third  difficulty  comes  from  tlie  increase
in  tlic  number  of  countries  that  compete  for
this  type  of  financing,  particularly  as the  for-
merly  socialist  economies  have  become  mem-
bers  or  the  Fund.  It is to  bc noted  in  tliis
respect  that  the  number  of  IYF  member

countries  increased  from  155 to  178 between
1991 and  1993.  Given  the  enormous  financial
needs  of  these  countries,  and  the  important
political  considerations  involved,  international
financial  institutions  have  channelled  substan-
tial  amounts  of  resources  to them.2o

In  addition,  development  banks  at times
tend  to concentrate  their  resources  in  tlie  larger
developing  countries  or in tliose  with  a higher
level  of  development,  because  t}iey  present  a
greater  number  of  well  prepared  projects  and
offer  greater  creditworthiness.

Under  these  circumstances,  tlie  group  of
low-income  developing  countries,  which  en-
compasses  60 per  cent  of  the vvorld's  popu-
lation,  and  includes  those  countries  with  the
most  urgent  needs  for  financing,  has  accounted
for  only  about  30 per  cent  of  tlie  total  flow  of
borrowing  resources  clianncllcd  to all  dcvclop-
ing  countries  in the  last  three  years.

18 Disbursements  less  amortizations  less interest  payments  (llorld  Bank,  1993).

19 IMF,  Annual  Report,  several  years.

20 The  share  of  the  so-called  "economies  in transition"  in total  financing  granted  by  the  IMF  increased  from  8.7  per  cent
in 1990  to some  15.7  per  cent  in 1993.  In the  case  of  stand-by  arrangements,  over  60 per  cent  of  the  resources  were
channelled  to these  countries  in 1993  (35.9  per  cent  in 1990).  The  participation  of  the  formerly  socialist  economies
in the  flaw  of  Official  Development  Assistance  increased  from  1.4  per  cent  in 1990  to 7.1 per  cent  in 1992.  This  re-
allocation  of  resources  limits  the  amounts  available  for  the  developing  countries.
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The  limited  resources  of  these  countries
makes  them  very  vulnerable  to external  pay-
ments  problems.  Thus,  with  restricted  external
financing,  meeting  their  international  obli-
gations  often  forces  them  to contract  their  do-
mestic  demand  significantly.  The  outcome  of
this  situation  is lower  levels  of  investment  and
economic  growth,  with  the  ensuing  social  cost
and  the  perpetuation  of  high  levels  of  poverty
and  unemployment.

Forcing  low-income  developing  countries
to  rebuild  their  international  reserves  by  reduc-
ing  their  imports  and  obtaining  lower  growth
rates  contradicts  any  strategy  for  their  devel-
cpment  and  for  the  expansion  of  world  trade.

The  role  of  the  IMF  merits  consideration
given  its influence  on the  availability  of  inter-
national  liquidity.  From  the  purposes  set forth
in the  Articles  of  Agreement  of  the  IMF,  it is
easy  to  conclude  that  this  institution  should
play  a central  role  in the process  of  creation
and  distribution  of  international  liquidity.  The
Fund  is a primary  source  of  liquidity  because
it has the  power  to make  unconditional  allo-
cations  of  SDRs  to member  countries  in pro-
portion  to  their  qriotas  in the  institution.

Although  SDRs  are  the  first  reserve  asset
to be created  by  an international  decision  with
the  prirpose  of  becoming  the  main  reserve  asset
on a world  scale,  their  share  in the  total  inter-
national  reserves  of  IM  F member  countries  fell
from  9 per  cent  in 1971  to 2.1 per  cent  in 1993.
The  marked  decline  of  the  SDR  share  in inter-
national  liquidity  is related  to the  infrequency
with  which  the  Fund  has allocated  this  inter-
national  asset  and  the  small  amounts
allocated.21  SDRs  were  created  in  1969,  and
were  last  allocated  in 1981.22

In  addition  to allocating  SDRs,  the  IMF
participates  in the  dist,ribution  of  international
liquidity  throrigh  two  channels:  (a) granting
credit  directly  to its member  countrics,  and  (b)
scrving  as a catalyst  so that  countries  can  ob-
tain  resources  from  other  official  and  private
sources.

However,  the  IMF  is facing  difficulties  in
carrying  orit  these  tasks  effectively.  The  first
problem  is due  to the size of  the Fund  itself.

The  sum  of  member  countries  quotas  as  a
proportion  of  world  trade  (exports  plus  im-
ports)  reached  its historical  maximum  of  7 per
cent  in  the  late  1950s,  and  has  fallen  to  the  2.7
per  cent  it now  represents  (see  table  7).

Further  to the  Ninth  General  Review  of
Quotas,  the  IMF  terminated  its policy  of  en-
larged  access.  This  had  permitted  it to borrow
and  place  these  funds  at the  disposal  of  those
member  countries  whose  financial  needs  ex-
ceeded  the  amount  they  could  draw  from  IMF
resources,  albeit  at higher  interest  and  with
shorter  amortization  periods.

Moreover,  the  access  limits  to  IMF  credit
as a percentage  of  quotas,  were  reduced  from
110  to  65 per  cent  in one  year,  and  from  440  to
300  per  cent  over  three  years  as of  November
1992.  Within  the  Fund  (IMF,  1992)  little  im-
portance  is  given  to  this,  with  the  argument
that  in this  way  the institution  maintains  its
liquidity  position  for  the  corning  years,  and  that
member  countries'  potential  access  to financing
is not  impaired  in absolute  terms.  No  consid-
eration  is given  to the  fact  that  available  re-
sources,  in themselves  limited,  have  suffered  a
sharp  relative  decrease  as  a result  of  the re-
duction  in  the  size  of  the  Fund.23

It  is also  important  to note  that  since  the
debt  crisis,  the  mix  of  adjustment  and  financing
in  IMF  programmes  has  displayed  a marked
shift  toward  adjustment,  despite  the  burden
that  debt  service  imposed  for  highly  indebted
countries.  Thus,  these  countries  have  had  to
implement  adjustment  programmes  while  mak-
ing  substantial  net  transfers  of  resources  to
creditors.  It  is not  surprising  therefore  that  the
adjustment  prograrnrncs  of  thcse  countries  met
with  numerous  failures.

Partly  as  a result  of  constraints  on  fi-
nancing,  the  implementation  of  an  economic
programme  negotiated  with  the  IMF  does  not
guarantee  a successful  adjustment.  In  an anal-
ysis  of  266 programmes  backed  by the  LVIF
over  the period  1979-1989,  Killick  and  &Ialik
(1992)  and  Killick,  Malik  and  Manuel  (1992)
show  that  a little  over  half  of  these  prograrnrnes
(52  per  cent)  failed,  in the  sense  that  they  did
not  attaixi  their  targets  and  the  countries  were
not  able  to disburse  all  thc  resources  they  had

21 In addition,  the  characteristics  that  have  been  imposed  on  the  SDR  limit  its attractiveness.  Unlike  other  international
reserve  assets,  these  can  be maintained  only  by the  monetary  autliorities  of  member  countries  and  15 other  official
holders.  Since  no  market  exists  where  SDRs  can  be exchanged  directly  for  other  reserve  currencies  or negotiable
instruments  expressed  in these,  outside  the Fund  ttiey  cannot  be used  to intervene  in foreign  exchange  markets  and
their  usefulness  as a reserve  asset  is severely  limited.

22 There  are  in fact  34 member  countries  that  have  not  participated  in SDR  allocations  simply  because  they  joined  the
IMF  after  1981.

23 At  the same time,  the cost of 1A4F resources  is high. Over the period  1989 to early 1994, the IMF  charges, adjusted
for =burden  sharing",  remained  above the United  States Governmentas  cost of funds.  This result  reflects the policy
of  reducing  the non-remunerated  part  of  the reserve tranche  of member  countries.
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Table  7

RATIO  OF  IMF  QUOT  AS  TO  MERCHANDISE  TRADE

1950

1955

1959

1965

1970

1976

1978

1983

1990

1992

( Billions of  dollars )

(A)  .
Total  IMF  quotas

8.037

8.751

14.640

20.932

28.776

44.997

74.628

95.389

122.280

199.161

(B)
?"otal  trade

116.100

174.100

209.900

355.800

596.500

1899.900

2508.900

3475.200

6755.600

7409.200

(A)  / (B)
(Per  cent)

6.922

5.026

6. 975

5.883

4.824

2.368

2.975

2.745

1. 810

2. 688

Source:  IMF,  International  Financial  Statistics;  "Financial  Organization  and  Operations  of  the IMC",  Treasurer  s
Department,  Pamphlet  Series  No.  45,  Third  Edition.

available.24  Although  IMF  prograrnrnes  on  av-
erage  financed  9.9 per  cent  of  countries'  im-
ports,  successful  prograres  on  average
financed  16.9  per  cent,  while  in  failed
prograrnrnes  the  IMF  financed  only  6 per  cent.
This  suggests  that  many  of  the  failures  were
due  to insufficient  funding.

There  was  also  a marked  tendency  to re-
duce  imports  during  the  period  when  the
programmes  were  in operation.  At  the same
time,  investment  rates  fell  substantially,  not
only  during  the  programme  years,  but  also  in
the  years  immediately  following.  This  associ-
ation  of  programmes  with  lower  investment
rates  worild  seem  to  be inconsistent  with  the
objectives  stated  in article  l of  t}ic  Fund's  .Ar-
ticles  of  Agreement  of  facilitating  the  expansion
of  trade,  economic  activity  and  development,
and  of  supporting  adjustment  without  resorting
to measures  destructive  of  national  and  inter-
national  prosperity.

It has bcen  argucd  that,  more  than  pro-
viding  funds,  the  IMF's  approval  of  a
progran"ime  plays  an important  "catalytic  role"
on  inflows  of  external  credit  and  investment.
However,  experience  sliows  that  this  effect  is

generally  weak.  Consequently,  insufficient
funding  on  the  part  of  the  IMF  is not  offset  by
inflows  of  private  capital.  Therefore,  it is not
surprising  that  many  programmes  fail  due to
underfinancing.2S

Another  case  worth  mentioning  is that  of
programmes  affected  by temporary  exogenous
factors,  such  as a drop  in the  terms  of  trade,
floods,  droughts  and  other  natural  disasters.
The  Fund  does  not  provide  countries  with  ade-
quate  financing  to face  these  temporary  situ-
ations;  on  the  contrary,  it  usually  demands
further  adjustment  measuresfrom  them.

It  should  be recalled  that  one  of  the  basic
ideas  of  the  Bretton  Woods  agreement  was  a
distinction  between  temporary  external  pay-
ments  problems  and  those  brought  about  by
structural  factors.  In  the  first  case,  it was  not
considered  advisable  to  implement  measures
aimed  at restraining  domestic  demand  because
of  the  deflationary  effects  that  this  would  entail
for  the  country  and  for  th6  world  economy  as
a whole.  This  philosophy  has  changed  radically
since  the  early  1980s.  Today,  a typical  IMF
programme  prescribes  measures  that  require  a
compression  of domestic  demand,  i.e.  con-

24 Edwards  finds t)iat most countries  which  have followed  IMF  programmes  show a certain  improvement  in their ex-
ternal  accounts  and in their  inflation  levels, but  that  in meeting  groivth  targets,  these programmes  have been successful
mucli  less often.  Khan  reaches similar  results via a review  of IMF  programmes  implemented  in developing  countries
between  1973 and 1988 (Edwards,  1990; Khan  1990; Buira,  1983 and 1988).

25 It has been suggested that the cata)ytic  role of the Fund  is currently  fulfilled  through  additional  official  rather  than
private  capital  flows.  Nevertheless,  this is a weak argument  since, as explained  above,  net transfers  of  resources  from
official  creditors  to low income  countries  have diminished  significantly  over the last years.
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traction  of  salaries  in real  terms  and  reductions
in  government  spending,  regardless  of the
problem"s  origin  (Killick,  1992).  This  clearly
shows  that  there  is reduced  willingness  to co-
operate  in  the  solution  of  problems  that  affect
numerous  developing  countries.

D.  Distribution  and  adequacy  of

infernafiona/  reserves

An  analysis  of  the distribution  of  inter-
national  reserves  from  1960  to  September  1993,
shows  important  changes  in the  relative  partic-
ipation  of  industrial  economies  and  developing
economies  (see  table  8).  From  1960  until  the
early  1970s,  industrialized  countries  maintained
approximately  80 per  cent  of  international  re-
serves,  while  developing  countries  held  the  te-
maining  20 per  cent.

With  the  1973-1974  increase  in interna-
tional  oil  prices  there  was  a large  transfer  of
resources  from  developed  country  net  importers
of  crude  petroleum,  to  certain  developing
countries.  Consequently,  a considerable
change  came  about  in the  distribution  of  inter-
national  reserves  on  a world  scale.  The  share
of  industrialized  countries  fell  to  around  60 per
cent  of  the  total  by 1975,  and  remained  at this
level,  with  a few  fluctuations,  until  1993.

The  marked  downward  trend  of  the  par-
ticipation  of  industrialized  countries  in  total
reserves  is explained  mainly  by  developments  in
reserve  currency  countries,  particularly  in the
United  States  (see  table  8).  Expressed  as  a
percentage  of  the  world  total,  United  States
international  reserves  fell  by  25  percentage
points  between  1960  and  September  1993,  i.e.
from  32.3  per  cent  to merely  7.3 per  cent.

Developments  in the  distribution  of  re-
serves  within  the  developing  countries  as  a
group  are  of  even  more  interest.  For  analytical
purposes  these  were  divided  into  three  groups.
The  first  includes  18 countries  that  currently

have  access  to international  financial  markets
on a voluntary  basis.26  The  second  group  con-
tains  those  petroleum  producing  countries  not
included  in  the  first  group,27  while  the  third
group  comprises  all  the  remaining  developing
countries.  The  results  are shown  in table  8.

As  can  be  seen,  the  increased  partic-
ipation  r,f  developing  countries  in total  world
reserves  from  1960  to 1993  is accounted  for  by
those  countries  with  access  to international  fi-
nancial  markets.  The  proportion  of  interna-
tional  reserves  held  by  these  countries  shows  a
continued  upward  trend  in the period  exam-
ined.  In  fact,  it grew  from  7.5 per  cent  in 1960
to 31 per  cent  in September  1993.28

The  situation  in  the  rest  of  the  developing
world  is totally  different.  The  first  "oil  shock"
meant  that  producer  countries  were  able  to in-
crease  their  participation  in total  world  reserves
substantially  in the  early  1970s.  However,  fig-
ures  show  a continued  drop  in later  years  to
levels  lower  than  those  observed  in  1960.  In
the  case  of  the  other  94 countries  there  were  no
major  changes  throughout  the  period  exam-
ined;  in September  1993  they  held  barely  8 per
cent  of  world  reserves.

The  above  clearly  shows  that  world  dis-
tribution  of  international  reserves  is extremely
uneven.  Today,  22 industrialized  countries  and
18 developing  countries  control  90 per  cent  of
international  liquidity.  In  these  circumstances,
some  138  developing  countries  have  no volun-
tary  access  to international  financial  markets.
Furthermore,  110  of  them  hold  only  10 per  cent
of  total  international  reserves.29  These  are in-
adequate  to  allow  these  countries  to  utilize
their  economic  potential.  Low  income  coun-
tries  face  the  most  pressing  needs  for  interna-
tional  reserves  and  have  the  greatest  difficulty
in gaining  access  to them.  Faced  with  a reserve
scarcity,  these  countries  are forced  to reduce
imports  below  the  levels  they  could  othenvise
have  attained;  this  in turn  affects  t}ie  sales  of
their  trading  partners.

Table  9 shows  the  months  of  imports
covered  by  reserves  in  the  various  country

26 The  following  countries  were  considered:  Argentina,  Brazil,  Cliile,  China,  Colombia,  llungary,  Indonesia,  Israel,
Malaysia,  Mexico,  the  P)iilippines,  the  Republic  of  Korea,  Singapore,  South  Africa,  Taiwan  Province  of  China,
Thailand,  Turkey  and  Venezuela.  Other  developing  countries  with  access  to international  financial  markets  were
excluded,  either  because  of  lack  of  information,  or  because  they  have  not  resorted  to markets  in the  past  two  years,
or  because  they  have  a less than  O.5 per  cent  share  in total  securities  and,'or  stock  issues  in foreign  markets.  It  should
also  be noted  that  although  it is true  that  these  18 countries  have  had  access  to voluntary  international  financial
markets,  this  has  been  insufficient  in many  cases.

27 Although  some  oil  countries  have  voluntary  access  to iriternational  financial  markets,  their  participation  is very
modest.

28 In several  countries  the  increase  in international  liquidity  is accompanied  by a rise  in the  ratio  of  external  debt  to re-
serves.

29 The  IMF  International  Financial  Statistics  does  not  publish  inf'ormation  on international  reserves  for  the rest  of
developing  countries,  but  it is known  that  they  are  low,  and  that  in some  countries  the  situation  is precarious.
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Table  8

DISTRIBUTION  OF INTERNATIONAL  RESERVES  BY GROUPS  OF COUNTRIES

1960

All  countries 100.00

Industrialized  countries

Reserve  currency  countries  b

United  States

Non-reserve  currency  countries

83.89

57.24

32.28

26.65

Developing  countries 16.11

With  access  to intemational
capital  markets  C

Oil  producers

Others

(  Per'cent)

1970

100.00

77.86

43.67

15.54

34.18

22.14

11.08

4.01

7.05

1980

100.00

60.47

35.02

6.06

25.45

39.53

14.71

16.09

8.73

1990

100.00

65.90

33.04

8.94

32.85

34.10

24.57

3.77

5.76

1993  -

100.00

58.59

31.99

7.26

26.61

41.41

31.33

1.89

8.18

Source:  IMF,  International  Financial  Statistics.
a As of  September.
b France,  Germany,  Japan,  the United  Kingdom  and the United  States.
c The  following  countries  are included:  Argentina,  Brazil,  Chile,  China,  Colombia,  Hungary,  Indonesia,  Israel,

Malaysia,  Mexico,  the Philippines,  the Republic  of  Kote;i,  Sifigapore,  South  Africa,  Taiwan  Province  of  China,
Thailand,  Turkey  and Venezuela.  Other  developing  countries  with  access to international  capital  markets  were
excluded  because of  lack of.inf'ormation,  because they have not  resorted  to markets  in the past two years or
because  they account  for less than  O.5 per cent of  total  securities  and 'or stock issues in foreign  markets.

groups  considered.'  The  conclusions  that  can
be drawn  from  these  figures  are  consistent  with
those  from  the  analysis  of  the  distribution  of
total  reserves.  However,  a remark  should  be
made  about  the  evolution  of  this  indicator  for
developing  countries.  The  import  coverage  of
reserves  for  this  group  as a whole  rises  over  the
period  studied.  This  indicator  falls  (with  some
fluctuations)  in  the  case  of  oil  producing  coun-
tries;  it  increases  substantially  for  countries
with  access  to international  financial  markets,
and  to a lesser  extent  for  the  remaining  coun-
tries.

The  latter,  i.e. those  which  do not  have
access  to international  financial  markets  on a
voluntary  basis  and  which  are not  important
oil  producers,  present  the  most  interesting  case.
The  import  coverage  of  reserves  in these  coun-
tries  rose  from  2.1 months  in  1960  to 2.2 in
1980  and  2.8 in 1990.  During  1991 and  1992
the  reserves  to imports  ratio  rose  considerably
for  this  group  of  countries,  reaching  3.7 in the

latter  year.  At  first  sight,  this  coverage  of  for-
eign  purchases  would  seem  satisfactoiy.  How-
ever,  it is explained  by the  evolution  of  this
ratio  in a group  of  21 countries  whose  aggre-
gate  imports  stagnated  over  the  period
1990-1992.'  In  ot}ier  words,  for  most  countries
in  this  group  the  increased  coverage  of  imports
by reserves  observed  in recent years  was  due
to policies  of  import  contraction  that  limited
their  rate  of  economic  groivth  and  the  expan-
sion  of  world  trade.

Therefore,  the  concern  of  some  industri-
alized  countries  about  the  possible  inflationary
repercussions  of  a moderate  injection  of
liquidity  into  the  world  economy  is surprising,
particularly  at a moment  when  the  rate  of  in-
flation  in  many  of  them  is the  lowest  of  the  last
20 years.

Can  we  assume  that  the  growth  of  inter-
national  reserves  over  the  corning  years  will  be
consistent  with  a satisfactory  expansion  in

30 In the case of  certain  countries  the figures do not include  those years when the IMF  did not publish  information  on
international  reserves andfor  imports.

31 IMF,  International  Financial  Statistics,  several issues. The  countries  are Afghanistan,  Bahrain,  Bangladesh,  Bhutan,
Botswana,  Burundi,  Costa Rica,  Egypt,  Fiji,  Guatemala,  Guyana,  India,  Morocco,  Mauritius,  Nepal,  Paraguay,  Peru,
Tonga,  Togo,  Vanuatu  and Zaire.
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Table  9

IMPORT  COVERAGE  OF INTERNATIONA[  RESERVES

All  countries

Industrialized  countries

Reserve  currency  countries  a

United  States

Non-reserve  currency  countries

Developing  countries

With  access  to international
capital  markets  b

Oil  producers

Others

1960

5.75

6.97

8.18

14.18

5.29

3.01

4.01

4.74

2. 11

(Months)

1970

3.69

3.75

3.70

4.10

3.82

3.51

4.34

6.68

2.23

1980

2.79

2.34

2.27

1.28

2.45

3.93

3.35

9.78

2.17

1990

3.42

2.93

2.43

1.98

3.70

5.02

5.85

7.17

2.79

1992

3.28

2.59

2.24

1.58

3.13

5.24

6.00

4.33

3.68

Source:  IMF,  International  Financial  Statistics.
a France,  Germany,  Japan,  the United  Kingdom  and the United  States.
b The  following  countries  are included:  Argentina,  Brazil,  Chile, China,  Colombia,  Hungary,  Indonesia,  Israel,

Malaysia,  Mexico,  the Philippines,  the Republic  of  Korea,  Singapore,  South  Africa,  Taiwan  Province  of  China,
Thailahd,  Turkey  and Venezuela.  Other  developing  countries  With aCCeSS tO international  capital  markets  Were
excluded  because of  lack of  information,  because they have not resorted  to markets  in the past two years or
because  they  account  for  less than O.5 per cent of  total  securities  and;or  stock  issues in foreign  markets.

world  trade  and  production?  The  examination
of  the  sources  of  international  reserves  made  in
section  C suggests  that  it  is highly  unlikely  that
this  will  be  the  case.  Furthermore,  on past
experience  the  pattern  of  distribution  of  re-
serves  among  countries  can  be  expected  to
continue  to  be inefficient  and  inequitable.

The  above  problems,  which  reflect  a gap
in international  cooperation,  stem  from  the  ab-
sence  of  an  internationa}  institution  that  effec-
tively  weighs  and  provides  for  the  liquidity
needs  of  the  world  economy  as a whole  and  of
the  different  groups  of  countries.  In compli-
ance  with  its Articles  of  Agreement,  the  Inter-
national  Monetary  Fund  should  be called  upon
to perform  this  task.  As  the  econometric  esti-
mates  presented  in section  B show,  there  is a
stable  relation  between  the  demand  for  inter-
national  reserves  and  world  production  and
trade.  Thus,  it  is  possible  to  estimate  the
liquidity  needs  of  the  world  economy  as  a
whole  and  that  of  different  groups  of
countries.n

Under  current  rules,  an increase  in inter-
national  reserves  of  the  order  of  magnitude  re-
quired  over  the  next  resv years  would  be the
result  of  chance.  There  is no reason  to expect
tliat  the growing  demand  for  reserves  will  be
satisfied  by  an equivalent  expansion  in supply.
Therefore,  it  is  necessary  to  develop  mcch-

anisms  that  will  provide  certainty  that  the  fu-
ture  evolution  of  world  reserves  will  be
consistent  with  a healthy  growth  of  GDP  and

international  trade.  This  matter,  which  is of
crucial  importance  to  the  international  com-

munity,  shorild  be managed  in a rational  and
responsible  manner.

E.  Conclusions

Our  study  of  the  evolution  of  interna-

tional  liquidity  over  the  last  30 years  has  shown
the  following:

32 Based  on  these  econometric  relations  the  demand  for  international  reserves  of  the  world  economy  over  the  next  few
years  was  estimated.  The  purpose  of  this  exercise  was  simply  to illustrate  the  increase  in reserves  consistent  with  a
satisfactory  evolution  of  world  production  and  trade.  The  results  of  the  estimates  made  are  shown  in table  10.  Details
of  these  projections  are  given  in the  annex.
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(l)  Despite  the  objectives  that  the  interna-
tional  community  has set itself  since  the
creation  of  the  Bretton  Woods  institutions,
and  especially  since  the  Second  Amend-
ment,  the  growth  of  international  liquidity
depends  on  the  external  imbalances  of  the
world"s  major  economies,  which  continue
to  be  the  main  source  of  international
liquidity.  In  addition,  access  to secondary
sources  of  liquidity,  i.e. the international
capital  markets,  is largely  limited  to indus-
trialized,  and  a few  developing  countries.

(2)  The  present  distribution  of  international
liquidity  is  inefficient  and  inequitable.
Most  countries  in the  world  are forced  to
limit  their  imports  and  level  of  activity  to
avoid  payment  crises.  The  situation  of  low
income  countries  is particularly  serious,  as
their  need  for  international  reserves  is
greater  and  their  access  to them  more  dif-
ficult.

(3)  The  IMF  has  not  played  the  central  role
in  the  creation  and  distribution  of  interna-
tional  liquidity  assigned  to it. In  addition,
its  resources  have  gradually  decreased  as a
proportion  of  world  trade  and  are insuffi-
cient  to provide  adequate  support  to ad-
justment  programmes.  As a result,  these
programmes  often  fail,  and,  even  when
successful,  generally  give  rise  to high  costs
in terms  of  unemployment  and  low  eco-
nornic  growth.

(4)  Although  the  international  con'u'iiunity
adopted  the  objective  of  making  SDRs  the
principal  reserve  asset,  their  share  in inter-
national  liqriidity  has  decreased  notably
and  today  tl'ie SDRs  are of  littlc  impor-
tance.

(5)  Tl'ie  present  problems  related  to the cre-
ation  and  distri'oution  of  international
liqriidity,  are largcly  due  to tlic  fact  tliat
no  institution  effectively  evaluates  the
nccds  of  the  world  cconomy  and  }iow  they
can  best  be met.  Therefore,  it is unlikely

that  left  to  itself  the  supply  of  international
liquidity  will  match  the  liquidity  require-
ments  of  the  global  economy  and  of  the
different  groups  of  countries,  so as to  "fa-
cilitate  the  expansion  and  balanced  growth
of  international  trade,  and  contribute
thereby  to  the  promotion  and  maintenance
of  high  levels  of  employment  and  real  in-
come  and  to the  development  of  the  pro-
ductive  resources  of  all  members  ." 33

(6)  Since  the  demand  for  international  reserves
is a stable  function  of  the  behaviour  of
production  and  world  trade,  it is possible
to  determine  the  liquidity  needs  of  the
global  economy  and  of  the  different  groups
of  countries.

(7)  In  the  same  manner  that  the  central  bank
of  each  country  estimates  every  year  what
the  economy's  liquidity  needs  will  be under
certain  price  and  GDP  growth  assump-
tions,  the  International  Monetary  Fund
could  estimate  the overall  liquidity  needs
of  the  world  economy,  and  of  different
groups  of  countries,  considering  their  ac-
cess to the  various  sources  of  international
liquidity.  Based  on  this  analysis,  the
international  community  could,  through
the  IMF,  consider  what  measrires  would
be  appropriate  to  adjust  the  supply  of
international  liquidity  to levels  consistent
with  groisth  with  stability  in  the  world
economy.

(8)  To  this  end,  t}ie  IMF  could  allocate  SDRs
for  the  appropriate  amount  to be distrib-
uted  among  member  countries  according
to their  quotas.  Industrial  countries  could
donate  tlieir  allocation  to intcrnational  in-
stitutions,  such  as the  International  Mon-
etary  Fund  and  the  World  Bank.  These  in
turn  would  make  tliem  available  to those
developing  countries  facing  difficulties  of
access  to otlicr  sorirces  of  financc.34  The
benefits  for  the  world  economy  of  a better
management  of  world  liquidity  scem  evi-
dent.

33 See Article  l (ii)  of  the  Articles  of  Agreement  of  tlie  IMF.

34 These  international  institutions  might  also  consider  the  possibility  of partly  subsidizing  the  interest  rate  charged  on
the  use  of  these  resources  in the  case  of  low  income  developing  countries.
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ANNEX

Estimates  of the  demand  for  international  reserves  1993-1998

Two  scenarios  were  considered  for  the
period  1993-1998  for  both  the industrial  and
developing  ceuntries.  The  first  scenario  takes
the  medium-term  estimates  given  in  IMF
(1993b,  October)  as its starting  point.  These
figures  assume  average  real  GNP  growth  of  3
per  cent  for  industrialized  countries  and  of  5.6
per  cent  for  developing  countries.3s

Since  the  Wodd  Economic  Outlook  does
not  forecast  import  growth  over  the  period,  an
income  elasticity  of  1.5 was  used  to  project  the
imports  of  industrial  countries.  This  elasticity
is the  average  of  the  estimates  made  by  various
authors  in recent  years  (Goldstein  and  Kahn,
1984).  On  that  basis,  an  average  annual  growth
rate  for  imports  of  4.5 per  cent  in real  terms
was  obtained.  While  it may  be expected  that
the  income  elasticity  of  demand  for  imports  of
developing  countries  will  be greater  than  that
of  industrial  countries,  the  same  assumption
was  used  in both  cases.  Thus,  the  estimated
annual  increase  in  imports  of  developing
countries  averaged  7.2 per  cent  in real  terms
from  1993  to 1998.

The  second  scenario  takes  into  account
t}ie  effect  of  the successful  conclusion  of  the
Uruguay  Round.  On  the  basis  of  GATT  esti-
.mates,  which  project  that  the  level  of  world
trade  in  t}ie year  2005  will  be  12.5 per  cent

Table  10

higher  than  it would  have  been  without  the
Round,  the  rate  of  growth  of  imports  of  indus-

trial an,d developing  countries was adjusted.
Thus,  under  this  assumption  annual  growth
rates  for  imports  of  5.3 per  cent  and  8.1 per
cent  in real  terms  are projected  for  1993  to
1998.  These  coupled  with  the  income  elasticity
assumed,  result  in  real  annual  increases  of  GNP
of  3.6  per  cent  for  industrialized  countries,  and
of  6.7  per  cent  for  developing  countries.

For  the  independent  variable  Z, which
measures  the  variability  of  international  trans-
actions,  a constant  value  was  assumed  for  the
forecasted  years  equal  to the average  for  the
five  previous  years.  On  the  basis  of  these  as-
sumptions  and  the  econometric  estimates  con-
tained  in  section  B,  the  demand  for
international  reserves  was  estimated.  The  re-
sults  are  shown  in  table  10.

As  can  be  seen,  the  estimated  average
annual  grosvth  of  demand  for  internationaI  re-
serves  of  industrial  countries  consistent  with
the  figures  assumed  for  the  evolution  of  their
trade  and  production  are  6.9  per  cent  (nominal)
under  scenario  1, and  7.6 pcr  cent  under  sce-
nario  2.  The  corresponding  figures  for  devel-
oping  countries  arc  8.5  and  9.4  per  cent
respectively.

PRO.lECTIONS  OF  THE  DEMAND  FOR  INTERN  ATIONAI  RESERVESa

OBS  992
993
994
995
996
997
998

Average  annual  grosyth
1992-1998  (percentage)

(Billions  of  dollars)

20 industrial  countries

Scenario  /

565.6
595. l
636.1
682.  l
732.3
786.4
844.3

6.9

Scenario  2

565.7
595.7
640.9
692.4
748.9
810.2
876.4

7.6

29 developing  cormtries

Scenario  I

173.4
181.3
193.5
210.2
230.7
254.9
282.8

8.5

Scenario  2

173.4
181.3
195.4
214.3
237.5
265.0
296.8

9.4

Sorirce:  I}IF,  International  Financial  Statistics,  and  World  Econornic  Outlook,  October  1993.
a  Figures  in nominal  terms.

35 It should  be noted  that the 1:\4F projections  cover  the period  1995-1998.  In the tests made,  the medium-term  economic
growth  rates are applied  from  1993 onward  since, as pointed  out  above,  the object  of  the test is to analyse  the groyiath
of  international  reserves compatible  with  the sound expansion  of  the world  economy.
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THE  MANAGEMENT  OF  CAPITAL  FLOWS:

DCh\/IESTIC  POLICY  AND  INTERNATliONAL  COOPERATION

Gui//ermo  A. Calvo'

ABSTRACT

Capital  flows into developing countries have exhibited a substantial increase since 1990. The
change is especially dramatic in Latin America, where flows have more than doubled. However,
capital  flows  have also been substantial in Asia where, as in Latin America, the change in those flows
has represented about 3 per cent of  GDP. This phenomenon has roots in both domestic and external
factors.  Statistical  analysis for  Latin America suggests that the weight of  these factors  is about the
same. Therefore, in addition to good domestic policies,.external  factors  are likely to play an important
role in future  developments. 7fl this connection, the paper singles out two factors  that may contribute
to a gradual  drying up of  capital  flows rowards developing countries: ( a ) a worsening of  the current
account (of  the balance of  payments) in the industrialized  countries (implying  an improvement in the
developing coymtries), and (b) a tendency on the part of developing countries to channel capiral
inflows more towards a current account deficit, arid less towards the accumulation of  international
reserves. The combination of  these tsvo factors  implies (recalling  that, abstracring  from  errors and
oipzissions, capital inflows =  current account deficit + reserves accumulation) lower capital inflows
imo  developing  couritries.

A discussion of  the macroeconomics of  capital inflows reveals the possibility  that capital inflows
nray be driven by: (a) self-fuffilling  prop}iecies, whereby capiral iriflows create favourable  conditions
for  capital to continue flowing  in, and, syn'imetrically, for  capital to continue flowirig  out on the face
of capital outflows, somewhat independently of a change in 'fundamentals": (b) stabilization
progranrmes rhat cause greater efficiency in domestic credit markets, thus facilitating  capital inflosvs,
and, in stark contrast,, ( c ) stabilization  programmes that induce speculative capital inflows due to
imperfect credibility  of  policy and,'or policymakers.  Conditions (a) and (c) justify  government inter-
vention,  u4xile  (  b ) does  not.

Government intervention to offset the effects of  capital inflows may also be called for  when these
flows (a) bring about wide ssvings in relative prices (e.g. real exchange rates), or (b) interfere with
other  domestic  policies,  a prominent  example  being  explicit  or  implicit  insurance  on bank  deposits  by

the central bank. Considerarion (a) may call for  controls on capital mobiliry to prevent tempovaiy
and imaidicipated  changes in relative prices, while corisideration ( b ) may call for  a perrnanent contyol
0/7 massive capital ourflows.

T}iere is a wide meriu of  policies to deal svith capiral mobility. However, on the whole, few are
effective arid some may be counterproducrive.  For example, open-market sterilization  of  capital in-
flosvs n'iay contribute to a larger  fiscal  deficit (due to the spread between domestic and international
interest rates) and seriously inteifere  with price stabilization. Fiscal policy may be effective if  based
O/? curting govermnent expendirure, but may fail  if  exclusively based on raising income taxes. In con-
trast, a direct tax on capiral  flows may be highly effective, although its effect is likely to dwindle over
time as individuals and firms  find  ways to bypass such a tax ( through under- or over-invoicing imports

I am grateful  to Sara  Calvo,  Leonardo  Leiderman  and Carmen  Reinhart  for  useful  comments.
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and exports, for  example ). The monetary impact of  capital flows could be attenuated by allowing the
exchange rate to fluctuate (withiri certain bands). This policy, however, may not be effective if  the
economy  is highly"dollarized".

This is an area where international cooperation could be highly effective, particularly  to help in
lowering the probability of currency runs and financial disruptioris that accompany massive capital
outflows. Unfortunately, however, the sums that would have to be involved are far larger than those
committed to institutions like the IMF. An indirect way to obtain international support for the do-
mestic financiol  system is to facilitate  the emry of internation,al banks.

A. Introduction

The  Bretton  Woods  system  was  designed
to provide  an  effective  framework  for  free  trade
among  sovereign  nations  and  to accelerate  the
process  of  reconstruction.  A major  short-run
concern  of  the  system's  architects  was  growing
protectionism  after  World  War  II.  In  that  re-
spect,  the  IMF  was  created  to cover  short-term
balance-of-payments  imbalances  that,  other-
wise,  might  have  led  countries  to impose  trade
barriers.  It  is worth  emphasizing,  though,  that
balance-of-payments  difficulties  were  expected
to arise  mostly  from  trade-balance  deficits,  and
much  less  from  deficits  in  the  capital  account.'

In contrast  with  the  motivation  behind
the Bretton  Woods  system,  the  modern  inter-
national  economy  is  characterized  by a high
degree  of  capital  mobility.  Financial  capital
crosses  national  frontiers  at the  speed  of  light,
and  the  sums  involved  are substantial.2  Coun-
tries  go through  capital-inflows  bonanzas  in  the
midst  of  a collapse  in their  terms  of  trade,  and
fail  to recover  from  balance-of-payments  crises
even  though  they  are  capable  of  mustering
sizcable  trade-balance  surpluses  (e.g.  several
highly-indebted  countries  in  the  1980s).
Therefore,  the  capital-flows  issue  has  taken
centre  stage  in the  debate  about  the  appropri-
ate  international  financial  system  and  the  role
of  international  financial  institutions.

This  paper  is heavily  colourcd  by rcccnt
events  and,  hence,  it is biased  toward  short-run
issues.  I-Iowever,  the  long  run  being  a suc-
cession  of  short  runs,  the  discussion  will  hope-
fully  help  in exhibiting  the  pros  and  cons  of
different  longer-run  operating  procedures.

Section  B presents  a brief  description  of
recent  capital-inflows  episodes  in several  devel-

oping  countries.  This  helps  to set the  stage  for
the rest  of  the  paper  and  to identify  the  key
factors  behind  capital  flows.  Section  C dis-
cusses  the  macroeconornics  of  capital  mobility
in  greater  detail  and  section  D explores  possible
- and  plausible  - grounds  for  government  inter-
vention.  Section  E discusses  several  domestic
policies  to ameliorate  the  effect  of  capital  in-
flows,  while  section  F complements  the  dis-
cussion  by  bringing  in  the  possibility  of
international  cooperation.  Section  G closes  the
paper  with  some  final  remarks.

B. Recent  developments

International  capital  flows  started  to
change  their  course  around  1990,  away  from
industrialized  countries  that  had  been  tlic  bcn-
eficiaries  of  those  flows  during  most  of  tlie
1980s  - notably  the  United  States  - and  into
developing  ones,  some  of which  - notably
highly-indebted  countries  - had  endured  almost
a decade  of  virtual  exclusion  From  tlie  intcrna-
tional  capital  market.  Initially,  the  plicnomc-
non  was  attributed  to  the  good  economic
performance  of  a handful  of  couritries.  Evcn-
tually,  however,  it became  apparent  that  tlie
phenomenon  was  widesprcad,  affccting  both
countries  showing  an exemplary  policy  record
and  countries  still  grappling  witli  ineffective
macroeconornic  policy,  showing  that  the  phc-
nomenon  has a global  nature.  The  flows  are
large  - amounting  to about  3 pcr  cent  of  GDP
for  Latin  America  and  Asia,  and  rcaching  15
per cent  of  GDI)  for  corintries  like  Malaysia
and  Thailand  (Calvo,  Lciderman  and  Rcinliart,
1993b)  - and  have  kept  their  intensity  until

l The  Articles  of Agreement  aim  at  eliminating  trade  and  exchange  restrictions,  and  at establishing  currency
convertibility.  Hosvever,  their  emphasis  is on current  accormt  converubility,  rather  than  on  capital  accoxmt
convertibility  (Green  and Isard,  1991).

2 Feldstein  and Horioka  (1980)  claim  that net capital  flows  are small,  given the high correlation  between  national  saving
and investment.  Even granting  the validity  of  the Feldstein-}-lorioka  finding  (for a criticism,  see Obstfeld,  1986),  spikes
of capital  flows have been at the heart  of recent major  financial  disrupLions,  as yvitnessed by the recent currencies
turmoil  in Europe.  The Feldstein-Horioka  conjecture  is especially  debatable  for developing  countries  where capital
flows have been substantial.
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Table  I

LATIN  AMERICA:  BALANCE  OF  PAYMENTS,  1985-1994  -

Year

985
986
987
988
989
990
991
992
993
994

Balance of  goods,
services  and  private

TRANSFER '
($ billion)

(l)

- 5.5
- 19.8
- 11.8
- 13.4
- 10.1

- 8.5
-20.5
-34.7
- 35.1
- 38.2

Balance  on capital
account  plus  net

errors  and  omissions  h
($ billion  )

(2)

Change  in

reserves  C

($ billion)
(3)

- 1.0
6.6

- 3.2
7.7

- 2.6
-15.1
- 18.4
- 18.7

-4.0
- 5.0

-(3)H2)
x ZOO

(4)

a  Data  for  Western  hemisphere  from  IfVIF,  World  Economic  Outlook  (various  issues).
b  A  minus  sign  indicates  a deficit  in the  pertinent  account.  Balance  on  goods,  services  and  primte  transfers  is

equal  to  the  current'  account  balance  less official  transfers.  The  Jatter  are  treated  in this  table  as external
financing  and  are  included  in the  capital.account.

c  A  minus  sign  indicates  an  increase.

rently  spreading  to  countries  tliat  were  excluded
from  the  first  wave  of  capital  inflows,  as in  the
case  of  Ecuador,  and  increasing  its  intensity  in
some  "hot"  spots,  like  Hong  Kong  and  China.

Tables  l and  2 present  some  key  charac-
tcristics  of  the  above  phenomenon  for  Latin
America  and  Asia.  These  areas  provide  a use-
ful  testing  ground  for  the  hypothesis  tliat  the
recent  flows  reversal  is a global  plicnomcnon.
Tlie  two  areas  have  no close  links  ivith  each
other  through  trade  or otherwise.  I-Iowever,
starting  in.l990  botli  areas  experience  a size-
able  incrcase  in capital  inflows  which,  on an
annual  basis,  more  than  double  the  flows  in  tlie
period  1985-1989.  Another  interesting  com-
mon  characteristic  is that,  as shown  in coluinn
(4) of  tables  l and  2, the  initial  surge  (i.e.  in
1990)  was  met  with  reserve  accumulation  of
over  60 per  ccnt  of  total  capital  inflows,  while
in  1993-1994  reserve  accumulation  has  been
below  40 per  cent  in Asia,  and  slightly  over  10
per  cent  in Latin  Amcrica.  I-Icncc,  more  and
more,  capital  inflows  take  the  form  of  larger
current  account  deficits.  Thus,  reserve  accu-
mulation  "fatigue"  or "satiation"  in Asia  and
Latin  America  appears  to be setting  in.  Actu-

 can  be observed  in  the
behaviour  of  the  stock  of  international  reserves
in developing  countries  as a whole.  According
to the  IMF,  in the  period  1990-1991,  reserves
in those  countries  grew  at an average  annual
rate  of  more  than  19 per  cent,  while  in the  pe-
riod  1992-1993  they  grew  at 9 per  cent,  and  the
forecast  for  1994  is 7 per  cent.

Table  3 shows  that  despite  strong  sirni-
laritics,  the  two  regions  exhibit  some  interesting
contrasts.  In  tl'ie  first  place,  while  in  the  period
1990-1992  investment  in  Asia  increased  by
three  percentage  points  of  GDP  (in  relation  to
1984-1989),  in Latin  America  it declined.4  Fur-
thermore,  over  the  same  periods  the  increase  in
foreign  direct  investment  represents  44 per  cent
of  the  increase  in capital  inflows  in  Asia,  while
it is only  17 per  cent  in  Latin  America.  Calvo,
Leiderman  and  Reinhart  (1993b)  suggest  that
these  differences  may  help  to explain  the  fact
that  the  real  exchange  rate  (i.e.  the  relative
price  of  tradeables  with  respect  to
non-tradeables)  shows,  on  average,  a less
pronounced  appreciation  in  Asia  than  in Latin
America  during  the  capital  inflows  episode  (i.e.
from  1990).  This  point  iiaill  be  further
elaborated  in  what  follows.

3 In tliis  paper  Asia  and  La(in  America  refer  to the  group  of'  countries  labelled  Asia  and  lVestern  hemisphere,  respec-
tively,  in IMF  (1993).

4 It is worth  noting  that  intra-Latin  America  differences  are  also  important.  For  example,  while  investment  substantially
increases  in Bolivia  and  Chile,  it  declines  in Argentina,  Brazil  and  Peru.
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Table  2

ASIA:  BALANCE  OF  PAYMENTS,  1985-1994a

Year

985
986
987
988
989
990
991
992
993
994

Balance of goods,
services  and  private

transfers b
($ billion)

(l)

-18.7
-1.1
14.8

2.6
- 8. l

- 10.0
- 10.2

- 125.2
- 31.2
- 26.8

Balance  on capital
account  plus  net

errors  and  omissions  b
($ billion)

(2)

7
5
7
7
l
6
5
l
7
3

Change  in
reservesC

($ billion)

(3)

-4.0
- 24.4
- 39.5
- 11.3

-9.0
- 21.6
- 39.3
- 21.9
- 10.5
- 15.5

-(3H(2)
x 100

(4)

18
96

160
130

53
68
79
46
25
37

a  Data  for  Asia  from  IMF,  World  Economic  Outlook  (various  issues).
b A  minus  sign  indicates  a deficit  in the  pertinent  account.  Balance  on  goods,  services  and  private  transfers  is

equal  to the  current  account  balance  less official  transfers.  The  latter  are  treated  in this  table  as external
financing  and  are  included  in the  capital  account.

c A  minus  sign  indicates  an  increase.

The  real  exchange  rate  plays  a key  role  in
resource  allocation  and  income  distribution.
As shown  in Calvo,  Leidcrman  and  Reinhart
(1993b)  most  countries  experiencing  capital  in-
flows  have  exhibited  a tendency  towards  ap-
preciation  of  their  real  exchange  rate.  The
rationale  is simple.  A surge  of  capital  inflows
takes  the  form  of  either  reserve  accumulation,
or a deficit  in the  current  account  of  the  bal-
ance  of  payments.  The  first  form  has  no obvi-
ous  consequences  on the  real  exchange  rate.
The  second,  howevcr,  reflects  an  increase  in the
excess  demand  for  tradeable  goods  (abstracting
from  exogenous  surges  of  transfers  from
abroad)  which,  in turn,  is likely  to  reflect  a
surge  in  aggregate  demand.

Given  the  initial  relative  price  of
tradcables  with  respect  to non-tradeables,  the
increase  in aggregate  demand  is likely  to spill
over  to  both  tradeable  and  non-tradeable
goods.  Supply  conditions  of  these  two  typcs
of  goods  are,  as a general  rule,  quite  different.
l"he  supply  of  tradcablc  goods  is more  price-
elastic  than  tlie  supply  of  non-tradeable  goods,
particularly  for  countries  which  are  small  in
international  markets.  Thus,  the  srirge  in ag-
gregate  demand  is likely  to increase  the  relative
price  of  non-tradeable  goods  or, equivalently,
to appreciate  the  real  exchange  rate.

Since,  as noted  above,  Asia  seems  to de-
vote  relatively  more  of  its capital  inflows  to in-

vestment  - which  for  small  developing  countries
is likely  to contain  a large  tradeables  compo-
nent  - the  composition  of  aggregate  demand  in
Asia  is likely  to be slanted  towards  tradeable
goods.  Thus,  following  the  logic  of  the  above
paragraphs,  one  would  expect  a smaller  appre-
ciation  of  the  real  exchange  rate  in Asia  than
in Latin  America.

Direct  foreign  investment  may  also  amcl-
iorate  the  effect  of  capital  inflows  on the  real
exchange  rate.  The  reason  for  this  is slightly
more  subtle  than  in tlie  previoris  case.  Direct
foreign  investment  is financed  from  abroad  and,
in principle,  does  not  require  the  services  of  tlie
domestic  financial  system  (specifically,  domes-
tic  banks).  In  contrast,  investment  financcd  by
the  domestic  financial  system  involves  a more
convoluted  process.  For  example,  suppose  t}ie

new investment is financcd by banks from CaP-
ital  inflows  that  take  the  form  of  bank  deposits.
In  the  absence  of  perfect  domestic  credit  mar-
kets,  banks  are likely  to use some  of  the  addi-
tional  deposits  to  finance  domestic
consumption  wltich,  as a general  rule,  is more
noxi-tradeable-goods-intensive  tlian  invcstmcnt.
Thus,  when  all is  said  and  done,  the  same

amorint  of  investment  financed  through  the
banking  system  is likely  to entail  a larger  de-
mand  of  consumption  goods  and  a larger  ap-
preciation  of  the  real  excliange  rate  than  under

foreign  direct  investment.S

5 This argument  presumes  some degree or credit  "segmentation  Under  perfect  external  and domestic  credit  markets
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A more  technical  analysis  of  the  data  re-
veals  a surprising  degree  of  co-movement  of
variables  associated  with  capital  inflows  across
different  countries.  Calvo,  Leiderman  and
Reinhart  (1993a)  report  this  finding  for  Latin
America,  and  show  that  the  degree  of  co-
movement  increased  after  1990  compared  to
the  debt-crisis  period.6  There  are high  corre-
lation  coefficients  across  Latin  America  for
international  reserves  and  real  exchange  RATES."
In  addition,  Calvo,  Leiderman  and  Reinhart
(1993a)  show  that  a large  proportion  of  the
variation  in those  series  can  be explained  by
events  outside  the  region,  like  United  States
output  and  interest  rates.  According  to these
findings,  capital  inflows  into  Latin  America
expand  as the  United  States  economy  enters
into a recession and/or  its (short-term)  interest
rates  decline.  Thus,  we  can  conclude  that  there
is strong  support  for  the  hypothesis  that  a not
insubstantial  share  of  the  capital  inflows  is due
to  developments  outside  the  receiving  region.

The  other  side  of  the  coin  to capital  in-
flows  in developing  countries  are capital  out-
flows  from  industrial  ones.  The  current
account  of  industrial  countries  exhibits  a re-
markable  improvement  in  1991.  Since  then,
however,  the  deficit  in the current  account  of
industrial  countries  has  gradually  increased,
reaching  an estimated  $46  billion  in 1993.  Ac-
cording  to  the  IMF  this  trend  will  accelerate  in
1994,  when  it  will  reach  $72  billion  (IMF,  1993,
p.  162).  Therefore,  when  the  latter  is coupled
with  reserve  accumulation  "fatigue"  on  the  part
ofa developing  c.ountries,  it follows  that  capital
flows  to developing  countries  are likely  to dry
up,  or  at  least  to suffer  a substantial  decline,  in
the  near  future.  To  see this,  consider  the  ex-
treme  case  in which  developing  countries  are
unwilling  to  accumulate  further  international
reserves  and,  thus,  capital  inflows  into  those
corintries  are matched,  dollar  for  dollar,  by a
deterioration  of  their'current  account.  Ab-
stracting  from  errors  and  omissions,  the sum
of  the  current  account  of  industrial  and  devel-
oping  countries  has to be nil.  Thus,  the ex-
pected  deterioration  of  the  current  account  of
industrial  countries must be ac5:ompanied by
an improvement  in  that  of  developing  countries
whic}'i,  in  turn,  implies  (by  the  reserve  accumu-

lation  fatigue  assumption)  that  capital  flows
into  developing  countries  will  have  to  fall.

Consequently,  the  above  observations
plus  the  consensus  forecast  that  United  States
output  and  interest  rates  are  heading  upwards,
suggest  that  the  period  of  capital  inflows  into
developing  countries  may  be corning  to an end.

C. The macroeconomics  of  capital
f/ows

In  the  last  15 years  we  have  seen  periods
of  high  capital  mobility  to  developing  coun-
tries,  followed  by  a debt  crisis  episode  that  wit-
nessed  a sharp  contraction  of  voluntary  finance
to the affected  countries.  This,  in turn,  was
followed  by  renewed  access  to  international
capital  flows.  Moreover,  such  swings  have
been  large  and  appear  to have  sizeable  macro-
economic  effects.  In  this  section  we  will  discuss
the  causes  of  such  large  capital  flows  and  some
key  propagation  mechanisms.  International
and  domestic  factors  will  be discussed  under
separate  subheadings.

1.  International  factors

In  order  for  capital  to flow  to a given
country  there  must  be incentives  for  suppliers
to move  their  funds  into  that  country,  and  for
domestic  residents  to borrow  them.  As  noted
above,  empirical  research  suggests  that  the
current  surge  in capital  flows  is partly  moti-
vated  by developments  in industrial  countries.
A  classical  explanation  wiould  run  as follows:  a
fall  in interest  rates  of  industrial  countries  in-
creases  the  gap  between  the  rate  of  return  on
investment  projects  in  industrial  and  developing
countries,  prompting  wealth  holders  to change
their  portfolio  composition  in  favour  of  the
latter.a

An  alternative  explanation  for  the  ob-
served  impact  of  United  States  dollar  denorni-
nated  interest  rates  on  capital  flows  dwells  on
the fact  that,  before  the Brady  Plan  was  prit

it will,  of  course,  make  no difference  whecher  investment  is direcuy  funded  from  abroad,  or funded  Lhrough domesticfinancial  intermediaries.
6 These authors  scale each series so that  its variance  equals one. Thus,  even when the degree of  co-movement  is sig-nificantly  positive,  this does not rule  out  the existence  of  large differences  in orders  of  magnitude  across countries.
7 These highly  positive  correlations  are especially  remarkable  given that they are based on monthly  data which,  onewould  expect,  suffer  from  large and extraneous  noise.
8 This explanation,  however,  runs into some empirical  hurdles.  For example,  although  United  States dollar  and yendenominated  interest  rates went  down  after 1990,  Deutsche  mark  denominated  interest  rates increased  sharply.  Thus,interest  rates have had to be adjusted  for, at least, devaluation  risk.  In the case of Latin  America,  however,  the useof United  States dollar  denominated  interest  rates as independent  variables  in a capital  flows equation  is less prob-lematic,  because  countries  in that  region  have shown  a tendency  to peg their  currencies  to the United  States dollar.



KEY  INDICATORS  FOR  SELECTED  LATIN  AMERICAN  AND  ASIAN  COUNTRIES

( As percent  of  G DP )

Latin  America

Average  of
Argenrina  Bolivia  Brazil  Chile  Colombia  Ecuador  Mexico  Peru  Uruguay  Venezuela  10 countries

Capital  account  a
1984-198';)  -1.6
1990-1992  2.2

Direct  investment
1984-1989  0.9
1990-1992  1.8

Investment
1984-1989  18.1
1990-1992  15.  l

Public  consumption
1984-1989  12.4
1990-1992  14.2

0. 5 0.5
1. 0 0.3

10.1  17.2
13.5  15.8

11.3  11.1
11.6  12.4

0.6  0.8
0.8  1.6

18.7  20.1
20.2  21.7

11.6  11.1
8.4 b 10.3

12. 2
13. 8

13.7
13.3b

Republic  of
Indonesia  Korea  Malaysia

Capitai  account
1984-1988  2.2  -2.0  -0.4
1989-1992  5.0  1.3  8.7

Direct  investment
1984-1988  0.5  0.3  2.7
1989-1992  1.2  6.2

Investment
1984-1988  23.8  28.9  26.0
1989-1992  25.4  36.3  32.8

Public  consumption
1984-1988  10.0  9.8  12.5
1989-1992  10.2  9.7  10.6

Source:IMF,  World  Economic  Outlook  (various  issues).
a Includes  errors  and  omissions.
b Data  available  only  through  1991.

Asia

Taiwan  Average of
Philippines  Singapore  Sri Lanka  Province of China  Thailand  8 countries
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into  effect,  the  interest  rate  on  the  external  debt
of  highly  indebted  countries  (HICs),  which  in-
cluded  several  countries  in Latin  America,  was
indexed  to the LIBOR.  Hence,  a fall  in the
latter  may  have  caused  an  irnrnediate  "liquidity"
relief  for  HICs.9  However,  such  a relief  was  not
enough  to extricate  them  from  the  list  of  bad
debtors,  as evidenced  by  the  fact  that  secondary
market  prices  for  HICs"  debt  remained  below
parity.  Thus,  no net  new  lending  is necessary.
To  illustrate  this  point,  consider  the  case  in
which  countries  allocate  a given  flow  Y to ser-
vice  the  external  debt.  The  fall  in the LJBOR
increases  secondary-market  prices,  but,  by as-
sumption,  does  not  expand  the  funds  available
for  debt  service.  In  this  context,  new  loans  will
have  to  be  serviced  from  the  same  pool  Y.
Thus,  new  lending  will  take  place  only  if  sec-
ondary  market  prices  fall  relative  to their  level
if  there  were  no new  loans.  Hence,  the  emer-
gence  of  new  loans  can  be rationalized  along
these  lines  only  if  secondary  market  prices  in-
creased  by  less than  what  could  be accounted
for  by  the  fall  in  the  LIBOR.'o

In  addition  to international  interest  rates,
capital  flows  may  be driven  by  the  international
economic  cycle.  A  recession  in  industrial
countries,  for  example,  could  reduce  the  ex-
pected  rate  of  return  on capital  thcre,  and  in-
duce  capital  to  flow  to  developing  countries.
This  inverse  cycle  relationship  is borne  out  by
data  on the  United  States  and  Latin  America.
But  it need  not  be so in general.  According  to

conventiona% wisdom,  for example, a recession
in  industrial  countries  is likely  to bring  about  a
recession  in the  "peripliery"  by depressing  de-
vcloping  countries"  exports.  Consequently,  re-
cession  in  industrial  countries  would  bring
about  a decline  in the  rate  of  return  on capital
in developing  countries,  making  the direction
of  capital  flows  ambiguous.

In recent  episodes  the above-mentioned
conventional  relationship  between  output  in
developed  and  developing  countries  appears  to
have  been  reversed.  Recession  in  industrial
corintries  has recently  been  associated  with  an
expansion,  not  a contraction,  in several  devel-
oping  countries  (Engle  and  Issler,  1993).  A
possible  explanation  for  this  new  plienomenon
is that  capital  flows  themselves  may  have  been
prompted  by  tlie  expectation  that  rates  of
return  were  about  to become  more  attractive  in
developing  countries,  paradoxically,  as a result

of  recession  in developed  countries  (more  on
this  below).  In  turn,  the  resulting  expansion
of  credit  may  have  generated  the  conditions  for
the  rate  of  return  to  have  risen  in  some
developing  countries.  Thus,  according  to this
interpretation,  the  present  cycle  reversal
episode  would  reflect  the  existence  of  multiple
equilibria.  Which  equilibrium  will  be attained

may delqend  on "animal  spirits".  If  depression
in the  industrial  countries  induces  those  spirits
to  funnel  funds  to  developing  countries,  the
latter  are likely  to thrive.  In this  connection,
the  renewed  optin'ffsm  with  respect  to  some
highly-indebted  countries  may  have  been  aided
by  the  Brady  Plan.ll

2.  Domestic  factors

Domestic  factors  have  also  played  a key
role  in determining  the  amount  and  direction
of  capital  flows.  Not  all regions  benefited
equally  and  some,  like  Africa,  have  been  left
out  altogether.  In  Latin  America,  although  the
flows  appear  to  have  shifted  all around,  the
main  beneficiaries  are countries  that  have,  at
least  temporarily,  stabilized  their  price  levels.
Brazil  is the  exception  (more  on  this  below).

The  association  between  price  stability
and capital  inflows  is  not  easy  to  establish
conceptually.  According  to one  interpretation,
capital  flows  to countries  like  Chile  and  elexico
reflect  renewed  policy  credibility:  inflation  is a
sign  of  political  turmoil,  not  of  cool  welfare
calculations.  Eventually,  regular  taxes,  as op-
posed  to the  inflation  tax,  will  have  to be put
into  effect  to finance  current  government  ex-
penditure,  or the  latter  will  have  to  decline.
Thus,  in the  absence  of  a well-structured  and
credible  stabilization  programme,  it is not  clear
for  most  people  what  form  the  new  taxes  will
take,  or what  government  prograrnrnes  will  be
pliased  out.  All  of  whicli  contributes  to  in-
creasing  the  risk  of  investing  in a high-inflation
country.  Thus,  an  effective  stabilization
programme  lowers  risk  and  is likely  to  stirmilate
capital  inflows.

In addition,  price  stability  may  improve
the operation  of  the domestic  capital  market.
Consider  the  realistic  case  in wliich  consump-
tion  credit  is carried  out  mostly  in  terms  of  do-
mcstic  currency,  and  in the  form  of  constant

9 This  argument  does  not  apply  to countries,  like  Argentina,  that  had  failed  even  to pay  interest  on  their  outstanding
external  debt.

10 If  the pool  Y increased  with  new loans,  the latter  would  depress secondary  market  prices by less than in the example
given in the text.  Thus  the suggested test is a sufficient  condition  for the effect that we are discussing  here, but it will
no longer  be a necessary  one.

11 Debt  forgiveness  as such is not  enough  to explain  a boom.  The latter  is similar  to a fall in the LIBOR  which,  as ar-
gued above,  is not  reason  enough  to generate  a boom  ir secondary-market  prices are below  their  parities.
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installments.  Under  inflation,  the  real  value  of
such  installments  falls  over  time.  The  decline
is  steeper,  the  larger  is the  rate  of  inflation.
Thus,  in high-inflation  situations,  the  first  few
installments  must  cover  most  of  the  initial
value  of  the  goods  acquired  in this  manner,
which  obviously  impairs  the  operation  of  the
credit  market.  In  contrast,  when  inflation  de-
clines,  credit  ionstallments  in  real  terms  become
flatter,  and  the  consumer  is thus  able  to spread
out  the  expense  (in  real  terms)  over  a longer
period  of  time.  Consequently,  under  low  in-
flation  more  consumers  will  have  access  to
credit;  credit  will  increase,  attracting  capital  in-
flrrws.  The  effect  could  be large,  because  con-
sumer  credit  involves  mostly  durable  goods.l2

According  to  the  second  interpretation,
stabilization  programmes  themselves  are
fraught  with  uncertainties.  To  be sure,  lower
inflation  is  a signal  that  the  authorities  are
coming  to  grips  with  a  socially  costly
phenomenon,  but  there  is  normally  no
assurance  - even  under  totalitarian  regimes  -
that  the  stabilization  prograrnrne  will  be
continued  in the  future.  Individuals  are  aware
of  this,  as reflected  in  the  high  domestic  interest
rates  (expressed  in a currency  like  the  United
States  dollar)  that  usually  prevail  immediately
after  stabilization  programmes  are
implemented.l3  Yet  normally  lack  of  credibility
is not  total  and,  hence,  the  market  will  attach
a positive  probability  to  the  programme  not
collapsing  immediately.  As  a consequence,
short-term  nominal  interest  rates  are likely  to
fall  at  the  beginning  of  a  stabilization
programme,  while  they  are  expected  to rise  in
the  future.

In  an  economy  wliich  is  not  fully
"dollarized",  market  transactions  require  using
and  holding  domestic  monetary  balances,  the
opportunity  cost  of  which  is the  nominal  inter-
est rate.  Thus,  the  effective  cost  of  buying
goods  and  services  includes  the  opportunity
cost  of  holding  monetary  balances.  Conse-
quently,  in the  market  participants"  mind,  the
effective  cost  of  goods  and  services  is expected
to be higher  in  the  future  than  at  present.  This
induces  individuals  to substitute  present  for  fu-
ture  consumption,  inducing  larger  capital  in-
flows.  This  type  of  model  has  been  tested  for
several  developing  countries  by Reinhart  and
Wgh  (1992)  and  Burman  and  Leiderman
(1991),  with  encouraging,  results.

Furthermore,  in  several  countries  (e.g.
Argentina,  Chile  and  Mexico)  stabilization
programmes  have  been  accompanied  by  a sub-

stantial  lowering  of  trade  barriers.  With  full
credibility,  trade  liberalization  need  not  bring
about  a larger  trade  deficit.  However,  if  such
a policy  is expected  eventually  to be reversed,
present  expenditure  will  tend  to  rise  to take
advantage  of  the  expected  present  relatively  low
prices  of  importables.  This  intertemporal  sub-
stitution  effect  is likely  to be large  for  durable
goods,  c-nd  become  larger  the  shorter  is the  ex-
pected  trade  liberalization  period.  Therefore,
the  existence  of  not  fully  credible  trade  liberali-
zation  programmes  is another  possible  expla-
nation  for  capital  inflows.

Although  the  two  interpretations  above
predict  capital  inflows  through  a deterioration
in  the  current  account,  their  welfare  impli-
cations  may  be significantly  different.  Accord-
ing to  the  first  interpretation,  capital  inflows
are associated  with  an improvement  in the  do-
mestic  capital  market.  Spending  would  grow
from  socially  inefficient  levels  and,  thus,  social
welfare  is likely  to increase.  In contrast,  the
second  interpretation  would  entail  a welfare
loss.  The  reason  for  this  is that  lack  of  full
credibility  induces  individuals  to  substitute
present  for  future  spending  on goods  and  ser-
vices.  Such  substitution  is not  based  on fun-
damentals  (i.e.  the  kind  of  information  relevant
for  a social  planner:  production  functions,  util-
ity  functions  and  the  like),  but  rather  it is in-
duced  by  lack  of  full  credibility  of  policymakers
and  is,  thus,  bound  to  be  counterproductive
(Calvo  and  W:gh,  1993).

D.  Grounds  for  government  inter-
vention

The  last  section  s closing  paragraph  dis-
cussed  a case  in which,  as a result  of  lack  of
credibility,  individuals  engage  in excessive  bor-
rowing,  thus  providing  grounds  for  policy
intervention.  In  the  present  section  we  will
discuss  the  advisability  of  policy  intervention  in
a more  general  scenario.  For  the  sake  of  clar-
ity,  we  will  first  discuss  the  case  in  which  capital
inflows  are  dominated  by  external  factors,  and
later  focus  on the  case  in which  domestic  fac-
tors  play  a prominent  role.

1.  External  factors

Capital  mobility  would  not  be a major
concern  if  markets  operated  in a competitive

12 For  recent  evidence  on the relevance  of  this effect, see Copelman  (1993).
13 As recently  noted (Calvo  and Vegh,  1993),  real  interest  rates (i.e. nominal  interest  rate minus the domestic  rate of

inflation)  have actually  fallen  in some exchange-rate-based  stabilization  programmes.
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manner  and  individuals  were  able  to  insure
themselves  against  all  possible  events,  e.g.
changes  in  the  real  exchange  rate  resulting  from
capital  inflows.  In  practice,  however,  markets
are  "incomplete"  for  "moral  hazard"  and  other
reasons.  Thus,  fluctuations  in  the  real  ex-
change  rate  may  lead  the  economy  away  from
its "first  best"  solution.  In  particular,  capital
flows  may  provoke  excessive  changes  in  income
distribution  as compared  with  the  case  in  which
individuals  could  insure  themselves  against
those  fluctuations.  In  the  latter  case,  for  ex-
ample,  losers  would  be compensated  (via  the
insurance  contract)  by  winners.

More  specifically,  capital  inflows  tend  to
appreciate  the  real  exchange  rate  and  thus  hurt
the  export  sector.  Occasionally,  exporters  can
obtain  insurance  against  fluctuations  in inter-
national  prices  (in  future  commodity  markets,
for  example),  but  it is much  harder  for  them  to
obtain  insurance  against  changes  in  the  real
exchange  rate  (which  involve  domestic  goods
and  services).  Thus,  there  is in principle  room
for  the  government  to step  in  and  make  welfare
enhancing  transfers  to  the  export  sectCir,  fi-
nanced,  for  example,  by  a tax  on  non-tradeable
sectors.

Since  government  intervention  is costly,
it is advisable  to limit  these  transfers  to gross
appreciations  or depreciations  of  the real  ex-
change  rate.  Moreover,  since  this  policy  sub-
stitutes  for  missing  insurance  markets,  transfers
ought  to  be temporary  and  be put  into  effect  for
unexpected  fluctuations  in  the  real  exchange
rate.  For  example,  a permanent  appreciation
of  the  real  exchange  rate  should  not  generate
transfers  beyond  the  first  few  periods  after  its
onset.l4  Furthermore,  given  that  such  transfers
substitute  for  missing  private-market  insurance,
the  transfer  mechanism  itself  should  be known
in advance,  i.e.  ex ante,  and  be fully  credible.
Ex-post  transfers  that.are  not  anticipated,  or
not  credible,  ex  ante,  would  help  restore  a
desirable  pattern  of  income  distribution  but
would  not  affect  factor  allocation  (relative  to
the  no-insurance  case).  This  is  a highly
relevant  point  because  if  insurance-type
transfers  are  unanticipated  by  the  private
sector,  real  exchange  rate  fluctuations  may  still
result  in  an  unduly  small  export  sector.  Finally,
if  the  government  can  set  up  an  effective
transfer  mechanism,  there  would  be no  need  to

impose  controls  on  capital  mobility  (or  on  any
other  cause  of  real  exchange  rate  fluctuation).'S

Government  intervention  may  also  be
called  for  if  capital  flows  interfere  with  the  ef-
fectiveness  of  other  government  policies.  An
outstanding  example  of  this  type  of  situation  is
deposit  insurance,  i.e.  the implicit  or  explicit
promise  that  a certain  share  of  deposits  will  be
refunded,  irrespective  of  the  bank's  ability  to
pay.

Deposit  insurance,  especially  at cornmer-
cial  banks  and  for  small  depositors,  is a highly
popular  policy  in both  industrial  and  develop-
ing  countries.  Even  governments  that  have
vowed  not  to  bail  out  depositors  in  failing
banks  have  eventually  backtracked,  e.g.  Chile
and  Argentina  in  the  early  1980s,  and  compen-
sated  depositors  for  a large  share  of  their  losses.
We  will  not  fully  discuss  here  the  rationale  be-
hind  this  policy,  except  for  saying  that  it is
likely  to be another  example  of  the  government
trying  to fill  the  gap  created  by  missing  insur-
ance  markets.'6

Capital  flows  interfere  with  deposit  in-
surance  for  at least  two  reasons.  In  the  first
place,  domestic  authorities  are  likely  not  to give
the  same  weight  to domestic  and  foreign  resi-
dents  and,  in  particular,  may  want  to  insure  the
former,  but  not  the  latter.  In  practice,  it is dif-
ficult  to distinguish  between  these  two  types  of
depositors.  Thus,  capital  inflows  that  take  the
form  of  bank  deposits  are  likely  to  increase  the
social  cost  of  providing  deposit  insurance.  In
the  second  place,  government  deposit  insurance
makes  banks  more  prone  to  take  risks  (because
downside  risks  are  freely  insured  by govern-
ment)  and,  thus,  deposit  insurance  causes  a
distortion  in the  allocation  of  credit.  In this
context,  large  capital  inflows  through  banks
magnify  these  distortions.  Notice  that  the  first
ground  for  intervention  (i.e.  lack  of  insurance
markets)  requires  that  capital  inflows  have  a
reasonably  high  probability  of  becoming  capital
outflows  (if  government  cannot  engineer  a per-
fect  transfer  mechanism  from  winners  to
losers).  In  contrast,  the  second  ground  for
intervention  (i.e.  domestic  capital  market  dis-
tortions)  simply  requires  that  capital  inflows
intermediated  through  the banking  system  be
relatively  large.  In  both  cases,  however,  opti-
mal  second-best  policy  calls  for  controls  on

14 At  a more  fundamental  level,  one  would  like  to know  the  reasons  for  the  absence  of  private  insurance  markets:  the
very  same  reasons  may  prevent  the  government  from  implementing  an effective  transf'er  mechanism.

15 The  above  argument  abstracts  from  externalities  and  increasing  returns  to scale.  Externalities  may  call  for  government
intervention  in order  to prevent  an  appreciation  of  the  real  exchange  rate,  not  just  to stabilize  income  distribution  in
response  to  unanticipated  shocks.

16  Some  economists  claim  that  markets  are  missing  because  the  private  sector  expects  the  government  to fulfil  their
functions.  If  this  were  true,  it  would  be first-best  optimal  to eliminate  deposit  insurance.  The  question  that  remains
though,  is, would  the  announcement  that  government  will  stay  away  from  deposit  insurance  be credible?
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capital  flows.  The  first  ground  for  intervention
justifies  controlling  capital  outflows,  while  the
second  suggests  controlling  capital  inflows.

2.  Domestic  factors

The  main,  and obvious,  difference  be-
tween  domestic  and  external  factors  is that  the
former  can  be directly  affected  by  domestic
policy.  In  view  of  the  discussion  in section  C
above,  improving  policy  credibility  - by any
means  not  an  easy  task  - should  be given  high
priority.  In  that  respect,  recent  experience
suggests  that  institutional  arrangements  may
have  a significant  effect  on  credibility.

For  example,  the  existence  of  non-
indexed  domestic  debt  could  undermine  policy
credibility.  If  the  public  does  not  believe  that
the  stabilization  prograrnrne  will  be successful,
the  nominal  interest  rate  will  be high.  Thus,  if
inflation  actually  falls,  the  ex-post  real  interest
rate  will  be high  and  debt  service  could  become
excessively  onerous.l7  Thus,  individuals  would
be rational  in  expecting  a policy  reversal.

One  possible  solution  to  the  domestic
debt  problem  would  be to index  domestic  debt
to the  price  level,  as in Chile,  or  to "dollarize"
it,  as in Argentina.  In  this  manner,  holders  of
domestic  debt  are  insured  against  currency  de-
valuation  or  inflation,  and  the  ex-post  nominal
interest  rate  will  be high  only  if  inflation  turns
out  to  be  high.  There  is,  however,  no
fool-proof  solution  to  the  problem.  For
example,  indexation  will  not  be  effective  if
individuals  do  not  trust  government's
willingness  or  ability  to repay  its  domestic  debt.
Under  those  circumstances,  interest  on  indexed
debt  may  remain  high  in the  expectation  that
part  of the  debt  will  be  subject  to  open
repudiation  (as opposed  to inflation's  insidious
repudiation).  This  may  have  serious
conseqriences,  because
throw  the  country  into

open  repudiation  could
a legal  quagmire.l8  1. Sterilization

Another  possible  solution  is  to  involve
the country's  congress  or parliament  in some
key  economic  policy  decisions.  A prominent

recent  example  is  Argentina's  Convertibility
Programme  based  on  a law  passed  by  congress,
according  to which  the  peso  was  pegged  to the
United  States  dollar  and,  infer  alia,  the  central
bank  was  prohibited  from  lending  to  the
government.  Of  course,  laws  can  be changed
by  new  laws  or "executive"  decrees.  I-Iowever,
laws  are more  difficult  to  change  than  mere
regulatigns  in the  hands  of  the  finance  minister
or the  central  bank.  Thus,  although  trust  in
government  may  not  be fully  restored  by  these
arrangements,  the  credibility  of  some  key  policy
variables  is  likely  to  improve.l9  0bviously,
however,  this  legislative  procedure  will  be
totally  ineffective  if  the  laws  passed  by  congress
contradict  economic  laws.  Thus,  for  example,
convertibility  type  programmes  will  be rendered
useless  under  large  deficits.

Finally,  another  structural  reform  that
has  received  a great  deal  of  attention  is central
bank  independence  (Cukierman  et al.,  1992,  pp.
353-398).  In  practice  it is difficult  for  a central
bank  to  resist  pressures  from  the  rest  of
government,  unless  it is shielded  by  its  charter.
Thus,  since  the  charter  of  the  central  bank  has
to be approved  by congress,  this  arrangement
is  a special  case  of the  type  of  solution
discussed  in  the  previous  paragraph.

E.  Macroeconomic  policies

In  this  section  I will  discuss  several
sliort-run  macroeconomic  policies  - as opposed
to  the  structural  long-run  policies  discussed
above  - that  are pursued,  or have  been  sug-
gested,  in response  to a "capital  inflows  prob-
lem=  (i.e.  to  situations  in  which  government
intervention  to counteract  tlie  effect  of  capital
inflows  would  be called  for).

This  is, by  far,  the  most  popular  response
to capital  inflows.  The  policy  aims  at insulat-

17 The  relevance  of  this  observation  does  not  require  the  stock  of  non-indexed  domestic  debt  to be large.  For  example,
suppose  that  before  the  stabilization  programme  is put  in place  inflation  is running  at 30 per  cent  per  month  (as in
Brazil  and  Russia  at the  time  of  writing),  and  that  the  stabilization  programme  aims  at  lowering  inflation  to 5 per  cent
per  month.  Jf  the  programme  is not  credible,  the  domestic  monthly  interest  rate  will  hover  around  30 per  cent.  Thus,
if  the  programme's  target  is attained,  the  real  monthly  interest  rate  will  be around  25 per  cent,  or  more  than  1300  per
cent  per  year  !

18 Some  indexation  mechanisms  leave  a crack  through  which  inflation  can  still  be  effective  in lowering  the  real  value  of
domestic  debt.  However,  if  the  ex-ante  real  imerest  rate  on  indexed  debt  is high,  hyperinflation  may  be called  for  in
order  to push  the  ex-post  real  interest  rate  down  to (fiscally)  feasible  levels.  For  example,  some  economists  would
claim  that  partial  indexation  may  have  been  an  important  factor  in Argentina's  1989  hyperinflationary  episode.

19 Unfortunately,  to complicate  matters  even  further,  the  question:  does  more  credible"  translate  into  "socially  better"?
has  no  unambiguous  answer  (Calvo,  1987).
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ing money supply and/or the exchange rate
from  the  effect  of  capital  inflows.  Normally,
the  intent  is  to  prevent  capital  inflows  from
generating  inflation  or  appreciating  the  real  ex-
change  rate.  For  simplicity,  I will  conduct  the
discussion  under  the  assumption  of  fixed  nomi-
nal  exchange  rates.

Sterilization  will  not  be necessary  if  capi-
tal  inflows  take  the  form  of  loans  to  the  private
sector,  completely  bypassing  the  domestic
monetary  system.  As  a general  rule,  however,
such  flows  are  partly  intermediated  through  the
domestic  financial  system,  tending  to increase
money  supply.  This  should,  in  principle,  be of
no  concern  because  money  is endogenous  in
the  present  setup  and,  therefore,  cannot  be the
ultimate  cause  of  inflation  or  real  exchange  rate
appreciation.  However,  letting  money  grow
may  allow  other,  more  basic,  factors  to be re-
flected  in  higher  inflation.

Consider  the  case  in wliich  the  fixed  ex-
change  rate  policy  is not.fully  credible,  and  the
public  expects  an eventual  devaluation  of  the
currency.  Under  these  circumstances,  there  will
be a tendency  for  the  price  level  to start  rising
before  the  devaluation  occurs.  The  reason  for
this  is that  wages  and  prices  are  not  fully  flexi-
ble,  and  are  set for  a period  of  time.  Thus,
wages  and  prices  will  increase'today  in antic-
ipation  of  future  devaluation.  Consequently,
inflation  will  be  high  and  the  real  exchange  rate
will  appreciate  relative  to full  credibility.

The  fundamental  reason  for  the  above
inflationary  symptoms  is,  of  course,  lack  of
credibility.  However,  if  sterilization  does  not
take  place,  the  price  increase  will  be fully  ac-
cornmodatcd,  tvhile  if  it does,  less inflation  or
more  unemployment  is likely  to occur,  accom-
panied  by  high  domestic  real  interest  rates.
Therefore,  sterilization  is  likely  to  ameliorate
the  inflationary  effect  of  lack  of  credibility,  but

at the cost of higher unen'iployment and%or real
interest  rates.2o

Recent  episodes  of  capital  inflows  have
been  partially  met  by  sterilization.  Much  of  the
effect  of  this  policy  appears  to have  been  re-
flected  in higher  real  interest  rates,  and  not  in
higher  unemployment.  The  latter  may  be
costly  in  terms  of  grovvth  but,  tlie  question
arises,  is it possible  for  the  sterilization  policy
to be effective  in lowering  inflation?  I will  dis-
cuss  this  issue,  first,  under  the  assumption  that
sterilization  takes  place  tlirough  open-market
operations  and,  second,  through  other  methods
like  higher  banks'  reserve  requirements,  etc.

(a)  Sterilization  through
open-market  operations

I will  show  that  if  sterilization  is done
through  issuing  government  debt  or  central
bank"s  certificates  of  deposits,  then  sterilization
may  not  provide  a lasting  solution  to  inflation.
As  the  -cases  of  Colombia  and  Egypt  show,
some  countries  exhibit  a large  spread  between
domestic  and  international  interest  rates.
Therefore,  sterilization  gives  rise  to a fiscal  loss
(quasi-fiscal  loss  if  located  at the  central  bank)
which  could  be substantial.21  The  loss  is equal
to the  product  of  the  spread  between  domestic
and  international  interest  rates  and  the accu-
mulation  of  international  reserves.  Thus,  if  the
loss  were  to  be  due  to  some  "initial"  (non-
recurring)  capital  inflow,  the  policy  might  have
a chance  of  success,  assuming,  of  course,  that
sterilization  was  accompanied  by  an offsetting
fiscal  surplus.  However,  a key  difficulty  with
sterilization  through  open-market  Operations  is
that  it prevents  the  interest  rate  gap  from  nar-
rowing  and,  thus,  capital  continues  to flow  in.
Reserves  continue  growing,  leading  to  even
higher  fiscal  deficits.  Eventually,  the  fiscal  def-
icif  may  become  unsustainable  and  lead  to a
devaluation,  validating  expectations  and  stimu-
lating  further  inflation.

The  above  example  assumes  lack  of  cred-
ibility.  Interestingly,  pursuing  this  policy  may
actually  undermine  credibility,  even  if  the  gov-
ernment  was  initially  fully  credible.  For  exam-
pie,  take  the  case  in  which  a fully  credible
stabilization  policy  is  undertaken  and,  as  a
consequence,  there  is a substantial  increase  in
the  demand  for  domestic  money.  Given  fixed
exchange  rates,  the  latter  may  induce  large,  but
limited,  capital  inflows.  Suppose  the central
bank  sterilizes  those  inflows  and,  for  the  sake
of  the  argument,  let  us assume  the  existence  of
a high  degree  of  capital  mobility.  Thus,  the
incipient  interest  rates  differential  will  attract
massive  capital  flows  which,  by  assumption,  are
sterilized  by issuing  domestic  debt.  At  some
point,  domestic  debt  will  be so large  that,  as
argued  above,  the public  will  start  expecting
open  or insidious  repudiation,  and  capital  will
stop  flowing  in.  Thus,  unless  individuals  are
grossly  misinformed,  the  government  will  have

substantially  lowered  the  chances  of  bringing
the  stabilization  programme  to  a successful
conclusion  (Calvo  and  V6gh,  1993;  Fernandez,
1991;  Frankel,  1993).

20 Furthermore,  high  domestic  interest  rates  may  lead  firms  with  a solid  international  reputation  to borrow  abroad,
lowering  the  quality  of  domestic  loans.

21 In Colombia  during  1991  the  quasi-fiscal  deficit  is estimated  to have  been  approximately  O.8 per  cent  of  GDP.
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It  has  been  argued  that  open-market
sterilization  cannot  possibly  be  costly  if  the
spread  between  domestic  and  foreign  interest
rates  represents  devaluation  risk  (Reisen,  1993).
As the argument  goes,  if  expectations  are ra-
tional,  the expected  rate  of  return  (in  dollars,
for  example)  associated  with  these  two  interest
rates  must  be the  same.  Thus,  on average,  the
fiscal  authorities  (including  the central  bank)
cannot  lose  by  sterilizing  through  open-market
operations.  There  are two  ways  to respond  to
the  cornrnent.

In the  first  place,  rationality  on the  part
of  the  public  does  not  mean  that  the  data  will
not  show  long  periods  of  time  in which  the  fis-
cal authority  runs  a loss due to sterilization.
This  would  be true,  for  example,  in a country
undergoing  a "peso  problem",  i.e. a situation  in
which  the  currency  will  be subject  to a one-time
devaluation,  but  the  conditional  probability  of
it happening  in the next  period,  if  it did n.ot
happen  before,  is  positive.  Although  valid,
however,  the  latter  rebuttal  does  not  go to the
heart  of  the  criticism,  because  if  governments
were  risk  neutral  they  would  essentially  be in-
different  about  transition  losses,  given  that  they
will  break  even  in  an expected  value  sense.

A deeper  rebuttal,  though,  builds  upon
the  example  discussed  in  the  previous  para-
graph.  As  shown  there,  sterilization  is the  ulti-
mate  cause  behind  the  failure  of  the
stabilization  prograrnrne,  even  though  the  fiscal
authority  breaks  even.  Sterilization  creates  the
conditions  which  lead  to abandoning  the sta-
bilization  prograrnrne,  even  though  in the  final
analysis  there  are  no fiscal  losses  !

(b) Other  sterilization  methods

Sterilization  can  take  other  less  costly
forms.  One  such  form  is raising  banks'  rnini-
mum  reserve  requirements.  The  larger  the  re-
serve  requirement,  the  larger  will  be the  interest
rate on loans and/or  the lower will be the in-
terest  rate  on  deposits,  discouraging  demand
for,  or supply  of  loans,  and  possibly  lowering
capital  inflows  and  their  impact  on  money
supply.  This  form  of  sterilization  has the ad-
vantage  of  generating  no direct  cost  to govern-
ment  and,  hence,  does not  represent  a direct
threat  to  the  stabilization  programme  (how-
ever,  the higher  loan  interest  rate  may  have  a
negative  effect  on growth).  However,  higher
reserve  requirements  discriminate  against  banks
and  in  favour  of  informal  intermediation.
Thus,  this  is at best  a temporary  solution.  In

practice,  there  is an additional  difficulty  in that
an unanticipated  increase  in reserve  require-
ments  may  create  serious  liquidity  problems  for
banks.  Therefore,  it may  be preferable  to in-
crease  marginal,  rather  than  average,  reserve
requirements,  i.e.  increase  reserve  requirements
only  on deposits  exceeding  the  initial  level.

Ari,other  sterilization  method  popular  in
some  Asian  countries  (Reisen,  1993)  consists
of shifting  government  deposits  away  from
cornrnercial  banks  and  into  the central  bank.
This  policy  reduces  the  money  multiplier  and,
hence,  money  supply,  at no direct  cost  to the
fiscal  authorities.  As  with  the  previous  policy,
however,  such  a shift  may  cause  liquidity  diffi-
culties  for  banks  and,  thus,  it should  be phased
in gradually.  This  method  seems  to have  been
used  with  some  success  in Asia  (Reisen,  1993).
Unlike  the  previous  method,  which  directly  in-
terferes  with  the  intermediation  process,  the
present  one  creates  a temporary  liquidity
shortage  that  could  be quickly  offset  by addi-
tional  capital  inflows,  underrnining  its  effec-
tiveness.

An  important  advantage  of  sterilization
is  that  the  funds  that  are  attracted  to  the
banking  system  are  absorbed  by  the  central
bank  in the  form  of  international  reserves,  i.e.
external  liquid  assets.  Thus,  capital  outflows
can be met  by reducing  international  reserves
and  without  disrupting  the  financial  system.2z

2.  Fiscal  policy

Here  I will  discuss  two  types  of  fiscal  ad-
justment:  (a) raising  income  taxes  and,'or  low-
ering  government  expenditure,  and  (b) raising
taxes  on capital  flows.

(a)  Income  taxes  and  government
expenditure

Some  Asian  corintries  have  followed  ag-
gressive  fiscal  adjustment  policies  mostly
centred  on a reduction  of  government  expendi-
ture,  e.g.  Malaysia,  Singapore  and Thailand.
This  policy  may  be effective  in reducing  the
appreciation  of  t}ie real  exchange  rate  associ-
ated  with  capital  inflows,  because  non-
tradeables  usually  represent  a sizeable  share  of
government  expenditure.  The  effect  is likely  to
be stronger,  the  shorter  is the  expected  duration
of  the expenditure  cut.  Thus,  for  example,  if
the  cut  is expected  to be permanent,  individuals

22 This assumes,  of  course,  that  the government  refrains  from  using  international  reserves  for  other  purposes,  like  re-
payment  of  external  debt.
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may  be led  to anticipate  a rise  in  their  dispos-
able  income,  which  is likely  to be translated
into  an  increase  in  private  expenditure,  partially
offsetting  the  effect  of  the  cut  in government
expenditure.

However,  as pointed  out  above,  real  ex-
change  rate  appreciation  is only  one  concern
associated  with  capital  inflows.  Another  major
concern  is the  possible  instability  that  variabil-
ity  of  those  flows  may  bring  about  (see  section
D.1).  In  this  respect,  a cut  in government  ex-
penditure  may  be  counterproductive.  The
reason  is that,  as pointed  out  in the  previous
paragraph,  the  private  sector  may  be  led to
borrow  more,  which  is  likely  to  increase
domestic  intermediation,  and  the  type  of
distortions  discussed  in section  D.l.  Thus,  a
cut  in government  expenditure  may  have  to be
accompanied  by  a temporary  rise  in,  for
example,  banks"  reserve  requirements.

Income  taxes  share  many  of  the  features
discussed  above,  except  that  their  effect  on  ex-
penditure  is less direct  than  in  the  case  of  a cut
in  government  expenditure.  Actually,  total  ex-
penditure  might  rise  if  more  fiscal  revenue  trig-
gered  larger  government  expenditure.
Furthermore,  the  effect  on  private  expenditure
might  be minor.  When  international  credit  is
plentiful,  current  income  is not  a major  deter-
rninant  of  private  expenditure.  This  is partic-
ularly  true  if  higher  income  taxes  are  seen  as a
policy  response  to capital  inflows  and,  there-
fore,  are  expected  to be temporary.

In  sum,  fi'scal  tightening  may  be effective
in  ameliorating  the  impact  of  capital  inflows  on
the  real  exchange  rate,  but  may  worsen  finan-
cial  fragility.  Moreover,  a reduction  in  govern-
ment  expenditure  may  have  a bigger  impact  on
the  real  exchange  rate  than  a corresponding
increase  in income  taxes.z-'

(b)  Tax  on capital  flows

This  type  of  measure  was  undertaken  in
Chile  and  Mexico  (Ffrench-Davis  et al., 1993;
Gurria,  1993).  Capital  flows  may  be taxed  both
ways  or  only  one  way.  Chile,  for  example,
chose  to  tax  capital  inflows  by  imposing  a
minimum  reserve  requirement  on international
loans  intermediatcd  through  the  banking
system.  The  main  disadvantage  is tliat  flows
are  likely  to be re-routed  through  other  forms
of  intermediation  (e.g.  over,/under-invoicing  of
imports  and  exports),  reducing  the  central
bank's  control  on  the  financial  system.

Some  countries  have  tried  to soften  the
impact  of  capital  inflows  by lowering  barriers
on  capital  outflows  (e.g.  Colombia,  Chile).
However,  as  shown  by  Laban  and  Larrain
(1993),  lifting  restrictions  on capital  outflows
may  further  stimulate  net  capital  inflows.  The
reason  being  that,  for  the  foreign  investor,  the
easier  it is to take  funds  out  of  the  country,  the
lower  may  be  the  risks  of  suffering  a capital  loss
(due  to a policy  switch,  for  example),  a phe-
nomenon  that  may  be encapsulated  as "easy  go,
easy  come".  Moreover,  such  a policy  may  ag-
gravate  the  costs  of  a massive  capital  outflow
(see section  D.l).

3.  Exchange  rate  policy

Full  control  of  the  money  supply  could
be achieved  if  the  exchange  rate  was  allowed  to
float  freely.  Furthermore,  by abandoning  the
cornrnitment  to  support  fixed  (or  semi-fixed)
exchange  rates,  the  central  bank"s  function  as
'lender  of  last  resort"  is restored,  helping  to at-
tenuate  financial  fragility.  However,  free  float-
ing  does  not  prevent  the  real  exchange  rate
from  excessively  appreciating  or from  exhibit-
ing wide  fluctuations.  For  example,  the  real
exchange  rate  appreciated  considerably  in
Argentina,  Brazil  and  Peru  during  periods  of
relatively  flexible  exchange  rates,  and  Mussa
(1983)  shows  for  industrial  countries  that
floating  rates  are associated  with  greater  real
exchange  rate  volatility  than  fixed  rates.

The  main  advantage  of  allowing  greater
exchange  rate  flexibility  is  that  equilibrium
changes  in the real  exchange  rate  occur  more
swiftly  than  otherwise,  and  do not  require  in-
flation  or  deflation  to take  place.  In  addition,
to prevent  excessive  fluctuations  in the  real  ex-
c}iange  rate,  exchange-rate  bands  - as in  Chile,
Mexico  and  Israel  - could  be adopted.

F. Ro/e  of  international  cooperation

The  Bretton  Woods  system  was  designed
to support  international  trade,  breaking  the  vi-
cious  cycles  generated  by  beggar-thy-neiglibour
policies,  and  lessening  the  impact  of  balance-
of-payments  crises.  The  system  was  established
during  a period  of  relatively  low  private  capital
mobility.  Thus,  IMF  quotas  were  determined
to ensure  that  enough  resources  were  available
in order  to cover  possible  short-term  trade  ac-
count  imbalances.

23 Moreover,  fiscal policy  is bound  to exhibit  significant  implementation  lags, which  may  render  it pro-cyclical.
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In contrast  the  present  situation  is one

of  much  higher  private  capital  mobility,  where

trade  imbalances  could  co-exist  with  a solid

balance-of-payments  position,  as is the  case  in

countries  undergoing  substantial  capital  in-

flows.  Actually,  many  developing  countries

have  suffered  substantial  deterioration  in their

terms  of  trade  at the  same  time  that  they  ex-

hibited  a healthy  growth  of  international  re-

serves.

Previous  sections  have  highlighted  the  ef-

fects  of  international  capital  flows,  and  have

discussed  domestic  policies  that  may  be appro-

priate  to deal  with  those  flows.  In  the  present

section  I will  discuss  the  role  of  international
cooperation.

As noted  above,  capital  flows  have  real

effects  independently  of  the  exchange  rate  re-

gime  that  is being  adopted.  Thus,  conceivably,

international  arrangements  could  aim  at lower-

ing  the  variance  of  those  flows.  One  possibility
would  be either  to help  to  prevent  capital  flight
or to lower  its  variability.  However,  this  does

not  seem  to be a practical  solution.  Controls

and  taxes  imposed  by industrial  countries  on

accounts  held  by  foreign  residents  could  easily

be  bypassed,  for  example,  via  off-shore

banks.24

Capital  flows  are driven  by interest  rate

differentials  adjusted  for  country  risk  and  the

like.  Country  risk,  in  turn,  is a function  of  do-

mestic  policy,  but  it is also  a function  of  the

legendary  =animal  spirits".  Finally,  "animal

spirits"  are not  immune  to "herding"  instincts.

Thus,  it  is conceivable  that  a country  undergoes

massive  capital  outflows  because  foreign  inves-

tors  decide  to "pack  up  and  go".  Actually,  as

pointed  out  above,  this  kixid  of  scenario  may

arise  in  a model  of  perfectly  "rational"  and

well-infonned  individuals.

A relevant  example  is a bank  run.  IF ev-

erybody  believes  tliat  t}ie  banking  system  will

break  down,  a run  against  the  system  will  take

place,  and  the  System  will  break  down.  On  the

other  hand,  if  nobody  (or  only  a few  individ-

uals)  believe  that  the system  will  collapse,  no

run  and  no collapse  will  take  place  (Diamond

and  Dybvig,  1983).

International  cooperation  may  be  very

effective  in preventing  the emergence  of  self-

fulfilling  doom  prophecies.  This  is the  rationale

for  tlie  "stabilization  funds"  set up  in  some

Eastern  European  countries.  In  contrast,  the

existence  of  self-fulfilling  prophecies  does  not

seem  to  have  been  the rationale  behind  the

creation  of  the  IMF,  simply  because,  as pointed

out  above,  capital  mobility  was  low  or ob-

structed  by  several  industrial  countries.

In a world  of  capital  mobility  there  is,

thus,  a role  for  a world  central  bank  (WCB),

whose  basic  function  is that  of  "lender  of  last

resort".  This  function  becomes  even  more  nec-

essary  for  countries  that  peg to a major  cur-

rency  or  are  highly  "dollarized"  - like  Argentina,
Bolivia  and  Peru  - and  even  for  countries  that

operate  under  a system  of  exchange-rate  bands.

A major  difficulty  with  a WCB  is that  it

has  to be endowed  with  strong  supervisory  ca-

pabilities.  National  central  banks  that  join  the

world  system  must  be prepared  to surrender  all

the  relevant  information  to WCB  supervisors.

Besides,  national  monetary  and  fiscal  policies

should  also  be  monitored  by  the WCB,  and

rules  established  specifying  under  what  condi-

tions  national  central  banks  will  be supported

by the  world  entity.  This  is a tall  order  set of

conditions  which  will  require  strong  backing

from  industrial  countries.  The  funds  involved

are  likely  to be far  greater  than  those  currently

available  in the  IMF,  because  the  WCB  will

have  to be in a position  to act  as a "lender  of

last  resort  ." 25 This  means  that  at any  given

point  in time  the  WCB  should  be able  to gen-

erate  enough  international  liquidity  to back  up

a large  portion  of  a country's  M2,  for  example.

M2  is a far  larger  mimber  than  typical  trade

imbalances.

G.  Final  remarks

International  capital  mobility  poses  a

major  problem  for  developing  countries.  Capi-

tal  flows  are  provoked  by  conditions  prevailing

in t}iese  countries,  but  also,  and  quite  signif-

icantly,  by conditions  prevailing  in the  indus-

trialized  world.  Thus,  the  view  that  economic

instability  in developing  countries  is mostly  a

result  of  faulty  domestic  policies  is a half-truth.

The  above  discussion  has  identified  se-

vcral  grounds  tliat  worild  justify  government

intervention,  and  a menu  of  policies  that  could

be utilized  for  that  purpose.  On  tlie  whole,

however,  there  is not  much  that  authorities  can

achieve  through  intervention  in the  medium  or

in  the  long  run,  since  new  channels  are  likely  to

be  created  for  circumventing  government  re-

24 0pposition  to these measures  inside  G-4 countries  cannot  be ignored  either.  For example,  recently  the United  States

financial  sector  successfully  lobbied  against  tax withholding  on bank accounts.

25 Total  outstanding  credit  from  the I&IF  to developing  countries  represents  less than 3 per cent of  iheir  combined  GDPs.
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strictions.  International  cooperation  may  help
prevent  crises  of  self-fulling  expectations,  but
the  dimension  of  the  new,  or revamped,  inter-
national  institutions  that  would  be called  for  is
simply  daunting.

However,  the  costs  of  capital  mobility
may  be  exacerbated  under  fixed  or predeter-
mined  exchaqge  rates  (like  rigid  "tablitas")
and,'or  substantial  "dollarization".  This  is so
because  under  those  circumstances  the  central
bank  loses  its ability  to operate  as "lender  of
last  resort".  Thus,  a bank  run  may  have  to be
met  by  a deep  financial  crisis,  by  an
abandonment  of  predetermined  parities,  a
repudiation  of  foreign  currency  denominated
deposits,  or  some  combination  of  the  above.

Therefore,  to  reduce  the  probability  of  fi-
nancial  crises  associated  with  capital  outflows,
it seems  advisable  either  to  establish  a relatively
flexible  exchange  rate  system,  or  to encourage
domestic  banks  to set up  close  links  with  lead-
ing  international  banks.  Greater  exchange  rate
flexibility  would  endow  the  central  bank  with
some  power  as lender  of  last  resort.  In  turn,
close  links  with  leading  international  banks  -
particularly  when  the  reputation  of  the  leading
banks  would  be at stake  if  the  domestic  bank
were  to fail  (as exemplified  by subsidiaries  of
leading  banks)  - may  help  domestic  banks  to
obtain  "short  notice"  liqriidity  in international
markets  and,  thus,  partially  substitute  for  the

lack  of  a domestic  lender  of  last  resort.  I be-
lieve  this  second  alternative  deserves  serious
consideration.

In  closing,  I would  like  to note  that,  al-
though  of limited  effectiveness,  policies  to
counteract  the negative  effects  of  capital  mo-
bility  should  be  high  on  the  policymakers"
agenda.,  As noted  in  section  B, the present
wave  of  capital  flows  into  developing  countries
may  be corning  to an end.  If  history  is any
help,  these  flows  may  change  direction  ab-
ruptly;  and  even  ir the  process  is gradual,  there
is  no  assurance  that  all countries  will  fare
equally.  Some  countries  could  experience  a
sharp  reversal  of  capital  flows,  while  others  saw
little  change.26

A major  problem  with  crises  caused  by
sizeable  capital  outflows  is  the  likely  poor
quality  of  the  ensuing  policy  response.  By na-
ture,  these  crises  give  little  time  to weigh  the
pros  and  cons  of  each  policy  option.  In  addi-
tion,  government  is  literally  accosted  by
lobbyists  who  come  with  self-serving  - although
possibly  desirable  from  a social  point  of  view  -
policy  advice,  and  sheer  political  pressure.
Therefore,  even  if  governments  decide  to avoid
interfering  with  capital  flows,  they  should  stage
frequent  "fire  drills"  to be able  to react  quickly
and  effectively  to  sizeable  capital  outflows,  and
be prepared  to withstand  pressure  from  vested
interests  in  a strong  and  unified  fashion.

,  while  leaving  Australia  and Canada  relatively  unscathed.
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Comments

Cristian  Ossa

The  paper  by  Ariel  Buira  comprises  three
largely  independent  parts.

The  first  part  addresses  the  question  of
demand  for  international  liquidity  and  exam-
ines  whether  there  is a stable  relationship  be-
tween  key  variables,  such  as GDP  and  share  of
imports  and  the  demand  for  international  re-
serves.

The  second  part  examines  the  sources  of
international  liquidity.  What  are  the  close
substitutes  of  international  reserves  asatradi-
tionally  defined?  How  are  international  re-
serves  distributed?  And  what  are  the  effects  of
the  malfunctioning  of  the  system  for  the  more
vulnerable  countries  or countries  with  difficult
balance  of  payment  positions  and  without  ac-
cess to international  credit?

In the  third  part,  Buira  puts  forward  a
programme,  along  the  liries  of  a traditional
central  tank,  and  discusses  the  role  and  re-
sponsibility  of  tlie  IMF  in  carrying  out  this
programme,  which  essentially  consists  of  en-
suring  an  adequate  level  of  international
liqriidity  to lubricate  the world  economy  in a
way  that  all  countries  benefit.

t3uira  s conclusion  regarding  tlie  first
point  is that  there  is a stable  demand  function
for  international  reserves  in t}ie  North  and  the
South  and  that  international  reserves  would  be
a good  proxy  ror  international  liquidity.  Con-
sequently,  t}ie  reserve  function  could  be used  to
estimate  future  international  liquidity  needs.

'vVithout  more  detailed  information  re-
garding  the  economctric  exercise,  it is difficult
to question  t}'ie conclusions  regarding  the  pa-
ramcter's  stability,  in particular,  whetlicr  such
stability  is  more  a reflection  of  parameters
largely  determined  by cross-section  influences
than  by  variations  over  time.  But  my  concern
is more  about  the  validity  of  the  past  relation-
ship  for  future  projections.  Buira  himself  in  his
paper  acknowledges  the  changes  that  have
taken  place  and  are still  occurring  in foreign
exchange  policies  and  international  capital
markets.

What  are  these  changes?  First:  with  the
increasing  number  of  countries  that  let their
currencies  float  or that  introduce  adjustments
periodically,  holding  reserves  to defend  the  ex-
change  rate,  as in the  past,  has become  a less
significant  objective.  Second:  is it not  the  case
tliat  the  number  of  reserve  currencies  is actually
increasing?  Third:  long  ago  developed  coun-
tries  established  lines  or  credit  among  their
central  banks  (swaps)  that  assured  them  rapid
access  to sizeable  amounts  of  liquidity  (as the
recent  example  of  Mexico  shows,  some  devel-
oping  countries  are  also  beginning  to  enter  into
such  arrangements).  Moreover,  central  banks
or  governments  that  are  creditworthy  today
halve  access to liquidity  in the financial  markets
that  might  be a multiple  of  the international
reserves  traditionally  held.  Fourth:  large  and
important  players,  such  as transnational  cor-
porations  and  their  subsidiaries,  take  care  of
their  foreign  exchange  needs  directly  in many
ways.  Consequently,  the  transaction  motive  for
holding  reserves  in many  countries  is somehow
changing.  Finally:  in today's  world,  in some
cases,  disequilibrium  in  the  balance  of  pay-
mcnts  is  often  the  result  of  massive  private
capital  flows  to compensate  for  saving  and  in-
vestment  disequilibria,  as  in  the  case  of  the
United  States  in  the  first  harf  of  the  1980s.  To
derive  optimum  reserve  levels  in  such  condi-
tions  from  the  traditional  demand  function
would  be  erroneous.  Sustainability  of  fiscal
deficits  and external  credibility  in  fiscal  and
monetary  policies  become  in practice  two  fac-
tors  influencirlg  actual  and optimum  reserve
levels.  But  how  do  you  measure  the  sus-
tainability  of  fiscal  deficits  and  the  credibility
of  policies?

The  question  of  credibility  was  at tiie  core
of  the  recent  problems  of  European  central
banks,  which  realized  that  even  very  large
amounts  of  reserves  are  insufficient  to  cope
with  determined  and  powerful  speculators.  The
events  of  September  1992  (devaluation,  among
others,  of  the  peseta  and  the  pound,  and  the
exit  of  Italy  and  the  United  Kingdom  from  the
ERM)  and  of  August  1993  (leading  to  the  wid-
ening  of  tlxe  bands  of  the  ERM)  clearly  suggest
tliis.
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On  the  second  major  issue,  Buira  points

to the  haphazard  nature  of  the  creation  and

distribution  of  international  liquidity  and  the

cost  that  this  implies  for  countries  that  have  no

access  to  borrowed  reserves  in  international

capital  markets.  He  concludes  that  many  de-

veloping  countries  are  particularly  afTected  by

the  working  of  the  system.  If  they  need  to re-

build  their  reserve  positions  because  they  have

been  exhausted,  the  economic  cost  is unusually

high  because  it is necessarily  reflected  in a sig-

nificant  loss  of  output  as  imports  are  com-

pressed.  It  is also  argued  that,  if  they  resort  to

the  IMF,  adjustment  programmes  are  often

underfinanced  and,  as a consequence,  they  fail.

The  underfinancing  is partly  due  to  the  inability

of  the  IMF  to  provide  sufficient  liquidity.

Here,  the  arguments  presented  by Buira

are  not  as  convincing  as  in  other  sections.

Even  the  severe  liquidity  shortages  of  a group

of  developing  countries  need  not  add  up  to,  a

global  liquidity  problem.  To  establish  a close

relationship  between  sluggish  growth  due  to

import  constraints,  which  is not  necessarily  a

short-term  phenomenon,  and  low  reserve  levels,
can  be misleading.  Also,  although  one  can  fully

subscribe  to  the  view  that  some  adjustment

programmes  might  have  been  underfinanced

and  that  was  the  cause  of  their  failure,  it does

not  necessarily  mean  that  it was  the  liquidity

gap  that  caused  the  failure.

A developing  country  affected  by struc-

tural  rigidities  might  easily  fall  into  an

unsustainable  trade  deficit  or current  account

deficit  (permanent  drop  of  export  prices).
When  this  happens,  reserves  are  rapidly  ex-

hausted  even  when  the  initial  level  was  high.

But  if  reserves  are  replenished  from  any  source,

including  the  IMF  or even  by  grants,  the  fun-

damental  problem  does  not  disappear.  Inter-

national  reserves  will  continue  to be spent  and

there  will  be a need  f,or continuous  replenish-

ment.  In  other  words,  the  actual  difficulty  is

not  a reserve  or  a liquidity  problem,  but  a

long-term  real  resource  problem  that  the  coun-

try  must  face.

This  same  country  under  an adjustment

programme  has  two  kinds  of  needs.  One  is for

a level  of  international  reserves  or access  to

international  liquidity  that  allows  the  country

to smooth  out  seasonal  or erratic  current  ac-

count  deficits.  This  is a clear  responsibility  of

the IMF.  The  other  is the  need  for  real  re-

sources  to  effect  the  capital  investments  re-

quired  for  the  adjustment.  Indeed,  in

developing  countries  it  is a rare  case  when  only

demand  management  will  do;  usually,  it is crit-

ical  to reallocate  and  increase  investments  and

this  might  take  quite  a few  years.  If  domestic

saving  efforts  supported  by  development  fi-

nancing  cannot  fill  the  real  resource  gap,  the

adjustment  programme  is likely  to fail,  as the

expansion  of  investments  will  not  occur.  But

it is obvious  that  such  failure  is largely  inde-

pendent  of  the  amount  of  reserves  or  liquidity

(or  working  capital)  that  the  country  was  lent

or was  given  at the  start  of  the  adjustment

programme  or - if  you  wish  - at the  time  the

stand-by  arrangement  was  signed.

Of  course,  this  does  not  mean  that  the

IMF  should  not  try  to provide  the  maximum

amount  of  resources  commensurate  with  the

adjustment  programme  requirements,  directly
via  its  own  facilities  or  indirectly  by  stimulating

others  to  provide  financial  support  for  the

process.  Yet,  such  efforts,  which  should  be

made  in  conjunction  with  the  World  Bank  and

regional  development  banks,  clearly  go beyond
efforts  to  provide  adequate  liquidity  levels.

They  lie more  in the  realm  of  development  fi-

nancing  than  in the  area  of  responsibility  of  a

monetary  institution.

In  his final  section,  Buira  identifies  the

current  weaknesses  of  the  present  system  and

advocates  a programme  under  the  responsibil-
ity  of  the  Fund  to overcome  them.  He  points

to  five  major  concerns  or  weaknesses:

(l)  The  growih  of  international  liquidity  is
haphazard.

(2)  Its  distribution  is inefficient  and  inequita-
ble.

(3)  The  IMF  is not  playing  its assigned  role

of  adequate  creation  and  distribution  of

international  liquidity;  as  a consequence,

adjustment  programmes  are  undcrfinanced
and  often  fail.

(4)  The  SDR  is not  fulfilling  its  role  as princi-

pal  reserve  asset.

(5)  Finally,  while  there  is  a stable  demand
function  for  international  reserves,  no in-

stitution  formulates  or is  responsible  for

policies  that  ensure  adequate  levels  of

international  liquidity.

Buira  thus  concludes  that  the  Fund

should  operate  along  the  lines  of  a central  bank

and  be effectively  in cbarge  of  the  following

tasks.  The  Fund  should,  first,  estimate  every

year  overall  international  liquidity  needs,  in-

cluding  the  needs  of  different  groups  of  corm-

tries.  Then,  the  international  community

through  the IMF  should  consider  appropriate

measures  to adjust  the  supply  of  international

liquidity  to levels  consistent  with  growth  and

stability  in  the  world  economy.

For  the  purpose  of  creating  the  required

additional  liquidity,  the  IMF  would  allocate
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SDRs  to its  members  in proportion  to  their
quotas.  Countries  without  liquidity  needs
would  make  their  SDRs  available  to developing
countries  facing  liquidity  shortages  or lack  of
access  to credit.  The  end  result  would  be a
more  equitable  and  faster  growing  world  econ-
omy.

I would  not  like  to take  issue  with  the
steps  and  the  'goals  advocated  by  Buira.  I think
they  are likely  to be shared  by  many  if  not  all
of  us.  I would  rather  concentrate  my com-
ments  on  identifying  some  problems  related  to
implementing  each  of  the  steps.

The  first  step  advocated  is  the  annual
preparation  by  the  IMF  of  estimates  regarding
the  optimal  level  of  reserves  for  the  world
economy  in the  next  few  years.  This  step  as-
sumes  the  existence  of  a stable  relationship  for
the  future  between  demand  for  reserves  and
some  key  variables,  an assumption  that  Buira
himself  questions.  But for  the secon4 step, let
us accept  that  there  actually  is a stable  inter-
national  demand  for  reserves  and  that  the  IMF
staff  will  present  to the  Board  estimates  of  fu-
ture  international  reserve  needs,  assurning  GDP
and  import  growth.

But  who  is going  to  vouch  for  these  esti-
mates?  The  recent  experience  of  GDP  f:orecasts
for  the  developed  market  economies  has  shown
a clear  upward  bias  since  1990.  This  led  some
major  countries  to  express,  in  the  context  of  the
Interim  Committee  meetings,  serious  reserva-
tions  about,such  GDP  estimates  (see, for  ex-
ample,  the  Statement  of  the Secretary  of  the
Treasury  of  the  United  States  in the Interim
Committee  in 1991  in Bangkok).  Under  such
conditions,  I see that  it would  be difficult  for
Executive  Directors  to  agree  every  year  on the
amount  of  additional  international  reserves  re-
quired  at the  global  level.

'Moreover,  how  can  we ensure  a consist-
ency  of  views  even  at the  country  level?  If
central  banks  and  ministries  of  finance  are of-
ten  at odds  on domestic  monetary  policy,  will
they  agree  on  an  international  monetary
programme?  More  and  more  central  banks  are
autonomous  entities  and  that  will  have  a bear-
ing  on  the  implementation  of  any  international
monetary  programme.  Will  central  banks  al-
ways  follow  directives  adopted  by  ministries  of
finance  in the  context  of  the  IMF  Board,  par-
ticularly  when  such  directives  do not  coincide
with  central  banks'  views?

Even  if  there  is an  agreement  on  the  cor-
responding  amount,  it  will  be difficult  to  ensure
that  it  will  be  achieved.  Recent  experience  with
monetary  targeting  at the country  level  has
proved  that  success  is often  quite  elusive,  and
one should  not  expect  that  it will  be easier  at
the  international  level.  Besides,  instruments
might  be  insufficient.  After  all, at present,
SDRs 4,re barely  2 per  cent  of  total  interna-
tional  reserves.  If,  in the  eventual  calculation,
we come  to a result  where,  after  taking  into
account  all  other  factors  that  determine  inter-
national  reserves,  even  considering  full  cooper-
ation  of  individual  central  banks,  there  is still  a
gap  of  4 per  cent  in  total  international  reserves,
SDRs  would  have  to be expanded  by 200  per
cent  to fill  the  gap.  Is that  possible  politically
or  institutionally?

In  sum,  although  one  can  agree  with
Buira  on  the  objectives,  the  steps  suggested  to
achieve  them  appear  largely  utopian  at this
juncture.  A  much  improved  system  to  monitor
and  ensure  an  adequate  level  of  global  liquidity
might  require  another  effort  of  the  magnitude
deployed  at Bretton  Woods  50 years  ago.

Two  points  emphasized  by Buira,  how-
ever,  remain  crucial  for  sustained  growth  in  de-
veloping  countries.  One  is  the  provision  of
adequate  levels  of  development  finance  to help
to ensure  the  investments  required  for  success-
ful adjustment  in  countries  facing  long-term
disequilibria.  Here,  both  the  IMF  and  the
World  Bank  have  a critical  role  to  play.

The  other  is an automatic  or serniauto-
matic  response  to the  liquidity  needs  of  coun-
tries  facing  self-correcting  or  temporary
disequilibria.  This  critical  function  of  the  I,'VIF
has been  losing  ground  vis4-vis  other  tasks  or
the institution  despite  its eminently  monetary
character.  \et,  the  need  for  such  a response
has  not  diminished.  On  the  contrary,  as devel-
oping  countries  have  opened  and  liberalized
their  economies  and  key  parameters  in  the
world  economy  remain  unstable,  tlie  need  for
more  automatic  provision  of  liquidity  in ade-
quate  amounts  - under  appropriate  circum-
stances  - has increased.  This  is an area  that,
as suggcsted  by Buira,  requires  much  more  at-
tention.  The  IMF  has  a clear  mandate  to act
in this  area  as it is one  of  the  main  purposes
stipulated  in  Article  I of  the  Agreement.l  Mak-
ing  progress  towards  this  objective  does  not  re-
quire  institutional  changes.  It  is a question  of
the policies  and  political  will  of  key  members
to adapt  to the  requirements  of  the  mid-1990s.

I Article  I of the Bretton  Woods  Agreement  states as one of the main  purposes  of the I:'vlF: "to give confidence  tomembers  by making  the resources  of the Fund  temporarily  available  to them under  adequate  safeguards,  thus pro-viding  them with opportunity  to correct  maladjustments  in their balance  of payments  without  resorting  to measuresdestructive  of  national  or international  prosperity".
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Faika  El-Refaie

Allow  me at the outset  of  my  comments

to  congratula":e  Ariel  Buira  for  his  excellent

paper  which  I consider  a quite  stimulating  and

thought-provoking  piece  of research.  My

comments  are confined  to major  iSSueS  and  are

intended  to cast  light  on the  principal  ones,  as

well  as to raise  certain  queries  related  to the

paper's  theme  and  conclusions.

In  his  presentation,  Buira  adopted  a

topic-by-topic  approach.  Accordingly  the pa-

per  was  divided  into  three  main  sections,  which

my  comments  will  follow:  the  demand  for

international  reserves  (IR),  the analysis  of  the

sources  of  international  liquidity  (IL)  and  the

role  played  by  the  IMF  in  adjustment

prograrnrnes,  and  the main  aspects  of  the  dis-

tribution  of  IL,  attempting  to answer  the  ques-

tion  of  whether  or not  the current  system  is

efficient  and  equitable.

A.  The  demand  for  international  re-

serves  and  liquidity

Buira  has given  a general  definition  of  IL,

quoting  Yarcus  Fleming,  as the  internationally

acceptable  means  of  payment  immediately

available  to  the  authorities  of  any  individual

country  for  financing  balance-of-payments
deficits  or  for  exchange  rate  stabilization.
However  he  ended  up  by  saying  that  "this

concept  is  traditional  and does  not  consider

resources  to  which  the  country  may  have

potential  access,  sach  as credits  from

international  agencies,  monetary  authorities  of

otlier  countries,  banks  and  othcr  private

sources.  But  because  IL  in its broad  definition

is  virtually  impossible  to  measure,  IR  is

normally  used  as an approximation".

It  is technically  important  to define  wlxat

IL  means  as against  IR.

We  may  define  IR  as unconditional  inter-

xiational  means  of  payments  iinrncdiatcly

available  to the monetary  authority.  In

this  sense it serves  as a tool  for  stabiliza-

tion  policy  against  short-term  and  cyclical

imbalances.

IL,  on  the  otlier  hand,  is a broader  concept

which  has  a medium,llong-term  horizon

related  not  only  to short-term  adjustment,

but  also to growth  and  development.  It

comprises  unconditional  financial  re-

sources  for  balance-of-payments  support.

The  distinction  between  the two  concepts  is

important  because  one is an ex-post  and the

other  is an ex-ante  concept  related  to potential

sources  of  financing.

It  is difficult,  therefore,  to accept  the  idea

that  the  two  concepts  are normally  used  as ap-

proximation  for  each  other,  because  they  differ

in nature,  scope  and  purpose,  a matter  which

has  implications  for  the  philosopy  of the

Bretton  Woods  institutions  and on how  they

function  individually,  and  on what  basis  they

coordinate  among  themselves.  The  aim  of  a

discussion  of  this  sort  is to highlight  the  signif-

icance  of mobilization  of long-term  foreign

capital  for  economic  development  and  growth.

Foreign  direct  investment,  issuance  of  securities

(bonds  and  stocks)  are important  sources  of  fi-

nancing  in addition  to official  grants  and  loans,

and cornrnercial  bank  borrowing.  Countries
having  little  or  no access  to capital  markets  and

direct  investment  suffer  from  a severe  shortage

of the  liquidity  necessary  for  development.
Enhancement  of  IL  through  bilateral  and

multilateral  aid  is required  until  such  time  that

a country  reaches  the stage  of  attracting  direct

foreign  investment,  and can borrow  from  the

international  capital  markets,  i.e. have  access

to other  sources  of  IL.

If  this  view  is adopted,  Buira's  analysis

would  lead  to a further  contribution  to the de-

bate  on the management  of  the  world  econo-

my"s  need  for  I L and  not  only  for  I R. The  role

of  the IMF  and  the  World  Bank  in influencing

the availability  of  IL is critical,  cspccially  as

tliey  arc:

*  the only  institutions  that  can  create  addi-

tional  liquidity,  i.e.  through  new  allo-

cations  of  SDRs  by the  IMF;  and

the most  appropriate  institutions  to serve

as "catalysts",  so that  countries  can  obtain

official  or  private  financial  resources  to

fulfil  their  demands  for  I L.

It is in this  capacity  and  becarise  more

than  half  of  their  members  suffer  from  pro-

found  problems  requiring  years  of  adjustment

and  suitable  financing,  that  the  Bretton  Woods

institutions  should  reconsider  their  philosophy

in order  effectively  to carry  out  their  tasks  in

enhancing  and making  available  adequate  IL,
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necessary  for  promoting  trade,  growth  and
development.  The  issue  is not  only  enhancing
IR  but  also  promoting  other  sources  of
financing.

Looking  ahead,  according  to  the latest
projections  of  the  IMF  World  Economic
Outlook  of  April  1994,  industrial  countries'
rates  of  output  growth  will  double  in 1995  (2.6
per  cent)  compared  to 1993  (1.3  per  cent),  while
those  for  developing  countries  will  deteriorate
(5.8  per  cent  against  5.9  per  cent).

Industrial  countries"  import  volume  will
have  a rate  of  increase  five  times  higher  in 1995
(5 per  cent)  than  in 1993  (around  l per  cent),
while  for  developing  countries,  this  will  tend  to
decline  (9. l per  cent  against  9.8  per  cent).  This
trend  suggests  that  the developing  countries'
relative  position  will  drastically  deteriorate  in
the  future.  Targeting  higher  rates  of  growth  for
developing  countries  is critically  important  in
the  assessment  of  the  global  need  of  IL.

In his discussion  of  better  management
of  IL  Buira  tries  to prove  that  there  still  exists
a stable  relationship  between  the  demand  for
IR  and  output  and  trade,  on  which  a forecast
could  be made  and  a set  of  measures  introduced
so that  the  required  liquidity  could  be put  into
operation.  Apart  rrom tlie  issue  of  how  stable
this  relationship  is, and  the  difference  between
IR  and  IL,  it would  have  been  useful  if  such
measurement  had  been  done  at subgroup  levels
for  developing  countries,  instead  of  taking  them
in one  group.  This  is crucial  because  the  de-
mand  relationship  for  IR  varies  between  the
subgroups,  depending  on the  degree  of  flexibil-
ity  on  the  capital  accorint  (borrowing
bilatcrally  and,'or  from  the  market  and  direct
invcstmcnt).  The  measurement  of  the  demand
for  IR  for  different  subgrorips  of  developing
countries  would  also  have  implications  for  the
distribution  of  IR.  Itadoes  not  suffice  to fore-
cast  the  world  demand  for  IR;  it is also  impor-
tant  to  determine  its  distribution  and  tiie
demand  for  other  sources  of  external  financing
(IL).  This  issue  relates  the  availability  of
liquidity  to development  and  grqWh,  a matter
which  is crucial  for  the  overall  stability  and  in-
tegrity  of  the  world  economy.

B.  Sources  of  international  liquidity
and  the  role  of  the IMF  in adjust-
ment  programmes

In  reviewing  the  means  of financing
balance-of-payments  deficits  Buira  distin-
guished  between  three  groups  of  countries:

(l)  Reserve  currency  countries  where  balance-
of-payments  imbalances  can  be  settled
with  freedom  and  over  a reasonable  time
span  without  undertaking  adjustment  pol-
lCleS.

(2)  Other  developed  countries  which  en-
counter  few  difficulties  in satisfying  their
derqand  for  international  means  of  pay-
ment,  as they  have  wide  access  to second-
ary  sources  of  liquidity  and  because  of  the
lines  of  credit  among  their  central  banks
(swaps)  that  assume  sizeable  proportions
in cases  of  contingency,  thus  allowing  the
adjustment  process  to  be  carried  out
smoothly  and  at relatively  low  cost.

(3)  Developing  countries,  especially  the  group
of  low  income  countries  which  account  for
60  per  cent  of  the  world's  population,
which  are  vulnerable  to external  payments
problems  and  have  little  chance  to settle
their  external  imbalances  without  under-
taking  severe  and  painful  adjustment  poli-
cies.

Buira  pointed  out  that  the  United  States
has  made  the  greatest  use of  this  recourse.  The
United  States  balance-of-payments  oritcome
depends  on  its  economic  policies,  which  are
naturally  aimed  at correcting  internal  imbal-
ances.  Thus,  the  United  States  contribution  to
IL  need  not  coincide  with  the  world's  needs.

This  is a crucial  point  that  requires  con-
sideration.  The  world  economy  is in need  of
an arrangement  whereby  international  liqriidity
can  be created  bearing  in n'iind  tlie  interests  of
all parties,  rather  than  simply  being  bound  to
the  policics  of  any  individual  country.

The  distinction  also  raises  a question
concerning  "convertibility",  as, in the  absence
of "swap"  arrangements  with  other  central
banks,  convertibility  for  a developing  country
would  be  a burden  rather  than  a help.  A
world-wide  scheme  to  ensure  stability  in  ex-
change  rates  is required,  with  the  SDRs  playing
their  role.

In  discussing  the  IMF  prograri'unes,  Buira
indicated  that,  partly  as a result  of  constraints
on financing,  the  implementation  of  an  eco-
rion'ffc  programnie  negotiated  with  the  Fund
did  not  guarantee  a succesful  adjustment.

Being  in full  agreement  with  this  state-
ment,  I  may  quote  Egypt's  experience  as  a
typical  example.  In  fact,  the  structural  adjust-
ment  and  stabilization  programme  in Egypt  has
suffered  several  drawbacks  during  1978-1989
because  of  this  very  reason.  After  1990  the
programme  succeeded  with  the great  support
of  outright  debt  reduction  and  resclieduling.  In
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this  respect,  there  is a role  for  the  Fund  and  the
Bank  to play  to bring  about  debt  forgiveness
for  the  lower  income  countries  in Africa  and
elsewhere,  and  to enable  these  economies  to
adopt  stronger  prograrnrnes  of  adjustment  in  a
shorter  time  span.  A medium-term  compre-
hensive  strategy  should  be envisaged  for  this
purpose  jointly  by  the  Fund  and  the  Bank.
This  is especially  crucial  because  of  the  severe
under-financing  that  such  economies  are  facing
and  their  difficulty  in  obtaining  access  to capi-
tal  markets;  and  because  these  economies  suffer
from  having  to implement  particularly  painful
adjustment  programmes,  while  developed
cruntries  can  avoid  such  adjustment  by  enjoy-
ing  the  benefit  of  international  seigniorage.

Buira  criticizes  the  Fund  for  changing  its
philosophy  radically  since  the  early  1980s,
where  a typical  IMF  programme  prescribes
measures  that  require  a compression  of  domes-
tic  demand  regardless  of  the  problem's  origin:
temporary  or structural.  I would  like  to com-
ment  on  this  as I am  confident  that  Buira  will
agree  with  me that  most  if  not  all,  of  the  de-
veloping  and developed  countries  are  facing
structural  imbalances  in one  degree  or  another
and  that  temporary  external  problems  are  now
rare  cases.

I strongly  advocate  Buira  s conclusion
that  IR  suffer  from  maldistribution  and  that
there  is no reason  to expect,  under  the  present
state  of  affairs,  that  the  growing  demand  for
reserves  will  be satisfied  by an equivalent  ex-
pansion  of  supply  except  by  chance.  Buira
mentioned  that  this  problem  stemmed  from  the
absence  of  an  international  institution  that
wciglits  and  provides  for  t}ie  liquidity  needs  of
the  world  economy  as a whole  and  of  its dis-
tribution,  and  that  there  was  a need  to develop
mechanisms  that  would  provide  certainty  that
the  future  evolution  of  world  reserves  would  be
consistent  with  healtliy  growth  of  GDP  and
international  trade.

I-Ie  suggests  that  the  IMF  can  do this
through  the  allocation  of  SDRs  and  industrial
countries  could  donate  their  allocations  to
international  institutions  in order  to  make  thcm
available  to those  developing  countries  facing
difTiculties  of  access  to other  sources  of  finance.

Tlie  idea  of  SDR  allocation  with  post-
allocation  redistribution  (PAR)  is not  new;  it
has  been  under  consideration  for  several  years
and  was  part  of  the  IMF  .'Vianaging  Director's
statement  before  its Board  in April  last  year.
In  fact,  discussions  in the  Board  have  gone  as
far  as to question  whether  the  PAR  should  be
compulsory  or  voluntary,  and  whether  it should
be related  to  quotas  or  according  to needs.

Moreover,  a recent  proposal  was  under
consideration  by the  IMF  which  refers  to the
feasibility  of improving  the  distribution  of
SDRs  by  combining  a concellation  of  all  exist-
ing  SDRs  with  a new  SDR  allocation  to all
participants  on the  basis  of  their  present  quo-
tas.  The  first  amendment  of  the  IMF  articles
of  agreement  (Article  XVIII,  section  l.(a)),
which  fiyst  brought  the  SDR  into  the  interna-
tional  payments  system,  stipulates  that  periodic
allocation  stands  on its own  as final  and  not
subject  to contingencies  or adjustments.  The
proposal  will  have  a negative  impact  on old
participants,  including  developing  countries.

It  is interesting  to note  at this  point  that
during  the  past  five  basic  periods  (1970-1993)
only  two  allocations  have  been  effected,  in 1970
and 1979.  As a result,  net  cumulative  allo-
cation  (NCA)  up  to end-March  1993  reached
SDR  21.4 billion,  of  which  SDR  6.8 billion
went  to developing  countries.  Outstanding  ac-
tual  holdings  of  these  countries  reached  SDR
2.8 billion.  In  contrast,  industrial  countries
NCA  reached  SDR  14.6  billion  and  their
holdings  SDR  10.7  billion.  This  means  that
industrial  countries  have  used  SDRs  virtually
as much  as the  developing  countries  during  the
life  of  the  SDR  and  up  to the  present.  On  the
whole,  SDRs  have  played  only  a marginal  role.
They  constituted  no more  than  2 per  cent  of
total  international  reseryes  as of  April  1993;  2.8
per  cent  for  industrial  countries  and  O.9 per
cent  for  developing  countries.  Thus,  develop-
ments  over  the  two  decades  since  the  introduc-
tion  of the  SDR  have  shown  a wide  gap
between  aspirations  and  reality.  What  was
targeted  was  for  the  SDRs  to  become  the  prin-
cipal  reserve  asset  and  the  unit  of  account,  so
as to foster  the  flow  of  international  trade  in
goods  and  services  and  achieve  real  growth
with  stability  in the  world  economy.

There  are several  problems  in relation  to
the  subject  of  IL  which  require  rcconsideration.
In  the  domain  of  the  IMF  these  are:

The size of  the IAiiF: The IMF  capital  was
equivalent  to  only  2.7 per  cent  of  world
trade  at the  end  of  1992.  Therefore,  the
quotas  of  members,  and  especially  those
of  the  developing  countries,  are  very  small.
There  is an obvious  need  to increase  the
DAF  capital  in order  to be consistent  with
its new  mission  and  responsibilities,  not
only  to  finance  temporary  balance-of-
payments  problems,  but  also  to address
structural  imbalances  through  adjustment.

The distribidion  of quotas in the IMF  re-
quires  serious  consideration,  taking  into
account  the  new  trends  and  changes  in the
different  groups  of  developing  countries.
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As the  Managing  Director  of  the  IMF
stated  in an  interview  with  the  IMF  Survey
on  21 March  1994:  "The  world  is no  longer
simply  diyided  between  donors  and  recipi-
ents,  North  and  South;  rather  the  South  is
increasingly  among  the donors.  Quite  a
different  world  from  the  one  at the  begin-
ning  of  the  1980s".  On  the basis  of  this
fact,  the'distribution  of  quotas  and,  ac-
cordingly,  the  relative  voting  powers,  need
serious  reconsideration.

Access  to quotas:  The  access  limits  to the
IMF  credit  tranches,  as well  as the  overall
limits  as percentages  of  quotas,  were  dras-
tically  reduced  in  the  past  few  years.  The
reductions  were  justified  by the  need  to
safeguard  the  liquidity  position  of the
IMF.  Thus,  instead  of  a call  for  the  need
to replenish the capital and/or initiate
other  sources  of  financing  witliin  the  IMF
to meet  the  demand  ,for  IL,  the  role  of  the
IMF  was  restricted  through  lower  access
limits  at the  time  as conditionality  was  be-
coming  harder  than  ever.  Along  with  the
increase  in  capital,  there  is a need  to raise
the  IMF  credit  limits  to  match  the
liquidity  needs  in connection  with  struc-
tural  adjustment  and  stabilization  pro-
grarnrnes.

Eidarged  access  polic)i:  Frirther  to  the
Ninth  General  Review  of  quotas,  the  IMF
tcrrninated  its  policy  of  enlarged  access.
I-Iowever,  this  arrangement  had  enabled
the  Fund  to  provide  in  a timely  manner  the
financial  resources  that  a member  needed
to  implement  its  adjustment  and  reform
prograrnrnc,  albeit  at higher  interest  rates
and  with  shorter  amortization  periods.  In
case  an  increase  in  the  IMF"s  capital  is not
feasible,  the  alternative  would  be for  the
IMF  to consider.a  resumption  of  the  en-
larged  access  policy.

Exciiange  rate  re-alignment:  Fluctuations
in  the  exchange  rates,  especially  of  key
currencies,  have  been  wide  and  had  serious
destabilizing  effects  on  the  world  economy
and  the  economic  performance  of  individ-
ual  countries.  To minimize  such  fluctu-
ations  and  reduce  their  harmful  effects  on
trade,  investment  and  groyith,  it is impor-
tant  that  the  sixth  basic  period  (1992-1996)
of  the  SDR  review  witness  a new  era  which
corild  lead  to  the initiation  of  a system
wliere  the SDR  plays  its role  as a basket
to which  individual  currencies  are  pegged,
thus  regaining  "the  grid  of  parities"  scheme
that  prevailed  before  the  creation  of  SDRs.
This  would  also  enable  the  world  economy
to gain  the  possible  benefit  of  tlie  intcrna-

tional  agreement  on trade  in goods  and
SerVlCeS.

SDR  allocation:  There  can  be no doubt
that  new  mechanisms  are  required  in  order
to enhance  growth  in the  world  economy
and  create  an international  econorniC  en-
vironment  in  which  all  will.  prosper.  In  this
respect,  there  is an urgent  need  for  a size-
able  new  SDR  allocation  with  PAR.  The
latter  should  not  be bilateral  and  volun-
tary.  Rather,  I suggest  that  the  PAR  re-
sources  be gathered  in  a pool  under  a plan
managed  by  the  IMF.

The  Fund  could  use the  PAR  pool  to en-
hance  the sources  of  the  Systemic  Trans-
formation  Facility  (STF)  with  two
objectives:  (a)  to make  available  adequate
SDRs  to new  members  who  have  not  par-
ticipated  in  the  scheme  in the  past;  and  (b)
to broaden  the  STF  scope  to support  de-
veloping  countries  which  follow  pro-
grammes  of adjustment  thaf  transform
their  economies  from  inward-looking  so-
cialist  to outward-looking  market-oriented
economies.  It could  also  encompass  do-
nations  to countries  which  will  be affected
by  the  lifting  of  price  supports  of  agricul-
tural  products  in Europe  under  the  GATT
agreement.  In  addition,  such  a pool  could
be used  to finance  debt  reductions  for  the
low  income  countries.  In  this  way,  the  al-
location  of  SDRs  would  enhance  interna-
tional  payments  and  growth  without
jeopardizing  the  international  monetary
system  or  leading  to  inflationary  pressures.
Another  implication  of  this  PAR  pool
would  be the  replacement  of  the  system  of
bilateral  financial  cooperation  with  a
multilateral  one.

Coherent  coordination  between  the  Fund,
the  Bank  and  the  newly  established  World
Trade  Organization  (WTO)  should  be
contemplated  as well.  Actually,  the  pool
may  be  better  managed  by  the  World
Bank.

In  his conclusion,  Buira  suggests  that  the
IMF  estimate  international  liquidity  needs  and
consider  what  measures  would  be appropriate
to adjust  the  supply  of  IL  to levels  consistent
with  the  growth  and  stability  in  the  world
economy.

If  my understanding  of  Buira  s view  is
right,  the  proposal  is meant  to turn  the  IMF
more  or less into  a world  central  bank.  We
would  all  wish  this  to become  a reality,  but  the
question  is not  that  simple.  In  establishing  its
estimates,  the  IMF  has  to  know  individual
countries'  rates  of  grotvth  and  inflation.  Would
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the  IMF  accept  what  the  countries  themselves

decide  or will  the  IMF  have  its  own  views?

And  what  about  the  policies  that  individual

countries  should  follow  to achieve  the  targets?

At  present,  the  IMF  can  influence  the  policies

of  borrowing  countries,  but  the  macroeconomic

policies  of  developed  countries  are beyond  the

effective  surveillance  and  control  of  the  IMF.

There  is obviously  a need  for  innovative  ar-

rangements  to establish  an appropriate  mech-

anism  in  that  respect,  including  the  re-

structuring  and  reorientation  of  the  two

Bretton  Woods  institutions  towards  a better

global  management  of  the  world  economy.

Yilmaz  Akyijz

Latin  America  (LA)  has  been  receiving
massive  private  capital  inflows,  but  these  are

not  translated  into  investment  and  growth.  I

agree  with  Calvo  on  the  unsustainability  of  the

recent  pace  of  capital  flows  to the  region.  I

also  agree  with  the  need  to  control  private

capital  flows  of  a short-term  nature.  However,

my  reasons  therefor  are  somewhat  differe'nt

from  his  and  can  be summarized  as follows.

First  of  all,  the  sustainability  of  capital

flows  to LA  is quite  different  from  that  of  cap-

ital  flows  to  Asia  because  the  origin  and  nature

of  these  flows  are  quite  different  and  hence  they

are driven  by  different  dynamics.  In LA  they

are  driven  primarily  by  a speculative  band-
wagon  whereas  in  Asia  by  investment  and

growth.

Consequently,  it  would  not  be

methodologically  correct  to put  these  different

flows  in  the  same  pot  and  treat  them  equally  in

the  context  of  the  possible  evolution  of  North-

South  trade  balances.  A deterioration  of  the

trade  balance  in  the  North  does  not  necessarily

mean  that  the  trade  balance  of  every  region  of

the  rest  of  the  world  will  move  so as to offset

it.  It  is thus  possible  for  Asia  to continue  to

run  deficits  and  receive  capital  flows  while  LA

is forced  to  make  a swift  payments  adjustment.

This  was,  after  all,  the situation  in the  1980s.

Disparities  have  always  existed  within  the

South  in their  ability  to attract  capital  flows,

and  indeed,  sub-Saharan  Africa  has  not  shared

in  the  recent  revival  of  capital  flows.

A related  question  is  the  causality  be-

tween  external  deficits  and  capital  flows.  Rdy-

ing  on  the  ex-post  trade  balance  identity

between  the  North  and  the  South  misses  the

point  that  capital  flows  today  are largely  au-

tonomous.  As  LA  knows  to its  cost,  there  is a

considerable  difference  between  having  to  make

a swift  external  adjustment  as  a result  of  a

slowdown  or even  a reversal  in capital  flows,

and  a situation  where  an improvement  in the

trade  balance  is unrelated  to  capital  movements

- e.g. on account  of  increased  competitiveness,

greater  export  capacity  and  so on.  The  ex-post
trade  balance  identity  does  not  show  this

difference.

l believe  that  the  recent  pace  of  capital

flows  to LA  is not  sustainable,  whether  or  not

there  are higher  interest  rates  and  strong  re-

covery  in  the  United  States,  and  whether  or  not

trade  balances  in  the  North  deteriorate.  I base

this  judgement  on  the  nature  and  effects  of

these  inflows.

To  judge  the  nature  of  capital  flows  it is

important  to know  both  how  the  capital  is be-

ing  raised  abroad  (ie. its origin)  and  how  it is

being  used  in the  recipient  country  (its  use).

As  for  the  origin  of  these  flows,  it is important

to distinguish  that  part  which  is of  a one-off

nature,  such  as  repatriated  flight  capital  and

capital  attracted  by  privatization.  Again,  capi-

tal  flows  to equity  markets  represent  partly  a

portfolio  diversification  by international  inves-

tors  exploring  opportunities  in  the  so-called

"newly  emcrging  capital  markets"  and  attracted

also  by low  asset  values.  For  thc  recent  pace

of  equity  investment  to  continue,  the  corporate

sector  in LA  would  need  to grow  very  rapidly,

requiring  a rate  of  investment  far  above  tliat

observed  in  recent  years.

It  is usually  the  use made  of  capital  flows

that  determines  their  degree  of  volatility.  FDI

and  enterprise  borrowing  abroad  for  investment

in productive  capacity  is generally  less suscep-

tible  to  reversal  than  inflows  directed  at the

equity  market  or acquired  for  refinancing  or

relending  in  the  domestic  money  market  or de-

positing  in  domestic  financial  institutions.

While  not  all  recent  capital  flows  into  LA  have

been  for  short-term  uses,  a considerable  pro-

portion  does  appear  to have  been  for  this  pur-

pose.

Such  inflows  risually  occur  in  response  to

a nominal  interest  rate  differential  that  markets

do not  expect  to be fully  matched  by  a nominal

exchange  rate  depreciation.  Such  differentials

often  follow  the  liberalization  of  domestic  fi-
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nancial  markets  in developing  countries,  since
inflation  rates  in these  countries  are usually
much  higher  than  those  in  the  reserve-currency
countries  and  inflation  differentials  are readily
reflected  in nominal  interest  rate  differentials.
Similarly,  an  expectation  that  equity  prices  will
rise  faster  than  domestic  currency  depreciation
can  prompt  an inflow  of  capital.

The  crucial  role  in this  process  is played
by  exchange  rate  expectations.  Such  inflows
are  typically  initially  a response  to a favourable
shift  in  market  sentiment  regarding  the  rccipi-
ent  country.  After  this  initial  shift,  a band-
wagon  develops  and  creates  a speculative
bubble  whereby  people  lend  or invest  simply
because  everybody  else is doing  so.  The  ex-
pectations  underlying  this  process  become  self-
fulfilling,  since  the  inflow  of  funds,  if large
enough,  can  itself  maintain  the value  of  the
currency  and  boost  equity  prices.  However,
when  the  bubble  bursts  and  the  currency  comes
under  pressure,.even  very  large  interest  rate
differentials  may  be unable  to check  the  capital
outflow.

Such  a bandwagon  effect  has been  evi-
dent  in LA,  not  only  within  each  country,  but
also  across  countries.  Calvo  s finding  of  a high
degree  of  co-movement  of  variables  associated
with  capital  inflows  across  different  countries
is a strong  evidence  to this  effect.  However,
this  is no cause  for  surprise.  In  a sense  this  is
reminiscent  of  the  "contagion"  of  the  early
1980s,  when  bank  lending  virtually  to  every
country  in  tbe  region  was  cut  after  the  Mexican
crisis.  Now  capital  has  been  flowing  to  almost
every  country,  including  those  with  serious
macrocconornic  imbalanccs,  while  the  recipient
corintrics  differ  in their  fiscal  posture,  and  ex-
change  rate,  trade  and  financial  policies.

Calvo  attempts  to  model  the  deterrni-
nants  of  private  capital  flows  to  LA  and  to
predict  how  they  will  move  in coming  years  in
order  to assess  if  they  can  be sustained.  Such
modcls  suffer  from  the  same  shortcomings  as
empirical  exchange  rate  models  wliich  very  of-
ten  fail  to relate  exchange  rate  movements  sys-
tematically  to a set of  variables  that  are  widely
assumed  to be relevant.  While  they  may  give
a relatively  good  fit  within  their  sample  periods,
tlieir  predictive  efficiency  is very  poor,  partic-
ularly  in  rcspect  of  the  turning  points.  This  re-
sults  from  the  fact  that  expectations  regarding
returns  on financial  assets,  including  the  pros-
pects  of  capital  gains,  play  a major  role  in de-
terrnining  the direction  of  capital  flows,  and
that  such  expectations  are  highly  volatile  and
subject  to bandwagon  movements.

The  role  of  external  factors  in capital
flows  to LA  seems  to be a little  exaggerated.
Lower  United  States  interest  rates  have  cer-
tainly  helped  to raise  the  arbitrage  margin  in
LA.  However,  it has  to  be borne  in  mind  that,
while  short-term  rates  declined  in the United
States,  long-term  rates  remained  quite  high,
and  that  short-term  rates  rose  considerably  in
Europe..  Besides,  in  some  countries  the
arbitrage  margins  with  the  dollar-denominated
assets  are  so large  that  a change  of  a few  per-
centage  points  in  the  United  States  cannot
make  much  difference.  In  any  event,  such
margins  are  not  sufficient  on their  own  to at-
tract  capital  flows.  Indeed,  even  higher  mar-
gins  had  emerged  in some  countries  in Latin
America  during  the  1980s  when  capital  was
flowing  out.  However,  this  does  not  mean  that
higher  United  States  interest  rates  now  will
have  no  effect:  they  can certainly  prick  the
speculative  bubble  and  set a bandwagon  move-
ment  in  reverse.

In  any  case,  whatever  happens  to  the
United  States  rates,  the  particular  configuration
of  exchange  rates,  interest  rates  and  stock
prices  underlying  the  recent  surge  in capital
flows  cannot  be expected  to  last.  An  important
part  of  the  arbitrage  margin  has been  due  to
currency  appreciation,  which,  if continued,
would  eventually  lead  to a payments  crisis  as
trade  deficits  mount.  If,  on  the  other  hand,  the
currency  appreciation  is suddenly  reversed,  the
arbitrage  margin  will  disappear,  possibly  trig-
gering  a sharp  drop  in short-term  capital  flows.
Thus,  the  best  strategy  would  be to  let  nominal
exchange  rates  slide  gradually  while  controlling
short-term  capital  inflows.  Chile  has  achieved
considerable  success  in tliis  respect.

The  vulnerability  of  LA  to  reversal  of
capital  flows  arises  from  the-fact  that,  as Calvo
points  out,  they  are  not  translated  into  a higher
rate  of  investment,  particularly  of  the  kind  ca-
pable  of  generating  foreign  exchange.  This  is
perhaps  the  main  difference  with  Asia,  and
clearly  shown  by  his  table  3. Higher  productive
investment  is not  possible  when  domestic  in-
terest  rates  are prohibitive  and  long-term  in-
vestment  with  funds  borrowed  abroad  at lower
rates  carries  a high  exchange  risk.  In  other

words the high interest rates and/or  currency
appreciation  that  attract  short-term  capital  also
deter  investment.  In  such  a case,  the  scope  for
responding  to a drop  in  capital  flows  by  export
expansion  is limited  and  external  adjustment
usually  requires  cutting  imports  by  reducing
growth  and  domestic  absorption,  i.e. reversing
the  earlier  benefits  of  the  capital  inflow.
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M.A.  Uduebo

The  logic  of  Guillermo  Calvo"s  analytic
reasoning  is well  grounded  in theory,  and his
pregentation  is  balanced  and  lucid,  drawing
copiously  on the  vast  body  of  empirical  litera-
ture  on the  subject.  I am  largely  in agreement
with  the thrust  of  his analysis  and policy  re-
commendations.  However,  there  are a number
of  fundamental  issues  I would  like  to comment
on.

In his paper,  Calvo  stated  that  private
capital  inflows  into  developing  countries  have
recorded  a substantial  increase  since  the  begin-
ning  of  this  decade.  This  high  degree  of  capital
mobility  has  been  induced  by  a host  of  external
and  internal  factors.  He singled  out  interest
rate  differentials  as the  most  important  explan-
atory  variable  for  the  observed  capital  flows.
Admittedly,  the  expected  rate  of  return  on in-
vestment  is a necessary,  but  not  a sufficient,
condition  for  capital  flows.  For  example,  it
would  have  been  interesting  to see the results
of  the empirical  studies  cited  by Calvo  if  the
African  region  had  been  included  in the  sample.
Since  the  mid-1980s  to  date,  most  African
countries  have  embarked  on  macroeconornic
stabilization  prograrnrnes  and  structural  re-
forms  resulting  in heavily  depreciated  exchange
rates  and very  high  interest  rates.  Available
evidence  during  the period  shows  that  private
capital  inflows  have  been  largely  unresponsive
to changes  in interest  rates.  Foreign  direct  in-
vestment  in  Africa  has been  very  limited,  as the
behaviour  of  the  multinational  corporations  is
guided  by more  factors  than  the  simple  theore-
tical  and  straightforward  calculation  of  rates  of
reffirn  differentials  at the  margin.  Political  calr

culations  may  appear  to provide  the  proximate
explanation  for  the  limited  private  capital  flows
to Africa.

I share  completely  Calvo  s viewpoint  on
the need  for  government  intervention  through
imposition  of  controls  in order  to minimize  the
negative  destabilizing  effects  of  capital  inflows.
The  need for  government  to intervene  in t}ie
market  when  capital  flows  result,  for  example,
in wide  gyrations  in real  exchange  rates  or in-
terfere  with  other  domestic  policies,  cannot  be
over-emphasized.  It  is  cornrnon  knowledge
that  government  machinery  in  developing
countries  cannot  evolve  a perfect  transfer  from
gainers  to losers.  Optimal  second-best  policy
therefore  calls  for  controls  to stem  transitory
and  unexpected  volatility  in  real  exchange

rates,  while  massive  capital  outflows  may  call
for  permanent  controls.

Calvo  also touched  on an important  is-
sue, that  is, the need  to improve  credibility  in
government  policy.  This  is a major  problem
that  has  bedeviled  policy  implementation  in
many  developing  countries.  Inconsistent  gov-
ernment  policies  may  undermine  credibility  in
the  system.  For  example,  say the  government
was  pursuing  exchange  rate  stability  as a policy
objective  and  simultaneously  running  excessive
budget  deficits.  If  the  economic  agents  do not
trust  the government  ability  or willingness  to
stabilize  the  domestic  currency,  they  will  adjust
their  portfolios  by switching  from  domestic  as-
sets to foreign  assets,  as the domestic  currency
continues  to  depreciate.  Thus,  improving
credibility  should  be accorded  high  priority.

This  issue  brings  to the fore  the recent
debate  on  institutional  reforms  that  would
grant  some  degree  of autonomy  to  central
banks,  so as to allow  them  to operate  unfet-
tered  as true  "bankers  of  last  resort",  thus  en-
suring  some  measure  of credibility  in  their
policies.  This  proposal  has some  merit.  The
episodic  monetary  disorders  in  developing
countries  are traceable  largely  to central  banks"
accornmodation  of  government  fiscal  deficits.
The  evidence  indicates  that  in most  countries
where  the  central  banks  have  been  delinked
from  the  treasury,  the  achievement  of  macroe-
conomic  stability  and  hence  credibility  in policy
measures  have  been  more  pronounced.  Once
the central  bank  is expressly  prohibited  by its
enabling  statute  from  lending  to the  govern-
ment  (as in the  case of  Argentina  and  Chile)  or
is allowed  to extend  credit  to the government
only  within  specified  limits  (as in the case of
Germany,  Switzerland,  the  Nctherlands  and
New  Zealand),  it can effectively  resist  pressure
from  the  government  to lend  to it and  thus  be
able  to perform  better  its main  function  of  en-
suring  price  stability.

Calvo  surveyed  the  wide  spectrum  of
macroeconornic  policies  for  dealing  with  the
problems  associated  with  private  capital  in-
flows,  that  is, appreciation  of  the  real  exchange
rate  and  economic  instability.  His  conclusions
are telling  but  one  is left  uncertain  as to which
policy  tool  may  be more  effective  to deal  with
these  problems.  It is, however,  interesting  to
note  that  fiscal  policy  based  on reducing  gov-
ernment  expenditure  is the  only  tool  considered
most  effective.  This  incorrectly  assrimes  that



 
 

 
 
 
 
 
 
 

 

85

governments  can  forcibly  cut  expenditure,
which  may  not  necessarily  be the  case in many
developing  countries.  The  policy  choice  is not
a straightforward  option  between  policy  A or
B.  The  important  thing  is to find  an optimum
mix  among  the  menu  of  policies  that  will  work
for  a particular  country  at any  given  point  in
time.  For  example,  a mix  of  stabilization
measures  and  allowing  the  exchange  rate  to
fluctuate  in a non-dollarized  economy  may  be
desirable.  In Nigeria  we have  found  that  re-
duction  in government  expenditure  is  some-
times  politically  inexpedient  and so we  have
tried  to deal  with  the  problem  through  shifting
deposits  from  commercial  banks  to the central
bank,  as well  as through  the "open  market"
ste'rilization  of  capital  inflows.  Some  measure
of  success  has been  achieved.

I also  subscribe  to  Calvo  s view  that
international  cooperation  could  be effective  in
mitigating  the problems  of  currency  runs  and
financial  disorders  associated  with  massive

capital  outflows.  In this  connection,  he sug-
gested the  establishment  of  a world  central
bank  to play  this  role.  Obviously,  this  sug-
gestion  suffers  from  many  drawbacks.  It im-
plies  that  national  governments  that  accede  to
the membership  of  such  an institution  must  be
prepared  to  surrender  their  national  sover-
eignty,  which  may  entail  the loss of  political
and  ecoriornic  decision-making  to a supra-  na-
tional  authority.  For  many  developing  coun-
tries,  the spectre  of  recolonization  may  weigh
against  their  decision  to join  such  a world  sys-
tem.  Second,  it is highly  doubtful  that  in the
prevailing  international  economic  situation,  the
enormous  resources  that  such an  institution
would  require  to  function  effectively  as a
"lender  of  last resort"  would  be forthcoming.
The  establishment  of such an  institution  is
simply  not  "on  the cards".  I believe  that  the
scope  of  the  IMF  can  be expanded  and  the  in-
stitution  endowed  with  substantial  resources,
so as to be in a position  to perform  the  role  of
"lender  of  last  resort"  on  a global  scale.

Miguel  Urrufia  Monfoya

Throughout  these meetings,  the  subject
of  the problems  derived  from  capital  flows  has
cropped  up several  times.  These  problems  can
be so delicate  that,  as Shahen  Abrahamian
mentioned  in t}xis most  interesting  exposition,
"it  is not  clear  why  capital  account  con-
vertibility  should  be an objective  of  policy  .

The  debt  crisis  of  tlie  1980s  showed  that
there  are major  imperfections  in the interna-
tional  capital  markets.  The  origins  of  these
imperfections  are many;  among  the most  im-
portant,  we can  mention  information  failures,
moral  hazard  issues,  the  unfortunate  corre-
ation  between  commodity  prices  and  industri-
alized  countries'  interest  rates  and  the  fact  that
banks  lend  to countries  mainly  when  their  bal-
ance  or payments  accounts  are solid,  and  not
when  they  really  need  the  money.

For  these  and  other  reasons,  capital  flows
ave  long  been  a major  destabilizing  factor  in

he  world  economy.  They  were  very  destabiliz-
ng  in the 1980s,  as they  were  in the 1880s.  In
any  industrialized  countries,  the  development
f  central  banks  and  bank  regulations  were,  in

he past,  aimed  at rnitigating  the  effects  of
olatility  in  capital  flows.

of  studies  on the subject  of  the imperfections
of  the  private  international  capital  markets?
Such  studies,  as  Guillermo  Calvo  suggests,
might  not  only  improve  policy  advice,  but  ide-
ally  might  lead  to the creation  of  institutional
schemes  to prevent  or  overcome  market  failures
in this  area.

At  the present  time,  the accepted  theory
is that  all capital  controls  are useless,  because
t}iey  become,  quite  quickly,  ineffective.  I think
this is a half-truth.  One could  argue  that  a
large  portion  of  capital  flows  can  be controlled.
In that  case, rules  and regulations  could  be
helpful.

Experience  clearly  shows  that  regulations
are ineffective  in keeping  nationals  from  ex-
porting  capital  when  they  lose  confidence  in
their  local  currencies.  In a similar  fashion,  it
can also be extremely  difficult  to avoid  capital
repatriation  by nationals.  Under-invoicing  of
exports  or over-invoicing  of  imports  and  paral-
lel markets  make  capital  flight  easy.  However,
some  controls  are useful.  Certainly,  for poli-
tical  purposes,  there  is a big  difference  between
losing  three  billion  in three  days  and losing  a
similar  amount  in three  months.

Considering  the  persistency,  the strength  Nevertheless,  it  is  clearly  possible  to
nd the  extent  of  this  phenomenon,  should  not  avoid  market  failures  that  involve  destabilizing

he Bretton  Woods  institutions  focus  a number  flows  from  regulated  financial  institutions.
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Moreover,  these  are the agents  that  can  make
the  largest  short-term  capital  transfers.  In  this
case controls  are effective.  Banks  will  not  be
willing  to make  irregular  loans  if  they  risk  the
possibility  of  not  being  reimbursed  for  illegal
operations  when  a country's  balance  of  pay-
ments  goes  into  a crisis.

In indugtrialized  countries,  financial  in-
termediaries  and regulatory  agencies  are also
interested  in diminishing  the costs  associated
with  the  instability  in capital  flows.  Obviously,
international  agencies  could  play  a valuable
role  in helping  to solve  market  failures  derived
from  imperfect  information.

Azizali  Moharnmed  has  suggested  that
the IMF  could  develop  facilities  to deal  with
the  instability  of  capital  flows.  In  fact,  this  is
something  that  national  central  banks  in in-
dustrialized  countries  have  been  trying  to  do for
some  time,  either  by  themselves  or through  co-
ordinated  activities  with  other  central  banks.  I
think  that  it is  certainly  worth  putting  this
whole  issue  on the  research  agenda,  and  further
exploring  alternative  institutional  solutions.
As Calvo  highlights  in his paper,  "this  is an
area  where  international  cooperation  could  be
highly  effective",  mainly  because  the issue  has
the  characteristic  of  affecting  almost  all  nations
nowadays,  and,  therefore,  the advantage  that
both  industrialized  and developing  countries
would  benefit  from  steps  towards  its solution.
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6

FOREIGN  RESOURCE  FLOWS  AND FlNAf'4ClNG  OF DEVELOPMENT
IN SUB-SAHARAN  AFRICA

Benno  J. Ndulu'

ABSTRACT

The paper reviews the role of  external  financing  in development in sub-Saharan Africa,  paying
particular  attention to the structural  constr,aints which economies in the region face. The central role
of  external  finance is identified as relieving the foreign exchange constraints to production and
investment. 'The review of the trends shows that net foreign  resource transfers into Africa have
dedined  steeply in the last twelve years relative to GDP. A rapid  rise in the debt servicing burden from
the very large debt overhang is the key explanatiorx. %osses from the deterioration  of  the external
terms of  trade further  compounded the problem.  The paper recommends action in four  areas: the
write-down  of  the debt stock to provide relief  to the fumre  servicing burden; diversification  from  debt
instruments to foreign  direct investment; enhancing effectiveness in the utilization  and disbursement
of  official  desielopment assistance; arid the provision of  timely official  credit to help ride out temporary
shocks.

A.  Introduction

Economies  in sub-Saharan  Africa  (SSA)
continue  to experience  slow  growth  and  deteri-
orating  living  standard.s  and  quality  of  life,  in
spite  of  considerable  investment  in the  1970s
wliich  compared  reasonably  well  with  other  de-
veloping  countries;  attempts  at  structural
transformation,  mainly  via  import  substitution,
during  the  same  period;  and  reforms  in macro-
economic,  trade  and sectoral  policies  in  the
1980s  and  early  1990s.

African  economies  are being  left  behind
in  the  process  of  convergence  in  world  incomes.
Real  per  capita  gross  domestic  product  growth
in sub-Saharan  Africa  has  averaged  about  O.2
per  cent  per  annum  over  the  last  25 years,  in
contrast  to an average  of  2.5 per  cent  for  the
rest  of  the  developing  economies  (Easterly  and
Levine,  1993).  What  is even  more  disturbing  is

the  extent  of  the  deterioration  of  performance
in the  last  decade.  The  groivth  rate  declined
from  an annual  average  of  1.9 per  cent  during
1965-1980  to  -1.7  per  cent  in  the  1980s.  Gains
in health  and  education  standards  achieved  in
the  1970s  have  been  threatened  with  reversals
in  the  1980s  as investment  in,  and  maintenance
of,  social  services  were  disproportionately
starved  of  funding  in  order  to  restore  fiscal
balances.  This  deterioration  is taking  place  in
the  face  of  the  growing  and  very  strong  empir-
ical  evidence  of  the  positive  effects  on  growth
from  improvement  in  human  capital  in  the
forms  of  educational  attainment  and  health
(Barro  and  Lee,  1993;  Easterly  and  Levine,
1992).

The  explanations  behind  this  disturbing
performance  have  focused  on three  main  fac-
tors:  inadequate  human,  technological  and  in-
stitutional  capacities;  high  vulnerability  to
exogenous  shocks;  and  policy  rnisdirection.

I wish to acknowledge  the very competent  assistance  of  Aida  Kimemia  of  AERC  in pulling  together  and organizing
the large amount  of data used in this paper.
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The  three  factors  determine  the  extent  of
mobilization  of  resources  for  development,  ef-
fectiveness  in their  use and  distribution  of  ben-
efits  from  development  in  the  countries
concerned.

In  the  1960s  and  the 1970s  the  focus  was
on structural  transformation  and  the  provision
of  basic  needs,  characterized  by enthusiastic
efforts  in  import  substitution  and  social  services
programmes.  To achieve  the goals,  emphasis
was  placed  on  investment  in these  sectors,  with
the  considerable  support  of  foreign  resources  in
the form  of  project  aid.  Not  much  attention
was paid  to complementary  factors  to ensure
the achievement  of  reasonable  levels  of  pro-
ductivity  from  this  investment.  Utilization  of
the capacity  installed  required  complementary
investments  in infrastructure  and  skill  forma-
tion,  as well  as imported  intermediate  inputs
most  often  inadequately  supplied  due  to lack
of  local  resources.  The  under-provision  .of
these  was partly  a result  of  a lopsided  allo-
cation  of  available  resources  towards  capacity
expansion,  exacerbated  by the  rigid  tying  of
external  finance  to project  aid.  Equally  absent
during  this  period  was the concern  for  main-
taining  a stable  macroeconornic  environment
and  incentives  to ensure  high  productivity  from
investment  and  a healthy  export  performance.
Agriculture,  the  mainstay  of  African  economies
in terms  of  income  generation,  food  supply,
employment  and  export  earnings,  was  starved
of  investment  and  heavily  taxed  to support  im-
port  substitution.

The  crisis  of  the 1980s  brought  the  above
initiatives  to a halt  as unsustainable  resource
gaps emerged,  made  worse  by a deterioration
in the  terms  of  trade  and  a sharp  rise  in the  real
interest  on  external  debt.  Table  l presents  the
evolution  of  these  resource  gaps  and  points  to
the unsustainable  levels  reached  in the  1980s.
The  initial  response  to the crisis  was that  of
closing  the  resource  gaps  (stabilization)  at the
expense  of  growth,  through  reduction  of  im-
ports  and aggregate  expenditure.  This  was
buttressed  by high  conditionality  for  access  to
resources  from  the  international  financial  insti-
tutions,  particularly  the IMF,  under  stabiliza-
tion  prograrnrnes.  The  cost  of  stabilization  in
terms  of  growth  and  its failure  to close  the  gaps
on a sustainable  basis,  were  partly  responsible
for  a broad  adoption  of  an "adjustment  with
growth"  approach,  which  emphasized  the im-
portance  of  both  financing  and  policy  reforms
in  reviving  groivth  and achieving  macroeco-
nomic  stability  on a sustainable  basis.  Where
significant  social  costs  to adjustment  exist,  both
theory  and experience  suggest  the  need for
adopting  a longer  time  frame  for  the adjust-
ment  process  and  the  critical  need  for  financing
in order  partially  to alleviate  adjustment  costs

and  provide  an impetus  for  reviving  growth  on
a sustainable  basis  (Gavin,  1991).  Adjustment
and financing  are  hence  considered  comple-
mentary.  In  any  case the  credibility  of  the  re-
form  process  itself  relies  on adequate  external
finance  to  alleviate  resource  constraints  and
provide  reasonable  assurance  of  its continua-
tion  (Helleiner,  1993a  and  1993b).

In  light  of  the  above,  this  paper  takes  as
its point  of  departure  the current  broad  con-

sensus that adjustmentl/reforms  and financing
are complementary.  In this  regard  both  the
magnitude  of  net  resource  flows  as well  as their
efficient  utilization  do matter.  The  effective  use
of  these  resources  depends  partly  on the  policy
environment  in recipient  countries  and  partly
on  the  disbursement  modalities  (and  related

conditions)  of donors/creditors.  Although
ODA  accounts  for  more  than  80 per cent  of
total  net  foreign  resource  transfers  into  SSA,
private  credit,  and more  importantly  foreign
direct  investment,  are considered  as an impor-
tant  potential  source  of  financing  that  need  to
be taken  into  account  in  the  future  in a process
of  diversification  of  sources  of  external  finance.

The  next  section  considers  in more  detail
the  role  of  external  finance  in the  development
process,  highlights  the critical  need  for  it and
considers  the likely  areas  of  highest  effective-
ness.  Section  C reviews  tlie  magnitude,  struc-
ture  and  historical  profile  of  resource  flows  to
SSA,  emphasizing  net  transfers  and  factors  be-
hind  their  changes  over  time.  Offsetting  factors
to these  flows,  such  as terms  of  trade  deteri-
oration,  will  be considered  here.  Section  D fo-
cuses  on  factors  affecting  the  adequacy  and
effectiveness  of  external  resource  flows  in sup-
porting  development,  including  the  role  of  debt
relief  and  policy  reforms.  Section  E concludes
with  suggestions  for  improving  the  effectiveness
of  forcign  resource  flows  in financing  develop-
ment,  as well  as raising  their  levels  and  diversi-
fying  their  sources.

B.  The  ro/e  of  external  finance  in

SSA's  growth  and  development

Three  major  factors  explain  the critical
role  of  foreign  resource  flows  in the  growth  and
the  development  of  SSA  economies.

First,  the  economic  structure  of these
countries  is characterized  by high  dependence
on  imports  for  investment,  production  and
consumption  on the  one  hand,  and  on the un-
diversified  basket  of  primary  commodity  ex-
ports  which  are subject  to continued  weakening
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Table  /

KEY  MACROECONOMIC  BALANCES  (AVERAGES)

Sub-Saharan  Africa

I/GDP

S/GDP
GDP  growth

Resource  balance/GDP

Fiscal  deficit/GDP

(Percentage)

1976-1979 1980-1985 1986-1991

Source: World  Bank,  African  Development  Indicators.
Note:  I =  gross  domestic  investment.  GDP  =  gross  domestic  product.  S =  gross  domestic  savings.  Fiscal  deficit

includes GRANTS.

of  world  markets  on  the  other.  Empirical
analysis  reveals  strong  relationships  between
incomes  and imports,  with  income  elasticities
well  in  excess  of one  in  SSA  (Lopez  and
Thomas,  1988).  It also shows  a positive  and
statistically  significant  relatio.nship  between  in-
creased  imports  and  growth  (Faini  et al., 1991;
Lopez  and  Thomas,  1988;  Ndulu,  1991).  The
fact  that  over  75 per  cent  of  imports  of  these
economies  are production-related  (capital,  fuel,
intermediates)  suggests  that  long-term  growth
depends  on  imports.  Moreover,  Africa's
import7'GDP  ratios  are significantly  higher  than
those  of  other  developing  regions,  averaging  25
per  cent  compared  to 18 per  cent  respectively
during  1965-1986  (Lopez  and  Thomas,  1988).

The  foreign  exchange  gap  is widely  con-
sidered  to be the  most  constraining  on growth
and  development  in SSA,  and  one that  would
require  the most  support  to  alleviate  in  the
process  of  transforming  these  economies  to
more  sustainable  structures  over  the  long  term.
Foreign  resource  inflows  are needed  to support,
not  only  the  expansion  of  productive  capacity,
but  also  the  utilization  of  installed  capacity  and
growth  in the medium  term.  The  lack  of  for-
eign  exchange  severely  constrained  growth  in
the  1980s  as African  economies  found  it in-
creasingly  difficult  to raise  funds  from  interna-
tional  capital  markets,  and as increased  debt
servicing  requirements  absorbed  a large  pro-
portion  of  their  foreign  exchange  receipts.

Second,  the continued  deterioration  and
high  volatility  in the  external  terms  of  trade  led
to  losses  in  real  income,  exarcebated  the  foreign
exchange  gap  via reduced  real  export  earnings,
and caused  significant  managerial  stresses  in
the  development  process  as a result  of  the  in-

stability  of  earnings.  Losses  in 'real  income
arising  from  the deterioration  in the external
terms  of  trade  averaged  3. l per cent  of  GDP
annually  in  the  past  20 years  (table  7). In  terms
of  r.eal export  earnings  losses  due to terms  of
trade  deterioration  averaged  1.3 per cent  of
GDP  during  the  1980s.  These  are  measured  for
the median  country  in SSA  and  do not  reflect
the  wide  variations  of  the  misfortunes  faced  by
individual  countries.  For  example  Helleiner
(1993a)  shows  very  high  losses  in real export
earnings,  ranging  between  9.5  per  cent  for
Mauritania,  16.1 per  cent  for  Cite  d"lvoire  and
30.1  per cent  for  Gabon  between  1980 and
1990, against  a mean  loss of  8.0 per  cent  and
median  loss ova 5.6 per  cent  of  GDP  among  20
SSA  countries.

The  stop  and  go situations  arising  from
the  instability  of income  and  real  export
earnings,  unless  countered  by financing  to ride
out  transient  shocks,  can  interfere  with  the de-
velopment  process,  as witnessed  in the 1980s
when  forced  import  compression  and  steep
cutbacks  in fiscal  expenditure  to close  resource
gaps seriously  reduced  growth  and  investment
(Ndulu,  1991).  Discontinuities  in the  flows  of
intermediate  and  capital  goods,  both  of  which
are highly  sensitive  to import  volumes,  were
clearly  damaging  to  the  process  of growth
(Helleiner,  1986).  Further  complications  to
economic  management  related  to the  instability
and  weakening  trend  of  world  market  prices  for
primary  commodities  arise  from  the fact  that
the burden  of  adjustment  falls  disproportion-
ately  on the  poor  section  of  society,  the  greater
part  of  it being  engaged  in agricultural  pro-
duction.  In the absence  of  price  stabilization
schemes,  poverty  alleviation  schemes  become
intractable  to manage.  The  role  of  external  fi-
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Table  2

EVOLUTION  OF  DEBT  STOCK  RATIOS,  1970-1992

(  Percentage  )

1970-1975 1976-1979 1980-1985 1986-1991

Sub-Saharan  Africa

EDT  /GNP
EDT  /XGS

42. l

176.3

98.0

339.4

Low-income  sub-Saharan  Africa  a

EDT  /GNP
EDT  /XGS

38.9

205.3

104.6

463.3

gross  national  product.  XGS  =  exports  of  goods  and

Sziurcg:  World  Bank,  World  Debt Tables.
Note:  EDT  =  estimated  total of debt stock.  GNP

non-factor  services.
a Low-income  countries  include  Benin,  Burkina  Faso, Burundi,  Central  African  Republic,  Chad,  Comoros,

Equatorial  Guinea,  Ethiopia,  Gambia,  Ghana,  Guinea,  Guinea-Bissau,  Kenya,  Lesotho,  Madagascar,  Malawi,
Mali,  Mauritania,  Niger,  Rwanda,  Sao Tome  and Principe,  Senegal, Sierra  Leone,  Somalia,  Sudan,  Togo,
Uganda,  United  Republic  of  Tanzania,  Zaire  and Zambia.

nance  in  this  case  would  be to offset  losses  in
income  from  terms  of  trade  deterioration,  but
even  more  important  to  provide  access  to  a first
line  of  liquidity  to  help  ride  out  temporary  and
reversible  shocks.  The  latter  point  assumes
particular  significance  in the  light  of  Africa"s
limited  access  to  international  commercial
credit,  with  official  sources  hardly  providing  fi-
nancial  assistance  on  a timely  basis.

Third,  the  large  overhang  of  external  debt
in these  economies  diverts  a large  proportion
of  scarce  resources  from  supporting  current
development  efforts  to  debt  servicing.  This
makes  achieving  external  viability  elusive,
which  in  turn  affects  the  creditworthiness  of
these  economies  to  cornrnercial  lenders,  reduces
investment  confidence  locally  and  induces  cap-
ital  flight,  since  a large  debt  stock  prompts  an-
ticipation  of  future  burdens  to  private  incomes
through  taxation,  including  inflation  tax,  in or-
der  to  service  debt.  Although  our  analysis
takes  a regional  approach,  it is important  to
emphasize  the  diversity  of  debt  burden  situ-
ations  among  SSA  countries  (Culpeper,  1988;
Loxley  1992).

The debtllGDP  ratio of SSA as a whole
has more  than  doubled  from  42.1  per  cent  in
the  first  half  of  the  1980s  to  98 per  cent  during
1986-1991.  For  low  income  SSA  this  ratio  in-
creased  by almost  170  per  cent  over  the  six
years  (table  2).  This  high  ratio  reflects  a
solvency  problem  arising  from  the stock-flow
disequilibrium  between  foreign  obligations  and

current  incomes.  Moreover  a  worsening
liquidity  problem  is also  evident  from  the  rising
debt  service  to export  ratio.  This  has tripled
from  7.3 per  cent  in 1976-1979  to 22.7  per  cent
in 1986-1991  for  SSA  as a whole,  and  almost
quadrupled  from  6.4 per  cent  to 24.1 per  cent
for  low  income  countries  of  SSA  over  the  same
period  (table  4).  Moreover,  in  view  of  the  fact
that  this  debt  was  being  serviced  at real  depre-
ciating  exchange  rates  in  a  large  number  of
these  economies  during  the  second  half  of  the
1980s  and  early  1990s,  a sizeable  outward  real
transfer  of  resources  was  effected  at  the  expense
of  alternative  productive  uses  locally.

Due  to the fact  that  more  than  90 per
cent  of  the  debt  is  either  public  or  publicly
guaranteed,  the  debt  servicing  burden  falls  al-
most  entirely  on  fiscal  resources.  This  links  the
pressures  of  external  balance  arising  from  debt
overhang  to fiscal  balances  and  requires  simul-
taneous  cuts  in fiscal  expenditures  to  reduce
exposure  (Fanelli  et al., 1992).  Such  cuts  have
often  fallen  disproportionately  on expenditures
for  social  development,  thereby  constraining
development  in human  capacity.

The  large  debt  overhang  led to reduced
net  real  resource  flows,  prompted  capital  flight
and  inability  to diversify  sources  of  financing,
particularly  foreign  direct  investment,  and  gen-
erated  pressure  on fiscal  balances.  Moreover
negotiations  for  debt  relief  absorb  far  too  much
of  the  scarce  capacity  and  time  of  key  economic
decision-makers  in  African  governments,  which
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Table  3

EVOLUTION  OF  THE  STRUCTURE  OF  DEBT  STOCK,  1970-1991

Sub-Saharan  Africa

Short-term  EDT

Long-term  EDT

Concessional  EDT

Multilateral  EDT

Low-income  sub-Saharan  Africa  a

Short-term  EDT

Concessional  EDT

Multilateral  EDT

Source:  World  Bank,  World  Debt  Tables.

Note:  EDT  =  estimated  total  debt  stock.
a  See  footnote  a to table  2.

(Percentage of EDT)

1970-1975 1976-1979 1980-1985

15.3

77.9

26.9

149.9

1986-1991

could  be deployed  to other  pressing  managerial
functions  (Killick,  1993).

C.  The  magnitudes,  sources  and  forms
of  external  resource  flows  in SSA

ODA  is by  far  the  most  important  source
of  cxternal  rcsorirces  for  development  finance
in  SSA.  It accounts  for  more  than  80 per  cent
of  total  net  inflows.  SSA  now  receives  35 per
cent  of  total  ODA  to developing  countries,  rip
from  less than  10 per  cent  in 1960  and  far  ex-
cecding  its population  share  of  12 per  cent  in
the  developing  world  (Helleincr,  1993a,  p.3).
On  the  other  hand  Africa"s  share  of  net  foreign
direct  investment  (Fl]),  a growing  source  of
external  finance  to  the  developing  world,  is
n'iiniscule.  Between  1986  and  1992,  for  exam-
plc,  SSA  including  South  Africa'  rcccived  only
5.6 per  cent  of  total  net  FDI  to  dcvcloping
countries  ('yVorld  Bank,  1992).  ./'is a proportion
of  GDP  the  mcdian  net  foreign  direct  invest-
ment  into  SSA  (excluding  Sorith  Africa)  aver-
aged  1.0  per  cent  in the 1980s,  down  from  an
average  of 2.3  per  cent  during  1970-1975.
Dominant  recipients  of  FDI  were  the
Seychelles,  Botswana,  Swaziland,  Nigeria,  the
Congo  and  Liberia.  For  the  low  income  SSA
countries  the  average  was  much  lower,  at O.3
per  cent,  down  from  an average  of  O.8 per  cent
in  the 1970s  (table  6).  SSjVs  high  share  of  the

declining  ODA  limits  the likelihood  of  much
further  growth  of  this  source  of  development
finance,  while  at the  same  time  SSA  has not
positioned  itself  to benefit  from  the  more  ro-
bust  source  of  FDI,  as indicated  by  the  declin-
ing  rate  of  net  inflow  relative  to GDP.

This  phenomenon  can  also  be  viewed
from  the  perspective  of  the  financial  forms  ex-
ternal  resource  inflows  assume.  The  most
dominant  form  of  external  development  finance
into  SSA  is  debt  creation,  both  official  and
commercial  debt.  For  low  income  SSA,  net
transfers  from  official  and  cornrnercial  creditors
and  donors  has  averaged  1.8 per  cent  of  GDP
during  the  1980s,  compared  to O.3 per  cent  in
the  case  of  net  FDI  (table  6). Credit  and  grants
thus  account  for  86 per  cent  of  nct  external  re-
source  inflows  to these  countries.  For  SSA  as
a whole  this  share  is 61 per  cent.  The  problems
rclated  to  increased  external  indebtedness  in  the
presence  of  the  already  large  debt  ovcrhang
were  raised  earlier;  they  point  to  the  necd  either
to seek  relief  or  diversify  away  from  this  form
of  financing.  Moreovcr,  FDI  is normally  not
only  associated  with  certain  advantages,  sucli
as teclinological  transfers  and  market  access,
but  appears  relatively  attractive  also  becarise  it
involves  a risk  sharing  relationship  with  foreign
investors,  typically  not  existing  in the formal
contractual  arrangements  for  foreign  loans
(Fry,  1993),  and  is not  directly  linked  to fiscal
stress  as in the  case  of  official  debt.  On  both
counts  diversification  of sources  away  from
debt  becomes  a worthwhile  effort  to pursue.
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It is  most  likely,  however,  that  in  the

medium  term  ODA  will  remain  the most  im-

portant  source  of  external  development  finance

for  SSA.  Thus,  its adequacy  and  effectiveness

in  disbursement  and  utilization  is  of  critical

significance  for  SSA's  development.  The  con-

cern  for  effectiveness  arises  from  the  observa-

tion  made  earlier  of  declining  availability  of

ODA  and  SS.'i"s  already  high  share  of  it.  We

take  up  the  issue  of  effectiveness  in more  detail

below.

It  is the  net  transfers  from  ODA  that  are

of  utmost  importance  for  development  finance.
Net  transfers,  being  gross  flows  less  amorti-

zation  and  interest  payments,  are affected  by

the  terms  of  contracted  debt,  including  appli-

cable  interest  rates,  maturity,  grace  period  and

grant  content.  From  table  6 we see that  net

transfers  as a proportion  of  GDP  have  shown

a persistent  decline  since  the  second  half  of  the

1970s.  While  in the  first  half  of  the 1980s  the

decline  was  mainly  a result  of  both  reduced
gross  inflows  and  a rise  in the  real  interest  rate

on  external  debt  (see  table  5),  in  the  second  half

of  the  1980s  and  early  1990s  the  decline  appears

to  be dominated  by  the  effects  of  debt  overhang
as large  debts  contracted  in the  1970s  fell  due

for  repayment.

Clearly,  the  terms  of  new  debt  contracted

in the  late  1980s  and  early  1990s  were  relatively

better,  as  indicated  by  lower  interest  rates,

longer  maturities  and  grace  periods,  as well  as

higher  grant  elements,  particularly  for  low  in-

come  SSA.  However,  since  multilateral  debt  is

not  subject  to relief,  and  such  debt  significantly

increased  its presence  in t}ie  1980s  related  to

stabilization  and  adjustmcnt  programmes  (table

6), a significant  source  of  t}ie  increase  in the

dcbt  service  ratios  from  7.3 per  cent  of  exports

in 1976-1979  to 22.7  per  cent  in 1986-1991  (ta-

ble  4),  and  the  decline  in  the  net  transfers  could

be attributed  to tliese  programmes.  In  fact  as

table  6 sliows,  for  example,  rict  flows  and  in-

deed  nct  transrcrs  from  the  IMF  were  negative

in the second  half  of  the  1980s.  Twenty-one

out  of  39 countries  for  which  we  obtained  data

had  negative  transfers  vis-A-vis  the  I;'VIF.  This

is in spite  of  better  terms  offered  under  ESAF

for  new  debt  to low  incomc  countries  carrying

out  adjustment  progran'irncs.

The  foregoing  seems  to  suggest  that

dealing  with  the  problem  of  the  debt  overhang

through  a reduction  in the  accumulated  stock,

rat}ier  than  tinkering  at t}ie  margin  with  terms

of  new  debt,  is the  more  effective  route  for  en-

hancing  net  transfers  in  the  future.

The  adequacy  of  external  resource  flows

may  further  have  to be viewed  in the  context

of  losses  from  the  deteriorating  external  terms

of  trade  pointed  out  earlier.  Of  particular  in-

terest  here  is their  impact  on real  foreign  ex-

change  earnings  from  exports,  which  partly

offset  net  external  resource  transfers.  We  make

this  assessment  by  netting  out  such  Iosses  from

net  real  transfers  of  external  resources.  The

annual  losses  in real  purchasing  power  of  ex-

ports  in SSA  during  the  1980s  averaged  1.3 per

cent  of  GDP  annually  for  a median  country  in

SSA  (table  7).  'vVhen  compared  with  the  an-

nual  average  ratio  of  net  transfers  to GDP  of

1.85  per  cent,  the  losses  did  offset  more  than

70 per  cent  of  the  net  transfers.  Thus  if  the

current  net  transfers  are considered  to be at a

desirable  level  in the absence  of  shocks,  they

would  have  to be increased  to 3.2 per  cent  of

GDP  in  the  presence  of  these  losses.

Turning  to FDI  as a source  of  external

flows,  we noted  earlier  its low  contribution  to

development  finance,  particularly  for  low  in-

come  SSA  countries.  More  recently,  however,

in the  developing  economies  the  privatization
of  state-owned  enterprises  has been  identified
as an  important  potential  channel  ror attracting
foreign  direct  investment.  Such  investment  has

come  either  in the  form  of  direct  purchase  of

enterprises  or through  portfolio  equity  invest-

ments.  What  matters  most  in relation  to our

concern  of  external  financial  flows  is that  these
transactions  should  generate  additional  foreign
resources.  Therefore  the  focus  will  be on the

foreign  exchange  content  of  these  transactions.

Although  184  out  of  a total  of  456

privatizations  of  state-owncd  enterprises  were

made  in SSA  between  1980  and  1987,  revenues

from  these  privatizations  were  very  low.  Sader

(1993)  analysed  the  foreign  investmcnt  impact

of  privatization  in developing  countries  during

1988-1992  by  assessing  the  foreign  exchange

content  of  the  privatization  transactions.

While  such  transactions  in  Latin  America,

South-East  Asia  and  Eastern  Europe  yielded

significant  inflows  of  foreign  investment,  the

impact  in SSA  was  negligible.  First,  as a pro-

portion  of  total  revenue  from  these  trans-

actions,  SSA"s  was  only  O.4 per  cent  of  tlie  total

for  developing  countries,  involving  revenue  of

S250  million  from  a sale of  80 enterprises  (8 in

Benin, 37 in GhanJ  29 in Nigeria  and 6 in
Togo).  Out  of  these  80 privatizations  only  21

had Foreign  participation  and  yielded  37 per

cent  total  revenue  from  the  transactions  in for-

eign  exchange.  Over  this  period  foreign  ex-

change  revenues  from  privatization  accounted

for  only  1.4  per  cent  of  total  FDI  in SSA.

Tlie  above  would  suggest  that  although

privatization  still  needs  to be pursued  in  earnest

in SSA  and  on superficial  consideration  prom-

ises a more  readily  available  channel  for  pro-

moting  FDI,  the  basic  constraints  to  other



EXTERNAL  DEBar  SERVICE  RAI"IOS  IN  TJ-IE  1980s  (jrom  annual  data)

( Percentage  )

Sub-Saharan  Africa

TDS/XGS
l"DS/GNP
INT  /XGS
INT/GNP

Low-income  sub-Saharan  Africa  a

TDS/XGS
TDS/GNP
INT  /XGS
INT/GNP

1970-  1976-
1975  1979 1980 1981 1982 1983 1984 1985 1986 1987 1988 1989

Sourcg:World  Bank,  World  Debt  Tables.

Note:  TDS  =  total  debt  service.  XGS  =  exports  of  goods  and  non-laactor services.  GNP
a See  footnote  a to table  2.

gross  national  product.  INT  =  interest  payments.

1990 1991
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forms  of  FDI  still  hold.  These  include  main-

taining  a stable  macroeconornic  environment,

a legal  framework  that  protects  property  rights

and  enforces  contracts,  a  supportive

infrastructure,  improved  access  to loan  capital

and  equity  finance  and  a less cumbersome  tax

system.  A rush  for  expensive  discriminatory

incentives  for  foreign  investors  may  at worst  be

counter-prodtictive  (Fry,  1993).  It  is important

to note  that  putting  in place  an environment
conducive  to attracting  FDI  is a process  that

takes  time  and  would  require  financial  support,

particularly  for  infrastructural  investments.
Moreover,  reduction  in  debt  overhang,  as

priinted  out  earlier,  is a necessary  condition  for

creating  confidence  in potential  investors.  On

both  counts  ODA  has  an  important  role  to

play.

D.  Effectiveness  in the  disbursement

and  utilization  of  external  financial

resources

The  need  to enhance  the  effectiveness  of

the  use and  disbursement  of  external  resources
cannot  be overemphasized.  This  is particularly
important  in view  of  the  scarcity  of  ODA  and

t}ie  importance  more  generally  attached  to im-

proving  efficiency  in order  to promote  grovvth,
macroeconomic  stability  and  development.
Three  main  issues  will  be taken  up  in this  con-

text:  the  first  is that  of  an appropriate  policy

environment  conducive  to the  efficient  utiliza-

tion  of  resources;  the second  is modifications
of  approaches  to donor  finance  to enhance  its

clTcctiveness  in  supporting  development;  and

tlic  third,  whicli  links  the  first  two  issues,  is the

relative  importance  of  conditionality  and  local

ownership  of  domestic  policy  reforms  aimed  at

raising  the  efficiency  of  resource  use in gcneral
and  t}iat  of  external  resources  in particular.

Empirical  evidence  now  abounds  to Sl]Ow

that  economic  policy  distortions  have  undesir-

able  and  deleterious  effects  on  growth  and  that

these  have  been  much  more  acute  in SSA  than

in  other  developing  regions  (Barro  and Lee,

1993;  Easterly  and  Levine,  1993).  These  dis-

tortions  are  related  to macroeconomic  instabil-

ity,  incentives  for  production  and  trade,  and

fiscal  imbalances.  A large  number  of  countries

in SSA  prirsuing  economic  reforms  have  ear-

nestly  been  engaged  over  the  last  eight  years  in

stabilization,  adjustment  and  sectoral  reforms

to redress  these  distortions.  Of  particular  sig-

nificance  have  been  measures  to promote  the

production  of tradeables  and  conserve  the

scarce  foreign  exchange  available  via  exchange

rate  policy  and  reforms  in  the  exchange  re-

gimes.  Some  reasonable  success  has been  reg-

istered  in  restoring  macroeconornic  stability

and  promotion  of  export  growth,  although  ex-

ternal  viability  remains  by  and  large  elusive.

It is important  to emphasize  here  that,

although  these  measures  are  critical  for  efficient

resource  allocation  and  increased  domestic  re-

source  giobilization,  they  constitute  only  part

of  an  effective  development  environment.

Other  important  elements  of  the  development
environment  include  the  setting  up  and

strengthening  of  efficient  markets,  strengthen-

ing  institutional  and  human  capacity  for  effec-

tive  economic  management,  improved
governance  that  fosters  initiative  and  account-

ability  for  resources  and  action,  and  a legal

framework  that  protects  property  rights  and

enforces  contracts.  These  have  currently  as-

sumed  an important  place  in the  development
agenda  among  donors  and  recipients  alike

(World  Bank,  1989)  and  should  complement

policy  changes  in raising  the effective  utiliza-

tion  of  resources,  both  domestic  and  external,
committed  to development.

The  approaches  to dcnor  finance  (ODA)
in SSA  have  taken  three  main  forms,  with  dif-

ferent  degrees  of  effectiveness.  The  first  is

project  aid,  which  was  the  most  dominant  form
of  ODA  in the  1960s  and  1970s.  External  re-
sources  were  largely  cornrnitted  to the  capital

expenditure  of  the  project,  which  also  attracted
somc  local  counterpart  funds.  Operational  and

maintenance  finance  was the responsibility  of

the  recipient.  A  major  problem  with  this  form

of  support  was  in  the  utilization  of  tlic  installed
capacity,  which  depended  on  the  more  con-

strained  domcstically  mobilized  rcsources.  The

very  low  ritilization  or  capacity,  particularly  or

industrial  enterprises,  is to a significant  extent

attributable  to the  mismatch  between  the ex-

ternal  and  domestic  availability  of  finance  for

the  projects.  The  large  drop  in  investment

productivity  from  83.8 per  cent  between  1961

and  1973  to only  6.2 per  cent  during  1980-1987

('vVorld  Bank,  1989)  is  significantly  explained

by underutilization  and  non-utilization  of  in-

stalled  capacity.  To  a considerable  extent  tl'ie

debt  servicing  problems  of the  1980s  were

linked  to the  fact  that  the  large  industrial  ca-

pacities  created  in the  1970s  through  increased

indebtedness,  never  yielded  tlie  expected  re-

turns,  and  the  related  debt  fell  due  for  servicing

without  proceeds  from  tlie  funded  projects.

The  second  is  prograrnrne  support,

mainly  in  tlie  form  of  import  support  tied  to the

country  of  origin  in the  case  of  bilateral  donors

and  imports  via  an open  general  licence  system

for  multilateral  funds.  This  approach  was

mainly  adopted  in the  1980s  in response  to se-

vere  import  compression  and  balance-of-



AVERAGE  TF,RMS  OF  NEW  DEBT

1970-  1976-
1975  1979

Sub-Saharan  Afarica

(i)  Official  creditors
Interest  (per  ccnt)

Maturity  (years)

Grace  period  (years)

Grant  element  (per  cent)

(ii)  Private  creditors

Interest  (per  cent)

Maturity  (ycars)

Grace  period  (years)

Grant  element  (per  cent)

Low-income  sub-Saharan  Afarica  a

(i)  Official  creditors
Intcrcst  (pcr  ccnt)

Maturity  (years)

Grace  period  (years)

Grant  element  (per  cent)

(ii)  Private  creditors

Interest  (per  cent)

Maturity  (years)

Grace  period  (years)

Grant  element  (per  cent)

Source:World  Bank,  World  Debt  Tables.
a See  footnote  a to table  2.
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payments  problems  faced  by  the  SSA  countries.
The  imports  included  intermediates  and  spare
parts  to  enable  utilization  of  installed  capacity.
This  greatly  improved  the  effectiveness  of  re-
sources  since  it enabled  utilization  of  previous
investments.  However,  problems  with  this  ap-
proach  exist.  The  sourcing  of  imports  is tied  to
the  country  of  origin,  limiting  in some  cases
cost  effectiverxess  in sourcing;  there  is'a  tend-
ency  to direct  imports  to support  projects  pre-
viously  financed  by  the  same  donor,
irrespective  of  whether  these  are  the  best  can-
didates  for  support  efficiency-wise;  and  there
were  complex  and  multiple  donor  accounting
requirements  to ascertain  whether  procurement
was  for  intended  goods  and  from  agreed
sources.  There  are  ways  to rationalize  the  re-
quired  documentation,  but  the  efficiency  impli-
cations  of  tied  sourcing  and  local  user
destination  need  to  be  addressed.  Increased
support  through  the  open  general  licence  sys-
tem  will  certainly  raise  effectiveness  and  will  be
consistent  with  the  more  liberalized,  market
based  foreign  exchange  allocation  system  cur-
rently  being  put  in  place.

The  third  is debt  relief,  the  most  fungible
of  the  approaches  and  the  most  amenable  to
being  consistent  with  policy  reforms.  In  addi-
tion,  due  to the  poor  prospects  of  a significant
increase  in  new  resources  from  ODA,  debt  relief
releases  foreign  exchange  receipts  from  the  ser-
vicing  of  debt  to supporting  current  develop-
ment  activities,  and  provides  a larger  scope  for
the  indirect  provision  of  development  finance.
As  argued  earlier,  the  reduction  of  the  overhang
of  external  debt  is the  most  effective  way  of
providing  debt  relief.  In  addition  to freeing  up
limited  own  and  new  donor  resources  from  debt
servicing  for  rise  in current  development  activ-
ities,  it  helps  create  conditions  for  restoring
business  confidence  and  expanding  private  in-
vestment.

The  last  issue,  but  certainly  not  the  least
in importance  for  raising  the  effectivcness  of
aid,  is that  of  the  ownership  of  reform  and  de-
velopment  initiative.  It  is now  widely  accepted
that  for  economic  reforms  and  development  in-
itiative  to be sustained,  local  ownership  is of
paramount  importance.  High  conditionality
was  adopted  as a key  instrument  for  initiating
stabilization  and  adjustmcnt  programmes.
Sustaining  reforms  and  creating  conditions  for
longer-term  development  require  the cornmit-
ment,  not  only  of  the recipient  governments,
but  of  the  population  at large.  Creating  a local
constituency  for  sustained  development  is thus
a much  broader  undertaking  involving  the  do-
nors,  the  recipient  governments  and  the  local
population,  who  make  up  the  actors  and  bene-
ficiaries  of  the  development  process.

Internally,  a governance  structure  that
encourages  participation,  accountability,  free-
dom  of  action  and  transparency,  is conducive
to promoting  local  initiative,  flexibility  in re-
sponding  to changing  conditions,  institutional
innovation,  and  a broad  vetting  of  the eco-
nomic  costs  and  a reduction  in the  transaction
and risk  costs  often  associated  with  a non-
transparsnt  system  of  governance.

Donor  participation  in  this  process  of
deterrnining  development  priorities  and  the
means  to achieve  them  needs  to assume  a pos-
ture  of  partnership  with  all  the  local  actors,  and
not  simply  with  the  governments.  Moreover,
donors  have  an important  role  in supporting
institutional  innovation,  the  development  of  the
required  technical  skills  to manage  the  devel-
opment  process,  and  the  development  of  effi-
cient  markets,  drawing  from  their  own  vast
experience.  The  use  of  conditionality  to
achieve  this  broader  approach  to sustained  de-
velopment  would  be consistent  with  a partner-
ship  posture.

The  above  does  raise  two  important  is-
sues  with  respect  to  the  broadening  of  channels
of  support  and  aid coordination.  The  tradi-
tional  channel  of  donor  support  has been  the
central  government.  With  a widening  of  the
actors  involved  in  development  management
and  activities,  donors  may  want  to consider  the
possible  use  of  multiple  channels  of  support,  so
as to broaden  access  to resources  and  reduce
transmission  delays  to ultimate  recipients.  Of
course,  the  most  effective  way  to  achieve
broader  access  and  reach  targcts  efficiently  is
the  adoption  of  general  programme  support;  in
this  way,  most  resources  could  be disbursed  in-
creasingly  through  more  market  oriented  chan-
nels.  Specific  targets,  such  as programmes  for
assisting  vulnerable  groups,  could  be treated  as
special  cases.  The  need  for  programrnatic  per-
spectives  in development  policy  makes  donor
coordination  important,  so  as to ensure  con-
sistency  among  tlie  different  levels  of  policies
and  activities  (macro,  meso,  micro)  and  across
sectoral  programmes.

E.  Conclusion:  suggestions  for

enhancing  net  flows  and  their

effectiveness

The  foregoing  discussion  prompts  us to
make  some  suggestions  for  enhancing  the  ade-
quacy  of  external  resource  flows  and  their  ef-
fectiveness  in  supporting  development  in
sub-Saharan  Africa.  Tliese  fall  under  three
broad  categories:  enhancing  net  external  re-
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Table  6

EXTERNAL  NET  RESOURCE  FLOWS,  1970-1990

Sub-Saharan  Africa

NFL/GDP
NTRNS/GDP
FDI/GDP
IMF/NFL
MLT  /NFL
BLT  /NFL

Low-income  sub-Saliaran  Africa  a

NFL/GDP
NTRNS/GDP
FDI/GDP

(  Percentage  )

1970-1975 1976-1979 1980-1985 1986-1991

Source: World  Bank,  World  Debt Tables,  African  Economic  and Financial  Data.
Note:  NFL  =  net  flows,  being  gross  flows  less; amoritization  of  debt.  GDP  =  gross  domestic  product.  NTRNS  =

net  trpnsfers,  being  NFL  less interest  payments.  FDI  =  net  foreign  direct  investment.  IMF  =  JMF  net  flows.
MLT  =  multilateral  net  flows.  BLT  =  bilateral  net  flows.

a  See footnote  a to table  2.

source  inflows,  measures  for  dealing  with  ex-
ternal  shocks  and  improving  tlie  effective
utilization  of  external  resources.

1.  Enhancing  net  external  resource

in(rows

(a)  Debt  rejief

In  view  of  the  poor  prospects  for  in-
creasing  ncw  rcsources  from  ODA,  debt  relief
is potentially  tlie  most  important  approach  for
raising  net  transfers  into  SSA.  The  reduction
of  tlie  stock  of  debt  and  donor  support  for  the
scrvicing  of  multilateral  debt  are  the  two  most
effcctivc  ways  of  providing  debt  relief  to SSA.

Tlie  granting  of  exceptional  terms  for
debt  relief  introduced  in December  1991  for  se-
verely  indebted  low  income  countries  provided
a possibility  of  debt  reduction  through  conver-
sion  programmes  for  both  ODA  (no  limit)  and
non-ODA  (ivith  limits)  debt,  in  addition  to  very
favourable  rescheduling  of  consolidated  ODA
debt  ('vVorld  Bank,  1992).  The  write-down  of
eligible  Paris  Club  debt  under  the  "enhanced
Toronto  terms"  is a further  improvement  on  the

previous  treatment.  By  mid-1993,  11  SSA
countries  benefited  from  these  measures  under
the Paris  Club  terms  (l-Ielleiner,  1993b).  Two
countries,  Benin  and  Nicaragua,  are  under
consideration  for  a 50 per  cent  write-down  of
their  entire  Paris  Club  eligible  stock.  In this
regard,  tlie  cut-ofT  date  which  determines  the
eligibility  of  stock  for  write-down  is very  im-
portant  for  the  actual  magnitude  of  the  relief.
For  SSA  countries  in particular,  the  1980s  have
seen  their  debt  stocks  rise  rapidly,  favouring  a
shifting  of  the  date  as far  forward  as possible.
Collective  support  for  this  possilyle  precedent
will  open  up opportunities  for  other  severely
indebted  low  income  countries,  a large  number
of  them  being  in  SSA.

A high  proportion  of  scheduled  debt  ser-
vice,  particularly  in low  income  SSA  countries
engagcd  in adjustment  prograrnrnes,  is to  inter-
national  financial  institutions.  Tliese  insti-
tutions  consider  themselves  unable  to  offer  debt
relief  beyond  that  w}iidt  they  are  currently  of-
fering  to  low  income  adjusting  countries
through  the provision  of  new  credit  at more
concessional  terms  (e.g.  under  ESAF  and  IDA).
The  concessional  terms  offered  under  ESAF,
for  example,  provide  debt  relief  via  a de facto
refinancing  of  maturing  standard  IMF
draivings  at a lower  interest  rate  (0.5  per  cent)
and  with  a longer  repayment  period,  including
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Table  7

EXTERNAL  NET  TRANSFERS  ADJUSTED  FOR  TERMS  OF  TRADE  LOSSES

Sub-Saharan  Africa

TOTGAIN/GDP  (mean)
TOTGAIN/GDP  (median)
TOTSHK

(NTRNS + TOTGAIN)/GDP

Low-income  sub-Saharan  Africa  a

TOTGAIN/GDP  (mean)
TOTGAIN/GDP  (median)
(NTRNS + TOTGAIN)/GDP

(  Percentage  )

1970-1975 1976-1979 1980-1985 1986-  /99/

Source:

Note:

World  Bank,  World  Debt Tables,  African  Economic  and  Financial  Data.

TOTSHK for year t is calculated as [(pxt!pxbase-l)"(X,'GDP)dtJa]-'[te(dPMbyt!tPhMe 'ffnsei't-edl)"s(tMate.s'GDGP lewnahtePX  and  PM  are  export  and  import  price  indices  respectively

pxbase  and p"base  are the average PX and PM respectively for the preceding three years; X and M are
respectively  the  exports  and  imports  of  goods  and  non-factor  services.

TOTSHK  was  constructed  from  a sample  of  32 countries.

TOTGAIN  =  -(KX"lOO).TOT-KX)  where  KX  is exports  of  goods  and  non-factor  services  in  constant  prices
and  TOT  is the  terms  of  trade  index.

NTRNS  =  net  transfers.
a  See  footnote  a to table  2.

half  grace  period  (Green,  1993).  IDA  terms
have  also  provided  a similar  relief  to the  World
Bank  debt  overhang  (Helleiner,  1993b).  While
expansion  and  improvement  in these  new  facil-
ities  is indeed  very  welcome,  there  is a need  for
SSA  countries  to seek  contributions  from  do-
nors  in the form of "free7'untied"  foreign ex-
Change  grants  which  directly  or indirectly  can
be used  for  servicing  debt  obligations  to inter-
national  financial  institutions.

The  scope  for  SSA  countries  to reduce
their  debt  stock  through  the  secondary  market
for  debt  is  rather  limited  (ACVIS,  1992;
Raheem,  1993).  A  few  countries  besides
Nigeria  have  actually  been  involved  in  such
dcbt  conversion  schemes,  mainly  in the form
of  debt-equity  swaps.  The  limitations  arise
from  the  fact  that  the  cornrnercial  debt  eligible
for  conversion  is relatively  small,  20 per  cent
of  total  debt  stock,  and  is concentrated  in  a few
countries.  Moreover,  success  in conversion  in
the  form  of  debt-equity  swap  is dependent  on
conditions  for  attracting  foreign  direct  invest-
ment  which  are  yet  to be established,  as dis-
cussed  earlier.  However,  debt  buy-backs  at
significant  discounts  are more  promising  and
could  be pursued  along  the  lines  of  the  Brady-

style,  menu-based,  debt  reduction  schemes.
Collectively  SSA  countries  could  negotiate  for
the  renewal  and  the  enlargement  of  the  present
IDA  debt  buy-back  facility  by  increasing  its
resources,  allowing  a broader  menu-based  debt
reduction,  and  earmarking  a share  of  these  re-
sources  for  African  commercial  debt  (AC:\AS,
1992).

(b)  Diversification  of  sourcbs  of
external  finance

FDI  and  access  to international  cornmer-
cial  credit  are  two  potential  sources,  in addition
to ODA,  that  SSA  needs  to pursue.  Relative
to other  developing  regions,  SSz{  }ias  very  lim-
itcd  access  to corninercial  credit  and  attracts  a
n'ffniscule  share  of  foreign  direct  investment,  as
sliown  earlier.  The  conditions  for  attracting
foreign  investment  need  to be created.  Ongoing
policy  reforms  aimed  at achieving  macroeco-
nornic  stability  and  raising  the  profitability  of
investment  constitute  an  important  measrire  for
creating  a conducive  environment  for  investors.
In  this  regard  tlie  stability  of  the  exchange  rate,
a reduction  in exchange  controls  and  trade  fa-
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cilitation  are  important.  As  pointed  out  earlier,
the  reduction  in debt  overhang  is necessary  for
promoting  investor  confidence.  In  addition,  a
reliable  infrastructure,  improved  access  to fi-
nancial  services,  a legal  framework  that  pro-
tects  property  rights  and  a less  cumbersome  tax
system,  are  necessary  for  attracting  foreign  in-
vestment.

2. Access  to rirst-fine  liquidity  against
temporary  shocks

The  traditional  advice  in dealing  with  ex-
ternal  shocks  is to finance  temporary,  and  ad-
just  to  permanent,  disturbances.  Recent
studies,  including  Gavin  (1991)  and  Elbadawi
(1992),  have  shown  that  even  in the case  of
longer-term  disturbances,  adjustment  and  fi-
nancing  are  complementary.  Preserving  stabil-
ity  and predictability  is  deemed  particularly
important  in  small  open  economies  undertaking
deep  economic  reforms  (Green,  1993).

SSA  countries  access  to  international
cornrnercial  credit  to help  ride  out  temporary
and  unanticipated  shocks  is  virtually  non-
existent.  Official  sources  for  such  credit  are
hardly  available  on a timely  basis.  The  IMF
instituted  in 1974  an Oil  Facility,'Trust  Fund  to
help  countries  ride  out  a temporary  reversible
shock  with  fairly  open  and  concessional  terms.
Since  the  1980s  all  financing  facilities  have  been
tied  to high-  conditionality  and  are subject  to
negoti;ition  lags;  hence  they  cannot  be availed
of  on a timely  basis  in relation  to the  occur-
rence  of  shocks.  Moreover  macro-budgeting
under  consultative  arrangernents  makes  no
provision  for  contingencies  (Green,  1993).  Tliis
leaves  a vacuum  for  access  contingency  fniance
to deal  with  cash  flow  problems  arising  from
unanticipated  and  reversible  exogcnous  shocks.

There  is  a critical  nccd  for  t}ie  rc-
cstablishn'icnt  of  an officicil  facility  for  first  linc
liquidity  access.  Such  a facility  should  not  be
overburdened  by  high  conditionality  and  nego-
tiation  lags  which  would  invalidate  tlie
compensatory  and  contingency  functions  or  the
facility.  Tl'ic  restoration  of tlie  1974  0il
Facility%Trust  Fund  with  a broader  coverage  of
temporary  shocks  for  eligibility  and  opcrating
under  more  open  terms  should  be considcred.

3. Improving  the effective  utilization  or
externaf  resource  support  for
development

It  is now  widely  accepted  that  macroeco-
nomic  stability  and  the  realignment  of  incentive
structures  for  enhancing  efficiency  in resource
allocatic:n  are  of  fundamental  importance  to
ensuring  the  effectiveness  of  development  fi-
nance.  The  ongoing  and  wide-ranging  policy
reforms  in  SSA  are  partly  aimed  at that.

More  effort,  however,  needs  to be made
in  other  complementary  areas  in  order  to  create
an environment  for  sustainable  development.
These  were  mentioned  earlier  to  include  the
creation  of  efficient  markets,  strengthening  the
capacity  for  prudent  economic  management,  a
legal  framework  that  protects  property  rights
and  enforces  contracts,  and  a governance
structure  that  promotes  initiative  through
broader  participation  and  accountability  for
resource  use.  In  most  SSA  countries  efforts  to
introduce  these  measures  have  just  begun.  Ex-
ternal  assistance,  particularly  in  know-how,
could  play  a significant  role  in  their  successful
implementation,  since  in  most  cases  there  is
little  local  experience  to  call  upon  in  imple-
menting  the  suggested  new  institutional  forms.
A significant  role  exists  for  the  state  in  restruc-
turing  institutions  and  supporting  the  creation
of,  and  providing  the  regulatory  framework  for,
the efficient  operation  of  markets.  Bilateral
donors  being  themselves  arms  of  governments,
can  provide  invaluable  advice  in  this  endeavour
from  their  own  experiences.

In  order  for  ongoing  efforts  in economic
reforms  and  development  itiitiatives  to  be
sustainable,  a local  constituency  for  change
needs  to be in place.  Such  a constituency  ex-
tends  beyond  the government  to  include  the
larger  population  of  actors  in and  beneficiaries
of  the development  process.  Donors  need  to
forge  a partnership  with  this  broader
constituency.  Conditionality  should  reinforce
this  partnership.

A shift  to  prograrnrne  and  sectoral  aid
providcs  for  better  coordination  with  tlie  over-
all development  programme  adopted.  Donor
choices  and  assessment  of  t}ie  impact  of  indi-
vidual  donor  support  could  still  be made  in the
context  of  broader  programmes.
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7

FINANCING  ECONOMIC  DEVELOPMENT  IN LOW-INCOME  COUNTRIES

Joseph Abbel

ABSTRACT

Recent performance of the low-income countries (LYCs), the majority of u4hich are in
sub-Saharan Africa, has'been dismal. Moreover, this cannot be simply laid at the door of poor
internal policies. Adjusting LYCs have ter4ded to do better, but they have had financial  and technical
assistance. It would have been a disaster for international collaboration if  non-reformers were
Out-performing REFORMERS.

Excessive dependence on a very small number of  primary commodities for  foreign exchange
earnings, and fluctuations and trends iri the real prices of  key commodities, point to the rieed for  both
more international  reserves and development finance.

The Bretton Woods institutions ( B Wls ) officially blarne domestic policies for the poor state of
affairs, perhaps because to do otherwise would expose the inadequacy of  the finance provided, even for
the  adjusrment  programmes  supported  by  the  BWIs.  -Meanwhile,  there  is no  clear  empirical  support

for  the catalytic role of Ii'vfF resources in the adjustment process. Perhaps for  rhe same reason of
inadequate finance, the BWIs, especially the Fund, persist in underestimating the time needed for
sustainable adjustment. The result is a recurrence of optimistic asses'sments, premature claims of
success and a polen'iical style of  presentation.

Reconstructing Europe took at least a decade and brought home the fact thqt the successful re-
solutiori of balance-of-paytnents diffictdties required the establishment of riecessary preconditions.
Foremost of  these was expanded production (!/7(/ increased productivity, with preference given to export
growth.  '

Econornic developn'ient is more complex and requires more resources of time and finance than
reconsrruction. It also requires the establishment of  the necessary conditions for  the resolution of  the
associated balance-of-payments problems.

Econoinic development has hardly been seen in the international context as a mutually beneficial
objective. Indeed the basis for  aid to LYCs is unclear, beyond the tenet of  the rich helping the poor.

In t}ie pursuit of their objectives the BiVIs consult, cooperate and collaborate svith each other.
In the process, as a result of  the preferences of  the major shareholder members, the BWIs work in a
form of  partnership, with the Fund as the senior member. However, the Fund is unsvilling or unable
to deal with problems of economic development. This is unsatisfactory. A way forward  is to return
rhese institutions to rheir original objectives. As far as LYCs are concerned, rhe Fund should con-
centrate on stabilization, that is effective demand management. The Bank should be responsible for
strucmral  adjustment,  svith sustainable  grosvth  as its  primary  objective.

For  this  paper  extensive  use has been  made  of  Horsefield  (1969)  and  de Vries  (1976  and  1983).  Full  responsibility
is accepted  for  the use of  the  material  in this  paper  and  its interpretation.
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It is argued that there is a deflationary bias in the international adjustment process, sustained
by the resurgence of  monetarism and fear of inflation. The protectionist tendencies and threats of
trade wars, particulaAy  in the industrial countries, are reflections of this bias.

Economic development of LYCs can provide the needed locomotive for world trade and growth.
A link, albeit indirect, between SDR creation and development finance is suggested as a means to this
end. As the Expert Group appointed by UNCTAD  in 1965 concluded: such a link is both feasible and
desirable.

A. Introduction

Despite  the  enormous  opportunities  cre-
ated  by  advances  in technology  for  the suc-
cessful  development  of  the  currently  defined
low-income  developing  countries  (LYCs),l  a
combination  of  inappropriately  designed  poli-
cies  and  inadequacy  of  resources  condemns
more  than  one  billion  people,  a fifth  of  the
world's  population,  to live  in absolute  poverty.
There  are 73 LYCs,  of  which  38 are in sub-
Saharan  Africa.  Of  the  rest,  20 are  in  Asia,  11
in  Latin  America  and  the  Caribbean,  two  in  the
Middle  East  and  North  Africa  and  two  in
Europe  and  Central  Asia.  Measured  by  income
per  capita  the  economic  performance  of  the
LYCs  over  the  last  25 years  has been  disap-
pointing.  In  the  face  of  rapid  population
growth  this  has  resulted  in stagnant  or dcclin-
ing  standards  of  living.

Moreover,  the  global  economic  environ-
ment  is worsening  and  certainly  not  conducive,
and  perhaps  even  hostile,  to growrth,  as shown
by recent  trends  and  future  prospects  for  aid
flows  and  international  trade.  Trcnds  in aid
flows  are  particularly  disturbing.  Figures  from
the  World  Bank  show  a decline  in oflicial  fi-
nancial  assistance  for  1992  coming  on top  or
that  of  1991.  Furthermore,  the  prospects  for
aid  flows  are  not  promising  in view  of  negative
public  attitudes  in  many  donor  countries,  com-
petition  for  funds  from  Eastern  Europe,  and
demands  for  social  spending  in  the  donor
countries  themselves.

The  most  dispiriting  thing  about  Africa,
writes  The  Economist  (1994)  is that  even  if  its
economy  were  to grow  at the  rate  confidently
projected  by  the  World  Bank  for  the  rest  of  tbe
1990s,  Africans  would  still  have  to  wait  for
another  40  years  to  clamber  back  to  the
incomes  they  had  in  the  mid-1970s.  It
continues:

As recently  as the mid-1980s,  Africa's  disas-
trous  performance  could  be blamed  chiefly
on the folly  of  its leaders'  economic  policies.

In recent  years,  however,  parts  of  Africa  have
been trying  to introduce  their  most  radical
adjustments  since  independence.  Some  thirty
African  countries  have  abandoned  their  ex-
periments  with  socialism  - usually  after  a
sharp  arm-twist  by  foreign  creditors  - in
favour  of  the free-market  creed  preached  by
the World  Bank  and  the IMF.

There  is  nothing  remarkable  about  the
advice  given,  but  in practice,  it has  implied  re-
forms  for  Africa  every  bit  as wrenching  as those
underway  in Eastern  Europe.  The Economist
then  asks:  To  the  extent  that  it  has  been
practised  by  Africa's  Governments,  has any  of
it worked?

According  to  The  Economist,  Britainas
Oxfam  told  the  World  Bank  and  IMF  in
September  1993 that  adjustment  can only  be
judged  a complete  failure.  The  .Managing
Director  of  the  IMF  has stated  that  it is easy
to  understand  why  many  feel  tempted  to
despair  about  the  prospects.  He  added  that  the
setbacks  - worsening  of  the global  economic
environment,  slowdown  in  some  industrial
countries  - compounded  the existing  external
difficulties,  including  the shortage  of  external
financing  and  slow  progress  toward  resolving
tlie  debt  problem  (Camdessus,  1992,  p. 19).

The  Economist  alleges  that  ixi private  the
World  Bank  is deeply  gloomy  about  Africa,  but
tliat  it desperately  needs  to sec success,  just  as
aid agencies  tend  to  see faihire.  As to why
World  Bank  grotvth  forecasts  invariably  prove
optimistic,  it quotes  an unnamed  Bank  official:
"Knowing  what  the  truth  is  ...  self-deception
has become  a way  of  life".  The  BWIs,  at least
in  public,  continue  to  put  the  blame  on  the  folly
of  the  leaders'  policies,  or  at  best  poor
implementation  of  their  advice.

The  Managing  Director  of  the  Fund  as-
serts  that  external  assistance  atid  cooperation
are essential,  but  they  should  be seen  as com-
plementary  to, not  subsititutes  for,  good  do-
mestic  policies.  In  tlie  current  controversy  over
assistance  to  Russia,  for  instance,  he has in-
sisted  that  the  money  made  available  has not

l LYCs  are those receiving  IDA  credits  during  the IDA-9  period  and'or  those eligible  for ESAF  resources. These are
countries  with  GNP  per capita  of  S610 or less in 1990.
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been  negligible  and  that  those  clain'ffng  the

contrary  do  so "with  more  eloquence  than  re-

spect  for  the  truth"  (IMF  Survey,  1994).  In

answering  those  who  have  criticised  the  Fund

for  not  disbursing  enough,  he defended  Fund

conditionality:

As  far  as the  IMF  is concerned,  the  financial
assistance  it'can  provide  is necessarily  tied  to
the countries"  policies.  This  is part  of  the
rules  by  which  the IMF  is governed  - rules
agreed  by  the  entire  membership,  but  some-
times  forgotten  in  capitals  (IMF  Survey,
1994).

The  remarks  by  the  Managing  Director

drew  a strong  response  from  Jeffrey  Sachs  who,

until  January  1994,  served  as economic  advisor

to the  Russian  Government.  Writing  in the

Washington  Post,  Sachs  referred  to  the  Western

aid  figure  given  by  the  Managing  Director  as

remarkable  "mainly  bec.iuse  it is phony".  In

his  words:

As  the  International  Monetary  Fund  tries  to
conceal  its  massive  failures  in  Russia,  its
obfuscations  grow  more  desperate.  In  the
end,  the  western  aid  effort  has  been

disgraceful: almost no  grant5,  self-serving
short-term  trade  credits,  virtually  no  support
from  the  IMF  and  the  'iVorld  Bank,  little  ef-
fort  to make  aid co-ordinated  and  effective,
and  continued  preening  about  our  help.  Not
only  was  the  aid  derisory  but  also  the  contrast
betwccn  the rhetoric  and  reality  helped  to
poison  the relationship  between  Russia  and
the  West  ...  In any  event,  by his own  lack
of  "respect  for  truth"  Camdessus  continues  to
lull  tl'ie 'sVcst  and further  provoke  Russia"s
enemies  of  reform  (Sachs,  1994).

As  to  the  claim  of  the  catalytic  effect  on

financial  flows  of  the,seal  of  approval  of  the

BWIs  that  the  IMF  regularly  claims,  Tony

Killick  has  tliis  to  say:

Econometric  studies  have  found  no system-
atic  correlation  between  IMF  programmes
and  capital  inflows.  Experiences  vary  widely.

In some cases there clearly is a cata5'tic effect.
In others,  IMF  money  has, in  effect,  been

used  to increase  dcbt  service  payments.  In
probably  a majority  of  cases there  has been
little  net effect  on capital  account  (to  say
nothing  of  t}ie  persistent  net  retum  flow  from

L}'Cs  to  the  IMF  in  recent  years).
Programmes  predicated  on a strong  catalytic

ejfect are thus apt to be unrealistic, of  which
there  are  a good  many  examples,  resulting  in
unanticipated  adjustment  costs  and

programme  dislocation  (emphasis  added)
(Killick,  1993,  p. 103).

The  President  of  the  World  Bank  is

among  those  who  l'iave  recently  voiced  concern
over  aid  prospects:

Whjle  budgetary  constraints  are  severe  in
many  countries,  aid is  everywhere  a small
fraction  of  public  expenditures  and  political
leadership  is needed  to ensure  that  the  slow
gro  in donor  countries  does  not  provide
a convenient  excuse  for  cutting  aid budgets
(Preston,  1993,  p. 11).

External  financing  needs  in  medium-term
projections  prepared  by  the  staffs  of  the
Bretton  Woods  institutions  are  determined  by
the  assumptions  made  about  the  strength  of
policy  reforms,  world  demand  and  the  terms  of
trade.  This  means  that  the  estimates  change
with  the  number  of  countries  undertaking  re-
forms  backed  by  these  institutions.

It  is  clear  that  economic  development
cannot  be promoted  by  merely  throwing  scarce
resources  at  non-reforming  countries.  It  is also
clear  that,  from  the  record  to  date,  a reconsid-
cration  of  the  link  between  supporting  finance
and  policy  reform  in LYCs  is necessary.  The
Bretton  Woods  institutions  should  refuse  to
play  the  "paper  conditionality"  game  and  stand
to'  be  judged  by  the  quality  of  their  lending,  not
the  volume.

The  problem  of  inadequate  development
finance  has  its origin  in the  widely  held  view
that  LYCs  are  more  of  a burden,  with  little,  if
any,  contribution  to  make  to  the  solution  of  the
problems  of  developed  industrial  economies.
Admittedly,  there  are many  in the  industrial
world  who  support  economic  development  for
moral  and  }iumanitarian  reasons.  But  werc  the
development  or  LYCs  to  count  for  much  more
than  that,  external  financing  needs  would  not
be handled  the  way  they  are  now.  Questions
of  adequacy  would  be addressed.  Resources
may  not  be negligible,  t}iey  may  cven  be sub-
stantial,  but  are  they  adequate?

The  perceptions  of  mutuality  of  interests
that  influenced  and  informed  the  founders  of
the  BWIs  included  the  disastrous  experience  of
global  depression  of  the  1930s,  the  collapse  of
international  trading  and  financing  systems,  the
pursuit  of  competitive  devaluation,  the  esca-
lation  of  tariffs  and  trade  barriers  and  the  ap-
parent  success  of  Sovict  central  planning  in

transforming  a backward  agricultural  economy
into  an industrial  State  capable  of  defeating
Germany.  So it  was  that  victor  and  vanquished

alike  knew  what  was  at  stake,  hanging  together
or  separately.

Assertions  are  sometimes  made  that  de-

mographic,  political  and  technological  trends

make  development  no  longer  the  concern  pri-
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marily  of  poor  countries,  but  an  urgent  priority
for  rich  countries  as well.  Ninety-five  per  cent
of  the  growth  in  the  world"s  labour  force  may
take  place  in  the  developing  world  over  the  next
quarter  of  a century.  With  the  end  of  the  Cold
War,  economic  and  environmental  issues  will
no doubt  occupy  the  centre  of  the  diplomatic
stage  and  naturally  will  increasingly  involve  the
developing  nations.  Improvements  in trans-
portation  and  cornrnunications  will  bring  the
rich  and  poor  countries  into  greater  contact
with  each  other.  Television's  impact  on the
LYCs  and  sharp  increases  in  refugee  flows  may
be harbingers  of  things  to  come.  There  is a lot
in all  of  this,  but  will  it be seen  in industrial
country  capitals  as  convincing  proof  of  the
mutuality  of  gains  from  the  economic  develop-
ment  of  LYCs?

This  is not  to deny  the  fact  of  interde-
pendence.  It  is only  to  say  that  such  assertions
are  not  seen  as self-evident,  nor  are they  he,ld
widely.  Above  all,  they  do  not  appear  to  be the
views  of  the  BWIs  or of  large  enough  political
constituencies  in  the  industrial  countries.

The  LYCs,  especially  those  of  sub-
Saharan  Africa,  have  not  succeeded  in diversi-
fying  their  export  commodity  bases  and,  as a
result,  reliance  on  primary  commodities  as the
main  source  of  export  earnings  has  not  dimin-
ished  since  independence.  At  the same  time,
real  commodity  prices  - defined  as the  IMF  all
non-fuel  commodity  price  index  deflated  by  the
I M  F index  of  manufacturing  export  unit  values
of  industrial  countries  - have  persisted  in  their
secular  decline,  dating  from  the  middle  of  the
last  century.  Furthermore,  there  is evidence  of
renewed  weakness.  Thus,  after  a short-lived
recovery  in  1984,  real  commodity  prices  have
fallen  by  45 per  cent,  which  translates  into  a
sharp  deterioration  in the  terms  of  trade  of
16w-income  commodity  exporters.

In 1992,  the  real  commodity  price  index
reached  its  lowest  level  in over  90 years.  A re-
cent  IMF  staff  study  concluded  that  the  evolu-
tion  of  real  commodity  prices  would  appear  to
lend  support  to the  Prebisch-Singer  hypothesis
(Reinhart  and  Wickham,  1994).  For  low-
income  countries  like  Ghana,  that  dcpcnd
heavily  on  exports  of  beverages,  the  debate
over  the  empirical  validity  of  that  hypothesis  is
largely  acadexnic.  The  reccnt  weakness,  it con-
cludes,  is "primarily  of  a secular  persistent  na-
ture,  and  not  the  product  of  a large  but
temporary  deviation  from  trend".

In addition  to  these  secular  trends,  the
study  also  found  that  the  volatility  in com-
modity  prices  has  risen  steadily  and  consider-
ably  since  the  1970s.  Large  shocks  became
more  commonplace  with  the  breakdown  of  the

Bretton  Woods  system  and  the  oil  crises.
Volatility  seems  to have  continued  to increase
through  the  1980s  and  into  the  early  1990s.

In  the  face  of  these  adverse  developments
in  world  market  prices  of  commodities,  of  such
critical  importance  to  low-income  developing
countries,  a rational  reaction  would  be to in-
crease  levels  o[  precautionary  savings  as insur-
ance.  This  is the  more  so given  the  fact  that
commodity  diversification  is only  a long-term
solution,  which  may  even  be undesirable  where
it is not  in  conformity  with  the  country's  com-
parative  advantage.  Moreover,  hedging  instru-
ments  are  not  typically  available  in cornrnodity
markets  in  which  low-income  developing  coun-
tries  have  significant  exposure.

These  findings  underline  the  urgency  of
paying  closer  attention  to the  reserve  needs  of
LYCs,  and  not  focusing  exclusively  on  their
long-term  economic  development  financing
needs.

B.  Reconstruction  and  development

In the  immediate  postwar  period  many
industrial  countries  remained  devastated  and
had  to  undergo  extensive  reconstruction.  These
countries  were  in the grip  of  serious  inflation.
Shortages  of  goods  and services  were  wide-
spread  and  international  trade  was  badly  dis-
torted.  Difficulties  of  production  and  transport
and  other  prevalent  obstacles  to a smooth  sup-
ply  of  goods  were  by far  tlie  most  serious  im-
pediments  to an expansion  or exports.  I-hese
industrial  countries  faced  massive  problems  of
reconstruction,  though  not  of  developn"ient.

The  disequilibrium  in  their  balances  of
payments,  while  large,  was  considered  to be due
more  to special  factors  connected  with  the  war.
These  were  factors,  which  in a relatively  short
time,  would  be  overcome.  aI"hcy were  not
problems  of  fundamcntal  disparities  in  costs
and  prices.

Wliether  the  simultaneous  pursuit  by sc-
veral  industrial  corintrics  of  domcstic  policics
to  acliieve  full  employment  or price  staLiility
would  be consistent  with  a satisfactory  array
of  balance-of-payments  positions,  was  un-
known.  Nor  was  this  what  mattered  the  most.
Payments  imbalances  remained  tbroughout  tlie
reconstruction  period  and  beyond.  Trade  and
payments  problems  were  not  going  to put  a
deflationary  spin  on the world  economy  and
lead  the  postwar  world  back  into  depression.
Keynes  and  his  colleagues  saw  the  adjustment
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problem  as primarily  how  to avoid  insufficien-
cies  in aggregate  demand.

The  IMF  recognized  that  the  balance-of-
payments  problems  of  these  members  were  not
easy  to resolve.  A  premature  attempt  to force
the  acceptance  of  exchange  and  trade  practices
suited  for  a balanced  world  economy  could  do
much  harm  and  even  endanger  the  attainment
of  stated  objectives.  On  the other  hand,  the
Fund  must  have  been  aware  of  the  danger  that
members  might  abandon  the  objective  of  even-
tually  freeing  their  international  transactions
from  restrictions.  The  Fund  was  faced  with  a
dilemma:  if  it were  unrealistic  for  it to call  for
the  abandonment  of  restrictions,  was  it  also  not
capitulation  for  it to succumb  entirely  to ad-
verse  economic  conditions?

This  dilernrna  gave  birth  to the  philoso-
phy  of  establishing  the  preconditions  for  the
relaxation  of  restrictions.  A  critical  component
of  the  "preconditions"  was  the  restoration  of
productive  capacity,  in  addition  to  the  adoption
of  proper  credit  and  fiscal  policies  for  the  elim-
ination  of  inflation,  and  in particular,  for  in-
vestment  which  would  impact  promptly  upon
the  balance  of  payments.  The  philosophy
worked,  but  it took  a decade  of  reconstruction.
Balance-of-payments  pressures  were  contained
in the  meantime  by import  and  exchange  re-
strictions  and,  in many  countries,  official  de-
velopment  assistance.

The  Fund's  original  Articles  of  Agree-
ment  did not  distinguish  betwecn  developed

and devclopin3countries, despite the attempts
by  the  }ndian  delegation  to make  development
a purpose  of  the  Fund  and,  failing  that,  to have
the  introductory  Article  take  cognizance  or  the
needs  of  the  econon'ffcally  backward  countries.

Officials  of  the industrial  countries  had
feared  that  any  reference  to developing  coun-
tries  might  imply  tliat  econon'iic  dcvelopmcnt
was  a purpose  of  the  Fund,  with  the  result  that
the  Fund's  rcsourccs  would  be  overtaxed.
There  is a dilemma  here  that  must  be faced,
because  a conceptual  framework  unable  to  dis-
tinguish  between  the  iSsues  raised  by underde-
velopment  and  those  of  reconstruction,  can
only  perpetuate  rindcrdevelopment.

The  philosopliy  of  establishing  the pre-
conditions  made  it possible  to provide  the  nec-
essary  environn'ient  for  reconstruction  and  for
the  Marshall  Plan  to be successful.  It  did  take
time  and  resources,  both  in adequate  amounts.
It was  the  groivth  and  expansion  of  trade  t}iat
enabled  trade  and  payments  restrictions  to be
eliminated,  not  the  other  way  round.

Economic  development  requires  a similar
approach  to succeed.  Economic  development

is a much  more  difficult  proposition  than  re-
construction.  The  charting  of  new  waters,  a
journey  into  the  unknown:  that  is the  challenge
of  development.  Successful  reconstruction  fa-
cilitated  the  correction  of  trade  deficits.  It is
successful  development  that  will  also  facilitate
the  correction  of  the  structural  trade  deficits  of
the  developing  countries.

So,  as  with  reconstruction,  a critical
component  of  the  necessary  preconditions  for
the  elimination  of  the  payments  imbalances  as-
sociated  with  economic  development  must  be
the development  and  expansion  of  productive
capacity;  and  in  this,  preference  must  be given
to investment  that  can  have  a fairly  quick  im-
pact  on  the  balance  of  payments.  This  was  the
essence  of  successful  reconstruction,  it is con-
sistent  with  the  East  Asian  experience,  and  it is
what  will  make  for  successful  economic  devel-
opment.

The  process  of  economic  development
will  need  more  resources  than  had  been  re-
quired  for  reconstruction.  It  will  in all  proba-
bility  take  decades,  whereas  reconstruction
took  only  years.  One  thing  is certain,  deflation
with  beggar-my-neighbour  policies  can  only
lead  to rising  indebtedness  and  a perpetuation
of  underdevelopment.  Occasionally,  with  a
commodity  boom  or the  di5covery  of  deposits
of  a new  mineral,  some  LYCs  might  escape  into
a middle  income  status,  but  that  will  be due  to
favourable  circumstances,  and  in spite  of, not
because  of,  structural  adjustment  prograrnrnes.

C. A dual  indirect  link

It  is not  true  that  the  essential  and  ex-
clusive  need  of  developing  countries  is for  ad-
ditional  long-term  aid  rather  than  for  liquidity.
Gencrally,  larger  reserves  are  needed  by  coun-
tries  with  wide  volatility  in the real  prices  of
their  export  commodities.  There  is no  evidence,
however,  of  increased  precautionary  savings  for
jVrica.  In  the  face  of  cornrnodity  price  trends,
the failure  to diversify,  and  the  high  volatility
in real  prices  of  their  export  commodities,  the
conclusion  emerges  that  the  reserves  holdings
of  these  LYCs  are  inadequate.  The  real  loSscs
that  may  be incurred  by these  LYCs  on ac-
count  of  their  inadequate  reserves  could  be
substantial.  Adverse  external  shocks,  to which
they  are  frequently  subject,  may  have  their
conseqriences  magnified  because  of  inability  to
deal  with  them  promptly.

International  trade  volumes  may  be sub-
ject  to starts  and  stops,  as restrictions  are re-
laxed  or  imposed,  or  exchange  rates  may
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fluctuate  widely.  No  matter  the  mechanism  by

which  imports  are suddenly  reduced,  if  the  re-

ductions  are  sufficiently  large,  serious  economic

dislocations  are  the  result.

At  the  same  time,  the  holding  of  reserves

is only  one  of  the  competing  uses  of  the  limited

real  resources  at the  disposal  of  the  typical

LYC.  In  a rich  country,  the  maintenance  or

even  increase  of  reserves  need  not  entail  a great

deal  of  sacrifice.  In  LYCs,  the  maintenance  of

reserves  may  be  at the  expense  of  urgently

needed  imports  of  capital  goods  for  economic

growth.  It  may  even  entail  considerable  hard-

ship  due  to a shortage  of  basic  goods,  such  as

food  or  medicines.

The  decision  to increase  reserves  has as

its counterpart  an equivalent  amount  of  un-

committed  savings.  Increasing  reserves  may  be

difficult  or  impossible  in the  short  run.  Crop

failures  and  adverse  terms  of  trade  - common

occurrences  in LYCs  - may  so severely  reduce

the  flow  of  domestic  savings  that  it becomes

necessary  for  LYCs  to  rely  largely  - or,  for

some  of  them,  wholly  - on foreign  inflows  to

meet  their  large  current  account  deficits.

After  addressing  the  liquidity  and  devel-

opment  needs  of  developing  countries,  many

have  reconunended  the  establishment  of  a link

between  the  creation  of  international  liquidity

and  the  provision  of  development  finance.  This

is both  feasible  and  desirable.

The  IMF  has  considered  this  issue  on

more  than  one  occasion  and  has  not  quite  been

able  to accept  it.  The  nearest  to acceptance

was the establishment  of  the Extended  Fund

Facility  (EFF)  in 1974.  Indeed,  the  EFF  has

been  callcd  the =link  within  the  Fund".  The

sentence  in its  preamble,  "the  facility  in its  for-

mulation  and  implementation  is  likely  to  be

beneficial  to developing  countries",  is unique  to

Fund  decisions,  marking,  as it does,  the  first

time  that  tlie  existence  of  a developing  member

category  liad  been  so explicitly  recognized.

The  main  initial  objection  to the  link  was

that  it risked  weakening  confidence  in the  SDR

as the  prospective  primary  reserve  asset  of  the

system.  A second  objection  was  tlie  risk  of  in-

flation.  Since  1970  SDRs  have  been  allocated

to members,  and  whatcvcr  problems  the  SDR

rnay  have  in beconuiig  the  primary  reserve  as-

set,  they  cannot  be blamed  on  any  linkage  with

the  provision  of  development  finance.  The  in-

flationary  psychology  of  tlie  postwar  era that

continues  to hamper  the  international  adjust-

ment  process,  again  has nothing  to  do  with

SDR  allocations.

The  dual  indirect  link,  as proposed,  is de-

signed  to  achieve  two  main  objectives.  It

should  serve  as a mechanism  for  increasing  the

reserves  of  LYCs.  It  should  also,  throughIDA,

serve  as a means  of  providing  needed  develop-

ment  finance.

It proceeds  in two  stages.  In  stage  one,

the  absolute  size of  additional  liquidity  to be

created  and  individual  member  allocations  are

deterrniri,ed  on the  basis  of  quotas.  All  this  is

exactly  as has been  done  to date.  The  only

break  with  current  practice  is  in  stage  two,

where  all  except  the  LYCs  transfer  their  allo-

cations  to  IDA.  These  transferred  SDRs  would

be the  source  of  development  finance  for  LYC

economic  development.  In  effect,  the

seigniorage  from  the  issue  of  SDRs  becomes  a

primary  source  of  finance  for  developing  to-

day's  poorest  countries.  The  main  consider-

ations  are  the  following:

(l)  Economic  growth  is a key  prerequisite  of

economic  development.

(2)  LYC  holdings  of  reserves  are inadequate

and  require  augmentation.

(3)  International  trade  expansion  and  eco-

nornic  growth  based  on successful  recon-

struction  has  reached  its  limits  and  yet

deflation  cannot  replace  growth  as  the

primary  mechanism  for  international  ad-

justment.

(4)  With  appropriate  finance,  rapid  economic

development  is not  only  desirable  but  fea-

sible;  moreover,  it could  be the  missing  lo-

comotive  for  world  trade  expansion  and

economic  growth.

D.  The  Bretton  Woods  institutions:

forms  and  degree  of  collaboration

At  Bretton  Woods,  three  institutions  were

to liave  been  created  for  effective  international

cooperation.  It  was  envisaged  that  these  insti-

tutions  would  consult,  cooperate  and  collab-

orate  with  each  other.  This  is  because,

although  these  institutions  were  to  deal  with

different  aspects  of  international  economic  co-

operation,  economic  problems  themselves

touch  eacly  other  at innumcrable  points  and  the

scarc}i  for  sohitions  would  require  some  degree

of  collaboration.  In the  event,  only  the IMF

and  t}ie  IBRD  were  created.

The  IMF  was  designed  to )ielp  maintain

exc}iange  rate  stability  by  providing  the  re-

sources  for  meeting  temporary  adverse  balances

on current  account,  while  giving  the  member

concerned  needed  time  to  take  appropriate

measures  to  adjust  its  balance  of  payments.



ill

The  IMF,  in  short,  was  to  foster  a "liberal  trade
and  payments  regime".

The  IBRD  was  expected  to be provided
with  the  means  and  powers  adequate  to  provide
the  capital  necessary  to:

(l)  Aid  in the  economic  reconstruction  of  the
war-rava,ged  industrial  countries  of  Europe
as  a  means  of  facilitating  a  rapid  and
smooth  transition  from  a war-time  to  a
peace-time  economy.

(2)  Supply  short-term  capital  to increase  the
volume  of  foreign  trade,  where  such  capital
was  not  available  at reasonable  rates  from
private  sources.

(3)  Encourage  economic  development  through
the  expansion  of  production  and  produc-
tive  capacity.

In  dealing  with  the  problem  of  persistent
favourable  or  unfavourable  balances  on  current
account,  the  Fund  and  Bank  would  have  to
pursue  related  policies.  The  pursuit  of  related
policies  would  also  be required  in dealing  with
the problems  of  reconstruction  and  develop-
ment.  The  principles  and  traditions  of  the
Fund,  however,  make  it unable  to  deal  with
problems  of  economic  development.  The
provides  riseful  insights  into  Fund,'Bank
laboration.

EFF  an occurrence.
col-

The  EFF  was  an acceptance  of  the  fact
that  the  typical  LYC  economy  reqriired  more
timc  than  can  be provided  under  the  stand-by
arrangements  to effect  necessary  adjustments
to  altered  circumstances.  arhe managcment  and
staff  held  the  conviction  that  three  years  should
be tlic  maximum  time  for  drawings  under  the
EFF.  It  was  thought  best  not  to  plan  a
progranune  that  extended  too  far  into  the  fu-
ture.  The  staff  defined  "too  far"  as longer  than
tliree  years.

At  the  licart  of  programmes  under  the
EFF  were  to  be measures  affecting  tlie  balance
of  payments.  The  fiscal,  monetary  and  ex-
change  rate  policies  to be introduced  were  all
designed  to strengtlien  the external  payments
positions.  It was  definitely  not  meant  to be a
development  progran'une  of  the  kind  worked
out  with  the  World  Bank.

In  spite  of  t}iese  differences,  tlie  manage-
ment  and  staff  recognized  tliat  the  introduction
of  the EFF  required  strong  collaboration  be-
tween  the Fund  and  the  World  Bank.  Fund
staff  would  liave  to be in close  and  continuing
contact  with  the  staff  of  the  World  Bank,  par-
ticularly  on  the  appropriateness  or  tlie  financial
targets.  The  Fund  staff  would  also  have  to
draw  on the  expertise  of  the  World  Bank  staff
concerning  the  member's  development

programme  and  priorities.  Ways  to effect  the
necessary  collaboration  with  the  World  Bank
were,  however,  not  specified  and  were  left  to
be worked  out  as the  facility  was  used.

The  first  arrangement  under  the  EFF
with  Kenya  once  more  confirmed  the  tradi-
tional  experience  of  countries  dependent  on the
export  pf  primary  commodities,  namely  that
the  basic  conditions  governing  the  domestic
production  of, and  the  world  market  prices  for,
these  exports,  determined  the  external  position
of  these  countries  much  more  than  did  any  fi-
nancial  and  economic  planning.  Similar  expe-
riences  in  subsequent  EFF  programmes  showed
that  external  factors  were  no  less  important
than  changes  in domestic  policy,  and  that  the
latter  often  required  more  than  three  years  to
implement.

The  EFF,  heralded  as a new  longer-term
financial  arrangement  in the Fund  to assist  its
developing  members,  did not  bring  a wide-
spread  demand  for  the Fund's  resources.  The
developing  members  found  its conditionalities
too  strict  and  unduly  severe.  At  the  same  time,
the  Fund  found  itself  uncomfortably  drawn
into  the  quagmire  of  economic  development,  in
spite  of  all  the  precautions  taken  to avoid  such

Adjustment  of  the  exchange  rate  and  of
prices  charged  by  public  utilities  and enter-
prises,  as well  as a reduction  in budget  subsi-
dies,  dcprcss  real  uiages  or  the  standards  of
living  of  t}ie  poorest  groups,  thereby  accen-
tuating  unequal  income  distribution  and  con-
flicting  with  the  promotion  of  social  equity.
Here,  the  staff  of  t}ic  Fund  was  faultcd  even  by
the  staff  of  tlic  Bank,  with  its emphasis  at the
time  on "basic  needs",  similar  to  its current
concerns  with  poverty  alleviation.  Bank  loans
are increasingly  being  directed  to projects  for
"helping  the  poorcst  of tlie  poor",  through
supplying  food  and  otlier  necessities  for
subsistence  and  for  making  income  distribution
in LYCs  less uncqual.  The  financial  policics  for
balance-of-payments  adjustment  advocated  by
the  Fund  are seen  by some  officials  as running
counter  to  the  aims  of  the  Bank.

The  process  of  collaboration  between  the
Fund  and  the Bank  is made  difficult,  not  only
bccausc  thcy  }iave  distinctly  diffcrcnt  objec-
tives;  it is also  because  tlieir  objectives  oftcn
clash.  If  econotnic  grovith  and  development
are the  primary  objectives  of  the  one,  financial
stabilization  as a means  to foster  a liberal  trade
regime  is the  hallmark  of  the  other.  Marrying
the  two  lias  been  a most  difficult  task.

The  views  and  preferences  of  the dorni-
nant  members  mould  and shape  tbese  insti-
tutions  and  the  relationsl'iip  between  them.
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These  preferences  have  tended  to be inclined

towards  the  parsimony  and  short-termism  of

the  Fund.  The  result  has  been  the  pre-

eminence  of  the  Fund  in an unequal  relation-

ship  in which  the  Bank  is the  junior  partner.

From  the  viewpoint  of  LYCs,  however,  this

state  of  affairs  is unfortunate,  because  it has

placed  stabilization  above  development.  The

senior  partner  has  little  knowledge  of,  or  inter-

est in, economic  development.  This  situation

has  been  widely  recognized.

The  way  out  of  this  unsatisfactory  state

of  affairs  is to return  the two  institutions  as

c]osely  as possible  to their  original  objectives.

It  is essential  to  maintain  the  integrity  of  both,

with  the  Fund  concentrating  on  balance-of-
payments  financing  for  relatively  "short-term"

adjustment,  and  the  Bank  concentrating  on fi-
nancing  for  economic  development  on  a

longer-term  basis.

This  will  mean  that,  where  a country  de-

termines  that  it  is faced  with  a "temporary"  ad-

verse  payments  imbalance,  it  will  seek

cooperation  with  the Fund  in the design  of  a

stabilization  programme.  This  could  be under
a stand-by  arrangement,  or a SAF,/ESAF  suc-

cessor,  or  EFF,  depending  on  assessment  of
duration  and  level  of  development.  The  Bank

will  be explicitly  required  to confirm  that  the
programme  is  consistent  with  medium-term

grovvth  objectives.

Fund  policy  will  leave  decisions  on the
details  of  the  execution  of  policy  measures  (for

example,  how  credit  should  be allocated,  and

specific  tax  and  other  measures  applied,  and

where  public  expenditure  should  be reduced)  to

the  authorities  of  the  adjusting  member.  It is

precisely  its  insistence,  in practice,  on doing

otherwise  that  involves  it directly  in xnicroeco-

nornic  policy  measures  closely  related  to the

member's  social  and  political  choices.  Here,

the  Bank  is  better  placed  to  work  with  the

member.

EcononThc  development  should  remain

the  responsibility  of  the  Bank.  In  matters  per-

taining  to this,  the  Bank  should  be the  domi-

nant  of  the  two  BWIs.  It  should  work  with  the

member  concerned  and  collaborate  with  the

Fund  to ensure  that  the  underlying  macroeco-

nornic  framework  is sound.  Where  a stable

macroeconon'iic  environment  provcs  difficult  to

attain  in  practice,  an  explicit  stabilization

prograrnrne  should  be  called  for.  A  stable

economy  and  a sustainable  balance  of  pay-

ments  are  prerequisites  for  economic  growth.

A further  problem  to be addressed  is the

adversarial  relationship  often  found  to  exist

between  adjusting  countries  and  the  BWIs.

Adjustment  programmes  with  BWIs  often  take

the  form  of  legal  contracts  between  a creditor

and  debtor.  Coercive  conditionalities  are im-

posed,  often  with  no  more  justification  than

what  is required  for  the  progratnme  to  "fly  with

senior  management  and  the Board".  In this

way,  borrowing  members,  especially  among  the

LYCs,  are  often  required  to endure  a degree  of

BWI  involvement  in policy  making  that  would

not  be.tolerated  for  a moment  by  OECD

countries.

The  LYCs  should  be required  to play  a

greater  role  than  heretofore  in the  design  and

implementation  of  adjustment  programmes.  In

order  to do this  effectively,  there  is a need  to

accelerate  the  development  of  appropriate  local

capacities  along  the  lines  recently  outlined  by

the Bank"s  Vice-President  for  Africa.  It will

also  require  a critical  reappraisal  of  the  impor-

tance of, for example, tertiar5r education in the
LYCs.

E. Ownership  of  the  process

The  economic  development  process  has

political  and  social  dimensions  as well  as eco-

nornic.  These  other  dimensions  make  it futile,

if  not  impossible,  for  the process  to be tele-
guided  by  external  agencies.  The  difficulty  here

is  different  from  that  associated  with  inade-

qriacy  of  knowledge  or  lack  of  finance.  On  the
latter  point,  as Moen  Qureshi  has  pointed  out,

"there  are  countries  that  received  adjustment
loans  but  have  nothing  to show  for  them;  it has

largely  been  money  down  the  drain"  (Thomas

et al., 1991,  p. 541).

It  is more  to do with  the  processes  of  dc-

sign  and  implementation  of  programn'ies  as an

exercise  in applied  macroeconornics.  The  fact

is that  macroeconornics  is an imprecise  tool.

To  quote  Qureshi  again:

It is a very  impcfect  craft,  born  of  an inexact
science  and  practised  on a patient  whose  dis-
eases are very  hard  to diagnose  (Thomas  et
al., 1991,  p. 541).

Often,  a  number  of  arguably  desirable

objectives  like  "good  governance"  or "poverty

allcviation"  are  included  in  BWI-backcd  ad-

justment  programmes.  The  problem,  recog-

nized  but  invariably  ignored  by the B'vVIs,  is

that  imposed  policies  simply  do not  succeed.

What  often  derails  adjustment

programmes  is not  tl'ie  outcry  of  the  vulnerable

poor,  but  the  opposition  of  powerful  special

interests.  In  the  reform  process,  as in politics,

the  vocal  and  organized  have  the  edge.  Poverty

alleviation  is  a worthy  objective,  and  it may
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even  be accepted  as of  legitimate  concern  to
donors.  The  reality  everywhere  is  that  it is
hardly  a proven  means  of  recruiting  political
support.  Were  it  otherwise,  mobilizing  re-
sources  for  the  economic  development  of  LYCs
would  not  be so daunting.

History,  culture  and politics  are  more
important  in this  regard  and  the  authorities  of
the  adjusting  country  are best  placed  to judge
how  to mobilize  the  needed  support  to ensure
acceptance  and  sustainability.  The  authorities
must  be  satisfied  that  the  policy  actions  and
measures  represent  an  appropriate,  realistic  and
feasible  course  of  action.

Home-grown  programmes  have  the  ad-
vantage  of  taking  fuller  cognizance  of  national
goals,  priorities  and  possibilities.  Ideally,  and
for  sustainability,  programmes  should  be
consensual,  based  on  wide  consultation  and
popular  education.  More  typically,  the  au-
thorities  will  need  to take  full  account  of  the

associated social costs add political  opposition
and  devise  appropriate  responses  to avoid  the
emergence  of  unmanageable  social  tensions.

The  BWIs  are duty  bound  to advise  on
any  problems  they  see, with  alternate  courses
of  action  or  speed  of  reform.  Economic  devel-
opment,  however,  will  take  time  and  cannot  be
achieved  by  stealth  or  taking  the  opposition  by
storm.  A preference  for  the  "big  bang"  ap-
proach  on the  grounds  that  it reduces  the  po-
tcntial  for  later  slippage,  is  a serious
misconception  of  politics.  The  BWIs  should
keep  their  policy  advice  as much  as possible  to
economics,  leaying  income  distribution  and
other  socio-politically  complex  issues  to  the
autliorities.  Involvement  in these  areas  makes
the  management  tasks  of  the  authorities  more
difTicult  and  can  be even  countcrproductive.

There  is considerable  empirical  support
for  the  ownership  factor  in successful  adjust-
ment:  Ghanaian  officials  have  presented  the
Economic  Recovery  Programme  (ERP)  as an
exercise  in international  cooperation,  but  have
been  uncompromising  in  their  insistence  on
their  ownership.  Stanley  Fischer,  perhaps  re-
flecting  more  of  what  oright  to  be,  if  not  exactly
wliat  generally  is, commented  on  the  ownership
issue  this  way:

With  respect  to the  mutual  problems  between
the  countries  receiving  adjustment  loans  and
the World  Bank,  the crucial  issue  is "owner-
ship'  of the  adjustment  programme.  For
some  countries,  ownership  is virtually  all  that
is needed.  If  a country  "owns'  a programme
and has the administrative  capability  neces-
sary to design  and implement  it, we at the
lVorld  Bank  do not  have  to do veiy  much.
lVe  can  discuss  the  programme  with  the

country  and see it get under  way,  but  then
should  relax.  If  a country  has the commit-
ment  but  does not  have the administrative
capacity,  we can take  a more  active  role.  In
those  cases, slightly  more  detailed  adjustment

lending and @eater specification of conditions
may  be  useful  (Thomas  et  al.,  1991, pp.
527-528).

In'practice,  the  problem  lies  with  leaving
it to the staff  of  the  BWIs  to determine  how
much  of  the  "administrative  capability  neces-
sary  to design  and  implement"  a prograrnrne
the country  possesses.  Related  to this,  how
much  of  the  design  should  be in the  hands  of
the BWIs?  The  experience  with  adjustment
programmes,  and  the  often  wide  differences
between  adjusting'countries  and  the  BWIs  over
the  principle  and  application  of  conditionality,
would  suggest  the  need  for  the  involvement  of
a third  party,  for  example,  an  independent  in-
stitute  for  growth-oriented  adjustment.

Conditionality  is essentially  qoercive  and
as a result  undermines  ownership.  Officials  of
adjusting  countries,  who  must  implement  the
measures  and  live  with  the consequences,  na-
turally  resent  BWI  staff  exercising  authority
Without  responsibility.  It  is generally  accepted
that  the BWIs,  as lenders  and  representatives
of  the  donors,  should  want  to see to it that  re-
sources  are wisely  used,  and  used  as  agreed.
What  is  more  difficult  to  accept,  is  for  the
BWIs  to insist  on being  sole  judges,  not  only
as to  whether  resources  are  being  used  properly
and  in accordance  with  provisions,  but  also
whether  the  borrower  is cooperating  satisfac-
torily  enough  to deserve  continued  donor  sup-
port.

The  proposed  institute  for  growth-
oriented  adjustment  would,  ppon  request,  help
a reforming  country  to  identify  needed  expertise
for  initial  stocktaking  and  design  of  a
programme  which  could  form  the  basis  of  ne-
gotiation  with  the  BWIs.  It  would  also,  where
necessary,  serve  as  or  provide  a moderator,
should  differences  arise  between  the  reforming
country  and  the  BWIs,  to determine  a fair  bal-
ance  between  effort  by  the  country  and  by  the
donor  community.  This  would  particularly  deal
with  t}ie question  of  adequacy  of  finance  in
support  of  the  reform  effort.

F. Summary  and  conclusions

The  LYCs  typically  depend  on a limited
number  of  commodities  for  their  export
earnings  and  have  highly  import-dependent
economies.  The  real  prices  of  the  commodities
of  most  importance  to them  have  shown  an al-
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most  steady  secular  declining  tendency  since
the  middle  of  the  last  century.  Moreover,  in
recent  years  the  trend  has  become  steeper.
These  prices  have  also  exhibited  wide  fluctu-
atlOnS.

Under  these  circumstances,  it might  be
expected  that  LYCs  would  have  high  precau-
tionary  savirigs.  No  significant  differences,
however,  have  been  found  empirically  in the

reserves%import ratios between developing and
industrial  countries.  Perhaps  this  is due  to the
pressure  from  competing  uses  - imports  of  in-
vestment  goods  and  goods  related  to  basic
needs  - and  the  poverty  of  these  countries.  In-
adequate  reserves  have  left  these  countries  ex-
tremely  vulnerable  to  external  shocks,  whose
effects  get  magnified  because  of  the  inability  of
LYCs  to  take  prompt  action  when  required.
There  is  a  need  to  improve  their  reserve
holdings  without  postponing  economic  devel-
opment,  or creating  further  hardship  through
shortages  of  basic  needs  like  food  and  medi-
ClneS.

Economic  development  has been  called
the  most  pressing  challenge  facing  the  human
race.  Substantial  resources  have  been
marshalled  for  this  purpose,  but  there  has  been
only  one  Marshall  Plan  and  that  was  for  the
reconstruction  of  Europe.  The  reconstruction
of  Europe,  even  with  the  extraordinarily  large
resources  involved,  none  the  less took  over  a
decade  to  be  completed.  But  it was  done,
largely  bccause  depression  in one  country  and
its  spread  to  other  countries,  beggar-my-
neig}ibour  and  other  restrictive  trade  and  pay-
ments  practices,  and  riltimately  the  ravages  of
war,  brought  home  the  stark  reality  that  prob-
lems  of  the  industrial  world  are best  resolved
through  consultation,  cooperation  and  collab-
oration.  Grants-in-aid  to  a debtor  country,
rare  if  it existed  before,  became  an instrument
of  international  financial  relations.  It  was  also
recognized  that  successful  adjustmcnt  required
the  establishment  of  the  necessary  prior  condi-
tions.  An  important  characteristic  of  tlie  ad-
justment  process  of  the  first  two  decades  of  the
postwar  years  was  that  it depended  on eco-
nornic  growth.

So  long  as economic  groivth  and  trade
expansion  were  assured,  tlte  adjustment  process
worked  well.  Inflation  ratlicr  t}ian  recession
was,  however,  identified  as the  macroeconornic
problem  of  the  postwar  era.  From  the  end  of
the  1960s,  groivth  has  faltcred  and  recessionary
tendencies  have  become  dominant.  Tlie  oil
crisis  and  short-lived  cornrnodity  booms  have,
however,  contributed  to  the persistence  of  a
dominant  inflationary  psychology,  even  when,
as a result  of  structural  changes,  deflation,  ris-
ing  unemployment,  a resurgence  of

protectionism  and  beggar-my-neighbour  poli-
cies are in the  ascendancy  in industrial  coun-
tries.

Meanwhile,  debt  service  burdens  and
terms-of-trade  losses,  including  some  induced
by,  or  associated  with,  the  adjustment  process
itself,  continue  to play  havoc  with  developing

economies.  At  the same time, the current  di-
mate  for  aid  is difficult  and  the  prospects  are
gloomy.  A  key  mechanism  for  the  proper
functioning  of the  international  adjustment
mechanism  is  increasing  flows  of  long-term
capital  exports  and  development  aid.  Uncer-
tainty  in this  regard  paradoxically  makes  this
rather  a destabilizing  factor.

The  slow  pace  of  recovery  from  the  world
recession  has  meant  that  many  countries  con-
tinue  to suffer  from  a substantial  underutiliza-
tion  of economic  resources,  including  high
levels  of  unemployment;  and  the  current  ac-
count  balances  of  industrial  countries  are  again
in serious  disequilibrium.  As  a result,  foreign
exchange  markets  for  major  currencies  have
become  unstable,  exacerbating  other  economic
problems.

The  developing  countries  continue  to en-
counter  difficulties:  inadequate  real  gains  in the
prevailing  low  levels  of  per  capita  income,  ex-
ternal  financial  problems  and  burdensome  debt
positions,  adverse  impact  on export  earnings
owing  to protectionist  tendencies  abroad,  and
problems  of  exchange  rate  management  arising
from  divergent  and  sometimes  rapid  move-
ments  of  exchange  rates  for  major  currencies.

'vVorld  economic  problems  continue  to
make  for  difficult  and  potentially  dangerous
outcomes.  The  existing  international  adjust-
ment  process  is not  f'unctioning  as it n'ffght  be-
cause  of  the  paradox  of  a dominant  inflationary
psychology  coupled  with  a deflationary  bias  in
the  system.  Together,  tliey  are responsible  for
the  absence  of  an expansionary  trade  stimulus
and  the  inadequacy  of resources:  finance,
technical  assistance,  and  time  needed  to pro-
mote  economic  development  on a sustainable
basis.

The  international  adjustment  process  de-
pends  for  its proper  frinctioning  on corintries
with  largc  surpluscs  - Japan  and  until  rccently
Germany  - stimulating  tlieir  economies,  so tliat
together  with  the  United  States  (which,  in spite
of  its payments  deficit,  is expected  to  follow
somewhat  cxpansionary  policies)  tliey  might
}ielp  the  world  economy  to grow  and  trade  to
expand.

In  practice,  the  balance  of  expansionary
and  contractionary  forces  appears  to be a net
deflationary  stimulus  to  the world  economy.
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This  position  contrasts  with  what  appears  to
be the  dominant  view.  Inflation  has  been  seen
to  be  the  major  economic  problem  of the
postwar  period.  The  first  Annual  Report  of  the
Fund  in 1946  already  identified  inflation  as a
general  world  economic  problem,  and  as early
as  1948  the  Fund  was  encouraging
governments  to take  appropriate  measures  for
tts  prevention-.

While  Fund  officials  recognize  that  diag-
nosis  of the  balance  of expansionary  and
contractionary  forces  in the  world  economy  is
difficult,  inflation  has  generally  been  considered
the  most  likely  danger.  As a result,  even  in
periods  when  the  possibility  of  an  international
recession  has been  seen  as high,  the  Fund  has
none  the  less emphasized  the  need  to deal  with
inflation.  On  the  other  hand,  countries  with
payments  surpluses  have  been  either  reluctant
or unable  to follow  expansionary  policies.  A
few  examples  to  illustrate  this  will  suffice:

(l)  German  ofTicials  haye  judged  that  meas-
ures  to accelerate  domestic  growth  would
not  be helpful  in bringing  about  recovery
of  the  world  economy.  Its  officials  have
doubted  whether  expansionary  policies
would  stimulate  greater  growth  in  the
German  economy.

(2)  Private  domestic  investment,  they  have  ar-
gued,  is less a function  of  easy  monetary
policies  than  of  buoyant  demand  for
German  exports.

(3)  As  far  as government  investment  expendi-
tures  were  concerned,  there  was  little  scope
for  further  increases,  because  a  modern
infrastructure  already  existed  in Gcrmany.

(4)  Paradoxically,  the  large  fiscal  expansion
resulting  from  German  unification  had  a
perverse  effect  on  Germany's  European
trading  partners.  Fears  of  inflation  liad  led
the  Bundesbaxik  to  tig}iten  its  monetary
policy.  The  coxnrnitmcnt  to fixed  parities
in the EMS  in the  face  of  sliarply  rising
German  interest  rates  called  ror  real  inter-
est rate  increases  in these  other  countries
which,  without  the  benefit  of  the  stimulus
of  fiscal  expansion,  resulted  in  a sharp
slow  down  in their  economies.

(5)  German  officials  also  had  reservations
about  tlie  usefulness  of  cutting  taxes  as a
way  to stimulate  growth.

(6)  Hysteresis  effects:  an economy  which  for
more  than  two  decades  had  been  accus-
tomed  to  producing  external  surpluses
cannot  easily  adjust  to  current  account
equilibrium.  As  everyyvhere,  structural

changes  take  time  and  organizational  im-
agtnation.

(7)  French  officials  have  argued  that,  in order
to stimulate  private  investment,  restoring
business  confidence  is  paramount;  sharp
real  United  States  dollar  depreciations
unfavourably  affected  business  confidence
and, private  investment.  There  is  some
empirical  support  for  this.  For  example,
it has been  estimated  that  a 10 per  cent
real  depreciation  of  the  United  States  dol-
lar may  be  expected  to  lead  to  declines
equivalent  to  1.4 per  cent  in non-United
States  OECD  GNP  in the  first  year,  and
as much  as 4.8  per  cent  in  the  third  year.

(8)  The  Japanese  authorities  have  argued  that
they  were  already  doing  as much  as they
could  to expand  domestic  demand,  stabi-
lize  employment,  and  cut  back  Japan's
current  account  surplus.

The  overall  effect  of  all  this,  together  with
what  may  be reasonable  estimates  of  feasible
increases  in long-term  capital  exports  and  de-
velopment  aid  from  surplus  countries,  does  not
appear  to  constitute  much,  if  any,  stimulus  that
can  ensure  the  proper  functioning  of  the  inter-
na'tional  adjustment  process.

If  the  United  States  is  to  follow  the
standard  route  of  appropriate  aggregate  de-
mand  management  policies  together  with  real
dollar  depreciation,  then  in the  face  of  little  or
no  expansionary  stimulus  from  the  surplus
countries,  the  net  effect  is a deflationary  bias  in
the  system  as a whole.

What  is required  is a "new"  market  large
enoug}i  to enable  the United  States  to adjust
through  growth  and employment  generation.
Increases  in United  States  net  exports  are in
this  case  not  so much  by  import  retrenchment
as  by  export  growth.  The  required  market
could  be created  through  t}ie process  of  cco-
nomic  development  of  the  developing  countries.
Moreover,  this  new,  and  as yet  to  be developed,
market  can  also  provide  the  external  demand
required  to stimulate  private  investment,  and
with  that,  domestic  absorption  in OECD  sur-
plus  countries,  a factor  necessary  for  the  proper
functioning  of the  international  adjustment
process.  On  the other  hand,  financing  prob-
lems  - inadequate  reserves,  high  levels  of  debt,
onerous  debt  servicing  burdens,  dwindling
ODA  flows  and  low  domestic  savings  - con-
tinue  to hamper  the  emergence  of  this  market.

Tbe  "dual  indirect  link"  provides  a mech-
anism  for  the  development  of this  market
through  the  economic  development  of the
LYCs,  financed  with  seigniorage  from  the  use
of  the  SDR  as a reserve  asset  and  as a medium
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of  international  transactions.  Seigniorage  has
been  a source  of  transfer  of  real  resources  from
the  poorer  to the  richest  nations  of  the  world.
Such  a redistribution  of  income  - an undesira-

ble  by-product  of  the  gold  exchange  standard  -
is neither  efficient  nor  equitable.  The  link  seeks
to rectify  the  situation  by putting  seigniorage
to  work  for  the  benefit  of  all.
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Comments

M.A.  Uduebo

Benno  Ndulu's  presentation  is illuminat-
ing  and  I share  his  concerns.  He  raises  several
interesting  and  relevant  issues  and  once  again
brings  into  focus  the  consequences  of  the  capi-
tal  shortage  in sub-Saharan  Africa,  its impli-
cations  for  the  development  process  and  what
needs  to be done  in order  to address  the  prob-
lem.  I will  therefore  not  go over  the  same  ter-
rain  elaborately  covered  in  Ndulu's
presentation.  I will  limit  myself  to the  consid-
eration  of  two  interrelated  issues,  namely,  what
are  the  prospects  for  capital  flows  to  sub-
Saharan  Africa,  and  what  policy  measures  are
needed  for  relaxing  the  foreign  exchange  con-
straint  in  sub-Saharan  Africa.

To  put  it bluntly,  the  prospects  of  ex-
ternal  resource  flows  to sub-Saharan  Africa  for
the  rest  of  t}iis  decade  appear  bleak.  The  rea-
sons  are  manifold:

(l)  Against  the  background  of  excruciating
external'  debt  overhang  and  erosion  of
creditworthiness,  a resumption  of  volun-
tary  commercial  bank  lending  is not  a re-
alistic  prospect  for  most  sub-Saharari
,African  countries.  Iridccd,  net  rcsourcc
floisas  from  tliis  source  are  still  negative  for
many  developing  countries.  Factors  tliat
may  continue  to  constrain  commercial
bank  lending  to  sub-Sa}iaran  Africa  in-
clude  the  need  to avoid  rcpctition  of  the
overlending  of  tlic  1970s  and  carly  1980s,
constraints  imposed  by prudcntial  guide-
lines,  provisioning  requirements  for  loans
to borrowing  countries  with  past  debt  ser-
vice  difficulties  and  the  shift  in reccnt  times
by banks  to short-term  trade  and  project
financing  and  fee-based  transactions.

(2)  Forcign  dircct  investment  and  acccss  to
international  capital  and  bond  markets
have  traditionally  been  concentratcd  in a
few  of  the  larger  and  riclicr  dcveloping
countries.  The  rinderdeveloped  nature  of
capital  markets  and  political  uncertainties
in most  sub-Saharan  African  countries  act
as a barrier  to private  capital  flows.  Other
factors  conducive  to private  capital  flows,
but  generally  inadequate,  include  mainte-

nance  of macroeconomic  stability,  ex-
change  and  trade  policy  liberalization,
private  sector  development  and  rational-
ization  of  investment  regimes.

(3)  Contrary  to  the  assurances  of  the  G-7
countries,  competition  for  real  resources
by the  Eastern  European  countries  will
greatly  diminish  the  amount  of  external
resources  that  can  be  transferred  to  the
developing  countries.

(4)  Repatriation  of  flight  capital  cannot  be
relied  on for  development  finance,  espe-
cially  in countries  notorious  for  inconsist-
ent  economic  and  financial  policies.

(5)  Official  development  assistance  (ODA)
may  not  increase  substantially  and,  in any
case,  cannot  be  expected  to  fill  the  re-
source  gap  in sub-Saharan  Africa.  A ma-
jor  liindrance  to this  flow  is rooted  in the
budget  constraints  of  the governmcnts  in
the  industrial  countries.  As  stated  above,
the  governments  in the  industrial  countries
may  not  give  high  priority  to the  develop-
ing countries.  In tliis  context,  it is  gcr-
mane  to note  that  over  a decade  after  the
Development  Assistance  Committee  inter-
nationally  agreed  the  ODA,'GNP  target  of
0.7 per  cent,  only  a few  countries  have  hiet
or  surpassed  the  target.

(6)  Credits  from  the  multilateral  financial  in-
stitutioris  are  for  most  countries  a residual
element.  Given  their  expanded  operations
in countries  in transition,  it is doubtful  if
the multilateral  financial  institutions  can
channel  sufficient  resources  for  develop-
mcnt  finance  on the  scale  required  in sub-
Saliaran  Africa.  Hosvevcr,  tlicir  role  in
catalyzing  and  coordinating  other  official
and  private  flows,  and  support  in reform
efforts  and  debt  relief,  will  continue  to be
beneficial  to  sub-Saharan  African  coun-
tries.

l'i7hat  should  be done  to  relax  the  external
resource  constraint  in  sub-Saharan  Africa?  The
starting  point  is to recognize  the  fact  that  the
problem  derives  from  both  external  and  inter-
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nal  factors,  and  that  what  is  required  is  a

collaborative  and  comprehensive  global  ap-

proach  to  the  problem.  The  centrepiece  of  this

approach  will  be  recognition  of  the  fact  that  the

recovery  of  growth  is a sine  qua  non  for  relaxing

the  external  resource  constraint  in sub-Saharan

Africa.

Sub-Saharan  African  countries  will  need

to pursue  sound  and  credible  macroeconornic
policies.  Credible  adjustment  prograrnrnes  may

help  to  catalyze  additional  external  develop-

ment  finance.  Reduction  in government  defi-

cits,  an  increase  in  domestic  savings  and

e(ficiency  in  resource  utilization  are among  the

policy  measures  that  will  be required  for  at-

tracting  more  external  resources.  This  of

course  implies  "good  governance".  The  need  to

develop  vibrant  domestic  capital  markets  where

they  do not  exist,  or  to strengthen  them  where

they  already  exist,  cannot  be overemphasized.

Moreover,  trade  and  payments  liberalization

would  seem  desirable.

The  central  banks  also  have  an important

role  to  play  in  the  process.  Monetary  emissions

should  be  kept  in  check,  thus  ensuring  that

monetary  policy  is consistent  with  fiscal  policy.

Also,  they  need  to ensure  that  the exchange

rate  is in  line  with  economic  fundamentals;  that

is, ensuring  that  there  are  no  wide  swings  in  the

real  exchange  rates.  In addition,  the central

banks  should  provide  the  lead  in the  develop-

ment  of  domestic  capital  markets  and  the  pro-

motion  of  financial  liberalization.

The  developing  countries  will  also  need

to intensify  their  economic  cooperation  efforts.

In this  context,  consideration  should  be given

to  t}ie  linking  of  clearing  and  payments  ar-

rangements  in t}ie  developing  regions  so as to

expand  intraregional  trade  and  economize  on

the use of  scarce  foreign  exchange  resources.

The  proposal  to  establish  a Soutli-South  In-

vestment  Bank  merits  serious  consideration.

The  industrial  countries  will  need  to

adopt  a more  purposive  policy  supportive  of

development  in  sub-Saharan  Africa.  To  say  the

least,  the  debt  overhang  cannot  be divorced

from  the  resource  constraints  facing  many

countries  in the  region.  Substantial  debt  relief
in the f'orm  of  outright  cancellation  provides

the  single  most  effective  and  direct  method  for
relaxing  the  resource  constraints  in  sub-

Saharan  Africa,  at least  in the  medium  term.

It  is also  of  paramount  importance  that  the  in-
dustrial  countries  remove  restrictive  regulatory
and  tax  laws  which  impede  the  flow  of  capital
to developing  countries.  In  addition,  providing
improved  market  access  for  developing  coun-

tries"  exports  will  enhance  their  foreign  ex-
change  earnings  and  reduce  their  dependence
on  foreign  aid.  Finally,  the  multilateral  finan-
cial  institutions  and  the  regional  development
banks  also  have  a role  to  play  in  providing
substantial  resources  for  poverty-related  in-
vestment  and liberalizing  access  to  their  re-
sources.

In conclusion,  and  in realization  of  the

poor  economic  performance  of sub-Saharan
African  countries  in recent  decades,  in  contrast

with  the  improved  performance  of  developing
countries  in  other  regions,  the  countries  of

sub-Saharan  Africa  need  to  strive  urgently  to

reverse  their  persistent  poor  economic  per-

formance.  Increased  resource  flows  to  the

sub-Saharan  African  countries  are  desirable,

but  may  not  be the  panacea  for  their  problems.

The  countries  need  to  reexarnine  the policies

(political  and  economic)  they  pursued  in the

past  with  a view  to charting  a new  corrective

course  of  action  for  the  future.  It  is only  the

African  countrics  tliemselves  tliat  can  effec-

tivcly  turn  around  the  prevailing  poor  per-

formance  of  their  econon'iies.

Norman  Girvan

The  Bretton  Woods  institutions  were  not

designcd  to  serve  the  needs  of developing

countries,  and  even  less so of  srrrall  developing

countries,  which  constitute  the  majority.  &Iy

brief  comments  relate  to the  conditionalities  of

these  institutions  and  their  associated  mode  of

operation,  as they  impact  on small  developing

economtes.

The  conceptual  framework  by  which  the

Bretton  Woods  institutions  operate,  which

Josepli  Abbey  has  properly  criticized  in his  pa-

per,  can  be characterized  as a combination  of

the  neo-liberal  paradigm  with  the  tenets  of

monctarism.  I believe  tliat  a good  case  can  be

made  that  the  conditionalities  derived  from  this

framework  fall  even  more  liarshly  on small  de-

veloping  economies  than  on others.  The  rea-

sons  are  as follows:

(l)  Small  developing  economies  are,  on the

whole,  more  trade  dependent,  more  de-

pendent  on  primary  products  in their  total

exports  and  have  higher  export  concen-
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tration  by product  and  by market  than
large  developing  economies  (and  for  that
matter  than  small  developed  economies).

(2)  These  characteristics  render  such  econo-
mies  more  vulnerable  to external  shocks,
and  less capable  of  responding  to  changes
in relative  prices  in accordance  with  the
mechanisis  of  the  neo-liberal  paradigm.
Hence  small  economies  find  exchange  rate
devaluation  of  especially  limited  effective-
ness  in  expanding  export  sales  and  in
switching  domestic  expenditure  from  im-
ports  to domestic  output,  which  is in rela-
tively  inelastic  supply.

(3)  Consequently,  changes  in  relative  prices
have  a smaller  positive  impact  on export
and  domestic  production  and  on  the  cur-
rent  account  of  the  balance  of  payments,
than  in large  economies.

(4)  Under  these  conditieins,  the  burden  of  ad-
justment  tends  to fall  to a greater  degree

on demand%real income  compression  in
small  economics.  This  is accomplished  by
a combination  of  the  income  effect  of  rel-
ative  price  changes,  and  fiscal  deflation.

The  above  conditions  probably  hold  for
most  developing  countries  to  a greater  or  lesser
degree:  small  economies  are  not  a "special"  case
but  an extreme  case,  because  of  their  size and
structure.  All  developing  countries  have  a
strong  case  for  conditionalities  which  are
carefully  customized  to  the  specific  and  detailed
characteristics  of  each  individual  economy,  but
the sma=ll  countries  have  an especially  strong
stake  in this.

Policy  prescriptions  need  to relax  the  re-
strictive  assumptions  of  the  neo-liberal  para-
digm  regarding  the  responsiveness  of  economic
agents  to relative  price  changes.  There  needs
to  be  a great  deal  of  prior  research  on  the
structure  of  production,  the  nature  of  domestic
and  external  markets  and  the  capacities  and
orientation  of  the  state  and  the  private  sectors
in the  particular  country.  On  the  basis  of  this
kind  of data  and  analysis,  the  programme
should  be developed  through  a series  of  detailed
consultations  and  dialogue  with  a broad  spec-
trum  of  social  partners  whose  active  cooper-
ation  is necessary  for  its successful  implemen-
tation  and  operation.  As  Abbey  has pointed
out,  local  ownership  of  the  economic  pro-
gramrrle  is indispensable  for  its  success.

Mbaya  Kankwenda

This  conference  takes  place  on the  occa-
sion  of  the  50th  anniversary  of  the  Bretton
Woods  institutions  and  this  is a critical  moment
characterized  by  the  following  factors:

@ post-cold  war  period  and  its implications
worldwide;

political  transition  towards  western  de-
mocracy  for  most  of  the  developing  coun-
tries,  associated  witli  tlieir  economic
transition  towards  a market  economy;

struggle  among  industrialized  countries  to
control  the  world's  natural  resources,  in-
formation  systems,  space  technology  and,
most  importantly,  the  world  market;

*  deteriorating  poverty  situation  worldwide.

The  Bretton  Woods  institutions  have
played  a significant  role  in this  evolution.  I
think  that  it is important  at this  juncture  to
take  a look  at this  historical  role  as far  as de-
veloping  countries  are  concerned  and  foresee
what  could  be  the  future  performance  to  be
expected  from  them.

For  this  purpose,  I would  like  to refer  to
the  African  continent  where  31 (almost  70 per
cent)  of  the  least  developed  countries  are  to be
found,  and  where  the  Bretton  Woods  insti-
tutions  have  played  a key  role  in  worsening  the
situation.

After  three  decades  of  assisted  develop-
ment,  Africa  now  finds  itself  in a crisis  of  un-
precedented  and  unacceptable  magnitude.  Its
manifestation  is  the  dramatic  decline  in  eco-
nornic  indicators  and  trends  and,  in a partic-
ularly  tragic  and  flagrant  manner,  the  suffering,

the enormous  difficulties  and the poverty  of  the
vast  majority  of  African  people.

The  diagnosis  of  failure  of  the  develop-
ment  policies  tried  in Africa  has been  made  by
all the  institutions  which  have  attended  the
bedside  of  the  sick  continent.  This  failure  has
had  adverse  consequences  for  the  access  of
African  populations  to  basic  social  services:
education,  health,  etc.  Africa  is ill  and  must  be
taken  to the  "marabou('  !

An  analysis  of  the  crisis  which  is limited
to the  macroeconornic  dimension  or  the  size of
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particular  economic  sectors,  even  if  done  cor-
rectly,  cannot  take  the  true  measure  of  this  cri-
sis and  its  repercussions  at other  levels,  nor  can
it  prescribe  an  effective  and  lasting  remedy.
This  is why,  despite  the interventions  of  the
"external  partners"  of  African  countries  at the
bilateral,  and  especially  at the  multilateral,  lev-
els  the  crisis  is  still  present,  worsening  from
year  to year  and  defying  the  efforts  of  both
African  decision  makers  and  their  analysts.
The  problem  is  not  exclusively  an  economic
one  and  must  therefore  be approached  differ-
ently.

Faced  with  the  severity  of  the African
crisis,  many  individuals  and  institutions  have
analysed  the  situation  and,  commendably,  have
issued  warnings  or  proposed  solutions.  A
number  of  different  fora  have  been  organized
and  there  is a steady  stream  of  studies  and  re-
ports,  fed  by  the  daily  evolution  of  the  situation
in  the  African  countries.

The  proliferation  of  documents  on  and
meetings  in Africa  during  the  past  decade  lias
become  paralysing  for  Africa  itself.  It  is expe-
riencing  the  nemesis  of  the  medical  profession,
i.e.  the  institutions  called  upon  to  heal  are
themselves  causing  the  illness.  They  retard  the
development  of  the  continent,  which  seems  to
be led  by  others  rather  than  travelling  under  its
own  volition.  The  situation  is  such  that  it
would  seem  as though  Africans  were  being  re-
fused  the  right  to define  their  future  for  them-
sehes,  or  to show  the  extent  to  which  they  can
travel  alone  in  order  to become  true  partners.

The  Bretton  Woods  institutions  have
nuiltiplied  their  production  of  reports,  initi-
ativcs  and  programmes  on jVrica.  Never  lias
a contincnt  been  subjected  to such  intellectual
aggression  and  such  an  outporiring  of  dis-
courses  about  it.  The  refusal,  or at least  a re-
duction  of  this  invasion  of  infantilism,  must  be
the  point  of  departure  in  order  to  place  the
discussion  back  in  the  court  or  jVricans.

During  the  first  two  development  dec-
ades,  the  prescriptions  of  the Brctton  Woods
institutions  were  to discourage  any  attempt  at
planning  which  smacked  of  "socialism"  and  to
encourage  a policy  of  virtual  laissez-fairc.  Dc-
vclopment  was  the  result  of  individual  invest-
ment  projects.  Consequently,  tlicy  advised  the
strengthening  of  the  capacity  to  analyse
projects,  without  any  other  perspective  than
that  of  the  rnicroeconornic.  Investment  codes
and  tlie  national  cornrnissions  responsible  for
them  sprung  up liere  and  t}iere,  not  as a tool
of  controlled  development,  but  rather  as a se-
lection  mechanism  for  investments  wliich  could
take  advantage  of  the  incentives  offered  by  the
codes.

African  managers  and  civil  servants
underwent  training  courses  organized  for  this
purpose.  Experts  in  the  analysis  and  evaluation
of  projects  proliferated  by way  of  various  co-
operation  projects,  selling  investment  projects,
capital,  technology  and  advisers  in project  ne-
gotiations.  This  entire  wave  came  down  to
Africa.

There  was  praise  for  the  merits  of  the
system:  it was  thought  that  a take-off  could  be
perceived  here,  and  that  a miracle  was  taking
place  there.  The  Bretton  Woods  institutions,
in  particular,  concluded  good  political,  eco-
nomic  and  financial  deals;  they  succeeded  in
selling  (and  they  were  not  alone  in doing  so)
any  type  of  shoddy  goods  packaged  as devel-
opment.  They  were  firm  in their  support  for
political  regimes  which  accepted  their  pre-
SCrlptlOnS.

But  the  system  began  to  break  down.
Projects  were  no  longer  selling  well;  Africa  was
becoming  less and  less capable  of  purchasing
the  appearance  of  development  and  of  paying
its  dcbts;  its exports  were  no longer  profitable;
the  world  market,  for  which  it had  been  en-
couraged  to produce,  was  no longer  as profita-
ble for  jVrica;  the  miracles  and  the  economic
take-offs  that  had  been  glimpsed  ceased  to ex-
ist.

Twenty  years  of  selling  capital,  invest-
ment  projects  and  technology  finally  revealed
their  true  essence:  a commerce  in t}ie  appear-
ances  of  development.  But  appearances  only
deceive  for  a certain  time.

It was  against  this  background  that  the
Bretton  Woods  institutions,  as a "marabour  of
development",  were  called  upon  duririg  the
third  decade  to prescribe  new  remedies,  witliout
departing  from  their  traditional  canons  and
paradigms.  Although  it did  not  cease,  the  sale
of  projects  was  obliged  to  yield  considerable
space  to  a sectoral  or  global  vision,  and  to
ensure  that  it was  compatible  with  that  vision.
We  shall  therefore  have  to  focus  on  the
elaboration  of  that  vision.

The  marabout  is thus  concerned  with  the
prescription  of sectoral  and  macrocconomic
policies  which  create  new  prospects  for  the  sale
or  projects.  The  policics  orient  the  development
market  in  tlie  direction  desired  by  the
marabout,  who  is  not  content  with  merely
dispensing  prescriptions:  he finances  (by  loans
or gifts)  his  prescriptions  and  derives  econoinic,
financial  and  political  benefits  from  tliem.

The  development  policies  defined  by the
Bretton  'vVoods  institutions  are  the  goods  which
Africa  must  prirchase,  largely  with  the money
of  tlie  marabout  himself,  through  a mechanism
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of "I lend/give you my money if you buy my
ideas,  which  are  the  only  road  to  salvation"

The  me,rchandise  is diversified, changes
its  form,  passes  from  the  stage  of  projects  to
policies,  but  the  relationship  is fundamentally
that  of  the  merchant  to the  buyer  and  not  that
of  the  marabout  from  one  kingdom  to  that
same  kingdom.  It  may  be that  in addition  to
the  products  sold,  the  merchant  gives  a
"matabish".  While  he does  not  thereby  become
a marabout  himself,  he consolidates  his  hold  on
his  clientele.

The  third  decade  also  failed  to bring  sol-
utions.  Development  has  still  not  been
achieved.  It was  also  during  this  decade  that
the  crisis  of  Africa  worsened,  despite  the  pres-
ence  of  the  marabout  and  his  prescriptions.
Calling  into  question  the  prescriptions  of  the
marabout  leads  not  only  to the  questioning  of
the  political  regimes  which  purchase  the
marabou(s  merchandise:,  but  also  of  the
marabout  himself.

If  it is possible  to sell  the  products  and
appearances  of  development,  development  itself
cannot  be  purchased.  Moreover,  the  great
marabout  or  great  sorcerer  of the  village,
belongs  to the  village,  and  his  prescriptions  are

of concern to it. This is who outside of the
kingdom  there  is  no  true  marabout  of
development,  but  only  merchants.  The
authentic  marabouts  of  development  are only
to  be found  within  the  kingdom.

Thirty  years  of  cooperation  have  not
placed  Africa  on  the  path  of  development.
Reports,  conferences,  initiatives  and
programmes  have  succeeded  each  other  without
resolving  the  problems.  No  doubt,  the  respon-
sibility  is to  be shared.  In  the  following  we  will
review  the  responsibilities  of  the  machine  of  the
marabout,  without  seeking  to absolve  Africans
of  their  responsibilities.

I would  like  to  draw  your  attention  to  the
following  points:

(l)  Development  aid is always  preceded,  ac-
companied  and  followed  by a system  of
production  of  skills  in  the  development
experiences  of  the  country  concerned:  sit-
uation,  strategies,  policies,  prograrnrnes
and  results.  "Donors"  have  taken  over  tliis
system,  particularly  through  their  rnulti-
lateral  institutions:  the World  Bank  and
the  IMF.  In doing  so,  they  have  taken
control  of  another  power.  They  have  be-
come  points  of  reference  to the  detriment
of  Africa  and  to its own  intellectua}  pro-
duction,  which  becomes  suspect  and  ill-
considered.  Information  gives  power  to
the  Bretton  Woods  institutions  and  tliis

contributes  to sterilizing  the  capitalization
of  knowledge  for  development  in Africa.
The  latter  does  not  even  have  the  right  to
define  its  own  development  strategy.

(2)  The  Bretton  Woods  institutions  have  a
power  of  doctrinal  inspiration;  they  inspire
development  ideas  and  policies.  They  de-
fine  them  and  ensure  their  implementation
in  all  areas:  macroeconornic  reforms,  pub-
lic  investment,  agriculture,  industry,  trans-
port,  communications,  energy,  education,
health,  the  environment,  the  struggle
against  poverty,  etc.  Governments  in re-
ality  act  as the  agents  for  the  execution  of
doctrines  and  prograrnrnes  inspired  and
defined  by  the  Bretton  Woods  institutions.

(3)  The  Bretton  Woods  institutions  have  the
power  of  coordination  of  the  system  of  aid
to the  developing  countries.  They  take  the
initiative  with  development  programmes,
the  nature  of  development  goods  to  be
sold  and  the  approach  to  be fdllowed;  they
coordinate  and  supervise  the  intervention
of  other  actors  of  the system.  They  dis-
patch  periodic  missions  to  monitor  and

, supervise  the  policies  implemented,  con-
solidate  reports  and  inform  the  other  ele-
ments  of  the  system  about  the  progress  in
the  country  concerned.

Financially  speaking,  Africa  has  become
a net  capital  exporter,  despite  the  stabilization
and  adjustment  progran'irncs  led  by  the  Bretton
Woods  institutions.  Moreover,  the  African
debt  structure  has  changed.  Multilateral  debt,
which  cannot  be rescheduled  or cancelled,  has
become  the  most  important  burden  hindering
African  developmcnt.  One  can  raise  a ques-
tion:  are  the  Bretton  Woods  institutions  doing
business  in Africa  or are they  developing  this
continent?

Taking  these  points  into  account,  one  can
say  that  the  Bretton  Woods  institutions  are  not
a developing  tool  for  Africa.  I may  seem  to
exaggerate,  but  the  reality  is  that  they  are
rather  a strong  instrument  for  industrialized
countries  to control  development  strategies  in
the developing  world,  to expand  and  control
their  markets,  and  to integrate  these  countries
into  the  world  economy  with  a specific  func-
tlOn.

The  reform  policies  have  not  yielded  the
expected  results.  Projects  have  not  always  been
carefully  conceived,  but  have  often  been  ac-
cepted  to justify  the  portfolio  of  loans  which
are increasingly  and  at a worrisome  pace  be-
corning  failures.  Some  of  these,  particularly  in
the  field  of  water  and  dams,  have  not  been  well
received  by  the  displaced  populations.
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The  diagnostic  of  the failure  of  reform
policies  as presented  by  the  marabout  stresses
the  fact  that  these  policies  have  been  poorly
implemented  by  African  governments.  This  is
explained  on  the  one  hand  by  the  fact  that  they
have  no capacity  of  their  own  to analyse,  for-
mulate  and  implement  domestic  policies.  On
the  other  hand,  it is explained  by  the  fact  that
populations  have  not  been  associated  with,  or
at least  sensitized  enough  to,  the  implementa-
tion  of  these  policies,  so that  they  might  un-
derstand  their  justification  and  accept  their
effects.  The  first  reason  has  given  rise  to the
initiative  to  strengthen  management  capacity  in
Africa.  Resources  are mobilized  through  the
system  to sustain  this  new  prescription,  which
is presented  as an accompanying  measure.  It
is believed  that  there  is no  capacity  in  the  area
of  development  management  in  Africa.

Yet  the  developed  market  economies  are
in crisis  today,  and  the  Bretton  Woods  insti-
tutions  do  not  consider  that  this  is  because
these  countries  lack  human  and  institutional
capacities  to  formulate  and  implement  eco-
nomic  and  social  policies.

African  managers,  however,  have  studied
in the  same  institutions  of  higher  learning  as
their  European  or  North  American  colleagues.
The  capacity  which  they  lack  is not  that  re-
quired  for  the  formulation  of  development  pol-
icies,  but  that  for  the  formulation  of  economic
policies  for  integration  into  the  market  and  the
world  economic  system.  In  other  words,  poli-
cies  which  can  attract  financing  by the  system
of  development  merchandising  would  only  gen-
erate  such  financing  if  those  who  formulated
the  policies  had  something  to  gain  from  its
prOVlSlOn.

The  Bretton  Woods  institutions  reason-
ing  is simple:  African  managers  tend  to ques-
tion  the  path  to  development.  The  path  to
development  which  is advocated  is tlie  correct
one.  What  is required  is to know  how  to man-
age  it in accordance  with  its basic  canons  and
to acquire,'define  the  instruments  of  manage-
ment.  Consequently,  if  jVrican  governments
do  not  do  what  the  marabout  thinks  is good  for
them,  this  is  because  they  are  ignorant  or
incapable.  The  marabout  thus  has the  role  if
not  the  mission  of  giving  them  this  capacity.

But  who  will  determine  the  moment  at
which  this  capacity  is acquired  so that  countries
would  have  less need  of  the  marabout?  What
are  the  criteria  for  such  success?  In  reality,  the
marabout  needs  his  "imams"  and  "muezzins"
within:  those  who  will  disseminate  his  develop-
ment  message,  who  will  have  the  force  of
influence  and  who  will  ensure  the  application
of  his  prescriptions.  In  other  words,  those  who

will  bear  the  marabout's  umbrella,  which  will
protect  the  system  of  development  merchan-
dising.

From  another  perspective,  the  question-
ing  by the  African  peoples  of  reform  policies,
and  with  those  policies  the  regimes  which

adopt.ed them and the maraboutsimerchants
who pr<,scribed  them,  has begun  to give cause
for  alarm.

This  is why  the demand  for  democrati-
zation,  which  is  synonymous  with  the
socialization  of  development  and  the  em-
powerment  of  civil  society,  was  quickly  seen  as
a demand  for  the  participation  of  the  popu-
lations  concerned  in the process  of  decision-
making  in the  fields  of  politics  and  economic
policy.  The  recognition  of  political  pluralism
thereby  made  it possible  to raise  the  lid on a
boiling  cauldron  in  order  to  let  in  air  and  lessen
the  likely  explosion.  This  is why  those  who
advocate  adjustment  went  so far  as to hold  it
up  as a new  conditionality  for  their  aid,  in  order
to impose  it on their  allies,  that  is to say the
ruling  classes  in Africa  who  have  not  under-
stood  this.

The  calling  into  question  of  the  current
development  model  and  its  political  component
has  thus  been  reduced  to its apparent  manifes-
tation:  the  demand  for  democratization  in the
form  of  political,  trade  union  or  press
pluralism.  Hence,  the democratization  of  ad-
justment  becomes,  in addition  to the  strength-
ening  of  management  capacities,  an important
element  of  the  strategy  of  the  marabout  in
Africa  for  the  decade  of  the  1990s.

The  system  of development  mcrc}ian-
dizing  recognizes  the  right  of  peoples  to self-
determination  and  independence  and  the  right
of  countries  to political  eqriality.  But  the  right
to econon'ffc  development,  i.e. the  right  to de-
cide  the  path  of  development,  taking  into  ac-
count  one's  own  analysis  of  the  conditions  at
the  point  of  departure  and  the  objectives  to be
pursued,  the  right  of  a country  freely  to con-
ceive  its own  future,  to decide  on production,
distribution  and  trade  within  the  country  and
with  the  world  at large  on  just  bases,  that  right
has  not  (yet)  been  recognized.  The  Bretton
Woods  institutions  are more  than  financial  in-
stitutions;  moreover,  they  do not  finance  de-
velopment  in smaller  and  poorer  countries.

The  above-mentioned  right  is, however,
the  point  of  departure  for  any  successful  devel-
opment  policy.  Africa  needs  its  own  rnara-
bouts,  whose  only  task  is  to  seek social  and
individual  fulfillment  within  the  kingdom,  and
not  external  marabours  and  merchants  of
development.
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The  Bretton  Woods  institutions  have
largely  contributed  to this  situation.  Financing
and  adjustment  have  worked  hand-in-hand  in
Africa,  but  not  for  the  effective  purpose  of
African  development.  Three  decades  of  Bretton
Woods  support  have  demonstrated  this.  When

celebrating  the  50th  anniversary  of  these  insti-
tutions,  we  should  ask  whether  developing
countries  need  them,  and,  if  so,  what  will  be the
agenda  for  change,  both  at the  regional  and  at
the global  levels,  in order  to launch  efficient
and  effective  financial  development  institutions.

Yilmaz  Akyijz

In  sub-Saharan  Africa  (SSA)  growth
continues  to be constrained  by  the  debt  prob-
lem  and  external  financial  stringency,  and  there
is widespread  concern  that  adjustment  is not
succeeding.  At  the  heart  of  this  failure  there
are two  main  factors:  inadequacy  of  the ex-
ternal  funding  of  adjustment  programmes  and
policy  shortcomings.  Ndulu's  paper  addresses
both  problems.

There  can  be little  doubt  that  the  funding
of  African  adjustment  and  development  has  to
continue  to  rely  on  official  transfers.  Historical
experience  sliows  that  private  FDI  lags  behind
rather  than  leads  growth  in developing  coun-
tries.  Similarly,  most  SSA  countries  can  expect
little  in the  way  of  lending  by private  capital
markets,  export  credits  or  portfolio  investment.

While  official  resource  transfers  are  the
main  source  of  external  funding  of  structural
adjustment  prograrnmes  (SAPs)  in SSA,  official
debt  is thc  main  drag  on  adjustment,  since  most
of  Africa's  external  debt  is  owed  to  official
creditors.  This  interrelation  indeed  calls  for  an
integrated  approach  whereby  debt  relief  initi-
ativcs  and  new  aid  can  be coordinated  so as to
provide  tlie  net  transfer  of  external  resorirccs
needed  to support  adjustmcnt  efforts.

Policy  sliortcornings  arc  closely  related  to
external  funding.  Increasingly,  tlie  purpose  of
aid  lias  become  simply  to induce  policy  change
to  the  ncglcct  of  its  primary  role,  i.c. to finance
growth  and  investment.  Tlic  financial  squccze
}ias been  reflected  not  only  in the persistence
of  the  regionas debt  crisis,  but  also  in problems
of  dcsigning  appropriate  adjustmcnt  program-
mcs.  As a rule,  any  policy  instrument  can  be
expected  to }iave,  in addition  to a positive  effect

on its main  target,  a number  of  negative  side
effects,  and  when  the  instrument  is applied  be-
yond  a certain  point,  the  gains  diminish  while
the  side effects  mount.  Financial  stringency
tends  to push  policies  beyond  their  optimum
point  of  application  as domestic  policy  effort
has  to make  up  for  lack  of  funds.  This  has  in-
deed  resulted  in too  much  pressure  being  put
on the exchange  rate  instrument,  with  severe
repercussions  on  activity  and  prices.  Moreover,
it has resulted  in excessive  budget  stringency,
necessitating  sharp  cuts  in  public  investment.

There  can  be no doubt  that  the  process
of  adjustment  and  development  in  Africa  is in-
evitably  slow  and  that  no miracles  can  be ex-
pected.  However,  there  is considerable  scope
to  improve  both  domestic  and  international
policies  in order  to reverse  the  trend  of  growing
poverty  and  halt  the  increasing  marginalization
of  Africa.  On  the international  front  there  is
need  to support  the  SAPs  with  greater  transfer
of  external  resources  on a continued  and  pre-
dictable  basis  in order  to meet  the continued
terms  of  trade  losses  and  increase  import  and
investment  capacity.  As  Xdulu  points  out,  the
most  important  role  in  this  respect  can  be
played  by debt  reduction.  On  the  domestic
policy  front,  a pragmatic  rather  than  a
doctrinaire  approach  is reqriired.  The  debate
concerning  the best  ways  of  adapting  adjust-
ment  programmes  to the  needs  and  realities  of
t)iese  countries  needs  to be an  open  one.  I fully
agree  with  the  author  that  this  requires,  among
ot}ier  things,  greater  participation  of  African
governments  in  the  initiation  and  design  of
SAPs  as  well  as  tlieir  ownership  of  the
programmes  and  a strong  commitment  to their
implementation.
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STRUCTURAL  ADJUSTMENT  AND  REFORM
IN DEVELOPING  COUNTRIES

Montek  S. Ahluwalia"

The  past  10 years  have  seen a remarkable
convergence  of  views  among  all  segments  of  the
development  cornrnunity  - policy  makers,  aca-
dernics  and  the  major  multilateral  institutions  -
on what  policies  are  good  for development.
The  convergence  is reflected in the near uni-
versal  trend  towards  trade  liberalization  and
greater  openness  to foreign  investment,  greater
reliance  upon  market  forces  in both  tht  real
and  financial  sectors,  and a reduction  in the
role  of  the  public  sector  in  favour  of  the  private
sector,  all underpinned  by a sustained  pursuit
of  macroeconornic  stability  through  low  fiscal
deficits.  These  are the common  ingredients  of
programmes  of  structural  adjustment  and  eco-
nomic  reform  being  implemented  all over  the
developing  world.

Impressive  though  the convergence  is, it
is not  quite  the consensus  which  is sometimes
claimed.  There  are variations  between  coun-
tries  in the  intensity  with  which  different  ele-
ments  are  pursued,  and  tliere  are  unsettled
issues  about  the  optimal  pace  and sequencing
of  reforms.  The  experience  with  reforms  in se-
veral  countries  has also  created  greater  aware-
ness of  some  of  the  problems  that  may  arise  in
the course  of  implementation,  and  these  have
implications  for  the  design  of  reform
programmes.  This  paper  attempts  to define  the
areas  of  consensus  and  identify  some  of  the  is-
sues which  remain  unsettled  and  controversial.

A.  Factors  underlying  convergence

It is useful  to begin  with  a brief  review
of  how  the  convergence  on policy  came  about.
Several  factors  were  at work  affecting  each  of
the constituents  of  the development  cornmu-

nity,  and  these  have  obviously  interacted  with
each other,  making  it difficult  to disentangle
their  separate  contributions.

1.  The  retreat  from  structuralism

The  convergence  was  clearly  influenced
by  a shift  in intellectual  opinion  away  from  the
eaHrlier 4tructuralist  view of  development,  which
emphasized  structural  constraints  and  rigidities
in'  developing  countries  and  therefore  under-
played  the  role  of  price  and  market  signals,  to-
wards  the  view  that  many  of  these  rigidities  are
the result  of  policy  distortions  which  can be
overcome  through  policy  reform.  In  fact  much
of  what  is today  called  "structural  reform"  is
essentially  a market  based  response  aimed  at
overcqrning  constraints  which  earlier
structuralists  thought  could  not  be overcome
except  through  much  longer-term  develop-
mental  processes.l

The  earlier  structuraliSt  focus  on the in-
herently  unfavourable  external  environment,
and  consequent  export  pessimism,  for  develop-
ing  countries  had  given  rise  to the  concept  of  a
"foreign  exchange  constraint"  and a conse-
quential  "foreign  exchange  gap".  This  provided
the  early  intellectual  justification  for  official  re-
source  transfers  to developing  countries  which
were  expected  to have  large  multiplier  effects
by  relaxing  the foreign  exchange  constraint.
By the end of  the 1970s,  as a result  of  influen-
tial  studies  by  Little,  Scitovsky  and  Scott
(1970),  Balassa  (1971),  Bhagwati  (1978),
Krueger  (1978),  the  structuralist  view  had  given
way  to  the perception  that  foreign  exchange

Acknowledgements  are due to Shankar  Acharya,  Ishor Ahluwalia,  Armeane  Choksi, Vijay  Joshi, Sarwar Lateef, C.
Rangarajan,  Javad Shirazi, N.K.  Singh and Arvind  Virmani  for helpful  comments.

l Helleiner  (1994) rightly  points out the "debasement"  of the term structural  reform,  which is increasingly  employed "to
denote whatever policy package that a government  receiving  a World  Bank "structural  adjustment  loan" was either
being asked to undertake  or actually did".  There is no doubt that the term has acquired  flavour  of the Humpty
Dumpty  dictum:  "llyhen  I use a word it means just what Ichoose  it to mean - neither more nor less.'
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scarcity  was  largely  a consequence  of  the  anti-
export  bias  of  protectionist  policies,  which  led
to poor  export  performance.  The  multiplier
effect  of  injecting  foreign  exchange  through
concessional  resource  transfers  was  seen  to be
less  important  than  the  potential  multipliers
from  expanding  exports,  which  operated
through  faster  absorption  of  technology  and
the  impact  of'greater  competitive  pressure  aris-
ing  from  exposure  to  world  markets.

Where  structuralists  emphasized  the  need
for  massive  domestic  investment  to  build  ca-
pacity,  especially  in infrastructure,  but  also  in
industry  generally,  using  the  State  as  an
entrepreneurial  agent  to stimulate  investment,
later  academic  work  focused  much  more  atten-
tion  on efficiency  of  resource  use and  factor
productivity  growth  as  key  elements  in eco-
nomic  dynarnism.  The  focus  on  efficiency  as a
source  of  growth  forced  consideration  of  the
economic  environment  most  likely  to encour-
age  efficiency.  In  this  context,  several  studies,
e.g. Krueger  and  Tuncer  (1982),  Nishirnizu  and
Robinson  (1984)  and  Nishirnizu  and  Page
(1991),  emphasized  greater  export  orientation
and  lower  levels  of  protection  as key  deterrni-
nants  of  efficiency.  The  focus  on  efficiency  has
over  the  years  also  led  to a much  greater  con-
cern  about  human  resource  development,
which  was  typically  neglected  in  the  earlier
capital  investment  oriented  approach.

The  concern  with  efficiency  also  moder-
ated  the  earlier  enthusiasm  about  public  sector
investment  as an engine  of  growth,  since  expe-
ricnce  in most  countries  showed  the  public  sec-
tor  to suffer  from  low  levels  of  efficiency  and
inadequate  profitability.  Individual  examples
of  efficient  public  sector  units  could  always  be
found,  ranging  from  the  cclcbrated  example  of
the  Pohang  steel  plant  in  the  Republic  of  Korea
t'o individual  examples  in other  countries  such
as India,  Indonesia  and  Mexico.  However,  the
performance  of  the  public  sector  as a whole  in
most  developing  countries  clearly  suffered  from
serious  weaknesses,  which  militated  against  ef-
ficiency  and  groivth.

2.  The  Fund/Bank  role

Thc  International  Monetary  Fund  and
the  World  Bank  have  been  actively  involved  in
the  convergence  and  are  often  credited  with  its
principal  authorship.  Williamson  (1991),  with
embarrassing  geocentrism,  has  even  christened
the  convergence  as the  "Washington  consen-
sus . There  is no doubt  that  over  the  past  10
years,  the  two  institutions,  which  had  some-
what  distinct  approaches  earlier,  have  unified
these  approaches  and  become  influential  advo-

cates  of  structural  reforms  in developing  coun-
tries.

The  advocacy  of  structural  reforms  by  the
Bretton  Woods  twins  came  about  in  the
aftermath  of  the  second  oil  shock  and  was  in-
tensified  with  the  consequent  large  external
imbalances  faced  by  many  countries.  The  tra-
ditional,,Fund  approach  of  correcting  balance-
of-payments  disequilibria  through  reduction  in
aggregate  expenditure  levels,  supplemented  by
exchange  rate  depreciation,  was  increasingly
seen  to be ineffective  in view  of  the  size  of  the
external  adjustment  needed  in most  debt  bur-
dened  countries.  It was  recognized  that  reli-
ance  on  this  approach  alone  could  produce
stagflationary  outcomes  with  a disruption  in
the  growth  process.  The  traditional  Bank  ap-
proach,  focusing  on  providing  long-term
project  finance,  and  thus  indirectly  filling  crit-
ical foreign  exchange  gaps,  was  equally  cir-
cumscribed  in dealing  with  the  post-debt  crisis
situation,  because  of  the  limited  volume  of  re-
sources  which  could  be mobilized  by  the  Bank
and  other  aid  donors  in  response  to the  greatly
expanded  need.  The  technical  work  of  both  the
Bank  and  Fund  staff  during  the 1980s  repeat-
edly  endorsed  the  need  for  larger  concessional
resource  flows  and  easier  debt  reschedulement
for  developing  countries.  However,  political
realities  were  such  that  additional  resources
were  not  made  available.

Adjustment  to the  post-debt  crisis  world
without  significant  access  to  additional  re-
sources  implied  that  growth  would  suffer  sig-
nificantly  unless  substantial  improvements  in
efficiency  could  somehow  be triggered.  It  is in
this  context  that  the  Fund  and  the  Bank  em-
barked  upon  a joint  advocacy  of  stabilization
aimed  at achicving  macroeconornic  stability  in
tlie  sliort  term,  combined  with  structural  re-
forms  aimed  at  accelerating  growth  through
supply  side  responses.  The  focus  on structural
reforms  was  partly  a reaction  to  the  widespread
intellectual  awareness  of  the importance  and
extent  of  policy  distortions,  but  it was  also
partly  a response  to  the  inability  to  restore
growth  through  provision  of  additional  external
resources.  To  some  extent,  therefore,  structural
reform  had  to be invented  because  it had  be-
come  necessary.

The  rationale  for  structural  rcforms  as
advocated  by  the  World  Bank  and  the  IM  F has
been  spelt  out  in an impressive  range  of  re-
search  studies  based  on  expcrience  in a number
of  countries.  The  gVorld  Developrnent  Report
1991  provided  a  summary  statement  of  the
World  Bank's  case for  structural  reforms.  It
has  also  provoked  counter-statements  by
neo-structuralist  critics  such  as Fanelli,  Frenkel
and  Taylor  (1993)  and  Singh  (1992).  An  earlier
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and  more  detailed  critique  of  the Fund-Bank
approach  to  macroeconornic  policy  is presented
in  Taylor  (1988).

3.  Policy  makers  in developing  countries

Policy  :'nakers  in the  developing  c5un-
tries  were  obviously  influenced  by the  retreat
from  structuralism  in the  academic  world  and
could  hardly  ignore  the  consensus  emerging  in
the  multilateral  institutions.  But  they  were  also
changing  their  views  on  the  basis  of  their  own
experience  in  the  1970s  and  1980s.  Latin
America's  experience  was  dominated  by  the
difficulties  in adjusting  to the  oil  shock  in the
1970s  and  the  subsequent,  and  related,  debt
crisis  of  the  1980s.  The  failure  of  tlie  partial
liberalization  experiments  of  the  Southern
Cone  countries  in the  1970s,  and  the equally
disappointing  results  fropi  the  heterodox  sta-
bilization  packages  in  Brazil,  Argentina  and
Peru  in the  first  half  of  the  1980s,  created  con-
ditions  which  forced  a rethinking  of  earlier
strategies.  In this  they  were  undoubtedly  in-
fluenced  by  the  exemplary  performance  of  East
Asian  countries,  which  were  able  to  bring  about
much  greater  export  orientation  in their  econ-
ornies  and  were  also  able  to maintain  a high
degree  of  macroeconotnic  stability,  all  of  wliich
led  to spectacular  growth  rates  of  GDP  as well
as employment.

South  Asian  countries  did not  perform
badly  in the  1980s,  but  here  too,  the  stellar
performance  of  East  Asia,  including  the  per-
formance  of  China  as a late  reformer,  led  to a
reorientation  of  strategy  away  from  excessive
government  control  and  high  protection.  A
process  of  rethinking  on econon'iic  policies  be-
gan  in India  in the 1980s  when  several  steps
ssrcre taken  to reduce  government  controls  and
liberalize  foreign  trade,  although  it was  not  un-
til  1991 that  India  embarked  on a programme
of  accelcratcd  reform.  Policies  in Bangladesh,
Pakistan  and  Sri  Lanka  were  also  moving  in  tlie
same  direction.  The  collapse  of  the  centrally
planned  economies  at the  turn  of  the  1990s,
and  their  wholesale  adoption  of  market  orien-
tation  and  global  integration,  became  an addi-
tional  factor  strengthening  the push  towards
deregulation,  greater  openness  arid  adoption  of
market-friendly  policies.

An  important  feature  of  the process  of
convergence  is the  modification  of  puristic  or
ideological  positions  on all  sides.  Among  aca-
demics,  including  even  structuralists,  there  is
widespread  recognition  of  the  need  to  move
away  from  earlier  policies  of  excessive  pro-
tection,  persistent  interference  ivith  market
mechanisms  and  rinquestioning  belief  in the  ef-

ficacy  of  state  intervention  in  achieving  its
stated  and  usually  well  meant  objectives.  In
turn,  the structuralist  critique  of  the  conven-
tional  Fund-Bank  programmes  has  created
greater  awareness  in these  institutions  of  the
possible  adverse  effects  or reforms  in certain
circumstances,  calling  for  greater  care  in the
design  of  the  reform  programme.  Experience
with  structural  reform  programmes  in  many
countries  has  also  produced  a more  realistic
assessment  of  the  pace  at which  results  can  be
expected.  The  experience  of  successful  per-
formers  in East  Asia  has also  influenced  the
convergence  in important  ways.  While  these
economies  have  been  highly  successful  in
achieving  outward  orientation  and  high  export
growth,  many  Of them are  also  economies
where  the  Government  has played  an active
role  in many  aspects  of  the  economy,  including
especially  the  provision  of  basic  education  and
health.  Recognition  of  the  positive  role  of
government,  and  its  implications  for  the  design
of  a reform  programme,  are  important  elements
of  the  current  convergence.

B.  Some  general  issues:  place,  se-
quencing  and  credibility

A characterstic  feature  of  structural  ad-
justment  and  reform  programmes  implemented
by most  developing  countries  in  the past  10
years  is  that  the  agenda  of  reform  is  wide-
ranging,  covering  macroeconornic  as  well  as
microeconornic  or  sectoral  issues.  The  typical
reform  programme  includes  the  following  ele-
ments:

*  macroeconomic  stabilization;

@ domestic  deregulation  or  investment,  pro-
duction  and  prices;

I  liberalization  of  foreign  trade;

*  privatization  of  the  public  sector;

0 financial  sector  reforms;

0 tax  reforms;

*  labour  market  reforms;  and

@ social  safety  nets.

Managing  policy  changes  in so many  di-
mensions  poses  special  problems,  especially
when  the  reforms  are obviously  interrelated  in
the  sense  that  the  effectiveness  of  each  element
in the package  depends  upon  other  elements
being  successfully  implemented.  This  interre-
lationship  raises  several  issues  concerning  the
design  of  the  prograrnrne.



/32

The  first  issue  relates  to the  pace  of  re-
form  or the  choice  between  a "big  bang"  ap-
proach,  also  known  as "shock  therapy"  in its
Eastern  European  incarnation,  in  which  all  the
reforms  are  implemented  in a very  short  time,
and  a more  cautious  "gradualist"  strategy.
Opinions  vary  on the advantages  of  the  two
approaches  and  a good  case  can  be made  for
either,  deperiding  upon  particular  circum-
stances.  In  the  idealized  frictionless  world  of
neo-classical  theory  and  without  political  and
social  constraints,  it may  be optimal  to imple-
ment  the  entire  package  immediately  and
achieve  the  adjustment  to the  new  equilibrium
in  the  quickest  possible  time,  so that  the  bene-
fits  of  the  reforms  are  evident  as soon  as possi-
ble.  In practice  there  are lags  in adjustment
which  affect  the  speed  with  which  the  economy
will  respond  to  different  initiatives.  If  benefits
take  time  to surface,  the  constituency  in sup-
port  of  reforms  will  also  take  time  to emerge.
The  choice  of  pace  of  reform  is also  influenced
by political  constraints  arising  from  the fact
that  all  structural  reforms  involve  some
distributional  changes  in  favour  of  some  groups
and  against  others,  and  there  are  limits  on the
extent  of  distributional  change  that  can  be tol-
erated.  Such  changes  may  not  be adverse  in a
normative  sense.  For  example,  a reduction  in
protection  and  a shift  in incentives  towards  ex-
ports  may  benefit  labour-intensive  export  in-
dustries  and  low-wage  labour  employed  in  these
industries,  at the  expense  of  highly  protected
capital-intensive  industries  with  high-wage  or-
ganizcd  labour.  Such  a shift  may  even  repre-
sent  an improvemcnt  in total  employment  and
income  distribution.  However,  distributional
changes  are  bound  to be resisted  and  especially
so in democracies  with  active  and  participative
political  purposes.  Such  considerations  could
justify  a gradualist  strategy  in which  reforms
are  phased  over  several  years,  in order  to lin'iit
the  distributional  burdens  on  particular  groups
in the  initial  years,  until  the  bcncfit  of  tlie  re-
forms  in other  dimensions  bccomc  fully  evident
and  generate  the  necessary  support.

Earlier  writers,  e.g.  Little,  Scitovsky  and
Scott  (1970),  had  recommended  gradualism  as
a logical  strategy  to minimize  adjustment  costs
and  ensure  that  the reforms  were  allowed  to
proceed  at an acceptable  pace.  More  recently
there  has  been  greater  support  for  a more  rapid
implementation  of  reforms  on  tlie  grounds  that
it does  not  allow  time  for  opposition  to build
up,  and  also  because  it gives  a clearer  signal
about  future  policies.  Bruno  (1992)  has also
argued  for  a rapid  pace  of  implementation  to
counter  "reform  fatigue",  which  can  othenvise
build  up.  In  practice  the  choice  of  pace  is less
a choice  between  polar  opposites  and  more  a
decision  of  where  to locate  in a spectrum  of

possibilities.  Experience  with  the "big  bang"
approach  in  Eastern  Europe  has  been  far  from
salutary.  By  contrast,  the  much  more  success-
ful  performance  in East  Asia  is typically  asso-
ciated  with  reforms  implemented  in a measured
way  over  a longer  period.  The  balance  of  ad-
vantage  would  therefore  seem  to  lie  in  a phased
implementation  of  reforms,  where  the pace  is
sufficiep-tly  fast  to  ensure  reasonable  results
without  risking  excessive  disruption  in  the  short
run.

The  second  issue  in  managing  reforms
relates  to  optimal  sequencing,  which  is espe-
cially  important  if the  pace  of reforms  is
gradualist.  If  the  reforms  are interdependent,
but  their  implementation  is stretched  out  over
time,  then  certain  elements  of  the  reforms  may
not  be successful  unless  accompanied,  or even
preceded,  by  action  in other  areas.  This  raises
typical  second-best  type  problems,  since  an
otherwise  sensible  reform  may  not  only  be in-
effective,  but  may  actually  prove  counterpro-
ductive,  if  other  elements  are  not  in  place.
Trade  policy  reform  aimed  at reallocating  pro-
ductive  resources  in line  with  comparative  ad-
vantage  will  not  be effective  if  controls  over
production  and  investment  prevent  such  real-
location  from  taking  place.  The  problem  of
sequencing  was  first  perceived  in the  context
of  the  Southern  Cone  experiments  in relation
to  the  sequencing  of  capital  account  liberali-
zation,  but  it is extremely  relevant  in all  reform
programmes.  These  issues  are  comprehensively
reviewed  in Edwards  (1992)  and  Funke  (1993).
Not  surprisingly,  this  is an area  which  throws
up many  more  interesting  questions  than  de-
finitive  answers.

The  third  issue  that  stares  rerormers  in
the  face  as thcy  engage  in the  complex  balanc-
ing act of  gradualism  combined  with  optimal
sequencing,  is that  the  reforms  must  pass  the
test  of  credibility.  Economic  restructuring  can
succeed  only  if  economic  agents,  especially  in-
vcstors,  bclievc  that  the  reforms  are cnduring
and will  not  bc  reversed.  Investors  will  be
willing  to take  long-term  decisions  in response
to new  policy  signals  only  if  tlie  new  signals  are
seen  to  be permanent  and  irreversible.  To  some
extent  the  issue  of  credibility  is linkcd  witli  the
choice  regarding  the  pace  of  reform.  A faster
pace  of reform  can,  under  certain  circum-
stances,  add  to crcdibility  if  the  rcsults  achieved
in the  short  term  are sufficiently  favourable  to
vindicate  the  reforms  and  ensure  against
reversibility.  On  the  other  hand,  a gradualist
approach  can,  under  certain  circumstances,
generate  greater  credibility  if  it avoids  unneces-
sarily  disruptive  situations  in the  sliort  run,  and
allows  time  for  beneficiaries  of reforms  to
emerge  with  a clear  vested  interest  in  their
COntlnuatlOIL
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It is obviously  not  possible  to prescribe
general  rules  for  the  design  of  a programme  of
structural  adjustment  and  reform  which  will
ensure  appropriate  pace  and  sequencing  of  re-
forms  and  also  ensure  credibility.  These  are
choices  that  have  to be made  in the  particular
context  of  each  country,  taking  account  not
only  of  economic  circumstances,  but  also  of
political  and  =social  constraints.  These  issues
are  examined  further  in subsequent  sections  of
this  paper.

C.  Macroeconomic  stabilization  and
the  fiscal  deficit

Most  countries  undcrtaking  structural
adjustment  have  done  so in the  context  of  se-
vere  macroeconornic  imbalances  reflected  in
unsustainable  balance-of-payments  deficits  or
high  rates  of  inflation  or  both.  Macroeconomic
stabilization  lias  therefore  figured  high  on the
agenda  of  reform  in most  cases.  This  is not
only  to  achieve  the  irnrnediate  objectives  of
controlling  inflation  and  managing  the  balance
of  payments,  but  also  to create  conditions  con-
ducive  to the  resumption  of  sustainable  growth.
Macroeconomic  stability  is also  a precondition
for  the  effectiveness  of  other  reform  initiatives.
Trade  libcralization  without  macroeconomic
stability  can  lead  to  unmanageable  pressures
on  the  current  account,  and  financial  liberali-
zation  before  macroeconornic  stabilization  can
lead  to rinsustainable  increases  in interest  rates
and banking  clises.  For  all these reasons,
macroeconornic  stabilization  is  generally  re-
garded  as the  centre  picce  of  a succcssful  re-
form  strategy.

Although  there  is complete  consensus  on
the  need  for  macroeconomic  stability,  the im-
plcmentation  of  stabilization  prograrnrncs  cre-
atcs  several  problems.  Macroeconomic
imbalanccs  typically  arise  when  t}'ic  lcvcl  of  ag-
grcgatc  demand  is not  sustainable  gcnerating
inflationary  pressures  and  spilling  over  into
current  account  deficits.  arlie origin  of  the  im-
balance  may  lie in excessive  expansion  of  do-
rncstic  dcmand  (i.e.  ovcrheatir'ig)  or  in  an
exogenous  shock  which  worsens  the  current
accorint  deficit  and  makes  thc  pre-cxisting  lcvd
of  aggrcgatc  demarid  unsustainablc.  In either
case,  if  the  situation  is not  self-correcting,  and
the  increased  current  accorint  deficit  cannot  be
financed,  the  only  way  to  restore  macroeco-
non'ffc  balance  in t}ie  short  run  is to reduce  ag-
gregate  demand.  Stabilization  policies
therefore  aim  at  reducing  aggregate  demand
through  a combination  of tight  fiscal  and
monetary  policy,  and  this  inevitably  imposes  a
burden  on some  sections  of  society.  Resent-

ment  of  this  burden  is a common  factor  under-
lying  the  unpopularity  of  most  of  the
stabilization  programmes.  This  is especially  so
if  the  burden  is  seen  to  be  unfairly  shared
among  different  sections.  Apart  from  the  initial
and  unavoidable  burden  of  reduced  demand,
stabilization  prograrnrnes  are  also  criticized  be-
cause  of  other  reasons.  Two  problems  which
are part,icularly  important  in this  context  are
the  recessionary  effect  of  stabilization  on out-
put  levels  and  therefore  on  employment  in  cer-
tain  circumstances,  and  the  depressive  effect  on
investment  levels,  which  hurts  medium-term
growth  prospects.

1.  Stabilization  and  recession

Conventional  stabilization  programmes
are  often  criticized  on  the  grounds  that  the  re-
duction  in aggregate  demand  envisaged  has a
recessionary  impact  on  output  and  employ-
ment,  which  in turn  means  that  the  burden  of
adjustment  falls  more  heavily  on  the  poorer
sections.  This  problem  is perhaps  less serious
when  stabilization  is  aimed  at  correcting  an
imbalance  arising  from  a runaway  expansion  in
domestic  demand  (overheating)  because  de-
mand  reducing  policies  in these  'circumstances
may  help  to  contain  inflation  (and  lielp  the
balance  of  pa)iments)  without  depressing  do-
mestic  output  or  employment.  }-Iowever,  a
recessionary  impact  is  more  likely  to  occur
when  stabilization  is triggercd  by the  need  to
correct  an externally  induced  deterioration  in
the  current  account  deficit.  In  such  cases  the
aim  of  reducing  aggregate  demand  is to bring
the  deficit  down  to sustainable  levels.  If  export
demand  elasticities  are infinite  and  if  domes-
tically  produced  importables  are  perfect  substi-
tutes  for  imports,  it  can  be  shown  that  the
reduction  in aggregate  demand  will  not  depress
production  levels  in the tradcable  goods  sec-
tors,  but  will  only  lead  to  highcr  exports  or
louaer  imports,  which  improves  the  current  ac-
count  deficit.  However,  even  on  these  as-
sumptions  the  reduction  in demand  will  redrice
output  of  the  non-tradeable  goods  sector.  With
more  realistic  assumptions  of  less than  infinite
export  elasticites,  and  less  than  perfect
substitutability  between  domestic  goods  and
imports,  tlie  reduction  in  aggregate  demand  will
create  some  slack  in the  tradeable  goods  sector,
tOO.

The  textbook  solution  to  this  problem  lies
in  exchange  rate  depreciation,  which  is a critical
component  of  stabilization  prograrnrnes.  The
depreciation  is  expected  to  improve  the
competitiveness  of  tlie  tradeable  goods  sectors
and  thus  encorirage  expansion  of  these  sectors.
This  expansion  in response  to  excliange  rate
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depreciation  is expected  to counter  the  initial

dcflationary  impact  of  demand  reduction.  The

effectiveness  of  exchange  rate  depreciation  in

triggering  an expansion  in the  tradeable  goods

sectors  is therefore  critical  for  countering  the

recessionary  effect  of  demand  reduction,  but

this  process  may  not  always  work  smoothly  and

swiftly.

One  factor  limiting  the  speed  of  adjust-

ment  in certain  circumstances  is that  short-run

export  elasticities  of  demand  may  be  much

smaller  than  elasticities  in  the  medium  run.

This  is especially  likely  if  the  economy  is not

highly  diversified  and  export-oriented.  There

may  be many  domestic  products  which  are  po-

tentially  exportable  but  are  not  immediately  so

because  of  quality  and  technology  gaps  which

take  time  to bridge.  In  such  situations  it may

not  be possible  to achieve  large  enough  export

responses  in the  short  run  except  at large  price

reductions  which  imply  correspondingly  large

depreciation.

An  adjustment  process  which  requires  a

very  large  depreciation  poses  its own  problems.

In  the  first  place,  a large  depreciation  is likely

to feed  back  into  domestic  prices  and  this  can

create  a dcstabilizing  wage-price  spiral.  It can

also  generate  negative  macroeconomic  feed-

back  via  the  fiscal  deficit  in  situations  where  the

Government  has a large  external  debt  or has

directly  or  indirectly  taken  on  the  exchange  risk

in foreign  borrowing.  In  such  cases  a depreci-

ation  designed  to complcmcnt  demand  restraint

by  cncouraging  tradcable  goods  expansion  may

actually  undcrrnine  the  initial  demand  restrain-

ing  objective,  by  worsening  the  fiscal  deficit.

Thcsc  considerations  suggest  that  some

loss  of  output  and  even  crnploymcnt  in  tlie

short  run  may  occur  as part  of  stabilization  in

certain  circumstances.  Tlie  extent  to  which  this

will  happen  depends  upon  the  size of  the  initial

imbalance  and  the  effectiveness  of  exchange

rate  policy  in  promoting  cxpansion  in  the

tradeable  goods  sector.  If  the  initial  imbalance

is  modest,  the  economy  is  highly  diversified

with  a large  potential  export  capability  and

world  demand  conditions  are  favorirable,  it may

be  possible  to  implement  a stabilization

programn'ic  witlt  a minimum  recessionary  im-

pact.  Under  more  unfavourable  circumstances,

}towever,  t}ie  reccssionar)t  impact  will  be larger.

The  key  issue  is not  whether  there  is a

temporary  rccessionary  phase  as a conseqrience

of  stabilization,  but  whether  there  is any  alter-

native  adjustment  programme.  Critics  usually

have  in mind  two  types  of  alternatives.  The

first  is  to  design  alternative  stabilization

prograrnrnes  to  handle  the  crisis  without  de-

mand  reducing  policies.  This  is exemplified  by

various  types  of  heterodox  stabilization

programmes  of  the  type  that  were  tried  unsuc-

cessfully  in Latin  America  in the  early  1980s,

and  also  the  efforts  to  manage  balance-of-

payments  deficits  through  the  imposition  of

controls  as cornrnonly  practiced  in South  Asia.

Experience  gained  so far  with  these  approaches

is not  encouraging,  and  there  is little  doubt  that

an elemqnt  of  demand  restraint  is inescapable

as part  of  stabilization.

Another  alternative  approach  is to  accept

the  logic  of  adjustment  programmes  with  de-

mand  restraint,  but  to  argue  that  the adjust-

ment  should  take  place  at a slower  pace.  This

is a relevant  issue  which  needs  to be carefully

considered.  A rapid  adjustment  based  on de-

mand  restraint  can  perhaps  be justified  in a sit-

uation  where  the  economy  is  overheated.

However,  when  the  source  of  the  imbalance  is

external,  the  pace  at which  the  economy  can

adjust  without  precipitating  recessionary  con-

ditions  depends  upon  the  pace  at which  re-

sources  can  be  redirected  into  the  tradeable

sectors.  Pushing  the  pace  of  adjustment  be-

yond  this  point  may  introduce  signi[cant

short-term  costs  of  over-deflation  and  unem-

ployment.  The  ideal  pace  of  adjustment  is one

which  takes  account  of  these  considerations,

but  this  implies  an ability  to finance  the  result-

ing  larger  current  account  deficit  over  a longer

period.  Unfortunately,  many  developing  corin-

tries  faced  with  tlie  need  to make  such  adjust-

ment  in  the  1980s  were  also  placed  in

circumstances  in which  finance  was  simply  not

available.  The  high  external  debt  already  in-

curred'  by many  of  these  countries  obviously

added  to  this  problem.  In  many  cases,  the  pace

of  adjustment  was  cffcctivcly  forced  by  the  lack

of  availability  of  finance  on  suitable  terms,

rather  than  the financing  requirements  deter-

nThned on the  basis  of  the  ideal  pace  of  adjust-

ment.  When  this  happens,  it is important  to

be realistic  about  the  outcome  of  such  adjust-

ments  and  the  short-term  costs  involved.

International  agencies  also  need  to recognize

this  problem  and  avoid  underestimation  of  the

cost  of  adjustment.  The  costs  may  be una-

voidable  if  finance  is not  available,  tut  they

should  not  be understated  for  this  reason.

Structuralist  critics  of  stabilization

programmes  often  paint  extreme  case  scenarios

where  t}ic  economy  may  be puslicd  into  a de-

stabilizing  spiral  as reductions  in aggregate  de-

mand  lead  to a fall  in outprit  wliile  exchange

rate  depreciation  fuels  inflation,  producing  a

stagflationary  outcome  with  low  levels  of  out-

put  compared  to capacity  and  a sharp  decline

in real  wages.  In  such  scenarios  the  adjustment

process  operates  by  reducing  aggregate  output

levels  along  with  aggregate  demand,  and

achieves  equilibrium  at low  levels  of  capacity
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utilization,  with  the  distribution  of income
shifting  against  labour  through  falling  real
wages.  The  experience  of  many  Latin  Ameri-
can  countries  which  experienced  accelerating
inflation  and  a decline  in real  wages  during  the
1980s  underlies  some  of  these  fears.

Jt is important  to draw  the  right  conclu-
sions  from  these  criticisms  of stabilization
programmes.  To  begin  with,  it must  be recog-
nized  that  some  of  the  problems  described
above  reflect  an "extreme  pathology"  based  on
some  of  the  worst  expericnces  of  countries  in
Latin  America  and  Africa,  which  faced  an ex-
ceptionally  large  adjustment  after  the  debt  cri-
sis.  These  are  cases  where  it can  be argued  that
a more  extended  adjustment  might  liave  been
less  disruptive,  had  adequate  finance  been
available  to permit  a longer  adjustment.  But
these  outcomes  should  certainly  not  be viewed
as inevitable  in all  cases,  especially  when  cor-
rective  action  is  taken  before  the  imbalance
becomes  too  large.  Nor  should  these  problems
be used  to  argue  against  undertaking  adjust-
ment  when  adjustment  is necessary.  Failure  to
adjust  poses  its  own  problems  and,  as the  Latin
America  experiments  with  heterodoxy  in  the
first  half  of  the  1980s  amply  demonstrate,  there
is no  effective  alternative  method  of  adjustment
yielding  better  results.  In  fact,  postponement
of  adjustment  in  the  1980s,  followed  by
heterodox  adjustment  in Latin  America,  gener-
atcd  even  more  disastrous  outcomes.

Pcrliaps  the  most  important  lesson  to be
learned  frorrf  accumulated  experience  is to act
at an early  stage  to  correct  macroeconoinic
imbalances  before  they  become  too  large.
Large  corrections  are more  difficult  to imple-
ment  since  the  room  for  manoeuvre  is limited.
If  the  correction  requires  more  than  the  avail-
ablc  policy  instrument,  tlie  corrective  action  is
inadequate  and  dcstabilization  is more  likely.

2.  Stabilization  and  investment

Stabilization  programmes  are often  criti-
cized  on the  grounds  that  tlie  reduction  in ag-
grcgate  demand  is  typically  achieved  at  the
expense  of  investment,  thus  jcopardizing
medium-term  groivth.  The  experience  wit}i
stabilization  in  the  past  ten  years  in  Latin
America  and  Africa  suggests  that  this  is indeed
a serious  problem.  A  recent  World  Bank  (1993)
study  of  57 countries  liaving  undertaken  struc-
tural  adjustment  prograrnrnes,  reports  that
botli  public  and  private  investment  rates  de-
clined  during  adjustment.  'vVhat  is more,  the
process  of  recovery  of  private  investment  took
much  longer  than  previously  anticipated;  time
lags of  four  to five  years  where  not  unusual.

It is important  to consider  why  this  occured
and  how  it can  be avoided.

Public  investment  has suffered  in many
stabilization  programmes  because  of  the  need
to  reduce  the  fiscal  deficit  and  the  manner  of  its
reduction.  The  case  for  reducing  the  fiscal  def-
icit  as part  of  an effort  to reduce  aggregate  de-

mand needs little  elaboration.  Most  developing
countries  have  suffered  from  excessively
expansionary  fiscal  policies  which  have
produced  unsustainable  fiscal  deficits.  A re-
duction  in tliese  deficits  is desirable  in many
cases  even  without  the  compulsion  of  stabiliza-
tion.  It is all  the  more  essential  as part  of  sta-
bilization.  It  is  important  to  emphasize,
however,  that  a reduction  in the  fiscal  deficit
does  not  necessarily  imply  a reduction  in public
investment.  The  objective  of  reducing  the  dcfi-
cit  can  be equally  achieved  by increasing  gov-
crnment  savings  wliile  maintaining  investment
levels.  In  fact,  a fiscal  defiqit  reduction
achieved  by  increased  government  savings  is
clearly  much  better  than  the same  deficit  re-
duction  achieved  by  reducing  public  invest-
ment.  Unfortunately,  few  countries  have  found
it easy  to  follow  the  former  route.

The  scope  for  increasing  public  savings
depends  upon  the  ability  to increase  tax  rcven-
ues (and  also  public  sector  surpluses  where  a
consolidated  view  is taken  of  the  public  sector)
on the one  hand  and  reduce  government  con-
sumption  on tlie  other.  Since  higher  tax  re-
venucs  reduce  aggregate  den'iand,  essentially  by
reducing  private  disposable  income  and  there-
fore  private  consumption,  a combined  effort  at
raising  tax  revenues  and  reducing  government
consumption  ensures  that  thc  brunt  of  the  ag-
gregate  expenditure  reduction  is borne  by  gov-
crnmcnt  and  private  consumption  expenditure.
If  we  can  be sure  tliat  the  reduction  in govern-
mcnt  expenditure  does  not  lead  to a withdrawal
of  benefits  to the  poor,  and  if  the  incidence  of
additional  tax  revenues  is not  regrcssive,  we  can
say that  the  burden  of  adjustment  is fairly  dis-
tributed.  But  such  targeting  is not  always  easy
to achieve  in practice.  In  practice  there  arc  se-
vcre  limitations  on t}ie  extent  to  which  govcrn-
ment  consumption  can  be  lowered  or  tax
revenues  increased  in the  short  run.

T)iere  is no doubt  that  many  dcvcloping
countries  suffer  From  problems  of  a bloatcd
bureaucracy,  and  most  budgets  contain
schemes  and  projects  of  doubtful  social  benefit
which  could  be drastically  pruned,  if  not  en-
tirely  eliminated.  In many  cases  government
budgets  are burdened  by  subsidies  which  are
not  cffectively  targeted  to the poor,  and  also
by the  direct  and  indirect  support  provided  to
loss-making  public  sector  units.  The  con-
straints  ripon  how  fast  governmcnts  can  move
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in these  areas  are  essentially  political,  but  they

are no less real  for  that.  While  a period  of

austerity  may  be generally  accepted  at a time

of  crisis,  and  governments  may  be able  to take

some  hard  decisions  in such  situations,  some

of  the  gains  are  often  temporary.  This  is par-

ticularly  so if  expenditure  reduction  occurs  in

the  form  of  "expenditure  restraint",  in  response

to  the  compoalsions  of short-term  economic

management,  without  any  system  changes

which  would  eliminate  certain  types  of  demands

entirely,  such  as abolition  of  certain  subsidies

or  elimination  of  certain  governmental  func-

tions,  or privatization,'closure  of  loss-making

lublic  sector  units, which  otherwise  exert
claims  on the  budget.  Mere  expenditure  re-

straint  leads  to  "expenditure  suppression"

rather  than  genuine  "expenditure  reduction",  in

the sense  that  the  same  expenditure  demands

resurface  when  the  immediate  crisis  is  over.

The  difficulty  in  reducing  government  con-

sumption  expenditure  is  further  increased  by

the  emergence  of  new  pressures  to increase  ex-

pcnditures,  which  may  build  up  in the  course

of  economic  reforms.  In  a developing  country

there  are  many  legitimate  demands  upon  the

Government  to  provide  basic  services  to  the

poor.  These  demands  are likely  to  intensify

during  a period  of  adjustment,  because  of  the

need  to  create  social  safety  nets  to  limit  the

burden  placed  on  the  poor.

There  are  equally  serious  difficulties  in

increasing  public  savings  through  improved  tax

rcvcmie  mobilization  in the  short  term.  A ma-

jor  problem  here  arises  from  systemic  weak-

ncsses  in the  tax  systems  of  most  developing

countries.  It  is alwa)is  possible  to raise  addi-

tional  revenues  simply  by  raising  rates  in exist-

ing  tax  systems,  but  this  may  be

counter-productive  if  the  tax  system  is charac-

terized  by  highly  distortionary  taxes.  It is,

therefore,  necessary  to  first  reform  tlie  tax

structrire  and  prit  in place  a less distortionary

tax  system,  and  then  mobilize  revenue  throrigh

alTective  enforcement  of  the  new  system.

The  need  for  basic  reform  of  the  tax  sys-

tem  as  an  essential  component  of  structural

adjustment  is one  of  the  initial  elements  in  any

strategy  of  stabilization  and  structural  adjust-

mcnt.  All  countries  implementing  structural

reforms  have  taken  important  steps  in this  di-

rection.  Perhaps  tlie  most  important  initiative

in this  context  is the  introduction  of  a value-

added  tax  (or  some  variant  thereof)  in a large

number  of  developing  countries,  all of  whom

have  reported  very  encouraging  results.  How-

ever,  some  elements  of  tax  reforms,  such  as re-

ductions  in  customs  duties  as  part  of  trade

reforms,  may  hurt  government  revenues.  It

may  be possible  in some  situations  to recoup

losses  in customs  revenues  by tariffication  of

existing  quantitative  restrictions,  where  these

are  important,  so that  the  switch  from  quanti-

tative  restrictions  to tariffs  leads  to higher  re-

venues,  but  this  may  not  provide  large  revenues

in all  cases.  Besides,  a comprehensive  reform

of  the  tax  system  cannot  be implemented  over-

night.  It  needs  to be tailored  to the  particular

legal  ar,d  institutional  circumstances  of  each

country  and  involves  not  only  the  redesign  of

the  tax  structure,  but  even  more  importantly,  a

thorough  overhaul  and  modernization  of  tax

administration.  All  this  takes  time  to imple-

mcnt  and  in the  process  the  growth  in tax  re-

venues  in the first  few  years  may  not  be as

dramatic  as expected.

The  limitations  on reducing  government

consumption  expenditures  and  raising  tax re-

venues  in  the  short  run  define  the  narrow  limits

of  the  possible  in reducing  fiscal  deficits  with-

out  hurting  public  investment.  Where  the re-

quired  macroeconornic  adjustment  is relatively

small,  it should  be possible  to restore  macroe-

conornic  balance  without  much  damage  to

public  investment.  I-Iowever,  where  the  re-

quired  level  of  adjustment  is large,  as was  the

case with  many  developing  countries  in  the

1980s  because  of  the  size  or the  external  shock,

the reduction  in the  fiscal  deficit  required  for

macroeconomic  stability  forces  substantial  re-

ductions  in  public  investment.  Some  reduction

in public  investment  may  be acceptable  in cer-

tain  circumstances,  for  example,  when  public

investment  levels  arc high  and  ttte reduction

reflects  lowcr  levels  of  low  productivity  public

investment  in non-critical  sectors.  However,

sharp  reductions  in  public  investment  in critical

infrastructurc  sectors  can  bc very  damaging  to

medium-term  growth,  and  there  is evidence  of

such  damage  in  Africa  and  Latin  America.

Real  spending  on new  infrastructure  fell  in 11

of 13  countries,  with  real  expenditures  on

infrastructure  in countries  such  as Argentina,

Brazil,  Guatemala,  Mexico,  Panama  and

Venezuela  being  less than  50 per  cent  of  the

levels  observed  in  the  early  1980s.

This  is not  to argue  against  the  objective

of  reducing  fiscal  deficits.  The  lesson  to  be

learned  is that  it is not  enough  to define  tiie

objective  solcly  in terms  of  rcducing  fiscal  defi-

cits.  Tlie  quality  of  the  deficit  reduction  is

equally  important  and  this  means  that  deficits

should  be reduced  primarily  by raising  public

savings  while  maintaining  essential  levels  of

public  investment.  This  forces  attention  on  the

difficult  choices  which  are  crucial  for  a suc-

cessful  adjustment,  i.e. control  over  government

consumption  expenditure  including  non-

targeted  subsidies  and  bold  implementation  of

tax  reforms.
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The  impact  of  stabilization  prograrnrnes
on  private  investment  is  equally  important.
Unlike  the  case  of  public  investment,  there  is
no immediate.  reason  why  a stabilization  effort
should  lead  to a fall  in private  investment.  In
fact,  a reduction  in the  fiscal  deficit  can  be ex-
pected  to help  private  investment  if  it leads  to
lower  interest  rates  and  less crowding  out  of
private  invest.nent.  Yet,  as the World  Bank
(1993)  study  notes,  private  investment  too  has
suffered  in the  course  of  stabilization  efforts.
One  explanation  of  this  phenomenon  is  that
public  investment,  especially  investment  in
infrastructure,  is complementary  to private  in-
vestment  rather  than  competing.  Some  empir-
ical  evidence  for  this  view  is given  in Taylor
(1993).  There  are  also  other  reasons  why  pri-
vate  investment  may  be temporarily  depressed
in  the  course  of  a stabilization  programme.
Where  the  programme  quickly  succeeds  in re-
storing  macroeconornic  stability  and  reducing
uncertainty  about  the  fuiure  course  of  action,
and  where  there  is a substantial  inflow  of  for-
eign  direct  investment  irr the  early  stages,  do-
mestic  private  investment  can be expected  to
respond  favourably  to  the  new  sitriation,  if  not
immediately,'  then  at least  in a relatively  short
time.  However,  if  the  stabilization  prograrnrne
is inadequate  to the  task  at hand,  and  seen  to
be faltering,  it  can  generate  dcstabilizing  ex-
pectations  about  the  medium  term  which  may
}iurt  investment  intentions.  When  this  coin-
cidcs  with  trade  liberalization,  which  reduces
protection  and  therefore  the  incentive  to invest
in many  domestic  industries,  it may  lead  to an
overall  ivait-and-see  attitude  on the  part  of  in-
vestors,  both  domestic  and  foreign,  which
would  depress  private  investment  for  a time.

T}ie  following  lessons  can,  with  a certain
degree  of  confidence,  be drawn  for  the  design
of  stabilization  programmes:

Macroeconomic  stability  is a precondition
for  successful  restructuring  and  countries
wliich  face  instability,  wlicthcr  induced  by
internal  or  external  factors,  would  be well
advised  to  take  corrective  steps  earlier
rather  than  later.  Such  adjustment  will
entail  costs,  but  failure  to  adjust  could
force  even  }iigher  costs  on  the  economy.

*  The  fiscal  deficit  is an important  instru-
ment  in the  adjustment  process,  but  much
more  attention  needs  to  be given  to the
quality  of  the  deficit  reduction  and,  in
particular,  its impact  on investment,  if  the
medium-term  growth  prospects  are  not  to
be jeopardized.  A reduction  in the  fiscal
deficit  achieved  through  higher  tax  reven-
ues  generated  from  broad-based  non-
distortionary  taxes,  is  the  best  way  of
reducing  the  deficit,  as it represents  a per-

manent  strengthening  of  the fiscal  posi-
tion.  A  pruning  of  non-productive
government  expenditure  is perhaps  equally
good  in the  short  run,  though  these  gains
are  more  likely  to be in  the  nature  of  once
for  all  gains.  Neither  route  to deficit  re-
duction  is easy,  but  the  alternative  is worse
and  the  key  to a well-designed  adjustment
programme  is whether  it can  enforce  some
hard  decisions  early  to avoid  worse  out-
comes  later.

*  Depending  upon  the  size  of  the  macroeco-
nomic  adjustment  needed,  countries  may
be forced  to carry  deficit  reduction  to the
point  where  cuts  in  public  investment  may
be unavoidable  in  the  short  run.  Some  re-
duction  in public  investment  may  not  be
damaging  if  it is limited  to low  efficiency
investment  in  manufacturing,  and  most
government  budgets  have  many  such
cases.  It  can  present  serious  problems,
however,  if  it leads  to deep  an,d prolonged
cuts  in  public  investment  in  key
infrastructure  areas  where  shortages  will
affect  the  productivity  of  capital  generally
in the economy.  This  is especially  so in
countries  where  reductions  in  public  in-
vestment  in  infrastructure  will  not  be offset
by  private  investment  for  some  time.

The  targeting  of  fiscal  deficit  reduction  has
to take  account  of  the  likely  level  of  pri-
vate  investment  in  the  economy,  which
may  also  be  temporarily  depressed  for
various  reasons.  Structural  adjustment
programmes  should  not  assume  that  pri-
vate  investment  will  automatically  crowd
in to rcplace  public  investment.  There  is
a possibility  that  private  investment  may
take  time  to recover.  kn such  a situation
the pace  of  reduction  in the  fiscal  deficit
should  be  more  gradual  than  would  be
otherwise  justified,  in  order  to  maintain
public  investment  in infrastructure  sector
at reasonable  levels.

Not  surprisingly,  these  problems  will  be
less  severe  the  smaller  the  extent  of
macroeconomic  correction  that  is required.
The  larger  the  correction  the  more  likely
that  ex-ante  corrective  steps  will  fall  short
of  what  is needed,  leading  to various  types
of  disequilibrium  behaviorir.

D.  Trade  policy  reform

Trade  policy  reform  typically  involves
some  combination  of  the  following  package  of
measures:
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*  elimination  of  export  restrictions  and
taxes;

*  substantial  depreciation  of  the  exchange
rate  to  increase  export  profitability  and
offset  reduced  protection;

*  elimination  of  quantitative  import  re-

strictionl  and a shift to tariff  protection;

*  reduction  in  average  tariff  levels;

0 reduction  in tariff  variation  with  the  ulti-
mate  objective  of  a uniform  tariff  on  most
if  not  all  items.

Although  trade  policy  is perhaps  the  most
intensively  researched  area  in  development
economics,  it  is only  recently  that  trade  reforms
have  been  widely  implemented.  Trade  policies
were  generally  restrictive  in  most  developing
countries  until  the  early  1980s,  and  in many
cases  the  initial  reaction  to the  debt  crisis  was
to  tighten  trade  restrictions  in  many  cases.
There  was  a turn  around  by the  mid-1980s,
however,  when  several  countries  in  Latin
America  moved  sharply  in the  opposite  direc-
tion.

The  pace  of  trade  liberalization  since  the
mid-1980s  has  been  remarkable  by any  stand-
ards.  Between  1985  and  1991  the  average  tariff
rate  (unweighted)  was  reduced  from  80 per  cent
to 21 per  cent  for  Brazil,  from  83 per  cent  to 7
per  cent  for  Colombia,  from  92 per  cent  to 16
per  cent  for  Costa  Rica,  from  34 per  cent  to 4
per  cent  for  Mexico  and  from  64 per.cent  to 15
per  cent  for  Peru.  In  many  cases  the  reduction
was  brought  about  in one  year.  The  coverage
of  non-tariff  barriers  has  also  been  dramatically
reduced.  A similar  process  of  trade  liberali-
zation  has  been  initiated  more  recently  in Sout}i

4sia, though  at a much more gradual pace.
East  Asian  countries,  whose  tariff  levels  were
low  even  earlier,  have  lowered  tariff  rates  fur-
thcr  in  this  period.

T}ie  s}iift  to more  oritward  oriented  arid
liberal  trade  policies  has certainly  proved  suc-
cessful  if  we look  at the  export  performance  of
reforming  countries.  Chile  and  Turkey  bot}i
became  iiighly  successful  exporters  in  the
19SOs.  The  experience  of  other  countries  im-
plementing  structural  rerorms,  srirveyed  in
'vVorld  Bank  (1992  and  1993),  also  shows  that
export  growth  rates  for  most  countries  tvere
markedly  higher  in the  period  1987-1991  com-
pared  with  t}ie  period  1982-1987.  These  results

clearly  indicate  that  the  pessimism  about  export
possibilities,  the general  attitude  of  the  earlier
structuralists,  is not  warranted  by experience,
and  this  has  produced  a general  consensus  on
the  importance  of  providing  a supportive  envi-
ronment  for  exports.  This  includes  at a mini-
mum  a realistic  exchange  rate,  which  ensures

export  profitability,  and also an import  policy
providir'ig  exporters  with  an  effective  "free  trade
regime"  for  their  inputs,  so that  they  can  be
easily  obtained  at world  prices.

While  there  is general  consensus  on the
important  of  export  orientation,  there  is less
agreement  on  whether  the  full  package  of  im-
port  liberalization,  with  elimination  of  quanti-
tative  import  restrictions,  reduction  in  the
average  tariff  level  and  a narrowing  of  tariff
rates,  is  an  equally  compelling  necessity.
Rodrik  (1992)  points  out  that  the  high  export
growth  achieved  by  many  developing  countries
owes  more  to  their  aggressive  exchange  rate
policy  than  to any  package  of  full  fledged  im-
port  liberalization,  as recommended  by trade
reformers.  Helleiner  (1994)  also  expresses  res-
ervations  on  the  pace  at which  full  import  lib-
eralization  needs  to  be  introduced  in Africa.
The  experience  of  East  Asian  countries  is also
often  cited  to question  the  importance  of  im-
port  liberalization.  These  countries,  it is  ar-
gued,  certainly  gave  top  priority  to  export
performance  and  tailored  their  policies,  espe-
cially  exchange  rates,  to support  exports,  but
except  for  Hong  Kong  they  did  not  follow  lib-
cral  import  policies  in the  conventional  sense.2

Because  of  these  doubts,  it is important
to define  the  area  of  consensus  on  t}ie  role  of
import  liberalization  in  trade  policy  reform.
]"he  tlieoretical  case  for  reducing  protection
and  liberalizing  imports  on efficiency  grounds
is well  known,  as is the  usual  qualification  in
terms  of  the  infant  industry  argument,  which  is
undoubtedly  relevant  in developing  countries.
The  case  for  some  protection  for  domestic  in-
dustry  can  be readily  conceded,  but  this  should
not  be used  to jusify  very  high  levels  of  pro-
tection  such  as prevailed  until  recently  in many
developing  countries,  especially  the  larger
countries  such  as Brazil  and  India.  To some
extent  the  smaller.economies  avoided  exces-
sively  high  import  substitution  cost,  simply  be-
cause  the  size  of  their  domestic  markets  lin'fftcd
the  extent  to wliich  import  substitution  could
be pursued.  In  the  larger  economies  the  range
of  import  substitution  possibilities  was  ivider
and  this  led to a more  pervasive  structure  of

2 ,LIS documented  by Amsden  (1989)  in the case of L)ie Republic  of Korea,  and lVade  (1990) for Taiwan  Province  of
China,  both economies  became  successful  exporters  by (a) ensuring  that  exporters  had easy availability  of  importable
inputs  at world  prices;  (b) ensuring  a highly  supportive  exchange  rate; (c) offering  their  firms  a protected  home  market;
and (d) combining  all these with a complex  system of government  administered  rewards and penalties,  especially
through  directed  credit  arrangements  which  targeted  individual  firms and pushed them to compete  internationally.



139

protection.  It was  not  adequately  recognized
that  such  protection  ultimately  benefited  pro-
tected  sectors  at the  cost  of  others,  especially,
export-oriented  sectors.  High  rates  of  pro-
tection  over  a wide  range  of  industries  created
a  situation  where  the effective  exchange  rate
facing  these  industries  was  much  more
favourable  than  the  exchange  rate  facing
exporters.  Tl-his  created  a powerful  bias  against
exports  which  could  only  be offset  by'  policies
of  special  export  incentives  and  subsidies.
These  are  no substitute  for  a more  favourable
exchange  rate,  however,  since  they  are  not  only
inadequate  to  offset  the  anti-export  bias  in
general,  but  also  complex  to administer  and  a
burden  on  the  budget.

While  few  would  disagree  that  high  levels
of  protection  are  undesirable,  opinions  vary
much  more  on what  is the  appropriate  level  of
protection,  and  in particular  on the  extent  of
variation  in  tariffs  that  can  be tolerated.  Com-
rnitted  advocates  of  trade  policy  reforms  typi-
cally  recommend  duty  rates  around  10 per  cent
to  15 per  cent,  with  near  uniformity  of  the  tariff
if  possible.  While  some  corintries  irl  Latin
America  have  moved  quickly  to this  situation,
others  are making  the  transition  more  gradu-
ally.  India,  for  example,  until  very  recently  had
tariff  levels  which  were  high  on average  and
also  highly  variable,  and  customs  duties  also
contributed  as mucli  as 40 per  cent  of  govern-
ment  revenue.  In  these  circumstances  it is dif-
ficult  to move  quickly  to low  and  rmiform  tariff
rates  without  imparting  too  large  a shock  to
many  highly  protected  industries  and  also  cre-
ating  serious  budgetary  problems.  India's  ap-
proach  towards  tariff  reductions,  therefore,  has
been  more  gradual,  with  steady  but  substantial
annual  reductions  in  tariff  levels,  combined
with  a more  rapid  reduction  of  peak  rates  to
reduce  tariff  dispersion.  It  is expected  that  this
process  will  achieve  a phased  transition  to  a
more  reasonable  structure  of  protection  over  a
five-year  period.  One  of  the  problems  with
sucli  a phased  transition  is  the  uncertainty
about  futrire  levels  of  tariffs,  which  can  delay
investment  decisions.  It  is obviously  important
to give  clear  signals  to investors  on the  tariff
regime  they  sbould  expect  in  future.  Some
countries  have  followed  the  practice  of  pre-
announced  tariff  reductions,  which  helps  to re-
duce  rincertainty  and  encorirage  early
restructuring  of  industry  in  line  with  future
levels  of  protection.

One  issue  on which  there  should  be no
misgivings  is that  quantitative  restrictions  on
imports  should  be substituted  by  tariffs  as soon
as possible.  Experience  in many  developing
countries  has established  that  qriantitative  re-
strictions,  operated  throrigh  discretionary  im-
port  licensing,  invariably  creates  delays  and

inefficiency  at best  and  corruption  at worst.
There  is also  no  justification  for  the  rents  which
quantity  restrictions  imply,  least  of  all  in  a pe-
riod  of  structural  reform.  Actual  experience
also  suggests  that  this  switch  can  be effected
with  little  difficulty.  In  three  years  India,  which
had  one  of  the  most  complex  systems  of  import
licensing,  has successfully  dismantled  licensing
of  impo,rts  for  raw  materials,  components  and
other  inputs  into  production  and  capital  goods.
Finished  consumer  goods  are  still  subject  to
quantitative  restrictions,  but  these  too  are be-
ing  liberalized.  This  switch  has  been  achieved
with  progressive  reductions  in tariff  rates  offset
by  exchange  rate  depreciation,  and  has  pre-
sented  no  problems  for  the balance  of  pay-
ments.

Finally,  it is  important  to  consider  the
relevance  of  the East  Asian  example  of  com-
bining  export  promotion  with  protection  of
domestic  markets.  There  are several  reasons
why  an uncritical  acceptance  of  tl'iis  approach
may  be inappropriate  today.  A general  point
which  should  be  noted  is  that  effective  pro-
tection  rates  in East  Asian  countries,  even  dur-
ing  their  earlier  protectionist  phase,  were  on  the
whole  much  lower  than  in Latin  America  or
South  Asia,  because  exchange  rates  were  never
allowed  to become  overvalued.  Besides,  repli-
cation  of  the  East  Asian  approach,  with  its  re-
liance  upon  interventionist  regimes,  depends
critically  upon  the  ability  to design  and  operate
such  regimes  in a manner  which  ensures  that
targeted  firms  are  under  pressure  to perform  in
world  markets,  and  actually  do ac}iieve  inter-
national  competitiveness  at  the  end  of the
process.  The  line  between  targeted  strategic
support  for  good  performers  and unabashed
favouritism  is  thin  at best.  It is particularly
difficult  to draw  in situations  where  transpar-
ency  in  government  dealings  with  individual
companies  can  become  an issue  of  public  ac-
countability.  Changes  in the global  economy
since  the  earlier  years  of  the  East  Asian  miracle
also  make  strict  replication  of  the  East  Asian
strategy  more  difficult  today.  The  phenomenon
of  globalization  of  production  and  the  role  of
multinational  firms  in deterrnining  the ability
of  countries  to  access  global  production  and
marketing  networks,  make  it much  more  diffi-
cult  for  countries  to  achieve  outward  orien-
tation  behind  high  protective  barriers.  Finally,
the  compulsions  of  the post-Uruguay  Round
world  for  moving  towards  greater  openness  and
reduced  reliance  upon  subsidies  cannot  be ig-
nored  by  developing  countries.

For  all  these  reasons,  trade  policy  reforms
should  aim  not  only  at promoting  exports,  but
also  at liberalizing  imports,  though  tlie  latter
process  could  be  accomplished  in  a phased
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manner.  Some  of  the preconditions  for  the
success  of  such  policies  are  the  following:

(l)  Since  trade  liberalization  is designed  to re-
allocate  resources  among  sectors  on  the
basis  of  undistorted  relative  profitability,
it is important  that  domestic  impediments
to such  reallocation  be removed.  This  im-
plies  eliraination  of  domestic  regulatory
restrictions  on  production  and  investment,
and  also  of  price  control,  as a prior  condi-
tion.  Trade  liberalization  cannot  play  a
useful  signalling  role  if  domestic  prices  are
not  free  to  adjust,  or  domestic  resources  to
move.

(2)  The  issue  of  sequencing  of  trade  liberali-
zation  in relation  to macroeconornic  sta-
bilization  can  also  present  problems.
Opinions  vary  between  the  view  advocated
by  McKinnon  (1982)  and  Edwards  (1992)
that  macroeconornic  stabilization  should
precede  trade  liberalization,  and  the  view
of  Corden  (1987)  and  Schweikert  (1993)
that  it should  be implemented  simultane-
ously.  The  two  views  can  be reconciled  by
distinguishing  situations  of  severe  macroe-
conornic  imbalance  from  those  of  relatively
mild  imbalance.  In  the  former  case  it  may
be  necessary  to  restore  a substantial
measure  of  macroeconomic  stability  before
undertaking  significant  liberalization  on
the  external  front,  so as to avoid  destabi-
lizing  movements  of  the  current  account
deficit  and%or the exchange  rate.  I-{owcver,
in  situations  of  milder  imbalance,  where
corrective  macropolicies  are being  put  in
place,  there  may  be no  harm  in proceeding
with  trade  liberalization  simultaneorisly.
This  is especially  so if  there  is a substantial
upfront  exchange  rate  adjustment  which
removes  the  initial  overvaluation  and  per-
haps  even  overshoots  a little  to provide  a
cushion  of  credibility.

(3)  On  the  related  issue  of  capital  account  lib-
cralization  there  is virtual  unanin'iity  that
it should  be attempted  last.  Tliis  is the
main  lesson  drawn  from  the  Southern
Cone  failures  of  the  1970s.  It  also  follows
from  the  proposition  advanced  by Frenkel
(1982)  that  since  goods  mctrkcts  and  fi-
nancial  assets  markets  clear  at  different
speeds,  the  goods  market,  whicli  takes
much  longer,  should  be  liberalized  first.
Too  early  a liberalization  of  the  capital
account  can  also  lead  to large  inflows  of
capital  which  have  the  immediate  effect  of
apprcciating  tlie  exchange  rate,  thus  mov-
ing  in the  opposite  direction  from  the  de-
preciation  necessary  to  sustain  trade
liberalization.  While  long-term  inflows  of
private  capital  are  highly  desirable  and

need  to  be  encouraged,  volatile  capital
flows  of  the portfolio  type  can  present  a
problem,  and  the  size of  these  flows  needs
to be carefully  watched  and,  if  necessary,
regulated.  The  last  thing  developing
countries  need  in the  midst  of  trade  liber-
alization  is a dose  of  "Dutch  disease",  with
sharp  exchange  rate  appreciation  induced
by capital  inflows  which  may  be equally
quickly  reversed.

(4)  In  the  longer  term  the  success  of  trade  lib-
eralization  depends  upon  its effectiveness
in  promotrng  new  investment  in  sectors
which  are  internationally  competitive,  and
this  depends  upon  the  interaction  between
trade  policy  reform  and  other  factors  af-
fecting  investment.  Investors  will  only  re-
spond  if the  future  direction  of trade
policies  is clear  and  the  policies  are also
seen  to be non-reversible.  Where  the  bulk
of  the  trade  reform  is undertakcn  upfront,
as  in  many  Latin  American  countries,
there  is less uncertainty  about  the  future.
Where  the  pace  of  trade  reform  is more
gradual,  as in South  Asia,  it is important
that  the  pace  of  implementation  over  the
future  is clearly  spelt  out  and  the  transition
is seen  to occur  in  a reasonably  short  time,
so that  investors  can  plan  with  confidence.
Uncertainty  about  the  niture  will  only
promote  a wait  and  see attitude  which  will
delay  the  expected  benefits  f'rom  trade  re-
form.

E.  Financial  sector  reform

Most  cormtries  undertakirig  structural
adjustment  }iave  emphasized  financial  sector
reforms  as an integral  component  of  the ad-
justment  programme.  Major  overhauls  of  thc
financial  sector  are  rindcrwa)i  all  over  Latin
America,  Soutli  Asia  and  East  ,='ksia.  Tlie  re-
fonns  focris  mainly  on  the  banking  system,  but
also  cover  stock  markets  where  these  are im-
portant.

The  in'ipulse  behind  these  reforms  comes
from  three  different  sources.  First,  thcre  is the
literature  on financial  repression  developed  by
McKinnon  (1973)  and  Sliaw  (1973)  wliidi  holds
that  excessive  interest  rate  regulation  and  higli
reserve  requirements  combincd  with  directed
lending,  have  burdened  the banking  system  in
developing  countries,  reducing  tlic  efficiency  of
banks  both  in  mobilizing  domestic  savings  and
in allocating  them  to different  uses.  Liberali-
zation  to reduce  or remove  t}iese  restrictions  is,
therefore,  recommended.  A second  imprilse,
whicli  may  appear  to run  coruiter  to  liberali-
zation,  but  is  in  fact  an  essential
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accompaniment,  comes  from  the  recognition
that  banking  systems  in  most  developing  coun-
tries  have  suffered  from  inadequate  prudential
regulation  and  weak  external  supervision,
which  have  reduced  the  allocative  efficiency  of
banks  and  also  weakened  them  financially.
Finally,  there  is a perceived  need  for  financial
sector  reforms  to enable  the  financial  sector  to
support  the  rcstructuring  of  the  real  economy,
which  is the  basic  objective  of  structural  re-
forms.  Each  of  these  considerations  provides
compelling  reasons  for  reform  in the  financial
sector.

The  need  for  financial  liberalization  as a
corrective  for  financial  repression  is  self-
evident.  The  complex  regulations  imposed  on
banking  systems  in  developing  countries,  in-
cluding  multiple  regulated  interest  rates  on
both  deposits  and  lending,  high  levels  of  reserve
requirements  and  government  direction  of
credit  to particular  sectors,  constitute  a sub-
stantial  tax  on financial  intermediation.  The
burden  of  this  tax  is borne  by  depositors  who
would  otherwise  have  received  higher  interest
rates  on  their  deposits,  and  by  the  non-
preferred  borrowers  who  are charged  high  in-
terest  rates  to cover  the  cost  of  subsidization
elsewhere.  The  beneficiaries  are  the  preferred
borrowers  who  are  charged  lower  rates  or
whose  defaults  are  tolerated,  and  the Govern-
ment  w)'iich  benefits  from  pre-emption  of  re-
sources  at below  market  rates  because  of  high
reserve  requirements.  Developing  corintries

would be w<:ll advised to reduce, if not elimi-
nate,  the economic  costs  of  these  distortions,
and  this  justifies  a substantial  measure  of  liber-
alization.  A  case  can  always  be made  for  sub-
sidization  of  certain  classes  of  borrowers,  but
the  multiplicity  of  controls  and  administered
rates  prevailing  in many  developing  countries
are  difficult  to  justify.  There  shorild  at most  be
a single  subsidized  rate  applicable  to a limited
class  of  borrowers,  leaving  other  rates  to  be
dctcrn'fflned  essentially  by  market  conditions.
Reserve  requirements  imposed  on  banks  should
also  be reduced,  so tliat  the  implicit  tax  on fi-
nancial  intermediation  is modest  at best.  Such
changes  would  enable  banks  to pay  somewhat
higher  interest  rates  on deposits.,  which  would
improve  the  banks  ability  to mobilize  savings.
On  the  lending  side  it would  cnable  banks  to
chqrgc  a lower  interest  rate  for  non-subsidized
borrowers  more  in keeping  with  the  cost  of
capital.  If  banks  are not  able  to reduce  the
burden  of  cross  subsidy  borne  by  non-
subsidized  borrowers,  they  run  tlie  risk  of
disintermediation  as  cornrnercially  attractive
borrowers  turn  to  non-bank  sources  of  finance,
a process  which  hurts  the  banks  by  depriving
them  of their  best  corporate  clients.  This
problem  becomes  more  acute  as the financial
sector  becomes  more  developed.

These  arguments  for  liberalization  have
been  criticized  on various  grounds,  which  are
well  summarized  in Akytiz  (1992).  The  argu-
ment  that  freeing  interest  rates  will  promote
domestic  savings  and  thus  support  a higher
level  of  investment  has its limits.  Promotion
of  domestic  savings  is undoubtedly  important,
but  there  is a view  that  domestic  savings  are
not  significantly  affected  by  interest  rates.  Re-
cent  reviews  of  the  Asian  experience  by Cho
and  Khatkhate  (1989)  and  of  African  experi-
ence  by  Nissanke  (1990),  suggest  that  the  level
of  savings  appears  to be determined  more  by
institutional  factors,  including  especially  the
scope  for  contractual  savings,  than  by  high  real
interest  rates.  Large  negative  real  rates  of  in-
terest  on  deposits,  such  as  are  witnessed  in
times  of  severe  macroeconornic  instability  and
hyper-inflation,  are  associated  with  declines  in
savings  rates  and  a shift  away  from  financial
savings,  but  the  dominant  factors  in such  situ-
ations  are the macroeconomic  instability  and
high  rates  of  inflation.  Small  variations  in real
rates  of  interest  in  conditions  of  relative
macro-stability  may  not  have  much  impact  on
domestic  savings,  or  even  on  the  ability  of  the
banking  system  to  mobilize  savings.

Interest  rate  liberalization  on  the  lending
side  may  create  serious  problems  in situations
where  macroeconornic  stability  has yet  to be
established.  Where  the  governmentas  domestic
debt  is high  and  its fiscal  flexibility  is limited,
an increase  in  interest  rates  following  financial
liberalization  can  add  to the  interest  burden  on
the  budget  at a time  when  the  government  is
trying  to  reduce  the  fiscal  deficit  as  part  of
structural  adjustment.  This  could  undermine
the  fiscal  effort  and  lead  either  to  excessive
monctization  of  the  deficit,  with  inflationary
consequences,  or  to expanded  government  bor-
rowing.  The  latter  could  put  further  pressure
on  interest  rates  especially  in situations  where
the  market  for  government  debt  is not  well  de-
veloped.  Interest  rate  liberalization  in a situ-
ation  where  the  fiscal  deficit  is not  in control
could,  therefore,  lead  to an "overshooting"  of
domestic  interest  rates,  which  could  impose  a
severe  strain  on firms  already  under  pressure
as tliey  restructure  to face  a more  compctitive
environment.  Financial  distress  in the  corpo-
rate  sector  could,  in turn,  feed  back  on to tlie
balance  sheets  of  banks  and  force  a contraction
in bank  credit.  It can  be argued  that  such  a
process,  if it gets  out  of  control,  could  have
adverse  effects  upon  investment.  However,  the
key  issue  here  is not  financial  liberalization  as
such,  but  the  macroeconornic  environment  in
which  financial  markets  are liberalized.  The
policy  conclusion  to be drawn  is not  that  fi-
nancial  liberalization  and  the efficiency  gains
which  it promises  are not  important,  but  that
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these  gains  can  only  be achieved  if  liberali-
zation  is  undertaken  in  an  environment  of
macroeconomic  stability.  Once  again  sequenc-
ing  becomes  critical.

The  second  impulse  behind  financial  re-
forms  is the  need  for  effective  regulation.  It  is
important  to recognize  that  financial  markets
are  fundameritally  different  from  cornrnodity
markets  in the  sense  that  prices  (in  this  case
interest  rates)  are  not  set to clear  the  market.
Many  borrowers  may  be willing  to offer  high
interest  rates,  but  they  may  be unacceptable
credit  risks,  either  because  their  projects  are  in-
herently  risky  or because  they  are  individually
unreliable.  Bankers  need  to  screen  out  such
borrowers  and  this  implies  that  interest  rates
are  not  set  to  clear  the  market,  but  are  typically
set in  a zone  in  which  there  will  be substantial
excess  demand  for  credit  with  bankers  rationing
credit  by  screening  out  risky  borrowers.  In
principle,  this  process  of  screening  can  take
place  in  a  liberalized  system  through  good
banking  practices  in  the  form  of  prudential
norms,  effective  internal  management  controls,
and  strong  external  supervision.  Unfortu-
nately,  these  features  have  been  lacking  in  most
developing  countries.  Financial  liberalization,
therefore,  has  to  be implemented  mindful  of  the
danger  that  premature  liberalization  may  lead
to irresponsible  competition,  with  banks  chas-
ing  "high-return"  but  high-risk  assets,  resulting
in  the  f'arniliar  problem  of  adverse  selection  and
deterioration  in portfolio  quality.  This  is not
to deny  the  need  for  financial  libcralization  to
clean  up  over-regulated  systems.  It  is clear  that
excessive  regulation  leads  to gross  inefficiencies
and  very  poor  banking,  especially  if  the  banks
are also  controlled  by the government.  It is
only  to argue  that  the  pace  of  financial  liber-
alization  needs  to be calibratcd  to be in  phase
with  the  introduction  of  appropriate  regulation.

The  time  needed  to  introduce  appropriate
regulation  should  not  be underestimated  as this
is not  simply  a matter  of  prescribing  interna-
tional  norms  for  income  recognition,  asset
classification,  provisioning  and  capital  ade-
quacy.  New  prudential  norms  and  capital  ade-
quacy  requirements  cannot  be  implemented
suddenly  in  banking  systems  which  have  existed
without  them  ror  many  years  without  subject-
ing  banks  to large  balance  shcet  shocks  which
would  either  seriously  destabilize  the  system,
or impose  large  burdens  on the  budget  for  re-
capitalization  and  restructuring  of  the banks.
Banks  will  also  take  time  to adjust  to the  re-
quirements  of  the  new  situation,  as their  whole
approach  to  lending  has  to  change  to  give
much  greater  importance  to portfolio  quality.
Nor  is  this  simply  a matter  of  shifting  from
public  sector  banks  to  private  sector  banks.
The  introduction  of  new  private  sector  banks

in  banking  systems  which  have  been  dominated
by public  sector  banks  can be extremely  im-
portant  for  increasing  competition  and  setting
a faster  pace  of  change,  but  privatization  by  it-
self  does  not  solve  the  problem.  Experience
with  banking  crises  in many  countries  shows
that  private  banks  are also  vulnerable  if  regu-
lation  is inadequate.

The  learning  process  is  a problem  not
only  for  the  banks,  but  for  supervisors  also.
Regulatory  and  supervisory  authorities,
hitherto  used  to lax  supervision,  face  forrnida-
ble challenges  in upgrading  their  skills  to the
requirements  of  the  new  situation.  For  all  these
reasons  financial  sector  reform  takes  time  to
implement.

The  experience  of  East  Asia  in financial
sector  reforms  is instructive.  The  Republic  of
Korea  and  Taiwan  Province  of China  are
exemplary  in  their  long-run  record  of  main-
taining  macroeconomic  stability,  achieving  high
rates  of  savings  and  investment,  and  ensuring
allocation  of  resources  in pursuit  of  economic
efficiency.  Yet  in both  countries  the  financial
system  during  most  of  the  period  of  rapid  and
highly  efficient  growth  was  far  from  being  a
liberalized  system.  In  both  countries  the  banks
for  many  years  were  subjected  to extensive  in-
terest  rate  controls,  and  programmes  of  di-
rected  credit  were  common,  especially  in
support  of  export  industries.  In  fact,  the  degree
of  direction  went  down  to the  micro-level,  with
targeting  directed  at individual  firms.  These
countries  have  also  undertaken  financial  sector
reforms  in recent  'years,  but  the  pace  of  reform
has  been  gradual  rather  than  rapid.  It  has  also
been  undertaken  in a framework  of  macroeco-
nornic  stability.

An  aspect  of financial  sector  reform
which  has received  less attention  than  it de-
serves  is  the  appropriateness  of  the  Anglo-
Saxon  model  of  t}ie  financial  sector,  in which
banks  provide  short-term  capital  while  main-
taining  an  arms  length  distance  from  firms,  and
long-term  capital  is obtained  from  the  capital
market.  The  alternative  is  the  German  or
Japanese  model  in which  capital  markets  are
less  important  and  banks  not  only  provide
long-term  capital,  but  are  also  closely  involved
with  corporate  borrowers  through  interlocking
ownership.  Singh  (1992)  has argued  that  the
Anglo-Saxon  model,  which  has  influenced  most
financial  sector  reforrps,  is not  necessarily  the
best  model  for  developing  countries  to  follow.

The  reliance  on  capital  markets  as  a
source  of  long-term  funds  can  be a disadvan-
tage,  because  stock  markets  are imperfect  in-
struments  of  resource  allocation  even  in
developed  countries.  They  are  overly  influ-
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enced  by  short-term  factors  and  speculative

movements  rather  than  by longer-term  funda-
mentals,  and  especially  so  where  trading  is

dominated  and  driven  by  institutional  funds
under  the  control  of  fund  managers  who  are
judged  increasingly  on  the  basis  of  short-term
performance.  The  decline  of  individual  inves-
tors  with  Jon,ger-term  commitments  (rational
or  otherwise)  to  individual  companies,  and  their
replacement  by  institutional  fund  managers
oriented  towards  more  frequent  shifting  of  the
portfolio,  can  create  conditions  which  are not
conducive  to allocating  resources  on the  basis
of  long-term  fundamentals.  It has also  been
argued  that  this  adds  to volatility  in the  stock
market,  which  in turn  subjects  corporate  man-
agements  to  unpredictable  threats  of  takeover.
Though  such  takeover  threats  have  a role  as a
potential  disciplining  device,  in  practice  they
can  also  prove  to be a distraction,  preventing
managements  from  taking  a  long-term  view.
These  problems  are even  more  serious  in de-
vcloping  countries,  where  stock  markets  are
immature,  the  number  of  players  is limited,  and
stock  prices  can  be easily  manipulated.

Since  structural  adjustment  typically  in-
volves  short-term  costs  and  uncertainty,  a fi-
nancial  system  which  emphasizes  short-term
performance  indicators  may  not  be the most
suitable  for  cncouraging  long-term  restructur-
ing.  By  contrast,  financial  systems  in whic}i
long-term  capital  is provided  by banks  which

have a much greater involvement  in individual
companies,  are more  likely  to create  an envi-
ronmcnt  in which  managements  can  count  all

sustained  support  of a long-tenn  corporate
strategy.  The  choice  between  these  models  is

not  easy  to make  and  this  is an area  where  is-
sues  are  unrcsolvcd  even  in  the  developed

corintries.  The  limitations  of  capital  markets
elaborated  by  critics  of  the  Anglo-Saxon  model

need  to be kept  in mind,  and  corrected  as far

as possible,  on the  basis  of  country  specific  cir-
cumstances.  I-Iowever,  the  weaknesses  of  capi-

tal  markets  should  not  blind  us  to  their

strengths.  Active  capital  markets  have  cer-

tainly  hclpcd  the  corporate  sector  in many  de-

veloping  cormtries  to  mobilize  substantial

resources  from  the  public  and  more  rcccntly

also  to attract  funds  from  abroad.  This  calls

for  extensive  reform  of  tlie  capital  n'iarkets  as

part  of  financial  sector  reform.  These  reforms

shorild  aim  at establishing  independent  regu-

lations  with  a view  to developing  transparent

trading  practices,  appropriate  disclosure  norms

and  effective  regulation  of insider  trading,

takeover  bids,  etc.

The  lessons  to be learned  from  the  expe-
rience  with  financial  sector  reform  can  be sum-
marized  as follows:

(l)  Reform  is definitely  necessary  in the  kinds
of  situation  which  existed  in many  coun-
tries,  where  the  banking  system  was  bur-
dened  with  excessive  and  multiple
regalation  and  a deterioration  in banking
culture,  leading  to  a large  proportion  of
non-performing  assets.

(2)  Rapid  financial  liberalization  may  not  be
the  best  way  of  moving  away  from  a }iighly
regulated  banking  system.  The  pace  of  re-
form  needs  to be carefully  calibrated,  with
financial  liberalization  being  undertaken
only  after  appropriate  prudential  norms
and  supervisory  systems  have  been  estab-
lished.  This  can  be  a time-consurning
process,  as new  institutions  take  time  to
develop  strength.

(3)  While  the  complex  controls  existing  in
most  countries  needed  to  be  greatly  re-
duced  and  simplified,  a case  can  be made
for  retaining  some  key  interventions  in
terms  of  concessional  interest  rates  and
some  directed  credit.  The  experience  of
East  Asia  indicates  that  such  policies  are
not  inconsistent  with  economic  success.

(4)  Financial  sector  reform  is easicst  to implc-
ment  if  macroeconotnic  stability  is not  in
doubt  and  the  Government's  fiscal  posi-
tion  is not  too  weak.  Otherwise  the  shift
to market  related  interest  rates  for  govern-
ment  borrowing  could  worsen  the  fiscal
situation.

(5)  Privatization  alone  does  not  guarantee  the
acliicvemcnt  of  good  banking  practices.
However,  the  entry  of  private  scctor  banks
could  add  a welcome  element  of  compcti-
tion  w}icre  the  banking  system  is largely  in
the public  sector.  Entry  of  private  capital
can  also  help  in  recapitalizing  banks,
which  is important  in  the  course  of  finan-
cial  sector  reform.

(6)  Since  financial  sector  reform  imposes  new
prudential  and  capital  adequacy  norms  on
the  banks,  it  is  essential  to  implement
programmes  for  capital  restructuring  and

cleaning  up the  banks'  balance  sheets  as
quickly  as  possible.  Failure  to  do  this
qriickly  enough  can  introduce  an rinneces-

sary  contractionary  element  in bank  lend-
ing,  which  can  hold  back  economic
recovery.
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F. Privatization  and  sfrucfura/  reforms

Privatization  is a relatively  recent  addi-

tion  to the  agenda  of  policy  reform  in  develop-

ing  countries,  but  it  has  gained  remarkable

momentum  in  a very  short  while.  Ignoring  the

early  but  ill-considered  privatization  exper-

iment  in Chile  in the  mid-1970s,  it is only  in

1984  that  Mexico  and  Chile  embarked  on

programmes  of  privatization  as part  of  struc-

tural  reform.  This  was  followed  by  a bold  push

in  Argentina  a little  later,  and  similar  action  by

several  other  Latin  American  countries.  More

r.:cently  several  countries  in  Asia,  such  as

India,  Malaysia,  Pakistan,  the  Philippines  and

Thailand,  have  also  embarked  on privatization

to  varying  degrees.

Most  privatization  programmes  have

been  characterized  by multiple  objectives  with

the  relative  emphasis  varying  from  country  to

country.  Mobilizing  non-inflationary  financial

resources  was  clearly  a very  important  moti-

vation  behind  the  sale  of  public  sector  assets  in

many  countries  facing  severe  fiscal  pressures,

such  as those  in Latin  America  after  the  debt

crisis,  as  well  as  Bangladesh,  India  and

Pakistan.  A  second  important  objective  behind

privatization  is the  improvement  of  operational

efficiency  in  the  public  sector.  In  fact,  it  is only

if  operational  efficiency  increases  following

privatization  that  there  is  any  real  efficiency

gain  to the  economy  from  the  process.  A mere

sale  of  public  sector  assets,  with  no  expectation

of  improved  performance  after  privatization,  is

of  limited  value.  The  revenue  gain  to the  Gov-

ernment  from  the  sale of  aSSets  has the same

effect  on the  rest  of  the  economy  as additional

government  borrowing  if  the  funds  used  to

prirchase  public  sector  assets  arc  withdrawn

from  other  assets  in  the  system.  This  is because

the  process  generates  the  same  "crowding  out"

problem  that  arises  with  additional  government

borrowing.  The  only  advantage  is that  it does

not  burden  the  budget,  thereby  adding  future

debt  service  obligations.-'

The  view  that  privatization  will  improve

performance  in a way  that  cannot  be achieved

throrigh  public  sector  reform  is a key  element

of  tlie  new  consensus.  The  problems  arising

from  inefficiency  of  public  sector  enterprises

have  been  recognized  for  quite  some  time  in

developing  countries,  but  the  earlier  perception

was that  public  sector  corporations  could  be

made  to behave  exactly  as private  sector  com-

panies,  provided  the incentives  and  manage-

ment  structures  were  comparable.  Reform  of

the  public  sector,  therefore,  focused  on man-

agement  reform,  with  particular  emphasis  on

managerial  autonomy.  While  there  is  un-

doubtedly  scope  for  improving  performance

through  such  reforms,  there  is  today  much

greater  awareness  of  constraints  on  public  sec-

tor  companies  arising  from  the  fact  that  gov-

ernments,  however  well  intentioned,  cannot

insulate  them  from  several  pressures  to which

governments  have  to respond.  The  very  need

to ensure  accountability  in political  fora  can

limit  the  managerial  flexibility  available  to

public  sector  organizations,  making  it difficult

for  such  organizations  to act  in  a purely  com-

mercial  manner  in the interest  of  the  corpo-

ration  alone.  The  result  is a combination  of

problems  such  as  a culture  of  excessive  bu-

reaucratic  control,  politicization  of  appoint-

ments,  imposition  of  multiple  non-economic

objectives  and  toleration  of  pervasive  over-

manning,  all of  which  lead  to  low  efficiency.

As  noted  earlier,  there  are many  individual  ex-

amples  of  good  performance,  but  equally.there

are  far  too  many  poor  performers.

Privatization,  whether  total  or  partial,  is

seen  as a way  of  overcoming  these  problems.

It  is  interesting  to  note  that  whereas  some

countries  have  opted  for  full  privatization,  oth-

ers such  as India,  Malaysia  and  Thailand  have

pursued  a path  of  partial  privatization  in t}ie

expectation  that  even  partial  privatization  will

help  to achieve  greater  efficiency.  Wider  own-

ership  with  involvement  of  private  sector

shareholders  is likely  to generate  greater  pres-

sure  for  efficient  and  commcrically  viable  oper-

ations,  even  in  situations  where  the  government

retains  majority  control.  If  combined  with  a

credible  indication  of  withdrawal  of  budgetary

support,  which  is the  logical  corollary  of  even

partial  privatization,  it can  help  to  send  signals

which  will  push  both  management  and  labour

in these  organizations  to higher  levels  of  effi-

ciency.

The  results  obtained  in  terms  of  both  re-

venue  mobilization  and  improvements  in effi-

ciency  are encouraging.  Argentina,  Chile  and

Mexico  were  all able  to  mobilize  substantial

volumes  of  resources  from  the  sale of  assets,

which  helped  to  manage  the  fiscal  situation.

Other  countries  have  been  less  bold  in  the  scale

of  privatization,  but  even  so  have  mobilized

3 By the  same  token,  however,  it deprives  the  budget  of  future  income  streams  rrom assets  sold.  Since  these  income

streams  are  in any  case  too  low,  or  even  negative,  the  fiscal  position  can  be said  to  improve  compared  with  a situation

where  the  same  resources  were  obtained  through  borrowing.  But  if  these  low  or  even  negative  income  streams  are

simply  transferred  to other  agents  in the  economy  there  is no  gain  for  the  economy  as a whole.  It is only  when

privatizalion  is seen  as a means  of  improving  the  income  stream  from  public  assets  that  there  is a real  gain  for  the

economy.
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significant  volumes  of  resources.  India's
programme  of  divestment  of  government  equity
in  public  sector  enterprises,  pursued  since  1991,
although  constrained  by  the  requirement  that
the  Government  should  retain  a majority
shareholding,  is expected  to contribute  about
0.4  percentage  points  of  GDP  in  terms  of  addi-
tional  revenues  in  1994-1995.  As far  as the
impact  of  pi-4vatization  on efficiency  is eon-
cerned,  it is  perhaps  too  early  to pronounce
definitively.  However,  a number  of  studies
have  examined  impacts  of privatization  on
labour  productivity,  total  factor  productivity
and  aggregate  welfare,  including  benefits  to
consumers.  The  consensus  view  is  that
privatization  has  led to  significant  improve-
ments  on all  these  counts.

Privatization  poses  special  problems  in
sectors  that  are  not  characterized  by compet-
itive  markets  in the  normal  sense,  such  as gen-
eration  of  electric  power,  telecommunications
services,  ports  and  even  atoll roads.  Induction
of  the  private  sector  into  these  areas,  both  by
encouraging  new  utility  companies  to come  in
and  also  by  allowing  private  companies  to take
over  the  whole  or  part  of  existing  utilities,  pro-
vides  an attractive  means  of  inducting  new  ca-
pacity  and  improving  efficiency  in  these  critical
areas.  However,  privatization  can  only  be im-
plemented  in these  sectors  if  private  investors
can  be  assured  that  tariffs  will  be  fixed  on
principles  which  ensure  a fair  return  to inves-
tors.  Since  these  are  long-term  investments,  the
assurance  must  hold  not  only  for  initial  tariffs,
but  for  future  tariff  levels  through  mechanisms
for  adjusting  tariffs  automatically  in line  with
rising  costs.  If  the  sectors  have  previously  been
run  as public  sector  monopolies,  there  is typi-
cally  no  independent  regulatory  body  which
fixes  tariffs  and  adjusts  them  regularly  in  a
manner  which  is transparent  and  fair  to both
producer  and  consumer.  In  such  circumstances
governments  may  not  get  the  best  value  for  the
assets  being  privatized.  In  Argentina  the  tele-
phone  company  was  privatized  before  a mod-
ern  transparent  regulatory  system  had been
established.  The  result  was  that  bids  were
disappointingly  low  and  the  foreign  companies
which  won  the  bids  subsequently  reaped  capital
gains  when  a modern  rcgulatory  framework
was  put  in  place.  By contrast,  the  World  Bank
(1993)  reports  that  in Venezuela,  the  telephone
company  was  privatized  after  a modern  regula-
tory  system  was  established,  and  the
privatization  was  more  successful.

A  problem  that  has  plagued  privatization
in all  countries  is the  difficulty  in establishing
the  best  modality  for  sale.  Experience  varies
enormously,  ranging  from  (a)  sale  of  a control-
ling  sliareholding  in the  public  sector  enterprise
to a single  company  or a consortium  either  by

inviting  bids  or  negotiation;  (b) sale to  the
public  at a fixed  price;  (c)  sale  by  "Dutch  auc-
tion"  subject  to a reserve  price;  (d)  sale  in the
stock  exchange;  and  (e)  sale  to  workers.  Each
of  these  methods  has associated  problems  and
wherever  privatization  has occurred,  there  has
been  criticism  that  the  method  of  sale could
have  been  better.  In  general,  sale  to  the  public,
resulting  in wider  dispersion  of  holdings,  may
generate  less  opposition  than  sale  of  large  con-
trolling  blocks  to  individuals  or  a few  groups.

An  issue  which  is sometimes  raised  in  the
context  of  privatization  is whether  it  would  not
be better  to restructure  enterprises  and  render
them  first  profitable  and  then  sell  them,  so as
to obtain  the  best  price,  instead  of  selling  them
as  they  stand  and  letting  the  new  owners
undertake  the  restructuring.  This  issue  cannot
be  resolved  without  taking  into  account  the
feasibility  and  cost  of  restructuring  if it  is
undertaken  within  the  public  sector.  To  some
extent,  the  poor  performance  of  public  sector
enterprises,  which  provides  the  rationale  for
sale  in  the  first  place,  suggests  that  it  would  not
be easy  to  restructure  the  enterprises  within  the
public  sector,  except  at high  cost,  and  this  cost
musj  be compared  with  the  expected  additional
realization  at the  end  of  the  process.  Where,
h6wever,  the  controlling  interest  and  manage-
ment  is expected  to remain  with  government,  it
is better  to undertake  whatever  improvements
are  feasible  before  selling  shares  to the  public,
so as to get  the  best  possible  price  for  a public
sector  managed  unit.

The  important  lessons  learned  from  the
privatization  experience  thus  far  can  be sum-
marized  as follows:

(l)  Privatization  otTers  a useful  opportunity  to
restructure  government  -budgets  temporar-
ily,  by  taking  advantage  of  the  sale  of
priblic  sector  assets  to avoid  large  increases
in  taxation  or  public  borrowing  in  the
early  stages  of  an  adjustment  programme.
Tlie  success  achieved  by those  who  have
followed  a bold  strategy  of  privatization,
and  the  continuing  resource  constraints
being  faced  by most  governments,  justify
a much  bolder  approach.

(2)  Privatization  as a mere  sale of  assets  may
help  the  budget,  but  it does  not  represent
any  real  gain  to the  economy  as a whole.
A real  gain  to the  economy  arises  only  if
privatization  is  accompanied  by  an  im-
provement  in  economic  performance  at the
enterprise  level.  There  are  good  reasons  to
believe  that  such  improvements  will  take
place  even  in  cases  of  partial  privatization.
In the  case  of  partial  privatization,  it is
important  that  a clear  signal  should  be
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given  of  the  removal  of  budgetary  support
in  the  future.

(3)  Privatization  of  utilities,  covering  both  in-
duction  of  new  investment  and  sale  of  ex-
isting  utilities  to  the  private  sector,
provides  a valuable  means  of  bring  in new
resources  and  encouraging  efficiency  in
areas  wh,ere  rapid  expansion  is  needed.
However  well  realized  an outright  sale of
a controlling  block  of  shares  to a single
party  may  be,  this  should  be accompanied
wherever  possible  by  sale  to the  public  and
the  workers.  Wider  diffusion  of  ownership
will  allay  some  of  the  suspicion  which
sometimes  attaches  to  public  sector  sales.

(4)  Where  utilities  are  concerned,  it  is essential
to  establish  a modern  regulatory  mech-
anism  under  which  they  will  function  be-
fore  undertaking  privatization.

G. Conclusion

The  review  of  structural  reform  experi-
ence  presented  in this  paper  indicates  that  the
range  of  reforms  currently  underyvay  in devel-
oping  countries  is  impressive  and is  under-
pinned  by  a very  substantial  convergence  of
thinking  on  policy  issues.  It  also  indicates  that
there  are problem  areas  in the  design  of  struc-
tural  reform  prograrnrnes,  especially  regarding
the  pace  and  sequencing  of  different  elements.
14owever,  this  should  not  cloud  the fact  that
the  area  of  agreement  is very  substantial.  In
any  case consensus  on broad  policy  direction
does  not  imply  an identity  of  programme  de-
sign.  Countries  vary  in initial  conditions,  in-
qluding  not  only  institutional  and structural
characteristics,  but  also  in the  extent  of  imbal-
ance  from  which  they  may  suffer,  and  these
differences  can  be expectcd  to produce  differ-
enccs  in  tl'ie  design  of  reform  programmes.
Some  of  the  differences  observed  across  coun-
tries  are  due  to  these  considerations,  rather
than  any  basic  differences  on  policy.

An  important  theme  running  through  the
review  is the  need  for  macroeconomic  stability
as an essential  requirement  for  the  resumption
of  growth,  and  also  for  t}ie  success  of  other  re-
forms  in trade  policy  and  in  the  financial  sector.
Both  types  of  reforms  need  a stable  macroeco-
nornic  environment  for  the  efficiency  gains  of
the  reforms  to be realized.  The  reforms  also
impose  additional  strains  on  the  fiscal  situation,
which  need  to be managed.  Tariff  reductions
and  exchange  rate  depreciation  in the case  of
trade  policy  reforms,  and  interest  rate  liberali-
zation  in the  case of  financial  sector  reforms,

can  have  negative  feedback  effects  on  the  fiscal
situation.  Even  if  this  happens,  as long  as the
overall  macroeconomic  situation  is relatively
stable,  and  the  extent  of  the  distortions  in the
trade  and  financial  sectors  are  modest,  then  the
negative  feedback  can be managed  relatively
easily.  But  if  it occurs  when  the  macroeco-
nornic  situation  is itself  unstable,  then  the  neg-
ative  feedback  may  make  the  situation
unmanageable.  This  implies  that  the  pace  at
which  trade  policy  reforms  and  financial  sector
reforms  can  be implemented,  depends  critically
upon  the  pre-existing  macroeconomic  situation
and  the  extent  to which  credible  fiscal  correc-
tives  can  be put  in  place.

A cautionary  note  emerging  from  the  re-
view  is that  the time  required  for  reforms  to
achieve  the  transition  to high  and  sustainable
growth  rates  should  not  be  under-estimated.
This  is primarily  because  high  growth  rates  re-
quire  high  levels  of  investment,  and  there  is a
lag between  the implementation  of  structural
reforms  and  the  generation  of  an adequate  in-
vestment  response  to the new  signals.  Many
countries  have  experienced  a slow-down  in in-
vestment  in the  early  stages  of  an adjustment
programme,  because  fiscal  problems  constrain
the  levels  of  public  investment,  and  private  in-
vestment  takes  time  to reorient  to new  signals.
The  slow-down  in investment  can  in turn  lead
to low  levels  of  output.  These  short-term  out-
put  losses  may  be avoided  where  the  initial  ad-
justment  reqriired  is not  too  large,  and  a strong
export  growtli  can be engineered  to take  up
slack  demand.  Similarly,  where  foreign  invest-
ment  can  be stimulated  in a short  time,  an  early
revival  of  domestic  investment  as a whole  may
be  more  likely.  These  considerations  under-
score  the  importance  of  export  policies,  as also
measures  to attract  foreign  investment,  in the
early  stages  of  adjustment.  In  the  longer  run,
revival  in investment  and  business  confidence
is crucial  axid  this  should  be tlie  central  focus
in  designing  reform  programmes.

There  are  some  important  issues  that
have  not  been  addressed  in  this  paper,  but
which  deserve  explicit  recognition.  An  obvious
omission  is the  lack  of  attention  to the  prob-
lems  of  dcregulation  of  individual  sectors.  Very
often  developing  cormtries  suffer  from  excessive
regulation  of  individual  sectors  which  are of
special  importance  for  economic  performance,
such  as primary  export  sectors  in some  coun-
tries,  and  infrastructure  sectors  such  as tele-
communications,  roads,  ports  and  power
generation  in most  countries.  It is important
to  implement  sector  specific  deregulation  of
such  sectors,  to maximize  efficiency  gains  and
attract  private  investment,  in order  to ensure
rapid  expansion  in tlie  future.  These  sectoral
issues  are not  examined  in this  paper,  since  it
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is difficult  to generalize  for  all  countries  as the
situation  varies  among  them.  Another  impor-
tant  issue  that  has  not  been  addressed  in this
paper  is the  need  to create  social  safety  nets  in
the  course  of  structural  reforms.  Distributional

changes  are  extremely  difficult  to absorb  in  any
society,  and  where  these  changes  affect  the

poor  they naturally  lead to a legitimate  derr>and
for  compensa'tion  of one  form  or  another.
Governments  may  respond  by  intensifying  cer-
tain  types  of  development  programmes  which
support  income  levels  of  particular  groups,  or
by  providing  targeted  subsidies  specifically
aimed  at those  adversely  affected  by reforms.
A  major  challenge  in this  context  is how  to de-
sign  safety  nets  which  do  not  impose  an
unsustainable  burden  on the  budget  at a time
when  the  fiscal  situation  is also  under  strain.
It  is essential  to design  safety  nets  which  are
effectively  targeted,  so that  benefits  are  limited
to  lower  income  groups  actually  affected  by  the
reforms,  and  not  to  a much  larger  category.

In the final  analysis,  the assessment  of
structural  reforms  in developing  countries  must
depend  upon  the  actual  experience  of  countries
undertaking  reforms.  Successful  performance
will  strengthen  conviction  about  reforms,  just
as failures  will  lead  to the  reexarnination  of  fu-
ture  cases.  However,  these  assessments  are  not
a  simple  matter,  as is  evident  from  different
lessons  drawn  by  different  authors  from  the
unambijuously  successful  performance  of  East
Asian  economies.  The  lessons  of  East  Asia
obviously  differ,  depending  on  who  is teaching
them.  It is important  to subject  the  perform-
ance  of  different  countries  to  close  investi-
gation,  in order  to draw  the  right  lesson  from
each  experience.  The  research  sponsored  by
the  Bank  and  the  Fund  has  made  a major  con-
tribution  to  our  understanding  of  reforms  in
developing  countries,  but  as participants  in the
process  their  research  is sometimes  viewed  as
conditioned  by  their  policy  stances.  It  needs  to
be  supplemented  by independent  research  on
the  same  subject  and  a continuous  evaluation
of  actual  experience.
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TRANSITION  AND  INTERNATIONAL  FINANCIAL
INSTITUTIONS.

Dragoslav  Avramovic

A.  Introduction

This  paper  assesses  the  course  of  eco-
nornic  events  in Eastern  Europe,  including  the
former  Soviet  Union,  since  the  upheaval  of
1989.  It  reviews  the  reasons  for  their  economic
crisis  and  their  social  effects,  and  discusses  the
views  on "transition  economics"  held  by some
influential  economists  and  international  insti-
tutions.  It  singles  out  the  key  problems  facing
these  countries  - unemployment,  inflation  and
systemic  uncertainty  - and suggests  that  on
present  trends  and  policies  most  of  these  coun-
tries  do not  have  a chance  of  satisfying  the  de-
mands  of  their  population  for  decent  living
standards,  social  security,  economic  stability
and  full  employment  in the  near  future.

B.  Disasters  in production,  investment,
real  wages  and  population  trends

Set out  in table  l  are the  rates  of  eco-
nornic  decline  which  have  affected  the region
since  t}ie  counter-revolution  of  1989  set in.  The
enormous  spread  and  depth  of  the decline  in
Eastern  Europe  and  the  former  Soviet  Union
during  1990-1993  are probably  only  compara-
ble with  the  catastrophe  which  engulfed  the
capitalist  economies  in  the  Great  Depression
of  the  1930s.

Investment  in Eastern  Europe  as a whole
fell  at an  average  rate  of  13-14  per  cent  per  year
in  each  of  the  three  years  1990-1992  for  which
data  are  available  (table  2).  In  the  former
Soviet  Union  as a whole,  investment  seems  to
have  held  up  well  in 1990,  but  then  fell  by 12
per  cent  in  1991,  to  be  followed  by  a cat-'
astrophic  decline  of  42 per  cent  in 1992  and  an
additional  7 per  cent  decline  in the  first  half  of

1993.  With  some  exceptions,  it appears  that
investment  activity  in the  region  has  been  re-
duced  to that  of  a wasteland.

The  fall  in  real  incomes  has  followed  that
of  output.  Furthermore,  as  one  of  the core
policies  has  been  to dismantle  the  vast  social
expenditure  systems  characteristic  of  the  former
socialist  States  and  to liberalize  prices  of  es-
sential  goods  without  raising  the  money  in-
comes  of  the  lowest  social  strata
proportionately,  the  incidence  of  the  fall  in real
incomes  has fallen  on real  wages  and  partic-
ularly  on  the  pensioners'  pay,  as well  as on  in-
comes  of  welfare  recipients  and  unemployed
persons  living  on  social  insurance.  In  contrast,
a new  class  of  instant  millionaires  has  been
b orn,  some  on t}ie  basis  of  ability  and  speed  in
c ombining  factors  of  production  in  new  cir-
cumstances,  and  some,  perhaps  many,  due to
hoarding  of  goods  under  inflation,  loopholes  in
newly  enacted  legislation  on privatization,  and
connections  with  the  governments  now  in
power  and  powerful  supporters  abroad.  Social
tensions  have  increased  greatly  in the former
socialist  States  as  the  discrepancy  in  living
standards  between  the  newly  rich  and  the
growing  poor  has wiidened,  and  as the newly
rich  have  enjoyed  the display  of  wealth  and
power.

A researcher  at the American  Enterprise
Institute  in Washington,  D.C.  has  drawn  at-
tention  recently  to tlie  "strange  and  alarming
population  trends  that  liave  gripped  the  former
Soviet  Union  since  the fall  of  communism  in
1989  - many  fewer  babies  being  born,  many
more  people  dying  - [moreover]  this  demo-
graphic  calan'iity  covers  a much  broader  region
...  From  Leipzig  to  Vladivostok,  birth  and
marriage  rates  are  plurnmeting  and  death  rates
are  soaring  ...  There  is  nothing  intrinsically
worrisome  about  declining  population  growth,
or even  declining  population;  West  Germany,
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Table  I

GROWTH  IN  GDP  IN  EASTERN  EUROPE  AND  THE  FORMER  SOVIET  UNION

( Per  cent  per  annum  )

Albania
Bulgaria
Czech  Republic
Slovak  Republic
Hungary

Poland
Romania
Croatia
Slovenia
FYR  of  Macedonia

Armenia
Azerbaijan
Belarus
Kazakhstan
Kyrgyzstan

Moldova
Russia
Tajikstan
Turkrnenistan
Ukraine

Uzbekistan
Georgia
Estonia
Latvia
Lithuania

1990

- 10.0
- 9.1
- 1.2
- 2.5
- 3.3

-11.6
- 7.3
- 8.5
-4.7
- 9.5

- 8.2
- 11.3

- 3.2
- 0.9
4.8

1991

-29.9
- 11.8
- 14.2
- 15.8
-10.2

- 7.7
- 13.7

n.a.

-9.3
-13.0

- 11.4
-0.4
-1.9

- 10.3
- 5.2

- 18.0
- 14.3

- 8.4
-4.7

- 11.2

- 2.4
n.a.

-10.0
- 8.3

- 13.1

Source:  Plan  Econ  Europe  Ltd.  (1993);  ECE  (1994);  'iVorld  Bank  (1994).

a  January-June.

1992

-11.0
- 7.7
- 7.1
- 6.0
- 5.0

1.0
-15.4

n.a.

- 6.8
-15.0

-46.0
-28.1
- 10.6
-14.2
- 19.0

- 21.3
- 22.0
- 31.0

n.a.

-16.0

-12.9
n.a.

- 30.0
- 44.3
- 35.9

1993
estimate

4.0
- 2.8
- 9.0
- 1.0

- 15.0

-41.2a
n.a.

- 14.O a
- 13.8a
- 21.9-

-20.2  a
-15.0

n.a.

n.a.

-12.0

- 3.6 -
n.a.

n.a.

- 17.0
- 17.0

1994
forecast

after  all,  did  rather  well  in  the  1970s  and  1980s.

But  sudden,  precipitous  changes  in the  birth

and death  rates  are  compelling  indicators  of

societies  in extreme  distress  - societies  unable

to cope  with  health  problems  that  were  once

routine.

"From  1989  to the  first  half  of  1993,  ac-

cording  to  official  data,  the  birth  rate  fell  more

than  20 per  cent  in  Poland,  around  25 per  cent

in  Bulgaria,  30  per  cent  in  Estonia  and

Romania,  35 per  cent  in Russia  and  more  than

60 per  cent  in  Eastern  Germany  - which,  if
present  rates  continue,  can  expect  an average

of less than one birth per woman per lifetiine.
In  the  past,  such  abrupt  shocks  were  observed

in  industrial  societies  only  in  wartime.  Perhaps

even  more  alarming  is the  pervasive  surge  in

mortality  in the former  Soviet  bloc  ...  From

1989  to 1991,  the  death  rate  rose  nearly  20 per

ccnt  for  Eastern  German  women  in their  late

30s, and  nearly  30 per  cent  for  men  of  the  same

age.  Infant  mortality  is reported  rising  not  only

in  Russia  but  also  in  Bulgaria,  Latvia,

Moldova,  Romania  and  Ukraine,  In  1992  and

1993,  Eastern  Germany  buried  two  people  for

every  baby  born"  (Eberstadt,  1994).

C,  Reasons  for  the  economic  crisis  and

its effects

1.  Simurtaneous  shocks

The  fundamental  reason  for  the  collapse

of  the  Eastern  European  and  Soviet  economies
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Table  2

GROSS  FIXED  INVESTMENT  IN  EASTERN  EUROPE  AND  THE  FORMER  USSR

(Percentage change over safe  period of  preceding year)

Albania
Bulgaria
Czech  Republic
Slovak  Repriblic
Hungary

Poland
Romania
Slovenia
Armenia
Azerbaijan

Belarus
Kazakhstan
Kyrgyzstan
Moldova
Russia

Tajikstan
Turkmenistan
Ukraine
Uzbekistan
Georgia

Estonia
Latvia
Lithuania

1990

-14.8
- 18.5

6.5
3.3

-7. l

10.1
38.3
-9.8
-4.6
- 3.6

0.7
7.5
1.9

13.0
14.4

2.7
- 8.2

- 10.3

Source:  ECE (1994).
a January-June.
b January-June;  forecast  for the whole  of 1993 is -10.0.
c January-September.

1991

n.a.

-19.9
-17.7
- 20.0
- 11.6

-4. l
-28.8
- 14.8
-35.2
- 14.3

4.0
0.5

-12.8
-0.9
5.5

14.6
11.2
- 7.8
4.6
n.a.

12.0
- 36.3
-46.0

1992

- 11.2
- 18.9
- 20.0

n.a.

n.a.

- 15.0
-43.0
-35.0
- 38.0
-45.0

- 6.9
2.0

- 36.9
- 35.0

n.a.

-11.1
- 53.0
- 34.3

1993
estimate

n.a.

n.a.

-30.5  -

- 8.5 b
n.a.

-4.O a
n.a.

n.a.

n.a.

n.a.

n.a.

41.0
12.OC

n.a.

n.a.

14.0-
n.a.

n.a.

n.a.

-45.0
- 32.4

in  1990-1994  was  that  they  were  exposed  to

enormous  pressures  resulting  from  a number
of  simultaneous  shocks:

(a)  The  majority  of  countries,  having  suffered

from  inflation  and  balance-of-payments

disequilibria  in  the  1980s,  applied  sharp

stabilization  and  adjustment  programmes

in  the  early  1990s,  aimed  at ending  in-

flation  in as  short  a period  as possible,

balancing  budgets  and  closing  balance-of-

payments  gaps,  while  at the  same  time  Jib-

eralizing  prices  in order  to correct  major

distortions.  This  adjustment-cum-stab-

ilization,  involving  deflationary  policies,

led  to output  declines  in most  cases  and

represented  a major  shock  to  the

economies  concerned  (Laski,  1994).

(b)  The  sudden  dismantling  of  the  central
planning  machinery  was  another  shock.
Its  functions  included  allocation  of  mate-
rials  for  current  production  and  allocation
of  funds  and  materials  for  investment.  It
proved  impossible,  in  the  majority  of
countries,  to  provide  and  organize  over-
night  commodity  and  financial  markets  of
sufficient  depth  and  flexibility  as substi-
tutes  for  the  planning  machinery.

(c)  Drastic  import  liberalization  was  the  third
shock.  The  unleashing  of  imports  on an

economy  in  deflation  further  tended  to
curtail  domestic  competing  production,
particularly  if imports  were  bought  at

dumping  prices.  This  has  been  frequent  in

recent  years,  both  in  agricultural  products
sold  with  a subsidy,  particularly  by rich
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countries,  and  in consumer  goods  sold  at
marginal  cost:  by  many  producers.l

(d)  Privatization  has been  the  fourth  shock.
It  has  not  advanced  much  in so far  as de-
nationalization  of large  publicly-owned
plants  is concerned  (see  below).  But  it  has
involved  much  uncertainty  as to  the  future
ownership  structure  and  therefore  arrested
the  investment  process  and  even  slowed  up
current  production,  while  cases  of  plunder
of  valuable  pieces  of  the  capital  stock  and
inventory  holdings  have  been  frequent.

(e)  Large  mutual  trade  among  the  Eastern
European  countries,  organized  through  the
CMEA  system,  broke  down  as the  socialist
structure  was  dismantled  and  as the  Soviet
political  influence  on  the  Eastern
European  countries  diminished.  The  de-
pendence  of  individual  countries  on  intra-
bloc  trade  was  very  large,  and  the  loss  of
markets  and  sources  of  supply  for  some
vital  imports  affected  some  countries
badly.  Attempts  to  revive  intra-bloc  trade
have  not  been  successful  so far,  and  at-
tempts  to develop  a large  East-West  trade
have  had  only  limited  results.

Not  all  countries  experienced  all  five
sliocks,  and  those  which  were  spared  some
shocks  fared  better  in  sustaining  output  and
real  incomes.  Czechoslovakia  had  not  suffered
from  inflation  and  was  largely  free  of  external
debt.  Hungary  had  decentralized  its economy
and  introduced  significant  market  elements  in
production  and  investment  before  1989,  and
therefore  the  shocks  of  the  sudden  demise  of
planning  and  drastic  import  liberalization  did
not  appear.  The  economies  and  societies  of  the
Czech  Republic  and  Hungary  appear  to have
adjusted  better  to the  new  regime  (i.e.  to the
ancien  regime  of  the  pre-1948  vintage)  than  the
broad  expanse  of Eastern  Europe  and  the
former  Soviet  Union.

2.  Main  protagonists  of  simultaneous

shocks

Janos  Kornai  of  Hungary  and  later
I-Iarvard,  and  Jeffrey  Sachs  of  Harvard,  were  in
the  forefront  of  tlie  school  advocating  a simul-
taneous  administration  of  stabilization,

privatization,  dismantling  of  planning  and  im-
port  liberalization  ("opening  of  the  economy").
Kornai,  somewhat  disappointed  by  what  he
considered  to have  been  too  slow  movements
of  the  Hungarian  reforms  in the  direction  of  a
capitalist  market  economy,  thought  that  the
only  way  of  curing  the  weaknesses  of  "adrnin-
istrative  socialism"  (identified  with  the  man-
agement  of  the  Soviet  economy  between  1930
and  1990)  was  to  abolish  all  elements  of
socialism  and  jump  straight  into  the  market
system  in  all its  aspects  and  with  all speed.
Otherwise  vestiges  of  the  old  system  would  sti-
fle the  needed  marketization  of  the  economy
(Kornai,  1990).2

Sachs'  views,  expressed  in  numerous  arti-
cles on the  Polish  and  Soviet  "transitions"  and
economic  reform  prograrnrnes  (he  was  a top-
level  adviser  to  influential  people  in these  as
well  as in some  other  countries),  were  summa-
rized  by  himselfi  the need  for  a simultaneous
advance  on  all  fronts  of  stabilization,
privatization  and  liberalization  of  the  economy
was  similar  to a jump  across  an abyss  in one
go: half  a jump  would  inevitably  end  in a dis-
aster  mid-way.  How  Sachs  came  to this  sim-
plification  is not  clear.  In  a recently  published
volume  on  transition,  he expresses  considerable
understanding  of  the  Yugoslav  model  of  market
socialism  of  the  1970s  and 1980s,  which  was
one  of  a mixed  economy  and  certainly  not  of  a
straight  road  to  capitalism  at a maximum  speed
which  Sachs  advises  tlie  "transition"  govern-
ments  to  undertake:

Yugoslavia,  it is well  known,  chose  a distinc-
tive  path  of  socialist  development  after  Tito"s
break  with  Stann  in 1948.  Industry  was so-
cialized,  as in the  rest of  Eastem  Europe  and
the Soviet  Union,  but  was not  subjected  to
central  planning  after  1965.  Market  forces
were  given  more  scope,  and enterprises  were
left  with  significantly  more  autonomy  than  in
the Stalinist  states ... Yugoslavia  also main-
tained  a trade  pattern  that was distinctive
among  the  socialist  economies,  in that  the
direction  of trade  remained  heavily  toward
lVestern  Europe  rather  than  toward  other
socialist  states  ...  More  important  than  the
ownership  and  control  structure  itself  was the
fact  that  Yugoslav  industrial  enterprises  were
more  market  oriented  than  their  counterparts
in Eastern  Europe.  These  enterprises  ... had
considerable  flexibility  as to choice  of  inputs
and outputs,  and  had some  flexibility  related
to prices.  In  general,  there  was not  a chronic

l The danger  of a "double  shock"  (stabilization  and import  liberalization  at the same time)  was stressed by Marcelo
Selowsky  from  the World  Bank  in his discussions  with  some of his colleagues  several years ago.  Selowsky  was then
Economic  Adviser  of  the Bank's  Regional  Office  for Latin  America  and the Caribbean.  He is now  Economic  Adviser
of  the Bank's  Regional  Office  for Europe  and Asia,  which  handles  Bank  activities  in Eastern Europe  and the former
Soviet  Union.

2 The title  of  Kornai's  book,  The Road  to a Free Economy,  is suggestive:  it reminds  one of Hayek's  book  The Road to
Serfdom,  a virulent  attack  on socialism  of  any kind.
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shortage  economy  in the industrial  sector  or
in  the consumer  markets,  so that  inputs  were
available  on a fairly  reliable  basis (Pleskovic
and  Sachs,  1994,  pp. 192-193).

3.  Attitude  of  international  financial

institutions

A  special  research  project  would  be
needed  to  document  the attitude  of  interna-
tional  financial  institutions  towards  "transition
economies"  expressed  in  their  numerous
studies,  speeches,  pronouncements,  communi-
gums  and,  most  important,  actions.  These  atti-
tudes  have  been  shifting  at the  margin  as man-
agement  needed  to accommodate  the  evolving
views  of  the  governments  of  the  institutions"
main  member  countries,  while  at the  same  time
attempting  to  assure  a certain  minimum  of
professional  requirements  for  thoroughness,
objectivity  and  respect  f6r  facts.  But  cutting
through  all the  complexities  of  actual  situ-
ations,  it is fair  to say that  the  leading  insti-
tutions  were  in  the  front  line  of  a simultaneous
shock  approach  aimed  at a rapid  transforma-
tion  of  Eastern  European  socialist  states  into
capitalist  economies.

The  IMF  was  allotted  a role  by  the  lead-
ing  western  powers  as the; main  supervisor  or
even  an  architect  and  builder  of  new  structures
in  the  former  socialist  States.  "The  reform
plans  which  were  part  of  the  IMF  programs,
recognized  that  a simultaneous  assault  on
macroeconoinic  stabilization,  prices  and  prop-
erty  rights  was  necessary  from  the  inception
stage  of  these  programs"  (Bruno,  1994,  pp.
20-21).  Concerning  the  World  Bank,  a former
high  official  in charge  of  its  activities  in  Eastern
Europe  is reported  to have  stated  that  "the  pace
of  certain  reforms  was  over-ambitious  ...  Re-
formers  have  tended  to be overly  purist  in ad-
vocating  total  free-market  liberal  capitalism  ...
Long  development  experience  makes  him  un-
easy  with  the glibness  of  the youthful  refor-
mers:  we  shorild  confess  to  doubts  and
ignorance  ... nobody  understands  these  transi-
tions"  (Lari,  1992).

A new  mood  may  be creeping  through
the  IMF  doors  as reflected  in  its  recent  lending
to  Russia  agreed  with  the  Government  of
Viktor  Chernomyrdin  , who,  while  "reformer",
has  displayed  a great  deal  of  independence  in
the  assessment  of  the Russian  economic  situ-
ation  and  possible  gradualistic  remedies.  Con-
cerning  the  World  Bank,  there  is  a critical
article  by Michael  Bruno,  its new  Chief  Eco-
nornic  Adviser,  who  questions  some  of  the  ten-
ets  of  simultaneous  shock  strategy,  such  as
rapid  import  liberalization,  and  raises  the

question  as to the  ability  of  "reform"  govern-
ments  to  cope  with  the  need  to maintain  social
consensus  over  the  period  of  reform
prograrnrnes  and  their  political  sustainability
even  in  the  near  future  (Bruno,  1994,  pp.  37 and
47).  Kemal  Dervis,  Head  of  the  Bank"s  Central
European  Department,  and  Timothy  Condon,
from  the  same  Department,  discuss  the  case  of
Hungary  in  a recent  article  as  perhapS  an
"emerging  gradualist"  success  story  in Eastern
Europe  (Dervis  and  Condon,  1994,  pp.
123-154).  But  judging  by  experience,  one
should  be cautious  in  projecting  policy  changes
in country  relations  of  these  formidable  and
controversial  institutions.  In  one  case,  they  are
today  in  flagrant  violation  of  the  basic  tenet  of
their  original  charters:  not  to be influenced  in
their  actions  by  political  considerations.

4.  Shifts  in attitudes  of  Eastern  European

countries

Among  the  Eastern  European  govern-
ments,  it  was  the  former  Deputy  Prime
Minister  and  Finance  Minister  of Poland,
Leszek  Balcerowicz,  who  was  perhaps  the  most
coiisistent  and  non-comprornising  adherent  of
the  "big  bang"  simultaneous  shocks  approach
(Balcerowicz,  1993).  Balcerowicz  fell  from
power  when  the  social  and  political  burden  of
this  approach  turned  out  to be unbearable  for
the voting  public.  Vaclav  Claus,  the  present
Prime  Minister  of  the  Czech  Republic,  has
similarly  expressed  uncompromising  views  in
favour  of  a big-bang  approach;  but  in  practice,
it seems,  he has  followed  a considerably  softer
line.

There  is no doubt  that  the attitudes  of
socialists  and  even  governments  in  Eastern
Europe  and  the  former  Soviet  Union  have  now
shifted  in favour  of  a non-big-bang  approach.
In  Russia,  the  key  country  in terms  of  size,  in-
fluence  and  world-wide  importance,  it is clear
that  economic  reform  has  become  a much  more
pragmatic  rather  than  ideological  exercise,  fol-
lowing  the  elections  in the  autumn  of  1993  in
which  the  voters'  dissatisfaction  with  the  cur-
rent  state  of  affairs  had  become  abundantly
clear.  In  Hungary,  "the  shock  therapy  is re-
jected  in order  to enter  better  into  the  market
economy",  according  to  the  head  of  the  Na-
tional  Privatization  Agency  ;Pongracz,  1993).

From  an international  survey  of  public
attitudes  in  late  1993,  the  following  has
emerged:

(a)  in Albania  72 per  cent  of  those  surveyed
were  satisfied  with  developments  since  the
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fall  of  socialism,  whereas  in  the  Czech  Re-
public  51 per'cent  were  satisfied;

(b)  in  Estonia,  Latvia  and  Slovenia  half  of  the
sample  was  satisfied,  while  the  other  half
was  dissatisfied;

(c)  in Romania,  Poland  and  the  Slovak  Re-
public  59,per  cent  of  those  surveyed  were
dissatisfied.  This  figure  reached  68 per
cent  in Bulgaria,  Lithuania  and  Hungary
(Tanjug,  1994).

Thus,  against  two  "satisfied  countries",
accounting  for  only  a small  part  of  the  total
population  in the  sample,  there  are six,  most
of  them  large,  "not  satisfied".  If  Russia  had
been  included,  it is likely  that  the  "not  satisfied"
would  win.  This  is suggested  by  much  anec-
dotal  evidence.

D.  Three  key  issues:  inflation,  unem-
ployment  and  fransifion  fo what?

1.  Inflation

In  1993,  consumer  prices  rose  by more
than  100  per  cent  over  the  preceding  year  in 15
countries,  out  of  23 countries  for  which  data
are available.  In  12 of  the  15 countries,  the
price  increase  amounted  to more  than  300  per
cent  over  the  preceding  year.  Almost  all  these
countries  are  former  members  of  the  Soviet
Union  (ECE,  1994,  p. 51).  For  them,  stabili-
zation  of  the  monetary  system  remains  the  pri-
mary  objective,  as without  it production  can
hardly  recover.  The  12 countries  are:  Armenia,
Belarus,  Kazakhstan,  Kyrgyzstan,  Moldova,
gussia,  Tajikstan,  Turkmenistan,  Ukraine,
Uzbekistan,  Lithuania  and  the  Former
Yugoslav  Republic  of  Macedonia.

2.  Unemployment

The  spectre  of unemployment,  which
haunts  Western  Europe,  has  now  descended  on
Eastern  Europe,  and  with  a vengeance.  Un-
employment  rates  have  risen  sharply,  and  there
is no  end  in  sight  (table  3).

No  comparable  data  are  available  for  the
former  Soviet  Union.  A recent  report  sug-
gested  that  in Russia,  if  the  Government  sticks
to the  recently  concluded  agreement  with  the
IMF,  cutting  back  further  on subsidies  to fac-
tories  and  farms,  it risks  an  explosion  of  unem-
ployment  which  could  soar  to  nearly  15 million
(Washington  Post,  1994),  or 18 per  cent  of  the

labour  force.  This  is an unheard  of  figure  for
the  Soviet  Union  since  the  October  1917
Revolution,  and  unlikely  to be affordable  for
any  regime  which  might  be in  power.

At  a 1992  conference  on  Eastern  Europe,
held  at the  World  Bank,  it was  stated  by the
orgariizers  that  "the  prospect  for  a rapid  upturn
of  produ,ction  does  not  seem  favourable  across
the  region"  (World  Bank,  1993,  p. 4).  Hence
the  prospect  for  improved  employment  is also
gloomy,  on  present  trends  and  policies.  John
S. Flemrning,  Economic  Adviser  of  the
European  Bank  for  Reconstruction  and  Devel-
opment,  suggests  that  only  10 per  cent  annual
growth  could  help  Eastern  European  countries
achieve  their  welfare  objectives  (EBRD,  1993,
p.  5).  The  median  growth  rate  expected  for
1994  is still  minus  I per  cent.

3.  Transition  to what?

The  simplest,  but  in  a sense  the  most  dif-
ficult,  quesfion  to consider  is what  form  the
transition  economies  will  have  taken  when  the
transition  period  is over.  This  has  never  been
spelled  out  clearly,  to my  knowledge.  Dervis
and  Condon  (1994,  p. 148),  have  suggested  that
the  objective  for  the  Central  European  coun-
tries,  and  specifically  Hungary,  would  be  to
have  an economic  system  close  in essence  to
that  of  neighbouring  Austria,  Italy  or France.
More  generally,  it would  seem  that  the objec-
tive  of  the  West  is  a conversion  of  Eastern
European  countries  into  capitalist  States.  But
which  variety?  Swedish,  Japanese,  American
or  Hong  Kong"s?

How  far  have  the  Eastern  European
countries  moved  along  this  road?  How  much
of  their  capital  stock  or of  their  output  is now
held  or produced  by  the  private  capitalist  sec-
tor,  as opposed  to the  public  and  cooperative
sectors?  The  unanimous  view  of  most  observ-
ers is not  much.  The  United  Nations  Economic
Commission  for  Europe  says  that  "the  restruc-
taring  of  industry  in the  transition  economies
is still  at a very  early  stage,  as is suggested  by
the  relative  importance  of  private  ownership  in
the  various  sectors.  In  the  nddle  of  1993,  the
share  of  the  private  sector  in East  European
GDP  ranged  from  16 per  cent  in  Bulgaria  to 50
per  cent  in  Poland;  in  Russia,  it  was  rorighly  15
per  cent"  (ECE,  1994,  p. 10). Two  experts  from
American  universities,  writing  in  an
IMF-World  Bank  periodical,  concluded  last
year  that  "three  years  after  the  systemic
changes  sweeping  the political  and  economic
landscape  of  Eastern  Europe,  privatization  is
still  widely  talked  about  and  seemingly  pursued.
Yet,  despite  ardent  support  for  the  concept,  not
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Table  3

UNEMPLOYMENT  RATES  IN  EASTERN  EUROPE

( Unemployed as per cent of  labour force )

Bulgaria
Czech  Republic
Slovak  Republic
Hungary
Poland

Romania
Croatia
Slovenia
FYR  of  Macedonia
Former  Eastern  Germany

Source:  ECE  (1994);  World  Bank  (1994).
a  July  1993.
b September  1993.

December
iggi

December
1992

December
1993

9.5
18.0
15.0
28.6  -
15.9b

December
1994

forecast

much  privatization  is actually  taking  pl
what  does  occur  is often  much  more  ambiguous
than  originally  expected  ...  For  reasons  that
are  by  now  too  well  known  to  recount  in detail,
t}ie  attempts  to emulate  Western  privatizations
were,  by and  large,  a failrire"  (Frydman  and
Rapaczynskj,  1993).

The  AM,EX  Bank
"privatization  is probably the area [of reforml
w}iich  has seen  the  least  progress.  T}iere  are
numerous  reasons  for  this  slowness,  not  least
the  concern  over  the  social  implications  of  re-
structuring  large  state  companies.  However,
the  lack  of  progress  in selling  off  t}ie  state  sec-
tor  has  not  stopped  the  private  sector  from
growing.  l"he  small  private  enterprises  that  are
springing  up  are  likely  to  lead tlie  recovery,
building  a cushion  for  the  expected  disruption
and  rising  unemployment  once  state  enterprises
are  restrrictured"  (AMEX,  1993,  p. 2).  And  a
Hungarian  scholar  concludes:  "However  strong
the  expectations  attached  to a fast  privatization
are,  it is a time-consun'ffng  process.  Wliat  is
more,  it )ias by  now  become  clear  that  it is a
concomitant  of  privatization  and  the transfor-
mation  of  the  pattern  of  the  economy  that  un-
employment  becomes  widespread  and  a marked
polarization  in income  and  wealth  takes  place.
arhe polarization  in incomes  and  wealth  has in
turn  inevitably  generated  social  tensions  as
production  has declined  and  the living  stand-
ards  have  either  stagnated  or  somewhat  de-
creased"  (Tardos,  1993,  p. 3).

financial  institutions

The  policies  on  transition  in  Eastern
Europe  and  the  former  Soviet  Union  pursued
y international  financial  agencies  need  to be

changed,  radically  and  quickly.  First,  it shorild
not  be their  objective  to  remake  thcse  cormtries
in this  or tliat  image:  the  enormous  cconon'ffc
disasters  of  the  last  five  years  }iavc  shown  that
such  attempts  carry  enormous  risks  of  failure.
What  economic,  social  and  political  systems
will  emerge  in Eastern  Europe  and  the  former
Soviet  Union  after  the  prescnt  era of  upheaval
had  better  be left  to their  peoples  to  decide.
Also,  international  financial  institutions  should
keep  away  from  prescribing  trade  policies:  no
monopoly  on wisdom  in  this  field  exists,  as
both  enviable  successes  and  great  failures  have
been  reaped  from  identical  policies  in different
countries,  whether  free trade  or  support  and
protection.  Trade  issues  should  be left  to the
countries  and  to international  trade  organiza-

tions  to sort  out.  Finally,  international  finan-
cial  institutions  should  stick  to  the  area  of

finance  which  they  know  best  and  where  their

assistance  is  needed  and  demanded,  for  the

benefit  of  both  borrowers  and  ultimate  lenders.
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THE ROLES OF INTERNATIONAL FINANCIAL
INSTITUTIONS:  A LATIN  AMERICAN  REASSESSMENT

Patricio  Mellel

A.  A short  review  of  the  conditionality
practised  by inter;national  financial

institutions

T political o-
 changes  over  the  past  50 years.  Should

organizations  like  the  international  financial
institutions  (IFIs)  created  in-1944  be restruc-
tured?  Are  the objectives  specified  for  the  IMF
and  the  World  Bank  during  the  1940s  still  valid
in  the  1990s?  There  have  been  changes  through
time  in the roles  and objcctives  of  the IFIs;
moreover,  we  now  live  in  a different  world
where  "new  ways  of  thought  prevail.  Do  the
IFI  changes  correspond  to world  changes?

External  trade  liberalization  of  many
veloping  countries,  especially  most  Latin
Americaxi  economies,  and  the  increase  in world
economic  integration  and  interdependence,
have  reduced  the degree  of  autonomy  of  na-

tional  governments  in implementing  domestic

policies;  some  IFI  policies  with  respect  to

conditionality  tend  to be redundant.  The  con-

siderable  enlargement  of  private  capital  mar-
kets  and  the  increase  of  global  financial
intermediation  have  reduced  the need  to bor-

row  from  IFIs.  This  is clearly  the  case of  the

developed  countries,  which  have  not  requested
IMF  finance  since 1977.  The IFIs  have  thus

become  a type  of  club  with  two  different  cate-

gories  of  members,  borrowers  and  non-

members  establish  the  conditionality  rules  that
should  be complied  with  by  the  borrowers.l  The
IMF  seal of  approval  role  on  a, developing
country's  macroeconomic  situation  and  its ev-

lution  is being  replaced  by private  investing
rms  providing  risk  country  gradings  and
ankings;  a similar  role  is  beginning  to  be
lay'ed  by  specific  regional  trade  agreements
ke  NAFTA.  The  end of  the East-West  ideo-
ogical  confrontation  is affecting  capital  move-

ents  in  Latin  America;  capital  flight  has
iminished  and,  moreover,  there  is a significant

trend  towards  capital  repatriation.

At  Bretton  Woods  )  it was stipu-
ated  that  the  key  concern  of  the IMF  would
be the short-run  adjustment  problem  faced  by

 country  experiencing  an external  imbalance;
i.e.  the IMF  provides  credit  to facilitate  the
elimination  of  the  balance-of-payments  dise-
quilibrium  of  a given  country.  The  World  Bank
should  be concerned  with  growth  and  develop-
ment;  hence,  it provides  loans  for  specific  in-
vestment  projects  and,ior  development  pro-
grarnrnes.  In  other  words,  the  IMF"s  main
orientation  is macro  and its concerns  are the

balance  of  payments  and  inflation;  therefore  its

tools  will  be fiscal  and  monetary  policies  and

the  exchange  rate.  On the other  hand,  the

World  Bank  focus  should  be mainly  micro,  and

its  objective  is  to  stimulate  savings  and

investment  in  order  to  promote  growth;  its

tools  are relative  prices  and  trade  policies.2  A

The  author  would  like  to thank  Andr6s  Hausman,  Jo M.  Griesgraber,  Jorge  Katz,  Fernando  Oss

Kunibert  Raffer  and  participants  at e y-Four  Conference,  for  their  comments  and  disagreements

with  respect  to a previous  draft.

I  A softer  way  of  stating  the  borrower  and  non-borrower  relationship  is that  borrowers  would  like  easier  access  to IMF

credit  while  non-borrowers  prefer  making  acce ore  limited  (Kafka,  1991).  A stronger  way  would  state  that  the

developed  countries  will  regard  the IMF  as the institution  "suggesting"  to deficit  developing  countries  the policies

considered  to be the  most  appropriate  for  them  and  for  the functioning  of  the international  monetary  system  (Akyiiz

and  Dell,  1987).

2 I!VIF  methodology  is oriented  towards  the control  of  aggregate  demand;  a financial  flow  analysis  applying  nominal
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strange  division  of  roles  of  the  IFIs  with  respect
to the  exchange  rate  could  be observed;  while
the  IMF  is concerned  with  the  nominal  value
of  the  exchange  rate,  the  World  Bank  is con-
cerned  with  its  real  value.

The  IFIs  provide  loans,  not  grants;
therefore,  it seems  logical  that  they  would  have
as an elementary  condition  the  clause  of  credit
repayment  by the  borrowers.  However,  IFI
conditionality  went  further;  IFI  loans  should
be used  for  the  specific  purpose  for  which  they
had  been  requested.  Later  on, IFI  credit  be-
came  conditional  on  the  adoption  of  an adjust-
ment  prograrnrne  (stabilization  in the  case of
the  IMF  and  structural  adjustment  in  the  case
of  the  World  Bank).  During  the  1980s,  the  ra-
tionale  of  IFI  conditionality  went  further,  stat-
ing  implicitly  that  "domestic  adjustment  and
development  policies  in  the  recipient  countries"
were  at fault  and  their  governments  require  ex-

ternal advice and/or  pressure to "set their own
house  in order"  (Helleiner,  1988,  p. l).  One  of
the outcomes  has been  that  "the  historic  dis-
tinction  between  conditional  and  unconditional
(or  low  conditional)  Fund  credit  ... has for  all
practical  purposes  ceased  to  exist"  (Polak,  1991,
p.l5).

The  IMF  has  played  different  roles.
First,  it  is  an  institution  created  to  provide
short-run  financial  resources  to countries  expe-
riencing  an external  liquidity  problem.  In  this
respect  it is  a "credit  club"  applying  specific
rules  to protect  the  welfare  of  all  its  mcmbers;
t}iese  rules  include  currency  convertibility,  free
access  to  the  foreign  exchange  market,  and
avoiding  import  restriction  measures.  Second,
and  especially  for  developing  countries,  an  IMF
programme  has  been  considered  as a prercqui-
site  and,'or  scal  of  approval  required  by  official
and  private  international  sources  for  providing
credits  to  a  country  having  balance-of-
payments  difficulties.  ,In  this  way,  the Fund
has become  the  "lender  of  last  rcsort"  for  de-
veloping  countries;  in this  situation,  the bar-
gaining  power  of  their  governments  is  qriitc
low.

After  the  Latin  American  external  debt

problem  (1982), the IMF  planted a crucial role
in helping  to avert  a world  financial  crisis.  For
this  purpose,  the Fund  organized  and  coordi-
nated  complex  packages  of  financial  resources
from  very  diverse  sources,  which  helped  to
confront  the  insufficiencies  of  external  liquidity
of  many  Latin  American  countries  during
1982-1985.  In assun'ffng  this  role  of  interme-
diary,  the  IMF  imposed  conditions  on both
debtors  and  creditors.  Debtors  have  had  to

adopt  adjustment  programmes  that  include  the
total  payment  of  debt  servicing.  Similarly,
creditor  banks  (which,  obviously,  were  not
members  of  the  Fund)  have  had  to supply,  "not
very  voluntarily",  additional  loans  in order  to
bolster  the  packages  put  together  by  the  Fund,
in which  its contributions  were  merely  one  of
the  components.  As  Bacha  notes  (1987),  when
the  IMR  assumed  the  role  of  intermediary  in
the  Latin  American  debt  problem,  it was  deal-
ing  with  a long-term  stock  problem.  In fact,
the  Latin  American  foreign  debt  and  its  prompt
servicing  was  not  due  to a temporary  lack  of
liquidity,  but  to a critical  problem  of  stock  im-
balance.  In this  respect,  the  Fund  has been
criticized  for  acting  as if  the  debt  crisis  could
have been solved witliout  major reliefs and/or
write-ofTs;  in  this  way,  the  Fund  may  have
postponed  drastic  and  needed  actions.  Related
to this  fact,  Edwards  (1989,  p.  8) points  out
that  some  conservative  critics  have  accused  the
Fund  of  becoming  a "development-aid  granting
agency".

In  the  case  of the  World  Bank  the
changes  have  been  more  related  to changes  in
its  growth  and  development  vision.  In  the
1950s  and  1960s  development  was  mainly  re-
lated  to growth;  for  this  purpose,  World  Bank
credits  were  oriented  towards  large  public  in-
vestment  infrastructure  projects  which  would
stimulate  private  investment  projects  by  in-
creasing  their  rate  of  return;  it  was  also  believed
that  "trickle-down"  would  solve  poverty  prob-
lems.  In  the  1970s,  it was  found  out  that  the
benefits  of  greater  growth  were  not  reaching
the  poor;  hence,  the  World  Bank  introduced  the
"grotsth  with  redistribution"  approach.  Tlie

alleviation  and%or elimination  of poverty be-
came  the  conceptual  focus  of  the  Bank,  and
actually  became  a moral  goal.  I"his  new  ap-
proach  took  the  form  of  credits  for  investment
projects  that  directly  benefited  specific  poor
groups.

During  the  1980s,  there  was  a major
change  in the  World  Bank's  vision.  Since  the
level  of  investment  depends,  among  other  fac-
tors,  on the  global  economic  context,  the  con-
clusion  was  drawn  that  in many  countries  the
prevailing  policies  and  institutions  introduced
an enormous  amorint  of  distortions.  Consc-
qucntly,  it was  very  difficult  for  the Bank  to
find  viable  investincnt  projects  to  wliic}i  it
could  grant  financing.  Within  this  framework,
it has created  new  lines  of  credit  (for  example,
SAL,  Structural  Adjustment  Loan)  aimed  at
supporting  countries  that  must  undertake
structural  adjustment  in  order  to  resolve  ex-
ternal  imbalances,  rather  than  financing  specific

variables  is used.  The  lVorld  Bank  is oriented  towards  affecting  aggregate  supply;  project  evaluation  and  consistency
models  applying  real  variables  are  used.
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Table  I

ANNUAL  INFLATION  IN  LATIN  AMERICA  IN  THE  1980s  AND  1990s  a

( Percentages)

Argentina
Bolivia
Brazil
Chile
Colombia
Costa  Rica
Ecuador
El  Salvador
Guatemala
Honduras
Mexico
Nicaragua
Panama
Paraguay
Peru
Uruguay
Venezuela

1,98Q-198  l

108.3
24.5
93.3
19.9
26.6
39.5
16.2
15.0

8.9
10.3
29.2
24.0

9.5
11.9
66.6
35.9
15.2

1982-1989

504.8
323.9
359.9

22.2
26.2
29.7
42.3
21.7
14.8

7.0
81.3

866.6
1.6

23.4
301.3

67.4
25.6

Source:  ECLAC.
a  Average  values  of  annual  (December-December)  figures.  

1990-1993

140.8
13.0

1,197.9
17.6
26.3
19.5
47.4
15.6
22.7
19.4
17.1

531.1
1.7

22.0
3 50.1

78.1
35.8

1993

7.7
9.2

2,244.0
12.2
21.2

9.2
3 2.2
13.5
12.8
13.4

8.7
28.3

1.6
19.5
4 1.3
52.3
44. l

projects.  The  content  of  such  prograrnrnes
constitutes  the  basis  of  the new  World  Bank
conditionality.  Its  purpose  is  to  boost  the
general  efficiency  of  the  economy  by  establish-
ing  suitable  incentives,  a goal  which  assumes
changes  in  trade  and  price  policies,  the  size  and
structure  of  the  State  and  the  role  that  the

government  plants in the economy.  In short,
the  World  Bank  became  the  main  promoter  of
the  free  market,  external  liberalization,  deregu-
lation,  and  the  privatization  development
model.

This  new  development  vision  of  the
World  Bank  has  showin  markcd  hostility  toward
government  interventions  in developing  coun-
tries,  since  they  were  indiscriminately  consid-
ered  to be obstacles  to growth  (Feinberg  et al.,
1986).  Moreover,  public  bureaucrats  were
ahvays  viewed  as inept  and  corrupt,  and  private
businessmen  as  efficient  and  honest;  hence,
privatization,  no govcrximcnt  intcrference,  and
leaving  the  private  sector  of  developing
countries  alone  would  generate  an increase  in
efficiency  and  welfare.  In  tlie  1990s,  a
reappraisal  of  the  "East  Asian  miracle"  has
challenged  this  World  Bank  view;  in  spite  of  the
stabilization  and  restructuring  cfforts  of  some
developing  countries,  private  investment  has
been  limited.  Therefore,  it has  been  argued  that
active  public  policies  and  selective  government

interventions  that  complement  the  private-
public  sector  relationship  can  help  to promote
development.  Therefore,  it has  been  suggested
that  the  World  Bank  should  help  developing
countries  to  enhance  their  institutional  and
technological  capabilities  so as to be able  to

andintervene  more  effectively  in  guiding
governing"  the  market  (Wade,  1990).

After  the  external  debt  shock  and  tlie
drastic  cut  of foreign  financial  flows,  most
Latin  American  countries  have  had  to adjust;
there  were  no  alternatives.  The  severity  of  the
adjustment  and  its long  duration  led  to the  re-
placement  of  the  prevailing  import-substitution
development  strategy;  more  of  the  same  was
not  useful,  new  ideas  svere  welcome.  Moreover,
the  IFIs  were  making  the  availability  of  the
needed  new  credits  conditional  on the imple-
mentation  of  policy  reforms.  At  the  beginning
or  the  1990s  it could  be  observed  that  Latin
American  countries  had  already  implemented
profound  economic  policy  reforms  during  the
1980s,  which  provided  a greater  role  for  the
market  mechanism  and  the  private  sector;
moreover,  the old  import-substitution  strategy
(i.e.  "inward  looking  development")  had  been
replaced  by  an  export-oriented  strategy  (i.e.
"outward  looking  development").  There  are
differences  among  countries  with  respect  to tlie
degree  and  procedures  concerning  the imple-
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Table  2

PUBLIC  SECTOR  DEFICIT  IN  LATIN  AMERICA  IN  THE  1980s  AND  1990s

Argentina
Bolivia
Brazil
Chile
Colombia
Costa  Rica
Ecuador
El Salvador
Guatemala
Honduras
Mexico
Nicaragua
Panama
Paraguay
Peru
Uruguay
Venezuela

(Percentage of  GDP)

1980-1982

5.0

[982-1989 1990-1993

1.8-
5.9

- 0.3 -
- 2.0
0.4
2.8
0.7
3.9
1.0
5.8

- 1.6-
9.7

-1.0-
- 0.6
1.3

- 0.1
2.5

[993

0. l b
6.0
2.3 h
2.9
0.6
1.5
0.2
3.2
1.0
6.9
4.5 b
5.8
l.2b
0.5
0.6
0. l
6.0

Source:  ECLAC,  IMF,  Ministry  of  Finance  of  Chile,  and Meller  (1990, pp. 54-85).
a Average  1990-1992.
b 1992.
c Average  1987-1989.

mentation  of  these  economic  reforms,  but  there
s  considerable  coincidence  in the overall  ap-
roach.

Williamson  (1990)  has  characterized  t,his
ecent  economic  reform  scheme  as  the

Washington  Consensus.  The  so-called
Washington  Consensus  stresses  the  following
olicy  reforms,  (l)  State  reforms  which  include:
a)  Fiscal  discipline,  i.e. the  fiscal  deficit  should
ot  surpass  1-2  per  cent  of  GDP.  To  achieve
his  goal  in the  shorr run,  the  reduction  of
overnment  expenditures  (in  real  and  relative
erms)  is  considered  to  be the  most  efficient
ay.  On  the  other  hand,  a tax  reform  should
e oriented  towards  increasing  its efficiency  in
roviding  revenues  to the  governmeBt;  for  this
urpose  a broad  tax  base  with  low  marginal  tax
ates  is required.  (b)  Privatization  of  state  en-
erprises:  the  private  sector  is considered  to be
much  more  efficient  as  a producer  than  the
ublic  sector.  Moreover,  the  existence  of  fewer
ublic  firms  will  make  it easier  to achieve  the

objective  of  fiscal  discipline.  (2)  Liberalization
nd  deregulation  reforms  which  would  promote
omestic  competition.  These  include:  (a)  Do-

mestic  capital  market  liberalization  which
ould  imply  freely  floating  interest  rates;  real

interest  rates  should  be positive  but  moderate.
In this  context  supervision  of  financial  insti-

tutions  is  recomniended.  (b) Trade  liberali-
zation  where  quantitative  restrictions  and
discretionary  measures  s}iould  be replaced  by
tariffs;  furthermore,  tariffs  should  be reduced.
(c) Positive  treatment  for  foreign  investment,
which  provides  required  capital,  skills  and  know
how.  (3)  A high  and  stable  real  exchange  rate
to  increase  international  competitiveness  for
export  promotion.

Several  indicators  show  the changes  ob-
served  lately  in  Latin  .l'kmerica.  Macroeco-
nornic  stability  has  achieved  a )iigh  priority
(tables  I and  2):  (a)  Considering  a set of  17
countries,  the  number  of  economies  having  an
annual  inflation  rate  of  less than  20 per  cent
reached  10 in 1993  compared  to (around)  four
in the  1980s;  moreover,  there  were  evcn  four
countries  showing  a one  digit  level  of  inflation
in 1993.  On  the  other  hand,  in the 1980s  there
were  five  Latin  American  countries  having
three  digit  annual  inflation,  wliile  in 1993  tliere
was  only  one  (Brazil).  (b)  The  large  public
sector  deficits  of  the  1980s  have  been  consider-
ably  reduced  during  the  1990s.  During  the
1980s  many  countries  had  public  deficits  higher
than  4 per  cent  GDP,  while  during  the 1990s,
most  of  them  have  public  deficits  smaller  than
2 per  cent  of  GDP;  there  are  even  some  Latin
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Table  3

TARIFFS  AND  QUANTIT  ATIVE  RESTRICTIONS  IN  LATIN  AMERICAN  COUNTRIES
IN  THE  1990s

( Percentages)

Country

Argentina
Bolivia
Brazil
Chile
Colombia
Costa  Rica
Ecuador
Mexico
Peru
Uniguay
Venezuela

Source:  GATT,  IMF.

Tariffs

0 - 22
5 - 10
0 - 40 b

11
20
40
3 5
20
25
20
20

Surcharges

0-5

a This  percentage  corresponds  to all  tariff  categories.
b  Mean  tariff  will  be 14  per  cent  in 1993.

Share of  imports affected by
quantttatrve  restrtcttons

American  count
surplus.

In  the  external  sector  there  have  been
important  changes  in trade  and  exchange  rate
policies.  The  Latin  American  trade  regime
ivhich  prevailed  during  the  pcriod  of  import
sribstitution  strategy  had  a highly  complex  and
messy  structurg;  there  were  different  types  of
non-tariff  barricrs  like  import  liccnsing,  import
prohibition  and  quotas,  togctlicr  ivith  a higli
level  and  large  dispersion  of  tariff  schedules,
surchargcs,  etc.;  moreover,  there  were  special
regimes  and  special  exemptions,  some  related
to geographic  areas  and  some  related  to type
of  firms  (public  firms).'At  the  bcginning  of  the
1990s  thcrc  could  be obscrved  a clcar  trend  to-
ivards  a rationalization  of  the  trade  regime  (scc
table  3); typical  features  included  the  simplifi-
cation  and  reduction  of  bureaucratic  proce-
dures  related  to trade  operations  (exports  and
imports),  the  elimination  of  most  non-tariff  re-
strictions,  and  a diminution  in the  number  of
special  regimes  and  special  exemptions.  With
rcspcct  to  tarifTs,  tlic  following  reforms  have
becn  undertaken:  (a)  in many  countries  tliere
is  a tendency  towards  the rise  of  only  a few
tariff  categories:  Chilc  and  Bolivia  have  a flat
structure,  Argentina  and  Peru  have  tliree  tariff
categories,  Mexico  and  Brazil  have  six  and
seven  respectively;  (b)  average  and  maximum
tariff  lcvels  have  been  greatly  reduced;  noininal
tariff  rates  larger  than  20 per  cent  are  nowadays
considcred  to be too  l'iigli  in most  Latin  Amer-

spect  to the 1960s  and  1970s  when  tariff  rates
lower  than  20 per  cent  were  considered  to be
too  small.

Multiple  excliange  rates  had  been  used  in
many  countrics  in  Latin  America  during  the
period  of  import  substitution  strategy  as  a
complement  to  the  complcx  trade  regime;  a
dual  exchange  rate  rcgitne,  with  a controllcd
official  rate  for  the  tradc  balance  compot'ients
and  a free  rate  for  tlic  capital  account,  liad  been
used  by many  countries.  However,  at the  be-
ginning  of  the  1990s,  a unified  excliange  rate
system  prevailed  in most  corintries  of  tlie  re-
gion.  Strict  excliange  controls,  which  iverc  a
normal  feature  in most  of  the  Latin  American
countries  prior  to 1980,  have  been  considerably
relaxed  in many  economies;  foreign  exchange
transactions  and  dollar  deposits  are now  legal
operations  to which  most  agents  have  easy  ac-
ccss in many  countries.

The  role  of  exports  in  Latin  American
econoxnies  }ias  changed.  T}iere  has  been  a
sliarp  increase  in the  sliare  of  exports  in GDP
in the region  from  14 per  cent  (1980)  to 21.3
per  cent  (1993)  (table  5).  However,  the level
of  exports  measured  in per  capita  terms  is still
too  low.

It is difficult  to provide  compact  and  ac-
tual  figures  on privatization;  however,  it is well
known  that  there  has  been  a major
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Table  4

TARIFFS  AND  QUANTIT  ATIVE  RESTRICTIONS  IN  LATIN  AMERICAN  COUNTRIES

IN  THE  1980s

Country

Argentina
Bolivia
Brazil
Chile
Colombia
Costa  Rica
Ecuador
Mexico
Peni
Uruguay
Venezuela

Year

1986
1984
1985
1984
1984
1985
1984
1984
1989
1982
1988

( Percentages)

Tariffs

0 - 100
0 - 60

81 b
0 - 35

61 b
0 - 220
0 - 290
0 - 100
0-117
0 - 75
0 - 80

Surcharges

5
o

13
l
3
3
o
2

15
18

100
30
19

147
74

5

Share of  imports affected by
quantttatrve  restrtcttons  a

60
90
34  C

o
93  d

l
38
38

100  d
o

65  -

Source:  IMF  (1992).
a  Quantitative  restrictions  (QRs)  include  import  restrictions  through  exchange  control.  In  general,  QRs

correspond  to non-automatic  requirements  to import  permits.

b Average  value  of  all  tariff  categories.

c This  percentage  corresponds  to all  tariff  categories.

d In  this  case  QRs  correspond  to prohibitions.

e QRs  through  allocation  of  foreign  exchange.

privatization  prograrnrne  implemented  in many

countries  in Latin  America.

In  short,  in spite  of  all  the  old  criticisms,

IFI  policy  reforms  are  finally  prevailing;  in

general  terms,  Latin  America  has made  deep

changes  towards  bccorning  an  IFI  reformed

arcaA

B.  Review  of  IFI  criticism

Given  the  fact  that  most  Latin  American

countries  are  following  IFI  policy  packages,  is

there  anything  left  of  criticism  of  IFI

conditionality?  Let  us look  at the  following  is-

sues  (most  of  tlicm  are  rclatcd  to  Dv'lF

conditionality):  the  rise  of  the  same  adjustment

model  ever)ruahere,  the  overkill  of  adjustment

policies,  and  tlie  asymtnetry  problem.

The  traditional  macro-stabilization  ad-

justment  view  relates  the  external  disequilib-

rium  to the  internal  one;  the  excess  of  domestic

expenditure  (absorption)  over  national  income

generates  a deficit  in  the  current  account.

Standard  policy  prescription  suggests  the  com-

bination  of  expenditure-rcducing  policies  (ad-

justing  expenditure  to income  restrictiori)  and

output-expenditure-switching  policies  through

relative  price  changes  (for  example,  a devalu-

ation  would  provide  an incentive  for  t}ie  pro-

duction  of  tradeables,  while  it  would  discourage

the  consumption  of  tradcables,  thus  helping  to

reduce  any  external  disequilibrium).  &[oreover,

if  the  private  sector  budget  is in  equilibrium  (or

its  expenditure-income  deficit  is  relatively

small),  the  fiscal  deficit  becomes  the  main  fac-

tor  generating  the  external  disequilibrium.  In

tliis  case,  a tight  fiscal  policy,  complemented

by devaluation,  has been  the  policy  package

reconunended  for  solving  the  external  and

internal  disequilibria;  besides,  tliese  policies  are

of  a complementary  nature.  In  order  to trans-

form  a nominal  devaluation  into  a real  one,  it

is  nccessary  to  have  a contractionary  fiscal

policy  to avoid  an inflationary  outcome  whicli

would  erode  the  real  effect  of  the  devaluation.

3 There  are distinct  reasons  which  could  explain  these reform  changes:  (a) The IFI  have "convinced  the Latin  Ameri-

cans".  (b) "iVe  are all neoliberals  now".  (c) The 1980s were really  a "lost  decade in Latin  America".  The recovery

of  groivth  acquired  the first  priority,  and more  of the same old policies  would  not work;  hence deep IFI  reforms  were

implemented.
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The  experience  of  the  1980s  in  Latin
America  shows  that  there  are  three  distinct
problems  with  this  standard  view.  The  first  in-
cludes  the  possibility  that  a non-sustainable
external  disequilibrium  can  coexist  with  a pub-
lic  sector  showing  an important  surplus;  in  this
case,  it is the  private  sector  expenditure-income
deficit  that  generates  the  disequilibrium.  In
Chile  the  public  sector  had  an annual  surplus
of  the  order  of  2 per  cent  of  GDP  during
1978-1981,  while  at the  same  time  the  current-
account  deficit  was  increasing,  reaching  almost
15 per  cent  of  GDP  in  1981.  In short,  the
Chilean  experience  indicates  that  it is not  de-
sirable  to  distinguish  between  good  and  bad
trade  gaps  on the  basis  of  whether  they  are
generated  by the  private  or the  public  sector.
A  large,  unsustainable,  and  non-financeable
current  account  deficit,  no matter  which  sector
produced  it,  will  lead  eventually  to an unavoid-
able  adjustment  (Mcllcr,  1990).

The  second  problem  is rclated  to the  dif-
ficrilties  associated  with  a reduction  of  the  fiscal
deficit.  In  the  short  run,  the  rcduction  of  the
fiscal  deficit  would  crucially  depend  on  the
contraction  of  government  expenditures;  how-
ever,  this  situation  is  aggravated  when  in-
creased  external  debt  services  have  to  be
accommodated.  In  other  words,  when  the  IFIs
assign  first  priority  to  full  and  punctual  external
debt  servicing  and  there  are  rising  international
interest  rates,  this  factor  ixicreases  the magni-
tude  of  the  existing  fiscal  deficit,  i.e. an external
element  increases  the  fiscal  deficit  and  the
causality  is reversed:  an external  factor  causes
the  internal  imbalance  to deteriorate.

The  third  problem  relates  to  the  fiscal
difficultics  (or  benefits)  generated  by  a dcvalu-
cition  wl"icn  an  cxtcrnal  debt  service  exists.
Given  the  international  capital  market  situ-
ation,  during  the  1980s  I-atin  American  gov-
errimcnts  had  to make  an external  transfer  in
order  to  meet  external  debt-service  require-
ments;  f"or this  purpose,  these  goverriments  re-
quircd  foreign  exchange.  When  the  public
sector  is not  an cxportcr  (i.c.  thcre  arc  no state
export  enterprises),  an intcrnal  transfer  of  for-
eign  exchange  from.private  agents  to the  gov-
ernrncnt  is  required.  When  a devaluation  is
irnplcmcntcd,  thcrc  is a corresponding  increase
(in  domestic  currcncy)  in the  n"iagnitude  of  tliis
internal  transfcr  and,  in this  way,  thcrc  is an
arigmcntation  of  government  expenditures;
tints  a devaluation  aggravates  the  fiscal  deficit.
Morcover,  cconoinic  authorities  face  the  addi-
tional  problem  of  sterilizing  the  acquisition  of
foreign  excl"iange;  tliis  is one  of  the  factors  re-
lated  to the  increase  of  domestic  priblic  debt.
The  opposite  sifflation  is generated  when  tliere
exist  priblic  export  corporations  (such  as  for
petroleum  in Yexico  and  Venezuela,  and  cop-

per  in  Chile).  In  this  case,  one  tool,  (real)  de-
valuation,  helps  simultaneously  to reduce  the
fiscal  deficit  and  the  external  disequilibrium.
In other  words,  the  existence  of  public  export
corporations  alleviates  the  internal  transfer
problem;  moreover,  devaluation  acts  like  a tax
instrument,  increasing  government  revenues
(see  table  6).  Furthermore,  it is relatively  easier
to sterilize  the  monetary  impact  generated  by
the foreign  exchange  of  public  export  corpo-
rations  without  increasing  public  debt;  a special
stabilization  fund  can  be used.

The  initial  conditions  related  to the  mag-
nitude  of  the  fiscal  deficit  at the  beginning  of
the 1980s  (prior  to the  external  debt  shock),  in
addition  to the  two  problems  mentioned  above,
as well  as the  external  transfer  (accommodation
of  increased  debt  services)  and  internal  transfer
(the  negative  relations}iip  between  devaluation
and  fiscal  expenditures),  are  behind  the  difficult
stabilization  experiences  and  inflationary  price
explosions  observed  in several  Latin  American
countries.

The  overkill  adjustment  criticism  issue
was  behind  the  discussion  related  to the  alter-
native  definitions  of  the  fiscal  deficit  (primary,
operational  and  real,  including  internal  and  ex-
ternal  debt  interest)  and  (nominal)  public  sector
borrowing  requirements.

In order  to realize  the  magnitude  of  the
effort  behind  the  rccently  implcmentcd  fiscal
adjustment  in Latin  America,  let  us use a sim-
ple  decomposition  analysis  of  the  fiscal  deficit.
Using  f =  (T-G),'Y  as the  percentage  of  the
fiscal  deficit  with  respect  to GDP  (Y),  where  G
and  T are  government  expenditures  and  tax  re-
venues  respectively,  then,  by differentiation,  df
will  be the  clicingc  observed  in f:

df  =  fY a T  t; TYY  + a G G,
A  A

where  Y and  G are tlic  GI)P  and  government

expenditure grovsrth rates, a G and a T  are the
GDP  government  and  tax  revenue  shares,

and 6 'ry  is the income-tax elasticity. In the
reduction  of  f, thcre  is a contribution  of  tliree
distinct  factors:  government  expenditure  con-
traction,  the  positive  contribution  of taxes
(n'ffxture  of the  tax  system  and  economic
grotsth),  and  a third  element  wliich  combines
the  initial  conditions  (tlic  initial  level  or  tlic
dcficit)  and  economic  gro'xvth.

Let  us assume  that  tlic  initial  fiscal  deficit
is  6 per  cent  of  GDP,  i.e.  f =  -6 per  cent.
Standard  I;'VIF  adjustment  prograrnrnes  liave
used  a simple  rule  for  fiscal  deficit  reduction:
"cut  (in  one  year)  the  fiscal  deficit  to half",  i.c.

in this case, df = 3 per cent. Using a G = 26
per cent, a T  = 20 per cent, 6 'ry  = l and as-



LATIN  AMERICjtN  EXPORTS

(AnnuEa"[ao:e(rSrgoew, Aracent)

Argentina

Bo)ivia

Brazil

Ctiilc

Colombia

Costa  luca

Ecuador

El Salvador

Guatemala

Honduras

Mcxico

Nicaragua

Panama

Paraguay

Peru

Uruguay

Venezuela

1970-1980 1980-1990

Source:  [ECLAC.
a  Exports  (goods  and  services)  measured  in 1980  dollars.

b Exports  (FOB).

1990-1993 1980

Exports/GDP  a
(Percent)

1993

Expom  b
(  S million  )

1993

13,000

630

38,goo

9,215

7,695

1 ,915

2,925

720

1 ,325

965

2 9,375

260

5,265

1,330

3,385

1,600

13,945

Exports pzrcaptta

( $ Ip<r  capita )

1993

386

82

248

666

226

590

260

131

134

174

328

65

2,058

289

148

,  502

679
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suming  that  the  economic  growth  rate  is 4 per
cent,  employing  the  df  expression,  the required
government  expenditure  contraction  becomes
-7.5  per  cent.  More  than  60 per  cent  of  the  re-
duction  of  the fiscal  deficit  is related  to gov-
ernment  expenditure  contraction.

The  previous  calculation  underestimates
the  effective  r,eduction  of  government  expendi-
tures  that  had to  be  implemented  by  Latin
American  economies.  If  the  required  increased
external  debt  services  are added,  which  intro-
duce  pressures  ror  expenditure  enlargement,  the
cfTective  primary  government  ;xpenditu,re  con-

traction becomes: G P =  (G - a S S),'a GP,
where  S is the  growth  rate  of  external  debt  ser-

vices, and a S and a GP  are GDP shares of
external  debt  services  and  primary  government

expenditures. Assuming that % S increases
from 2 per cent to 3 per cent, then GP  becomes
-9.5 per  cent;  i.e. the  required  real  contraction
of  (primary)  government  expenditures  is close
to -10 per  cent.

Latin  Ameri nments  have  im-
posed  the fiscal  discipline  principle;  at the end
of  the  1980s;  most  of  their  economies  showed
primary  fiscal  surpluses.  In spite  of  this  fact,
many  governments  faced  a critical  fiscal  dise-
quilibrium;  when  public-sector  debt  interests
are considered,  some  countries,  like  Argentina,
Bolivia,  Brazil,  Mexico  and  Peru,  still  had  op-
erational  deficits  of  around  5 per  cent  of  GDP
at the end of  the 1980s.  Government  expendi-
tures  (excluding  social  security  transfers  and
interest  payments)  were  reduced  throughout
the 1980s  by 9 per  cent  of  GDP  in Bqlivia,  6
per  cent  of  GDP  in Peru,  3 per  cent  of  GDP  in
Chile,  and  around  l  per  cent  of GDP  in
Colombia  and  Venezuela.  If  the  GDP  sliare  of
these  government  expenditures  is considered  to
be arorind  15 per  cent  of  GDP,  a reduction  of
l per  cent  of  GDP  corresponds  to a 6.7 per  cent
contraction  of  expenditures.

It  is  interesting  to  compare  the public
sector  deficit  of  some  Latin  American  countries
with  those  of  some  developed  countries  during
the 1990s  (see table  7).  It  is observed  that,  in
general,  the  public  sector  deficits  of Latin
American  countries  are smaller  than  those  of
the  industrial  countries.

Now,  lct  us look  at tlic  asymrnetry  issue.
There  is an asymmetrical  situation  with  regard
to the problem  of  external  imbalance,  depend-
ing on whether  the country  is industrialized  or
developing.  The  IMF  has been  unable  to con-
vince  the industrial  countries  to apply  a con-

sistent,  uniform  economic  programme  that
promotes  international  financial  stability  and
world  growth;  in short,  "IMF  surveillance  over
the exchange  rates  and  other  macroeconornic
policies  of  industrial  countries  is not  effective"
(Moharnrned,  1993).

Moreover,  although  the external  imbal-

ance and the fiscal deficit of the United States
economy  have  been  at the core  of  the world
economy"s  unsatisfactory  functioning  in recent
years,  the  IMF  can do nothing  to surmount
tliem.  How  would  the United  States  Govern-
ment  and  people  react  if  the Fund  suggested
that  they  reduce  the size of  their  fiscal  deficit
from  4 per  cent  to 2 per  cent  of  GDP  within
one  year?

The  maintenance  of
nornic  and  financial  system  today  depends  es-
sentially  on  the  policies  applied  by  the
industrial  nations.  At  the  present  time,  not
only  is there  an asymrnetry  in the  conditionality
- the latter  applying  only  to devekrping  coun-
tries  - but  as a result  the  IMF  cannot  even  fulfil
its main  function.  It  has become  a mere  spec-
ator  and  commentator  with  regard  to world
conomic  trends,  unable  to influence  or alter
heir  course  (Miller,  1988).  In this  respect,
P61ak (1993),  has  (almost)  begged  developed
ountries"  governments  to listen  to IMF  state-

ments":  "the  design  of  national  policies  with
ue attention  to their  international  repercus-
ions  must  allow  for  an input  from  ... more

than  seven  countries".  Given  this  inability  to
convince  the industrial  nations  to modify  their
policies,  the IMF  and  the World  Bank  should
at least  be concerned  with  their  probable  effects
on the functioning  of  the world  economy  and
on the  developing  countries  (Please,  1987).

Indeed,  if  the developed  countries  apply
policies  that  adversely  affect  the world  econ-
omy,  the  developing  countries  are going  to suf-
fer the COnSequenCeS;"  hence  they  had  best  be
warned,  so that  they  can use the appropriate
tools  to try  to neutralize  the  impact.  The  IFIs
must  be aware,  then,  that  however  restrictive
the conditionality  imposed  on the developing
countries,  either  to eliminate  the external  im-
balances  or to ensure  continued  flows  of  debt
servicing,  this  will  not  lead  to  an orderly  growth
of  the  world  economy,  which  primarily  depends
on the  policies  of  the industrial  nations.

During  the  1980-1990  period  there  was
gradual  or  no "adjustment"  in the  United  States
fiscal  and trade  deficits,  whereas  deep adjust-
ments  were  observed  in Argentina,  Brazil  and

4 The  impact  of  the  hike  in the  real  international  interest  rate  in ffie  1980s  has represented  quantitatively  around  50 per
cent  of  the  total  amount  of  interest  payments  paid  by Latin  American  countries  during  the  1982-1986  period  (Bianchi,
Devlin  and  Ramos,  1987;  Meller,  1988).
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Table  6

FISCAL  REVENUES  PROVIDED  BY  PUBLIC  EXPORT  CORPORATIONS

Cie  (copper)

Mexico  (petroleum)

Venezuela  b (petroleum)

( Percentage of GDP )

1980-1981

2.5

7.8

18.5

1982-  1984

2. l

14.1

17.4

1985-1990

4.4

11.1 -

12.8 -

Source:  Romaguera  (1991);  Ortiz  (1990);  and  Velazquez  (1991).
a  1985-1989.
b  From  1983-1987  it includes  exchange  rate  profits  which  were  (annual  averages):  5.6 per  cent  of  GDP  for

1983-1984  and  4.6  per  cent  of  GDP  for  1985-1987.
c 1985-1987.

Mexico.  This  quite  different  adjustment
behaviour  pattern  lies  at  the  root  of the
asymmetry  issue;  Latin  American  economics
have  to  implement  drastic  adjustment  pro-
grammes  generating  heavy  social  costs,  while
developed  countries  are  able  to  smooth  and
face  out  adjustment  over  a long  period  of  time,
in this  way  rninirnizing  social  costs.  Basic  ele-
ments  explaining  this  difference  are related  to
the  fact  that  developed  countries  have  many  fi-
nancial  alternatives  which  allow  them  to ignore
the  I:'V[F;  moreover,  they  have  stronger  bar-
gaining  power,  which  is used  to  "convince"  their
cornrnercial  partners  to  share  part  of  the ex-
ternal  disequilibrium  adjustment  process.

Related  to  the  last  issue,  the  international
asyxrunetry  entails  another  basic  problem.  The
fact  that  there  are  countries  ivith  a trade  deficit
necessarily  implies  that  others  are  accumulating
a surplus.  Then  why,  in view  of  the  existing
imbalance,  should  only  those  with  a deficit  bear
the  brunt  of  adjustment?  The  obvious  ansysaer
would  be that  only  the  countries  with  a trade
deficit  face  problems  of  financial  liquidity;  and
this  is what  leads  Latin  America  to turn  to the
IMF.  However,  this  need  not  be so.  Already
in the  1940s,  when  the  creation  of  the  I:\/I  F and
the 'vVorld  Bank  was being  discussed,  Keynes
advocated  syn'unetry  in tlie  distribution  of  t}ie
costs  of  adjustment.

The  countries  with  trade  surpluses  liave
to permit  access  to the  exports  of  deficit  coun-
tries,  so tliat  they  are able  to generate  the  for-
eign  exchange  necessary  for  financing  the
deficit.  This  is exactly  wliat  the  United  States
is trying  to do by "convincing"  Japan  of  what
it should  do to reduce  its trade  surplus.  In  or-
der  to alleviate  the  burden  of  adjustment  linked

to the  United  States  external  imbalance,  Japan
should  be willing  to increase  its imports  from
the  United  States  and  "voluntarily"  reduce  its
exports  to that  market.  As  can  be observed,
this  is a partial  bilateral  approach  to a more
general  problem,  which  can  be used  only  by  big
and  powerful  countries.

In  sum,  the  IMF  and  the  World  Bank  are
facing  a number  of  dilemmas  in fulfilling  their
function  of  supervising  the  orderly  and  stable
growth  of  the world  economy.  I-Iow  'can the
IMF  influence  the  economic  policies  of  the  in-
dustrial  nations?  How  can  it }iave  an influence
on countries  that  do not  need  loans  from  it?
Ilow  can  it suggest  c}icinges  in the  policies  of
countries  with  a trade  surplus?  (Kenen,  1987).
The  overall  problem  seems  to  be  associated
with  the  disposability  of  the  appropriate  mech-
anisms  so that  the  IM  F can  have  a svrnmetrical
influence  on botli  the  industrial  and  the  devel-
oping  countries,  or on tlie  surplus  and  deficit
countries,  so as to promote  a more  equitable
distribution  of  the costs  of  adjustment  where
external  imbalances  exist.  For  example,  the
IMF  could  rely  upon  various  mechanisms  to
induce  trade  surplus  countries  to facilitate  ac-
cess for  the  exports  of  deficit  countries.

C.  Present  economic  problems  and

roles  of  international  financial

institutions

The  present  economic  world  is one  where
the  rules  of  the  international  monetary  system
are  not  clear  at all;  i.e.  tliere  are  no  defined  nor
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Table  7

PUBtlC  SECTOR  DEFICIT  IN  tATIN  AMERICAN  AND  INDUSTRIAL  COUNTRIES,  1992

Latin  America

Argentina
Bolivia
Brazil
Chile
Colombia
Costa  Rica
Ecuador
El  Salvador
Guatemala
Honduras
Mexico
Nicaragua
Panama
Paraguay
Peru
Uruguay
Venezuela

Sotvce:  ECLAC  and  UNCTAD.

( Percentage of GDP )

Industrial  countries

Belgium
Canada
Denmark
France
Germany
Greece
Ireland
Italy
Japan
Luxembourg
Netherlands
Portugal
Spain
United  Kingdom
United  States

agreed  rules  of  international  monetary
bchaviour  which  establish  a pattern  of  con-
straints  to  national  behaviour.  The  Brctton
Woods  system  established  in  1944  was  based
on  a fixed  exchange  rate  regime;  currencies
were  pegged  to the  dollar  which  was  pegged  to
gold;  the  dollar  constituted  the  main  interna-
tional  rcscrve  asset,  and  Bretton  Woods  rules
specified  national  monetary  authorities"  inter-
ventions  to avoid  divergences  between  market
and  official  pegged  exchange  rates.  Tliis  system
collapsed  in 1971  when  the  United  States  Gov-
ernment  "closed  the  gold  window".

The  Bretton  Woods  system  was  replaced
by  a floating  exchange  rate  regime,  whcre  na-
tional  monetary  authorities  would  let market
forces  establish  the respective  equilibrium  ex-
change  rate  values;  interventions  by monetary
authorities  were  considered  useless  against
market  forces.  "The  Bretton  Woods  rules  wcre
changed,  not  because  it was  thoright  that  the
new  rules  wcrc  superior,  but  because  the  old
rules  no  longer  corresponded  to monetary  real-
ity"  (Dam,  1982,  p. 6).  Later  on,  the  floating
regime  was  replaced  by  the  G-7  managed
intervention  regime  during  the  second  half  of
the  1980s.

There  has been  a long  and  inconclusive
discussion  at the  academic  level  with  respect  to
the superiority  of  a fixed  or floating  exchange
rate  regime.  Tlie  pragmatic  "pegged  but  ad-
justable"  exchange  rate  regime  (including  target
zones)  implemented  by  the  G-7  is a sort  of  mix
of  the  free  market  and  interventions  by the
monetary  authorities  in order  "to  avoid  the  ex-
cessive  instability  of  flexible  rates  and  the  ex-
cessive  rigidity  of  fixed  rates"  (Bergsten,  1990).
However,  this  type  of  pragmatic  regime  is con-
sidered  to be unsustainable  i-n the  long  run.S

The  IMF  is the  international  institution
which  should  be  concerned  with  the  orderly
evolution  and  the  smooth  functioning  of  the
international  monetary  and  payments  system.
But,  there  are  no  generally  established  rules
which  should  guide  the  behaviour  of  the  IMF;
moreover,  international  monetary  stability  and
its  evolution  depends  fundamentally  on  the
economic  situation  of  the  developed  corintries
and  the  policy  measures  adopted  by the  G-7.
So wliat  role  can  the  IMF  play?  }Ias  the  IMF
become  an  irrelevant  institution?

The  present  world  is one  where  there  has
been  an increase  in economic  global  interde-
pendence;  lience,  what  is required  is a coherent

5 The  main  argument  here  is that  the  markets  can  bring  to bear  considerable  resources  that  will  make  it increasingly
difficult  to face  a speculative  attack.  Moreover,  "systems  or  pegged  but  adjustable  rates  and  narrow  target  zones  offer
investors  costless  one-way  bets"  (Eichengreen,  1993,  p. 67).
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overall  economic  framework  to  examine  the
consequences  for  the  rest  of  the  world  of  G-7
actions.  Given  the  present  situation,  the  first
best  would  be active  participation  by  the  IMF
in G-7  meetings,  specifying  and  discussing  the
effects  of  different  G-7  policy  alternatives  upon
the  global  economy  and  upon  the  developing
countries;  the  IMF  would  be a sort  of  repre-
sentative  of  the  rest  of  the  world  in the  G-7
meetings.  The  second  best  role  of  the IMF
would  be related  to analysing  the  global  effect
of  G-7  measures  upon  the  world  economy,  with
specific  reference  to the  developing  countries.
Given  the  global  interdependent  relationship
and  the  crucial  impact  of  G-7  policies  upon  all
economies,  developing  countries  have  the  right
to know  and  to  anticipate  the  consequences  of
G-7  actions;  the  IMF  has  the  resources  to  per-
form  the  role  of  analysing  and  disserninating
the  relevant  information.

Moreover,  the  developing  countries  re-
quire  the  IMF  to perform  its more  traditional
and  specific  role  related  to the  provision  of  fi-
nancial  liquidity  to  meet  short-run  external
disequilibrium  problems.  Since  it is clear  that
their  economic  behaviour  does  not  affect  or-
derly  world  monetary  evolution,  the  IMF
conditionality  package  should  start  considering
some  of  the  suggestions  already  made  by  econ-
ornists  from  developing  countries;  a list  of  these
recommendations  will  be provided  below.

The  traditional  main  development  objec-
tives  are  (long-run)  groivth  and  equity.  In-
creasing  long-run  growth  is  related  to  the
augmentation  of  savings  and  investment,  and
to the  increase  of  productivity;  this  involves  is-
sues like  investment  in human  capital  (educa-
tion  and  training),  entrepreneurial  performance
and  labour  motivation,  improving  domestic
capital  and  labour  market  institutions,  invest-
ment  in infrastructure;  research  and  develop-
ment,  etc.  The  equity  objective  includes
povcrty  alleviation  and  the  reduction  of  income
inequality;  the  focusing  of  objectives,  decen-
tralization,  and  local  government  accountabil-
ity  have  become  key  concepts  in  the
achievement  of  this  objective.

Groivth  and  equity  objectives  have  been
affected  negatively  in the  short  run  by stabili-
zation  and  structural  adjustment  reforms;  how-
ever,  the  non-implementation  of  policy  reforms
does  not  achieve  better  (medium-  and  long-run)
results  for  the  groivth  and  equity  goals.  &Iore-
over,  adjustment  reforms  can  have  IFI  financ-
ing  to  help  achieve  the  long-rrin  grotvth
objectives;  but  developing  countries  have  ob-
served  that  "adjustment  without  a human  face"
can  be politically  destabilizing  in thc  sliort  run.

Policy  reforms  have  distributive  effects;
this  is especially  valid  for  adjustment  policies.
It  is important  to quantify  the  distributive  im-
pact  of  alternative  reform  policies  upon  differ-
ent  income  groups.  There  is  now  a wide
consensus  that  the  poor  should  not  bear  most
of  the  burden  of  adjustment  and  policy  reforms;
safety  nets  for  the  poor  sliould  be a required
component  of  IFI  conditionality  packages.

In  general,  policy  reforms  generate  short-
run  losers  and long-run  winners;  hence,  the
losers  will  actively  oppose  the reforms,  while
the  prospective  winners  will  maintain  a passive
attitude.  In  some  developing  countries  the
losers  can  prevent  or  stop  reforms,  while  in
others,  reforms  are  sustained  until  they  achieve
economic  success.  Some  stabilization  and
structural  programmes  applied  in  different
Latin  American  economies  have  worked  and
some  have  failed;  therefore,  it is important  to
study  the  specific  contexts  and  the  forces  be-
hind  the  political  process  of  decision-making
which  lead  to positive  economic  results.  Fur-
thermore,  the  implementation  of  reforms  takes
time;  it takes  even  more  time  until  society  be-
comes  aware  of  clear  improvement  in its wel-
fare;  in this  case  the  time  is measured  in years
... many  years.  So how  can  consensus  and  a
political  coalition  be  established  in  order  to
maintain  and  sustain  policy  reforms  over  a long
period?  In some  Latin  American  countries  a
political  coalition  including  government  and
opposition  political  parties  is reqriircd  in order
that  all  political  partics  share  the  concrete
short-run  costs  and  eventual  long-run  benefits.
The  political  economy  analysis  of  policy  re-
forms  in developing  countries  is an important
ingredient  for  the  understantling  of  successful
reform  programmes  (Rodrik,  1993).

Macroeconoxi'iic  stability,  elimination  of
distortions  and  extensive  use  of  tlie  market
mechanism,  external  opening  and  export  pro-
motion,  privatc  invcstmcnt  and  cntrc-
preneurship,  are IlOw  cotisidered  tlie  key  neces-
sary  components  for  rapid  growt}i  in develop-
ing  countries;  however,  they  seem  to be only
necessary  but  not  sufficient  conditions.  A re-
cent  World  Bank  study  of  East  Asian  econo-
mies  has stated  that  tlic  previousLv  mentioned
"fundamental  policies  do  not  tell  tlic  entire
story.  In  most  of  thc  East  Asian  economics,  in
onc  form  or  another,  the  govcrnmcnt  ixitcr-
vened  - systematically  and  through  multiple
channels  - to foster  development,  and  in some
cases  tlie  development  of  specific  industries  ...
At  least  some  of  tliese  interventions  violate  the
dictum  of  establisl"iing  for  the  private  sector  a
level  playing  field,  a ncutral  incentives  regime
...  Our  judgment  is that  in a few  economies,
mainly  in Nortli-East  Asia,  in some  instances,
government  interventions  resulted  in }iigher  and
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more  equal  growth  than  otherwise  would  have
occurred.  However,  the  prerequisites  for  suc-
cess  were  so rigorous  that  policymakers  seeking
to  follow  similar  paths  in  other  developing
economies  have  often  met  with  failure"  (World
Bank,  1993,  pp.  5-6).6  In  other  words,  "contrary
to the currently  fashionable  views  worldwide,
one  of  the  key  ingredients  in  East  Asia's  success
was  active  government.  But  it was  not  more
government  which  had  a positive  effect  - it was
better  government"  (Lcipzigcr  and  Thomas,
1993,  p. 6).

Another  interesting  result  of  the  East
Asia  study  by the  World  Bank  is  that  each
successful  country  seems  to be a special  case;
i.e. there  }ias  not  been  only  one  model  or for-
mula  which  generated  the final  success.  One
surprising  outcome  is related  to the  alternative
and  sometimes  opposed  interpretations  about
the  common  features  surrounding  the success-
ful  growth  performance  of  East  Asian  econo-
inics.7  In short,  it has bccn  argued  that  "no
simple  generalizations  can capture  either  the
diycrsity  or complexity  of  East  ,Asian  success...
East  Asian  development  strategy  must  be
sought  not  in policies,  but  in  deeper,  functional
aspects  of  the  development  process.  Rapid  de-
vclopmcnt  does  not  call  for  any  specific  policy
package,  but  it  does  require  policies  that
acliicve  certain  fundamental  goals"  (Pctri,
1993).

As stated  previously,  Latin  Amcrica  )ias
in general  implcmcntcd  tlic  fundan"icntal  cco-
nomic  rcforms  (macro-stabilization,  tlic  market
mechanism,  cxtcrnal  opcning,-tlic  private  scctor
playing  a key  role);  however,  sometliirig  else is
rcquircd  to achicvc  growth  and  equity:  (a)  Pol-
itical  clcmcnts  arc  importayit:  evaluation  of  thc
political  1-casibility  ;ind  appropri:itc  timing  of  a

policy liackage, and building  political  consen-
sus and  a political  coalition.  (b)  Knowlcdgc  of
specific  domestic  key  fcaturcs:  instiffitional  as-
pccts,  bcl'iaviour  of  the  public  bureaucracy,  na-
tional  lcadersliip.  (c) Measures  in'iproving  t}ic
put':ilic  sector  :ind  oricritcd  towards  liitving  a
=bcttcr"  government.  (d) Focusing  or objcc-
tivcs,  dcccntralization,  local  government  ac-
cormtability,  higher  efficiency  arid  a degree  of
control  of  specific  policy  measures.

In  brief,  tlici-c  arc  no gcncral  rulcs  for  tlic
promotion  of' dcvclopmcnt  in  ltixi  y'uncric;i;

:id  hoc  spccific  and  dctailcd  actioxi  at difTcrcnt
levels  lifts  to be takcn  in cacli  specific  country
to gcncratc  political  consensus,  deepen  dcmoc-
racy  and  build  tlic  appropriate  institutional
framework.  So  svhat  role  can  or sliould  the

World  Bank  play  in this  respect?  Wliat  overall
role  is left  for  the  World  Bank?  Sectoral  and
regional  programmes  require  large  amounts  of
specific  domestic  inputs;  specificity  instead  of
generality  has become  the  key  ingredient  for  a
successful  policy  measure  (for  example  reforms
related  to  education,  labour  training,  health,
social  security,  improving  public  sector  human
capital  ;kills,  etc.).  It is not  obvious  what  ad-
vantage  an institution  located  in Washington
D.C.  lias  to suggest  or  propose  a given  specific
reform  for  each  Latin  American  country;  fur-
thermore,  what  comparative  advantage  or ad-
ditional  information  do  World  Bank
professionals  have  with  respect  to Latin  Amer-
ican  profcsionals,  especially  considering  the
large  number  of  the  latter  that  have  had  grad-
uate  training  in  United  States  or  European
universities?  In  short,  what  do  they  know
about  Latin  American  economies  that  we do
not  know?

Tlie  IFIs  have  been  uscd  as  scapcgoats
for  the  required  adjustments  and  policy  re-
forms.  Moreover,  they  have  been  criticized  For
=doing  too  little"  or "doing  too  much";  =doing
too  little",  because  distributive  and  social  di-
mensions  are  not  considered  or  included  in
conditionality  packages;  "doing  too  much",  be-
cause  conditionality  packages  include  cconornic
objectives  which  go beyond  IFI  mandates,  and
in this  way  interfere  too  mrich  with  national
priorities.

The  IFIs  liavc  been  scnsitivc  to tbis  typc
of  criticism.  }}owevcr,  IFI  reaction  has been
tnisguidcd  in  the  direction  of spending  rc-
sources  in the  marketing  of  IFI  coxiditionality

liackagc.s and IFI  rcscarch activities  in
dcvcloping  countrics.  T)ic  World  Bank  (1989)
dcfincd  this  approach  in  a vcry  neat  way:
=Experience  has  shotvn  tli;it  the  govermncnt
nccds  to =own=  tlie  progratnmc.  ,a'iltboriglt  tbe
goiocrnmcnt  may  havc  received  help  in
designing  tlic  programme,  tlic  autlioritics  nuist
understand  it fully  arid  lie  satisfied  that  it is the
appropriate  corirsc  of  action  for  thcir  corintry=
(World  Bank,  1989,  p. 23).  It is qriitc  obvious
tliat  cach  Latin  .+'lmcrican  govcrnmcnt  ivill  fccl
it =owns"  a programme,  when  tliis  progran'tme
lias  been  athome-made=  by  its  o'yvn

liroressionals;  in tliat  case, it ivill  fully
understand  it and  ivill  be ["rillv  satis['icd  ivitli  its
proposed  course  of action.  IFI  advice  is
ivelcome,  but  shorild  be  complementary  to  a
=blueprint"  prepared  by  local  stan-.

To  finisli,  tvc svill  providc  a short  syntlic-
sis of  IFI  conditionalitics  ivhich  have  already

6 For  a discussion  of  tliesc  prercquisites  for  succcssi'ul  govcrnincnt  inLerventious  see  l}ibino  and  .Amsdcn  (19Q2).
.Ainsdcn  (1Q93),  'iVorld  13;uik  (1993)  and  Leipzigcr  and  l'tiomas  (19Q3).

7 See rcl-ci'cnccs prosidcd  in tlie liresiotis  fcicitiiote.
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been  suggested  by  different  econornists.8  al"he

main  guidelines  suggested  for  IMF

conditionality  have  been  the  following  (Group

of  Twcnty-Four,  1987;  Bacha,  1985  and  1987;

SEL.-"k,  1986):

Reverse  coriditionality.  The  adjustment

programme  must  be designed  by  the  borrowing

country,  takiiig  into  account  the existing  ex-

tcrnal  constraint.  Thus,  the  homogeneous  and

uniform  prograrnrnes  of  the  IMF  worild  be re-

placed  by  "home-made",  "fitted"  adjustment

programmes.  This  proposal  is probably  more

significant  for  the  small  cormtrics  t}ian  ror the

largcr  ones,  since  the  latter  have  grcatcr  bar-

ga+nlng  poXl'er.

Now  lct  us  look  at  this  conditionality

f'ron'i  an  operational  standpoint.  A country

prcscnts  the  IMF  witli  its  adjustment

prograrnrnc  and  a rcqriest  for  credit.  IMF  ex-

pcrts  review  the  consistency  and  viability  of  the

programme.  If  scrious  disagrccn"icnts  arise  over

its feasibility,  tlic  Executive  Director  is called  in

to settle  tlicm.  The  final  rcsult  prolialily  con-

SiStS of  a comprotnisc  solution  between  t}tc  ad-

justmcnt  programme  submitted  by tlie  country

and  the  observations  suggested  by  the  I:'viF

cxpcrts.  But  what  is crucial  aborit  tliis  process

is t}ic  point  of  departure  of  tbc  negotiatioxis  (in

tl'iis  casc,  thc  lion'ic-made  programme),  since

tlic  final  result  commonly  dcpcnds  on  tlic  initial

terms  or  the  discrission.

Conditionalit)i  tliat  takes  into  account  var-

itzbles o,ftlie reiil sector of  t/ie econom)z In ordcr
to liut  a ceiling on thc domestic cost of adjust-
mcnt,  it could  bc  stipulated  that  whcn  given

lcvcls  arc  cxcccdcd  in thc  dcclinc  in output  or

tlic  incrcasc  in  t}ie  rmcmploymcnt  rate,  the

coruitry  will  be provided  with  further  increases

in external  credit.  TIIC  progrannnc  signed  by

&[cxico  irx 1985  containcd  a clause  or tliis  type.

Tluis,  Bac}'ia  (1')87)  suggests  t}iat  t}ie

financial-budgetary  exercises  tr:iditionally  car-

ried  orit  by the  Fund  lie complemented  by na-

tional  feasible  economic  growth  rate  exercises,

from  which  will  evolve,  as a rcsidual,  the  vol-

ume  of  financial  resources  necessary  for  sup-

porting  a given  rate  of  expansion  of  output.

The  identification  of  that  minimum  rate

(consistcnt  with  adjustment),  which  can  be used

as a point  of  reference  for  all countries,  can

cause  sc.me  difficultics.  Thc  zero  figure  always

holds  great  attraction,  in as much  as it could

be asserted  tliat  zero  growth  in per  capita  in-

come  mcans  tliat  the  currcnt  lcvcls  at least  do

not  dctcrioratc.  But  this  would  mean  applying

a strictcr  criterion  to those  couritrics  that  have

a higher  rate,  which  would  make  no sense.9

Conditionality  at tss'o levels.  In this  case,

it is suggcsted  t}iat  a distinction  be rnadc  bc-

twccn  the  cxtcrnal  variablcs  (those  linked  to the

balancc  of  payments  and  international  rcscrvcs)

mcasurcd  in foreign  currency,  axid  the  intcrnal

variables  (fiscal  dcficit,  domcstic  crcdit,  in-

flation)  measured  in local  currency.  The  prior-

ity  conditionality  For t}ic  IMF  would  be that

corrcspoxiding  to  the  variables  cxprcssed  in

foreign  currency,  the  domestic  goals  would  then

be relaxed  when  the  external  goals  had  been

met  (Bacha,  1985).

Spraos  (1986)  suggests  a more  extreme

option.  IVIF  conditionality  must  be ccntrcd

on a single  goal,  tl'ic  balaxicc  of  payments,  and

later,  rising  only  indicators  (targcts,  ixi  tliis

case,), linked  directly  to external  accounts.  A

sin'fflar  point  has bccn  made  by  Cooper  (1993).

Bacha  (1987)  rccls,  from  a pragmatic  stand-

point,  t}iat  it  is  more  fcasiblc  to  acliicve  a

tnodification  in  Dv'lF  conditionalitv  toward

conditionality  at two  lcvcls,  as prcviously  ixidi-

catcd,  wliich  attempts  to eliminate  a corisidcr-

able  part  of  the  cxisting  conditionality.  From

tlie  perspective  of the  borrowing  countries,

conditionality  at tsvo lcvds  would  substantially

nilfil  a vcry  siinilar  ninction  to tlic  one  centred

exclusively  on tlic  balance-or-payments  objcc-

tive.  'o

8 This  part  uses elements  from  }lcllcr  (1989).

9 T)ic  applica(ion  or  t)ic  "rule  o('  tivo",  i.c.  dividing  by txvo the  average  value  of  the  countr)i's  economic  growth  rate  for

(lie last live years, is lirobahly  a less discriminalory  criterion.  Tliis  "rule  or two" would  have a precedent  in the fi-
nanci;if  cvcrciscs  of'  l)ic  Fund,  svhich  would  use it in order  to determine  the  level  of  fistal  deficit  that  must  be rcachcd

by Llic concerned  dcvc!oping  countries  in order  to iinplcmcnt  llie  adjustmcnL  prograinmc  (l)ac)'ia,  1987).

10 Spraos  (1Q86)  raises  ;ui  ;idditional  problem  isiffi  respect  to the  indicators  (targets)  included  in the  conciilionali(y,  which

are  tlie  frames  or re('erence  for  determining  the  performance  (or  non-perf'ormance)  of  tlie  agreed  adjustment

programme.  Should  tliey  be linked  to lie  policy  goals  or  iristruments'!  The  I1 €F uses  as a criterion  the  level  or the

instrumems.  Thus  it is supposedly  possible  to discern  tvhen  the non-perrormance  of  an adjusunem  programtne  is

caused  by endogenous  or  exogenous  factors;  a country  ivould  be resporisible  only  ivlien  it does  not  meet  the  goals  of

a programme  that  is under  its control  (Kenen,  1987).  But  how  can  lJiose  cases  in wliich  the  governments  do not  retain

total  control  over  the  instruments  be distinguished?  Spraos  also  points  out  some  of'  the  difficulties  involved  in the  use

of  instruments  as targets.'  (a)  there  must  be a stable  and  very  svell-defined  relationship  between  the  policy  instrument

and  (he objective  for  whicli  it is being  used;  (b) there  is not  alivays  an operaLionalization  of' the  instrument  sthich

indicates  that  it is tlie  best;  this  is iIlustrated  ly  tlie  various  types  of'  M  used  to tie  in to the  concept  of  money;  (c)  the

ins(rumen[  selected  has to be tube  only  one  t}iat  can  alter  tlie  value  of'the  objective  variable  in tlie  direction  desired.

Obtiotisly,  it is difficrilt  for  all  of  these  requirements  to be met  in t)ie  real  svorld.
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Corisistency betsveen rite level of exteianal
siariables and the ininimiun goal of economic
grosvtli  stipulated.  This  level  has to take  into
account:  (a)  an  adequate  expansion  of  domcstic
credit  (probably  witli  one quota  that  is lower
and  another  that  is iiighcr),  so as to maintain
enough  liquidity  to sustain  the  dcsircd  level  of
growtli;  (b)  a fiscal  deficit  that  ensures  the  es-
sential  levels  of  public  investment  and  social
spending  for  achieving  the objcctivcs  of  eco-
nomic  growth,  allcviation  of  poverty  and  redis-
tribution  of  prospcrity.

Expansion  of  tlie coiripensatoiy  financirig
facility  (CFF)  in order to cover a major  pro-
portion  of  the drop  in exports,  consideration
of  possible  variations  in international  interest
rates,  and  facing  policy  shocks  from  G-7
macro-management.  It  would  probably  be
morc  logical  that  the  access  to  tlic  CFF
programme  be related,  not  to the quota  that
each  country  contributes  to thc  Fund,  but  to
t}ie  magnitude  of  the dornestic  disequilibrium
gcncratcd  by  the  cxtcrnal  maladjustmcnt  (asso-
ciated  with  t}ie  Fall in exports,  t}ie  increase  in
the  intcrcst  rate  or  the  G-7  policy  shock).11

The  present  World  Bank  role  is less clear.
Development,  i.c. growtli  and  equity  goals,  re-
quire  highly  specific  and  numerous  "home
madc=  ad hoc  actions;  the  '+Vorld  Bank  sliould
focus  its  role  as  a financial  intcrmcdiary  for

dcvcloliing  countries,  i.e. Intcrnatior'ial  Finance
Corporation  (IFC),  Vultilatcral  Investment
Guarantee  z'ygcncv  (:'VIIG,il)  and  Iritcrnational
I)cvclopmcnt  .Associcition  (II.M)  sliould  play
the  major  rolcs.  Scctoral  loans  and  specific  in-
vcstmcnt  projcc.ts  should  constitute  thc  corc  of
total  lending.  Ilowcvcr,  if  this  is the task  or
rcgional  dcvclopmcnt  banks  (for  example  tlic
Iritcr-,"uncrican  I)cvclopmcrit  Barik  (If]3)),
why  should  thcrc  be a scparatc  entity  like  the
lVorld  J3ank?

Furtl'icrmorc,  in  order  to  iinprovc  tlic
qriality  or policy  rerorm  advicc  and  develop-
mcnt  rcscarch  in dcvcloping  countries,  several
distinct  spccil-ic  local  fcaturcs  (political,  social,
irqstitutional,  country  idiosyncrasies,  etc.)  liave
to be considcrcd;  this  requires  rcscarchcrs  ;+nd
policy  advisors  'To be tlicrc,  ivhcrc  thc  action
IS .

l'hc  X!i7orld Bank  and the  Dv4F sliould
:ipply  to tl'icmsclvcs  a major  stnicturiil  rc[-orm.

I-licsc  IFIs  are liighly  protected  research  insti-
tutions;  they  s}iould  be  exposed  to  external
competition  in research  matters  related  to de-
vcloping  countries.  As usually  happens  with
protected  sectors,  IFI  professionals  cost  much
more  than  professionals  living  in their  native
developing  corintrics  and  having  similar  quali-
fications;  moreover,  tliese  professionals  in de-
veloping  countries  also  have  the comparative
advant.:tge  of  knowledge  with  respect  to  do-
mcstic  institutions  and  idiosyncracics.  In  short,
there  exists  a distortion  that  open  competition
ror IFI  rcscarcli  funds  would  liclp  to remove,
leading  in this  wa)i  to the dcccntralization  of
dcvcloping  corintry  research;  this  would  up-
grade  policy  advice  and  development  rescarch
for  developing  countries.  For  cxamplc  if  the
equivalent  or 50 pcr  ccnt  of  the  rcsourccs  used
in  Washington  to  finance  1000  World  Bank
economists  were  used  in 100  developing  coun-
tries  to finance  1000  graduate  domcstic  econo-
mists  (on  average  10 per  country),  the policy
reform  advice  and  dcvclopincnt  rcscarcli  would
bc  greatly  improved;  there  would  also  be
spillovcrs  and  domcstic  cxtcrnalitics  incrcasing
local  research  and  developtnent.'2  .!kt tlic  same
time,  thcrc  would  be an  important  saving  of
resources  in Washington  D.C.  'bVorld  Bank  ex-
pcnditurcs,  since  at lcast  1000  of  its  economists
locatcd  in 'yVas}iington  would  be axcd  From  tlic
sta[T.  T-}ic result  would  be bcttcr  policy  advice,
more  rclcvaxit  dcvclopmcnt  rcscarc)i  and  re-
duction  or stafT  expenditures.  This  is clearly  a

Parcto imlirovcmcnt  proposal:  w)iat lircvcnts
its ac}iicvcn'icnt?

In synthesis,  t)ic  main  IFI  i'ctisori  da5tre  is
related  to  the  developing  countries.  iilt  tlie
l'icginning  of-t)ic  1990s,  Latin  y'uncrica  liecame
an IFI  reformed  area.  Ill  tlic  ricar  lauture,  tlie
IFIs  shorild  become  a developing  countries'
Forum  for  global  macroeconomic  discussions,

:ind  s)iorild  convey  dcveloliiyig  countricsa
coxiccrns  to tlic  (2i-7 about  tlie  implications  or
tlicir  policy  ;ictioxis;  ir  this  is to be the  case,  it
is already  time  to start  thinking  tliat  tlie  I:'vlF
:?Ianaging  Director  s)ioulc'l  come  fi'om  a
dcvclopixig  country.  l-he  'yVorld  Bank,  togetlier
svitli  (or  iricorporatcd  into)  tlie  II)B  and  ot!ier
regional  bariks,  shorild  bccorne  financial
intermediaries  For  the  economics  of  tlic

dcvcloliing  countries.

II Other  proposals  by Lhc Group  of 24 (1987) are that: (a) (he })IF  s)ioulc'l not set precise  quantitative  goals, but ranges
or goals for crucial variables; and (b) CFF programmes must dcliniuvcly rcl'i!ace standby loans.

12 0ne thousand  lVorld  Bank pro['essionals  loc;iled  in 'iVas}iington,  D.C.  require  (including  staff  support)  5200 million
per year.  One thousand  developing  counlry  Pli.D.  economists  svorking  in 100 research  centres located  in ltieir  osvn
countries  svould require  (including  staff  stipport  and fixed costs) less than 5100 million  per ytar.
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IMF-WORLD  BANK  POLICY  ADVICE:  THE
C,)ORDINATION/CROSS-CONDITIONALITY  QUESTION

Roberto  Junguito

A.  Mandates  of  the  IMF-World  Bank:

original  coordination  issues

The  purpose  of  this  paper  is to analyse,
from  a l"iistorical  perspective,  the  process  of
policy  advice  given  by  the  IMF  and  the  'vVorld
Bank  to developing  countries,  focusing  on the
coordination  and  cross-conditionality  ques-
tions,  as well  as on  the  challenges  for  the  1990s.

It  is clear  that  from  tlieir  creation  tlqe two
institritions  yvcre  given  different,  t}iorigh  com-
plcmcntary  mandates.  In  a memo  from  the
United  States  Treasury  Dcpartmcnt,  dated
April  1942,  it bccomcs  cvidcnt  tliat  tlic  ,Amcri-
can  idea  was  to have  two  institutions  dealing
rcspcctivcly  with  the  issues  of  currency  stabili-
zatioxi  arid  economic  growth.  It also  stresses
that  t}ie  two  tasks  wcrc  divcrsc  and  tliat,  tbcrc-
fore,  thc  institutions  should  have  different  re-
sponsibilities,  rcsorirces  and  criteria  for  action.
In  the  terms  of  reference  for  t}ic  United  States
riegotiators  at  Brctton  'vVoods,  tlie  House  of
Rcprcscntativcs  recommended  that  t}ie  future
I:'vtF  should  only  extend  short-tcrm  balancc-
of-payments  support.  On  tl'ie other  hand,  it is
also  known  that  the  rcprcscntativc  of  India  in
the  negotiations  insisted  on including  the  idea
of  promoting  "dcvelopment"  in the  mandates
of  both  institutions  (World  Bank,  1989).

The  final  draft  of  tlie  mandates  reflects
tlic  compromise  rcachcd  among  thc  ncgotiating
parties.  While  the  position  of  the  developing
countries,  led  tl'ien  by India,  conveyed  tlic  idea
of  promoting  development  by  including  a com-
mon  article  referring  to tlie  objective  of  seeking
the  development  or  productive  resources  as well
as income  and  employment  (see  chart  1, Article
I II of  the  Bank  and  Article  I I of  tlie  I &I  F),  the
specialization  of  functions  betsveen  the  insti-
tutions  was  also  clear  cut.  l-he  Bank  yvas givcn

a direct  role  in promoting  grosvth,  through  its
functions  (Article  II)  of  stimrilating  domestic
savings  and  promoting  foreign  investment  and
lending  by  the  private  sector,  as well  as by  di-
rcctly  cxtending  long-term  loans  (Article  IV).
On  tlic  other  hand,  the  I:'VI Fs  emphasis  was  on
stability  of  exchange  rates  (Article  III),  coop-
eration  in monetary  problems  (Article  I), and
temporary  support  to  overcome  balance-of-
payments  diseqriilibria.

There  are a couple  of  references  from  the
late  1940s  which  sriggest  that,  at a vcry  carly
stage,  both  institutions  recognized  tlicir  fields
of  conunon  interest  and  the  need  to  collab-
orate,  w}iile  prcserving  their  independence.  A
Bernstein  memorandum  established  that:  "The
Fund  working  with  exc]iange  problems  and  the
Bank  with  loan  and  development  problems
liave  ;i broad  field  of  common  intcrest=  ('(Vorld
Baxik,  1989,  p.  9).  However,  it  was  recom-
mended  tliat  thc  Fund  concentrate  on its own
field  of  action:  "Tlic  Fund  should  never  offer
advice  on  development  programs  or encourage
dependence  on foreign  loans  as substitutes  for
monetary  policy".

tSt tbe  same  time,  the  President  of  tlic
Bank,  while  recognizing  tlie  need  to  collab-
orate,  insisted  on protecting  the  Bankas  auton-
omy  in  an  even  stronger  fashion,  by  adding
tliat:  =We  must,  however,  prcscrve  at all  timcs
our  own  frccdom  of  judgcmcnt  of action"
(:WcClain,  1989,  p. 9).  In tliis  rcgard,  it is in-
teresting  to  point  orit  the  Bankas  =rcvealcd
preference"  in terms  of  policy  advice,  as is evi-
dcnced  in the  report  of  its first  mission  to a dc-
veloping  country,  ivliicli  was  led by (2urrie  in
1950.  The  mission  u'as  organized  by  t}ie  Bank
wit}i  =the task  of  formulating  tlie  basis  for  a
coherent  and  global  program  of  development
for  Colombia"  (World  Bank,  1951).  Looking
tlirorigh  the  rcport,  t}icre  was  a cliapter  on
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public  finance  and  another  on money,  credit
and  inflation,  both  based  on  papers  by
Musgrave,  while  another  two  chapters,  based
on papers  by  Anderson,  dealt  with  the  balance
of  payments  and  multiple  rates  of  exchange.
In an introductory  letter  to  a second  edition
published  nearly  30 years  later,  Currie  added
that  the  report  had  dealt  with  "not  only  the
identification  of  projects  appropriate  for  the
Bank's  allocation  of  resources,  but  also  with
the  discussion  of  a broad  range  of  policy  topics
including  macroeconomic  policy".  I-Ie  further
added  that  "Later  on,  this  last  field  became  the
focal  interest  of  the Fund,  although  more  re-
cently  (i.e.  the  mid-1980s)  the  Bank  has taken
renewed  interest  in  it"  (Currie,  1988).

This  first  section  of  the  papcr  may  be
closed  by  saying  that  despite  the  purpose  of
creating  two  very  distinct  institutions  to deal,
respectively,  with  stabilization  and  grotvth  is-
sues,  and  establishing  the  corresponding  man-
dates,  the  functioning  of  the  IM  F and  the  Bank
showed  from  a very  early  period  tliat  their  roles
in developing  countries  had  common  areas  and
that  there  was  need  for  collaboration.  More-
over,  even  though  each  institution  attempted  to
safeguard  its  autonomy  and  concentrate  on  its
own  field  of  action,  everyday  practice,  as  ex-
emplified  by  the  first  World  Bank  n'ffssion,  sig-
nallcd  tlie  difficulties  in  separating  policy  advice
on stabilization  and  grovvth  issues.  Notwith-
standing  such  concerns,  it seems  reasonable  to
conclude  and  agree  with  Polak  that  during  this
period,  on  the  whole,  "the  two  institutions
could  perform  their  tasks  side  by  side  withorit
coordination  arising  as a major  issue"  (Polak,
1993).

B.  Policy  advice  in  the'/960S  and

j970s:  the  perjod  of  formal

coordination

Tlie  early  1960s  continued  to  show  thc
institutional  patterns  of  thc  previous  dccade.
According  to Mason  axid  Aslicr  (1973)  existing
collaboration  tvas  developed  more  between  in-
dividuals,  on a pcrsonal  ratlicr  than  on an in-
stiffltional  basis.  It  was  not  rintil  1966  that  the
first  formal  collaboration  procedures  and  poli-
cies  vverc  announced.  At  tliat  point,  a n"icmo-
randum  on  Fund-Bank  collaboration  was
drafted  (I'vlF-'vVorld  Bank,  1966).

Its  objective  viaas to assure  a consistent
view  by  both  organizations  on  econonThc  policy
matters  in connection  witli  individual  member
corintrics=.  In  terms  of  structure,  tlie  principal

characteristics  of  the  understanding  were  the
definition  of  the  primary  responsibilities  of  each
institution,  and  the  explicit  specification  of  the
broad  range  of  matters  of  interest  to both  the
Bank  and  the  Fund.

The  Bank's  primary  responsibilities  in-
volved  development  programmes  and  priorities,
while  th'e Fund's  priorities  were  exchange  rates
and  restrictive  systems  for  balance-of-payments
adjustments.  In other  words,  the  role  of  tlie
Bank  had  to do with  supply  oriented  tools  to
reach  longer-term  growth  objectives  and  with
cxtcrnal  resource  requirements,  while  the  IVF
had  to  concentrate  on the design  of  demand
policies  to  tackle  short-term  stabilization,
balance-of-payments  and  exchange  rate  issues.

Perhaps  more  important  than  the  dcfi-
nition  of  primary  responsibilities,  which,  after
all,  was  a rcaffirmation  of  the  principles  estab-
lished  in the  mandates,  was  the  attempt  made
in  tlic  1966  memorandum  to spell  out  the  mat-
ters  of  common  interest  to both  institutions,
given  that  some  of  them  became  in  t}ie  follow-
ing  decades  the  key  issues  of  the  developing
economies  and  the  source  of  joint  concerns  to
the  institutions.  In  fact,  the  sixt}i  point  of  the
memorandum  defined  as  the  broad  range  of
matters  of  common  interest  tlic  following  itcms:
the  structure  and  functioning  of  the  financial
systems,  the  adequacy  of  capital  markets,  the
promotion  of  domestic  savings,  foreign  dcbt
problems,  and  tlie  financial  implications  of
economic  development  prograrnrncs  for  the
internal  and  external  positions  of  countries.

How  significant  thcri  was  t)ic  1966  state-
mcnt  of  compctcncc  and  procedures  for  collab-
oration?  From  t}ie  point  of  view  of  rormalizing
thc  rules  for  collaboration  between  tlic  insti-
tutions  it was  very  iinportant,  givcn  tliat  it set
thc  basis  for  futurc  collaboration.  From  a tlie-
oretical  viewpoint  it suggested,  liut  did  not  de-
vclop,  the idea  tLtat stabilization  programmcs
were  a sound  basis  for  economic  growtli.  From
a practical  standpoint,  liowcvcr,  tlic  agreement
does  not  seem  to liave  led  to significant  collab-
oration,  except  with  rcspcct  to the  institutional
aspccts  or  coruitry  missions.  In  fact,  in an ad-
drcss  to t}ic  staff  follotving  t)ic  undcrstanding,
the  President  of  t)ie  Bank  at tlic  time  rcrcrrcd
only  to issues  suc}i  as cxcliangc  or information,
parallel  n'ffssions,  and  participation  of  staff  in
missions  of  the  othcr  institution  ('yVood,  1985).

At  this  stagc,  tlie  hypotlicsis  tliat  could
be  advanced  to  explain  the  lack  of  a more
practical  devclopment  of  the  collaboration
rindcrstanding  was  tliat  up to that  time  there
ivcrc  xio major  con'unon  economic  disruptions

in developing cornttrics, and no lircssure  to
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collaborate  in areas  of  common  interest.  }n
this  respect,  it is interesting  to note  that  ac-
cording  to historical  references  "no  discussion
of  the  Memorandum  took  place  in  either  of  the
two  Boards"  (World  Bank,  1989,  p. 12).  In  fact
the  only  major  topic  of  interest  to developing
countries  that  seems  to  have  been  examined
jointly  by  the  IMF  and  the  Bank  by 1967  was
the  way  to  daeal with  the instability  of  com-
modity  prices  (de  Vries,  1986,  p. 36).

By  1970,  and  apparently  in response  to
the  Pearson  Cornrnission  which  suggested  that
in countries  where  both  institutions  operated
they  should  adopt  procedures  for  preparing
unified  country  assessments  and  assuring  con-
sistent  policy  advice,  the  President  of  the  Bank
and  the  Fund"s  Managing  Director  proceeded
to  issue  a statement  reaffirming  the  1966
understanding.  In  the  vein  of  prevailing  prac-
tices,  the  joint  memorandum  was  entirely  pro-
cedural  and  referred  to  the  methods  of
collaboration  before  and  after  missions,  circu-
lation  of  documents,  technical  assistance,  ex-
change  of  final  documents,  and  collaboration
in  the  field.

The  crucial  issue,  however,  that  provoked
the  need  to realize  the  first  step  towards  effec-
tive  institutional  collaboration,  and  which  es-
tablished  lending  as the  primary  activity  of  the
Fund  in the  second  }ialf  of  the 1970s,  was  the
impact  of  the  oil  shock,  mainly  on  non-oil
producing  d.eveloping  countries.  It  is  well
known  that  in 1974  the  Extended  Fund  Facility
was  prolonged  to  eight  years  and  then  to 10 in
1979.  On  the other  hand,  it is also  worth  re-
calling  that  in  1974  t}ie  Group  of  Twenty  en-
dorsed  t}ie  proposal  for  a temporary  Facility  in
the  Fund  to  assist  members  in  meeting  oil-
related  payment  deficits  and  for  creating  an oil
facility  with  a subsidy  account  for  developing
countries  (de  Vries,  1986).  Such  a decision  was
very  probably  also  adopted  as a result  or  pres-
sures  by the  G-24,  which  was  by tlien  }iighly
critical  of  tlie  Fund.

By  way  of  summary  regarding  the  cvolu-
tion  of  IMF-Bank  coordinatiori  in  the  1960s
and  1970s,  one  could  reasonably  argue  that
while  the  1966  agreement  sct  the  rulcs  for
formal  collaboration  and  specified  in  a clcar
way  tlie  significant  number  of  areas  of  common
interest  to both  institutions,  it was  not  until  the
late  1970s,  as a result  of  the  oil  crisis,  that  there
was  an evident  need  for  collaboration.  It  was
made  effective  by  extending  medium-  and
long-term  loans  to non-oil  producing  develop-
ing  countries,  with  the  aim  of  preventing
balance-of-payments  crises  and  rapidly  falling
growth  rates.

C.  Policy  advice  in the'/980s:

implications  of  the  debt  crisis

The  1980s  may  be characterized  as the
decade  when  collaboration  between  the IMF
and  the  Bank  passed  from  its formal  to its ef-
fective  stage,  and  the  years  when  the  debt  crisis
made  coordination  a necessity.  It  was  also  the
period  when  the  question  of  cross-
conditionality  surfaced.  The  decade  started
with  a review  of the  collaboration  under-
standings  originated  both  by  the  deterioration
of  the  economic  environment  and  by  the  need
to  develop  new  tools  to  support  adjustment
policies  in developing  countries.  On  the one
hand,  as was  indicated  above,  the  IMF  had  re-
inforced  its Extended  Fund  Facility  and  had
begun  to pay  attention  not  only  to aggregate
demand,  but  also  to the  increase  of  productive
resources.  On  the  other,  the  Bank  introduced
in  1980  and  reviewed  in  1981  the  system  of
Structural  Adjustment  Lending,  whereby  it
started  to  realize  that  the  macroeconornic  poli-
cies  to  correct  external  disequilibria  required
short-term  stabilization  efforts  associated
closely  with  Fund  programmes  (World  Bank,
1989,  p. 15).  From  the  perspective  of  both  in-
stitutions,  it was  becorning  evident  that  adjust-
ment  policies  had  to be focused  both  on the
short-term  stabilization  and  the  long-term
growth  issues.

The  communication  from  the  Vice-
President  of  the  Bank  to  its  staff,  which  resulted
rrom  the  review  on  collaboration,  illustrates  the
point.  He  argued  that  although  the  perform-
ance  criteria  of  the  Fund  were  normally  limited
to macroeconornic  variables  and  those  of  the
Bank  to development  priorities,  it  was  also  ttuc
that  some  of  these  areas  impinged  on  each
otlier:  "Supply  considerations  and  long-run
developmcnt  programs  in such  areas  as energy
are crucial  detcrininants  of  eventual  balance-
of-payments  adjustments.  Conversely,  budget-
ary  management  and  taxation  policy  are
important  determinants  of  the  availability  of
resources  for  recurrent  investment  cxpendi-

ture".  1Vliat  is most  interesting  to point  out  is

that  despite  the  clear  conceptualization  of  the

economic  issues  linking  stabilization  and

growth,  the  Vice-President  of  the  Bank  insisted

on  the  independent  role  of the  institutioris

when  he irnrnediately  added  that:  =Despite  such

interrelationships,  we  believe  there  is  ample

scope  for  each  institution  to pursue  its  primary

objective  of  assisting  its  member  countries  with

the  tools  available  to it"  (Stern,  1980).
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From  1984  to  the  end  of  the  decade  there

were  periodic  reviews  of  the status  of  Fund-

Bank  collaboration.  It  has  been  referenced  that

as a result  of  the  1984  review,  the  scope  of  ac-

tivities  of  the  IMF,  given  its  involvement  in  the

Latin  American  debt  crisis,  was  broadened.  In

the  literature  reviewed,  it was  also  found  that

the  Managing  Director  of  the  Fund  affirmed

clearly,  perhaps  for  the  first  time,  that  "it  was

a misconception  the  view  that  the  Fund  was  an

institution  focused  on short-term  stabilization"

(World  Bank,  1989).  On  the  part  of  the  Bank,

it is also  found  that  by 1985  it considered  its

role  mixed  with  that  of  solving  balance-of-

payments  problems.  In  a memorandum  to the

Executive  Directors,  the  Bank's  President,  while

discussing  the  situation  of  the  highly  indebted

countries  of  Latin  America  and  sub-Saharan
Africa,  indicated  that  "the  sustainable  resol-

ution  of  their  balance-of-payments  problems  is

inextricably  linked  with  the  issue  of  resumption
of  growth";  adding  that  "this  requires  a coher-

ent  analysis  of  issues,  complementation  in the

adjustment  programs  supported  by Bank  and

Fund  resources,  and  coordinated  efforts  to

mobilize  external  financial  support  for  the

country's  program  of  policy  and  institutional
reform"  (Dubey,  1985).

All  these  considerations  signalled  the
need  for  coordination  to  become  permancnt
and  effective  and  for  policy  advice  to  be

=Comprehensive  and  ivell  integrated,  going

from  rninimalist  collaboration  - to  avoid  in-

consistent  policy  advice  - to a positive  one  of

providing  tnore  effective  and  better  support  to

growth  and  stability"  (Dubey,  1985).  As  far  as

cooperation  is concerned,  this  meant  that  be-

sides  the  institutional  and  infonnational  as-

pects,  it was  desirable  to extend  it in order  to

cover  matters  such  as the  mobilization  of  ex-

ternal  resources  to  support  programmes  and

the  management  of  rescheduling  exercises  in

indebted  iniddle-income  countries.  As to  ad-

vice,  it  became  absolutely  essential  tbat  it

shorild  be consistent,  not  only  in terms  or the

adjustment  policies  suggested  to individual  de-

veloping  corintries,  but  also  in  the  positions

adopted  by both  institutions  vis-A-vis  the  pri-

vate  banking  committees  that  were  set up to

deal  with  the  rcscheduling  exercises.

In 1986  the  institutions  issued  a ncw  and

much  publicized  Memoraxidum  on Fund-Bank

Collaboration  (IMF-World  Bank,  1986).  From

reading  its contents  one  is, bowever,  struck  by

the  fact  tl'iat  despite  the  significant  turnaround

in the  rinderlying  economic  and  external  factors

that  had  compelled  the  institutions  to develop

effective  coordination  in the  first  half  of  the

1980s,  and  despite  a common  view  with  regard

to policies  towards  stabilization  and  structural

reforms  in debt-burdened  countries,  known  as

"The  Washington  Consensus",  its presentation

was  again  strictly  formal  and  in  the  spirit  of  the

original  1966  understanding.  A possible  inter-

pretation  is that  the administrations  of  these

two  institutions,  while  they  saw  the  need  to

collaborate  (because  of  the  areas  of  con'unon

interest)  and  had  developed  the  means  to do so

and  to inform  the  general  public  of  the  steps

taken,  ii;ere  somehow  at the  same  time  afraid

that  their  institutions  could  begin  to lose  their

identities  and  influence.  They  were  eager  to

stress  the  need  to  maintain  separate  institutions

and  to prevent  the submission  of  one  to the

other  by  reaffirrning  each  other"s  priority  fields

of  action.  A  hypothesis  of  such  a nature  could

find  support  when  one  considers  that  the

adoption  of  adjustment  policies  had  started  to

show  the  complementary  aspects  between

short-term  stabilization  and  growth  in  a period

when,  besides,  the  institutions  were  being

criticised  by developing  countries  on account

of  the  cross-conditionality  of  their  policies.

To  finish  the  account  ofDv4F-Bank  col-

laboration  at the  end  of  the  1980s,  it should  be
pointed  out  that  a major  step  forward  in coor-

dination  with  regard  to low-income  countries
was  instituted  in  1988  as  a result  of the

adoption  by  the  Fund  of  its ESAF  (Enhanced
Structural  Adjustment  Facility)  and  its almost
indistinguishable  nature  from  the  Bank's  Struc-

tural  Adjustment  Lending  (SAL),  and  their  ob-

vious  interrelationships  in  terms  of  policy

advice  and  conditionality.  To  coordinate  their

actions,  it was  necessary  to  design  a mechanism
to agree  on common  policy  advice.  This  was

reached,  according  to  the  paper  on  Current

Procedures  and  Practices  (IMF,  1988),  through

the adoption  of  joint  action  in the design  of

Policy  Framework  Papers  (PFP)  approved  by

both  institutions  for  adjustment  in low-income

developing  countries,  and  by  the  establishment

of  either  systematic  parallel  missions  or joint

participation  of  staffs  in  country  missions.

The  closer  collaboration  was,  moreover,

extended  to all  types  of  assistance  to developing

countries.  In  the  1989  account  of  the  Status

of  Fund-Bank  Collaboration  in  Assisting

Xember  Countries  (IMF,  1989),  the  idea  that

comes  forth  was  the  initiative  to progress  with

a scheme  of  "enhanced  collaboration",  based

on joint  staff  work,  exchange  of  information,

joint  liandling  and  discussion  of  the  PFP  of

low-income  countries,  collaboration  in adjust-

ment  programmes,  the  design  of  PFP-like  doc-

uments  for  middle-income  countries,  agreement

on the  common  interest  in viable  medium-term

debt  service  profiles,  and  the  quest  for  solidar-

ity  in  respect  of  overdue  obligations.

Such  enhanced  collaboration  was  un-

doubtedly  motivated  by the  Argentinean  con-
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flict.  As  Polak  (1993)  reports,  in 1988  the  Bank
extended  a loan  to Argentina  "in  conditions
where  it was  known  that  the  Fund  considered
the  country"s  current  and  prospective  policies
inadequate  to  support  a new  stand-by  agree-
ment  with  the  Fund",  with  the  consequence
that,  in a few  months,  the  Fund's  view  was
confirmed  when  Argentina  failed  to adopt  the
fiscal  policies"  promised.  This  situation  moved
the  Group  of  Ten  Ministers  to  demand  the  new
and  stricter  Enhanced  Collaboration  Agree-
ment  referred  to  above.

The  1990  Progress  Report  on Bank-Fund
Collaboration  (IMF,  1990)  basically  shows  that
it had  advanced  well  in  all  fields  of  action,  ex-
cept  the  establishment  of  PFPs  for  middle-
income  countries.  Such  an  objective  was
established  by  the  IMF  and  the  Bank  probably
as a result  of  the  Argentinean  debacle  and  as
an  attempt  to  prevent  future  cases.  The
middle-income  countries,  according  to  Polak
(1993),  "successfully  resisted  suggestions  that
the  Bank  and  Fund  lending  to them  should  also
be coordinated  through  PFPs",  a case  in point
being  that  of  Colombia,  which  is discussed  be-
low.

D.  Political  economy  of  collaboration
and  the  cross-conditionality
question

To  clo lysis  for  the 1980s,  there
are tliree  major  topics  that  remain  to be dis-
cusscd.  In the first  place,  there  is a political
economy  question  regarding  the  positions
taken  with  respect  to IMF-Bank  collaboration
by  tlie  developing  and  developed  countries,  and
their  underlying  "interests".  Related  to that  is
the  issue  of  cross-conditionality.  Finally,  from
a more  substantive  economic  perspective  is the
topic  of  the  interrelationships  between  short-
term  stabilization  and  groivtli  objectives.

As  to the  political  economy  question,  one
may  infer  that  the  push  towards  'more  effective
collaboration  was,  in  fact,  stimulated  by  the
more  developed  countries,  over  and  above  the
initiatives  taken  by the adn'tinistration  of  the
two  institutions  and  against  the  prevailing
views  of  the developing  cormtries.  Although
the  sun'unary  mentioned  above  indicated  that
the  IYF  and  the  Bank  were  interested  in pro-
moting  collaboration,  due  both  to  economic
judgement  (the  interrelationship  between  sta-
bilization  and  growth),  as well  as self-interest
(their  exposure  in  debt-burdened  countries
worild  be at risk  if  economic  adjustment  was

not  successful),  it is also  true  that  many  of  the
initiatives  taken  were  due  to external  demands.

There  were  repeated  requests  by  the
Group  of  Ten  to the  administrations  of  the  in-
stitutions  urging  stronger  collaboration.  In  the
Report  of  the  Deputies  of  the  Group  of  Ten  on
the  Functioning  of  the  International  Monetary
System,,  published  in  the  mid-1980s  (IMF,
1987a),  it was explicitly  established  that  they
considered  the  IMF  should  play  an essential
role  in the  multilateral  efforts  to  respond  to
external  debt  problems,  but  that  coordination
with  the  Bank  was  essential  given  t}ie  comple-
mentary  nature  of  their  functions:  "In  the  case
of developing  countries  these  functions  are
complementary,  since  macroeconornic  balance
is a precondition  for  growth  and  development
and  over  the  longer  run,  project  and  scctoral
efficiency  and  realistic  investment  priorities  can
be  crucial  to  sustained  balance-of-payments
adjustment".  Within  such  a framework  they
envisaged,  however,  that  the  strengthening  of
cooperation  should  not  be in the  direction  of
transforming  the  IMF  into  a channel  of  long-
term  finance  or of  shifting  the  Bank  away  from
its  focus  on  development  finance.  As  men-
tioned  above,  the enhanced  collaboration  es-
tablished  in 1989  as a result  of  the  Argentinean
debacle  was  also  a response  to the  requests  of
the  G-10  at the  Berlin  conference.  It is  well
known  that  the  German  Chair  in  ttie  IMF  has,
since  then,  repeatedly  argued  that  the  Fund  has
been  transformed  into  a channel  of  long-term
finance,  and  stressed  that  it  contravcnes  the
Articles  of  its  mandate.

The  United  States,  specifically  the  Chair-
man  of  the  Federal  Reserve,  Paul  Volckcr,  was
another  major  individual  force  in  favour  of
stronger  coordination.  .i"!i.mong  tlic  many  ancc-
dotes  that  can  be brought  to mind  of  tlie  key
role  played  by  the  Fed  Chairman  ixi tliose  days
is  tbat  of  the  coordination  forced  upon  the
IMF  and  the  Bank  in order  to address  the  case
of  Colombia's  debt  situation.  The  point  at tlie
time  was  tliat  Colombia  was  not  facing,  and
has never  faced  to the  same  degree,  the  typical
balance-of-payments  crisis  and  excess  burden
of external  debt  of other  Latin  American
countries,  but  was  lacking  voluntary  access  to
international  capital  markets.  The  IMF's  in-
tended  approach  was  to force  Colombia  to a
stand-by  agreement  that  was  not  required.  The
Chairman's  proposal  and  the  eventual  solution
was  that  the  Bank  should  provide  longer-term
resources.  The  Fund  would  play  a catalytic  role
in monitoring  the Colombian  performance  in
order  to allow  the  country  to regain  access  to
external  private  finance,  so as to fund  its coal
and  oil  projects.  In  this  connection,  it is inter-
esting  to note  that  the  IMF  Board  was  then
quite  opposed  to the  idea  of  monitoring.
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Upon  the  departure  of  the  Fed  Chairman

the  leading  role  was  taken  up by the  United

States  Treasury,  which  proposed  and  developed

longer-term  solutions  to the  debt  problem  bet-

ter  known  as the  Baker  and  Brady  Initiatives:

the  Baker  Plan  aimed  at providing  additional

resources,  not  only  from  the  IMF  and the

Bank,  but  from  the  commercial  banking  com-

munity.  In  the case of  the  Brady  Initiative,

both  the  Bank  and  the  Fund  were  involved  in

lending  to support  debt  reduction,  a procedure

which,  despite  its  merits  in  solving  the  debt

problem,  was  criticized  from  the  institutional
point  of  view,  for  the  reason  that  it prolonged

th:  involvement  of  the  Fund  with  the  develop-
ing  countries,  in contrast  to its  original  man-

date  of  temporary  balance-of-payments
support;  and,  furthermore,  it placed  both  the

Fund  and  the  Bank  in  conflicting  positions  with

the  commercial  banks  (Feinberg  and  Gwin,
1992).

In  contrast  to the  position  taken  by  the

G-10,  the  developing  countries,  led  by  the

highly  indebted  Latin  American  countries,  but

with  notable  exceptions  such  as  Colombia,
were  far  less  enthusiastic  about  IMF-Bank  col-

laboration.  Their  overall  view,  as reflected  in

the  G-24  communiques  and  in their  reports  on

the  Functioning  and  Improvement  of  the

International  Monetary  System  (IMF,  1987b),
was  highly  critical  of  the  role  played  by the

IWF  and  sceptical  in respect  of  IMF-Bank  co-

ordination.  They  considered  t}iat  the  Com-

pensatory  Financing  Facility  had  become  very

limited;  that  the  conditionality  criteria  should

change  from  demand  deflation  to  grovsath-

oriented  structural  adjustment;  that  the  levels

of  financial  support  should  be increased,  as well

as programme  lengths;  and  that,  to  solve  the

diverse  debt  problems,  it was  indispensable  to

move  to  a more  positive  type  of  adjustment,

consistent  with  sustained  grotvth  of  output.

In  terms  of  IM  F-Bank  collaboration,  the

G-24  visualized  that  it should  be geared  only  to

providing  more  resources  for  developing  coun-

tries,  brit  that  it  should  not  lead  to  cross-

conditionality.  From  that  perspective,  they  did

not  find  it advisable  even  to seek  uniforrnitv  in

advice  for  fear  of  cross-conditionality,  arguing

that  it would  dilute  responsibilities  and  become

a means  of  exerting  concerted  pressure  on bor-

rowing  countries.  It was  thus  the G-24  that

placed  the  issue  of  cross-conditionality  at the

forefront  of  the  IMF-'vVorld  Bank  coordination

debate.

In  its  strictest  formal  definition,  cross-

conditionality  is  said  to  exist  when  the

conditionality  imposed  by  one  institution  (IYF

or Bank)  on a specific  borrowing  country  be-

comes  a precondition  for  the  disbursement  of

resources  by the  other  institution.  Additional

examples  of  direct  formal  cross-conditionality
include  situations  when  either  institution  exer-

cised  a veto  over  a loan  under  consideration  by

the  other,  if there  were  formal  understandings

that  neither  would  make  a loan,  or  when  inel-

igibility  for  Fund's  resources  interrupted  access

to the  Bank  (Feinberg,  1988).

Such  a type  of  "formal"  conditionality  did

not  become  a major  threat  to  developing

countries,  among  other  reasons,  because  of  the

concerns  expressed  by  the  G-24.  As  explained

above,  as a result  of  the  G-24  request,  all the

IMF-Bank  collaboration  agreements  adopted

since  the  mid-1980s  specifically  ruled  out  the

adoption  of  cross-conditionality  clauses.  Per-

haps  the  only  aspect  where  formal  cross-

conditionality  stood  was  in regard  to arrears,

given  that  both  the  Bank  and  the  Fund  agreed

not  to  disburse  loans  if there  were  arrears

pending  with  the  other.  This  type  of  cross-

conditionality  is understandable,  to the  extent

that  pending  arrears  would  hurt  their  balance-

sheets  and,  besides,  their  joint  action  was  their

only  way  out  to  prevent  the  resclieduling  of

their  own  obligations.

Concerns  for  cross-conditionality  by the

G-24,  however,  were  not  limited  to its straiglit

formal definition.  Indirect wafts of exercising
potential  cross-conditionality  were  also  subject

to criticism.  Particularly,  as explained  above,

tlie  G-24  objected  to the principle  of  seeking

uniformity  of  advice:  its caution  was  based  on

tlie  fact  that,  as a result  of  the  I:SAF's  monitor-

ing  agreements,  cross-conditionality  could  be

extended  to third  parties.  It also  criticized  the

Fund's  prograrnrnes,  not  only  on  account  of

their  being  too  restrictive,  but  also  because  they

had  begun  to be introduced,  almost  invariably,

as  a first  step  to  structural  adjustment

programmes  and  lending.

Other  forms  of  indirect  cross-

conditionality  also  include  what  has  been

termed  consultative  cross-conditioxiality",

which  represents  the  non-purely  random  paral-

lel discussions  of  the  Bankas  structural  and  sec-

toral  loans  with  IMF  stand-bys;  "inter-

dependent  cross-conditionality",  wliich  refers  to

the  case when  the  Bank  and  the  Fund  each

consider  the  same  policy  variable  (i.e.  a realistic

excbange  rate)  as critical  for  their  programtnes;

and  "indirect  financial  linkage"  when,  for  ex-

ample,  the  withholding  of  Fund  resources  in-

jures  the  outlook  of  the  economy  to a degree

that  prevents  access  to  the  resorirces  of  the

other  institution  or  from  the  commercial  banks

(Feinberg,  1988,  pp.  554-556).

Another  case  is  what  could  be  called

substitute  conditionality",  which  would  occur
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through  the  imposition  of  macroeconornic
conditionality  by the Bank  upon  a borrowing
country  when  it did not  have  any  financial
linkages  with.the  Fund.  This  occurred  in the
case  of  Colombia  as a result  of  a Bank  loan  to
reform  the  public  sector,  whereby  a PFP-like
document  was  proposed  as a condition  for  dis-
bursement  by the  Bank,  and  the  Government
rejected  it with  the  argument  that  the  sHort-
term  stabilization  measures  proposed  were  the
realm  of  the  IMF  (Republica  de  Colombia,
1990).  Similar  cases  could  also  be documented
in  Latin  America  for  the  various  types  of
cross-conditionality  discussed  above.

As  to the  arguments  of  the  G-24  against
seeking  uniformity  in policy  advice,  the  IMF
and  the  Bank  attempted  to solve  the  problem,
not  always  successfully,  by maintaining  in all
the  collaboration  agreements  discussed  tlie  dis-
tinction  of  priority  areas,  and  by establishing
that  each  institution  would  furnish  advice  only
in  the  realm  of  its  mandate.  In  like  fashion,  the
qriestion  of  policy  advice  would  become,  in
theory,  one  of  consistency  rather  than  uni-
formity.  However,  the  involvement  of  bath  in-
stitutions  in  structural  adjustment,  as well  as in
areas  classified  as of  common  interest,  such  as
debt  management,  implied  the  need  to  pass
from  consistency  to  uniformity,  when  the
conditionality  implied  the adoption  of  similar
policy  packages,  as stated  in the  already  men-
tioncd  "Washington  Consensus".  Even  tliough
the  criticisms  of  uniform  policy  advice  were
also  stressed  at the  acadcmic  level,  by  affirming
that  independent  policy  advice  worild  allow
more  freedom  for  policy  decisions  in the  coun-
tries  involved,  and  by arguing  that  there  were
no  clear  best  policy  options  (Conunonwealth
Secretariat,  1986),  the costs  of  conflicting  ad-
vice  in terms  of  issues  involved  and  reputation,
although  not  explicitly  quantified,  were  pre-
sumably  considered  by the IMF  and  the  Bank
as too  high  to take  the  risk.

In  regard  to mec}ianisms  adopted  by  the
IIMF,  such  as  monitoring  and  enhanced  sur-
veillance  schemes,  the G-24  argued  that  these
could  represent  an undesirable  indirect  cross-
conditionality  to the extent  tliat  the  disburse-
ments  of  third  parties  (i.e.  comnicrcial  banks)
would  depend  on performance  criteria  estab-
lishcd  by  the  Fund.  In  such  circumstances,  the
G-24  rccorninendation  was  to make  "enhanced
surveillance"  an  exception,  to  be  undertaken
only  at the  request  of  a member  country,  wit}i
the  main  objective  of  reaching  early  normaliza-
tion  of  market  relations  with  tlie  international
financial  system  (IMF,  1987b,  p. 61). That  was
exactly  wliat  happened  in  the  case  of  countries
such  as Colombia,  and  can  be said  to have  been
a  means  to  overcome  the  reluctance  of  the
commercial  banks  in  the  midst  of  tlie  debt  crisis

to  extend  voluntary  lending  to  developing
countries  with  adequate  economic  perform-
ance,  but  located  in regions  with  external  debt
crisis.  The  "enhanced  surveillance"  scheme  re-
presented  a temporary  solution  for  countries  to
regain  access  to the  international  capital  mar-
kets.

T% final and more substantial  issue re-
garding  IMF-Bank  collaboration,  and  one
which  was  also  deemed  a form  of cross-
conditionality  by the  G-24,  was  the  practice
developed  in  adjustment  programmes,  sup-
ported  by  the  G-10,  whereby  there  was  a sta-
bilization  prograrnrne  with  the  conditionality
established  by  the  Fund  and  with  access  to its
resources,  as a basis  for  the  structural  adjust-
ments  supported  with  Bank  resources.  As  ex-
plained  in this  paper,  such  a practice  evolved
more  as a result  of  adjustment  lending  to indi-
vidual  cases  and  the  analysis  of  the  interre-
lationships  between  short-term  adjustment  and
growth,  than  as a cross-conditionality  issue  or
an issue  of  political  economy.  Sdmehow,  the
evolving  view  then  was  that  long-lasting  suc-
cessful  stabilization  required  the  "right"  type  of
economic  policies,  which  included  not  only  the
"appropriate"  and  traditional  demand  manage-
ment  policies,  but  also  changing  the  economic
model through  structural  and  institutional  re-
forms.

The  argument  in favour  of  such  sequenc-
ing  of  reforms  on  the  part  of  the  Bank  was,  at
the time,  that  the  presence  in any  country  of
prolonged  and significant  imbalances,  in  the
sense  that  the  aggregate  demand  for  resources
available  internallv  or obtainable  from  abroad
on  appropriate  terms  could  not  be  satisfied,
was  inimical  to  long-term  growth
(Michalopoulos,  1987).  It  was  recognized,
though,  that  stabilization  -alone  would  not
guarantee  groivth  and  that  structural  adjust-
ment  measures  were  needed.  Further,  these
would  be easier  to adopt  if  tliey  took  place  in
a stable  macroeconomic  environment,  espe-
cially  one  in which  inflation  was  under  control.
From  that  point  of  view  the  Bank  concluded
tliat  there  were  strong  links  between  Bank
programmes  and  Fund  stabilization  efforts.
Such  points  of  view  were  also  shared  by the
Fund,  which  at the  time  was  strongly  arguing
tl"iat  there  was  a complementarity  between  sta-
bilization  and  growth,  and  tliat  tlie  argument
of  short-term  trade-offs  was  misconceived,
given  that  the  choice  policy  makers  faced  was
between  adjustment  now  versus  harder  adjust-
ment  later  (Guitian,  1987).  Tliese  views,  as well
as a vast  literature  published  at the  end  of  the
1980s,  gave  support  to the  opinion  that  there
was,  in  fact,  a positive  interrelationship  be-
tween  short-term  stabilization  efforts  and
longer-term  growth,  a basic  issue  in the 1990s
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for  defining  the  future  roles  of  the  of  the  IMF
and  the  Bank.

One  may  conclude  from  the  analysis  of
IMF-Bank  collaboration  in the  1980s,  that  the
decade  marked  a definite  turning  point  in the
requirements  and  practices  of collaboration,
something  that  has originated  principally  from
the  need  to rupport  the  adjustment  efforts  of
debt-burdened  countries.  Such  collaboration
was  developed  at the  request  of  the  G-10  and
the  direct  participation  of  the  United  States
Government.  This  was  out  of  self-interest  on
the  part  of  the  management  of  the  IMF  and  the
Bank,  as a means  to safeguard  the  financial  in-
tegrity  of  their  institutions  and  based,  above  all,
on  the  experience  and  the  conviction  that
short-term  stabilization  and  longer-term
growth  objectives  were  to a large  extent  com-
plementary.  The  debt  crisis  and  the type  of
collaboration  developed  to face  it were  by no
means  costless  from  the  institutional  viewpoint.
One  of  the  consequences  of  the  strengthening
of  collaboration  was  the  surge  of  cross-
conditionality,  both  direct  and  indirect,  so
fiercely  opposed  by  developing  countries
through  the  G-24.  Of  greater  concern  was  the
blurring  of  the  distinctive  characteristics  of  the
Fund  and  the  Bank,  as both  institutions  en-
gaged  in  medium-term  structural  adjustment
lending.

E.  Future  outlook

From  what  we  have  discussed  thus  far,  it
becomes  evident  that  despite  the  collaboration
agreements  and  the  efforts  made  to safeguard
the  distinctive  roles  of  the IMF  and  tlie  Bank
according  to their  priority  areas  and  their  ori-
ginal  mandates,  the  decade  of  the  1980s  ended
with  a certain  degree  of  institutional  chaos.
According  to Feinberg  and  Gwin  (1989),  it liad
become  impossible  to maintain  the old  sharp
distinction  between  short-term  financial  distress
support  and  long-term  development  disequilib-
rium,  given  that  both  the Bank  and  the  Fund
had  elaborated  similar  lending  instruments  that
focused  on  similar  policy  issues.  This  led  them
to  conclude  that  "the  result  has been  a con-
fusion  of  roles  and  contradictory  advice  .

In  a recent  analysis  of  the  World  Bank,
Ranis  (1993)  arrived  at a similar  conclusion  and
blamed  the  Bank  for  intruding  into  IMF  terri-
tory:  "It  has  become  increasingly  difficult  of
late  to tell  the  difference  between  the  two  insti-
tutions,  with  the  Bank  moving  into  macro  is-
sues  and  closely  related  macro-focused

structural  adjustment  lending".  A similar  criti-
cism  could  be raised  with  regard  to the  IMF,
an  institution  designed  primarily  to ensure  sta-
ble  monetary  relations  among  industrial  coun-
tries,  which  has  ended  up  lending  exclusively  to
the  developing  world  and,  in  any  case,  in  com-
mitments  with  maturities  that  go far  beyond
the  temporary  relief  of balance-of-payments
problerra:s  that  was  originally  envisaged.

In  such  a context,  it is not  surprising  to
find  a great  deal  of  academic  discussion  re-
garding  the  reforms  that  ought  to  be introduced
into  the  IMF  and  the  Bank,  with  implications
for  the  future  of  collaboration.  There  appear
to be three  major  visions  regarding  the  future
of  the  IMF.  There  is in the  first  place,  what
could  be called  the  "power"  view  of  the  IMF
expressed  by  Kafka  (1987),  who  considers  that
the Fund  has lost  influence  over  major  coun-
tries,  and  that  one  should  search  for  means  to
regain  it.  He  suggests  that  the  G-7  should  give
a greater  role  to the  IMF  in its discussions  on
world  monetary  matters;  that  major  corintries
ought  to  be  encouraged  to  borrow  from  the
Fund,  if  necessary  by replacing  conditionality
with  collateral,  or  even  by  restricting  free  float-
ing,  and  by  preserving  the  monetary  objectives
of  the  institution.  Given  that  such  a view  seeks
to  strengthen  the IMF  as an institution,  he
does  not  consider  that  the  Fund  "could  be use-
fully  merged  to any  other  international  finan-
cial  institution".  The  IMF"s  role  in  the
developing  world  is considered  significant,  not
only  due  to its macroeconornic  expertise,  and
its  capacity  to  channel  resources,  even  with
longer-term  maturities,  but  also  due  to its im-
portance  as  a catalyst  for  otlicr  institutional
lending.  From  that  perspective  coordination  is
seen  as necessary,  but  with  a clear  IMF  leading
role.

A second  approach  to reform  is that  held
by the  developed  nations  and  led  by  the  G-10,
which  could  be termed  tlie  "monetary"  view  of
the  IMF  (Duisenberg  and  SzAsz,  1987).  It re-
fers  to strengthening  the  monetary  character  of
the Fund.  It  implies  that  the  Fund  should  go
back  to its role  of  a monetary  institution  for
bridging  temporary  balance-of-payments  defi-
cits  by  providing  short-term  credit,  and  not
structure  itself  as  a development  institution.
Such  temporary  balance-of-payments  support
is  seen  as  quite  limited  and  implies  that
conditionality  has  to  focus  on  adjustment.
Surveillance  rather  than  finance  would  become
a basic  function  of  the Fund.  In  terms  of  re-
lationship  with  the  Bank,  its coordination  re-
quirements  would  be  reduced,  given  the
elimination  of  overlap  in longer-term  lending
and the IMF's  limitation  of  policy  advice  to
short-term  stabilization  policies.
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The  third  view  on  reform  is the  one  held
by  the  developing  countries  and  expressed  in
various  G-24  reports  and  comrnuniqu6s.  It
could  be named  as the  "symmetry"  viewpoint
on  the  IMF,  whereby  the  Fund  should  act  in  a
similar  fashion  (i.e.  Article  IV  reviews,  advice,
and  conditionality)  when  dealing  with  similar
problems  either  with  the  developed  or the  de-
vcloping  cohntries.  It  also  stresses  that
conditionality  criteria  should  be more  'oriented
towards  growth  and  that  its  policy  advice
should  be independent  of  that  of  the  World
Bank.

What  is  most  interesting  to  underline
about  the  alternative  views  towards  reforming
the  Fund  discussed  above,  is that  in  all  of  them
the  issrie  of  coordination  with  the  Bank  would
be weakened  or  eliminated,  though  for  very
different  reasons.  It is  only  those  proposals
which  maintain  relatively  unchanged  the  pres-
ent  activities  of  the  IMF  and  the  Bank  in
structural  adjustment  lending  where  the  coor-
dination  issue  remains.  Two  cases  in  point
corild  be cited.  Feinberg  and  Gwin  (19,89)  in
their  proposal  to reform  the  Fund  establish  a
set of  conditions  to make  it more  effective  (i.e.
defining  its role  in global  monetary  manage-
ment,  lifting  the  debt  overhang,  improving
economic  performance,  and  helping  to integrate
t}ie  Eastern  bloc  into  the  global  economy),
most  of  which  would  require  the  enliancement
of  cooperation  with  the  Bank.  On  the other
hand,  Polak  (1993)  does  not  consider  either
t}iat  overlapping  credit  activities  should  be
eliminated,  or  that  more  determined  efforts
should  be made  to avoid  duplicating  staff  ac-
tivitics.  Neither  does  he find  it appropriate  that
t}ie  two  institutions  merge,  considering  that  the
Bank  is already  too  large  and  that  there  is merit
in maintaining  the IMF,  given  its role  in the
international  monetary  system.  His  solution  is
simply  coexistence.

As  to  the  proposals  for  reforming  the
Bank  and  their  implications  for  IMF-Bank  col-
laboration,  there  are two  major  papers  which
agree  with  Polak  in  identifying  as  a major
stumbling  block  the  multiplicity  of  roles  as-
signed  to it and  the  size that  it has acqriircd.
Ranis  (1993)  considers  that  the  Bank  lias  given
too  much  emphasis  to the  qriantity  rather  tlian
the  quality  of  its loans,  and  proposes  to scale
down  tlie  lending  activity  by  suggesting  that  its
efforts  should  be directed  to playing  a leading
role  in helping  regional  banks  to  channel  re-
sources,  as well  as  facilitating  the  full  inte-
gration  of  borrowing  countries  in  the
international  economy  and  commercial  bank
lending.  On  the  other  hand,  despite  his agree-
ment  to  retain  SAL-type  lending  to  facilitate
reform  for  tlie  remaining  borrowing  countries,

he suggests  that  the  Bank  should  leave  short-
term  conditionality  to  the  I M  F and  concentrate
on longer-term  policies  and  conditions.  In  the
same  vein,  Naim  (1994)  argues  that  the  Bank"s
mandate  is too  broad;  that  there  is goal  con-
gestion  and  a need  for  a more  focused  role.

The  proposals  reviewed,  however,  do not
solve  co.oceptually  in  a satisfactory  manner  the
major  common  challenge  actually  facing  the
IIMF  and  the  Bank,  namely  the  way  to deal,  si-
multaneously,  with  short-term  stabilization  and
longer-term  adjustment  without  either  running
the  risk  of  inconsistent  policy  advice,  or some
form  of  cross-conditionality.  All  the  proposals
for  reform  maintain  explicitly  or implicitly  the
institutional  priority  areas.  Those  advancing
the  more  radical  changes  tend  simply  to suggest
that  the IMF  and  the Bank  should  gradually
return  to their  original  roles.

An  alternative  solution,  which  has  not
been  suggested  and  analysed  in the literature,
would  be that  of  transferring  completely  to the
Bank  the  responsibility  for  policy  advice;  and
also  for  short-term  balance-of-payments  sup-
port  and  macroeconornic  policy  conditionality
in those  countries  that  also  require  significant
longer-term  development  finance  from  the
Bank  (i.e.  small  and  medium  developing  coun-
tries  with  severe  balance-of-payments  dis-
equilibria  that  depend  highly  on  longer-term
bank  resources  for  development  purposes,  and
which  have  little  or no access  to the  interna-
tional  capital  market).  Such  a scheme  would
have,  it must  be recognized,  prospective  costs,
such  as  adding  responsibilities  to  an  over-
burdened  institution  and  diluting  those  of  the
IMF  (i.e.  its  surveillance  function),  but  they
seem  small  against  the  benefits  of  elirninating
the  need  to exercise  very  complex  institutional
coordination  and  preventing  cross-con-
ditionality,  which,  according  to the  survey  pre-
sented  in  this  paper,  are  very  significant.

The  major  backing  for  such  a scheme
would  lie,  moreover,  in  the  complementary
character  of  stabilization  and  longer-term
growth  policies.  As  has  been  explained  in this
paper,  such  a supportive  character  was  sug-
gested  almost  from  the  creation  of  the  Bretton
Woods  institutions,  and  argued  by  both  the
IMF  and  the  Bank  as one  of  the  basic  consid-
erations  for  the need  to enforce  coordination
agreements,  but  it can  be equally  argued  as a
favourable  factor  for  the  delegation  of  both
functions  to only  one  of  the  instiffitions.  Fur-
thermore,  the  experience  with  adjustment  poli-
cies in developing  countries  in the  1980s  has
indicated  a large  degree  of  correlation  between
I;\/IF  balance-of-payments  support  and  the
Bank's  structural  adjustment  lending.
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Despite  the  establishment  of  a
"Washington  Consensus"  and  the  various  pa-
pers  written  on such  a complementary  charac-
ter,  it has  not  been  until  very  recently  that
economists  have  begun  to debate  the  matter  on
empirical  and  theoretical  grounds.  The  recent
paper  of  Fischer  (1993)  on  the  role  of  macroe-
conornic  factors  in  growth  is a prime  example.
He  presents  fhe  results  of  cross-section  and
panel  regressions  which  show  that  growth  is
negatively  associated  with  inflation,  large
budget  deficits  and  distorted  foreign  exchange
markets,  as  well  as  supplementary  evidence
suggesting  that  there  is a causal  link  between
macroeconornic  stabilization  policies  and
growth.  He  concludes  that  macroeconornic
stability  is conducive  to sustained  growth.  By
delegating  to the  Bank  both  policy  advice  and
financial  support  in stabilization  and  develop-
ment  policies,  the  original  mandate  of  the  Bank
with  regard  to stimulating  longer-term  growth
in  developing  countries  would  be  left  intact,
given  that  short-term  stabilization  policies
would  be an essential  step  in the  longer-term
growth  strategy.

An  institutional  arrangement  such  as the
one  suggested  above,  which  implies  delegating
completely  to the  Bank  the  policy  advice  and
support  of  stabilization  and  longer-term  struc-
tural  lending  exclusively  for  those  developing
countries  that  require  simultaneously  resources
for  short-term  balance-of-payments  support  as
well  as longer-term  development  finance,  would
have  the  additional  benefit  of  allowing  the  IMF
to  concentrate  on its  monetary  character,  to
abandon  its  ESAF-type  lending,  and  instead,  to
extend  loans  for  balance-of-payments  purposes
for  the  remaining  (i.e.  not  covered  by  the  Bank)
developing  and  developed  countries.  The
mechanism  would  also  be consistent  with  G-24
views  regarding  less demand-oriented  balance-
of-payments  adjustment  policies,  given  that  the
Bank  would  have  to look  simultaneously  to the
stabilization  and  growth  objectives.  From  the
operational  point  of  view,  the  IMF  would  del-
egate  its responsibility  for  policy  advice  and  fi-
nancial  support  to the  Bank  once  Article  IV
reviews  confirmed  the  existence  of  severe
balance-of-payments  disequilibria  in  developing
countries  that  receive  and  require  significant
long-term  development  resources  from  the
Bank.
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FROM  SUPPLICANTS  TO SHAREHOLDERS:
DEVELOPING  COUNTRIES  AND  THE WORLD  BANK

Moises  Naim'

A.  Introduction

Complaints  about.  the  lack  of  influence

that  developing  countries  have  on  the  World

Bank  are  as old  as the  Bank  itself.  Over  the

years,  the  substance  of  the  complaints  varied

and  their  stridency  waxed  and  waned  according

to  the  ideological  and  geo-political  fluctuations

of  the  times.  }-Iowever,  the,  central,  disap-

pointed  message,  did  not  vary.  From  the  in-

sufficiency  of  funds  available  to  support

development  to  the  excessively  harsh  condi-

tions  attached  to  the  loans  or  to  the  inattention

given  by  the  Bank's  staff  to  local  specificities,

ministers  representing  developing  countrics

have  consistently  denounced  these  problems

and  stressed  their  frustration  at not  having  a

stronger,  more  influential  voice  in  the  Bank.

The  explanation  for  their  limited  influ-

ence  has  frequently  been  couc}ied  in  terms  of

t}ie  control  that  the  richer  shareholders  of  the

Bank  - the  industrialized  countries  and  espe-

cially  the  members  of  the  so-called  Group  of

Scvcn  or  G-7  - have  over  the  Bank.'Indced,  the

largest  shareholders,  which  are  also  tlie  coun-

tries  that  provide  much  of  the  financial  backing

for  the  Bank,  do  have  a substantial  amount  of

influence  over  the  Bank's  behaviour.  None  the

less,  explaining  the  role  that  the  non-
industrialized  - or  borrowing  - shareholders
play  in the Bank,  mostly  as the result  of  the
exclusionary  and  narrowly  self-interested  tac-
tics  of  the  G-7,  ignores  a riclier  and  more  com-
plex  reality.  In  fact,  there  are many  examples
in  which  the  actions  of the  industrialized
shareholders  had  little  to do with  the limited
imp'act  that  borrowing  countries  have  had on
tffe  Bank.

In  the  following  pages  we examine  some
of  the factors  that  shape  the  adoption  and  exe-
cution  of  the policies  of  the World  Bank.  In
particular,  we  discuss  the  goal-setting  mcch-
anisms  of  the Bank,  its governance  system  and
the organizational  culture  - the unwritten  val-
ues, rules  and habits  - that  guide  much  of  its
internal  functioning.  Throughout  the  dis-
cussion,  special  attention  is given  to tlie  influ-
cnce  of  developing  countries.  As  a case study
we  use  the  Devclopment  Committee,  a
n'ffnisterial  group  of  24 Governors  of  the Bank
that,  since  1974,  meets  twice  a year  to discuss
matters  relating  to the Bank;  the study  illus-
trates  some  of  the policies  and  attitudes  that
over  the  years  have  guided  developing  countries
in their  role  as shareholders  of  the Bank.  We
conclude  by highlighting  some  of  the  impli-
cations  of  the  analysis  in  terms  of  actions  aimed

This  chapter  is based  on the essay  "Tlie  lVorld  Bank:  Its Role,  Governance  and  Organizational  Culture"  which  J
prepared  for  the  Committee  on the Future  oi'  the Bretton  'iVoods  Institutions,  April  1994.  It draws  on my  experience
as a minister  in Venezuela  at a time  in which  major  structural  adjustment  loans  were  negotiated  with  the  'iVorld  Bank
and,  later,  as an Executive  Director  at the Bank.  It is also  based  on extensive  interviews  conducted  with  a number
of  individuals,  both  outside  and  inside  the Bank,  uiho  contributed  generously  with  their  time  and  ideas.  Previous  drafts
of  the  essay  provoked  numerous  reactions  that  helped  to correct  facts  and  clarify  arguments.  My  thanks  to all  of  them,
especially  Mort  Abramowitz,  Tom  Carothers,  Domingo  Cavallo,  Armeane  Choksi,  Uri  Dadush,  Sebastian  Edwards,
Judith  Evans,  &}ary  Jo Griesgraber,  Ricardo  Hausmann,  Jerry  Helleiner,  Eveline  14erfkens,  Shahid  Husein,  Enrique
Iglesias,  Devesh  Kapur,  Robert  Klitgaard,  Peter  :'Vlountfield,  Joan  Nelson,  Lew  Preston,  JeiTrey  Sachs,  Alex  Shakow,
Ibrahim  Shihata,  Ernie  Stern,  Strobe  Talbott,  Joseph  Tulchin  and  the  several  members  of  the staff  of  the Bank  and
different  government  agencies  whose  ideas  I used,  but  who  preferred  to remain  anonymous.  Obviously,  all remaining
errors  of  fact  or interpretation  are solely  mine.

l  The  seven  countries  that  form  the G-7  are Canada,  France,  Germany,  Italy,  Japan,  the United  Kingdom  and  the
United  States.
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at strengthening  the  Bank  and  the  role  played
by  developing  countries  in  its  governance.

B.  The  role  of  the  bank:  four  models

The  purposes  of  the  World  Bank  are
constantly  reiterated  in  official  documents.
None  the  less,  the  expectations  and  the
behaviour  of  the  difTerent  groups  with  influence
over  its policies  frequently  tend  to reflect  very
different  assumptions  about  these  fundamental
purposes.  There  are  significant  differences
among  the  governments  that  "own"  the  Bank.
Top  managers  and  the  staff  of  the  institution
have  different  views  about  the  core  purpose  of
the  organization  and,  needless  to  say, public
opinion  is also  divided.

The  lack  of  consensus  about  the  Bank's
basic  mission,  limitations  in  its  governance
system  and  other  conditions,  have  led to  a
proliferation  of  goals,  which  in turn  has had
important  organizational  repercussions.  Fur-
thermore,  the  size,  complexity  and  relative  in-
dependence  of  the  Bank  create  a substantial
margin  for  inconsistencies  between  its environ-
ment,  its  strategy  and  its  organization.

Usually,  competitive  pressures  do  not
leave  decision  makers  much  choice  but  to adapt
goals  and  strategies  to changes  in the  intcrna-
tional  environment  and  to  make  tlic  internal
adjustments  needed  to support  the  new  strat-
egy.  But  without  intense  competition,  or  other
external  challenges,  organizations  like  the  Bank
- large,  complex,  relatively  autonomous,  and
with  a significant  capacity  to  influence  its  envi-
ronment  - can  postpone,  or  even  avoid,  the
difficult  decisions  required  to  minimize
incongruities  between  strategy  and  internal  or-
ganization.  They  can.  often  afford  the added
costs  and  inefficiencies  that  result  from  the  in-
effcctivcness  of  an  internal  structure  whose  ob-
jcctives  and  policies  do not  respond  adequately
to  new  external  threats  and  opportunities.
Furthermore,  in large  organizations,  the  struc-
ture,  operating  procedures  and  systems,  inter-
nal  culture,  bchavioural  inertia  and  similar
factors,  end  up  shaping  the  strategy  and  not
vice  versa.  Tliercfore,  while  t5c World  Bank
will  certainly  have  to adjust  its  policies  and  op-
erations  to new  challenges  and  changes  in its
external  environment,  its  internal  structure  will
significantly  constrain  the  range  of  strategies  it
can  seriously  consider  or  effectively  implement.

The  lack  of  consensus  about  the  specific
role  of  the  World  Bank  (and  how  it sliorild  be
translated  into  an operational  mission,  measur-
able  objectives  and  policies)  has burdened  the

institution  for  years.  Differences  of  opinion
about  the  fundamental  role  of  the  Bank  go be-
yond  the  fact  that  some  shareholding  countries
borrow  from  the  Bank  while  others  provide  the
funds.

While  there  are many  expectations  and
definitions  of  the  fundamental  role  of  the  Bank,
four  di[erent  models  or perspectives  are  the
most  cornrnon.  The  first  is the  view  that  the
World  Bank  is  a financial  intermediary,  the
"Bank-as-a-bank"  model.  A second  perspective
- or model  - views  the  Bank  as an instrument
for  the countries  that  dominate  its  decisions
and  policies  to exert  their  influence.  This  is the
"Bank-as-a-rich-country-instrument"  model.
The  third  model  is the  view  of  the  "Bank-as-
an-evangelical-agent",  bent  on  changing  the
behaviour  of  governments  in  developing  coun-
tries.  The  fourth  is the view  that  the  World
Bank  is a mechanism  to transfer  financial  re-
sources  from  richer  to poorer  countries.  This
is the  "Bank-as-a-transfer-agent"  model.

From  the  "Bank-as-a-bank"  perspective
the  role  of  the  World  Bank  is, quite  simply,  to
be a bank.  It  follows  that  maintaining  the  in-
stitution"s  long-term  financial  integrity  is  a
crucial  purpose  on which  all other  goals  de-
pend.  The  second  model  views  the  Bank  as an
instrument  for  the  countries  with  more  influ-
ence  on  its  decisions  to advance  their  national
interests.  Such  interests  are  expressed  in their
policies  towards  other  countries,  in  procure-
ment  goals  for  their  companies  in projects  fi-
nanced  by  the  Bank,  or  even  in  expanding
employment  opportunities  at the  Bank  for  their
nationals.

There  is a growing  constituency  favouring
the  evangelical  model.  In  this  view,  the  Bank's
combination  of  money,  access,  knowledge  and
expertise  is a powerful  instrument  to convert
the  souls  of  governments  implementing  rnis-
guided  public  policies.  This  is, in fact,  a more
concrete  manifestation  of  the  expectation  that
tlie  Bank's  main  role  is to support  a liberal,  or
market-based,  economic  system  as expressed  in
the  promotion  of  liberal  trade  and  investment
regimes.  Another  version  of  this  approach  sees
the  Bank  as an instrument  for  the  promotion
of  values  not  readily  accepted  by  the  traditional
powcr  structures  witliin  developing  countries.
Increasing  im'estment  in,  and  attention  to,
women,  environmental  protection  and  better
governance  in  terms  of respect  for  human
rights,  as well  as accountability  and  transpar-
ency  in government  decisions,  are  prime  exam-
ples  of  the  sort  of  objectives  that  flow  from  this
perspective  on  the  Bank's  role.

Still  others  maintain  that  the  advisory
and  =imprimatur"  roles  of  the  Bank  will  grow
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even  faster  in  the  future,  as  economic  and
institutional  constraints  will  increasingly  limit
its  role  to act  as a financial  intermediary.  The
argument  is that  the  Bank"s  accumulated  de-
velopmental  expertise  and  its capacity  to gen-
erate  and  disseminate  policy-relevant
knowledge  have  been  gradually  replacing  its fi-
nancial  resources  as its main  assets.  As  donor
countries  facc  increasing  fiscal  constraints  'and
aid budgets  cannot  cope  with  mounting  de-
mands,  the  Bank's  capital  will  not  grow  as fast
as the  needs  of  the  borrowers.  This  trend  will
presumably  accelerate  in  the  future,  pushing
the  Bank  towards  its knowledge-intermediary,
research-centre,  consulting-company  role.

Finally,  the  fourth  widely  held  view  is
that  the  Bank  exists  to  transfer  resources  to
poor  countries.  It is impossible,  according  to
this  view,  for  an institution  that  has the  pro-
motion  of  development  at the  core  of  its  raison
d\tre  , not  to  have  the  supply  of  capital  to
developing  counirics  as it's basic  function.  The
assumptions  and  policy  implications  of  this
model  underlie  many  of the  attitudes  and
official  positions  of  developing  coilntries
towards  the  Bank.  This  is  also  the  model
underlying  the  creation  and  the  general
orientation  of  the  Development  Committee.
This  is reflected  in the official  name  of  this

Committee:  the Joint Ministerial  Committee of
the Governors of  the Bank and the Fund on the
Transfer  of Real Resources to Developing
Countries.  This  perspective  stands  in  sharp
contrast  to  the  first  model,  which  takes  the  view
that  the  Bank  is a financial  intermediary.

The  view  that  the  Bank  is, first  and  fore-
most,  a bank,  leads  naturally  to  the  assumption
that  it is an  institution  with  fiduciary  rcsponsi-
bility  to its depositors  and  that  it has to  ad-
tninister  its loan  portfolio  accordingly.  The
Bank  raises  funds  in  the  capital  markets  at
pren'iium  interest  rates,  tlianks  to the  guaran-
tees  provided  by  its shareholding  governments
and  the government  guarantees  it secures  for
the  loans  it makes.  It  then  lends  these  funds  to
developing  countries  at  interest  rates  lower
than  those  they  would  normally  secure  on  their
own.

But  for  those  that  assume  that  the  main
role  of  the  Bank  is to transfer  badly  needed  re-
sources  to poor  countrics,  hasiing  its essential
purpose  defined  as t}iat  of  a financial  interme-
diary,  is confusing  means  and  ends.  For  the
resource-transfer  model,  development  is  the
objective  and  finance  tlie  instrument.  There-
fore,  it assumes  that  the  Bank  is  a develop-
mental  institution  first  and  a financial
intermediary  second.  The  =Bank-as-a-bank"
perspective  responds  that  while  this  may  be
true,  in practice,  if  the  capacity  of  tlie  Bank  to

raise  cheaper  funds  from  international  financial
markets  is impaired,  money  for  all  the other
developmental  objectives  will  be  less  readily
available.

The  resource-transfer  perspective  count-
ers by stressing  the  need  for  the  industrialized
countries  to do more  for  developing  countries.
In its  B,ore  extreme  formulation,  the resource-
transfer  model  of  the  Bank  leads  to a view  that
expects  the  institution  to resemble  more  a fund
that  has to  be periodically  replenished  by its
richer  shareholder-donors,  than  a bank.  This
is  in  fact  the  role  played  by  the  Bank's
concessionary  credit  arm,  the  International
Development  Association  (IDA),  which  instead
of  loans  gives  "credits"  to the  poorest  countries
(defined  as those  with  per  capita  incomes  of  less
than  approximately  $1,200  per  year),  charging
only  a small  "service  fee"  but  no interest.  But
IDA"s  geographical  and  financial  scope  is, ac-
cording  to  the  resource-transfer  perspective,
too  narrow.  It  argues  that  more  money  to
more  countries  should  be transferred  to the  de-
veloping  world  in order  to  overcome  the  im-
mense  obstacles  it faces.  In  recent  years  this
resource-transfer  role  has been  declining.  The
Bank's  net  disbursements  have  tended  to  de-
crease  substantially  and,  in  some  developing
regions,  the  Bank  often  extracts  more  funds
than  it provides.  The  negative  net  transfers  of
the  Bank  to the  developing  world  have  thus
become  the  focal  point  of  most  of  the  speeches
of  the  Governors  of  the  Bank  representing
borrowing  countries  at their  annual  meetings.

But  for  those  assuming  that  the World
Bank  is a bank,  negative  transfers  should  not
be a cause  of  alarm.  As  one  Bank  official  puts

I think  it pefectly  normal  that,  after  a period
of  strong  growth,  the Bank  has now  reached
a period  of  maturity.  The  Bank's  exposure
cannot  be increased  without  significant  dan-
gers for  the  rating  of  the institution  by  finan-
cial  markets.  It would  be dangerous  to define
any net transfer  target,  since it would  mean
that  the bank  would  constantly  increase  its
exposure  and, in practice,  refinance  its own
interest  charges.  I would  insist  on strength-
ening  the balance  sheet, both  on  the  asset
side, irnproving  the quality  of  the portfolio,
and on the liability  side, building  a stronger
capital  base  through  larger  provisions  for
losses  and  more  reserves.

Widely  differing  assumptions  about  the
basic  role  of  the  World  Bank  not  only  engender
very  different  visions  about  its goals  and  poli-
cies.  The  staxidards  by  which  the  organization's
performance  is to be judged  and  proposals  for
the changes  needed  to respond  to new  prob-
lems,  also  depend  very  much  on the  assump-
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tlOllS  about  the  Bank's  role.  The  quality  of  the
Bank"s  loan  portfolio,  for  example,  should  not
have  top  priority  if  the  main  operational  goal
is to approve  as many  loans  per  year  as possi-
ble,  and  get  the  funds  out  to  client  countries  as
quickly  as possible.  This  is the  "Bank-as-a-
transfer-agent"  model.  If,  instead,  maintaining
a top  credit  rating  for  the  Bank  by financial
markets  is seen  as a condition  without  which  its
other  developmental  objectives  cannot  be
achieved  - the  "Bank-as-a-bank"  model  - then
the  quality  of  the  loans  becomes  a central  ob-
jective.  Under  tliis  perspective,  transferring  re-
sources  to clients  should  not  take  precedence
over  the  quality  of  the  loan  portfolio.  Some
also  argue  that  these  two  objectives  need  not
be mutually  exclusive  and  that  the  quality  of
the  portfolio  can  be interpreted  simply  as an
operational  constraint  on  the  goal  of  maxirniz-
ing  the  resources  transferred  to  borrowing
countries.  But  part  of  the  difficulty  in the  de-
bate  over  the  Bank's  role  is that  what  for  some
are  objectives,  for  others  are  means  to achieve
other,  higher  order  goals.  For  some,  trans-
ferring  resources  is the  goal.  For  others,  alle-
viating  poverty  is  the  goal  and  transferring
resources  - including  knowledge  - is a means
towards  the  objective  of  reducing  poverty.

Lending  to  the  countries  of  Eastern
Europe  and  the  former  Soviet  Union  provides
a very  illustrative  example  of  the  practical  re-
percussions  of  the  lack  of  consensus  over  the
Bank's  role.  The  World  Bank  has  been  publicly
criticized  (together  with  the  IMF)  by  some
governments  in  the  G-7  for  not  reacting  quickly
enough  to  the  needs  and  the  emergencies  of
these  new  clients.  This  accusation  is valid  for
those  that  think  the  Bankas  role  is to transfer
resorirces  to its clients.  It  is not  valid,  however,
for  tliose  that  think  t}'ie Bank  is a bank,  as some
G-7  governments  have  often  stated.  This  is
also  an example  cited  by those  tbat  hold  the
view  that  the  Bank  is simply  an instrument  to
advance  the  interests  of  its  more  influentiar
shareholders.  From  t}iis  perspective,  even  tlie
adoption  of  the  different  perspectives  about  tl'ic
fundamental  role  of  the  Bank  by  the  more
powerful  shareholders  responds  to  tl'ieir
circumstantial  interests  and,  t}ierefore,  changes
through  time.  Proponcnts  of  this  pcrspcctive
refer,  as an example,  to the  fact  tliat  tlie  samc
countries  tliat  were  rirging  carition  and  restraint
in tlie  Bank's  actions  during  tlic  dcbt  crisis,  cit-
ing  t}ie  need  not  to imperil  the  Bank's  financial
ixitegrity,  had  no  qualms  in holding  these  sound
financial  principles  in abeyance  when  pressing
the  Bank  to take  irnrnediate  and  massive  action
to aid  the  former  Soviet  Union.

The  consequences  of  the  lack  of  consen-
sus  among  its owners  about  the  fundamental
role  of  the  World  Bank  have  become  more  vis-

ible  in  recent  years  as  a result  of  changing
international  circumstances,  notably  the  end  of
the cold  war.  But  different  views  about  the
basic  function  of  the  Bank  have  shaped  its ev-
olution  since  its  inception  and  will  probably
continue  to coexist  in the  foreseeable  future.
Development  is a multifaceted  process  and  the
shareholders  of  the  Bank  are political  actors
subject  to - often  conflicting  - pressures.  This
obviously  limits  the  Bank's  capacity  to  focus  its
efforts.  As  a senior  Bank  official  put  it:

These  different  views  are held  by the same
sets of  shareholders;  and  indeed,  often  by the
same shareholder.  Which  view  predominates
depends  on the subject  and  time.  An  insti-
tution  that  gets  such diverse  and variable
guidance  as a steady  diet  will  have  problems
in  focusing  on  fewcr  objectives  far greater
than  those  created  by  internal  constraints.

C. The  purpose  of  the World  Banm;
from  mission  ambiguity  to goal
congestion

Growing  needs  and  external  expectations,
rapid  changes  in  its  environment  and  a
governance  structure  that  inhibits  a more
sharply  focused  strategic  agenda,  have  na-
turally  led  to mission  ambiguity  and  goal  con-
geStlOrL

As  constantly  emphasiz
official  statements,  poverty  reduction  is  the
fundamental  purpose  of  thc  instiffltion.  But  the
very  different  ways  through  wliich  this  goal  was
pursued  over  the  years,  t}ie  growing  diversifica-
tion  of  the  Bank's  operational  priorities  and  tlie
highly  political  nature  of  the  agenda-setting
process,  have  eroded  tbe  usefulness  of  poverty
alleviation  as  the  anchor  providing  a solid
grounding  against  the  stroxig  pressures  for  di-
versification.  As a result,  ivhilc  knowing  t}iat
posierty  alleviation  is the  official  line,  Bank  staff
hold  as diverse  views  as tl-iose  outside  the  insti-
tution  on  what  in reality  the  Bankas  mission  is,
and  ouglit  to be.

"Poverty  rcduction  replaced  "develop-
mcnt=  as  tlie  overarcliing  go:il  of  the  'yVorld
Bank  to  ref'ute  the  riotion  that  the  rmeqrial
groyvt}i  often  implied  by development  was  ac-
ceptable.  Economic  growtli  was  too
reductionistic  as a mission  and  "growth-witli-
equity"  too  cumbersome  to  rise as a rallying
cry.  =Sustainable  development"  was soon  re-
placed  by  =poverty  alleviation"  but  both  be-
came  politically  incorrect  as  they  seemed  to
suggest  t}iat  the  aim  was  only  to buffer  tlie  im-
pact  of  poverty.  "Poverty  elimination"  was  too
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overwhelming  a mission  and  not  really  credible.
Thus,  for  the  time  being,  "poverty  reduction"  is
the  official  line,  even  though  it  does  not  capture
the  fact  that  the  Bank"s  primary  objective  in
many  countries,  e.g.  the  former  Soviet  Union,
the  Republic  of  Korea  or  Thailand,  is not  pov-
erty  reduction.

The  Barxk's  charter,  drafted  in 1944  and
called  "Articles  of  Agreement",  defines  five
purposes  for  the  institution,  but  does  little  to
clarify  the  goals.  Three  of  the  purposes  men-
tioned  in  the  Articles  provide  some  general
strategic  direction  and  two  give  a more  opera-
tional  orientation.  The  three  strategic  purposes
of  the  Bank  are  (a)  to help  member  states  to
reconstruct  and  develop  by facilitating  capital
investment;  (b)  to promote  foreign  private  in-
vestment  and  (c) to  promote  the  long-range
balanced  growth  of  international  trade  and  the
maintenance  of  equilibrium  in  balances  of  pay-
ments.  This  should  be achieved  by  encouraging
international  investment  aimed  at  mobilizing
domestic  resources  and  thus  "raising  produc-
tivity,  the  standard  of  living  and  conditions  of
labour".  The  other  two,  more  operational,
mandates  in  the  Articles  of  Agreement  empha-
size the  need  to coordinate  with  other  lending
agencies  and  the need  "to  conduct  its  oper-
ations  with  due  regard  to the  effect  of  interna-
tional  investments  on  business  conditions".

These  purposes  have  been  interpreted  in
a variety  of  ways  in the  last  lialf  century.  In
his  writings,  even  the  Vice-President  and  Gen-
eral  Counser  of  the  Bank  wonders  how,  in this
changing  envirqnment,  the  Bank  managed  to
avoid  having  to modify  its constituent  charter
in  any  significant  way.  His  explanation  is that,
"...  this  is in  large  part  due  to the  broad  scope
of  the  Articles  of  Agreement  and  the  extensive
power  of  the Board  of  Directors  to  interpret
these  articles"  (Shihata,  1991,  p. 14).

After  its role  in  apostwar  reconstruction,
the  Bank  concentrated  on  financing
infrastructure  in  developing  countries.  It  even-
tually  became  a major  source  of  financial  arid
technical  assistance  for  the  newly  formed  gov-
ernments  of  the  former  colonies  that  gained  in-
dependence  in the  1950s  and  [960S.  In  the
early  1970s,  poverty,  rural  development,  sup-
port  for  agriculture  and  concerns  about  popu-
lation  issues  gained  a significant  pronThnence  in
the  Bank's  agenda.2  In  the 1970s  the  financing
of  industrial  development  - often  through
state-owned  enterprises  -intensified.  The  debt
crisis  propelled  the  IMF  and  the  Bank  onto

centre  stage  and  gave  rise  to policy-based  lend-
ing:  loans  disbursed  in exchange  for  policy  re-
forms  aimed  at  correcting  macroeconornic
imbalances  and  boosting  the  productivity  of  the
economy  through  structural  reforms.  The  last
decade  of  this  century  finds  the  Bank  with  a
growing  consensus  about  its  developmental
doctrine  - the  "market-friendly"  approach  - and
with  the.  challenge  of  figuring  out  how  to de-
liver  on the environmental  front  and  how  to
minimize  the  costs  of  the  transition  of  the  for-
mer  centrally-planned  economies.  In  1992,  the
Bank's  region-oriented  organizational  structure
was  complemented  by  the  creation  of  three  new
goal-oriented  vice-presidencies,  dealing  with  the
environment,  development  of  the  private  sector
and  poverty  and  human  resources  (health,  edu-
cation  etc.).

Throughout  this  evolution,  the  Bank
never  shed  its previous  goals  as it adopted  new
ones.  This  created  a "sedimentary"  approach
to goal  formulation  that  clearly  contributes  to
its congestion.  New  goals  were  adopted  not
only  as a result  of  the  Bank's  own  propensity
to  grow  and  diversify.  Pressing  needs  were
certainly  there  and  few  other  institutions  have
been  available  to respond  to such  needs.  In
other  cases,  existing  institutions  were  perceived
as inadequate.  For  example,  widespread  dis-
appointment  with  the  performance  of  other
agencies  of the  United  Nations  system  in-
creased  the  pressures  on  the  Bank  to intervene,
and  more  happily  than  grudgingly  the  Bank  of-
ten  obliged.  As  the  institutional  decay  of
UNESCO  intensified  and  donor  frustration
about  their  lack  of  control  over  it  increased,  the
Bank  boosted  its efforts  at assisting  countries
in  education  and  science.  In  the  areas  of
health,  cliild  nutrition,  population,  industrial
development,  trade  policy,  agriculture,  techni-
cal  assistance  and,  more  recently,  the  enioiron-
ment,  the  Bank's  expansion  was  often  justified
by the  need to  "complement"  the  efforts  of
UNICEF,  UNFPA,  UNCT  AD,  UNIDO,  FAO,
UNDP  or  UNEP.3

Goal  congestion  at the  Bank  was  also  in-
tensified  by the  growing  influence  of  legisla-
trires  in donor  countries  which,  in turn,  have
become  much  more  sensitive  to the  pressures
of non-governmental  organizations  (NGOs)
than  10 or 20 years  ago.  The  explicit  incorpo-
ration  of  tlic  environment  or  the  role  of  women
in development  into  the  Bank's  agenda  and  the
growing  concern  in the Bank's  operations  for
issues  like  human  rights,  military  expenditures,
the  quality  of  governance  in borrowing  coun-

2 Rural  development,  for example,  was officially  adopted  as a central  priority  for the Bank  at the shareholders  annua)
meeting  in Nairobi  in 1973.

3 The performance  problems  of  multilateral  regional  banks  also played  a similar  role  in justifying  the Bank's  expansion
in a given  region  (Culpeper,  1993).
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tries,  democracy,  corruption  and  the  like,  owes

itself  in no  small  measure  to the  active  role  of

NGOs  and  their  congresses  (Nelson  and

Eglinton,  1993).

Practical  realities  are  also  shaping  the

Bank"s  agenda.  As  countries  privatize  most  of

their  state-owned  firms,  some  clients  are  inevi-

tably  lost.  Ia the  past,  Bank  loans  were  often

used  to establish  or expand  these  companies.

So,  paradoxically,  while  the  Bank  could  provide

funds  to  a country  to  upgrade  an electricity

company,  the  Bank  cannot  lend  directly  to it

once  the  company  is privatized  because  it does

not  have  a sovereign  guarantee.  The  Interna-

tional  Finance  Corporation  (IFC),  the  subsid-

iary  of  the  Bank  that  invests  and  lends  to the

private  sector  in  developing  countries,  does  not

have  the  capital  base  to cover  tl'ie huge  needs

in private  infrastructure  investments  that  are

being  faced  by  these  countries.

Another  important  reality  that  is bound

to shape  the  Bank's  agenda  is the  growing  in-

tegration  of  capital  markets  and  the  increasing

capacity  of  successfully  reforming  countries  to

access  these  markets  directly.  Countries  that

have  been  successful  in stabilizing  their  econo-

mies  and  achieving  a substantial  degree  of  pol-

itical  and  institutional  stability  can  now  secure

through  the  international  capital  markets  the

funding  for  projects  that  in  the  past  could  only

be financed  through  the  World  Bank.  Devel-

oping  countries  perceived  as good  risks  will  in-

creasingly  be  able  to  obtain  funds  from

international  capital  markets  under  conditions

that  are coInpetitive  with  those  offered  by the

Bank.  This,  of  course,  means  that  the  Bank"s

portfolio  will  be  increasingly  concentrated  in

the more  unstable  and,  therefore,  more  risky

COuntneS  Or prO]eCtS.

Again,  some  may  regard  this  as a very

positive  evolution  and  as proof  of  the  Bank"s

effectiveness,  while  others  will  worry  that  in the

long  or even  the  medium  run  this  trend  could

impair  the  capacity  of  the  Bank  to operate.

D.  The  Bank's  governance  system:

from  constructive  gridlock  to

dysfunctional  stalemate

One  of  the  reasons  for  the  Bank's  accu-

mulation  of  goals  is that  its  governance  system

is not  very  good  at sorting  out  priorities,  at

least  formally.  Once  an objective  is incorpo-

rated  in the  Bank"s  agenda,  it becomes  almost

impossible  to delete  it from  the  list.  Political

factors,  organizational  inertia  and  the  way

strategic  decision-making  is formally  organized

make  it very  difficult  explicitly  to exclude  an

item  from  the Bank"s  priorities.  One  of  the

more  insidious  effects  of  this  goal-overload  is

that  it impacts  more  negatively  on  the  weaker

countries.  Countries  with  little  bargaining

power  have  to accept  the conditions  and  ob-

jectives  that,  in a given  period,  acquire  great

visibility  and  priority  within  the  Bank.  Instead,

strongep  countries  can  - and  often  do  - manage

to persuade  the  Bank  to be more  lax  on  condi-

tions  that  are  not  central  to the  loan  being  ne-

gotiated.

It  is practically  impossible  to  incorporate

into  all  the  operations  the  complete  set of  pri-

orities  that  may  form  part  of  the  Bank  agenda

at  a  given  time.  These  priorities  also  vary

through  time,  and  it is politically  difficult  to

announce  formally  that  the Bank  is dropping

one  of  its priorities.  Thus,  the  solution  has

been  to reduce  their  importance  tacitly.  When

this  happens,  budgets  assigned  to these  objec-

tives  stagnate  or  shrink,  the  frequency  with

which  they  are  expressed  in actual  operations

declines,  visibility  and  the  internal  status  of  the

staff  working  on  them  decrease  and,  in  ge,neral,

the  staff  becomes  rapidly  aware  that  these  are

not  the  issues  on  which  successful  careers  are

built.  While  this  mechanism  lacks  transpar-

ency,  over  the  years  it has served  the  purpose

of  containing  what  otherwise  would  be an  even

more  confusing  and  wasteful  accumulation  of

goals.

In  many  aspects  the  governance  system

of  the  Bank  has worked  well.  Even  its more

scathing  critics  recognize  that  the  Bank  has

been  able  to  avoid  some  of  the  profound

govcrnance  and  management  problems  that

plague  other  multilateral  organizations.  The

Bank"s  reaction  to the  debt  crisis,  to the  need

for  a more  balanced  use of  markets  and  the

State  in development,  to the  need  for  more  ef-

fective  protection  of  the  environment,  or  to  the

challenges  posed  by  the  transition  of  the  former

communist  countries,  are, ror many  objective

observers,  the  most  effective  responses  possible

under  the  prevailing  circumstances.  To  others

these  are  misguided  policies  that  actually  harm

borrowers,  fleece  donors,  or  even  combine  both

effects.  Still,  most  of  these  critics  accept  that

the  Bank's  accumulation  of  technical  capacity

on  issues  relevant  to  developing  countries  is

one  of  the  best  in  the  world,  if  not  tlie  best.

While  political  considerations  often  shape

the Bank's  decisions,  technical  considerations

and  objective  criteria  also  play  a major  role  in

the  decision-making  process.  In  fact,  it is not

rare  for  political  pressures  to be deflected  by

technical  arguments.  The  promotion  of  staff,

especially  at the  higher  levels,  is certainly  influ-

enced  by  the political  dynamics  typical  of  all
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large  organizations.  But  the Bank  has been
able  to avoid  the  blatant  patronage  and  poli-
tically  motivated  recruitment  that  are  often
found  in quasi-public  bureaucracies.  Careers
advanced  on the  Bank"s  internal  merit  system
continue  to  be the  norm  and  those  based  on  the
influence  of  shareholders  the  exception.

Balancing  the  political  nature  of  the  in-
stitution  with  a strong  technical  orientation
was,  after  all,  one  of  the  main  objectives  of  the
drafters  of  the  Bank"s  charter.  The  design  of  its
governance  system  reflects  the  attempt  to iso-
late  as much  as possible  the  Bank"s  operations
from  the interference  of  shareholders.  These
are represented  by the  Board  of  Governors,
composed  of  cabinet  members  or governors  of
central  banks  of  the  shareholding  governments.
While  all  the  powers  of  the  Bank  are  vested  in
the  Board  of  Governors,  most  of  thetn  are  de-
legated  to  the  Board  of  Executive  Directors.
The  only  decisions  that,  according  to the  Arti-
cles of  Agreement,  are  not  delegated  to  the
Board  are:  the admission  of  new  members  or
the  suspension  of  a current  member,  the in-
crease  or  decrease  in  the  Bank's  capital,  the  es-
tablishment  of  permanent  arrangements  of  a
non-administrative  nature  with  other  interna-
tional  organizations,  the  allocation  of  the
Bank's  net  income  (profit),  and  the  termination
of  the  Bank.  As already  noted,  any  question
of  interpretation  of  the  provisions  of  the  Arti-
cles  has  to be submitted  to t.he Executive  Di-
rectors  for  their  decision.

The  Articles  of  the  Bank  also  provide  for
an  Advisory  Council  (Article  V, section  6). The
Advisory  Council  met  twice  and  then  fell  into
disuse  despite  the  Article's  admonition  that  it
"meet  annually".  Another  advisory  body  is the
Development  Cornrnittee.  Originally,  it was
envisioned  to be, if  not  a counterpart,  at least
a parallel  body  to the  Interim  Committee  of  the
Governors  of  the  IMF.  While  the  IMF  com-
mittee  issues  a communique  that  in its earlier
stages  has  had  some  important  repercussions
on international  financial  markets,  the  state-
ments  of  the  Development  Cornrnittee  have
rarely  provided  more  than  general  expressions
of  concern  about  the  conditions,of  poor  coun-
tries  and  vague  exhortations  about  the actions
needed  to improve  such  conditions.  It  would
be very  hard  to argue  that  the  Development
Comn'ffttee  really  provides  any  concrete  guid-
ance  or  has  any  significant  influence  in shaping
the  Bank's  operations  or  that  its meetings  are
much  more  than  a wasteful  ritual.  Below,  we
return  to the  Development  Committee  in the
context  of  the  discussion  of  the  attitudes  of  de-
veloping  countries  vis-A-vis  the  Bank.

In  any  case,  the  drafters  did  envision  that
rnirusters  acting  as Bank  governors  would  have

to rely  on their  envoys  at the  Board  for  over-
seeing  the Bank's  functioning.  The  drafters
probably  envisioned  a board  with  more  influ-
ence  than  it has  had  in  practice  over  the  years.
In  fact,  the  first  President  of  the  Bank,  Eugene
Meyer,  resigned  a few  months  after  his  ap-
pointment  over  what  was,  in  his  judgement,  the
excessive  interference  of  the  Board.  One  of  the
most  polemic  provisions  in  the  Articles  of
Agreement  is that,

The  Executive  Directors  shall function  in
continuous  session  at the principal  office  of
the Bank  and  shall  meet  as often  as the busi-
ness of  the Bank  may  require.

This  can  be interpreted  merely  as an or-
ganizational  arrangement.  But  it really  was  an
attempt  to resolve  a major  political  dilemma:
how  to make  the  organization  accountable  to
its shareholders,  while  at the  same  time  pro-
tecting  its operations  from  their  undue  political
interference.  The  answer  was  to internalize  the
political  body  in  charge  of  overseeing  the  insti-
tution.  A board  with  almost  all  the  powers  in
the  institution,  but  without  .operational  re-
sponsibilities  and  composed  of  full-time  poli-
tical  appointees  of  the  shareholders,  certainly
appears  to  be  a legitimate  oversight  mech-
anism.  At  the  same  time,  however,  the  Execu-
tive  Directors  were  made,  for  all  practical
purposes,  employees  of  the  Bank.  They  worked
there  full  time  and  their  salaries  and  other  em-
ployment  conditions  were  those  of  the  Bank
and  not  those  of  tlie  governmcnts  they  repres-
ented.  It was  hoped  that  under  such  an ar-
rangement,  the  Executive  Directors  would
become  "part"  of  the  institution  and  therefore
would  behave  less like  ambassadors  represent-
ing  the  interests  of  their  country  and  more  like
trustees  with  the  long-term  interest  of  the  Bank
as the  value  guiding  their  decisions.

While  many  other  factors  contributed  to
endow  the  Bank  with  a significant  degree  of
relative  autonomy,  this  arrangement  clearly
helped.  The  full-time  Board  provided  a buffer
from  unwarranted  external  political  influences
and  allowed  internal  merit  criteria  and  objective
tec}inical  standards  to  flourish  and  become  well
embedded  in the culture  of  the  organization.
This  orientation  was  also  supported  by the  Ar-
ticlcs:

Only  economic  considerations  shall  be rele-

vant [in the Bank"sl decisions, and these con-
siderations  shall be  weighed  impartially  in

order to achieve the [Bank"sl purposes.

The  actual  influence  of  the  Board  varied
over  time.  From  the  personality  of  the  Presi-
dent  of  the  Bank  (wlio  is also  the  Chairman  of
the Board)  to  geo-political  and  international
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economic  conditions,  many  different  elements
defined  the power  that  the Board  wielded  in
practice.  However,  in the second  half  of  the
Bank's  existence,  the  influence  of  the  Board  has
been  waning,  while  the power  and  independ-
ence  of  the President  and the administration
has increased.  Many  factors  account  for  this
decline  in the  actual  power  of  the  Board.

1.  Size

From  1944  to 1994  the  Board  doubled  in
size (from  12 to 24 Executive  Directors)  as a
result  of  the  World  Bank  becorning  a truly
global  institution  (its member  countries  grew
from  44 to 176 in 1993).  This  increase  in size
made  directors  a more  heterogeneous  group,
thus  making  their  integration  and  cohesion
more  difficult.

2.  High  turnover

Directors  are  appointed  for a two-year
renewable  period.  In  practice,  the  average  ten-
ure has been  around  three  years,  but  the ma-
jority  (65 per cent)  leave  before  three  years.
Obviously,  some  directors,  especially  those  re-
presenting  only  one country  tend  to stay  for
much  longer  periods.4  Even  t}iough  the  number
of  the  members  of  the Board  has  increased,  the
number  of  directors  representing  a large  num-
ber  of countries  has  also  increased  as more
countries  joined  the Bank  (the  Executive  Di-
rector  of  one  of  the  African  chairs,  for  example,
represents  25 countries).  This  has meant  an
increase  in turnover,  as countries  are eagerly
awaiting  their  turn  in  the  rotation  in their
group  to appoint  one of  their  nationals  to the
Board.  Thus,  reappointments  after  the first
two-year  term  is completed  are decreasing  in
frequency.  The  acceleration  of  political  change
in  both  borrowing  and non-borrowing  coun-
tries  has also contributed  to a more  frequent
replacement  of  Executive  Directors,  even
though,  formally,  once  appointed  they  cannot
be removed  by their  authorities  until  the two
year  period  is completed.

3.  Complexity

While  the  tenure  of  the  directors  is sliort
and decreasing,  the operations  they  have  to
oversee  are increasingly  complex.  The  volume

and  complexity  of  the  Bank's  work  make  it very
difficult  for  the directors  to be well-informed
and  participate  effectively  in all  the  discussions
over  Bank  policies  and  decisions.  Even  though
the  support  staff  (alternate  directors,  advisors,
assistants,  secretaries,  etc.) of  the  Executive
Directors  has expanded  substantially,  and  some
directors  receive  additional  support  from  public
agencies-in  their  capitals,  the volume  and  the
intricacy  of  the  work  has expanded  even  more.
In the two  or three  years  that  most  directors
stay  at the Bank,  it is impossible,  even  for  the
few  that  have  a good  prior  understanding  of  the
institution,  to master  the overwhelming  array
of  complex  issues  on which  they  are supposed
to  develop  an  independent  opinion.  This
problem  is  even  more  acute  in  the  case  of
Executive  Directors  from  developing  countries.
Not  only  do they  lack  the  technical  support  in
their  capitals  that  some  of  their  counterparts
from  developed  countries  have,  but  very  often
they  only  have  a very  superficial  experience  of
the Bank  and only  cursory  information  about
its  functioning.  Many  spend  their  two  years  at
the  Board  learning  the fundamentals  of  the
Bank  and  cannot,  therefore,  play  any  influential
role.

4.  The  functioning  of  the  Board

The  procedures  guiding  the functioning
of  the Board  are woefully  outdated  and,  in fact,
reduce  its influence  by making  it inefficient  and
often  irrelevant.  The  difficulty  that  the Board
has traditionally  exhibited  in modcrnizing  its
ways  and  means  and  increasing  its relevance  is
an excellent  example  of  the decision-paralysis
that  plagues  its operation.  In essence,  Execu-
tive  Directors  spend  their  time  at  Board
meetings  (twice  a week  the  entire  morning  and
often  the  entire  day),  being  briefed  by staff,  in
committee  meetings,  recciving  delegations  from
their  constituent  countries  or reading  the ma-
terials  for  the  next  meeting.  It  took  almost  two
years  of  prodding  and  debate  before  the Board
reluctantly  agreed  - in 1992  - to reform  some
of  its procedures,  streamline  its functioning  and
increase  tl'ie policy-relevance  of  its discussions.
While  these  changes  implicd  significant
progress  in  comparison  to  the previous  situ-
ation,  tliey  still  fell very  short  of  the more
drastic  revamping  needed  to adjust  the Board
to the  circumstances  faced  by  the  Bank.

From  this  perspective  it is even  easier  to
understand  why,  in an institution  with  a Board

4 From  1970  to 1994  the Bank  has had  121 Executive  Directors.  Directors  representing  borrowing  countries rotate
on average  every  three  years,  while  those  from  non-borrowing  countries  stay  on average  slightly  less than four years.
(Data  compiled  by the author.)
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that  has such  difficulty  deciding  how  to mod-
ernize  the  way  it operates,  decisions  that  focus
more  sharply  the  Bank"s  priorities  would  be
close  to miraculous.

5.  A divided  Board

It  is not  clear  to  what  extent  the  directors
were  able,  in  the  early  stages  of  the  Bank,  to  tilt
the  balance  of  their  dual  loyalty  towards  the
Bank  and  avoid  the  interference  of
circumstantial  interests  of  their  countries  with
the  Bank's  long-term  health.  It  is, instead,  very
clear  that  in  the  latter  stages  this  balance
shifted  towards  the  more  "ambassadorial"
model  of  behaviour.  Directors  receive  explicit
instructions  from  their  capitals,  and  actively
lobby  for  the  appointment  of  their  fellow  na-
tionals  to  top  management  positions  or  for
easing  the  conditionality,  on a loan  to one  of
the  borrowing  countries  in  their  constituency.

While  the  East-West  divide  somewhat  in-
fluenced  alignments  in the  Board,  the  most  im-
portant  cleavage  was  - and  is  - between
directors  representing  borrowing  and  non-
borrowing  countries.  Given  that  non-
borrowing  countries  are  the  majority  owners  of
the  Bank,  their  policy  prefcrences  are  determi-
nant  and  tend  to be cornrnunicated  directly  to
the  sta[  or interpreted  in advance  by  it.  For
many  fundamental  policy  issues,  this  shifts  the
arena  for  decision  making  - or at least  for  the
building  of  sufficient  agreement  - out  of  the
board  room  and  into  the  offices  of  the  largest
shareholders,  notably  to  those  of  the
neighbouring  United  States  Treasury.  The  G-7
summits  or the  series  of  meetings  of  represen-
tatives  of  donor  countries  (IDA"s  deputies)  that
centre  around  the  replenishment  of  IDA"s
funds,  often  have  much  more  impact  over  the
Bank's  policies  and  priorities  tlian  an  entire
year  of  Board  meetings.

The  debates  that  do  take  place  in  tlie
Board  often  tend  to be divided  along  a predict-
able  line  between  what  in  the  Bank"s  jargon  are
called  part  l (non-borrower)  and  part  2 (bor-
rower)  countries.  This  trend  has created  an
internal  culture  in the  Board  where  Executive
Directors  representing  borrowing  countries  al-
most  never  criticize  or,  even  less,  oppose  a loan,
regardless  of  hosv  poor  the  project  may  be.  On
the  other  hand,  some  part  l directors,  attempt-
ing  to compensate,  occasionally  overstep  their
remit,  creating  time-consuming  discussions  that
rarely  result  in  major  modifications  of the
project.

With  the  incorporation  of the  former
communist  countries  into  the  Bank,  the  number

of  directors  representing  "mixed  constituencies"
with  both  borrowing  and  non-borrowing  coun-
tries,  has  also  increased.  Together  with  the
eventual  consolidation  of  European  integration
and  other  such  groupings  elsewhere,  it is likely
that  the  traditional  coalitions  within  the  Board
will  be replaced  by new  ones.  The  likelihood
of  a less divided  Board,  however,  is very  small.

6.  The  quality  of  the  Board

It  is never  easy  to have  an objective  as-
sessment  of  the  overall  quality  of  a human
group,  other  than  those  related  to its  measur-
able  performance.  Given  that  the  Board  has
no  formal  responsibility  for  concrete  results,  its
performance  is  impossible  to  evaluate  objec-
tively.  None  the  less,  the  generalized,  and  ad-
mittedly  subjective,  anecdotal  and  perhaps  even
uninformed  perception  among  observers  is that
the  calibre  of  the  Board  has  tended  to decline.
While  this  may  well  be  an  unfounded  and
slanderous  evaluation,  the  fact  is that  there  are
many  factors  negatively  affecting  the  recruit-
ment  patterns  of  Executive  Directors.  First,
the  status  of  Executive  Directors  has  declined,
perhaps  as a result  of  the  increasing  perception
of  the  Board  as a rubber-stamping,  powerless
and  inefficient  body.  Second,  the  position  of
the Bank  - or IMF  - Executive  Director  has
been  increasingly  "captured"  by  the  bureaucra-
cies of  shareholding  governments.  In  the  de-
veloped  countries,  the  post  has tended  to  be
incorporated  - explicitly  or implicitly  - in the
organizational  charts,  career  plans  and  expec-
tations  of  the bureaucracies  in charge  of  the
Bank.  This  has  often  lessened  the  political  in-
fluence  of  the  director  in  his  or  her  home
country  as the  latter's  communications  and  in-
structions  are  usually  managed  by  "handlers"  in
the  bureaucracy  that  are  normally  not  at the
higher  levels  of  government.  In  contrast,  the
Bank's  top  management  usually  has  direct  and
frequent  access  to  ministers  and  heads  of  State.
Paradoxically,  while  developing  countries  tend
to  appoint  Executive  Directors  with  higher
political  profiles  and  more  access  to their  gov-
ernments'  highest  officials,  the  effectiveness  of

these  individuals  is often hampered  by t5eir
lack  of  experience,  insufficient  technical  back-
ground  and,  in some  cases,  cornrnitment.  In
fact,  not  infrequently,  Executive  Directors  from
developing  countries  are more  cornrnitted  to
their  political  career  at home  than  to the  kinds
of issues  with  which  they  have  to  occupy
themselves  at the  Bank.  Often  they  see their
tenure  as a temporary  - sometimes  tactical  -
retreat  from  the  political  careers  to which  they
have  a long-term  commitment.  It  is very  hard
to maintain  simultaneous  attention  to the  daily
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affairs  of  the  Bank  and  to politics  at home,
thousands  of  miles  away.

7.  The  growing  autonomy  of  the  President

and  the  administration

It  is not  surprising  that,  under  these  cir-
cumstances,  the  relative  balance  of  power  be-
tween  Board  and  managers  has been  shifting
away  from  the  Board.  A divided  Board  of
overwhelmed  directors,  many  of  whom  cannot
afford  to irritate  the  Bank"s  management,  and
usually  leave  by  the  time  they  begin  to  be more
effective,  is  no  match  for  a usually  brilliant
group  of  professionals  with  decades  of  expcri-
ence  at the  Bank.

Some  argue  that  maintaining  an ineffec-
tual  Board  can  serve  some  valid  objectives;
maxirnizing  the  Bank's  autonomy,  for  example.
Some  representatives  of  developing  countries
have  occasionally  maintained  that,  given  the
G-7  dominance  of  the  Board,  strengthening  it
runs  counter  to  the  interests  of  borrowing
countries,  a position  that  has  also  been
discreetly  echoed  by  some  in the  Bank's  man-
agement.  The  argument  is  that  the  Bank"s
management  does  a much  better  job  than  de-
veloping  countries"  directors  in protecting  bor-
rowing  countries  from  the  politically  motivated
interference  that  industrialized  countries  some-
times  exhibit  in the  Board.  In  the  past,  such
assumptions  have  led  some  Executive  Directors
of  developing  countries  fiercely  to  resist  at-
tempts  at increasing  the  effectiveness  of  the
Board.

In  the  long  run,  however,  all  institutions
suffer  if  the  body  to which  they  are formally
accountable  is not  effective  or  credible,  or  if  its
influence  on shareholders  is lower  than  that  of
management.

In  all  organizations,  finding  an adequate
balance  in the  relationship  between  the  Board
and  management  is difficult.  If  boards  coddle
management  and  depend  too  much  on  it,  their
effectiveness  is eroded  and  the  institution  is not
well  served.  Situations  where  boards  are too
antagonistic  to management  are  equally  harm-
ful,  even  though  a certain  degree  of  tension  be-
tween  board  and  management  is inevitable  and
should  be welcome.  Management,  everywhere,
has a natural  propensity  to maximize  growth,
autonomy  and  scope  for  its  operations.  Share-
holders  and  their  representatives  tend,  instead,
to be more  worried  about  rninirnizing  risk,  ex-
posure  and  the  need  for  the  next  capital  in-
crease.  When  well  managed  and  organized,  this
contradictory  relationship  between  board

members  and  managers  can  become  the  source
of  great  strength  for  any  organization.  When
this  is not  the  case,  it can  lead  to an environ-
ment  of  distrust,  resentment  and  inefficiency,
and  could  even  reach  the  point  of  inducing
fundamental  distortions  in  the  behaviour  of  the
institution.

It  js  increasingly  obvious  that  some  of  the
explicit  rules  and  informal  arrangements  that
now  govern  the  relationship  between  Board  and
management  at the Bank  are perilously  out-
dated.  Rituals,  rules  and  procedures  that  in the
past  provided  adequate  solutions  for  specific
situations  involving  the  role  of  the Executive
Directors,  or served  to define  expectations  and
realities  about  the  division  of  responsibilities
between  top  management  and  the  Board,  are
losing  their  e[ectiveness  at great  speed.  In  the
case  of  developing  countries,  the  erosion  of  the
relevance  of their  traditional  arrangements,
practices  and  even  attitudes  towards  the  Bank
is probably  the most  acute,  given  the  drastic
changes  in  the  world  scene,  in  the  industrialized
countries  and  in  the  developing  cormtries
themselves.

On  the  other  hand,  the  Bank's  policies,
their  impact  in  developing  countries  and  the
way  shareholders  and  borrowers  influence  the
institution,  are also  determined  by its organ-
izational  culture.

E.  The  influence  of  the  G-4  in the
Bank:  the  impact  of  unwriffen  ru/es

While  the  G-7  has  a substantial  influence
in shaping  the  content  of  the  policies  pursued
by  the  Bank,  the  "G-4  effect"  greatly  shapes  the
way  these  policies  are  executed.  The  G-4  is not
a grouping  of  countries.  It is the  designation
of  the  United  States  visa  of  the non-United
States  citizens  employed  by  the  Bank.  To-
gether  with  other  benefits  to which  Bank  em-
ployees  are  entitled,  it  creates  a critical
dependency  on  the  Bank  and  significantly
shapes  its  internal  culture.  In  trirn,  the  organ-
izational  culture  of  the  Bank  affects  policy  im-
plementation  and  creates  internal  rigidities  that
limit  its  range  of  strategic  options.

More  than  60 per  cent  of  the  almost  7000
people  employed  by  the  Bank  have  a G-4  visa.
Upon  termination  of  their  bank-sponsored  res-
idency  they  - and  their  family  - have  only  a few
weeks  to leave  the  United  States  (as do their
nannies  and  housekeepers  with  the G-5  visa
accorded  to  foreign  household  employees  of
G-4  holders).
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Losing  a job  is always  a traumatic  expe-
rience.  The  trauma  increases  with  the  length
of  the  tenure  in the job  being  lost  (average
tenure  at the.  World  Bank  is ten  years  and  a
large  number  of  staff  is recruited  at mid-career,
when  they  are in their  late  thirties  and  early
forties).  When  the  job  loss  also  entails  the  in-
stantaneous  loss  of  the G-4  visa,  the tax  ex-
emption  stattrs,  education  and  health  tjen'efits
and  the  rest  of  the  perquisites  enjoyed  by  Bank
staff,  it becomes  an event  of  catastrophic  pro-
portions.  This  extreme  dependency  transcends
foreigners,  affects  all  the  staff  equally  and  is a
pervasive  and  crucial  element  of  the  Bank's
culture.  The  Bank  pays  very  well  and  offers
benefits  that  are not  easily  found  elsewhere.
Furthermore,  for  many,  the  Bank  is one  of  the
few  places  in  the  world  where  there  is a demand
for  their  highly  specialized  skills.  The  point  is
that  the  G-4  effect  is a metaphor  for  an insti-
tutional  characteristic  that  makes  Bank  staff
more  dependent  on their  employment  by the
Bank  than  is normally  the  case  in other  profes-
sional  organizations  where  job  mobility  is less
rigid  and  traumatic.  The  G-4  effect  varies  with
nationality  and  profession.  For  example,  for
European  and  Japanese  staff  members  the  pull
of  the  G-4  effect  is often  less intense  than  for
statT from  developing  countries.  Also,  a staff
member  specialized  in finance  may  have  many
more  equivalent  job  possibilities  outside  the
Bank  than  a specialist  on issues  of  women  in
development.  This  naturally  influences  the
feelings  about  job  dependence  and,  in turn,  or-
ganizational  behaviour.

Therefore,  while  job  retention  tactics  in-
fluence  behaviour  in all organizations,  at the
Bank  such  tactics  acquire  an importance  that
overrides  all other  concerns.  The  G-4  effect
greatly  heightens  the  importance  of  office  poli-
tics.  It stimulates  the  emergence  of  clan-like
groups  whose  members  support  and  promote
each  other  in  a muted,  but  intense,  rivalry  with
members  of  other  clans.  It  encorirages  the
building  of  informal  coalitions  and  mutual
support  groups,  raises  the  avcrsion  of  individ-
uals  to  taking  risks,  and  increases  the  resistance
to  organizational  change.  The  sensitivity  to
unwritten  rules  of  behaviour  is amplified  and
the  importance  of  informal,  but  deeply
grounded,  routines,  codes  and  values  create  a
very  powerful  organizational  culture.  Together
with  the  significant  autonomy  the  Bank  enjoys
vis-a-vis  its dients,  the  Bank's  culture  makes
promotion  and  job  stability  much  more  de-
pendent  on  the  person's  internal  reputation
than  on the  opinions  of  those  outside  the  or-
gamzation.

A strong  internal  culture  has  many  posi-
tive  effects.  The  widespread  attachment  to
common,  albeit  unwritten,  values  and  implicit

codes  of  conduct  makes  an organization  more
cohesive.  In  as large  and  complex  an organ-
ization  as the  World  Bank,  which  is subjected
to  powerful  centrifugal  forces  that  erode
cohesion  and  make  internal  coordination  very
burdensome,  a shared  culture  acts  as a glue
that  helps  to  hold  together  the  disparate  pieces
of  the  system.  But  a strong  organizational  cul-
ture  is  also  a formidable  impediment  to the
internal  changes  that  all  organizations  have  to
undertake  periodically  to adapt  to changes  in
their  environment.  A strong  internal  culture  is
seldom  the  factor  that  prevents  the  adoption
of  a new  organizational  structure.  But  a strong
culture  can  certainly  undermine  the  effective-
ness  of  any  new  arrangement  that,  while  at-

tuned to the new <:nvironmental  demands, may
run  counter  to  the  tacit  understandings  that  are
embedded  in the  organization  and  are critical
in  shaping  its  functioning.

The  staff  "know"  that  in  order  to  progress
in  the  Bank  ideas  are  more  important  than
actions,  solid  technical  writing  is more  impor-
tant  than  public  eloquence,  economic  reasoning
is respected  while  the  "soft",  sociological  type
of  analysis  is belittled,  and  the  opinion  of  col-

leagued  and others in Washington  matters  more
than  the  opinion  of  clients.  The  staff  also  know
that  concentrating  on  one  problem  or  one
country  for  too  long  is  too  risky  and  that,
therefore,  moving  everv  few  years  is necessary
for  rapid  career  advancement.  The  organiza-
tion  has  also  learned  from  experience  that  every
new  President  reorganizes  the  Bank  and  that,
given  the  periodic  reshufnings,  it is important
for  employees  to  build  mechanisms  for  self-
protection.  Becoming  an accepted  member  of
one  of  the  many  pyramidal  clans  in the  Bank,
usually  with  a senior  manager  at their  apex,  is
therefore  a good  idea.  So when  a new  President
arrives  and  moves  boxes  around  in  the  organ-
izational  chart,  in  practice  he has  been  moving
the  different  informal  clans.  The  arrangement
of  boxes  may  look  different.  But  after  some
time,  the  same  general  clusters  of  people  tend
to regroup,  replicating  in  the  new  arrangements
their  same  old values,  habits  and  operating
styles.  Thus,  actual  behaviour  inside  the  boxes
is not  likely  to have  changed  much.

Given  this  internal  culture,  it becomes
only  natural  for  Bank  staff  to have  an internal
- inward  looking  - set of  organizational  values
and  habits.  Under  the  circumstances  prevailing
at the  Bank,  it is crucially  important  for  staff
members  to  concentrate  attention  on  what
others  inside  the  Bank  are  up  to and  to build  a
constituency  of  contacts,  friends,  allies  and
mentors  throughout  the  organization.  Again,
this  propensity  is not  exclusive  to  the  Bank  and
can be found  in most  large  multinational  or-
ganizations.  But  very  few  other  organizations



204

have  the  combination  of  extreme  job-
dependency,  lack  of  competition  and  aloofness
from  the  clients  that  allow  the  internal  culture
to  be as self-absorbed  as that  of  the  Bank.

The  strong  internal  orientation  of  the
Bank"s  culture  is reflected  in actual  practices.
An  internal  - albeit  limited  and  statistically  not
representative  - study  showed  that  during  a
specific  week  a division  chief  spent  81 per  cent
of  the  time  interacting  with  colleagues  (52  per
cent)  or documenting  his or  her  work  (29 per
cent).  Time  spent  interacting  with  borrowers
was  2 per  cent.  According  to  the  same  prelim-
inary  study,  a task  manager  spent  81 per  cent
of  the  time  talking  to others  (36  per  cent)  and
documenting  the  work  (45  per  cent).  He  or she
also  spent  more  time  with  borrowers  than  a di-
vision  chiefi  7 per  cent  in total.  Perhaps  this
much  interaction  with  others  at the Bank  has
something  to  do  with  the  long  time  it takes  to
approve  a loan.  A  survey  of 12  projects
showed  that,  on  average,  it took  slightly  more
than  300 days  for  a project  to move  from  its
initial  appraisal  to  its  approval  by  the  Board.

Quality  control,  project  complexity,  weak
borrowing  institutions,  overwork  and  con-
gestion  at the  Bank  are  very  likely  to explain
such  long  gestation.  But  it is hard  not  to sus-
pect  that  what  we  have  called  the  "G-4  effect"
may  also  have  something  to do with  the  num-
ber  of  meetings  and  time  spent  on "interacting
within  the  Bank".

Paradoxically,  internal  incentives  in  an
institution  that  has the  promotion  of  the  pri-
vate  sector  as one  of  its  main  priorities,  are  not
very  dependent  on results.  The  long  gcstation
and  execution  of  projects  and  the short  time
spent  by  staff  in any  one  position,  make  it al-
most  impossible  to link  individual  performance
with  practical  results.  In the  rare  instances
where  problems  are  clearly  attributable  to mis-
takes  made  by  the  Bank,  the  staff  members  re-
sponsible  for  the  problem  have  long  since
moved  on to  another  department  and  might
have  even  been  promoted  to senior  positions.

The  implication  of  these  observations  is
not  that  the Bank's  performance  can be im-
proved  by  changing  the  visa  status  of  its non-
United  States  employees.  It is, rather,  to rise
the  G-4  effect  to highlight  the  importance  of
subtle,  but  powerful,  forces  acting  within  the
Bank  that  are  often  ignored  when  discussing
grand  plans  about  the  Bretton  Woods  insti-
tutions.  In  practice,  these  almost  invisible  fac-
tors  often  get  in  the  way  of  such  grand  designs.
The  challenge  is to alter  the  more  dysfunctional
aspects  of  the  Bank's  culture  without  losing  the
advantages  derived  from  the  strong  sense  of

attachment,  long-term  commitment  and  insti-
tutional  loyalty  that  is common  among  its  staff.

F. Developing  countries  as
shareholders:  the Development
Cammittee  as a case  study  of  their
policies,  attitudes  and  effectiveness
in respect  of  the World  Bank

Our  discussion  in  the  preceding  pages
shows  that,  in fact,  there  are  many  forces  that
constrain  the  influence  of  the  developing  coun-
tries  in the  World  Bank.  But  the  discussion
also  illustrates  that  the  nature  of  the  Bank,  its
governance  system  and  its  internal  culture  offer
many  opportunities  for  leadership  and  influence
on  the  part  of  developing  countries.  The  pic-
ture  drawn  in  these  pages  shows  the  Bank  as far
from  being  an  impenetrable  monolith  domi-
nated  by  the  industrialized  countries  or  an
impervious  bureaucracy  captured  by any  one
group  or  constituency.

An  interesting  opportunity  for  developing
countries  to shape  the  agenda  of  the  Bank  and
gain  some  added  influence  arose  in 1974  with
t}ie  creation  of  the Development  Committee.
Twenty  years  later,  the  Committee  - which  was
created  as a temporary  body  - continues  to ex-
ist,  but  t}ie  opportunity  was  missed.  The
irrelevance  of  the  Committee  is only  exceeded
by  its  longevity.  The  strong  presence  of  devel-
oping  countries  in this  Committee,  its original
mandate  and  its  meager  impact,  highlight  some
interesting  facets  of  the  interactions  of  devel-
oping  corintries  with  the  World  Bank.

In  1974,  as a result  of  the  drastic  changes
taking  place  in the  international  monetary  sys-
tem,  a Ministerial  Committee  of  Governors  of
t}ie  IMF  was  created  - on an interim  basis  - to
analyse  tlie  new  situation  and  make  proposals
to deal  with  it.  This  Interim  Con'in'iittee  - as it
continues  to  be  called  two  decades  after  its
creation  - was  centred  on the  IMF  and  had  as
its main  focus  the  reform  of  the  international
monetary  system.  Therefore,  as noted  before,
a committee  to "protect"  tlie  interests  of  devel-
oping  countries  was  also  established  in  1974:
the  Joint  Ministerial  Cornrnittee  of  the  Gover-
nors  of  The  Bank  and  the  Fund  on  tlie  Transfer
of  Real  Resources  to  Developing  Countries.
Not  surprisingly,  its official  name  was  seldom
used  and  it became  known  as  the "Develop-
ment  Committee".  The  Cornrnittee  was  to re-
view  the consequences  of  the new  monetary
arrangements  on  the  transfer  of  resources  (real,
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of  course)  to the  developing  countries.  Ori-
ginally,

it was intended  to be a temporary  body,  with
a specific  work  program  ... for  a limited  pe-
riod  during  the transition  to a new  monetary
system.  Because  the  work  program  and
timetable  were extremely  intensive  and be-
cause the n.ew Cornrnittee  spanned  both  the
Bank  and  the Fund,  it was given  an inde-
pendent  secretariat.5

The  Committee  is formed  by  24 ministers,  with
one  of  them  serving  as chairman,  usually  for  a
two-year  period.6  It  meets  twice  a year,  in
spring  and  autumn,  and  the  latter  coincides
with  the  annual  meetings  of  the  World  Bank
and  the  IMF.  The  meetings  consist  of  a
morning  plenary  session  in  which  each  minister
reads  a prepared  statement  about  papers  pre-
pared  for  the  meeting,  a private  luncheon  ses-
sion  attended  only  by the  ministers  or their
representatives,  and  an afternoon  plenary  ses-
sion  where  a cornrnunique:  is endorsed,  followed
by a press  conference  by the  chairman.  Of
twelve  ministers  or  former  ministers  that  are  or
have  recently  been  members  of  the  Develop-
ment  Cornrnittee  (including  three  former  chair-
men),  nine  considered  these  meetings  useless.7
The  Executive  Secretary  of  the  Committee  re-
ports  that  in 1993,  the  international  press  made
precisely  one  reference  to the  Cornrnittee  (The
Guardian,  London,  in  May  1993),  despite
pre-meeting  press  bricfings  and  a formal  press
conference.

Closer  constituencies  of  the  Committee
do not  seem  to pay  much  attention  either.  In
1992,  for  example,  the  Committee  endorsed  a
set of  "Investment  Guidelines"  about  the  legal
framework  for  treating  foreign  investment.  Af-
ter  six  months,  the  executive  secretariat  of  the
Cornrnittee  surveyed  the  almost  200
shareholding  governmcnts  or the  Bank  about
the  guidelines.  Only  11 govcrnments  replied
and  just  two  reported  having  taken  any  action
in  this  respect.  Executive  Directors  at the  Bank
very  seldom  refer  to  the  statements  of  their
ministers  in  the  Cornrnittee  in  their  inter-
ventions  during  Board  discussion's.

Over  the  years,  five  formal  attempts  liave
been  made  to increase  the  effectiveness  of  tlic
Cornrnittee  or even  to abolish  it.  Since  1976
three  ministerial  "review  groups"  were  created

to assess  the  work  of  the  Committee,  and  one
to  analyse  the  functions  and  role  of  the  Execu-
tive  secretariat.  In  all instances  the review
group  could  not  reach  a consensus  on a major
overhaul  of  the  Cornrnittee  and  issued  recom-
mendations  centring  on  minor  procedural
changes.  A fourth  review  group  established  in
1993  has yet  to complete  its report,  but  pre-

liminao'-  evidence indicates that it will not de-
part  from  the  tradition  established  by  its
predecessors.

Defenders  of  the Cornrnittee  argue  that
its value  should  be measured  in  other,  more
subtle,  ways.  A  senior  official  of  the  Bank  that
has had  ample  experience  with  the  Cornrnittee
notes,  for  example,  that

it is a mistake  to measure  the value  of  the
Committee  by  the  meetings  themselves.
They  are always  a let-down.  Rather,  more
important  is the degree  to which  the  process
in governments  facing  up  to the issues  raised
by the papers  prepared  for  the Comtnittee
and  the President's  [of  the Bank]  reports  serve
to educate  officials  and bring  some  progress
in the  debate  - on trade  and  development,  on
environment  and development,  on  women
and  development,  etc.8

This  is a vision  of  the  Comtnittee  as an
instrument  to educate  ministers  from  industrial
countries  about  the  issues  facing  developing
countries  and  as a mechanism  to launch  new
initiatives  and  mobilize  public  opinion  around
them.  Others  see the  Committee  as yet  another
international  arena  in which  to presstire  donor
countries  for  more  funds  for  development  aid.
Throughout  the  years,  ministers  from  develop-
ing  countries  have  constantly  used  t}ieir  state-
ments  at  the  Committee  to  exhort  t}ie
industrialized  countries  to meet  the  United  Na-
tions  target  of  allocating  O.7 per  cent  of  their
GNP  to aid.  (The  average  has tended  to be
around  half  of  that.)  Other  observers  argue
that  the Cornrnittee  adds  respectability  to de-
bates  that  would,  otherwise,  only  take  place  in
the  less influential  and  more  politicized  bodies
of  the  United  Nations  in  Geneva  or  New  York.
Finally,  others  dream  or aspire  that  the  Com-
rnittee  could  really  become  a conduit  for  influ-
encing  the  Bank's  policies.

This  is very  likely  to contin
aspiration  or a dream  forever.  
World  Bank  official  had  this  to cornrnent  about

5 Interview  with  Peter Mountfield,  Executive  Secretary  of  the Committee,  1993.

6 The chairmanship  of the Committee  rotates among  regional  groupings  (Africa,  Latin  America,  Asia,  etc.).  By con-
vention,  the Executive  Secretary  of  the Committee  - a full time  job sited at the World  Bank  in Washington  - is a na-
tional  of  a developed  country.  Since its creation  the Committee  has had nine chairmen  and six Executive  Secretaries.

7 Interviews  conducted  by the author.
8 Private  communication.
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the  possibility  of  transforming  the  Develop-
ment  Committee  into  a more  influential  body:

People  can  renovate  old houses,  not old
cornrnittees.  The  Development  Committee
is full  of  historic  baggage  - of  the wrong  kind.
If  you  want  to strengthen  the Govemors'  in-
fluence,  say so and  spell  out  how  it should
be done.  4bolish  (or  at least forget  about)
the  Development  Committee.  Say  there
should  be  an Executive  Committee  of  the
Governors.  Spell  out  what  their  mandate
would  be and  how  they  would  come  to con-
clusions.  In  order  to do this  or to make  the
Development  Committee  'a true  policy  mak-
ing body',  constitutional  changes  would  be
required.  This  cannot  be done  through  the
backdoor.

As  already  noted,  yet  another  attempt  at
reforming  the  Committee  is  currently  under
way  and  does  not  show  any  promise  either  of
abolishing  the  Committee  or making  it more
relevant.  Why  has  the  Committee  been  so in-
efTective?  Why  is it so difficult  to dismantle  a
body  that,  while  perceived  as  necessary  by
some,  is largely  regarded  as useless?  Answering
the  first  question  sheds  some  light  on  the  an-
swers  to  the  second.

Some  of  the  main  sources  of  the  Com-
mittee's  problems  are  the  following:

1.  Lack  of  ownership

No  shareholders  or  group  of  shareholders
are  really  identified  with  the  Committee  or  have
had  a long-standing  cornmitment  to its effec-
tivencss.  The  industrialized  countries  have
been  divided  between  "development  activists"
(like  the  Nordic  countries,  the  Netherlands,
Belgium  and,  increasingly,  Canada)  and  the
members  of  the  G-7.,  The  former  have  occa-
sionally  sliown  an  interest  in loosely  using  the
Committee  to mobilize  opinions  in favour  of
their  development  agenda,  and  the latter  are
driven  instead  by  "damage  control"  in  the  sense
of  trying  to avoid  that  the  work  of  the  Com-
mittee  result  in further  financial  commitments
for  them.  For  their  part,  developing  countries
have  not  had  a clear  agenda  for  the  Committee
otlicr  tlian  using  it to  ask for  more  money.
These  are,  of  course,  caricatures  of  much  more
elaborate  and  nuanced  positions  that  have
varied  over  the  last  20 years.  None  the  less, a
review  of  the  written  legacy  of  the  work  of  the
Committee  clearly  points  to these  as the  con-
stant  threads  in its activity  throughout  its ex-
istence.  The  point,  then,  is that  no influential
actor  really  has  a significant  vested  interest  in
the  effectiveness  of  the  Cornrnittee,  and  the
behaviour  of  the developing  countries  in the

Committee  has  been  too  fragmented,  inchoate
and  improvised  to have  any  impact.

2.  Lack  of  incentives  ror  the  Governors

The  Committee  also  suffered  from  the
importance  of  its  members.  Ministers  are  busy
individuals  and  their  incentives  and  future  lie
much  more  at  home  than  in  a Committee
without  a clear  mandate  or  authority  to imple-
ment  anything  other  than  a cornrnuniqu6.  Why
devote  much  time  or effort  to prepare  for  the
Committee  or its follow  up?  In  recent  years,
globalization  and  regional  integration  in
Europe  and  eIsewhere  has spawned  a myriad
of  international  meetings  which  ministers  have
to  attend,  thus  forcing  them  to spend  consider-
ably  more  time  away  from  their  countries  than
two  or three  decades  ago.  Developing  coun-
tries"  ministers  are  also  burdened  by  heavy
agendas,  lack  of  support  and  short  tenures.  In
Latin  America,  for  example,  ministers  last,  on
average,  less than  a year  in their  job  (Naim,
1994).  Why  would  a minister  with  such  a short
time  horizon  develop  strong  ties  with  the  De-
velopment  Committee?  Herein  lies,  therefore,
much  of  the  ritualistic  nature  of  the  pro-
ceedings  of  the  Cornrnittee.  Rituals  and  proto-
col  are always  powerful  ways  to mask  Jack  of
preparation  and  interest  or significant  deficits
in  the  substance  of  the  deliberations.  Further-
more,  and  in contrast  to their  developed  coun-
try  counterparts,  ministers  from  developing
countries  seldom  have  the  experienced  staff
support  to  provide  continuity  and  follow  up  to
the  meetings.

3.  The  nature  of  the  Committee's

meetings

As  noted,  the  meetings  of  the  Committee
are highly  formalized,  ritualistic  events  where
no incentives  exist  for  departing  from  the  pre-
established  routine.  An  additional  problem  for
the  Committee  is that  it  meets  at the  same  time
as the annual  meetings  of  the Bank  and  the
Fund.  This  is an occasion  in which  too  many
other  important  events  are simultaneously  tak-
ing place.  Ministers  usually  use the  anmial
meetings  to  organize  innumerable  other
meetings  with  their  colleagues  from  other
countries  with  whom  they  have  bilateral  affairs
to discuss,  with  the  management  and  staff  of
the JMF,  the  Bank  and  all  the  other  interna-
tional  institutions  that  attend  the  meetings  and,
increasingly,  with  NGOs  and  private  bankers
or investors.  In  this  context,  spending  the  day
at the Development  Committee  involves  high
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and  increasing  opportunity  costs.  Usually
ministers  only  show  up at the meeting  when
they  are  scheduled  to  deliver  their  prepared
speech,  and  leave  shortly  after  that.  Attend-
ance  at the  private  ministerial  luncheon  hosted
by  the  chairman  has also  been  declining.

4.  Isolation  irrom  the  Bank

The  Bank's  management  attiffide  towards
the  Cornrnittee  has also been  one of  damage
control.  The  main  concern  was  to ensure  that
the  Committee  would  not  erode  the  autonomy
of  the Bank.  While  the Bank  works  closely
with  the Committee  and  its secretariat,  it has
kept  it at arms  length,  making  sure that  the
Bank's operations  are not  even remotely  af-
fected  by the exhortations  of  the Cornrnittee.
Even  though,  since  the beginning,  the  Com-
mittee  had  only  a vague  advisory  role,  it was
natural  for  the Bank's  management  to worry  -
as  all managements  do  - that  a committee
formed  by 22 Governors  could  soon  escalate,
deliberately  or not,  its scope  of  activities  and
begin  to encroach  into  issues  that  had  always
been  in the  preserve  of  the  Bank"s  management.
The  Board  of  Directors  felt  the  same,  albeit  less
intensely.

Why,  then,  has  such  an  extravagant
paradigm  of  wastefulness  proven  to be so diffi-
cult  to dismantle?  The  answer  is that  while
nobody  really  "owns"  the  Cornmittcc,  probably
no single  acior  or constituency  has the power
to  force  its  dismantlement.  Also,  no  actor
seems  to have  the  incentive  to incur  the costs
associated  with  the initiative  of  building  the
coalition  that  worild  be necessary  to  end the
Committee's  long  existence.  In  fact,  for  some
important  actors,  the  disappearance  of the
Cornrnittee  poses  the risk  that  sooner  or later
another,  more  effective  ministerial  committee
may  be created.  The  Bank's  management  may
fear  that  a revamped  ministerial  committee  may
be chartered  in ways  that,  without  altering  the
Articles  of  Agreement,  could  increase  its influ-
ence  on policies.  The  G-7  may  worry  that  a
more  effective  cornrnittee  with  a strong  devel-
oping  country  representation  could  add  to their
already  difficult  balancing  act  in  a world
undergoing  complex  transitions.

For  their  part,  ministers  from  developing
countries  fear  that  even  though  the  Cornrnittee
is ineffectual,  it is after  all their  only  forum  to
discuss  with  their  peers  from  the  industrialized
countries  issues  related  to the World  Bank,  a
sentiment  that  is certainly  shared  by the "de-
velopment  activists"  among  the industrialized
countries  and  among  a few staff  members  of
the  Bank.  A former  chairman  of  the  Comrnit-

tee had  a more  blunt  and  cynical  explanation
for  the Cornrnittee"s  resilience:  "dismantling  it
just  takes  too  much  work;  nobody  has  time  for
that".

The  Development  Committee  provides  an
excellent  example  of  an opportunity  for  devel-
oping  countries  to increase  their  influence  on
the World  Bank that  was partly  missed by their
propensity  to behave  more  like  borrowers  than
shareholders.  By centring  their  attention  al-
most  exclusively  on calls  to increase  aid  flows,
developing  countries  created  an inertia  that,  for
all  practical  purposes,  made  it almost  impossi-
ble for  the Committee  to discuss  the transfer
of  resources  to developing  countries  and the
role  of  the Bank  in this  process  from  more  re-
alistic  and,  perhaps  practical,  angles.  This  at-
titude  also  underlies  much  of the  general
behaviour  of  developing  countries  towards  the
Bank.

G. Conclusions:  the  possibilities  of
developing  countries  as
shareholders

The  fact  that  the 50th  anniversary  of  the
Bretton  Woods  institutions  coincides  with  a
time  of  radical  changes  in the  world  order  will
certainly  inspire  bold  new ideas.  New  insti-
tutions  will  be proposed,  as will  drastic  rede-
signs  of  existing  ones.  Reality,  however,  is very
likely  to  foil  the  actual  adoption  of radical
changes.  Effecting  radical  change  requires  a
degree  of  consensus  and international  leader-
ship  that  does  not  currently  exist.  In  the 1990s
the world  lacks  a rallier  of  nations  that  can
mobilize  the  many  governments  crippled  by
weak  electoral  mandates,  rising  unpopularity
and  severe  domestic  problems.

This  does not  mean  that  major  progress
cannot  be achieved  in improving  the  relevance
of  the Bank  to new  world  conditions  or aug-
menting  the  influence  of  developing  country
shareholders  on the  Bank.  Some  of  the  changes
may  be viewed  as too  small  or "managerial"  at
a time  requiring  revolutionary  measures.  But
concentrating  on these  "small"  changes  has the
advantage  that  they  are much  more  likely  to
generate  a return.  Also,  while  small  in com-
parison  to grandiose  ideas,  they  may  amount
to quite  a revolution  compared  with  the  current
situation.  This  perspective  also  opens  new  op-
portunities  for  developing  countries.  Develop-
ing  countries  have  assumed  for  too  long  that
the  Bank  is structurally  impervious  to the in-
fluence  of  its non-industrialized  shareholders
or that  the main  theme  that  borrowing  coun-
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ac-

gOv-  1.  Strengthen  the  role  of  the Governors

tries  can  afford  to  pursue  with  the  Bank's

management  only  relates  to  their  loans.  If,  in-

stead,  these  countries  adopt  an agenda  and  a

time  horizon  more  akin  to  those  of  an  enlight-

ened  shareholder  committed  to the  long-term

strength  of  the institution,  and  organize

cordingly  - both  internally  and  with  other

ernments  sharing  the  same  approach  - they

may  well  be surprised  to  find  that  the  space  for

their  influence  is wider  than  was  generally  as-

sumed.  They  may  also  be surprised  to  find  that

their  own  agendas  as borrowers  are easier  to

pursue  by  shifting  from  supplicant  to  share-

holder.

Developing  countries  could,  for  example,

initiate  some  of  the  actions  that  they  have  tra-

ditionally  abdicated  in  favour  of  the  larger

shareholders.  One  step  in the  right  direction
would  be to  build  a wider  consensus  about  the

precise  role  of  the  Bank.  For  this  exercise  to

yield  a more  focused  strategic  direction,  it is as

important  to define  what  the  Bank  should  not

be expected  to be, as to define  a more  precise
role  for  it.  In  theory,  clarifying  the  primordial
nature  of  the  Bank  should  facilitate  the  defi-

nition  of  a narrower  and  more  focused  Set of
priorities.  At  the  same  time,  however,  this  de-

finition  is made  difficult  by  the  highly  fractured
nature  of  the  Bank's  constituencies,  the  variety

of  expectations  and  needs  to which  the  Bank

has to  respond,  the confusion  resulting  from

the  many  and  simultaneous  political,  economic

and  institutional  changes  that  are  currently

taking  place  in the  world,  and  the  subtle  but

powerful  internal  forces  that  shape  the  organ-

ization's  behaviour.

It  is certainly  necessary  to come  up  with

a reasonably  valid  statement  about  the  Bank's

role,  and  the  operational  mission  and  goals  that

flow  from  that  role.  We  will  not,  however,  at-

tempt  to do so here.  It  is almost  irrelevant  to

define  missions  and  principles  without  also

making  sure  that  such  definitions  will  really

serve,  in  practice,  as  the  generally  acccptcd

principlcs  that  guide  the  Bank's  operations  and

its  interaction  witli  the  external  environment.

From  our  perspective,  the  process

through  which  roles,  missions  and  goals  are

debatcd,  sorted  out  and  eventually  adopted,  is

as important  and  merits  as much  attention,  if

not  more,  than  the  definition  of  a statcment

that  may  sound  right  to those  proposing  it.

For  this  process  to be relevant  - or even

possible  - significant  changes  in  the  governance

of  the  World  Bank  should  take  place.  Hurried

Governors  cannot  be expected  to become  too

distracted  with  Bank  affairs.  But  an enlight-

ened  group  of Governors  from  developing

countries  could  decide  to form  a coalition  with

their  counterparts  in the developed  countries

aimed  at taking  decisive  action  to upgrade  the

governance  system  of  the  Bank.  Among  other

measures  they  may  consider  the  following:

Ministers  should  be enrolled  more  effec-

tively  and  systematically  in the  governance  of

the  Bank.  It  is probably  a good  idea  to have

an executive  cornrnittee  of  Governors  to pro-

vide  long-term  political  guidance  to the  Bank.

While  this  proposition  may  sound  simple  and

obvious  enough,  in practice  it is very  difficult

to  implement.  It  is both  legally  and  politically
burdensome.  It requires  that  the  constitution
of  the  Bank  be modified,  and  that  almost  200

countries  agree  on a sub-group  of  Governors
to  represent  all of  them  for  a given  period.

Despite  these  and  other  difficulties,  a mech-

anism  has  to be found  to strengthen  the  goal-

setting  and  oversight  roles  played  by

shareholders.  One  small  step  in  that  direction
could  perhaps  be the  redefinition  of  the  struc-

ture  and  the  functioning  of  the  Development
Committee.  The  urgent  need  for  a complete
overhaul  of  the  Committee  is evident.  It  is in-

dispensable  to  make  it less ritualistic,  unpre-

dictable  and  irrelevant.  A biannual  occasion

for  Governors  to meet  and  discuss  the  Bank

should  not  continue  to be the  missed  opportu-

nity  that  it has hitherto  been.  The  Develop-

ment  Committee  could  increase  its role  as one

of  the. bodies  through  which  the  Governors

convey  policy  guidelines  to the  Board  and  the

management  of  the  Bank.  On  the  other  hand,

recent  attempts  at reforming  the  Development

Committee  in limited  but  useful  ways  have  en-

corintered  so much  resistance  that  a major  re-

formulation  of  tlie  role  of  this  body  is also

bound  to be a titanic  task.

2.  Upgrading  the  Board  of  Executive

Directors

Governors  should  also  agree  to upgrade

the  level  of  tlieir  representatives  to the  Board

of  the  Bank.  This  might  seem  a subtle  change

with  minor  burcaucratic  consequences.  None

the less, given  the circumstances  that  will  be

faced  by  the  institution  in  coming  years,  it

could  well  prove  to be a momentous  decision.

Among  other  effects,  the  appointment  to the

Board  - even  by  two  or three  shareholders  - of

individuals  with  high  visibility  and  prestige,  is

bound  to spur  similar  decisions  by  others,  thus

creating  a quantum  leap  in  the  relevance  of  the

Board.
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3.  Extending  the  tenure  of  Executive
Directors

Board  relevance  would  certainly  be en-
hanced  by  increasing  the  tenure  of  Executive
Directors.  A minister  who  has  to appoint  an
Executive  Director  for  an extended  perio.d  of
time  (four  years?)  and  who  cannot  remove  the
director  once  he or she is appointed,  is proba-
bly  going  to  pay  more  attention  to  the  selection
of  the  candidate.  Also,  as noted,  directors  will
have  the  time  that  they  now  lack  to become
effective  interlocutors  before  their  term  of  ap-
pointment  to the  Board  ends.

4.  Redefining  the  functioning  or  the  Board

Major  improvements  in  the  Bank"s
governance  can  be achieved  through  the  mod-
ernization  of  the  Board's  procedures,  support
systems  and  general  organization.  Board  com-

mittees  have  great  limitations  in their  capacity
to  induce  the  drastic  changes  in  procedures  that
the Board  urgently  needs.  An  external  con-
sulting  company,  with  experience  in the  design
of  working  methods,  support  systems  and  or-
ganizational  design  of  boards  of  directors  of
complex  organizations,  should  be retained.  It
should  report  its  recommendations  to a special
committee  of  the  Board  of  Governors.

These  are  some  of  the  specific  avenues
that  can  be explored  in  order  to strengthen  the
governance  of  the  Bank.  For  some,  agreeing
on the  role  of  the  Bank,  finding  creative  ways
to  engage  Governors  in  serious  discussions
about  the  long-term  objectives  of  the  institu-
tion,  recruiting  Executive  Directors  with  high
internal  and  external  credibility  and  influence,
and  re-designing  the  role  of  the  Board,  its op-
erations  and  its  relationship  with  management,
may  be minor  "technocratic"  changes.  They
will,  however,  be hard  to achieve  and  are,  per-
haps,  unrealistic.  Yet,  without,  these  small,  dif-
ficult  changes,  lofty  ideas  about  the  Bank  are
very  likely  to  remain  only  ideas.
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GOVERNANCE  OF  THE  FUND

Alexandre  Kafka

mber

financial  intermediary  or provider of  a "good housekeeping" seal of  approval to catalyze other lenders
and (b) other countries (developing countries and more recently, former  Soviet Union'and  Central
European countries) has decisively reduced the institution's  influence over the former  group of
countries. The Fund's analytical  competence and the information  which it can supply could restore its
lost influence over the former  group of member countries. This purpose could be promoted by
improvements in Fund organs and through the intensified exchange of  senior staff  between the Fund
and  member  countries.

Though nobody s
Lions betsveen major member countries in the forum of the Fund may be needed, banal though it
sounds, rather than a new system. Other systemic issues comprise the increasing mobility  of  capital
at the same time that capital controls are becon'iing less acceptable and the transformation  problem
of  the former  centrally  planned ecoriomies has come to the fore.  The latter question is entirely dif-
ferent  from  that of  reducing excessive state interference in market  econom'ies, or even in those where
the present generation has a memory of  the fimctioning  of  a market  economy, and poses a particularly
difficult  problem of  preserving the Fund's evenhandedness as between different  groups of  countries.

A.  Su ions

 Fund  in  the  context  of  its  deve
tasks.  Section  B describes  the  structure  of
governance  of  the  Fund.  Section  C relates  this
structure  to  the  Fund's  tasks.

The  structure  of  governance  of  the  Inter-
national  Monetary  Fund  has  changed  in  many
respects  during  the  last  50 years,  both  in form
and,  particularly,  in substance.  The  statutory
organs  - Board  of  Governors,  Executive  Direc-
tors,  and  Managing  Director  and  staff  - remain.

In addition  to  its  statutory  organs,  the

Fund  has,  over  time,  created  other  organs  tliat
are  in fact  decision  making,  although  formally

they  are only  advisory.  Of  these,  the Interim

Committee  continues.  Outside  the  Fund,

though  connected  with  it,  there  is the G-7  (in

add
the
G-10  has  lost  relative  importance.

Influence  in the  Fund  - despite  the  enor-
mous  rise  in  its  membership  of  developing
countries  and  countries  in  transition  - continues
to reside  in the  main  industrial  countries,  with
the  United  States  paramount.  This  is not  sim-
ply  the  consequence  of  the  Fund"s  weighted
voting  system  and  of  the  formula  used  to de-
terrnine  quotas.  A country's  influence  reflects
also  its standing  in the  international  financial
community,  particularly  its creditor  or debtor
status.

The  Fund  has  a monarchial  system  of
governance.  Executive  power  is concentrated
in tlie  Yanaging  Director,  though  far  less so
than  in the  President  of  the  World  Bank.  This
system  endows  the  Fund  with  an unusual  de-
gree  of  flexibility,  but  also  constitutes  a heavy
burden  on  the  Managing  Director  and  his sole
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Deputy.  Doubts  are  voiced  with  increasing
frequency  whether  this  structure  can  survive.

The  Fund  has been  able  to maintain  a
staff  of  extraordinarily  high  quality.  At  the
outset  of  the  Fund's  existence  it could  hire  very
senior  staff  from  a large  pool  of  people  who
had  acquired  considerable  experience  in their
national  govarnments  in dealing  with  political
as  well  as  technical  problems.  But,  un-
avoidably,  the  institution  lost  some  of  its  earlier
flexibility  in  hiring  and  promotion.

The  Fund's  resources  have  become
smaller  in relation  to the  demands  put  on it.
As  many  more  countries  have  become  capable
of  obtaining  resources  from  the  capital  mar-
kets,  so long  as their  policies  are  supported  by
the  Fund,  the  latter"s  role  has  increasingly  be-
come  that  of  a provider  of  the  "good  house-
keeping"  seal  of  approval.  But  its value  has
been  somewhat  limited  by  the  absorption  of  fi-
nancial  resources  by the  national  demands  'of
the  richest  countries.  This  has  often  meant  that
major  countries  attempt  to shift  to the  Fund
risks  that  should  more  properly  be assumed  by
themselves,  which  is not  to  suggest  that  the
Fund  should  shy  away  from  risks  where  it can
acquire  appropriate  safeguards.  For  the  latter,
it  relies  on  the  phasing  of  drawings  and  the
observance  of  performance  clauses.  It has
never  used  its  statutory  power  to accept  collat-
eral.

What  is the  relationship  of  Executive  Di-
rectors  with  their  governments?  While  ap-
pointed  Executive  Directors  can  be dismissed
ad nutum,  elected  Executive  Directors  cannot
legally  be dismissed.  The  position  of  an elected
Executive  Director  is  therefore  extrcn"icly
strong  vis-A-vis  those  of his  Governors  of
whose  country  he is not  a civil  servant.

The  Fund's  responsibilities  can  be divided
into  two  groups:  the  management  of  the  inter-
national  monetary  system  existing  at any  time,
and  the  system's  adaptation  to changing  cir-
cumstances.

The  first  mission  consists  of  assisting  its
members  in  correcting  balance-of-payments
disequilibria,  to  avoid  current  payments  re-
strictions,  while  helping  them  to achieve  price
stability  and  groivth  as well  as full  employment.
This  task  initially  required  no heroic  decisions.
Criticisms  are sometimes  voiced  as to the  ex-
cessive  numbers  of  checks  on  performance;  by
contrast,  the  need  for  checks  - conditionality
of  drawings  in  one  form  or  another  - can  hardly
be questioned.

There  was  then  - as distinct  from  today
and  except  for  the  United  States  - no dividing
line  between  countries  that  were  not  expected

in  the  foreseeable  future  to  require  financial
support  by  the  Fund,  or  a "good  housekeeping"
seal  of  approval,  and  others  that  were.

This  division,  while  not  permanent  - and
clearer  in  the  depth  of  the  debt  crisis  than  today
- is, nevertheless,  a major  development  and  re-
quires  adaptations  in the  running  of  the  IMF.
It  means  that  access  to the  Fund's  financial  re-
sources  as  an  incentive  to  observance  of  its
code  of  conduct  has  lost  weight  for  a more  im-
portant  group  of  countries  than  ever  before.
The  Fund  must  try  to use its  analytical  compe-
tence  and  the  information  it can  supply  to in-
duce  the  major  countries  to  carry  out  the
Fund's  purposes.  With  their  desirability  they
do not,  essentially,  disagree.

The  machinery  for  effective  surveillance
over  major  countries  consists  in the  first  place
of  the  Fund's  consultations  with  these  members
and  the  World  Economic  Outlook  (WEO)  ex-
ercise  in  which  some  peer  pressure  can  be exer-
cised.  It consists  additionally  of  confidential
cornrnunications  and,  possibly,  meetings  by  the
Managing  Director  with  ministers  and  central
bank  governors  of  these  countries  to  emphasize
the  advice  tendered  in  the  consultations  and
through  the  WEO  discussions;  and  it consists
of  the  Managing  Director"s  - and,  in a prepar-
atory  role,  staff  - attendance  at part  of  the  G-7

summit  meetings  .

One  can  think  of  improvements  in  tlie  use
of  existing  Fund  organs  to ameliorate  manage-
ment  of  the  international  monetary  system.
Thus,  more  active  participation  of  non-G-7
Executive  Directors  in the  WEO  debates  and
tlie  Informal  Sessions  on World  Economic  and
Market  Developments,  would  be  liclpfjal  in
making  the  Fund's  advice  to mcn'ibers,  includ-
ing  major  members,  more  riseful.  Improve-
ments  in  the  governing  organs  of  the  Fund
could  also  be  contemplated.  The  Executive
Board  may  be too  large  cfTcctively  to perform
its functions.

One  could  argue  that  the  work  of  the
Executive  Board  requires  even  closer  contacts
among  Executive  Directors  than  now  exist;  and
it probably  requires  a group  as involved  in the
work  of  the  Fund  as tlie  present  Executive  Di-
rectors,  while  being  closer  to the  national  au-
thoritics  than  at  present:  a difficult  com-
bination.  Could  the  number  of  Executive  Di-
rectors  in  Washington  be reduced  so that  they
could  interact  more  closely  with  each  other?
This  would  make  it easier  to apply  peer  pres-
sure  among  the  members  of  the  smaller  group
in the  management  of  the Fund.  Tlie  smaller
group  could  be  established  as  an  advisory
cotnrnittee  of  Executive  Directors  to the  Exec-
utive  Board,  and  could  have  single  country
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members  as  well  as  multi-country  members,
whose  representatives  could  rotate.

Other  changes  in governance  could  im-
prove  the functioning  of  the  present  interna-
tional  monetary  system.  One  concerns  the
exchange  rate  system.  While  there  has  been  no
formal  change,  the  Fund  has  become  much
more  free  to 4nclude  suggestions  on exchange
rate  changes  in  its  consultations.

To  reduce  mistakes  in  the  Fund  oper-
ations,  the  establishment  of  an  evaluation  office
for  Fund  prograrnrnes  has  been  suggested.
Such  an  initiative  may  comprise  risks  - i.e.
possibly  make  the  staff  excessively  conservative
- but  may,  on  the  other  hand,  lead  to  the
avoidance  of  mistakes.

A very  delicate  matter  concerns  the  use
of  publicity  to  encourage  members  to  adapt
their  policies  to  the  Fund's  objectives.  It is
necessary  to steer  a middle  course  between  us-
ing  publicity  to  produce  pressure  on govern-
ments  without  discouraging  frankness  in
consultations.

One  of  the  most  important  avenues
through  which  the Fund  influences  the  inter-
national  monetary  system  is  the  scbooling
wlxich  it provides  to officials  of  mcmber  coun-
tries.  This  could  be strengthened  through  ex-
panding  the  work  of  the  I;'VIF  Institute,  as wiell
as attempting  to intensify  the  excbange  of  sen-
ior  staff  between  the Fund  and  mcmbcr  coun-
tries.

The  Fund  has  had  to face  up,  not  only  to
tlie  management  of  the  international  monetary
system  existing  at any  onc  time,  but  also  to tlic
challenge  of  transforming  that  system  contin-
ually.  The  systernic  changes  which  do seem  to
fall  clearly  within  the  purview  of  the  IMF  in-
clude  the  abandonment  of  the  single  gold  price
(For  both  official  and  non-official  transactions)
after  1967,  the  creation  of  t}ie  SDR,  the  aban-
donment  of  gold  convertibility  by tlte  United
States  in 1971,  and  the  establishment  of  a new
grid  of  exchange  rates  among  the  G-10  in the
Smithsonian  Agreement  in  1971,  followed  in
1973  by  abandonment  of  the  par  value  system.
The  gold  price  split  and  abandonment  or gold
convcrtibility  took  place  cssentially  without
reference  to the IMF.  They  occurred  in tlie
middle  of  the  attempt  by the  Group  of  Twenty
to reform  the international  monetary  system,
an attempt  which  has - at least  for  the time
being  - been  abandoned.  Though  nobody
seems  entirely  happy  with  the  system  which  we
now  have,  what  is needed  perhaps  is  not  so
much  a new  system  but  closer  consultations
between  major  countries.

Another  problem,  by  its size and  nature
a systemic  one  rather  than  a mere  balance-of-
payments  problem,  was  the  first  oil  shock  of
1974.  To  prevent  a widespread  fall  into
protectionism,  if  not  deflation,  the  OECD  pro-
moted  a non-protectionist  cornrnitment  by its
members,  and  the  IMF  established  its 1974  and
1975  oil  facilities.

A major  problem  for  the Fund  arose  as
the  result  of  the  debt  crisis  and  the  related
problem  of  member  countries"  arrears  to the
Fund.  The  Fund,  at first,  approached  the  debt
crisis  as  a liquidity  problem  and  only  very
gradually  came  around  to dealing  with  it as a
major  systemic  problem,  requiring  debt  re-
duction  for  its solution.  It  developed  new  fa-
cilities  in  this  context,  such  as  the  Rights
Accumulation  Programme.  A quicker  solution
could  perhaps  have  been  found  if  the  Fund  had
been  able  to  intervene  by  making  larger  re-
sources  at longer  maturities  available  to  the
debtor  countries.  One  aspect  of  the funding
problem  concerned  the  periodic  increases  in
quotas  required  by the Fund,  which  often  in-
volved  prolonged  discussions  before  a decision,
as does  the  allocation  of  SDRs.  Even  where
the  Fund's  liquidity  appears  high,  it may  be in-
adequate  to meet  unexpected  crises  quickly.

Among  other  i'iew  problems  which  have
arisen,  one  is the  increasing  mobility  of  capital
at the  same  time  that  capital  controls  are be-
corning  less acceptable.  Should  the Fund  be
given  jurisdiction  over  approval  of  capital
movements  which  can currently  be instituted
freely?  Such  a change,  if  at all  desirable,  would
require  a system  of ex-post  approval  as  a
n'ffnimum,  wliich  would  be something  of  a new
departure  for  the  Fund.

Of  the  new  problems,  the  most  difficult  is,
undoribtedly,  tlie  "transformation=  problem  of
t}ic  former  coinmunist  economies.  It reqriires
an entirely  new  approach,  wliic}i  is not  at all
comparable  to reducing  excessive  State  inter-
ference  in  what  were  largely  market  economies.
There  have  been  increasing  pressures  on  the
Fund  in  the  context  of  this  problem  to interpret
the  principle  of evenhandedness  as  between
countries  extremely  broadly.

To  deal  with  systemic  problcms,  the
Fund,  since  1974,  has been  equipped  with  the
Interim  Committee  as a practically  permanent
organ.  The  Interim  Cornrnittee  may  be too
large  for  dealing  with  the  problems  comn'ffltted
to it.  The  result  is that  these  problems  tend  to
be dealt  with  by the G-7,  which  is even  less
representative  of the  international  financial
con'ununity  than  would  be  a smaller  Interim
Cornrnittee,  perhaps  one  shrunk  along  the  lines



214

discussed  earlier  in  relation  to  a  possible

shrinking  of  the  Executive  Board.

B.  The  structure  of  governance

I discuss  the structure  of  governance  of
the IMF'  in the  following  order:

1. Statutory  organs

2. Other  organs

3.  Executive  Board  and  management

4.  Board  committees

5.  Staff  and  management

6. Executive  Board  and  government

1.  Statutory  organs

The  statutory  organs  of  the  Fund  are  its

Board  of  Governors,  its  Executive  Board,  to

which  most  of  the  powers  of  the  institution

have  been  delegated,  and  the  Managing  Direc-

tor  and  staff.

As  in  all  international  financial  insti-

tutions  (IFIs)  the  voting  power  of  each  member

country  is  proportionate  to its financial  con-

tribution,  basically  its  quota.2

l"lxe  Fund  is,  however,  not  exclusively  fi-
nanced  through  members"  quotas.3  A  country's

contribution  to  the  Fund's  financing  can  influ-

ence  t}ie  govcrnance  of  the  Fund  both

formally4  and  informally,  as lenders  and  poten-

tial  lenders  can  be  given  special  consideration.

In  any  case,  a country's  influence  is not  simply

a reflection  of  its  voting  power,  but  depends

also  on  its  general  standing  in  the  international

cornrnunity.  Even  though  the  Articles  of

Agreement  allow  no  appeal  from  the  Fund"s

decisions  to  any  outside  authority,  it  is - or,  at

least,  has  so far  been  - understood  that  deci-

sions  cannot  diverge  clearly  from  the  letter  of

the  Articles  of  Agreement.S

Another  aspect  of  the  Fund's  governance

derives  from  the  fact  that  most  of  its  powers  are

delegated  to  t}ie  Executive  Board  where  each

member,  representing  a  multicountry  consti-

tuency,  casts  the  votes  of  the  countries  he re-

presents  as  a  unit.  In  many  such  con-

stituencies,  directors  are  mostly  chosen  from

major  members  of  the  constituency,  and  can

cast  their  votes  - within  reason  - for  the  views

expressed  by  their  own  countries  of  origin.

Most  of  the  voting  power,  as well  as the

influence,  of  the  members  of  the  IMF  resides

in its  major  industrial  members,  as the  result

of  the  formulas  used  to  determine  quotas  (and,

therefore,  voting  power).  The  non-industrial

countries,  plus  the  former  socialist  countries,

dispose  jointly  only  of  40  per  cent  of  the  voting

power,  and  Executive  Directors  representing

only  such  corintries  less  than  that  (because

some  Executive  Directors  from  industrial

countries  represent  non-industrial  ones).  T}tere

are  no  steady  voting  blocs  in  the  Fund.

2.  Other  organs

In  addition  to  its  statutory  organs,  the

Fund  has  created  others,  formally  of  advisory,

but  often  effectively  of  a dccision-making  na-

ture.  It  has  done  so  when  major  changes  in  tlie

l ,-llong  wiih  the  World  Bank  and  the International  Trade  Organization  (ITO),  whose  bir(h  - as tl'ie 'iVorld  Trade  Or-

ganization  (IVTO)  - was  delayed  half  a century,  the ISIF  was  one  of  the  triplets  that  were  to help  run  the post-lVorld

'iVar  II economy.  The  GATT,  technically  not  an organization  but  an agreement,  came  into  being  when  the attempt

to establish  the  ITO  failed.

2 Voting  power  is adjusted  to a minor  extent  according  to the  Fund's  holdings  of  a country's  currency  (Article  X11.5(b)).

3 It has  been  au(horized  to borrow  from  member  countries"  governments  and  central  banks,  but  never  from  the  market.

One  alleged  reason  for  this  - that  the Fund  should  not  be subject  to influence  by  the  marke(s  and,  therefore,  dispro-

portionately  to influence  by those  countries  whose  actions  have  a major  impact  on  the markets  - is unconvincing,  since

I)iose  countries  are  also  those  from  uihose  governments  and  central  banks  the Fund  borrows.  Since  he early  1960s,

the Fund  has been  authorized  to borrow  under  the  so-called  General  Arrangements  to Borrow  (GAB)  from  the Group

of  Ten,  plus  Switzerland.  The  use of  t)iese  resources  was initially  reserved  exclusively  for  lending  to members  of  the

Group  of  Ten.  Only  later  (in 1987)  did  it become  allowable  to lend  these  resources  also  to other  countries  and did

borrowing  take  place  from  other  countries.  During  the discussion  of  the Articles  of  Agreement  of  the IMF,  the

Canadian  authorities  had  proposed  to give  the Fund  the right  to borroui  from  any  member  country  up to 50 per  cent

of  that  member  country's  quota.

4 See Article  Xll  3(a).

5 Since  1968,  the  IIIF  has been  allowed  to issue  - technically  to "allocate"  (as well  as cancel)  - SDRs,  in strict  proportion

to each  country's  quota.  Ridiculously  small  amounts  have  been  allocated  and  no allocations  have  been  made  since

1981.  It  has  occasionally  been  suggested  that  allocations  or  part  of  them  should  be placed  at the  disposal  of  the  Fund

and  that  they  should  not  be freely  disposable  by recipients,  i.e. provide  unconditional  flnance.  It has also  been  sug-

gested  that  allocations  should  take  place  in order  to place  new  members  on a par  with  old  ones,  but  should  be com-

pensated  by cancellations  so as to redistribute  rather  than  increase  the  volume  of  SDRs  outstanding.
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international  monetary  system  were  contem-
plated.

For  example,  the  requisite  changes  in the
Articles  of  Agreement  to  establish  the  SDR
were  suggested  by  the  so-called  Joint  Meetings
of  the  Deputies  of  the  Group  of  Ten  and
Executive  Directors,  jointly  presided  over  by
the  Chairman'  of  the  Deputies  and  the  Manag-
ing  Director.6  Final  decisions  on the  SDR  not
settled  in  the  Joint  Meetings  were,  however,
taken  by a Ministerial  Meeting  of  the G-10,
with  complete  neglect  of  the  non-G-10  mem-
bers,  who  were  - at best  - represented  by IMF
staff  and  the  Managing  Director.

A  new  organ  was  called  into  being  also  in
the  failed  attempt  to reform  the  international
monetary  system,  which  culrnin'ated  in

1972/1974. The Board of  Governors  appointed
the  Committee  of  Twenty  for  this  purpose.7

The  Committee  of  Twenty  presented  a
final  report  in  1974,  but  no  complete  reform
proposals,  and  it was  only  in 1978  that  the  Ar-
ticles  of  Agreement  were  amended  formally  to
abolish  (for  the  time  being)  the  par  value  sys-
tem.  However,  already  in  1974,  two  cornmit-
tees  had  been  established  to continue  the  work
of  the  Cornrnittee  of  Twenty:  the  Interim
Committee  and  the  Development  Coxnmittee.8

A  few  additional  groups  in the  field  of  the
international.  monetary  system  liavc  sixice  been
established.  The  oldest  among  them  is  the
Group  of  Twenty-Four  rinder  whose  auspices
we  are  mecting  today.9

The  major  industrial  countries  (the
United  States,  Japan,  Germany,  France  and  the
United  Kingdom)  started  meeting  as the  Group
of  Five,  though  a Group  of  Three,  i.e. the  first
three  of  these  countries,  continues  to hold  de-
cisive  influence.  This  is the  case,  though  the
G-5  has transformed  itself  into  the Group  of
Seven,  including  also  Italy  and  Canada.  The
G-7  airroed to coordinate  the  economic  policies
of  its members.  Even  before  the  G-7,  impor-
tant  questions  were  frequently  the  province  of
understandings  among  the  major  Fund  mem-
bers.  The  G-7  also  has begun  to meet  with
Russia.  The  G-7  became  an ostensible  - if  not
always  effective  - decision  maker,  more  so than
the  Interim  Committee  (not  to  mention  the
Board  of  Governors);  but  the  G-7  is Car from
being  a monolithic  body,  and  the  influence  of
the  United  States  remains  paramount.

The  Executive  Board  remains  charged
with  the day-to-day  management  of  the IMF
and  is the  forum  in which  the  opinions  of  the
non-G-7  are expressed  for  conveyance  to  the
G-7  with  the  help  of  the  IMF  staff  or Manag-
ing  Director.  It  must  be emphasized,  however,
that  this  method  of  conveyance  is imperfect,
not  only  because  the  feelings  of  the  excluded
members  are conveyed  indirectly,  but  also  be-
cause  the  channels  of  transn'iission  are  clogged;
thus,  even  the  Managing  Director  is excluded
from  the  decision-making  meetings  of  tlie  G-7
ministers  and  governors.  }4e can,  of  course,
partly  compensate  for  this  by his direct  access
on  a personal  basis  to  these  major  decision
makers.

6 I  l'iis ad hoc  body  basically  dethroned  the  G-10  Executive  Directors  in favour  of  their  masters,  hid  the  irrelevance  of
uie  Fund  as a whole  vis-a-vis  the  G-10  for  purposes  of  major  changes  in the  international  monetary  system,  and  yet
gave  a degree  of  voice  to the  non-G-10  member  countries  through  their  Executive  Directors.  It worked  quite  well.
l'he  United  States  was  the  moving  force  behind  the  constitution  of  t)iis  curious  body,  since  it feared  the excessive
conservatism  of  the  European  majority  amoi'ig  the  G-10  and  thus,  in effect,  called  on  the  developing  countries  to dilute
their  weight;  the  latter  were  more  inclined  to risk  crcating  a new  international  currency  tlian  t)ie  Europeans  (the  United
States  lias  since  soured  on  the  SDR).

7 This  body  operated  at two  levels.  The  Committee  consisted  of  40 representatives,  two  each  for  the 20 existing
constituencies  represented  on  the  Executive  Board  of  the  JMF,  usually  one  the  finance  minister,  the  other  the  central
bank  governor.  An  assembly  of  40 deputies  (again  one  often  [rom  the  finance  ministry,  the  other  from  the  central
bank)  plus  the  20 Executive  Directors,  would  do the  preparatory  work  for  the  Governors.  The  Governors'  meeting
was  chaired  by  a developing  country  Governor,  Ali  'iVardhana  of  Indonesia,  while  the  Deputies  and  Executive  Di-
rectors  worked  under  the  direction  or  a "Bureau"  composed  or  a chairman  (Jeremy  Morse  rrom  the  Llnitcd  Kingdom)
and  four  vice-chairmen,  from  Brazil,  Ghana,  Japan  and  the  United  States.

8 }n 1978,  tl'ic  Articles  of  Agreement  were  changed  to cnalile  the Fund,  with  an 85 per  cent  majority,  to permit  tlie  es-
tablishment  of  par  values  and  to establish,  instead  of'  t)ic  Interim  Committee  - w)iich  was,  like  all committees,  merely
advisory  to the  Board  of  Governors  - a decision-making  council.  Tliis  has  not,  so f'ar,  been  set up.

9 The  developing  countries  established  tlie  G-24,  representing  the so-called  Group  of  77, i.e. the  United  Nations
members  which  were  considered  less developed,  to deal  specifically  with  international  monetary  afT'airs.  This  group
meets  twice  annually  preceding  meetings  of  the  }nterim  and  Development  Committees,  and  tries  to focus  the  attention
of  the  developing  countries  on  the  international  monetary  and  development  problems  most  pertinent  to their  econo-
mies.  Tliis  group  was  constituted  as a counterpart  of  the  G-10,  i.e. outside  the  Fund,  but  intended  to influence  it.
Later  on,  the "G-9",  composed  of  the  11 Governors  and  Executive  Directors  representing  exclusively  developing
countries  was  constituted;  it meets  before  Interim  Committee  meetings.  Still  later,  a second  Group  of  Twenty-Four
was  established  for  the  purpose  of  dealing  not  with  international  monetary  affairs,  but  with  matters  more  related  to
the  problems  of  the  former  Soviet  Union,  and  composed  of  the  member  countries  of  the  OECD,  ivhich  are  24 in
number.  Working  Party  3 of  the  OECD  and  the  G-10  are  older.
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3.  Executive  Board  and  management

Decision  making  is not  a matter  for  the

various  collective  organs  of  the  Fund  alone,

except  in a formal  sense.  The  Managing  Di-

rector  is, obviously,  a decision  maker  with  re-

spect  to the  subjects  which  he presents  to the

Executive  Boa-rd  (and  to the  Interim  Cornmit-

tee,  to  the  Board  of  Governors  and,  even,  to  the

G-7).  Thus,  it is unheard  of  for  any  country

financial  proposal,  e.g. to grant  a stand-by  ar-

rangement,  to  be presented  to  the Executive

Board  except  by  the  Managing  Director.'o

There  is no question  that  the power  of

the  Managing  Director  vis-A-vis  the  Executive
Board  has  become  stronger  than  it was  at the

beginning  of  the  Fund's  operations.  This  is a

natural  phenomenon  in  any  organization  as the

scope  of its  operations  expands  and  details

cannot  be left  to  the  deliberations  of  a relatively
large  body  like  the  Executive  Board,  whose  size

has,  moreover,  grown  from  the  original  12 to

24.  The  Fund  has  a tradition  of  courtesy  which

sometimes  makes  it difficult  to discern  the  pre-

cise meaning  of  a criticism.  Thus,  dissatisfac-
tion  with  management  policy  may  express  itself

in a low  vote  supporting  such  essential  deci-

sions  for  the  running  of  the  IM  F as the  axinual
budget,  yet  being  carcful  to avoid  withholding
a (bare)  majority.ll

T}ie  use  of  warning  signals  rather  than

definitive  votes  is also  prominent  in other  re-

spccts.  Thus,  the  Executive  Board  has ncver

refused to aliprove  an arrangement (stand-by
or extended)  submitted  to it by management.
When  the  Board  is dissatisfied  with  the  nature

of  tlie  arrangement,  it ivill  generally  limit  itself

to  expressing  doubts  and  warnings  against  a

repetition  of  a management  proposal  sin'fflar  to

the  criticized  one.  There  is a sensible  basis  for

tliis  way  of  proceeding  on  the  part  of  tlie

Executive  Board.  If  the  Board  reniscd  ar-

rangements  negotiated  by the staff  under  au-

tliority  of  the  management,  it would  dcprivc  tlic

staff  of  the  authority,  for  all  practical  purposes,

of  negotiating  agreements  until  t)iey  had  first

been  approved,  at  least  in  outline,  by  the

Executive  Board.  This  would  consume  an in-

ordinately  large  amount  of  time  of  the  Board

and  could  jeopardize  some  arrangen'icnts  alto-

getlier.

Naturally,  also,  tbe  indcpcndcnce  of  the

Managing  Director  vis-a-vis  tlie  Board  varies

very  much  according  to  the  subject  matter

which  may  be involved.  Thus,  general  policy

changes  of  importance  are discussed  carefully

and  sometimes  at much  greater  length  by the

Executive  Board  than  financial  arrangements.

The  formulation  of  a new  policy  guideline  is

often  expressed  in a detailed  decision  in  which

the  Executive  Board  engages,  not  only  in  indi-

cations  of  its general  desires,  but  in detailed

drafting..  However,  there  is an  increasing  num-

ber  of  instances  where  a decision  is formulated

in  the  summing  up  of  an Executive  Board  dis-

cussion  by  the Managing  Director  as its chair-

man.  In  those  cases,  it  easily  loses  the

precision  one  would  prefer  it to have.

4.  Board  committees  and  management

The  Fund's  system  of  governance  is

complemented  by five  standing  cornrnittees  of

the  Executive  Board,  as well  as ad hoc  com-

rnittees  on  admission  of  new  members  and

committees  of  the  whole.  The  standing  com-

mittees  are  the  Committee  on Interpretations,
the  Comtnittee  on Executive  Board  Adrninis-

trative  Matters,  the  Committee  on  Adrninistra-
tive  Policies,  and  the  Committee  on  Liaison

with  the  Contracting  Parties  to  the  GATT.

The  Board  has recently  established  a Budget
Committee.  In  the  Fund,  all  committees  estab-

lished  so  far  have  been  open  committees  in

which  all  Executive  Directors,  or rathcr  chairs,

could  participate,  even  though  the  sense  of  a

comn'ffttee  (tlicre  is no  voting  in committees)

would  generally  differentiate  between  the  ma-

jority  view  of  the  committee  members  and

otlier  views.  Comn'ffttccs  of  the  whole  are es-

tablishcd  wbcre  quota  increases  arc  to be dc-

cidcd  on, and  there  are  ad hoc  committees  on

the  admission  of  new  members,  and  also,  for

preparation  of  the  agenda  of  the  Development

Comniittee.  Joint  comn'iittees  of  the  Bank  and

Fund  have  been  established  on rare  occasions

to  dcliberatc  on  administrative  questions  af-

fccting  botli  institutions,  such  as tlie  system  of

compensation.  It  may  be asked  what  the  dif-

fcrence  is in the  Fund  between  a cornrnittee  of

the  whole,  on  the  one  hand,  and  a morc  limited

committee  on the  other  hand.  The  answer  is

tliat  committee  members  - or  rather  the  chairs

participating  in  comn'ffttecs  - }iavc  generally

been  understood  to have  accepted  implicitly  an

obligation  to immerse  themselves  more  closely

tlian  other  cliairs  in  the  subject  within  tlie

prirview  of  that  coinrnittee.  Among  the  stand-

ing  committees,  there  lias  been  little  if  any  ro-

10 Although  it would  be legally  possible  for an Executisie  Director  to present  such a case directly  to the Executive  Board.

11 Thus,  in 1993 the 1994 administrative  budget  ivas passed with  a bare majority  of  the Executive  Board's  voting  power

as an expression  of  the latter's  doubts  as to whether  he rise in he Fundas expenditures  and increase  in staff' were not

excessive.
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tation  of  membership.  Thus,  a certain  expertise
has  been  developed  by  those  whose  chairs  have
been  long-term  members  of  any  committee.
Among  the  committees,  that  on  Administrative
Policies  is chaired  by  the  'Managing  Director,
and  so is the  Budget  Committee.  These  chair-
manships  indicate  the  importance  of  giving
management  adequate  influence  in  matters
which  concem  it as closely  as administration
and  budgetary  policies.

5.  Sta(f  and  management

The  relationship  between  management
and  staff  has  not  changed  much,  despite  the
growth  in  the  size  of  the  staff,  which  has dou-
bled  in  recent  years.  There  is still  only  one
Deputy  Managing  Director.  Doubts  are  voiced
with  increasing  frequency  whether  tliis  struc-
ture  can  survive.  But  it  rr)ust  be recognized  that
the  monarchial  style  of  management  endows
the  IM  F with  an  important  degree  of  flexibility.
The  increase  in staff  and  tasks  has led to the
establis}iment  of  new  entities,  such  as  staff
committees  and  technical  secretariats,  which
have  not  yet  demonstrated  that  they  do  not
merely  serve  to  delay  decisions.

The  extent  of  dclegation  from  manage-
mcnt  to staff  depends  not  only  on the  technical
quality  of  the  staff,  which  is generally  consid-
ered  to be extraordinarily  high,  but  also  on its
political  scnsitivity  and  propensity  to innovate.
Wlicn  the  Fund  started  its  existence  it was
possible,  even  easy,  to  recruit  an  adequate
number  of  people  who  had  had  experience  in
}iig}ily  responsible  positions  in  their  govern-
mcnts,  where  they  had  learned  to deal  not  only
with  tlie  technical,  but  also  with  the  political,
aspects  of  tlie  problems  wliich  institutions  such
as the  Fund  face,  and  had  acquired  the }iabit
or  taking  risks.  The  experience  of  these  early
staff  n'icmbcrs  was  useful  in formulating  early
policy  and  perhaps  evcn  more  so  somewhat
later  whcn  the  Fundas  opcrations  became  more
important  and  difficult.  The  Fundas needs  were
smaller  in relation  to the  pool  of  people  avail-
able,  and  there  was  no need  to respect  the  sen-
iority  claims  of  staff  members  without
experience  in government.  Of  corirse,  political
sensitivity  is also  acquircd  by Fund  staff  over
long  service.

Tlie  I:S4 F's  ability  to  recruit  senior  people
to  its staff  is linuted  by  the  fact  that  it needs  to
have  a civil  service  and,  tlierefore,  afford  it the
security  of  employment  and  promotion  which
this  implies.  There  is no straiglitforward  sol-
ution  to  this  problem.  Recruiting  senior  people
for  fixed  terms  is not  easy.  Lending  permanent
staff  to national  governments  to acquire  expe-

rience  on  how  these  function  has  also  not  been
found  easy.  They  are  not  likely  to be seen  as
part  of  the  national  team.  Something  could  be
done  by  creating  senior  advisory  staff  positions
for  people  recruited  from  national  govern-
ments;  some  progress  has  been  made  in  this  di-
rection  in recent  years,  through  the  hiring  of
long-term  consultants.  One  thing,  however,  is
entirely-,untrue:  the  staff  are not  coaxed  into
cowardice  by  the  fact  that  losing  their  jobs
would  mean  also  a painful  move  back  to the
home  country.  The  staff  do not  fear  loss of
jobs;  in the  Fund  one  can  count  on one  hand
the  people  who  have  been  dismissed.  The  worst
one  can  say  is that  in  a bureaucracy,  risk  taking
and  innovation  are  not  at a premium.

It has sometimes  been  suggested  that  it
would  be helpful  to recruit  to the  staff  special-
ists  in  fields  other  than  economics.  But  if  there
is  any  problem  with  the composition  of  the
staff  it is not  the  lack  of  sociologists  or  political
scientists;  it is more  likely  to  be the  absence  of
people  used  to moving  in a politichlly  charged
atmosphere  and  finding  compromises  without
neglecting  technically  essential  principles,  as
well  as explaining  to both  sides  - management
and  member  countries  - why  concessions  have
to be made.  This  task  has become  more  diffi-
cult  as  the  Fund's  resources  have  become
smaller  in  relation  to the  demands  put  on  them.
It is true  that  as many  more  countries  have
become  capable  of  obtaining  resources,  as long
as their  policies  are  supported  by  the  Fund,  the
role  of  the  latter  has increasingly  become  that
of  a provider  of  the  "good  housekeeping"  seal
of  approval  to pry  loose  other  countries"  sup-
port  to a Fund  programme.  But  that  develop-
mcnt  has  been  somewhat  styrnied  by  the
simultaneous  absorption  of  financial  resources
by the  national  demands  of  the  richest  coun-
tries,  of  which  the  main  sign  is the  dramatic,
but  sustained,  fall  of  national  savings.  This  has
often  meant  that  major  countries  attempt  to
shift  to  the  Fund  risks  that  sliould  be more
properly  assumed  by themselves,  which  is not
to sriggest  that  the  Fund  should  shy  away  from
justifiable  risks.  The  Fund's  conditionality  is
one  way  of  limiting  risks;  another  - the  pledge
of  collateral  - has  never  been  used.

With  the  increase  in the  number  of  Fund
members,  more  countries  now  apply  for  Fund
financial  support  or  its  seal  of  approval.  At  tlie
same  time,  however,  the  development  of  inter-
national  capital  markets  has  meant  that  a
larger  number  of  countries  has become  able  to
eschew  the  need  for  support  by  the  Fund.

'vVhat  is still  needed  may  be advice  and
coordinating  action.  Advice  and  coordination
is what  tlie  I&IF  has  ahvays  dispensed.  That  it
lost  coercive  power  when  it lost  the  ability  to
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withhold  financing  from  major  countries,  may
mean  greater  difficulty  in selling  its advice.  It
must,  in other  words,  be increasingly  seen to
be more  capable  than  national  establishments,
or  international  or  regional  entities  like  the
European  Union,  of supplying  such advice.
No  doubt  that  technically  there  are now  more
competent  economists  available  in all countries
than  earlier.  aNevertheless,  IMF  technical  as-
sistance  does  not  seem  to be more  dispensable
today  than  it was  40 years  ago.  Analysis  backed
by the prestige  of  an international  institution,
intimate  acquaintance  with  a country"s  situ-
ation  and with  the  interconnections  between
countries,  as well  as with  the  experience  of
other  countries  and  the absence  of  prejudice,
can  supply  a dimension  otherwise  unavailable.

6.  Executive  Board  and  governments

What  is the  relationship  of  Executive  Di-
rectors  with  their  governments?  Appointed
Executive  Directors  can  be  dismissed  ad
nutum,  whereas  elected  Executive  Directors
cannot  legally  be  disrnissed.l2  During  his
two-year  term,  the  position  of an  elected
Executive  Director  is therefore  extremely
strong  vis-A-vis  his  Governors,  particularly
those  of  whose  countries  he  is  not  a civil
servant.  While  appointed  Executive  Directors
will  often  get very  detailed  instructions  about
which  they  may  argue  tvith  their  superiors,
elected  Executive  Directors  will  ask  for  detailed
instructions  only  when  they  are aware  that  a
matter  is of  particular  importance  to a member
or  members  of their  constituency.  These
Executive  Directors,  moreover,  have  the
obligation  to reconcile  divergent  views  among
their  constituency  and,  therefore,  even in the
presence  of  instructions  from  each  one  of  them,
have  considerable  autonomy  in balancing  the
divergent  points  of  view  which  may  have  been
expressed  to them.  They  will  not  necessarily
be expected  to perform  this  function  by bcing
guided  merely  by  the  preponderance  of the
voting  power  among  tlicir  constituency.

The  original  professional  staff  of  Execu-
tive  Directors'  offices  was  conceived  as con-
sisting  of  directors  and alternates,  so tliat  a
continuous  presence  of  each  chair  could  bc as-
sured  at Fund  headquarters.  Thcre  was also
some  idea  at the  beginning  of  the  Fund's  exist-
ence that  Executive  Directors  might  come  to
Washington  only  to participate  in major  deci-
sions,  while  the day-to-day  function  of each

chair  would  be  performed  by  the  alternate.
Less than  half  of  the chairs  ever  followed  this
pattern;  some  chairs  that  did  accumulated  the
function  of  central  bank  governor  with  that  of
Executive  Director.  Obviously  if  that  pattern
had  become  generalized,  the  power  of the
Executive  Board  would  be much  greater  than
that  of  Executive  Directors  as mere  envoys  of
their  coyntries  or constituencies,  rather  than
independent  decision  makers  in  their  own
countries.  But  this  idea of  Keynes  can  hardly
be resurrected  in its original  form.

The  Executive  Board  has  become  younger
and  technically  more  competent.  It is with  al-
most  no exception  recruited  from  civil  servants
of  one kind  or another.  The  average  period  of
service  of Execritive  Directors  has  generally
become  shorter  than  it used to be.  This  has
reduced  the  chances  of Executive  Directors
learning  the  precedents,  and  has  probably
weakened  them  in relation  to the  management
and  staff.

C.  Governance  and  mission

How  well  is  the  Fund's  governance
adapted  to its mission?  This  paper  takes  it for
granted  that  there  will  continue  to be some-
thing  like  the present  Fund  and asks how  its
governance  can be best  adapted  to its present
mission  and  to the  way  its mission  may  evolve.
One can - with  some  artificiality  - divide  the
Fund's  responsibilities  into  two  groups:  the
management  of the  international  monetary
system  existing  at any  time,  and t)ie systcm's
adaptation  to clianging  circumstanccs.

1.  Management

The first  mission  - which  was the only
one until  roughly  the early  1960s  - the Fund
has  carried  out  satisfactorily.  This  mission
consists  of assisting  its  members  to  correct
balance-of-payments  disequilibria  and  avoid
current  payments  restrictions,  while  helping
them  to achieve  price  stability  and grotvth,  as
well  as full  employment.  This  task  initially  re-
quired  no lieroic  decisions.  The  Bretton  Woods
design  of  rare parity  adjustments  (except  for
developing  countries)  was  particularly  well
suited  to this  mission.  There  were  no major

12 Although  there  have  been  rare  cases  in which  the  countries  electing  them,  and  in particular  their  own country,  have
prevailed  upon  them  to resign  before  their  two-year  mandate  expired  (sometimes,  an Executive  Director  of a multi-
member  constituency  is elected  with  the understanding  that  he will  resign  before  the  end  of  his mandate  to make place
for  a representative  of  another  nationality).



2/9

shocks  for  major  countries.  There  was  nothing
which  an outfit  could  not  perform  quite  well
whose  decision-making  personnel  were  re-
cruited  - as those  of  the  Fund  increasingly  were
- from  national  civil  services.  Such  people  are
trained  to examine  situations  objectively  and  to
be alert  to the  fact  that  what  today  is needed
for  one  country  may  tomorrow  be required  by
their  own,  a clear  incentive  to non-discrirnina-
tion.  Mainly,  however,  there  was  then'  - as
distinct  from  today,  and  except  for  the  United
States  - no dividing  line  between  countries  that
are not  expected  in the  foreseeable  future  to
require  financial  support  or  a "good  house-
keeping"  seal  of  approval  from  the  Fund,  and
others  that  do.

This  division,  while  not  permanent  - and
clearer  in  the  depth  of  the  debt  crisis  than  today
- is, nevertheless,  a major  development  and  re-
quires  adaptations  in the  running  of  the  IMF.
The  Fund"s  financial  resources,  as an incentive
to observance  of  its  codea of  conduct,  have  lost
weight  for  a more  important  group  of  countries
than  ever  before,  which  does  not  mean  that
with  the  rise  in Fund  members}'iip  the Fund's
clients  have  not  become  more  numerous.  For
the  former  group,  the  Fund"s  analytical  com-
petence  and  the  information  it can  supply  have
become  more  important.  The  Fund  is faced
with  the  necessity  - if  it is to remain  relevant  to
the  major  countries  and,  hence,  to the world
economy  as a whole  - to use these  abilities  to
induce  the  major  countries,  especially  the  G-7
(or  the  G-3),  to  carry  out  the  Fund"s  purposes.
'vVith  their  validity  they  do not,  essentially,  dis-
agree.  But  it must  be recognized  that  they  also
do not,  always,  ascribe  to them  overriding  im-
portance.  One  occasion  when  they  apparently
and  successfully  did  so  was  the  1985  Plaza
Meeting,  which  led to  the  correction  of  the
disequilibrating  trend  in  the  value  of  the  United
States  dollar.

The  machinery  ror effective  surveillance
over  major  countries  was  never  perfect,  but
now  the  group  over  which  this  imperfection
applies  is larger.  The  machinery  for  effective
surveillance  over  major  countries  consists  in  the
first  place  of  the  Fund's  consultations  with
these  members,  and  the  'vVEO  exercise  from
which  some  peer  pressure  can  result.  It also
consists  of  confidential  communications  and,
possibly,  meetings  of  the  Managing  Director
with  ministers  and  central  bank  governors  of
these  countries,  to  emphasize  the  advice
tendered  in the consultations  and  through  the
WEO  discussions.  And  it consists  of  the  Man-
aging  Director's  - and,  in a preparatory  role,
staff  - attendance  at  part  of the  "summit
meetings"  (beyond  more  informal  contacts).
The  participation  of  the  non-G-7  world  is only
indirect  through  the  Fund  representative,  un-

less some  of  the  non-G-7  have  direct  lines  of
communication  to representatives  of  the G-7.
It  would  be a retrograde  step  to  establish  a G-7
(or  G-3)  secretariat  as  has  sometimes  been
suggested.  Such  a body  would  dispose  of  no
better  knowledge  or analytical  insight  than  the
Fund  staff  and  management.

(%e can think  of  improvements  in the use
of  existing  Fund  organs.  Thus,  more  active
participation  of  non-G-7  Executive  Directors  in
the  WEO  debates  and  the  Informal  Sessions  on
World  Economic  and  Market  Developments,
would  be helpful  in making  the  Fund's  advice
to members,  including  major  members,  more
useful.  Improvements  in  the  governing  organs
of the  Fund  could  be  contemplated.  It  is
worthwhile  to enter  into  some  detail  on this
matter.

The  Executive  Board  may  be too  large  to
perform  its  functions  effectively.  One  could

argue that its work, if  it is not de facto to be
delegated  to a considerable  extent  -to the  staff,
requires  even  closer  contacts  among  Executive
Directors  than  now  exist.  And  it probably
requires  a group  as involved  in  the  work  of  the
Fund  as the  present  Executive  Directors.

Instead  of  having  24 Executive  Directors
in  Washington,  could  one  select  among  the
Executive  Directors  a smaller  number  so that
tliey  can  interact  more  closely  with  each  other?
The  change  proposed  would  make  it easier,  in
particular,  to  apply  peer  pressure  among  the
members  of  the  smaller  group  in the  manage-
ment  of  the  Fund,  perhaps  the  only  practical
substitute  for  the  absence  of  the  power  of  the
purse  over  an increasing  number  of  important
countries.  The  smaller  group  could  be estab-
lished  (at  least  initially)  as an advisory  com-
n'fflttee  of  Executive  Directors  to the  Executive
Board  by decision  of  the  latter,  without  any
change  in  the  Articles;  its  power  would  be
based  on  consent.  It  could  have  single  country
members  - not  necessarily  seven  - and  multi-
country  members,  whose  representatives  could
rotate.  Such  a smaller  group  could  be of  a size
(perhaps  12)  sufficient  to be representative  of
tlie  entire  membership,  and  yet  be small  enough
to  be  an  effective  managing  body  and  have
enough  intimacy  to  be tolerated  by  the  G-7  (or
G-8).  Such  a smaller  group  might  be able  to
realize  the  frequently  voiced  desire  that  the
Executive  Board  husband  its time  more  care-
fully.  Obviously,  this  idea  requires  considerable
fleshing  out  before  it could  be presented  as a
practical  proposal.

Apart  from  such  a basic  organizational
change,  what  other  ones  could  improve  the
functioning  of  the  present  international  mone-
tary  system?  One  concerns  the  exchange  rate
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system.  As  long  as the  par  value  system  pre-
vailed  for  the  major  countries,  exchange  rate
changes  could  be left  to the  initiative  of  each
country  (except  for  the  anchor  country,  the
United  States,  as was  eventually  realized).  To-
day,  there  is a real  problem  of  which  country
should  take  the  initiative  to  change  its  ex-
change  rate,  even  where  a misalignment  is gen-
erally  perceived  to exist.  This  was  discussed  in
the  1970  report  of  the  Executive  Directors
(IMF,  1970).  While  there  has  been  no formal
change,  the  Fund  has become  much  more  free
to  include  suggestions  on  exchange  rate
changes  - in  a carefully  formulated  way  - in  its
consultation  reports.  This  new  practice  can  be
helpful,  although  fears  are  sometimes  expressed
that  such  power  could  be used  asyrnrnetrically;
it would  be more  correct  to say  it  could  impact
asymrnetrically  as between  larger  and  smaller
countrtes.

Another  point  may  be  relevant  in  this
connection.  The  Executive  Board's  advice  can
hardly  be expected  to  be immune  from  mistakes
of  emphasis.  As  one  example,  Prime  Minister
Chernomyrdin  of  Russia  has  warned  against
what  he has  called  "market  romanticism".

One  way  of  rninirnizing  the  repetition  of
mistakes  in the  Fund"s  policy  advice  could  be
the  establishment  of  an evaluation  office.  It
could  not  be an  exact  copy  of  tlie  World  Bank's
(and  otlier"s)  Operations  Evaluations  Office,
since  the  emphasis  of  a Fund"s  evaluation  office
would  be purely  on policy  and  not  at all on
projects.  Also,  establishment  of  such  an office
in the  Fund,  as elsewhere,  may  well  comprise
risks,  e.g. making  the  staff  more  hesitant  to en-
gage  in new  initiatives  than  it would  otherwise
be.  But  closer  Board  control  over  IMF  opcr-
ations  through  such  an  office  would  surely  have
offsetting  merits,  and  might  just  as easily  lead
tao avoidance  of  delays  in  facing  up  to  problems.

A very  delicate  matter  concerns  the  use
of  publicity  to encourage  members  to promote
the  Fund's  objectives.  It is necessary  to steer
a middle  course  between  using  publicity  to
produce  pressure  on  governments  without  dis-
couraging  frankness  in consultations.  The  Ar-
ticles  of  Agreement  (Article  XII,  Section  8)
require  a 70 per  cent  majority  of  the  total  vot-
ing  power  to authorize  publication  of  a report
to a member  regarding  its economic  situation
which  directly  tends  to produce  a serious  dise-
quilibrium  in  international  payments.  The
Fund  may  not  publish  a report  involving
changes  in  the  fundamental  structure  of  the
economic  organization  of  members.

One  of the  most  important  avenues
through  which  the  Fund  influences  the  inter-
national  monetary  system  is  the  schooling

which  it provides  to officials  of  member  coun-
tries.  It  does  so through  recruiting  and  training
individuals  who  later  return  to  the  economic
teams  of  their  own  countries,  after  spending
time  on  the  staff  of  the  Fund  or as students  in
the  Fund"s  varied  training  courses.  The  pas-
sage  of  an  individual  through  these  stages  is apt
to  create  a strong  identification  between  his
viewpoiat  and  that  of  the IMF  staff.  At  the
same  time,  the  passage  of  people  from  member
countries  as trainees  through  the  staff  opens
the  eyes  of  the  latter  to country  problems  they
might  otherwise  not  perceive.  This  interaction
is a powerful  tool  for  furthering  the  Fund"s  in-
fluence.  It  is, certainly,  not  exploited  to  the  full
extent  possible.  It is not  clear,  however,  to
what  extent  this  defect  could  be  corrected
without  offsetting  disadvantages.

This  problem  is particularly  significant  in
relation  to  the  Fund"s  attitude  to the  problems
of  developing  countries,  and  even  more  so,
perhaps,  to those  of  countries  in  transition.  It
is perhaps  still  easier  to find  well-trained  econ-
omists  familiar  with  the  problems  of  industrial
countries  than  with  those  of  corintries  in tran-
sition  or, even  perhaps,  developing  countries.
The  best  way  of  meeting  these  problems  would
be by  expanding  the  work  of  the  IMF  Institute.

2.  The  systemic  problems

In  addition  to managing  the  international
monetary  system  existing  at any  one  time,  the
Fund  faces  the  challenge  of  transforming  that
system  continually  in order  better  to serve  the
international  community,  which  is  making
changing  - and  increasing  - demands  on  it.
Among  these  new  tasks  are some  whose  attri-
bution  to  the  IMF  may  seem  questionable.
They  may  include  tasks  sucli  as  taking  into
consideration,  in carrying  out  the  institutionas
policies,  environmental  concerns,  where  thc
competence  of  a financial  institution  may  not
be readily  apparent.  T}ie  problems  posed  in
connection  with  such  tasks  will  not  be consid-
ered  here.

The  earliest  of the  systernic  changes
which  did  seem  to  fall  clearly  within  the
purview  of  the IMF  was  the  abandonment  of
a single  gold  price  - for  both  official  and  non-
official  transactions  - which  had  been  main-
tained  by  sales  of  the  central  banks  constifflting
the  gold  pool,  and  whicli  ended  in 1967.  Cen-
tral  banks  continued  official  gold  transactions
at the  established  par  values.  Nevertheless,  the
abandonment  of  the  single  price  was  a signal
of impending  changes  in  the  international
monetary  system.  These  changes  took  place
without  reference  to the  IM  F.
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The  next  major  change  after  the  creation
of  the  SDR  was  the  abandonment  of  gold
convertibility  by  the  United  States  in 1971  and
the  establishment  of  a new  grid  of  exchange
rates  among  the  G-10  in  the  Srnithsonian
Agreement  in  1971,  followed  in  1973  by the
abandonment  of  the par  value  system.  The
latter  happened  in the  middle  of  the  attempt  by

the Group of Twenty to reform the interna7
tional  monetary  system.a3

No  satisfactory  solution  for  the  con-
struction of an international  monetai7  system
has been  found.  Possibly  none  is necessary
since  no  major  catastrophe  has yet  occurred
under  the  "exchange  rate  system  of  the kind
prevailing  on  January  1, 1976"  as it is called  in
Article  IV,  section  2b.  Nevertheless,  nobody
seems  entirely  happy  with  the  system  which  we
now  have.  Perhaps,  however,  what  is needed
is not  so much  a new  system  but  - banal  as it
is - closer  consultations  among  major  corintries,
concomitant  with  paying  due  regard  to the  in-
terests  of  the  entire  international  financial
coxnn'umity.  The  G-7  supplies  only  the  former
need.

The  next  major  problem,  by its size and
nature  a systemic  one  rather  than  a mere
balance-of-paymcnts  problem,  was  the  first  oil
shock  of  1974.  To prevent  a widespread  fall
into  protectionism  if  not  deflation,  the  OECD
promoted  a non-protcctionist  commitment  of
its  mcmbcrs,  and  the  IMF  cstablished  its 1974
and  1975  oil  facilities.  These  made  it possible
to  finance  continued  oil imports  with  Fund
credit  undcr  generous  conditions.  The  facilitics
vtacrc :imply  used  by  both  dcvclopcd  and  dcvcl-
oping  mcmbcrs,  almost  the  last  timc  that  one
of  the  former  requested  Fund  credit.  It was  a
n'iajor  demonstration  of  internatiorial  cooper-
atlOn  in  monetary  MATTERS.

A major  problem  for  t}'ie  Fund  arose  as
tl'ic  result  of  the  dcbt  crisis,  from  ivhich  all  ma-
jor  debtors  sccm  by now  to have  emerged.  It
is  well  known  that  the  Furid,  at  first,  ap-

proached  the  debt  crisis  as a liquidity  problem,
and  only  very  gradually  came  around  to  dealing
with  it as a major  structural  problem  requiring
debt  reduction  for  its  solution.  It was  the
United  States  through  the  Brady  approach
which  pointed  the  way  to the  solution  of  the
problem.  To  deal  with  arrears,  which  arose  in
this  context,  the  Fund  developed  new  facilities,
such  as-the  Rights  Accumulation  Programme.
A quicker  solution  could  perhaps  have  been
found  if  the  Fund  had  been  able  to intervene
by making  available  to  the  debtor  countries
larger  resources  over  longer  time  periods.

Among  other  new  problems  which  have
arisen,  one  is the  increasing  mobility  of  capital
at the  same  time  that  capital  controls  are be-
coming  less acceptable.  The  question  has  even
been  raised  in  the  Fund  whether  the  Articles  of
Agreement  should  not  be changed  so that  the
presently  existing  freedom  to impose  controls
over  capital  movements  would  be  abolished
and  the  Fund  given  jurisdiction  over  approval
of  such  restrictions,  just  as it has  jurisdiction
over  the  establishment  of  current  account  re-
strictions.  There  can  be no question  that  con-
trols  over  capital  movements  do  not  remain
effective  for  any  length  of  time.  On  the  other
hand,  they  can  be helpful  temporarily  to pro-
tect  a country  from  the  impact  of  large  capital
movements.  Certainly  by  t}ieir  nature,  any  re-
strictions  over  capital  movements,  in order  to
be effective,  would  have  to be available  at very
short  notice,  so that  any  lengthy  approval  pro-
ccdure  by  the  Fund  would  have  to be avoided.
In  fact,  if  axiy  approval  by  the  Fund  were  to  be
required  at all,  it would  probably  be necessary
to  maintain  a countryas  right  to  impose  re-
strictions  without  approval  for  a lin'iitcd  pcriod,
rather  than  to  require  prior  approval.  l"his
worild  obviously  be somet}iing  of  a formal  in-
novation  for  the  Fund.

Of  the  ncw  problems,  the  most  difficult  is,
rmdoubtedly,  tlie  =transrormation"  problem  of
tlie  former  communist  ecoxiomies.  It requires
an  entirely  new  approach,  not  at all  comparable

13 The  matters  to be looked  into  in tlie  context  or  reform  of  the  international  monetary  system  would  include  those  ivhich
have  been  examined  in connection  witli  the  efT'orts  by the  Committee  of  Twenty  and  indeed  even  before  that  Com-
miltee  in a report  by  tlie  Exccutive  Directors  to llie  Board  of  Governors  (IMF,  1970).  The  earlier  report  of'  Execritive
Directors  had  rejected  floating  rates,  par  values  ivit)i  substantially  ivider  margins  ;ind  par  values  adjusted  on  the  basis
of'  pre-determined  forintilas.  It had  stiggcslcd  l)irce  h'pes  oi'adaptations  of  the  par  value  system:  permitting  adjustment
of  par  values,  iviuiout  necessarily  obtaining  lie  concurrence  of  tlie  Fund  even  if  the  cliangcs  in par  valucs  were  larger
than  (liose  ivhich  could  originally  be made  by a member  country  on  its own  initiative;  a slight  widening  in margins
around  parity;  and  assurance  to members  tliat  no  action  would  be taken  against  them  if  they  deviated  temporarily
from  tlieir  par  sialues  in the  context  or appropriate  safeguards.  It was  also  mentioned  that  these  adaptations  might
depend  on  the  possibility  of  n'iember  countries  accepting  controls  over  international  capital  movements.  t'k  later  report
or tlie  Executive  Board  looked  beyond  the  immediate  crisis  created  in 197}  and  temporarily  solved  by  the  Smithsonian
Agreement.  It stressed  the  need  for  compatible  policies  of  Fund  members  if  any  monetary  system  was  to work
properly,  endorsed  the  possibility  of  small  exchange  rate  changes,  and  discussed  the  possibility  of  giving  the I:VlF
power  to recommend  par  value  changes.  It also  discussed  the  conclusions  of  and  conditions  for  replacing  the  existing
liability  settlement  system  by  an asset  settlement  system,  and  explored  the  financing  and  control  of  capital  movements.
It also  emphasized  the relationship  of  monetary  reform  to the  development  of  the  developing  countries.  This  matter
has,  for  the  time  being,  been  laid  aside.
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to reducing  excessive  State  interference  in  what

were  largely  market  economies.  There  have

been  increasing  pressures  on the  Fund  in the

context  of  this  problem  to interpret  the  princi-

ple  of  evenhandedness  broadly  enough  to ena-

ble  it to  face  up  to it.  In  this  context,  the  Fund

has  established  the  Systemic  Transformation

Facility,  which  is a relatively  quick  disbursing

instrument  to be used  before,  and  in addition

to,  what  could  otherwise  be  handled  by  a

stand-by  arrangement.  A quick  disbursing  fa-

cility  would,  however,  also  be helpful  for  other

countries  either  facing  a self-reversing  balance-

of-payments  problem,  or  one  where  the  country

is expected  to be able  relatively  soon  to qualify
for  a stand-by  or  extended  arrangement.

To  deal  with  systemic  problems,  the  Fund

as  such  is  now  - as  distinct  from  earlier  -
equipped  with  its Interim  Committee,  and  the

international  financial  community  disposes  also
of  the  G-7  and  G-10.  The  Interim  Committee

may  be too  large  even  for  dealing  with  systemic

problerr;s.  The  result  is that  these  problems
tend  to be dealt  with  by  the  G-7,  which  is even

less representative  of  the  international  financial

con"imunity  than  would  be a smaller  Interim
Committee,  perhaps  one  shrunk  on the lines

discussed  above  in  relation  to  a possible
shrinking  of  the  Executive  Board.
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Comments

Guillermo  C. Mungi

Alexandre  Kafka  has  prepared  a compre-
hensive  paper  for  us,  with  the  authority  af-
forded  by  his  long  and  productive  term  on the
IMF  Board  of  Directors.

The  purpose  of  the  Fund  is to promote
international  monetary  cooperation  and
exchange-rate  stability.  It is an organization
with  regulatory,  consultative  and  financial
functions,  which  should  6e exercised  in an eq-
uitable  manner.  However,  the  IMF  has been
plagued  by  a fundamental  problem  since  its
creation;  namely,  asyrnrnetry  in dealing  w'ith  its
members.  As  Kafka  notes  in his  paper:  'lnflu-
ence  in  the  Fund  continues  to  reside  in  the
main  industrial  countries,  with  the  United
States  paramount".  Basic  asyrnmetry  will
probably  worsen,  unless  an  effective  way  is
found  to  reverse  or  halt  its  advance.  The
problem  is  that  financial  resources,  as an in-
ccntive  to  observance  of  the  IMF  conduct
code,  are not  as important  to many  countries
as  was  the  case  when  the  institution  was
founded.

To  improve  asyn'unetry,  Ka[ka  sriggests
the  Fund  use  its other  "assets";  that  is, its  ana-
lytical  proficiency  and  information,  to induce
major  corintries  to  accomplish  its  purposes.
\et,  were  these  assets  not  already  being  used,
possibly  with  less  emphasis  tliat  Kafka  sug-
gests,  and  to no positive  end?  For  more  tltan
a decade,  tlie  coinrncnts  and  technical  or  moral
arguments  put  forth  by  the  LV{F  and other
bodies  were  insufficient  to persuade  the  United
States  to reduce  its fiscal  deficit.  This  had  se-
rious  consequences  for  the  world  conmunity.
I-Iig}i  interest  rates  paid  on the  external  debts
of  developing  countries  were  a direct  result  of
the  mix  of  economic  policies  applied  by the
United  States  arithorities.

Let  us liope  that  in the  future,  the  Man-
aging  Director  of  the  I:'vtF  will  have  more  of  a
say  at the  meetings  of  G-7  ininisters  and  gov-
ernors.  As  Azizali  Moharnmed  remarked,  the
G-7  should  be genuinely  interested  in cooper-
ating  with  developing  countries,  as is evident  in
the  impulse  given  by them  to tlie  industrialized

countries  exports,  which  has reduced  the  im-
pact  of  recession  in  these  countries.

To  enhance  the work  of  the  Executive
Board  and  exert  more  of  an influence  on the
IMF  management,  Kafka  suggests  that  a
smaller  group  of  directors  be established  as an
advisory  cornrnittee  to  the  Executive  Board.
The  idea  is interesting,  but  his arguments  fail
to convince  us that  another  committee  would
be  able  to  influence  managemem  executives
and,  through  appointed  directors,  their  bosses.

Another  suggestion  is to create  an evalu-
ation  office  for  IMF  prograrnrnes  as a way  to
reduce  operational  errors.  This  unit  could  pro-
vide  IMF  staff  members,  management  and  its
Executive  Board  with  valuable  information  on
positive  and  negative  experiences  in relations
between  the  Fund  and  its  members.  However,
as  Kafka  says,  it might  make  the  staff  more
conservative.  In  any  event,  it would  be useful
to consider  the  experience  of  the  World  Bank
Evaluation  Office,  particularly  regarding  the
impact  of  non-economic  conditionality,  which
is being  increasingly  applied.

A point  not  given  much  consideration  is
the  rise of  publicity  to encourage  members  to
promote  IMF  objectives.  This  could  be  a
powerful  instrument  with  developing  countries,
which  are  usually  the  ones  to  use  IMF  re-
sources  the  most,  and  with  the  industrialized
countries  as well,  which  do not  need  them.  The
general  public  in  developing  countries  does  not
regard  the IMF  in a positive  light.  This  con-
tributes  to difficult  and  sometimes  lengthy  ne-
gotiations  between  national  authorities  and
IMF  staff  members.  If  the  Fund  were  to ex-
plain  its role  in correcting  econonnc  wrongs,
and  attempt  to persuade  people  that  the  poli-
cies it supports  are for  everyone  s benefit  and
that  it does  not  represent  the  interests  of  a few
economically  powerful  countries,  its image  in
the  developing  world  might  change  and  life
would  become  easier  for  everyone,  the  IMF
and national  authorities  alike.  On  the other
hand,  an open,  frank  and  aggressive  presenta-
tion  of  its opinion  on  policies  pursued  by  some
industrialized  countries  would  lielp  to build  the
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sort  of  public  pressure  required  to adopt  cor-
rective  measures,  particularly  if  it reveals  the
negative  consequences  of  inadequate  policies
for  the  country  in  question,  as well  as the  price
to be paid  by  the  rest  of  the  international  com-
munity.

According  to Kafka,  it is questionable  as
to whether  certain  tasks  are  suited  to an inter-
national  finari'cial  institution.  He specifically
mentions  environmental  concerns.  However,
there  is another  important  moral  concern,  the
human  rights  issue,  which  is easier  to manipu-
late  and  is used  widely  by  industrialized  coun-
tries  for  political  reasons.  The  problems  posed
by  the  human  rights  issue  are not  necessarily
included  in  formal  agreements  with  interna-
tional  financial  institutions,  but  are  part  of  ne-
gotiations  which  are  exposed  to  subjective
opinions,  distorted  information,  internal  poli-
tical  squabbling,  etc.  These  political  consider-
ations  should  be eliminated  from  negotiations
with  international  financial  institutions,  and
addressed  at diplomatic  and  political  forums.

Moises  Naim  presented  a complete  and
provocative  paper  on governance  of  the  Bank.

Goal  congestion  is one  of  the  many  fascinating
topics  he raises  when  noting  that  legislatures  in
donor  countries  are exerting  more  and  more
influence  on  the  Bank.  This  certainly  increases
political  considerations  in terms  of  its  relations
with  recipient  countries,  undoubtedly  to  tl'ie
detriment  of  the economic  and  social  aspects
which  should  be the main  consideration.  As
Naim  says,  countries  with  limited  bargaining
power  are  obliged  to accept  conditions  and  ob-
jectives  which  acquire  considerable  visibiIity
and  priority  within  the  Bank  during  a given
period.  On  the  other  hand,  strong  countries
can,  and  often  do, persuade  the  Bank  to be
more  lax  on  conditions  that  are  not  fundamen-
tal  to the  loan  under  negotiation.  The  Bank
loses  its  moral  authority  when  it applies  human
rights  policies  in a selective  manner.  As  noted
in its charter:  "Only  economic  considerations
shall  be relevant,  and  these  considerations  shall
be weighted  impartially  in order  to achieve  the
purposes".  Naim  suggests  a number  of  ways  to
improve  the  Bank,  but  after  reading  his docu-
ment  one  is inclined  to conclude,  as he himself
notes  in the  end,  that  they  may  be unrealistic.
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THE EVOLUTION  OF THE MULTILATERAL  DEVELOPMENT  BANKS

Devesh  Kapur  and  Richard  Webb

ABSTRACT

This paper traces the evolution of  the MDB  "system over the past half-century.  It highlights
the importance of  the original  model - the World Bank - whose success, arid weaknesses, led to the
replication  of the model through the creation of the Regional Development Banks (RDBs).  The
RDBs initially  sought to differentiate  their lending policy from that of  the World Bank, but a broad
convergence  has  occurred  over  the  decades.  While  the World  Bank's  pre-eminence  in this  system  has

remained mostly unchanged, the model itself  has seen major changes, partly  the consequence of  the
introduction  of  concessional funds and partly  as a reaction to changes in the globa conorny.

A.  Introduction

This  paper  traces  the  evolution  of  the
principal  multilateral  development  banks
(MDBs)  - t}ie  World  Bank,  t}ie  Inter-American
Development  Bank,  the  Asian  Development
Bank  and  the  African  Development  Bank  - over
the  past  half  century.  The  account  will  exam-
ine  tlie  changing  relationship  between  tlie
World  Bank  and  its regional  counterparts  (tlic
rcgional  development  banks  (RDBs)),  but  the
principal  questions  will  have  to  do  with  the
evolvixig  context  and  character  of  the  MDBs
as a group.  These  organizations  are  a singular
innovation  in  international  relations,  aspiring
at once  to  establish  a degree  of  multilateral
governancc,  increase  the  econon'ffc  and  social
welfare  of  poor  nations,  and  achieve  tliose  ob-
jectives  by operating,  in a tusinesslike  way,  as
banks,  raising  most  of  their  funds  in the  world's
capital  markets.

The  main  questions  concern  the  way  in
which  the  governance,  financing,  and  objectives
of  these  institutions  have  evolved  since  their
origin.  For  the  most  part,  their  present  char-
acter  oviaes little  to the  Bretton  Woods  blueprint

for  the first  of  these  banks,  the  World  Bank.
Thus,  they  lend  directly,  rather  than  guarantee
private  capital;  they  discriminate  an'iong  coun-
tries  according  to relative  income,  "graduating"
the  better-ofT;  they  provide  conccssional  funds
in addition  to loans  on  market  terms;  and  they
make  advice  and  arm-twisting  as much  their
business  as lending.  Nor  did  Bretton  Woods
envisage  the multiplication  of  MDBs  (table  2
lists  16 banks  created  by 1993).  In  this  paper
we  will  try  to account  for  the  changing  circum-
stances  and  organizational  responses  that
shaped,  and  continue  to  change  the  World
Bank  and  the  three  principal  regional  MDBs.

Section  B of  the  paper  is an account  of
the  origins  of  the  MDBs.  The  argument  is that
their  design  owes  as much,  or more  to tlie  pol-
itical  and  financial  circumstances  that  sliaped
the  World  Bank  during  its  first  years,  as it does
to Bretton  Woods.  Section  C traces  the  repli-
cation  of the  1950s  World  Bank  "working
model"  in the  creation  of  regional  development
banks,  a process  that  involved  both  borrowing

from  and  reacting  against  that  model.  Section
D presents  a statistical  overview  of  the  evolu-
tion  of  main  aggregates.  Sections  E and  F ex-

amine  lending,  allocation  of  lending  and  MDB
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funding.  The  concluding  section  G cornrnents

on the  MDBs  in  the  1990s.

B. Origins

The  World  Bank  was  created  with  two

principal  objectives  in mind:  the  financing  of

European  reconstruction,  and  what  Keynes

called  its  "second  primary  duty",  economic  de-

velopment,  by  which  he understood  the  bring-

ing  into  production  of  productive  capacities

throughout  the  world.  The  charter  does  not

rank  these  objectives,  and  some  delegates  ob-

jected  to Keynes's  definition,  but  when  Ameri-

can  officials  sought  congressional  approval  for

the  Bank"s  funding,  and  when  the  institution

first  set out  to lend,  the  principal  concern  was

European  recovery,  not  development  of  other

lands.  The  Bank  was  seen  less as an individual

actor  with  independent  objectives  than  as  a

part  of  a postwar  international  economic  sys-

tem,  the  whole  of  which  would  encourage  the

recovery  of  trade  and  capital  movements  be-

tween  countries.  The  Bank's  part  in that  sys-

tem  was  to  promote  and  encourage  capital

flows  to  Europe  and  to  other  capital-scarce
areas,  by  acting  as a guarantor  for  private  in-

vestments,  and  by lending  directly  "when  pri-

vate  capital  is  not  available  on  reasonable

terms".  Development,  moreover,  was  under-

stood  more  in  terms  of  physical  productive  po-

tential  than  of  human  nccds.  It  was  entirely  in

keeping  with  the  spirit  of  the  Conference  and

of  the  Articles  of  Agreement  that  the Bank's

principal  borrower  for  development  purposes

over  its  first  decade  was  Australia,  and  that  the

first  loan  to that  country  was  justified  to the

Board  by  drawing  attention  to  the  fact  that

Australia  already  enjoyed  one  of  the world's

highest  lcvels  of  income  per  person.

Despite  its nuiltilatcral  trappings,  it lVaS

accepted  that  the  major  voice  in  the  institution

would  be that  of  the  United  States,  which  }iad

the  fiscal  capacity  to  finance  a substantial

endowment,  and  with  a capital  market  that

corild  be  tapped  for  overseas  investments.

Funding  would  be  obtained  largely  in private

capital  markets,  and  borrowed  finds  would  be

backed  by a full  government  griarantee,  rip to

the  amount  of  callable  capital,  of  the  member

corintries.  Though  subscribed  capital

amounted  to an impressive  510  billion,  only  20

per  cent  ivas  to  be paid  in,  and  of  that  amount,

it was  understood,  only  about  S750  million  -

mostly  from  the  United  States  - worild  be made

available  in the  form  of  convertible  currencies

during  the  initial  years.  The  other  80 per  cent

of  the  capital  subscription  was  to be subject  to

call  by  the  Bank  only  to  meet  obligations.

The  original  plans  for  the  IBRD  under-

Went  radical  change  during  its first  two  years

of  operation.  Due  to delays  in the  ratification

of its charter and administrative  organization,
the  Bank  was  unable  to assist  Europe  during

her  period  of  most  critical  need:  the  first  two

years  after  the  end  of  the  war.  By  the  time  four

reconstruction  loans  were  made  over  the  sum-

mer  of  1947,  the  Truman  Doctrine,  committing

the  United  States  to military  and  economic  aid

to Greece  and  Turkey,  and  the  more  ambitious

Marshall  Plan,  had  been  announced;  the  Cold

War  was  beginning.  The  Bank  suspended

lending  for  16  months  to  reassess  its  role

vis-A-vis  the  Marshall  Plan.l  At  the  5 Novem-

ber  1947  Board  meeting,  Bank  President  John

McCloy  stated:  "I  think  we are going  to  be

driven  [sic]  into  a very  different  field  sooner

than  I  thought,  into  the development  field".

The  lending  interruption  was  used  to gear  up

for  the  new  task.  The  President  and  stafl  took

long  trips  to developing  countries;  consultants

were  sent  on major  survey  missions;  research

and  data  collection  were  begun.  In  early  1949

the  Bank  launched  its  career  as an MDB.

McCloy,  President  for  two  years,  was  re-

sponsible  for  another  lasting  change  in  the

character  of  the  institution.  His  predecessor,

Eugene  Meyer,  had  been  unable  to act  as tlie

Bank's  principal  authority.  The  charter  was

vague  on  the  roles  of  Executive  Board  and

President,  and,  during  the  Bank's  first  year  of

operations,  the  United  States  Executive  Dircc-

tor  }iad  succeeded  in investing  the  Bo;ird  with

a major  say  in operational  decisions.  McCloy,

wlio  was  in a position  to bargain,  agreed  to re-

place  Meyer  on condition  that  only  manage-

ment  could  take  lending  initiatives,  and  that  the

United  States  Executive  Director  be rcplaced

by  his  own  candidate,  Eugene  Black.  McCloy,

and  his  successor  Black,  established  a tradition

of  strong  presidencies,  and  of  manageriaI  rather

than  Board  initiative,  a tradition  that  is  in

marked  contrast  to that  of  the  IMF.

From  1949-1960  the World  Bank  oper-

ated  as a development  bank,  but  with  the  ac-

cent  on "bank",  financing  S2.8 billion  in loan

disbursements,  largely  by  raising  $2.2  billion  in

the  market  through  the  sale  of  bonds,  loans  and

loan  participations.  The  dependence  on Wall

Street  reflected  itself  in  the  Bank"s  cautious

lending  policy.  It ignored  pressures  from  de-

veloping  countries  and its  own  donors,  ex-

I 'iVith  two small  exceptions:  the Bank's  first development  loan,  a $16 million  credit  to Chile,  and $12 million  to the

Netherlands,  both  approved  in March  1948.
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panding  slowly,  and  assigning  half  of  its  funds
to OECD  countries  or to their  colonies.  Loan
applications  by developing  country  borrowers
were  often  postponed  if prewar  debt  arrears
were  not  settled,  or if  annual  inflation  threat-
ened  to exceed  single-digit  figures,  or if  devel-
opment  expenditures  were  not  adequately

"planned".  In addition,  almost  80 per  cent  of
its  loans  to dc'veloping  countries  were  restricted
to  large-scale  power  and  transport  projects;
lending  for  agriculture  was  minor,  and  fell  over
the  decade,  and  the social  sectors  were  taboo.
This  loan  policy  was  considered  to constitute  a
sound  development  strategy:  infrastructure  in-
vestments  would  act  as catalysts  for  private  in-
vestment  in the  productive  sectors;  agricultural
development  was  seen as necessary,  but  devel-
opment  and  modernization  were  largely
equated  with  industrialization;  and  i"welfare"

expenditures  on drinking  water,  education  and
health  would  have  a high  opportunity  cost  in
more  productive  investments.

But  the principal  reason  for  the Bank's
restrictive  loan  policy  during  this  period  was
not  doctrinal;  it was  the  need  to establish  the
Bank's  own  creditworthiness.  An  operational
tool,  the  specific  investment  project,  became  a
key  instrument  in  creating  an  image  of
creditworthiness.  By contrast  with  the  appar-
ent  fungibility  and  anonymity  of  funds  provided
through  programme  loans  for  broad  categories
of  development  expenditures,  the  specific
project  loan  appeared  to give  the  Bank  a high
degree  of  control  over  the  final  destination  of
its funds.  3pecific  projects  provided  a maxi-
mum  degree  of  visibility,  verifiability  and  ap-
parent  productivity,  and  thus,  of  quality  and
soundness  in its loan  portfolio.

Tlie  concern  ror  its own  creditworthiness
ivas  also  a factor  in the importance  attached
by  the  Bank  to technical  assistance,  and  to the
development  of  an intervcntionist  and  tutelary
style  of  lending.  Pressed  to  lend,  the  Bank
continually  objected  that  developing  countries
lacked  "absorptive  capacity".  Its  own
creditworthiness  was  prit  at risk  by  weak  civil
services  and  institutions,  dearth  of  project  ex-

pcrtise,  and undisciplined financial manage-
ment  at  the  national  level.  As  the  Aimua[

Report for 1948-1949 noted, "if  [the Bank'sl
loans  are to be sormd  and  productive,  it must
aid  its underdcvelopcd  member  countries".

Tlie  Bank's  smallness  and  dependence  on
the  market  gave  it  a considerable  degree  of
managerial  and  political  independence.  In  vol-
ume  of  economic  aid to tlie  developing  coun-
tries,  the United  States  Government  provided
about  Sl,800  million  per  year,  and  the IBRD
about  $250  million,  and  the  disparity  would  be
far  larger  if  measured  by  tlie  grant  component.

In  technical  assistance  the  Bank  was  overshad-
owed  by  the  prestige  and  spending  of  the  spe-
cialized  agencies  of  the  United  Nations,  and  of
private  sources  of  assistance,  such  as the  Ford
and  Rockefeller  Foundations.  In  development
economics,  the  United  Nations  and  universities
played  the  leading  role,  while  the Bank  con-
sciously  downgraded  its research  role.  Though
consultations  with  the  State  Department  were
a regular  feature,  and  though  some  of  its lend-
ing (and  non-lending)  bore  a visible  political
stamp,  the  Bank  used  its  smallness,  dependence
on the  market  and  multilateral  character,  as
arguments  to rend  off  much  of  that  pressure.
Certainly,  its  reputation  as  a non-political,
technically  rigorous  lender  grew  through  the
decade,  in  the  financial  market  and  among
borrowers.  The  success  of  this  strategy  was
recognized  by  the  market,  in 1956,  with  a triple
A rating,  which  opened  the  door  to large-scale
financing  at the  lowest  available  market  rates,
and  by the donor  members,  in  1959,  with  a
general  capital  increase  which  more  than  dou-
bled  the  amount  of  Bank  borrowing  that  would
be guaranteed  by  member  governments.  In  ef-
fect,  the  Bank  was  able  to follow  a niche  strat-
egy,  as  a quality  lender,  differentiating  itself
from  the  large-scale,  politically-motivated,  soft
aid  provided  by  the  United  States  Government,
and  from  the  political  advocacy  associated  with
the  United  Nations.

In  folloiving  this  strategy  the  Bank  lielped
to legitimize  aid.  By lending  at market  rates,
insisting  on high  project  standards,  supervision
and  borrower  crcditworthiness,  providing
hands-on  project  assistance  and  advising  on
general  economic  policies,  the Bank  created  a
modcl  of  international  economic  assistance  that
appeared  to be genuinely  productive,  relatively
disinterested,  and  inexpensive  to taxpayers.  In
that  way  the  1950s  World  Bank  prepared  the
way  for  the  RDBs,  showing  that  aid  could  be
businesslike,  and  providing  an  operational
blucprint.

Before  tlie  World  Bank  model  came  to be
replicated  in the  form  of  regional  MDBs,  how-
ever,  the  design  was  subjected  to a major  mod-
ification  with  the  decision,  taken  between  late
1958  and  mid-1959,  to create  a soft  window  in
the Bank,  the International  Development  As-
sociation  (IDA).  Tlic  decision  iiaas largely  pol-
itical;  the new  fund  was intended  to  increasc
and  soften  rnultilateral  assistance  to developing
countries;  and  its  location  in tlie  World  Bank,
where  voting  power  was weighted  by  capital
contributions,  rather  than  tlie  United  Nations'
one-corintry  one-vote  basis,  was  a means  to re-
tain  political  control.  Tl'ie  Bank  had  strenously
objected  to soft  lending  from  the  moment  the
idea  was  first  mooted  at the beginning  of  the
decade.  Black  (1953,  p. 7) argued  tliat:
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Loans  of  this  kind  are, in essence,  part  loan
and  part  grant.  They  have  the inherent  fault
that  they  are not  always  apt to be regarded
as serious  debt  obligations.  Like  all other
'fuzzy'  transactions,  they  therefore  tend  to
impair  the  integrity  of  all international  credit
operations.

But  the  Bank  fjnally  agreed  to  manage  the  fund,

partly  because  acceptance  was  seen  as prefera-

ble  to  the  creation  of a separate,  United

Nations-managed  fund,  and  partly  because  the

Bank"s  own  future  lending  prospects  were  sud-

denly  put  into  question  by  the  balance-of-

payments  crisis  that  affected  many  borrowers

di.ring  1957-1958:  IDA  terms  would  allow  the

Bank  to continue  to lend  to countries  such  as

India,  despite  their  debt  burdens  and  foreign

exchange  problems.

In  a sense,  the  creation  oflDA  within  the

World  Bank  was  a further  recognition  of  its

success  as a model;  political  approval  was  made

easier  by  the  Bankas  share-weighted  version  of

multilateralism,  and  because  the  Bank  had

demonstrated  that,  with  proper  management,
money  spent  on  aid  could  indeed  be productive.
Paradoxically,  by  introducing  "fuzzy"  loans,

and  greatly  increasing  the  share  of  Bank  fund-

ing  provided  out  of  member  government  budg-
ets,  rather  than  from  market  borrowings,  IDA

altered  two  of  the  principal  features  that  had

been  perceived  as important  to  that  success:  the

lender  and  borrower  discipline  associated  with

market  interest  rates,  and the  shield  against

political  interference  that  resulted,  also,  from
dependence  on  the  market.

C. Replication

The  late  1950s  saw  a multiplication  in  the

number  of  international  organizations  created

to finance  - and,'or  advise  on  - econon-iic  dcvcl-

opment.  The  International  Finance  Corpo-

ration  (IFC)  was  established  in  1956,  as  a

World  Bank  affiliate,  and  as mentioned,  IDA

was  approved  in  1959.  Other  new  organiza-

tions  were  the  United  Nations  Special  Fund

(1958),  the  European  Investment  Bank  (1958),

the European  Development  Fund  (1958),  and

tlie  Inter-American  Developn'ient  Bank  (1959)

which  arrived  with  an attached  soft  window,

the  Fund  for  Special  Operations.  Thorigh  not

a financial  institution,  the  United  Nations

Economic  Cornmission  for  Africa  was  added  to

other  United  Nations  regional  organizations

during  this  period  (1958).z

Two  reasons  may  be suggested  for  this

sudden  expansion  in  the  number  of  institutions

and  the  size of  the  financial  effort  for  develop-

ment.  One  resulted  from  an evolution  in for-

eign  policy,  as the  geographical  scope  of  the

Cold  War  broadened  from  Europe  to the  wider

theatre  of  Asia  and  the  Middle  East,  and  as the

initial  reliance  on  the  nuclear  deterrent  was

transformed  into  a competition  for  political  al-

legiance  based,  in part,  on economic  aid.  In-

deed,  the  perceived  association  between  poverty

and  communist  advances  in Asia  was  already

being  extrapolated  to Africa  and  Latin  Amer-

ica,  an  argument  that  was  encouraged  by

Nasser's  turn  to  the  Soviet  Union  and  the

imminence  of  Castro"s  victory  in Cuba.  The

political  motivations  that  had  driven  the

Marshall  Plan  began  to be transferred  to new

institutions  and  increased  assistance  to devel-

oping  countries  in general.  A second  probable

factor  behind  the  multiplication  of  development

institutions,  and  in particular,  the  MDBs,  was

the  conclusion  drawn  from  the  experience  of

the  World  Bank,  that  development  financing,
with  considerable  reliance  on  market  funds,

technical  assistance  and  heavily  supervised
lending,  was  a viable  method  for  achieving  de-

velopment.

The  first  regional  development  bank

modelled  on the IBRD  was  the  European  In-

vestment  Bank  (EIB),  established  in 1958  under

the  framework  of the  European  Economic

Community.  The  EIB's  charter  resembles  the

Articles  of  Agreement  of  the  World  Bank,  but

its  lending,  which  currently  exceeds  that  of  the

World  Bank,  is  almost  entirely  restricted  to

Europe.  The  creation  of  the  EIB,  however,  was

accompanied  by  tliat  of  a concessional  sorirce

of funds,  the  European  Development  Fund

(EDF),  wliose  principal  function  was  to provide

grant-aid  in  substantial  volumes  to

francophone  Africa.  The  EDF,  created  before

IDA,  has been  a steady  and  major  provider  of

concessional  funds,  with  a volume  of  lending

that  has risen  during  each  decade  from  about

half  of  IDA  lending  in the  1960s,  to about  80

per  cent  during  the  1990s.

Like  IDA,  the Inter-American  Develop-

ment  Bank  (IDB)  was  to  some  extent  made

possible  by  the  success  of  the  World  Bank,  but,

at the  same  time,  and  in the  same  way  as IDA,

its establishment  was  in part  a reaction  to the

political  discomfort  created  by the  Bank's  re-

2 The Economic  Commission  for Latin  America  (ECLA)  had been established  in 1948, and the Economic  Commission

for Asia  and the Far East (ECAFE)  in 1947.  These were later renamed,  respectively,  the Economic  Commission  for

Latin  America  and the Caribbean  (ECLAC),  and the Economic  and Social Commission  for Asia and the Pacific

(ESCAP).



233

strictive  lending  policies.  As  Mason  and  Asher
put  it (1973,  p.  578)  in  their  history  of  the
World  Bank,  the  creation  of  the  IDB  was  "at
once  a tribute  and  a rebuke  to  the  World
Bank".  Proposals  for  an  IDB  were  made
through  the  1950s  by  spokesmen  for  Latin
American  governments,  who  argued  that  a re-
gional  bank  would  increase  the  flow  of  capital
to  the  regiori,  permit  a more  liberal  !ending
policy,  not  restricted  to specific  projects,  nor  to
foreign  exchange  costs,  nor  to  government-
guaranteed  private  investments,  and  that  it
would  promote  regional  integration  through  its
investments,  as indeed  was  one  of  the  principal
purposes  of  the  EIB.  But  the United  States
opposed  the  idea,  and  pre-empted  one of  the
Latin  American  arguments  - the  need  for  cred-
its to the  private  sector  that  did  not  require  a
government  guarantee  - by approving  the  es-
tablishment,  in  1956,  of  the International  Fi-
nance  Corporation  (IFC)  in the  World  Bank.
The  World  Bank  also  objected  to the  proposal,
"convinced  that  the  regiqnal  bank  would  oper-
ate  under  lower  standards  and,  in accordance
with  Gresham"s  law,  would  ease  the  World
Bank  out  of  Latin  America"  (Mason  and  Asher,
1973,  p. 579).  However,  political  events  during
1958,  in particular  Nixon"s  disastrous  trip  to
South  America  and  the  irnrninent  success  of
Castro's  revolution  in  Cuba,  changed  the
Eisenhower  administration's  position,  and  were
followed  by  the  rapid  approval  and  opening  of
the  IDB  in December  1959.

The  c}iarter  of  the  IDB,  tliough  similar  in
many  respects  to that  of  the  World  Bank,  con-
tained  some  noteworthy  innovations.  One  was
the  incorporation  of  concessional  resources,  the
Fund  for  Special  Operations  (FSO),  along  with
the  Bank's  ordinary  capital  funds.  One  result
of  this  capital  structure  has  been  that  regular
negotiations  for  increases  in the IDB's  capital
cover  both  its ordinary  capital  and  concessional
resources.  The  launching  or t}ie Alliance  for
Progress  in 1961  led  to a once-over  increase  in
the IDB"s  concessional  funding,  wit}i  the cre-
ation  of  the  Social  Progress  Trust  Fund.
Moreover,  the  objectives  of  the  IDB  charter
differed  from  those  of  the  World  Bank.  Thus,
the  IDB  was  permitted  to lend  without  the  re-
quircment  of  a government  guarantee,  a liberty
wliicli  the  'vVorld  Bank  corild  only  enjoy
t}irougli  its  affiliated  IFC.  Also,  the  IDB  was
enjoined  to lend  for  "social  overhead  projects";
and  regional  integration  was  made  an explicit
objective.  Finally,  IDB  membership  was  re-
stricted  to  members  of  the  Organization  of
American  States  (OAS),  and  the  borrowers  had

a formal  majority.  Canada  was  allowed  to  join
in 1972,  and  non-regional  countries  in 1976.

The  proposal  for  an African  Develop-
ment  Bank  (AfDB)  emerged  out  of  the  United
Nations  Economic  Cornrnission  for  Africa
(ECA).  It  was  approved  in 1963,  and  began  to
operate  in 1966.  Its  charter  went  a good  deal
farther  )han  the  IDB  in attempting  to reform,
or improve  on,  the  World  Bank  model.  Above
all,  and  in consonance  with  the  highly  nation-
alist  temper  of  the  early  1960s  in  the  continent,
it excluded  non-African  countries  from  mem-
bership,  and  thus  from  influence  in  its
governance.  In  addition,  it was  authorized  to
make  concessional  loans  and  equity  invest-
ments,  finance  local  currency  costs,  lend  for  in-
dustrial  and  agricultural  projects  and  to  the
private  sector  without  a government  guarantee,
provide  technical  assistance,  and  lend  for
multinational  projects  that  would  contribute  to
regional  integration.  The  Board  was  given  a
greater  voice  in  operations,  vis-A-vis  the  Presi-
dent,  than  in other  MDBs,  and  managerial  au-
tonomy  was  further  reduced  by  the  fact  that  its
five  Vice-Presidents  were  elected  by  the  Board.

The  Asian  Development  Bank  (AsDB)
was  similarly  conceived  in  the  womb  of  the
United  Nations,  by  the  Economic  Commission
for  Asia  and  the  Far  East  (ECAFE).  Like  the
IDB,  the  proposal  was  discussed  for  several
years  until  political  events,  in this  case  the  es-
calation  of  the  Vietnam  war,  brought  a sudden
increase  in the priority  of  economic  develop-
ment  in  the  region,  a rapid  approval  of  the
proposal  in  1965,  and  start  of  operations  in
1966,  a few  months  after  the  AfDB.  Mason
and  Asher  (1973,  p. 578)  saw  the  creation  of
these  institutions  as reflecting  "the  iron  law  of
international  organizations  that  prohibits  es-
tablishing  machinery  in one-region  without  es-
tablishing,  sooner  or  later,  comparable
machinery  in other  regions  .

The  design  of  the  AsDB,  however,  was
closer  to that  of  the  World  Bank,  perhaps  be-
cause  Eugene  Black,  acting  as  Lyndon
Johnson's  special  advisor  on South-East  Asia
after  having  served  13 years  as President  of  the
World  Bank,  played  an active  role  in the  proc-
ess.  Also,  given  Japan's  deference  to  the
United  States  on international  issues,  and  her
positive  experience  as a World  Bank  borrower,
Japanese  influence  in the  institution  reinforced
the  tendency  to design  a charter  that  would  re-
semble  that  of  the World  Bank.-'  The  strong
interest  of  donors  in the  creation  of  the  AsDB
assured  that  its  capital  structure  and
governance  would  provide  for  majority  partic-

3 In addition,  the AsDB's  first President  and Vice-President  were previously  Executive  Directors  of  the 'iVorld  Bank
(representing  Japan  and India  respectively),  and drew  on the 'iVorld  Bank's  experience  with  operating  procedures.
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ipation  and  control  by non-borrowing  coun-
tries,  though  the  fact  was  partially  disguised  by
giving  "regional"  members  a 60 per  cent  major-
ity,  the  regional  group  including  donor  nations
such  as  Japan,  Australia  and  New  Zealand.
But,  like  the  IDB,  the  AsDB  incorporated
powers  that  in  the  World  Bank,  for  reasons  of
historical  accident  rather  than  logic,  had  come
to  be distribu(ed  amongst  legally  separate  enti-
ties,  the  World  Bank,  IFC,  and  IDA.  Thus,  the
AsDB  charter  allows  the  institution  to lend  to
the  private  sector  without  a government  guar-
antee,  and  to  make  concessional  loans.

Each  of  the  three  RDBs  created  between
1959  and  1966  was  designed  with  varying  de-
grees  of differentiation  from  their  cornrnon
model.  That  model  was  the  World  Bank  as it
had  come  to operate  by  the  late  1950s,  includ-
ing  the  recently  grafted  on  IDA,  rather  than  as
it had  been  intended  to operate  by its charter.
The  most  radical  departure  was  sought  by the
the  AfDB,  and  the  least  by  the  AsDB.  But,
notwithstanding  those  modifcations,  the  three
shared  the  principal  features  of the  1950s
World  Bank;  as vehicles  for  aid  to developing
countries,  their  contribution  was  to act as fi-
nancial  intermediaries,  using  government  guar-
antees,  technical  assistance,  and  close
supervision  of  their  loans  to reduce  risks  and
borrowing  costs,  and  to  increase  the flow  of
funds.  In  each  case,  the  institutions  were  to
some  extent  motivated  and  justified  by  the  per-
ccption  that  the  World  Bank  had  proven  to be
a succcssful  model  for  aid  and  development.

D.  Evo

development  bank  lending

The  evolution  of  the  four  main  MDBs,
easured  by  the  structure  of  voting  power,

administrative  size,  and  financial  resources,  at
three  moments  of  time  - in 1970,  1980  and  1992
- is shown  in  table  l below.

The  overall  picture  is one  of  substantial
and  relatively  balanced  groyvth.  The  rankings
in  terms  of  total  lending,  subscribed  capital,
paid-in  capital  and  size  of  professional  staff,
remained  unchanged  over  the  26 years  of  oper-
ation,  between  1966  and  1992.  The  structure
of  voting  power,  however,  changed  in all  insti-
tutions,  most  dramatically  in the  AfDB,  where
the developing  country  share  fell  from  100 to
66 per  cent,  and  in the  AsDB,  where  the  devel-
oping  country  share  rose  from  36 to 44 per
cent.  The  relative  size  of  concessional  re-
sources  also  changed,  with  faster  grotvth  in

Africa  and  Asia  than  in Latin  America  or the
World  Bank.

It  bears  reminding  that  the  MDB  system
includes  a large  number  of  much  smaller  banks
that  are not  shown  here,  due  in part  to their
size,  but  also  to the  difficulty  in obtaining  sta-
tistics  and  information  on  their  behaviour.
None  th,e less, table  2 below  lists  those  banks
and  provides  a measure  of  their  relative  size.

The  subsequent  tables  provide  a more
detailed  view  of  the  broad  trends  in lending
volume  (tables  3-6),  and  lending  allocation  (ta-
ble  7).

Table  3 summarizes  the  growth  of  the
MDB  system,  excluding  the  smaller  banks,
showing  its  expansion  from  an annual  average
lending  (commitment)  volume,  in  constant  1992
dollars,  of  ![+2.4 billion  during  the  1950s,  to
$16.2  billion  during  the 1970s,  when  all four
banks  were  in operation,  and  its  continued,  but
decelerating,  growth  through  the  1980s  and
early  1990s.  The  overall  cumulative  growth
rate  between  the  annual  lending  in the  1950s
and  the  current  (1990-1993)  annual  level  is 7.8
per  cent  per  year,  but  somewhat  lower,  6.4 per
cent,  for  the  Wortd  Bank.  The  growth  of  the
system  as a whole,  however,  has been  slower
over  each  time  period,  falling  from  11.6  per  cent
between  the  1950s  and  1960s,  to 8.4 per  cent
and  5.9 per  cent  over  the  next  decade  annual
averages,  and  has been  only  3.6 per  cent  per
year  between  the  mid-1980s  annual  figure  to
that  of  the  early  1990s.

The  rapid  groivth  of  MDB  loanable  re-
sources  through  the  1970s  and  1980s  was
favoured  by  scvcral  factors.  With  minor  intcr-
ruptions,  such  as the  Aff)Bas  inability  to obtain
funding  in  its  first  years,  and  a governance
conflict  that  paralyzed  the  IDB  in  tlie
mid-1980s,  the  system's  overall  capacity  to  lend
increased  steadily.  Both  market  investors  and
government  providers  of  concessional  funds  re-
sponded  positively  to the  MDBs'  image  as a
quality  aid  vehicle,  successful  in steering  funds
towards  high-yielding  investments,  and  in rais-
ing  the  quality  of  borrower  development  ef-
forts.  The  image  was  in  part  due to  their
business-like  style  of  management  and  lending,
but-  it was  also  tlic  result  of  comparison  with
other  aid instruments.  Bilateral  aid was dis-
trusted  by  borrowers  wlio  saw political  and
commercial  motivations.  Grant  aid was dis-
trusted  by  public  opinion  in  donor  countries  for
its  image  of  loose  control  and  bureaucratic
waste.  In  the  case  of  tlie  United  Nations,  ma-
jor  donor  governments,  in turn,  were  reluctant
to lose  control  over  their  aid  contributions  by
endowing  an  institution  over  whose  governance
they  had  limited  power,  and  which,  in addition,
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African  Development  Bank

Asian  Developmem  Bank

Inlcr-American  Dcvclopmcrit  Bank

World  Bank  (IBRD)

Govcrnance

Voting  power
G-7
United  States
Developing  couritries  b

Administration

Number  of  professional  staff
Administrative  expenses  ($ million)  c
Number  of  members
Number  or  borrowers

Resources  ($ billion)

Ordinary  capital  resources
Capital  subscribed  d
Capital  paid  in d
Outstanding  debt
Reserves  e
Net  income

Concessional  resotvces  d f

Established

1964

1966

1959

1945

1970  a

AfDB  AsDB  IDB  IBRD

0 47  42  53
0  17  42  25

1 00  36  58  36

58
3

32
13

0.22
0.11
0.00

< 0.01
<0.01
< 0.01

159
7

35
14

1166
61

113
60

23.16
0.88
4.57
l .33
0.21
2.96

Headquarters

4bidjan

Manila

Washington,  D.C.

Washington,  D.C.

1980  a

AfDB'  AsDB  IDB  IBRD

0 42 55  51
0 11 35  21

1 00  43 43  37

220
26
50 
45

416
40
43
17

672
106

43
21

11.77
l .20
3.04
0.77
0.16
8.85

2474
238
135

48

39.96
2.60

29.67
2.60
0.59

20.77

President

Africa

Japan

Latin  America

United  States

1993  a

AfDB  AsDE  IDB  IBRD

25  42  44 45
6 13  35 17

645
134

76
40

20.97
2.56
8.18
0.87
0.07
9.88

645
164

53
25

23.08
2.78

12.25
4.18
0.57

16.75

1171
273

46
23

4005
1241

176
118

54.20  165.59
3.17  10.53

23.42  96.26
3.15  11.14
0.40  1.13
9.91  81.19

Cumulative  loan  commitments  ($ billion)

Non-concessional
Concessional  f
Total

0.02  0.'33  1.49  14.85  1.33  5.65  9.47  62.65  17.35  32.85  49.61  239.00
0.00  0.06  2.58  3.01  1.05  2.52  8.37  21.63  10.49  14.86  13.36  80.15
0.02  0.39  4.07  17.86  2.38  8.17  17.84  84.28  27.84  47.71  62.97  319.15

Sotoace:AfDB  (1964-1993),  AsDB  (1966-1993),  IDB  (1959-1993),  World  Bank  (1946-1993).
a  For  all  regional  development  banks  fiscal  years  run  from  January  to December.  For  the  World  Bank  fiscal  years  run  from  July  to June.
b For  the  World  Bank  developing  countries  are  Part  11 members.
c Includes  concessional  facilities.  For  the  World  Bank  excludes  IFC.
d For  IDB  in 1970  does  not  include  the  capital  increase  which  was  approved  in 1970,but  not  put  into  effect  until  1971.
e Accumulated  gcncral  or  ordinary  reserves  created  out  of  annual  net  income  and  used  to finance  new  lending.  Excludes  reserves  for  loan  losses.

Includes  translation  adjustment  for  IDB  in 1992.

f  All concessional facilities.
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was  handicapped  by  its  role  in  the  North-South
debates  of  the  period.  Moreover,  the  reputa-
tion  of  the  United  Nations  agencies  as centres
of  professional  expertise  and  developmental
commitment,  excellent  in  the  early  postwar
years,  had  been  eroded  by  poor  management.
MDB  growth  was  favoured  as well  by  the  poli-
tical  tide  of  the  Cold  War;  the  IDA,  the  IDB,
and  the  AsDB  were  each  triggered  and  then
supported  by  the  rising  priority  of  economic  aid
and  development  as  instruments  to  forestall
cornrnunism  and  to win  allegiances  in develop-
ing  areas.

Moreover,  three  key  features  of the
MDBs  turned  out  to be particularly  well-suited
to  the  political  circumstances  of  the period.
One  was  their  multilateral  character,  which  ac-
quired  a premium  with  the  decolonization  and
the  spread  of  nationalism  and  non-alignment.
In  this  context,  the  MDBs  offered  a less com-
promising,  face-saving  means  to provide  and
receive  aid,  and  to obtain  much  of  the  political
benefit  sought  through  bilateral  aid.  From  the
point  of  view  of  this  diplomatic  objective,  the
fact  that  the  multilateralism  of  the  MDBs  was
circumscribed  by  their  voting  and  staffing  ar-
rangements  was  of  less consequence  than  the
image  of  international  participation.  The
Afl)Bas  initial  exclusion  of  donors  was  an ex-
ception.

The  second,  historically  favourable  char-
acteristic  of  the  MDBs  was  their  happy  quality
of  fiscal  cost-effectiveness:  by  borrowing  under
government  guarantees,  the  MDBs  multiplied
small  fiscal  contributions,  in  the  form  of  paid-in
capital,  into  large  financial  transfers  to the  de-
veloping  countries.  The  multiplicative  powers
of  their  subscribed,  but  not  paid-in,  capital  be-
came  the  more  appealing  as external  aid  budg-
e'ts in  the  industrialized  countries  diminished,  in
the  face  of  general  fiscal  tightness  and  a weak-
ening  of  external  aid  as a governmental  prior-
ity.  In  the  face  of this  trend,  t}ie  good
reputation  of  the  MDBs  as quality  lenders  be-
came  increasingly  valuable  as a way  to legiti-
mize  the  aid  effort  in general  to constituents,
and  to preserve  an effective  executive  tool  for
donor  governments,  despite  a dwindling  aid
budget.  This  image  was  being  challenged  on  a
variety  of  political  grounds,  from  both  the  right
and  the  left,  by the  late  1970s,  and  indeed  the
incoming  Reagan  administration  set out  to clip
the  wings  of  the MDBs.  But  the  traditional
usefulness  of  the  MDBs  to donor  government
executives,  mostly  to  the  respective  foreign
ministries,  was  suddenly  enhanced  during  the
1980s,  when  the  MDBs  were  mobilized  by  G-7
treasuries  to contribute  to the  management  of
the  debt  crisis.

A third  reason  that  may  be suggested  for
the  success  of  MDB  fund-raising,  particularly
with  respect  to concessional  funds,  up  to the
late  1970s,  was  their  intergovernmental  charac-
ter  during  a period  in which  both  donor  and
borrower  governments  supported  an important
state  role  in the  development  effort.  Despite
the  clear  intention  of  the  Bretton  Woods  de-
legates  .that  the  World  Bank  finance  private
sector  activity,  and  the  capacity  that  each  of
the  four  banks  has  had  - since  the  creation  of
the  IFC  - to  make  non-guaranteed  loans  to  the
private  sector,  the  MDBs  have  in practice  op-
erated  almost  exclusively  as lenders  to govern-
ments.  One  of  the  arguments  that  led  to the
creation  of  the  IDB  was  that  the  World  Bank
was  failing  to lend  to the  private  sector,  yet  the
IDB,  as also  the  AsDB  and  AfDB,  have  them-
selves  lent  almost  exclusively  to governments.
This  concentration  of  MDB  support  for  state
institutions  was  justified,  by  their  managements
and  boards,  on  grounds  of  risk  and
creditworthiness.

Table  4 contrasts  the  performance  of  the
'vVorld  Bank  and  the  RDBs  within  the  system
as a whole.  The  World  Bank  has  been  propor-
tionately  most  prominent  in Asia,  though  the
relationship  would  be far  more  equal  in  a com-
parison  that  excluded  India  and  China,  which
began  borrowing  from  the  AsDB  in  1986  and
1987  respectively;  China  began  borrowing  from
the  World  Bank  in  1981.  Conversely,  the
World  Bank  has been  least  prominent  in Latin
America,  especially  in the  1970s  and  1990s;  t}ie
IDB  lost  ground  in the  1980s.

The  level  of  MDB  net  concessional  lend-
ing  has  grown  at a sin'fflar  rate,  and  kept  a
similar  level  to  tlie  concessional  resources  of
the  United  Nations,  since  the  mid-1960s.  Gross
disbursements  by  &iDBs  (not  shown),  however,
have  grown  more  rapidly  than  United  Nations
resources.  The  share  of  MDBs  in  total  conces-
sional  disbursements  fell  substantially,  from  47
per  cent  to 37 per  cent,  bctwccn  tlie  mid-1980s
and  the  early  1990s.  Tbe  MDB  share  of  total
multilateral  disbursements  has  fluctuated  be-
tween  one  half  and  two  thirds,  recording  its
lowest  level  at  the  end  of the  period,  in
1991-1992,  thougli  high  variability  makes  any
projection  risky.  A major  cause  of  the  1990s
fall  is the  collapse  in World  Bank  net  lending,
thougli  it is partly  compensated  by a jump  ixi
IFC  net  flows.

Despite  their  political  and  media  protni-
nence,  the  sbare  of  MDBs  in the  total  net  re-
source  receipts  of developing  countries  has
been  relatively  small,  averaging  8.5  per  cent
over  1970-1992.  The  share  rose  in the 1980s
but  fell  again  in the  1990s,  with  the recovery
of  private  capital  flows.  These  aggregates  hide
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Table  2

MULTILATERAL  DEVELOPMENT  BANKS

( Billions  of  dollars)  a

World  Bank

Regional  development  banks

African  Development  Bank
Asian  Development  Bank
Inter-American  Development  
European  Bank  for  Reconstruction  and

Development
European  Investment  Bank

Sub-regional  development  banks

Andcan  Development  Corporation
Arab  Bank  for  Econon'ffc  Dcvelopment

of  Africa
Banque  Quest-Africaine  dc D6veloppement
Caribbean  Development  Bank
Central  African  States  Development  Bank
Central  American  Bank  for  Economic

Integration
East  z'Vrican  Development  Bank
Islarnic  Development  Bank
Nordic  Investment  Bank

Year
established

1948

1961
1963
1959

1990
1958

1968

1974
1973
1970
1975

1961
1967
1974
1976

Number of
members

173

5

17
7

25
6

5
3

43
5

Subscribed
capital

168.4

0.4

Assets

172.0

4.7
112.4

2.0

Sottrce:  Standard  and  Poor's  (1993),  Bankers'  Almanac  (1994).  11}F  (1993).
a  Exc)iangc  rate  conversions  arc  as follows:  ECU:  Sl  =  ECU  O.83;  Kuwait  dinars:  Sl

=  CF  AF  264.69;  SDR:  S l =  Sl)R  O.727  3.
Not  available.

KD  3.40; CF.AF:  Sl

the  importan
coruitrics,  and  at particular  moments,  for  in-
stancc,  in  Soutli  ,sia  in  tlic  1970s,  and in
Africa  during  the  19SOs.  In  adciition,  it  is often
claimcd  that  such  figurcs  miss  tlic  catalytic  role
of  VIDB  flows.

E. Allocation  of  lending

Thc  allocation  of  :'VIDB  le by sector
lias  cvolvcd  from  the  World  Bank's  early  con-
ccntration  on  cconomic  inrrastructurc,  cspe-
cially  in the  fields  of  eriergy  and  traxisportation,
to an incrcasingly  divcrsificd  portfolio  (table  7).
Power  plants  and  highu'ays  provided  t}'ie World
Bank  svitli  wliat  appeared  to be )iighly  produc-
tive,  catalytic  investments  that  were,  at  the
same  time,  particularly  attractive  to  market
bri'vers  of  }Vorld  Bank  bonds.  Diversification
had  an cnergctic  start  with  the establis}irnent

tion,  tlic  IDB  allocated  51 per  cent  of  its lend-
ing  to  social  infrastructure  and  agriculfflre,
activitics  that  received  only  3 per  cent  of  'vVorld
Bank  lending  during  the  1950s,  and  17 pcr  ccnt
or combined  World  Bank  axid  IDA  loans  during
t)'ic 1960s.  Tlic  IDB  was  responding  to pent-up
frustration  among  Latin  American  govern-
mcnts  over  tlie  World  Bank's  unwillingness  to
Fund  social  activities  and  its  caution  witli  regard
to agriculture  in the  region.  The  IDIas  vcntrirc
into  these  f-ields  was  made  easier  by  its  generoris
start-up  conccssional  funding,  and  also  by tlic
cmcrgcncc  of  a more  supportive  political  and
doctrinal  conception  or  thc  dcvclopincnt  proc-
ess.  -I"he Cubari  revolution  led  to an upgrading
in the palliative  and  distributive  purposes  of
economic  aid  within  tlie  }ienffsphere;  social  re-
fonns,  education,  health,  and  even  urban
housing  expenditures,  became  major  items  on
the  development  agenda.  Political  analysts
added  legitimacy  by stressing  the modernizing
and  stabilizing  role  of  tlie  nffddle  classes.  An-



238

Table  3

MDB  LENDING  COMMITMENTS  PER  ANNUM

1950-1959

1960-1969

1970-1979

1980-1989

1990-1993

World
Bank

2.4

5.2

12.0

20.8

22.3

(Billions  of  1992 dollars)

RDBs

fDB AjDB AsDB

1.7

2.7

3.3

5.4

0.3 -

1.8

3. l

l.2b

2.9

4.8

Total

1.7

4.2

8.0

13.3

Total
A-IDBs

2.4

6.8

16.2

28.8

35.6

RDBs  as

per  cent

of total

o

24

26

28

37

Sorirce:  AfDB  (1964-1993),  AsDB  (1966-1993),  IDB  (1959-1993),  lVorld  Bank (1946-1993).
iS'ote:  Includes  concessional  and non-conccssional  lending.

a 1967-1979.
b 1968-1979.

other  facilitating  factor  was  the  IDBas more
liberal  attitride  to local  cost  financing.

Morc  gradually,  tlie  '(1'orld  Bank  also  be-
gan  to diversify  its lcnding  in thc  1960s.  As  in
the IDB,  the availability  of  concessional  fund-
ing  was  a major  fiicilitator,  af'tcr  the  establish-
mcm  or  ID.A,  but  innovatiori  ivas also  made
easier  by  tlic  solid  prestige  tliat  the  'vVorld  Bank
}iad  acquired  in financial  markets  by the late
1950s.  From  1963,  a ncw  President,  Gcorgc
Woods,  accelerated  the trend,  byo cncoriraging
loans  f-or agriculffirc  and  sccondary  cind  voca-
tional  education,  axid  city  ivater  systems.  In a
much  smaller  way,  t)ic  'vVorld  Bank  was  also
iacnturirig  into  loan  and cqriity  firiancing  for

lirivatc enterprises, after tlic creation of the
IFC  in  1956.  On  t}ic  otlicr  l'iand,  tliougli  tlic

'vVorld Bank  liad  made scvcral lirogranunc
loans  during  tlic  1950s,  it was  rcluctaxit  to ex-
tend  such  loans  to developing  countries  in tlic
1960s,  and  tlie  IDB  followed  suit.

Ilie  allocation  of  :SxJDB lending  during
tlic  1970s  was  rcmarkably  riniform,  dcspitc  the
cstablishmcm  of  tivo  nctv  rcgional  banks,  a
nnic}i  more  volatilc  economic  cnvironmcnt,  and
t)ic  conceptual  clianges  that  svcrc ovcrtakixig
development  doctrine.  '+Vorld  13ank  lcnding
isaas pushed  sharply  towards  botli  agriculture
and  tlic  soci:il  sectors  by l)resident  McXamara,

:is liart  of" tlic Bankas explicitly  poverty-oriented
strategy.  In fiict,  the  'yVorld  Bank  overtook  the
IDB  drirnig  this  dcc:ide,  assigning  40 per  cent
or  its loans  to these  sectors,  agaixist  38 per  cent
lit  tlic  IDfl.  ,All forir  :'i41)Bs  di'yidcd  their

lending,  in  similar  proportions,  between  the
main  sectors;  in each  case,  the  largest  sharc  was
allocated  to cconon'ffc  infrastructure,  and  the
second  largest  to  agriculture,  and  the  focir
partook,  in con'iparable  proportions,  in lending
to industry,  local  financial  institutions  and  the
social  scctors.

Though  the  four  MDBs  were  cruthorized

to lend  to the  private  sector,  with  or svitliout  a
government  guarantee,  none  availed  itself  of
the  opportunity  to more  tlian  a minor  extent;
II=C  loans  and  invcstmcnts  accoruitcd  for  3.8
per  cerit  of  }Vorld  Bank  leriding  over  the dec-
adc,  and  the  percentage  was  closcr  to l per  cent
in  the  RDBs.  Similarly,  all &IDBs  rcstricted

most of tlicir  lending to specific lirojccts over
tliis  period;  the  principal  cxccption  was  the
World  Bank,  wliich  uscd  progran'in'ic  loans  to
assiSt  oil importing  developing  coruitrics,  par-
ticularly  in South,Asia,  through  the  oil  crisis.

A more  detailed  look  at the  1970s  reveals
that,  in  addition  to  a major  increase  in t}ie
share  of  agricultural  lending  by  tlie  Ml)Bs  as a
grorip,  From  16 pcr  ccnt  in the 1960s  to 27 per
cent  in thc  1970s,  all institutions  also  partic-

iliated in attempts to redirect agricultural  lend-
ing  to  smallliolders,  an  initiative  that  was
largcly  led by  tlie  World  Bank;  and,  t}iougli
energy  lending  continued  to be a quarter  of  all
lcriding,  it  sliiftcd  from  an  almost  exclusive
preoccupation  with  the  potvcr  sector  to tltc  de-
vclopmcnt  of  energy  resources:  coal,  oil and
gas.  Tliere  iverc  sinnlar  cl-ianges  witliin  t}ic
transport  and  industry  sectors.  Rural  roads,  for
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Table  4

WORLD  BANK  AND  REGIONAt  DEVELOPMENT  BANK  LENDING,  BY  REGION

(Billions of 1992 dollars per annum)

Africa a

Commitments

Asia  b
Latin  America  and

the Caribbean

1970-  1980-  1990-  1970-  1980-  1990-  1970-  1980-  1990-
1979  1989  1993  1979  1989  1993  1979  1989  1993

World  Bank

,'UT)B

AsDB

IDB

2.4

0.3

4.4

1.4

Africa a

4.6

3. l

4.3 8.8 8.2

1.3 2.8 4.8

Gross  disbursements

Asia  h

2.7

2.6

5.3 5.9

3.6 5.4

Latin  America  and
the Caribbean

1970-  1980-  1990-  1970-  1980-  1990-  1970-  1980-  1990-
1979  1989  1993  1979  1989  1993  1979  1989  1993

lVorld  Bank

,'VDB

,ilsDB

IDB

1.4

0. I

3.3

0.8

3.9

2. l

2.6

0.5

6.2

1.5

7.0

2.9

1.8

1.8

4. l

2.8

4.9

3,2

Soiirce:  zlfl)B  (1964-1993),  AsDB  (1966-1993),  II]}  (1959-)993),  lVorld  Bank  (1946-1993).
a  Including  North  Africa  (.'ilgcria,  Egypt,  Libyan  Arab  Jamahiriya,  Morocco  and  Tunisia).
h  India  started  borrowing  from  the  AsDB  in 1986;  China  began  borrowing  from  t)ie  'iVorld  Bank  in 1981 and

theAsDB  in 1987.

instance,  received  more  attention  tlian  lie['aore,
and  lending  for  small  and  mcdirim  industrics
througli  financial  intcrmcdiarics  grew  in impor-
tancc.  In  t}ic  samc  way,  tlic  expansion  of
lcnding  for  rirban  dcvclopn'icnt,  education,
poprilation,  mitrition  and  )iealth  was  accompa-
nied  by  attempts  to rcdcsign  projects  to reach
lower  income  groups,  for  instance,  by sliif'ting
attention  from  tertiary  education  to  litcracy
and  primary  schooling,  and  to financing  sites
and  scrvicc  projects  for  the  rirban  poor  in place
of  middle-incomc  )iousing  blocks.  Rclativcly
little  effort  was  made,  however,  to  use  that
lending  to  achieve  a broadcr  rcdircction  of
government  cxpcndiffires  toivards  the  poor.

The  1970s  pattern  of  lending  ivaS largely
repeated  in the  1980s,  though  some  differen-
tiation  began  to develop  as a conseqrience  of
the  World  Bank's  almost  rinique  role  in adjust-
mcnt  lcnding.  That  lending  absorbed  IS per

cent  or tlie  Bankas  credit  over  the dccadc,  rip
from  4 per  cent  in the  1970s,  and  led  to rorighly
proportional  cuts  in its allocations  to agricul-
turc,  cconon'ffc  inrrastructurc  and  industry.
None  tlic  less, dcspite  its sliirt  into  smictural
adjustment  and  programmc  lending,  the  World
Bank  allocated  a slightly  largcr  sharc  of  total
rcsources  to the  social  sectors  during  tlie  1980s
(15 per  cent),  tl'ian  it }iad  during  the  1970s  (12
per  cent).  The  move  to structural  adjustment
ivas  not  follotvcd  by any  of  the RDBs,  tv)iich
contiruicd  to lend  for  specific  projccts.

'vVith  the  con'unenccmcnt  of strrictural
adjustment  lending  by  the  RDBs,  thcrc  tvas
again  a broad  convergence  in the pattern  of
Icnding,  with  tlie  exception  of  the  AsDB  tvhose
foray  into  adjustment  lending  has  been  very
limited.  This  convergence  is likely  to be rein-
forced  in tlie  future  as a conseqrience  of  the
agreements  surrounding  the  recently  approved
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Table  5

MULTILATERAL  ORGANIZATIONS:  NET  DISBURSEMENTS,  CONCESSIONAL  AND

NON-CONCESSIONAL  FLOWS,  ANNUAL  AVERAGE

(Millions  of  dollars)

1950-  1955-  1960-  1965-"  1970-  1975-  1980-  1985-  1991-

1951  1956  1961  1966  19n  1976  1981  1986  1992

Conccssional

IDA
RDBs
Total  MDBs  a

UN
EEC
IMF  b
Others  C

Total  concessional
Share  of  MDBs  in  total

Non-concessional

IBRDd
IFC  -
RDBs
Total  XDBs

80

EEC
Othersf

Total  non-concessional
Share  of  MDBs  in total

80
100

Total  net tlisburscmcnts

Share  of  MDBs  in total

271

271

225  1198  1731  2963  4573
222  378  623  963  1697
447  1584  2451  3945  6269

161 226  529  1355
20 108  208  611

302

2668
1251
1043

447

3050
1347
-418
446

5625
3817

853
459

181 604  1184  3852  7858  8369  17023
45  38 41 31 47  37

183  300
-10

183 310

290
18

-38
270

20

585
62

137
784

34

1768
180
536

2484

3385
403

1048
4835

5230
125

1952
7306

477
1385
3714
5575

42  249  171  270
104  199  373  268

183  310  290  818  2630  5282  7850  6113

100  100  93  96  94  92  93  91

491

63

894  2002  6482  13140  16219  23135

60  61 63 55 69  51

Source:  OECD  (1973-1994),  'iVorld  Bank  (1946-1993).

a  rncluding  conccssional  loans  from  the  t!3RDas  Third  lVindow  facility.

b I:rlF  Trust  Fund,  S.'iF  and IE!';AF. In tlic 1980-1981 annual  average  the 198l %urc  was estimated.
c Including  IFtll),  Arab  Funds,  thc  Caribbcan  Development  Bank  and  Council  of  [urope  (social  loans).

Figures  for  IFAD  for  1992  arc  estimates.

d  In fiscal  years  for  1950-1951  and  1955-1956.

e 1992  data  were  not  available.  1991-1992  annual  average  was  estimated.

f  Including  Arab  Funds  and others.
"  Not  available.

capital  increases  of  the  AsDB  and  t}ic  IDB  in

April-&Iay  1994,  as well  as the  IDA-10  agree-

ment  in 1993,  all  of  which  have  placed  a 40 per

cent  floor  as tlie  minimum  level  of  lending  the

MDBs  nrust  direct  to social  sector  lending.

I-lie  '1Vorld  Bank  continucd  to raise  tlie

share  of  programme  and  adjustment  loans  in its

total  lending,  from  18 per  cent  in the 19SOs to

24 per  cent  over  1990-1993.  At  the  same  time,

however,  it increascd  lending  to the  social  sec-

tors  from  15 per  cent  in tl'ie  1980s  to 23 per

cent,  renewrng  its con'unitment  to poverty  re-

duction  as  a principal  objective.  T}iese  in-

creases  were  absorbed  by  reductions  in all  of  its

more  traditional  lending  areas:  economic

infrastructure,  agriculture  and  development  fi-

nance  institutions.  By  contrast,  tlie  AsDB

scarcely  participated  in adjustment  lending  (2

per  cent),  and  reduced  an already  low  sliarc  or
lcnding  to thc  social  sectors  from  16 to  13 per

cent.  Instead,  it dedicated  almost  all  (84 per

cent)  of  its lending  to economic  infrastructurc

and  to the  dircctly  productive  sectors,  especially

agriculture  and  industry.  However,  as a conse-

quence  of  donor  n'iandated  conditionality  in-

trodriced  in  tlie  latest  capital  increase,  the

AsDB  has been  instructed  to increase  its lend-

ing  to  the  social  sectors  (including  environ-

met"it)  to 40 per  cent.
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Table  6

NET  RESOURCE  RECEIPTS  OF  DEVELOPING  COUNTRIES

1970-1979

MDBs

ofwhich.'
World  Bank

Other  multilateral

Bilateral

Private

Export  credits

FDI

Other

Total

Annual  average

Annual  average  (in 1992
dollars)

$ billion

31.3

130.8

125.3

62.4

69.5

20.8

461.9

46.2

110.6

Per  cent

6.8

3. 5

4. 7

28.3

27. l

13.5

15.0

4.5

100.0

Source:  OECD  (1973-1994).

i'Jote:  Figures  may  not  add  up  to totals  due  to rounding.

1980-1989

$ billion

97.9

70.7

60.6

344.3

457.7

73.2

146.0

-152.9

1026.8

102.7

142.2

Per  cent

9.5

6.9

5.9

33.5

44.6

7. l

14.2

-14.9

100.0

1990-1992

$ billion

35.1

19.0

13.8

141.6

212.0

8.0

75.7

-55.9

430.4

143.5

148.2

Per  cent

8.2

4.4

3.2

32.9

49.3

1.9

17.6

-13.0

100.0

The  IDB  and  AfDB  were  draivn  into  a
sudden,  large  expansion  of  adjustment  lending,
most  of  it in tlie  form  of  cofinancing  witli  the
World  Bank,  prompted  by  the  lack  of  a project
pipeline,  and  in  the case  of  the  IDB,  by the
terms  of  the  1988  general  capital  increase.  Tlie
AFT)B  was  driven  to policy  based  lending  in as-
sociation  with  the  World  Bank,  in this  case  due
to  the  problems  plaguing  its  project  lending
(lack  of  counterpart  funds),  and  to tlie  need  to
incrcasc  disburscmcnts.  This  cofinancing  of
adjustment  operations  has  led to  formal  and
cxplicit  cross-conditionality.  Tlic  IDB  and  the
}Vorld  Bank  also  began  specific  lending  for  debt
reduction  operations.  None  t}ie  less, like  the
World  Bank,  tlicse  two  banks  maintaincd  a rel-
atively  liigh  level  of  support  for  the  social  sec-
tors.  In  tl"ic case  of  t}ie  IDB,  it is notalilc  tliat
the  lcnding  Icvcl  to tlic  social  scctors  ssaas sus-

taincd  during  tlic  19SOs and  1990s  dcspite  a re-
duction  in its access  to conccssional  resorirccs

(table  11 below).  On  the  ot}ier  hand,  the  IDB
acconunodatcd  to the  reduction  by  rcallocating
those  resorirces  to its poorest  borrowers.  Tlie
net  result  of  tliese  trends  in  IDB  lending  was

that,  in significant  contrast  to the  AsDB,  the
IDB  assigned  only  42 per  cent  of  its funds  to

economic  infrastrucfflre  and production  over

1990-1993.

The  return  of  poverty  to t}ie  top  of  the
lending  agenda  at the  end  of  the  1980s  was  a
recognition  of the  magnitude  of  tlie  social
havoc  of  the 1980s,  and  a measure  to protect
the  political  sustainability  of  adjustment.  This
interpretation  is supported  by  the  fact  that  the
increase  in poverty  lending  lias  largely  taken
tlie  form  of  spending  on  the  social  sectors,
ivhile  credits  to agriculture  have  declined,  most
notably  in Latin  America.

Though  the  founders  of  the  IDB  and
AfDB  had  envisaged  a role  for  their  banks  as
promoters  of  regional  integration  and  sources
of  finance  for  regional,  as distinct  from  strictly
national  projects,  such  lending  has  played  a
minor  role  in either  of  those  institutions,  or in
the  MDB  system  as a whole.  In  the  case  of  the
IDB,  support  for  regional  energy  projects,  and
for  sub-regional  development  finance  insti-
tritions,  has  accounted  f"or between  3 and  4 per
cent  of  its lcnding,  t}iough  all RDBs  liavc  in-
deed  provided  grants  to nind  regional  agricul-
tural  research  and  otlier  research  and
promotional  activities  directed  at integration.

A similar  result  met  the  expectation  that
the MDBs  would  finance  the  private  sector  by
rising  tlieir  authority  to lend  without  requiring
a government  guarantee.  IFC  lending  grew
rapidly  during  the 1980s,  yet  remained  at only
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Table  7

LENDING  COMMITMENTS  PER  ANNUM  BY  SECTOR

(Percent)

1950-1959

Total

'iVorld  Bank

1960-1969

Total

World  Bank
RDBs

IDB

1970-1979

Total

World  Bank
RDBs

IDB
Afl)B  "
AsDB  f

1980-1989

Total

'(Vorld  Bank
RDBs

IDB
,M)B
.'isDB

1990-1993

Total

lVorld  Bank
RD[3s

IDB
AfDB
AsDB

Agriculture
and  ntral

development

16

24

27

22

15

8
21
17

Infra-
StruCtllre  a

56

29

38

33

Industry
and

finanCe  "

Social
sectors  '-

Programme
and

adjustment Other  d

14

18

17

14

10

27

13

16 14

l

2

l

l
l

3

7 22 22

26
15

3

4

4
4

8

Source:  AfDl)  (1964-1993),.'\sl)13  (1966-1993),  l})I}  (1959-1993),  lVorld  Bank  (1946-1993).
a  Including  transportation,  tclecomrminicalions,  poyvcr  and  energy.
b  Including  development  finance  companies  and  mining.
c lncluding  water  supply  and  sanitation,  urban  developn"ient,  education,  population,  health  and  nutrition  and

environment.  Figures  for  AfDB  lending  f'or  water  and  sewage  are  approximate.
d  Including  tourism,  public  sector  management,  multiscctor  investment  projects  and  unclassified.
e 1967-1979.

f  1968-1979.

4.1 per  ccnt  of  the  World  Bank  Group  s gross

resource  transfer,  wl'iile  the  proportion  of  pri-

vate  sector  lending  was  even  lower  in each  of

t}ie  tlirce  RDBs.  Tliis  frustrated  objective,  and

the  donors'  thrust  towards  the  private  sector

during  the 1980s,  led each  of  the  RDBs  to set

up private  sector  affiliates  on the lines  of  the

IFC.  Thus,  the  AsDB  created  the  Asian  Fi-

xiancc  and  Investjncnt  Corporation  (.AFIC)  in

1988,  tliough  it  already  liad  a private  sector

department.  Yet,  despite  the  regional  boom  in

private  sector  investment,  the  affiliate  has

forind  it difficult  to lend;  less than  5 per  cent

of  the  Asian  Bank's  total  lending  over  the  last

five  years  }ias been  to the  private  sector.  Tlie

IDBas  private  sector  affiliate,  the  Inter-
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Table  8

LOAN  PORTFOLIO  CONCENTRATION  IN  MDBs,  1992

AfDB

Number  of  borrowers 46

Per cent siiare of:
Largest  borrower

Five  largest  borrowers

Seven  largest  borrowcrs

14

49

59

Source:  As for table  7.

AsDB IBRD [DB

91 24

36 12 18

82 46 66

95 52 75

American  Investment  Corporation  (IAIC),  has
also  made  slow  headway,  despite  the  boom  in
private  capital  flows  to  Latin  America  in the
last  few  years.  a

The  allocation  of  lending  by  countries
raises  the  issue  of  the  relationship  between  the
World  Bank  and  the  respective  RDB.  The
RDBs  have  tended  to develop  steady  and  close
relationships  with  their  members.  The  IDB  has
maintained  offices  in  each  member  country,
and  the  AfT)B  set itsel[-  the  goal  of  making  at
least  one  loan  to  cacli  member  every  year,  a
goal  tliat  it has  been  unable  to meet.

Thougli  generally  not  visible  at the  ag-
grcgatc  country  lcvcl,  somc  division  of  labour
betivcen  t}ie  'v'l7orld  Bank  and  tlie  RDBs  has
of-ten  cmcrgcd  in  practice,  without  resort  to
forn"ial  agrccment.  Country  size has been  thc
principal  factor  in  creating  specialization;  tlic
}Vorld  Barik  has found  it }iarder  to maintairi  a
prescncc  in  small  countries;  coxivcrsely,  in
lending  to t}ie  largcr  countries,  thc  RDBs  )iave
been  forced  to accept  a limit  imposed  by  port-
folio  concentratioxi,  a bigger  issue  for  t}'ie RDBs
tlian  for  the  World  Bank.

Even  where  tsiao  MI)Bs  operate  in  the
same  corintry  in tlie  samc  scctor,  a spatial  dif-
fcrcntiation  has emerged.  In Sri Lanka,  ivhile
both  the  AsDB  and  t}ie  World  Baxik  )iave  been
engaged  in water  projects,  t}ic  former  )ias con-
ccntratcd  on secondary  towns  iv)iilc  thc  World
Bank  lias  focused  on Colombo.  In Indonesia
svhile  both  iiave  beexi  erigaged  in  the  power
sector,  the  'yVorld  Bankas  attention  has been  on
Java,  ivith  the  AsDB  focusing  on the  oritcr  is-
lands  (Kappagoda,  1993).  In Latin  America,  a
study  of  lending  to  Costa  Rica,  Bolivia  and
,olrgentina  sliows  greater  continuity  by tl'ie  IDB
than  by tlie  World  Bank  (Tussie,  1993).  Tlie
IDB  lias  been  more  important  tlian  the 'v'v'orld
Bank  in  smaller  corintries  of  tlie  region.  In
Costa  Rica  it has  provided  7(') per  cent  of  :'VIDB

crcdits.  In  Bolivia  it provided  66 per  cent,  and
doubled  its lending  during  the crisis  years  of
1982-1985,  while  the  World  Bank  ceased  to
lend.  During  the  1980s,  when  aggregate  World
Bank  lending  to Latin  America  was  nearly  50
per  cent  greater  than  that  of  the  IDB,  the  re-
gional  bank  provided  nearly  twice  as  much
credit  to the  smaller  countries  than  the World
Bank.

With  India  and  China  not  borrowing  in
the  1970s,  the  AsDBas  lending  shifted  from
South-East  Asia  to  Sorith  Asia  between  the
1970s  and  the  19SOs;  South  Asiaas  s)iare  rose
from  a third  to a half,  while  that  of  South-East
Asia  dropped  from  a hair  to 43 per  cent.  Like
other  MDI3s,  per  capita  lending  of  tlic  AsDB
has been  invcrscly  correlated  with  per  capita
income.  }-Iong  Kong,  Singapore  and  the Re-
public  of  Korea  graduated  in 1988.

Ilie  World  Bank's  lead  in shifting  to ad-
justment  lending  in  the  carlyl980s,  axi initiative
justified  by  its relative  experience  and  expertise
in  macroeconon-nc  issries,  and  by  its  long-
established  coordination  role,  suggested  an
cmcrging  division  of- labour.  iSt  thc  same  time,
it rcinforccd  the World  Baxikas  pcrceivcd  lead
agency  role.  By  the  end of  the  decade,  the
RDBs  reacted  by  increasing  t}ieir  own  macroe-
conoinic  capabilities  and  policy  based  lending,
needed  in any  case to incrcasc  disbursements.
One  result  was  a sharp  rise  in cofinancing.  For
instance,  in  the  case  of the  ylfDB,  of 68
co[inanccd  projects  bctivccn  1988  and  1991,  40
ivcre  structriral  adjustment  loans  (SALs).

The  generally  successful  economic  per-
formance  of  ./lsia  mcant  that  both  the World

Bank and t}ie AsDBas operations in that liart
progressed  relatively  smoothly.  In contrast  to
otlier  regions,  tlie  changcs  tvitl'i  past  lending
strategies  svere more  gradual.  For  t)ie '+Vorld

Bank, C}iinaas entrv in IQS(-) o)icncd ul-i majoi-
neiv oliporfflnitics.  l-he 'xVoi'kl 13;tnkas mitial
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Table  9

RATIO  OF  PAID-IN  CAPIT  AL  TO  SUBSCRIBED  CAPIT  AL

(Percent)

AfDB

Initial

Last  general  capital  increase

Current  average

Source:  As  for  table  7 and  Standard  and  Poor"s  (1993).

role  was  largely  didactic  and  low  key,  a strategy
that  eventually  proved  influential.  A similarly
low  key  approach  characterized  operations  in
most  Asian  borrowers,  with  much  more  limited
recourse  to  overt  SAL-type  conditionality.
Lending  to  the  other  giant  borrower,  India,
continued  without  any  significant  changes  ex-
cept  one:  an almost  complete  reversal  in the
World  Bank,'IDA  blend  from  1980  to 1990,  due
to  a combination  of  factors:  donor  pressures
(particularly  from  the  United  States  and
France),  rapidly  increasing  demands  (especially
from  C}iina  and  sub-Saharan  Africa)  in  the  face
of  cuts  in the  size of  IDA,  and  India's  improv-
ing  economic  performance.

F. Finance

7,  Non-concessional

Tlie  initial  design  of  thc  :S4DB  financial
strucfflrc,  witli  a minor  fraction  of  thc  sub-
scribed  capital  paid-in  and  the  rest  callable,  )ias
proven  to be a wonderfully  simplc  dcvice  for
lcveraging  financial  flows  with  small  fiscal  in-
vestments.  For  those  govcnuncnts  with  large
capital  sharcs,  the  lcvcraging  was  even  larger  if
tncasurcd  by the  capacity  to influence  borrow-
crs that  was  prirc}iascd  by those  shares;  the  in-
flucnce  of  majority  sl'iareholdcrs  was  levcragcd
by tlie  sliarc  capital  of  tlic  n'iinority  otsaners.

:rJoreover,  tlie  multiplier,  or  degree  of
leveraging,  grew  steadily  over  the decades,  as
successive  general  capital  increases  (GCIs)  for
all MDBs  redriced  their  ratio  of  paid-in  to sub-
scribed  capital,  as is shown  in table  9 below.
In  the  AfDB  tlie  initial  ratio  of  50 per  cem  fell
to  12.5  per  cent  in its most  reccnt  GCI;  in the

ilsDB fDB 7BRD

AsDB  and  IDB  the original  ratios  of  50 per
cent  fell  even  more,  to 5.0 and  2.5 per  cent  re-
spectively;  and  in  the  World  Bank  the  reduction
was  from  20 to 3 per  cent.  Given  their  well  es-
tablished  credit  ratings,  reinforced  by  their  large
reserves,  this  decline  has not  affected  the  risk
perceptions  of  the  markets.

The  financial  reputation  of  the  MDBs  has
continued  to  grow  over  the  decades.  The
World  Bank  secured  an AAA  rating  in  1956,
but  shortly  thereafter,  in the  1960s,  ran  into  a
political  constraint  to  market  borrowing.
Faced  with  mounting  balance-of-payments
problems,  the  United  States  Trcasury  curtailed
the  Bankas  access  to  United  States  markets.
:'vlorcover,  to  the  extent  that  borrowings  did
occur,  the  Bank  was  barred  from  using  the
funds  for  loans,  and  was required  instead  to
invest  them  in  Unitcd  States  government
bonds,  as liquid  rescrvcs  (Rotbcrg,  1994,  p.l6).
.!(s  a result,  and  givcn  the  rising  balancc-of-
pa)imcnts  surpluses  in Europe,  particularly  in
Gcrn'iany,  the  'vVorld  Bank  began  to  diversify  its
borrowings  aivay  from  tlic  United  States.

The  gradrial  shi[at  to  new  markcts  was
sharply  accclcratcd  in the  late  1960s.  Given  thc
need  to  seek the  consent  of  tlie  cormtry  in
ivhosc  rnarkct  or in wliosc  currency  tltc  'yVorld

Bank could borrow,  it sought to lirotcct  its in-
stitritional  autonomy  throrigh  aggressive  diver-
sification  of  its  borrowing,  in  terms  of"
coimtrics,  markcts,  instrun"icnts,  tcrms  and  ma-
turitics.  Tlie  strategy  ivas  designed  botli  to
raise  additional  rcsorirccs  and  broadcn  the
markets  and  currencics  of  borrouaings.

An  extraordinary  finaxicial  Icvcragc  }ias
resulted  from  fiilling  paid-in  capital  ratios,  and
an expansion  in borroiving.  The  share  ofa bor-
ro'svings  in loanable  resources  in the  elDB  sys-
tem  as a w}iole  increased  from  half  to  more
tlian  four  fifths  between  the  1950s  and the
1990s.  This  patterri  was  repcatcd  in t)ie  '+Vorld
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Table  10

NON-ACCRUAL  LOANS/DISBURSED  LOANS

(Per  cent)

AfDB AsDB

1986 5.1 0.0

1989 3.1 0.0

1992 12.0 0. l

Source:  As  for  table  9.

Bank  and  in each  of  the RDBs.  At  the  same
time,  the  growth  in borrowings,  which  became
the  principal  source  of  loanable  resources,  was
accompanied  by a large  increase  in reserves,
which  now  substantially  exceed  paid-in  capital,
except  in the  AfDB,  and  which  have  also  con-
tributed  to  the  leverage  of  paid-in  capital.

While  the  World  Bank  sharply  increased
lending  in the 1970s,  its  relative  growth,  in the
perspective  of  overall  capital  flows  to the  de-
veloping  countries,  was  more  modest  than
commonly  assumed.  As  table  6 illustrates,  the
klDBs  as a whole  barely  maintained  their  po-
sition  relative  to other  sources  of  financing,  and
even  the  World  Bank's  role  in  net  resource
transfer  scarcely  changed  in  relative  terms.

Like  the  World  Bank  in its initial  years,
the  RDBs  began  their  borrowings  on  a caritious
note,  as  they  sought  necessary  legislative  ap-
provals  in  various  markets.  Quite  naturally,
their  initial  focus  was  on  the  particular  markets
they  were  closest  to,  with  the  IDB  emp)iasizing
United  States  markets,"  the  AsDB  Japanese
markets  and  tlie  AfDB  European  markets.  The
effort  was  most  protracted  for  tlie  AfDB.  For
t'tiost  of  its first  decade,  it struggled  uiith  woe-
fully  iriadequate  paid-in  capital  (about  $100
nffllion  by 1971).  In 1973  (nine  years  after  its
establishment),  tlie  AfDB's  resources  were
bolstered  by  interest  free loans  from  Canada,
Sweden  and  Austria.  In  1975,  it' began  its first
borrowings  by  issuing  short-term  (two-year)
central  bank  bonds,  principally  to African  cen-
ral  banks.  Market  borrowings  began  in 1977,

with  borrowings  in Kuwaiti  dinars,  and  by  the
end  of  the  decade  the  AfDB  was  for  the  first
inte  borrowing  in  medium-term  instrumcnts  in
Euromarkets.  Tlie  1982  extra-regional  capital
subscriptions,  however,  opened  the door  to  a
riple  A rating  in 1984,  and  to the  long  sought
ccess  to long-term  fixed  rate  borrowings.  But

IDB IBRD [FC

0.0 0.5 23.6

8.0 3.2 5.2

0.0 2.4 8.6

the level  of  borrowing  was  limited  by a self-
imposed  restriction,  that  total  outstanding
bonds  not  exceed  80 per  cent  of  the callable
capital  of  its  AAA  shareholders,  coupled  with
the limitation  of  non-regional  participation  to
one  third  of  the  shares  of  the  Bank.  In  order
to  overcome  this  hurdle,  the  AfDB,  alone
among  the  MDBs,  has  both  a senior  and  a
subordinated  debt;  it has continued  to borrow
on  the  basis  of  the  callable  capital  of  its entire
membership,  but  has subordinated  these  bor-
rowings  to its  senior  debt.

One  less visible  consequence  of  the  bor-
rowing  operations  of  the  MDBs  lias  been  t}ieir
contribution  to the  deepening  of  international
financial  markets.  -I'hcir  borrowings  have  re-
sulted  in the  creation  of  new  market  segments,
and,  by steadily  increasing  the  size of  their  is-
sues  in  particular  market  segments,  to enlarging
the  liquidity  of  these  markets.  From  an earlier
emphasis  on dollar  borrowings,  the  MDBs  di-
vcrsified  the  currcncy  composition  of  tl'ieir  bor-
rowings  over  the last  two  decades.  However,
with  the  introduction  of  currency  swaps  in  the
early  1980s,  t}'ie currency  of  borrowing  has  de-
clined  in  significance;  and  yvith  tlie  World
Bank"s  pioneering  of  global  bonds  in the  late
1980s,  the earlier  salicnce  of  market  and  cur-
rency  of  borrowing  has  dwindled  in  importance,
a reflection  of  the  broader  changes  in interna-
tional  financial  markets.

Changes  and  volatility  in financial  mar-
kcts  in the  late  1970s  also  affected  the  MDBs.
l"he  World  Bank  found  itself  exposed  to large
interest  rate  risks  at the  turn  of  the  decade.  It
continued  to lend  at fixed  interest  rates,  shield-
ing  its borrowers  from  interest  rate  volatility,
resorting  to  greater,  lower-cost,  short-term
borrowings;  and,  to  safeguard  its  financial
health,  resorted  to an upfront  commitment  fee
on  all loans  (thereby  sharply  increasing  its

 The Samurai  bond  market  refers to yen bond issues by foreign  borrowers  in the Tokyo  market.
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short-term  cash  flow),  and  to  loan  disburse-

ments  in  low  interest  rate  currencies  (yen,  mark

and  Swiss  franc).  Starting  with  the  World  Bank

in  1982,  the MDBs  shifted  from  fixed  interest

rates  to  variable  interest  rate  loans,  revised  pe-

riodically.

The  debt  crisis  also  exposed  tlie  MDBs  to

large  portfolio  risks  (table  10).  This  was  par-

ticularly  true  of  the  IDB  and  the  AfDB,  since

their  portfolios  were  concentrated  in the  most

adversely  affected  regions.  The  IDB's  situation

was  aggravated  by the lending  decline  which

resulted  from  a struggle  over  policy  between

United  States  and  Latin  American  sharehold-

ers.  For  the  AfDB,  lending  through  the  hard

window  was  increasingly  concentrated  in  North

Africa,  as  non-concessional  lending  to  sub-

Saharan  Africa  was  curtailed  by  high  debt  ra-

tios.  The  status  of  its portfolio  continues  to

pose  a much  more  severe  problem  for  the  AfDB

relative  to the  other  MDBs.

A  frirther  fall-out  of  the  debt  crisis  for  the

MDBs  was  a  weakening  of their  preferred

creditor  status.  The  preferred-creditor  share  in

developing  country  debt  rose  from  around  16

per  cent  in  1982  to  38 per  cent  in  1991 for

MDB  non-concessional  loans,  and  from  37 per

cent  to 65 per  cent  for  loans  from  the  conces-

sional  windows.=-  Tliis  risk  from  an increase  in

the  share  of  "inflexible  debt"  is receding  with

recent  increases  in private  flows.

2.  Concessionaf

Concessional  Funds  waere initially  grafted

on to  tlie  MDBs,  wit}i  the establishment  of

IDA.  Later,  the  RDBs  were  born  with  soft

windows.  Indeed,  the IDB  cornmcnced  oper-

ations  with  an exceptionally  large  endowment

of  conccssional  funds.  The  importance  of  con-

cessional  resources  has  grown  for  all ;\/[DBS

except  the  IDB,  as a source  of  loanable  funds,

but  also  as a factor  in  their  governance.  Over

time,  replenishmcnt  of  the  major  soft  resource

funds,  and  t}ie  raising  of  other  concessioxial  re-

sorirccs,  have  come  to  occupy  the attention

tliat  &IDB  managers  once  devoted  to raising

market  funds.

The  replenishment  process  for  conces-

sional  resources  became  particularly  demanding

in the  late  1970s.  Unlike  the  longer  time  peri-

ods  between  capital  increases,  concessional

funds  face  short  replenishment  periods  (three

years  in  the  case  of  IDA),  meaning  that  the  in-

stitutions  are  subjected  to frequent,  renewed

debates  by  shareholders  with  respect  to policy.

During.their  first  quarter  century,  the  United

States,  as the  principal  donor  to MDBs,  acted

to increase  the  contributions  and  participation

by  other  potential  donors.  The  United  States

is now  the  less willing  donor,  yet  reluctant  to

relinquish  voting  power,  while  other  donors  are

less  willing  to  put  in  resources  without

commensurate  changes  in voting  shares.

The  growth  of  concessional  resources  is

shown  in table  11.  Figures  for  gross  disburse-

mcnts  are  close  to  net  disbursements,  except  for

IDA  and  the  FSO.  In  the  case  of  IDA,  reflows

currently  account  for  nearly  25 per  cent  of  its

resources.  The  only  case where  concessional
resources  have  fallen,  even  in nominal  terms,

has been  the IDB  where  the  ratio  of  conces-

sional  to total  resources  fell  from  50 per  cent  in
the  1960s  to 25 per  cent  in the  1970s,  and  to

barely  8 per  cent  in the  1980s.6  The  recent  ad-

dition  of  a new  separate  fund,  the  $1.2  billion

Multilateral  Investment  Fund,  may  reverse  the
trend  at the  IDB.

The  Multilateral  Investment  Fund  at the

IDB  is the  latest  example  of  a proliferation  of

carmarkcd  funds  at the  .!1/IDBS  which  are  frag-

menting  their  governance  and  threaten  to

undermine  their  principal  concessional  win-

dows.  While  the  52 billion  Global  Environ-

mental  Facility  (GEF)  is the  most  well  known

of  these  conccssional  multilateral  funds,7  "trust

funds"  have  mushroomed  at tlie  MDBs.

G. The  MDBs  in the  1990s

The  recent  evolution  of  the  MDBs  is to

some  extent  a continuing  adaptation  to

changes  in the  economic  and  political  environ-

ment  that  bcgan  a full  decade  ago.  At  the  same

time,  further  changcs  in the  environment  have

been  appcaring,  reqriiring  additional  adapta-

tion.  This  is  not  a new  development;  eac}'i

5 Figures  are unweighted  averages.

6 lVhile  50 per cent of  t)-iese concessional  resources  (the FSO) went  to the most  af[luent  Group  A countries  in the 1960s

and only 25 per cent to the Group  D (the poorest),  the share of  the latter  rose to 75-80 per cent in the 1970s and 100

per cent in the 1980s.

7 Unlike  other  funds, the GEF  incorporates  modest movement  in its governance  structure  for obvious  reasons.  The

recently  adopted  S2 billion  rcplenishinent  agreement  adopted  a "double  majoritya  system in which  decisions would
)iave to be passed by 60 per cent of  tveightcd  votes and 60 per cent or member  States, i.e. a cotnbination  of' the voting

rules of' tlic IIDBs  and the United  Nations  (i%-evp 'r'oi'k Trrnes, 1994, p. A7).
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Table  I  I

CONCESSIONAL  LENDING  RESOURCES  OF  MDBs  a

Main  sofl loan window
Established

Annual  average  disbursements

1960-1969

970-1979

980-1989

1990-1993

Grant  element  (per  cent)

1974-1978

1986-1990

(Millions  of  dollars)

World  Bank AfDB

/DA

960

AfDE
1973

160

837

847

526

15

311

660

AsDB IDB

AsDE

1974

FSO

1960

74

868

1036

99

372

574

384

Source:  AFT)B  (1964-1993),  AsDB  (1966-1993),  IDB  (1959-1993),  World  Bank  (1946-1993).
a  Figures  include  all  concessional  resources  used  by each  institution  in addition  to those  of  the  main  soft  window.

decade  since  the  1950s  has  broright  a new  con-
text.  Yet,  the  hybrid  institution  that  evolved
between  Bretton  Woods  and  1959,  when  the
IDA  was  grafted  onto  the  IBRD,  has  flourished
for  most  of  the  period  since  then.  More  poli-
tical  compromise  than  technical  blueprint,  a
multilateralism  qualified  by  the  voting  arrange-
mcnts,  half  ljank  and  half  developmental  donor,
the  World  Band  formula  ivas  soon  replicated  in
the  three  major  regional  development  banks
which  have  been  examined  in this  paper,  and
also  in a large  numbcr  of  smaller  multinational
institutions  that  define  themselves  as develop-
ment  banks.

The  "MDB  system"  has  expanded
through  both  internal  groivth  and  reprod-
uction.  Perhaps  t}ie  most  notable  addition  is
the  crcation  of  the  Europcan  Bank  for  Rccon-
struction  and  Development  (EBRD)  in  1991.
The  EBRD's  articles,  wit}i  explicit  political  cri-
teria  for  lending,  reflect  both  the  changing
times  and  the  evolution  of  the  MDB  concept.
The  growth  of  the MDB  system  has dccelcr-
atcd,  but  was  sustained  throrigh  t}ie  instability
of  the  1970s  and  the  debt  crisis  of  the 1980s,
and,  at least  in absolute  terms,  the  system  is by
most  criteria  larger  and  perhaps  more  inflrien-
tial  in  tlie  1990s.  Mcasured  over  thrce  decades,
its grovtth  has been  significant.  In a postwar
context  of  limited  private  capital  flows,  the
MDBs  have  provided  funds  directly,  and,  by
taking  a lead  and  strengthening  many  econo-
rnies,  have  probably  contributed  to the  gradual
recovery  of  private  flows.  Large-scale  interna-

tional  aid was  born  as an instrument  of  the
Cold  War,  but  the  credibility  of  the  MDB  con-
cept  has  helped  to keep  open  fiscal  purses  for
the aid effort  when  Cold  War  motivation  has
flagged.  The  recent  creation  of  the  EBRD  adds
another  large  component  to  the  system,  and
amounts  to an expression  of  confidencc  in the
MDB  concept.  Certainly,  Eugene  Black's
gloomy  prediction  that  any  bank  making  "fuzzy
loans"  was  doomed  to rapid  extinction,  was,  at
the least,  precipitate,  as he )iimsclf  seemed  to
admit  in changing  }iis  mind  and  agreeing  to the
incorporation  of  tlie  IDA  in the  World  Bank.
None  the  less,  it  seems  appropriate  to  ask
whether  the  MDB  concept  will  be suited  to the
1990s  environment.

Perhaps  the  most  difficult  challenge  arises
orit  of  tlie  increasingly  pluralistic  governance
of  the  MDBs.  Through  the 1950s  and  1960s,
the World  Bank  was  governed  largely  by  its
management;  intervention  by its sharchalders
was  for  the  most  part  limited  to an influence
on  the  choice  of  borrowers.  l"}iis  style  of
governance  gave  management  t}ie  Freedom  to
define  a lending  strategy  and  operational  pro-
cedures  that  evolved  gradually,  remained  rcla-
tively  unchanged  over  a long  period,  and  wcre
tailored  to the  institution's  own  reqriirements,
in particular  the  need  to project  an image  as a
quality  lender.  Tliough  formal  control  by the
United  States  has been  greater  in  the  IDB  than
in tlie  World  Bank,  the IDB  was  nevertheless
given  considerable  operational  latitude,  and  it
benefited  as well  from  the  favourable  economic
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ontext  of  the  1960s,  and  from  its large  initial

ndowment  of  soft  funds.  The  1970s,  if  any-

ing,  were  even  more  favourable  for  the  World

ank  from  the  point  of  view  of  institutional

utonomy,  due  in part  to an economic  envi-

nment  that  allowed  the  bank  to diversify  its

nding,  but  also  to the  determination  and  pol-

ical  skills  of  President  McNamara.

The  experience  of  the  AfDB  and  the

sDB  from  the  mid-1960s  to the  mid-1970s  -

eir  first  decade  - was  more  particular.  The

fDB,  reflecting  the  strongly  nationalistic

ood  of  the  continent,  set out  to be African

wned  and  managed.  The  long-run  effect  has

een  that  it has  a claim  to be a truly  regional

nd  "borrower's  bank",  even  though  the  princi-

le  was  diluted  with  the  establishment  of  a

onor-controlled  soft-window  in  1974,  and  by

the  opening  up  of  its  share  capital  to  non-

rcgional  members  i.e.  donors)  in 1982.  But

the  costs  of  this  policy  were  a long,  initial  pc-

riod  of financial  starvation  and  managerial

weakness.  Lacking  a dominant  donor-

sharcholder,  the  Board  has been  the  scene  of

continuing  political  competition  amongst  its

African  members,  spilling  over  into  infighting

and  instability  amongst  the  management.  By

contrast,  the  largely  donor-driven  creation  of

the  AsDB  reflected  itself  in  a style  of

govcrnance  and  management  that  has closely

resembled  that  of  the  World  Bank  during  its

pre-adjustment  lending  phase.  The  AsDB  has

been  governed  under  an  informal  consensus

bctwecn  the  United  States  and  Japan  thar  gave

its management  much  stability  and  day-to-day

operational  discretion  through  the  1970s  and

1980s,  though  policy  difTerences  between  Japan

and  the  United  States  bcgan  to srirface  during

tlic  late  1980s.

Despite  some  early  efforts  at  differen-

tiation,  especially  by the  IDB  and  AfDB,  the

MDBs  developed  considerable  uniformity  in

tlicir  structure  of  govcrnance  and  operation.

The  RDBs  followed  the  World  Bank  lead  in

several  ways,  especially  in operational  style,  fi-

nancing  methods  and  lending  policy.  With  the

African  partial  exception,  the  banks  have  been

controlled  by  donors,  though  managcmcnt  was

allowed  considerable  autonomy.  Through  the

early  1980s,  all  banks  concentrated  on t}ie  spe-

cific  project  as the  principal  lending  mode,  and

even  during  the  more  recent  adjustment  years,

three  quarters  of  World  Bank  lending  has  taken

the form  of  projects.  Convergence  in opera-

tional  and  lending  policy  has been  encouraged

by the  strength  of  the  donors,  by the  growing

practice  of  cofinancing,  and  by the  acceptance

of  the  World  Bank"s  "lead"  role  in most  coun-

tries  and  sectors.  The  RDBs,  moreover,  have

allowed  the  'vVorld  Bank  to dominate  the re-

search  effort  and  to exert  an intellectual  lead-

ership  over  the  system.

The  evolution  of  the  MDB  system  in the

1980s  and  early  1990s,  however,  contains  se-

veral  new  elements.  Effective  ownership  is less

concentrated,  principally  as a result  of  the  im-

portance  of  concessional  funds.  The  original,

almost @xclusive control  over the main features
of  MDB  policy  by  the  United  States  Treasury

and  the  State  Department  is increasingly  being

shared  with  G-7  finance  ministries,  with  the

United  States  Congress  and  other  G-7  parlia-

ments,  with  other  donors,  and,  in less measur-

able  ways,  with  non-governmental
organizations,  and  even  with  public  opinion

expressed  through  the  media.  As  in the  expe-

rience  of  the  AfDB,  a more  democratic

governance  is also  turning  out  to be a more  in-

trusive  govcrnance.  Many  "owners"  are  leading

to many  objectives,  and  also  to greater  man-

agement  by  rules  and  targets,  in place  of  man-

agerial  discretion.  Paradoxically,  this

undercurrent  towards  a broadening  in  the

sources  of  effective  influence  over  the MDBs

coincided,  during  the  1980s,  with  a particplarly

interventionist  and  aggressive  United  States

administration  that  sought,  with  some  success,

to impose  policy  and  even  administrative  pref-

erences  on the  MDBs.  Those  efforts,  which

came  to bear  on each  of  the  principal  MDBs,

and  which  perhaps  redirected  the  institutions  in

desirable  ways,  may  turn  out  to have  a cost  to

the  system  in the  long  run,  by  setting  an exam-

ple  of  ownership  intervention  and  lack  of  sen-

sitivity  to the  importance  of  institutional  ethos

and  managerial  discretion,  and  by stimulating

conflict  amongst  the  owners.  One  reaction  by

non-United  States  owners,  for  instance,  }ias

been  to  earmark  an increasing  proportion  of

their  contributions,  cspecially  in the form  of

trust  Funds,  which  have  proliferated  in  the

MDBs,  rcducing  managerial  flexibility  and  in-

stitutional  autonomy.

Many  owners,  with  differing  priorities,

may  be cause  and  conscquence  of  the  growing

critique  of  MDB  projects.  Major  criticism  be-

gan  with  regard  to environmental  effects,  in  the

late  1970s,  and  escalated  with  the  publication

of  an  internal  World  Bank  review,  the

Wappenhans  Report.  Subsequently,  the  RDBs

commissioned  reports  which  have  comc  up  with

similar  findings  (IDB,  1993;  AsDB,  1994;  and  a

forthcoming  report  on the  AfDB).  Tliese  re-

ports  attribute  the  declining  quality  of the

project  portfolio  to several  causes.  One  is ex-

ternal:  the  worsened  economic  environment  in

which  these  projects  were  embedded  in  the

1980s.  But  the  reports  attribute  much  of  the

problem  to internal  problems  in the  MDBs:  a

loan  culture  which  has  favoured  the  upstream

end (loan  commitments)  of  the project  cycle
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with  few  incentives  for  supervision;  staffing
changes,  with  fewer  technical  specialists  and
more  generalists  (especially  economists);  and
projects  overloaded  by  a proliferation  of  objec-
tives  and  goals.

These  shifts  in MDB  governance  are  oc-
curring  in  parallel  with  other  changes  in the
economic  and  political  context.  One  is'  an al-
most  universal  weakening  in  fiscal  capacity.
Though  MDB  concessional  lending  is higher  in
the  1990s  than  in  the  mid-1980s  (table  5), it is
being  sustained  in part  by increasing  reflows,
since  recent  soft  window  replenishments  are  no
longer  growing  in real  terms.  Moreover,  the
effective  financial  contribution  and  influence  of
the  MDBs  must  be measured  against  the  size
of  borrower  population,  income  levels,  and  im-
port  and  investment  needs.  By  those  measures,
with  rising  gross  output  in developing  coun-
tries,  and  with  the  enormous  increase  in bor-
rower  needs  created  by  the  incorporation  of
China  and  Eastern  Europe,  the  MDB  contrib-
ution  has  fallen  in  real  terms.  On  the  borrower
side,  fiscal  weakening  is affecting  the  MDB  role
by  reducing  the  capacity  of  developing  country
governments  to increase  net  borrowing,  partly
for  lack  of  counterpart  funds,  and  partly  be-
cause  of  the  fiscal  burden  of  debt  service.  At
the  same  time,  privatization  'of  public  services
and  industrial  production  }ias  reduced  the  tra-
ditional  clientele  for  ;'VIDB  loans.  Another
parallel  change  in the  economic  context  of  the

1990s  has  been  the  resurgence  of  private  capital
flows,  a trend  with  mixed  implications  for  the
MDBs,  since  it is reducing  the  need  for  MDB
non-concessional  lending,  and,  to some  degree,
MDB  policy  influence,  but,  at the  same  time,
is  creating  a greater  use  for  the  guarantor
function  of  the  MDB  system.  For  the  less des-
perate  borrowers,  however,  the  growing  avail-
ability  d  private  funds  has  combined  with  the
high  transactions  costs  associated  with  present
borrowing  from  the  MDBs  to reduce  the de-
mand  for  MDB  loans.  This  trend  points  up
another  development  in  the  MDB  context,
which  is the growing  differentiation  amongst
borrowers,  partly  the  result  of  uneven  perform-
ance,  but  recently  increased  by  the  incorpo-
ration  of  Eastern  Europe.

The  original  impetus  of  the  MDB  system
was  due,  in part,  to the  perceived  weakness  of
other  instruments  for  international  economic
development,  in  particular  bilateral  aid  and  the
United  Nations  agencies.  That  weakness  in
complementary  international  instithtions,  how-
ever,  has  now  become  a handicap  to  the  MDBs,
which  are being  pressed  to be the  instruments
for  an ever  broadening  economic  and  social
ager)da  at the  expense  of  their  effectiveness  as
development  banks.  The  future  ability  of  the
MDBs  to  serve  as  stepping  stones  to  a
supranational  world  will  depend  on  the  capac-
ity  of  other  institutions  to share  the  burden  of
that  transition.
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REGIONAL  DEVELOPMENT  BANKS  AND  THE  OBJECTIVES

OF  THE  BRETTON  WOODS  :NSTITUTIONS

Delphin  G. Rwegasira  and  Henock  Kifle

The  emerging  world  order  - based  both  on global  markets  and  regional
blocs  - needs  two  kinds  of  institutions  of  global  economic  governance:
those,  like  the  Bretton  Woods  twins,  overseeing  the  problems  and oppor-
tunities  created  by globalization,  and  competent  regional  organizations
such  as the  rcgional  development  banks,  to complement  these  activities  by
strengthening  the  movement  toward  regional  liberalization  and  integration
(Culpeper,  1993).

ABSTRACT

Proposals  to establish  regional  development  banks  (RDBs)  that  would  promote  arid  enhance

intraregional  cooperarion was an idea that had, for a considerable time, wide support among
developing countries. In the case of Larin America, the proposal ro establish an Inter-American
Development Bank predated the establishment of  the Bretton Woods institutions (Bl'VIs)  by some 50
years. Although the factors that motivated developing countries to establish the RDBs differed
fundamentally  from rhe circumstarices leadirig to the establishment of the BWIs, there were,
norietheless, considerable similarities  both in the orientations arid operations of the tsvo sets of
irxstitutions. In the course of  the last three decades, considerable complemeritariLy in the operations
of  the RDBs and the BWIs  has emerged. The paper, after a brief  review of  the growth of  RDBs in the
last  three  decades,  examines  the manner  in which  tl;ie BWIs  and  rhe RDBs  have  responded  to major
global  and  regional  developments;  and  based  on such  an assessment,  it  goes  on to suggest  the  relative

roles that rhese instirutions could play in meeting future  global and regional challenges.

In reviewing the grosvth of  the RDBs, the paper notes the considerable changes that have oc-
ct.trred  in both  their  size and  operational  orientation.  Starting  with  modest  resources,  the RDBs  have

expanded considerably arid have, with the support of  the developed countries, mobilized sizeable con-
cessional resources. The RDBs have thus become major sources of  multilateral  finance.  The size of
the net resource transfers ro their member borrowing countries now exceeds that of  the World  Bank
Group, a fact that is in part explained by tlie larger cutnulative commitment of  the latter, which, in
turn, l'ias resulted in larger debt servicing. The RDBs have also moved from their initial  sector ori-
enrations to address regional needs more coinprehensively. The increasing involvenrent of the RDBs
in policy-based  lending is an indication of  the broader orientation  of  rhese instirurions.

The responses of the BWIs and the RDBs ro the global and regional challenges of the recent
past is indicative of the con"tplementarities in their respective operations, as svell as rheir specific
srrengths  and  comparative  advamages.  The BlVIs,  as global  organizations,  svere the institutions  that

had to take tlie lead in such rnatters as rhe inrernational  debt crisis of  the 1980s, as well as in the fi-
nancing of srabilizarion and adjusmierit policies in develo)iing countries. The RDBs have, however,
begun to pla3i a nutch more active role in.fim"'tneing such policy-based loans, particydayly sectoyal-
adjustment loans,' and in matters tlutt:peci.fictdl.v  t4fJcct rheir respective regioris, sucir as the response
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of  developing countries to the emergence of trade blocs and enhanced South-South cooperation, the
RDBs  have  naturally  been  the  entities  that  have  taken  the  lead  in promoting  stronger  intra  and  infer-

regional cooperation.  Yet, the magnitude and depth of  the development crisis in sub-Saharan Africa
has elicited a strong response, not only from  the regional institution  concerned, viz. the African De-
velopment Bank, but from  the international  community as well.

In  addition  to reacting  to such  global  and  regional  developments,  the BWIs  and  the RDBs  have
responded  to longer-term  development  challenges,  such  as poverty  alleviation,  the envirortment,  the

gender dimensions of  development, market-state relatioris qnd governance. While noting the many
similarities  in the approaches of  the two sets of  institutions, the pai:ier rtotes, however, that for  maxi-
mizing the development impact of  the respective institutions, there is a need for  greater  cooperation in
the design and implementation  of such programmes,  so as to take advantage of existing
complementarities, while at the same time take taking fully into account regional needs and
specificities.

In assessing the roles that the BWIs  and the RDBs may be called upon to play in the future,  the
paper identifies a number of  areas in which specific leadership roles will be expected of  the B Wls and
the RDBs. It also identifies areas where closer cooperation between the BWIs and the RDBs will be
required.  Through policy dialogue and by financing  adjustment programmes, the RDBs can be ex-
pected  to play  a larger  role  in helping  countries  adopt  appropriate  development  strategies.  To enable
them  to play  such  enhanced  roles,  the RDBs  will,  however,  need  to strengthen  their  policy  analysis

capacity. In addition, they will also need to pay continued attention to the foundations  for  long-term
development. This will require the further  refinement of  policies and lending instruments - in close
collaboration  with  the BWIs  - in such  critical  areas  as poverty  alleviation  and  the environment;  and

with the further  strengthening of  regional blocs and the emergence of  strong South-South economic
links,  the RDBs  will  also  undoubtedly  be called  on by their  regional  members  to play  a more  active
role.

On their  part,  the BWIs  can be expected  to play  an ever  greater  role  in meeting  the global
challenges  that  an increasingly  interdependent  world  will  undoubredly  generate.  In  particular,  tlie
BWIs  will  need  to give  greater  attention  to the changing  economic  relations  between  the  iridustrialized

countries and the developing world - for  example, in such areas as resource flows and rrade - by en-
hancing their respective surveillance and research functions,' and with the emergence of  powerful
trading  blocs,  they  svill  also  need  to work  tosvards  mainraining  and  enlarging  rule-based  international

rrtonetary, financial  and trading systems. While rhe RDBs and the BWIs  can thus be expected to have
greater areas of  specialization in the future, there is, nonetheless, a need to maximize the joint  devel-
opment impact of  these institutions,  through a more coordinated  utilization  of  their specific capabilities
and  potentials.

A. Introduction

The  idea  of  establishing  the  first  regional
development  bank  - originating  in Latin  Amer-
ica  with  the  objective  of  enhancing  interna-
tional  cooperation  in  that  region  - predated  the
Bretton  Woods  Conference  of  July  1944  by
over  50 years;  and,  the  proposal  for  an Inter-
American  Development  Bank,  wliich  was  ac-
cepted  in February  1940  by  the  Inter-American
Financial  and  Economic  Advisory  Cornrnittee,
though  not  implemented,  in  some  respects
foreshadowed  the  Articles  of  Agreement  of  the
International  Bank  for  Reconstruction  and
Development  (IBRD)  (Mason  and  Asher,  1973,
p.  15).  The  ideas  of  a  distinguished  United
States  Treasury  official,  Harry  White,  were  in-
fluential  in the  1940  proposal  for  the  Inter-
American  Bank,  as well  as  in  those  for  the
Bretton  Woods  Conference  four  years  later.

Within  two  decades  following  the  establisliment
of  the  Bretton  Woods  institutions,  the  tliree
major  regional  developmcnt  banks  (RDBs)  had
become  operational,  beginning  with  the  Inter-
ylmerican  Development  Bank  ( IDB),  which  was
establis}'ied  in 1959.

The  original  idea  - of  promoting  and  en-
hancing  intraregional  cooperation  - that  had
motivated  Latin  American  countries  as early  as
1890  to propose  the  establislimcnt  of  an inter-
American  bank  was  a major  force  behind  the
creation  of  the  RDBs.  The  Agreement  Estab-
lishing  the  African  Developn"ient  Bank  (AfDB),
for  instance,  states  first  among  the functions
of  the  Bank  the  "special  priority"  to  be given  to
projects  or programmes  which  concern  several
members;  and  those  that  are  designed  to make
the  economies  of  the  Bank's  members  increas-
ingly  complementary  (AfDB,  1981,  Chapter  1,
Article  2); and,  although  this  factor  of  regional
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integration  might  have  been  less forceful  in the
case  of  the  Asian  Development  Bank  (AsDB),
the  Group  of  Experts  that  made  a case  for  the
establishment  of  the  AsDB  saw  it as having  a
specific  potential  for  serving  as a focal  point  for
regional  activities  that  would  promote  eco-
nornic  cooperation  (Kappagoda,  1993).  The
emphasis  on regional  cooperation  for  RDBs
derived  importantly  from  the  economic  and
political  history  of  developing  countries  and
their  determination  to forge  regional  solidarity
for  accelerated  development  and  greater  inde-
pendence.  Beyond  cooperation,  however,
RDBs  were  seen  by their  founding  fathers  as
general  instruments,  based  on  self-reliance,  for
mobilizing  financial  and  technical  resources  to
contribute  to  the  broader  economic  develop-
ment  and  social  progress  of  regional  member
countries.  In  pursuing  these  development
goals,  the  RDBs  had  their  own  regional
specificities,  but  their  envisaged  activities  could
not,  however,  differ  markedly  from  those  of  the
World  Bank  Group.  Indeed  the point  made
earlier  that  the  proposal  for  the  establishment
of  the  Inter-American  Devckopmcnt  Bank  fore-
shadowed  the  Articles  of  Agreement  of  the
IBRD  is relevant  here.  There  were  common
concerns  and  objectives  for  the  two  Banks  in
the  broad  area  of  development,  with  the  IBRD
additionally  stressing  reconstruction  activitics,
wliich  were  pressing  at the  time  of  its  birth.

Tlie  vision  that  led to the  earlier  estab-
lishment  of  the  twin  Bretton  Woods  institutions
(BWIs)  was,shaped  by  diffcrcnt  circumstances,
and  reflected  the  determination  to  avoid  the
economic  difficulties  of  the  inter-war  period.
Two  key  objectives  - full  employment,  and  the
maximurn  development  of  productive  resources
- were  rcgardcd  "by  practically  all  countries  at
t}ie  close  of  World  War  II  as  primary"  (de
Vries,  1986;  ul Haq,  1993).  T"he  world  econon'iy
was  so far  from  its attainable  output  that  the
strong  consensus  emerged  at  the  Brctton
Woods  Conference  to put  in  place  major  insti-
tutions  arid  policies  aimed  at rapidly  expanding
world  tradc  and  investment.

The  BWIs,  altliough  initially  concerned
primarily  with  the  problems  of  the developed
world,  became  in time  concernea  also  with  the
development  challenges  faced  by  countries  and
rcgions  that  were  to be t}ic  Focus  of  RDB  op-
crations.  Since  RDBs  came  ncarly  two  decades
later,  it can safely  be said  that  t}iey  were  not
only  motivated  by  the  objective  of  regional
self-reliance,  but  also  by other  considerations,
such  as additionality  in  the  flow  of  development
resources,  specialization  in  regional  develop-
ment  issues,  and  the  need  for  a larger  say  by  the
developing  countries  in affairs  affecting  them
(Mason  and  Asher,  1973,  p. 578;  Gardiner  and
Picket,  1984,  p.  12).  In this  sense,  therefore,

they  would  be  pursuing  regional  growth  and
prosperity  just  as the BWIs  operating  in the
same  regions  were  in  pursuit  of  global  prosper-
ity.  The  operations  of  the  two  respective  sets
of  institutions  would  therefore  be complemen-
tary.

This  paper  will  address  these  comple-
mentary,  aspects  of  the  relations  between  the
BWIs  and  the RDBs,  while  at the  same  time
highlighting  those  factors  that  differentiate
them.  The  paper,  through  the  use of  some  re-
cent  experiences,  will  examine  these  issues  from
a historical  perspective.  It  will  also  indicate  the
areas  where  stronger  cooperation  may  be called
for,  while  indicating  others  where  further  spe-
cialization  may  be required.  The  paper  is or-
ganized  as follows:  in section  B, the  political
and  economic  factors  that  have  influenced  the
growth  of  regional  development  banks  is briefly
reviewed;  in section  C, the  manner  in  which  the
BWIs  and  RDBs  have  responded  to  regional
and  global  challenges  in the  past  is discussed;
and  in section  D, suggestions  are made  with
respect  to the  relative  roles  that  could  be en-
visaged  in the years  ahead  for  the  two  insti-
tutions.

B.  The  growth  of  regional  development

banks

1.  Pofitical  and  economic  factors

Since  their  establishment,  the  RDBs  have
grown  rapidly,  particularly  in the  decade  of  the
1980s.  In the  early  years,  the  political  will  of
the  founding  developing  member  corintries  was
critical  in giving  tliese  institutions  tlie  needed
impetus.  Some  developed  non-borrowing
countries  were  also  instrumental  in the early
process:  the United  States  in the case  of  tlie
IDB  and  Japan  in t}ie  case  of  the  AsDB;  and  in
the  casc  of  the A[DB,  the opcning  up of  the
capital  stock  to non-regional  participation  in
1982  enabled  that  institution  to expand  its op-
erations  considerably.  For  the  major  industrial
powers,  the  RDBs  were  seen  as important  in-
struments  of  foreign  policy  (Culpcper,  1993),
as well  as vcliiclcs  for  expanding  international
business  and  global  demand,  thereby  complc-
menting  the objectives  of  the B'vVIs.  In this
latter  aspect,  the  RDBs  were  in recent  years
expected  - especially  by  their  non-regional
shareholders  - to contribute  furtlier  to the ef-
forts  of  the  BWIs  in helping  countries  adjust  to
external  shocks,  t}irough  coordination  and  fi-
nancing  of  macroeconornic  and  sectoral  adjust-
ment  programmes.  This  new  role  raised  a host
of  issues  that  at times  created  major  contro-



254

versies  between  the  borrowing  and  non-

borrowing  shareholders  of  the  RDBs.

Nonetheless,  the  rapid  expansion  of these

banks  in recent  years  is significantly  explained

by  the  economic  adjustment  needs  of  develop-

ing  countries  in t}ie  1980s  and  the  willingness

of  RDBs  to participate  in meeting  these  needs

in coordination  with  the  BWIs.

2.  The  concessional  windows

The  grotvth  in the  operations  of  RDBs  as

focal  institutions  can  hardly  be explained  with-

out  reference  to  the  soft  funds  available  to

them.  As  in  the  case of  the  International  De-

velopment  Association  (IDA)  established  in

1960  - some  15 years  after  tlte  World  Bank  - thc

overarching  objective  of  the  sort  windows  in the

RDBs  was  to  provide  rcgional  sources  of

multilateral  development  finance  that  would

bear  less heavily  on the  balance  of  payments
of  low-income  countrics.  T)ie  need  for  sucli

soft  funds  in  the  RDBs  had  indeed  been  ac-

knowledged  in  international  discussions  on de-

vclopmcnt  by  the  1960s.  Thus,  the  Pcarson

Commission  Report  of 1969  pointed  to  the

great  need  for  concessional  development  fi-

nance  and  the  importance  of  greater  interna-
tionalization  of  the  aid  system  that  were  in  part
met  t)irorigh  the  IDA.  The  Cotnmissioxi  had

notcd,  howcvcr,  that  the  RDBs  performed  sim-

ilar  frmctions  at the  regional  level,  and  there-

[orc  commended  thcmselvcs  to the  attention  or

donors  for  similar  reasons  (ComnThssion  on

International  Development,  1969,  p. 233).

With  the  exception  of  the  Fund  for  Spe-

cial  Operations  of  the  IDB  that  was  started  at

the same  time  as that  bank,  tlie  conccssional

windows  of  the  AsDB  and  AfDB  followed,
years  later,  the  establishment  of  the  two  re-

spective  RDBs.  The  emergence  of  these  Funds

was  higlily  welcome  by  the  borrowing  countries

as  tlicy,  again  like  the  IDA,  filled  particular

gaps  in the  operations  of  RDBs.  The  Agrcc-

ment  Establishing  tlie  African  Development

Fund  (Afl)F),  for  instance,  states  that  the  pur-

pose  of  the  Fund  ivould  be to assiSt  thc.AfDB

in making  an  incrcasingly  cffcctive  contribution

to the  economic  and  social  development  of  its

mcmbcrs (.A[DF, 1981, Clialitcr  11,,'lrtidc  2).
Sucli  assistance  was  sccn  as going  beyond  the

provision  of  additional  rcsourccs  witbin  the  in-

stitution  to addressing  the  critical  questioxis  in

resorircc  management,  related  to  country

crcdituaorthiness  and  the  financing  of  "slow-

yielding"  projects  in tlie  social  sectors.  The  in-

creasingly  non-concessional  resources  of  the

RDBs  would  have  placed  quick  liinitations  on

lending  to  low-income  rincreditwortliy  coun-

tries  and,  to a considerable  extent,  on lending

for  social  sector  projects.  Importantly  also,  the

establishment  of  concessional  Funds  within

RDBs  enabled  the  latter  to  pursue  more

substantively  the  objective  of  assisting  borrow-

ing  countries  to generate  development  projects,

as well  as build  and  strengthen  the  needed  in-

stitutions  through  the  provision  of  technical

assistance  that  was  not  normally  provided

througl'h  conventional  loans.

The  rapid  growth  of  RDB  operations  in

recent  years  in part  reflects  the  mobilization  of

sizcable  concessional  resources,  predominantly

from  the  industrial  country  shareholders  of

RDBs.  The  dcployment  of  concessional  re-

sources  (including  technical  assistance)  has

been  guided  by the respective  regional  needs

and,  as has been  the  case  with  the  main  RDB

institutions,  concessional  lending  in  some

countries  has  also  been  directed  at financing
sectoral  and  structural  adjustment  prograrnrncs
in coordination  with  the  Bretton  Woods  insti-

tutions.  The  main  shareholders  of  thc  latter,

who  are the  major  contributors  to the  regional

development  funds,  have  indeed  insisted  on

such  coordination;  this  has  necessitated  the
observance  of  similar  conditionalitics  (as  de-

manded  by  the  BWIs)  by  beneficiary  coumries.

3.  Operations  and  orientations

In terms  of  total  resource  transfers,  the

earlier  start  of  the  World  Bank  Group  (WBG)

has meant  a much  larger  volume  of  cumulative
lending  relative  to RDBs.  Ilowevcr,  the  rapid

growth  of  RDBs  has resulted  in a catcliing-up
process  on  the  part  of  thesc  banks.  Thus,  by

1991-1992  total  annual  loan  approvals  by

RDBs  averaged  about  73 pcr  cent  of  WBG  ap-
provals,  with  IDB  lcnding  to  Latin  America

paralleling  that  of  the  WBG  to that  region.  In

terms  of  net transfer  of  resources  (disburse-
mcnts  less interest  payments,  other  cliargcs  and

amortisation),  the  RDBs  wcrg,  for  the  same

period,  ahead  of  the WBG  in their  respective
regions  of  operation,  as can  be seen  from  table

1. This  is  obviously  due  to the  much  larger

volumes  of  cumulative  cornrnitmcnts  by  the

'IVBG  in  earlier  years,  translating  into  larger

debt  scrvicing.  Furthcrmorc,  RDBs  are  now

ahead  of  the  'yVBG  in annual  lending  operations

to some  countries,  as was,  for  example,  tlie  case

in  1992  with  .Argentina,  Brazil,  Pakistan,  Sri

Lanka,  Morocco  and  Nigcria  (Crilpcper,  1993,

p. 12).

Regional  development  banks  liave  in re-

ccnt  years,  tlicrcfore,  become  n'iajor  sources  of

multilateral  finance.  Partly  as a result,  t)iere

have  been  some  areas  of conflict  svitli  the

\'i'BG,  but  it n-iust  be said  tliat  there  )ias liecn
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Table  I

MULTILATERAt  DEVE[OPMENT  BANKS'  NET  TRANSFERS  TO
DEVELOPING  MEMBER  COUNTRIES,  1990-1992

RegionlBank

Africa

AJDB
World  Bank  Group

Asia

AsDB
World  Bank  Group

in  America  and the Caribbcan

IDB
World  Bank  Group

(iS'lillions of dollars)

1990

194.8
126.7

459.0
1309.3

-437.2
997.5

1991

383.6
632.7

631.1
470.0

595.3
-2060.0

1992

1262.0
495.7

1
1165.0

-442.8
-3317.0

Source:  AfDB  (1964-1993),  AsDB  (1966-1993),  IDB  (1959-1993),  World  Bank (1946-1993).
Note:  Net transfers  are defined  as disbursements  less payments  of interest,  other  charges and amortization.  lVorld

Bank  Group  figures ref'er to fiscal years.

more  of  coord operation  in
interests  of  borrowing  countries.  T}iis  is incvi-
table  gisoen  the  role  that  t}ie  Brctton  'vVoods  in-
stitutions  play  in international  finance  today.
The  WBG  and  I&IF  arc  leaders  in international
policy  dialogue  for  country  rcsource-
mobilization  frqm  donors,  including  Paris  Club
debt  rescheduling.  Co-financing  and  similar
methods  have,  in general,  bccn  a major  actiiaity
bctsvccn  RDBs  cind  tlic  'vVBG;  and,  tl'ic st:iffs
of  the  'vVBG  ;ind  RDBs  have  liaised  closely,  not
only  in  the  preparation  and  financing  of
projccts  and  programmes,  but  also  in  cnricliing
devclopmcntal  approaclics  in areas  such  as cn-
vironmcntal  policy.

In  terms  of  scc
havc  bccn  notable  dive
tions  among  RDBs  and  between  tlic  lattcr,  on
the  one  liand,  and  the  WBG  on the  otlicr.  For
instance,  support  for  social  dcvclopmcnt
projects  - including  low-income  liorising,  tvatcr
and  sanitation,  and  education  - and  small-scalc
agriculturc  cliaractcrizcd  Icnding  in  tlic  early
years  of  tlic  {DB.  These  ivcre  relatively  new
areas  and  difTcrcnt  from  those  on  ivliich  tlic
'IVBG  )iad  conccntratcd  in the  1960s,  namely,
infrastructure,  transport  and  communications.
The  IDBas  early  involvement  in  social  sector
lending  and  small-scale  agriculffire  may  be as-
sociated  with  its  later  initiatives  in  assisting

micro-businesses that were engaged in liro-
duction,  commerce  and  scrvices.  Scctoral  ori-

not  differ  much  from  that  of  the  WBG  in the
early  years,  although  the  agreement  establish-
ing  tlie  AfDB  had  emphasized  ccononnc  dcvel-
opment  and "social  progress".  Social  sector
lending  (health  and  education)  in  the  AfDB
Group  came  later,  with  tlic  establishment  of  tlie
,AfDF.  Some  of  tliose  patterns  are partly  ex-
plaincd  by  the  exigcncics  of  the  time.  Thtis,  in
thc  case of  tlic  AfDB,  thc  cxtrcmc  inadequacy
of  econoinic  and social  infrastructurc  in  tlic
majority  of  .+'lfrican  countries  in  the  1960s
meant  that  substantial  attention  had to  be
given  to  tlie  dcvclopmcnt  of  transport  and
communication  nctutorks  and  to  tlic  cnlargc-
mcnt  of  power  supply  (Gardincr  and  Pickct,
1984,  pp.  86-91).

Integration  alld  cOOpcratlon  prOl)CC(S and,
by  implication  rcgional  integration  policies,
yvcre  very  nuich  in t)ie  nnnds  or  the {aounding
iTht)icrs  of  RDBs,  especially  thc  IDB  and thc
.i'SfDB  tvliidi  havc  been  described  as 'llie  banks

for intcgration= (Dell, 1972, p. 202, tvith rcslicct
to tlie  IDB).  Lending  For this  purpose,  lioyv-
cvcr,  has for  varioris  reasons  (Dell,  1972)  - dif-
ficultics  tvit)i  respect  to tlie  cquitablc  sliaring
of costs  and  bencfits,  weak  incentives  and
planning  mcclianisms,  and  legal  and  tecl'inical
complcxities  of multinational  projects  - re-
mained  relatively  small  and  below  expectations
(AfDB,  1992;  Tussie,  1993).  But  tlie  IDBas  re-
cord  is better  tlian  that  of  the  AfT)B,  botli  in
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terms  of  financing  and  institutional  support  for

integration.

Ten  to 15 years  after  their  establishment,

the  RDBs  had  moved  beyond  their  initial  sec-

toral  orientations  to  address  regional  needs

more  comprehensively.  The  WBG  had,  by  the

same  time,  also  expanded  its interventions  in

the  social  sec-Cor in line  with  its emphasis  on

poverty  alleviation  in the  early  1970s.  Increas-

ingly,  therefore,  the  RDBs  and  the  WBG  were

moving  closer  in terms  of  sectoral  orientations.

However,  important  differences  remained  in

terms  of  emphases  and  outlooks  in RDBs,  with

respect,  for  instance,  to scale  of  operations  (e.g.

in  micro-enterprises),  support  for  integration

and  cooperation  projects  and  programmes,  and

dominant  sectors  in regions  (e.g.  agriculture  in

Africa).

An  important  change  in  the  operations

of  RDBs  in  the  late  1980s  was  the  involvement

of  these  banks  in adjustment  or policy-based

lending,  following  the  WBG"s  larinching  of

these  operations  in the  early  1980s,  in response

to the  balance-of-payments  difficulties  of  many

devcloping  countries  at the  time.  Involvement

in adjustment  lending  by  RDBs  was  seen  from

different  points  of  view.  In  the  case  of  Africa,

for  instance,  the  Sun'irnit  of  I-Ieads  of  State  and

Government  held  in 1985,  saw  the  need  for  the

African  continent  to  "rethink  the  orientation

and  long-term  management  of  its  economy  and

development  by  drawing  up  the  necessary

strategies  and  policies"  (OAU,  1985,  Chapter

Ii  p.  23).  The Declaration  on the Econon'ffc
Situation  in Airrica  issued  at tlic  close  or  the

Summit  also  explicitly  rccognizcd  "domestic

policy  shortcornings=  (OAU,  1985)  as  one of

the  factors  behind  the economic  crisis  at that

time.  In  response  to thcsc  coxicerns,  the  AfT)B

saw  the  imperative  of  being  involved  with  pol-

icy  advice  and  tlie  accompanying  financial  as-

sistance  (.='lfDB,  1986).  The  AfDB  bccamc  the

first  RDB  to initiate  policy-based  lending.  In

Latin  America,  on the other  hand,  tlicre  were

reservations  in some  countries  with  respect  to

introducing  the  traditional  policy

conditionalities  of  adjustment  lcnding  in IDB

operations  (Culpcpcr,  1993).  At  anotlier  level,

some  industrial-country  shareholders  saw ad-

justment  lending  best  left  to tlie  Brctton  'vVoods

institutions  wliich  had  the  staff  capacity  and

leverage  to  manage  this  instrument.  In  the

event,  tl'ie  RDBs  eventually  became  active  par-

ticipants  in  policy-based  lending  in  close  liaison

witli  the  Bretton  Woods  institutions,  mainly  the

WBG,  although  the AsDB  and  IDB  concen-

trated  on sectoral  adjustment  loans.

C.  Responses  to regional  and  global

challenges  by  the  BW/s  and  the

RDBs

Apart  from  the  foregoing  broad  trends  in

the  operations  of  RDBs,  those  institutions  have

responded  to major  developments,  particularly

in the  1980s,  in cooperation  and  coordination

with  the  BWIs  in  some  areas  and  independently

in others.  These  responses  are discussed  with

respect  to  adjustment  policies  and  financing;

approaches  to the  international  debt  problem;

the  global  movement  to  regional  groupings;  the

special  case  of  the  development  crisis  in sub-

Saharan  Africa;  development  and  cross-cutting

concerns;  and  South-South  cooperation.  The

varying  responses  of  the RDBs  and  the  BWIs

to these  iSsueS are indicative  of  possible  areas

of  cooperative  action  and  specialization  for  the

two  sets  of  institutions  in the  future.

1.  Adjustment  poficies  and  financing

The  second  oil-price  shock  of  the  late

1970s  and  the  debt  crisis  beginning  in the  early

1980s  were  global  in  dimension.  Their  potential

impacts  were  readily  seen  as likely  to  affect  ad-

versely  not  only  global  output,  trade  and  in-

vestment,  but,  as important,  the  stability  of  the

international  financial  system  and  tlie  viability

of  commercial  banks  and  other  institutions.

The  BWIs  - as global  institutions  - were  the

natural  entities  for  providing  leadership  in

terms  of  policy  advice  and  related  actions,  in-

cluding  financing,  to  enable  the  world  economy

to come  out  of  the  "stagflationary"  conditions

at the  beginning  or  the 1980s.

Both  the  IMF  and  the  WBG  reacted

fairly  qriickly  to the adjustment  requirements

of  developing  countries,  with  t}ie  IVBG

launching  its  first  structural  adjustment

programme  for  Kenya  in  1980,  and  the  IMF

using  its traditional  resources,  as well  as new

facilities  like  tlie  Extended  Facility,  to support

medium-term  adjustment  programmes.  (uite

early  in the  process  it became  clear  that  no  one

institution  or  set  of  institutions  could

singlchandcdly  meet  tlie  financing  rcqriircments

at tlic  global  or even  the country  level.  Tlic

I'vfF,  therefore,  emp}iasized  a cooperative

strategy  - involving  the countries  in question,

the  BWIs,  otlier  official  creditors  and  cornmer-

cial  banks  - in mobilizing  financial  resources

and  restructuring  debt.  Indeed,  in the  cases  of

&iexico  and  Brazil  in  1983,  the  I,VIF  insisted

that  corninercial  banks  and official  creditors

con'imit  themselves  to providing  tlie  reqriired

financing  before  the  Fund  approved  the  coun-
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tries  programmes  and  the  associated  use of  its
resources  (de  Vries,  1986,  pp.  187-190).  In
1985,  the  Interim  Committee  and  United  States
Treasury  Secretary  James  Baker  III  carried
these  concepts  further  to streSS  growth-oriented
strategies  for  resolving  the  debt  problem.  The
Baker  initiative  called,  among  other  things,  for
a central  role  for  the  IMF  in conjunction  with
enhanced  strvctural  adjustment  lending  by  the
multilateral  development  banks.

The  RDBs,  as already  indicated,  became
involved  in adjustment  lending  for  a variety  of
reasons:  because  of  the  exigencies  of  the  time,
as was  clearly  the  case  with  the  AfDB;  because
of  the  need  to fill  the  large  resource  gaps  (the
cooperative  strategy  of  the  IMF);  and  because
a  growth-oriented  strategy  out  of the  debt
problems  required  the involvement  of  RDBs,
as might  be judged  in the  case  of  the  IDB.
Resources  devoted  to policy-based  lending  in
RDBs  have  consequently  been  comparable  in
recent  years  to the proportions  in the WBG.
For  example,  adjustment  lending  in the  AfDB
Group  over  1987-1992  was  about  a quarter  of
the  total,  with  the  proportion  significantly
higher  in the IDB  in 1990-1992  (Tussie,  1993,
table  4.2).

Quite  rinderstandably,  the  RDBs  were  not
ready  in the  late  1980s  with  t}ie  requisite  staff
(both  in terms  of  numbers  and  expertise)  and
well-formulated  country  assistance  strategies,
to  shift  lending  significantly  from  project  to
policy-based  loans.  They  therefore  coordinated
their  policy  lending  programmes  closely  with
the  WBG,  in particular,  relying  on the  latter
and  the  IMF  for  country  macroeconornic
frameworks  and  for  defining,  to a considerable
extent,  policy  conditionalities.  T}ie  AsDB  and
IDB  restricted  tlieir  operations  to  sectoral
lending,  but  the  AfDB  undertook  structural
adjustment  lending  as well.  Since  those  early
days,  t}ie  RDBs  have  substantially  enhanced
their  capacities  for  managing  this  type  of  lend-
ing,  through  staff  training,  recruitment,  net-
working  wit}i  skilled  consultants,  and  preparing
country  assistance  strategies.  They  have  con-
sequently  enriched  lending  operations  in  this
broad  area;  for  instance  as in the  IDB  partic-
ipation  in  debt-reduction  assistance  to
Argentina  in  1992  rinder  its  Debt  and  Debt-
Ikeduction  Facility  that  was  created  in  1990
(IDB,  1992,  p. 43).  Partly  as a resrilt  of  this
progress  in RDBs,  it has  become  possible  to fi-
nance  certain  programnqes  without  necessarily
involving  the  WBG,  althorigh  this  is much  less
trrie  in  the  case  of  the  Aff)B.  &Iore  remains  to
be done,  however,  by RDBs,  in  enhancing  their
capacities  through  in-depth  sectoral  studies,

macroeconornic  work  and  other  analytical  ap-
proaches,  in  order  to provide  stronger  bases  for
country  dialogue  and  support  (Kappagoda,
1993,  p. 23,  for  the  case  of  the  AsDB).

In the  areas  of  adjustment  policies  and
financing  the  RDBs  have,  therefore,  worked
closely  with  the  BWIs  in pursuing  regional  and
global  prosperity.  Given  the  nature  and  mag-
nitude  of  the  initial  shocks,  adjustment  in de-
veloping  countries  assumed  global  dimensions
and  the  BWIs  had  to assume  leadership.  Their
efforts  were  significantly  complemented  by
those  of  the  RDBs,  which  provided  not  only  fi-
nancing,  but  also  regional  perspectives  on  sec-
toral  and  macroeconornic  issues.  An  important
question,  as one  looks  towards  the  years  ahead,
is what  role  the  RDBs  should  play  vis-A-vis  that
of  the  BWIs  in the  areas  of  adjustment  policies
and  financing.  Should  the  RDBs  reinforce  their
capacities  in these  areas,  or withdraw  some-
what  back  to  traditional  project  financing?
These  and  related  issues  will  be addressed  in
section  D.

2.  Approaches  to the  international  debt
problem

As  is well  known,  the  r'iced  to design  and
fund  the  type  of  adjustment  prograrnrnes  dis-
cussed  above  was  in part  necessitated  by the
debt  crisis  of  the  early  1980s.  The  main  ap-
proach  of  the  BWIs  to  the  crisis  was  - under  the
initial  leadership  of  the  IMF  - the  encourage-
ment  of  debtor  countries  to pursue  profound
adjustment  programmes,  and  creditor  insti-
tutions  to provide  financing  and,  where  appro-
priate,  rescheduling  of  debt  under  a cooperative
strategy.  This  approach  provided  some
breathing  space  to both  det5tors  and  creditors.
However,  as the high  costs  of  adjustment  in
terms  of  import  compression,  lost  oritprit  and
declining  living  standards,  became  apparent,
pessitnism  was expressed  with  respect  to  the
adequacy  of  the  approach  adopted  by  the  IMF.
A number  of  economic  projections  indicated
that  the  debt  strategy  adopted  at that  time  was
not  sustainable  in  the  circumstances;l  and
commentators  referring  to the  IMF  "optimis-
tic=  outlook  in 1985  saw  the  likelihood  of  banks
not  lending  enough  and  debtors  not  continuing
to pay  their  scheduled  debt  service  (Lever  and
Hubne,  1985,  p. 83).  In  the  low-income  coun-
tries  of  Africa  similar  fears  were  being  ex-
pressed,  despite  the  pursuit  of adjustment
prograinmes  and  reschedulings  under  Paris
Club  arispices;  some  country  debts  were  grow-
ing  even  where  no new  obligations  were  being

1 See,  for  instance,  early  projections  in }DB  (1984).
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drawn  down,  due  to  rescheduling  procedures
and  capitalization  of  interest.  Increasingly,
therefore,  it was  becorning  clear  that,  apart
from  supporting  adjustment  programmes,  pro-
viding  the  accompanying  finance  and  pursuing
conventional  rescheduling,  further  steps  were
required.

Possible.  further  measures  and  actions
were  indeed  explored  in acadernia,  government
circles,  RDBs  and  elsewhere.  In  general,  it was
increasingly  realized  that  depending  on the  na-
ture  of  the  debts,  some  of  the  earlier  measures
would  need  to be tailored  to  the specific  cir-
cumstances  of  countries  and  regions.  The
search  for  additional  measures  led  to new  offi-
cial  initiatives,  such  as the  rescheduling  options
announced  at the  Toronto  Summit  of  1988  and
the  Brady  Plan  of  1989.  It  was  in this  context
of  the  search  for  broader  solutions  that  the
AfDB  made  its  "Proposal  for  Rcfinancing
African  External  Debt"  in  November  1987
(AfDB,  1987).  The  AfDB  proposal  argued  that
a radically  different  approach  on tlie  part  of
creditors  was  required  if  the debt  problem  of
African  countries  was  to be solved.  The  pro-
posal  argued  that  there  should  be pragmatic
expectations  about  the  ability  of  countries  to
service  their  external  debt,  using  only  resources
which  the  debtor  countries  could  realisticallv
afford,  after  taking  account  of  the  requirement
to  pay  for  imports  and  capital  investment.
These  two  requirements  could  only  be recon-
cited  if  t}ie  interest  rate  agreed  in a rescheduling
process  was  below  market  rates  and,  in some
cases,  zero.  It  was  further  suggested  t]iat  crcd-
itors  should  be offered  collateral  in the  form  of
contractual  payments  into  a redemption  fund
which  would  grow  ovcr  the  life  of  t}ic  rcschcd-
riling  agreement  to a level  sufTicicnt  to repay
tlie  outstanding  debt.  Furtlicr  details  ivcre  in-
cluded  in  the  proposal  relating  to  t}'ie  possibility
of  sccuritizing  resclieduled  debts;  tlie  possibility
of  a once-and-for-all  debt  restructuring;  the
opportunity  for  creditors  to share  in improved
debtor-country  economic  performance;  debt  for
equity  and  dcbt  buy-back  arrangcmcnts;  and
the  maintenance  of  corintry  policies  agreed  witli
the  IMF.  ,j'ill  tlicse  considerations  were  derived
from  the  specificities  of  African  debt,  largely
official,  althorigh  with  significant  componcnts
or  commcrcial  obligations  in ccrtain  cases,  and
contracted  by  n"iany  low-income,  tvcak-cxport
economics.

,As it turned  out,  the debt  rcstructuring
proposals  t)iat  went  into  effect  largely  rctlcctcd
tlie  initiatives  and  proposals  of  the  official
creditor  comn'iunity;  the debtor  countries,  rin-
fortunately,  had  no say in the  final  decisions.
But  it is interesting  to note  tliat  the  various  of-
ficial  schemes  that  came  after  the Aff)B  pro-
posal  contained  important  elements  of  that

proposal.  The  Toronto  menu  of  1988  included
the  option  for  the  creditors  to cancel  one  third
of  the  debt  service  covered  by  the  rescheduling
agreement,  while  the  terms  achieved  in
Morocco  in  September  1990,  following  the
Houston  Summit,  allowed  official  debt  to be
used  for  debt-equity  swaps  for  the  first  time.
Commercial  banks  eventually  agreed  to debt
reductio,ri  options,  as  were  included,  for  in-
stance,  in  the  early  Brady  reschedulings  and
debt  buy-backs  in Bolivia  and  Cliile.  In tlie
Paris  Club,  on the  other  hand,  longer  consol-
idation  periods  were  bcing  granted,  thus  cnabl-
ing  countries  to avoid  the  time-consuming  task
of  returning  annually  to the  Paris  Club.

The  approach  of  adjustment,  financing
and  rescheduling  initially  espoused  by  the  BWIs
to  tackle  the  international  debt  problem  was
necessary,  but  proved  inadequate.  It  had  to be
supplemented  by  further  ideas  and  mechanisms
to  contain  the  situation.  Further  thoughts
came  from  various  quarters,  including  tlie
RDBs.  The  proposal  from  the  AfDB,  for  in-
stance,  can  be seen  in this  sense  to have  been
aiming  at  supplementing  the  efforts  of tlie
BWIs  in the case of  African  debt  and  adjust-
ment.  Thus  the  international  debt  crisis  of  tlte
1980s  provides  an  example  of  a global  problem
appropriately  addressed  under  the  leadership
of  the  global  institutions  (the  BWIs),  but  dcm-
onstrates  also  that  regional  specificities  and  tlie
complexity  of  problems  may  require  closer  co-
operation  and  coordination,  not  only  bctuaccn
the  two  sets of  tlie  institutions,  but  also  within
the  larger  devclopment  comniunity.

3.  The  global  movement  to regiona(

groupings

In recent  years,  many  dcvcloping  coun-
tries  not  only  liad  to  find  ways  or rcsolving
tlicir  debt  problems,  but  were  also  Forced  to
race the  challenges  posed  by the  emergence  of
powerf'ul  trade  blocs.  Unfortunately,  as has
been  noted  earlier,  the  results  of  efforts  by
Rl)Bs  to support  intrarcgional  cooperation  and
integration  arrangcmcnts  )iave  remained  below
expectations;  and  while  thc  B'yVIs  could  do a
great  deal  to sripport  such  cooperation  and  in-
tcgration,  tliis  lias  not  bccn  one  of  their  princi-
pal concerns.  Their  position  is not  likely  to
c)'iange  unless  the  developing  countries  sliow
much  greater  ixitcrcst  and  dctern'ffnation  in tliis
respect  (South  Coinn'ffssion,  1990,  p.  169).  In
tlie  meantime  there  )iave  been  in recent  vcars
important  moves  toward  the  building  of  trading
blocs  in  developed  corintrics  - the  European
Union  and tlie  Nortli  American  Free  Trade
Area  (NAFTA)  - which  will  have  implications
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for  developing  country  competitiveness  and
trade.  Regional  cooperation  and  integration,
empbasising  developmental  and  policy  aspects
that  go  beyond  multinational  projects,  are
therefore  more  pressing  for  the  developing
countries  in the  world  economy  of  the  1990s
and  beyond.

RDBs  h.ave  continued  to support  regional
integration  in  order  to  enhance  intraregional
advantages  and  to assist  regions  to compete  in
world  markets.  The  AfDB,  for  instance,  has
reexarnined  its role  in  assisting  rcgional  member
countries  establish  the Pan-African  Econon'fflc
Community  agreed  under  the  Abuja  Treaty  of
1991 (Afl)B,  1992).  The  Bank  has also  final-
ized  a major  study  on  Economic  Integration  in
Southern  Africa  (AfDB,  1993a)  in anticipation
of  a post-apartheid  Soutl'i  Africa,  indicating
policy,  trading,  and  relatcd  implications  and
possibilities  under  the  new  politico-economic
circumstances;  and  in the  area  of  supporting
intra-African  trade  and  exports,  the  AfDB  took
a lead  in  the  cstablishinent  of  the  African
Export-Import  Bank  in  1993.  In the cpse of
IDB,  the  various  initiatives  undertaken  include
the  active  rolc  the  Bank  has  taken  in the  study
and  promotion  of  the  Western  Hen'ffsphcre
Free  Trade  Area  (Tussie,  1993);  chairing  the
Regional  Consultative  Grorip  for  Central
Amcrica;  and  promoting  technology  links  and
transfers  among  enterprises  in  a group  of
countries  (IDB,  1992,  pp.  15-18).  On  its part,
the  AsDB  iias  proposed  to take  a phased  ap-
proach  in strengthening  its support  for  rcgional
coopcration:  firstly  by  increasing  understandixig
and  awareness  among  regional  countries  of  t}ic
potentials  for  this  approach  through  studies
that  quantify  benefits  and  costs  (of  non-
coopcration);  and  then  identifying,  promoting
and  selectively  financing  regional  or  sub-
regional  projects  (Kappagoda,  1993,  p.  144).

The  RDBs  liave;  t}iererore,  continued  to
givc  intcllcctual  and  operational  importance  to
rcgional  cooperation  and  integration  issucs.
This  role  will  become  increasingly  demanding
as the new  forms  of  integration  based  on re-
gional  liberalization  and  outward  orientation
unfold  in  the  1990s  and  beyond.  The  depth  and
breadth  of  policies  and  programmes  to be prir-
sried  will  also  call  for  greater  involvement  of  t}ie
BWIs,  particularly  at tlic  country  lcvd,  but  also
at t}ie  regional  level.  Given  tlie  nature  of  the
integration  qucstion  - essentially  involving  a set
of  countries  in a region  vis-,:i-vis  the  rest  of  t}ie
world  - and  the  "naffiral=  leadership  role  whicl"i
RDBs  have  assumcd  for  their  respective  re-
gions,  the  B'+VIs  corild  coordinate  more  closely
wit)i  RDBs  on these  matters  arid  complement

tlic policy work ancl providc suliplcmcntary  f-i-
IlallClll9.

4.  A special  case:  the  development  crisis

in sub-Saharan  Africa

A special  case of  a problem  that  is re-
gional  in scope,  but  which  required  a concerted
global  response,  is exemplified  by  the  develop-
ment  crisis  in  sub-Saharan  Africa.  The  severity
and  magnitude  of  the  crisis,  particularly  in the
mid-1980s,  was  such  that  it became  the con-
cern,  not  only  of  the countries  in the  region,
but  of  the  international  community  as a whole.
African  leaders,  in response  to  the  economic
difficulties  of  the  late  1970s,  initially  drew  up
the  Lagos  Plan  of  Action  (OAU,  1981)  in 1980,
in  which  they  called  for  the  adoption  of  a more
sclf-reliant  development  strategy;  and  as  the
crisis  deepened,  they  again  met  five  years  later
in  1985  and  formulated  tl'ie  African  Priority
Prograrnrne  for  Economic  Recovery  (OAU,
1985).  This  was  presented  to the  1986  Special
Session  of  the  United  Nations  Gcneral  Assem-
bly:  the  first  session  of  its  kind  that  was  devoted
to  the  problems  of  one  particular  continent.
aIahe General  Assembly  then  adopted  the  United
Nations  Programme  of Action  for  African
Economic  Recovery  and  Development,  1986-90
(United  Nations,  1986).  The  prograrnrne,
which  was  generally  taken  as  a compact  be-
twecn  the  international  cornrnunity  and  Africa,
set orit  the types  of  reforms  that  were  to be
carried  out  by  African  countries,  and  the
measures  t}iat  the  international  comniunity
would  take  in support  of  the  regior'i"s  efforts  at
recovery  and  structural  transformation.  At  the
final  review  of  the  programme  in 1992,  it was,
however,  evident  that  social  and  economic
conditions  in tlte  region  had  yct  to sliow  sig-
nificant  improvements.  TheGeneral  Assembly
then  followed  up  in 1992  with  the  New  Agenda
for  the  Development  of  Africa  in  the  1990s
(United  Nations,  1992).  This  gives  priority  to
fostering  structural  change  in  the  African
economy,  reducing  its  external  vulnerability,
promoting  greater  economic  dynarnism,  and
increasing  the  internalization  of  the develop-
ment  process.  It  also  calls  for  renewed  solidar-
ity  within  the  international  con'irnunity  to
addrcss  Africa's  problems  jointly.

As  indicated  earlier,  the  response  of
Arricaas  own  regional  bank  to  the  unfolding
development  crisis  of  t}ie region  has been  to
mobilize  concessional  and  non-concessional  re-
sources  iri  support  of  the  rcqriisite  adjustn'ient
and  econonnc  reform  policies.  In  tlie
n'ffd-19SOs,  tl'ie Bank,  for  tl'ie first  time,  linked

the  size  and content  of  tlie  resources  it  re-

qricsted  for  its general  capital  increase  of  200
per  cent,  to  an  action  programme  of- policy
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support  and  advice  to  borrowing  countries.
About  a  quarter  of annual  lending  over
1987-1991  was  proposed  for  such  operations.
Following  that  major  capital  increase,  a strong
case  was  also  successfully  made  for  a substan-
tial  replenishment  of  the  concessional  window
of  the  Bank.  A significant  and  increased  com-
ponent  of  the  replenishment  of  AfDF  was  to
be  utilized  fi5r  technical  assistance  to  help
countries  generate  viable  projects  and
strengthen  development  institutions.  All  these
efforts  at resource  mobilization  led to a rela-
tively  large  transfer  of  resources  by the  AfDB
Group.

The  BWIs  have,  in  response  to  the  devel-
opment  crisis  in  Africa,  been  actively  involved
with  helping  countries  adopt  appropriate  poli-
cies and  providing  the requisite  financing.  As
an increasing  number  of  countries  faced  severe
balance-of-payments  difficulties  they  have  had
to resort  to the  IMF's  traditional  credit  facili-
ties.  But  as these  became  unsatisfactory,  given
the  structural  difficulties  and  longer-term  na-
ture  of  the  problems  faced  by  the  region,  new
medium-term  concessional  facilities,  such  as the
Structural  Adjustment  Facility  (1986)  and  the
Enhanced  Structural  Adjustment  Facility
(1987),  were  created  by the  IMF  to  address
these  concerns.2

The  World  Bank  issued  its first  compre-
hensive  report  on the  region  s crisis  in  1981
(World  Bank,  1981).  Tlie  Bank  called  for  major
market-oriented  reforms  and  started  providing
fast-disbursing  structural  adjustment  loans.
But  as  the  complexity  of  the  development
problem  became  increasingly  apparent,  t}te
World  Bank  consulted  extensively  svith  African
leaders,  policy-makers  and  intellectuals,  and  is-
sued  its  long-term  perspective  study  in  1989
(World  Bank,  1989).  In  this  study,  the  Bank
has acknowledged  that  building  more  dynainic
and  competitive  economies  in the  region  would
require  more  than  putting  in  place  the right
macroeconornic  policies,  as important  and  as
necessary  as  these  are.  Sustained  long-term
development  would,  in addition,  require  insti-
tution  building,  and  adequate  investments  in
such  key  areas  as human  resource  development
and  basic  social  infrastructure.  The  importance
of  regional  integration  was  acknowledged.  The
Bank  also  mobilized  the  international  cotnmu-
nity  through  the  Special  Programme  of  ASSiSt-
ance  for  Africa,  set up in  1987,  for  financing
adjustment  efforts;  both  the  IMF  and  the
AfDB  Group  are  major  participants  in  this
programme.

The  response  of  the  BWIs  and  AfDB  to
the  crisis  in sub-Saharan  Africa  illustrates  yet
another  case  of  necessary  complementarity  be-
tween  these  global  institutions  and  the  RDBs.
The  scale  of  the  problem  in Africa  was  such
that  no single  institution  could  possibly  have
handled  it, even  after  taking  major  initiatives.
International  cooperation  was  obviously  called
for.  Sirilar  economic  problems  in other  re-
gions  - or  even  in  large  economies  - would  also
call  for  close  cooperation  between  global  and
regional  institutions.  Such  cooperation  should
include  diagnosing  the  nature  of  regional  prob-
lems  and formulating  appropriate  polices,  as
well  as mobilizing  resources  for  financing  ad-
justment  and  investment  programmes.  In  ad-
dition,  closer  consultation  and  dialogue
between  regional  institutions  and  the  BWIs
would  undoubtedly  also  be helpful  in matters
related  to policy  conditionality  and  financing
instruments.

5.  Development  and  cross-cutting
concerns

The  BWIs  and  tl'ie  RDBs  have  not  only
responded  to global  and  regional  developments
in  the  ways  discussed  above,  but  have  also
sought  to address  other  longer-term  challenges
faced  by developing  countries.  As experience
with  tackling  such  problems  has accumulated,
there  have  xiaturally  been  changcs  in focus  and
crnphasis  in  the  formulation  of  dcvelopmcnt
strategies  and  approaches.  In  the  course  of  the
last  two  decades,  five  cross-cutting  concerns:
poverty  alleviation,  the  gender  dimensions  of
development,  t}ic  environment,  n'iarkct-state
relations  and  governance,  have  attracted  wide
attention.  The  responses,  to date,  of  the  B'vVIs
and  t}ie  regional  development  banks  to these
issues  are  instructive  of  how  tlie  institutions
have  addressed  these  evolving  concerns,  and
how  they  may  also  be expcctcd  to proceed  in
tlie  future  in addressing  such  issues  in a coop-
erative  and  complementary  manner.

With  the  exception  of  the  IDB,  which,
from  the  start  of  its  operations,  emphasized
social  development  as one  of  its principal  ob-
jectives,  interest  in  projects  and  programmes
t}iat  deal  directly  wit}i  poverty  alleviation  grew
gradually  in  the  two  other  regional  develop-
ment  banks.  They  have,  however,  now  become
an important  focus  of  operations  for  all  RDBs,
particularly  for  activities  financed  through  their
soft  windows.  Within  the  World  Bank,  poverty
alleviation  became  a central  concern  in  the

2 Vito  Tanzi  (1992)  argues that the Fund,  in addition  to its standard  stabilization  concerns,  has also sought  over time
to address  in its operations  growth,  poverty  alleviation  and environmental  concerns.
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1970s  and  resulted  in a considerable  expansion
of  Bank  lending  for  rural  development,  primary
health  care  and  primary  education.  But  fol-
lowing  the  second  oil  shock  of  1979-1980,  the
Bank's  attention  shifted  more  to  macroeco-
nornic  adjustment,  and  arguments  were  often
made  that  the  problems  of  poverty  alleviation
could  best  be tackled  through  the  removal  of
market  distoriions.  Interest  in direct  poverty
alleviation  measures  was,  however,  again  re-
vived  when  it became  apparent  that  structural
adjustment  programmes  had  adverse  conse-
quences  on  some  of  the  most  vulnerable  groups
in  society.3

Similar  emphasis  has  in recent  years  been
given  to a related  concern,  that  of  the  gender
dimensions  of  development.  Cognizant  of  the
enormous  social  and  economic  cost  of  the  neg-
lcct  of  women  in the  development  process,  all
mtiltilatcral  development  banks  (MDBs)  have
responded  by  setting  up  organizational  units
for  Women  in  Development,  by  formulating
policy  and  operational  guidelines,  and  by  con-
ducting  seminars  for  their  profcssional  staff  to
make  them  more  sensitive  to these  issues."  In
addition,  the  units  for  Women  in Development
have  had  the  general  responsibility  of  helping
ensure  that  the  projects  and  programmes  fi-
nanccd  by the  MDBs  do  in reality  take  into
account  the  needs  and  concerns  or  wotnen.

Another  issue  that  has  received  consider-
able  attention  by the  &IDBs  is the  adverse  in'i-

pact  of  production-related  activities  and
population  growth  on  the  cnvironmcnt.  All  tlie
klDBs  have  sought  to enhance  their  capacities
for  the  analysis  of  environment-related  issues.
Thcy  have  also  established  internal  mechanisms
to ensure  that  thcrc  is adequate  assessment  of
the  environmcntal  imp:ict  of  tlic  projects  thcy
finance.  In  this  manner,  the  MDBs  liave
souglit  not  only  to ininin'ffzc  the  possible  ad-
verse  impacts  of  projccts,  but  liavc  also  soriglit
to promote  projects  and  prograrnincs  that  cn-
corirage  thc  use of  resources  in a morc  envi-
ronmcntally  sound  manner.  l"hc  World  Bank
and  the  RDBs  have  also  assisted  countries  to
establish  national  environmental  action  plans.s
In  addition  to  such  activities  at the national
level,  the  international  cornrnunity  has estab-
lishcd  tlie  Global  Environment  Facility  (GEF).
This  bas  bccn  riscd  to mobilize  frinds  and  to fi-
nance  projects  tliat  address  global  environ-
mental  concerns,  such  as  global  warn'ffng,

protection  of  biodiversity,  and  the  depletion  of
the  ozone  layer.  Issues  concerning  the  roles  of
developing  countries  and  multilateral  insti-
tutions  in  the  GEF  have,  however,  recently
emerged  as a source  of  controversy.

One  important  shift  in  devel
thought  in the course  of  the  last  two  decades
has been  the  rethinking  of  the  appropriate  role
of  the  State,  and,  conversely,  the  market,  in  the
development  process.6  The  response  of the
RDBs  and  the  World  Bank  to  the  changed
perception  has affected  their  entire  lending  op-
erations.  The  introduction  by  the  World  Bank
or  policy-based  lending  in  the  early  1980s,  while
in part  a response  to the  balance-of-payments
difficulties  of  countries,  nonetheless,  became  an
important  instrument  for  promoting  market-
oriented  economic  reforms.  The  subsequent
adoption  of  such  lending  by RDBs  has led in
the  same  direction,  such  that  the  operations  of
the  MDBs  are  increasingly  being  gcared  to-
wards  supporting  the  private  sector.

Along  with  the  changed  perception  re-
garding  market-state  relations,  increasing  em-
phasis  is  nowadays  also  given  to  improvixig
govemance  in developing  countries.  Issues  of
governance,  as  they  relate  to  matters  of  ac-
countability,  the  rule  of  law,  transparency  and
popular  participation,  are  not  matters  that  have
traditioxially  been  addressed  by  international
financial  institutions.  It  has,  however,  become
increasingly  apparent  that  the  econon'iic  re-
forms  that  arc  bcing  attempted  in the  dcvclop-
ing  world  will  need  to  be  accompanied  by
reforms  in systems  of  govcrnance,  if  they  are
indeed  to succeed.  The  MDBs  have,  accord-
ingly,  become  involved  in  promoting  good
govcrnancc  as part  of  their  support  to adjust-
mcnt  and  cconon'ffc  reform  prograrnrnes.  The
World  Bank  issued  its  position  papcr  on
govemance  in  1992  which,  while  demarcating
clearly  tlie  role  of  the  Bank  in this  new  area,
argued  tliat  its involvemcnt  must  necessarily  be
liinitcd  to social  and  cconomic  concerns  (World
Baxik,  1992).  Tlic  RDBs  have  also  addressed
this  issue.  For  instance,  the  AfDB  lias  issued
a paper  on  govcrnance  and  development  in
Africa  (AfDB,  1993b).  The  paper  stresses  that
in efforts  to promote  good  governance  in the
region,  there  is a necd  for  a deeper  appreciation
of  tlic  historical  and  cultural  factors  that  l'rave
influenced  govcrnance  on tlic  contincnt.  Tlie
AfDB  has continued  to address  tliis  "sensitive"

3 The  adverse  impact  of  structural  adjustment  programmes  on  the  poor,  and  particularly  on  children  and  women,  was
forcefully  raised  in a UN}CEF  study  (Cornia  et al.,  1987).

4 See United  Nations  (1960)  for  a comparative  review  of  the  activities  of  the  United  Nations  system  and  other  multi-
lateral  bodies  in this  area.

5 For  Africa  see,  for  example,  }Vorld  Bank  (1991).

6 This  shift  in thinking  is in part  attributed  to the  emer
Economy  school.  See,  for  example,  Collander  (1984).
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issue  in collaboration  with  an eminent  group
of  jVricans  who  advise  the  Bank  on  broad
socio-economic  questions.  Thus,  while  the
World  Bank's  position  paper  on  governance
has  laid  down  general  principles,  the  AfDB  pa-
per  }ias  sought  to  build  on  these  ideas  by
bringing  into  consideration  the liistorical  and
cultural  specificities  of  the  Africa  region.

T"he  siinilarity  of  the  responses  of  the
RDBs  and  the  WBG  to important  and  current
development  concerns  highliglits  both  the
complementary  nature  of  the  rcsponses  of  the
MDBs,  as well  as the  nced  to take  into  account
regional  characteristics  and  specificities.  The
emergence  of  a consensus  among  the  RDBs
and  the  World  Bank  on  the  importance  of
poverty  alleviation  as a strategic  object  of  de-
velopment  calls,  for  example,  for  greater  coop-
eration  among  the  institutions  in thc  design  and
funding  of  poverty-allcviation  programmes.
The  Social  Dimensions  of  .Adjustment  Pro-
gramine  in  Africa  is a good  example  of  the  type
or cooperative  programme  t}iat  should  be
aimed  at.  This  seeks,  on  the  one  hand,  to take
into  account  the  specific  characteristics  of  pov-
erty  in  the  region,  while  at  the  same  time
mobilizing  the expertise  and  resourccs  of  the
various  multilateral  instiffltions.

Thc  other  cross-cutting  concerns  would
also  call  f'or  a similar  approacb.  The  environ-
mental  challcrige,  for  example,  rcquires  global,
regional  and  national  approaches.  Accord-
irigly,  the  RDBs  may  be  bcst  positioned  to
tackle  national  and  regional  environmental
problems,  while  tlie  World  Bank  is obviously  in
a better  position  to  lead  on  global  environ-
mental  issries,  but  at the  same  time  maintainirig
close  ivorking  relationships  with  the RDl3s  on
the  major  regional  environmental  issues.  Sinn-
larly,  with  respect  to  such  concerns  as  the
gender  dimensions  of development,  market-
state  relations,  t}ie  promotion  of  the  private
sector  and  governance,  while  there  is  broad
corivergence  in the approac}ies  of  the &[Dl)s,
there  is a need  for  greater  cooperation  in the
design  and  implementation  of  progran'unes  so
as  to  take  advantage  of  existing  complemen-
tarities,  while  seeking  to ensure  that  program-
mes do, in reality,  take  into  account  the cul-
tural  and  liistorical  specificities  of  each  region.

6.  South-South  cooperation

l)romoting  Soutli-Soutli  political  and
cconon'iic  cooperation  haS  bccn  a c)icris)ied

objective  of  developing  countries  through  the
establishment  of  such  cooperative  mechanisms
as  the  Non-Aligned  Movement  in  1961,  the
Group  of  17  in 1964  and  the  Group  of  24 in
1972.  One  result  of  this  movement  has been
the  proliferation  of  political  and  economic  or-
ganizations  at the  sub-regional,  regional  and
interregional  levels.  Indeed,  the  establishment
of  tbe  Rsgional  Development  Banks  themselves
should  be viewed  as one  of  the  more  important
expressions  of  this  desire.  The  other  types  of
South-South  economic  organization  established
by  developing  countries  have  included:  sub-
rcgional  and  rcgional  organizations  for  the
promotion  of  economic  cooperation  and  inte-
gration;  export-import  financing  and  clearing
houses  for  the promotion  or intrarcgional  and
intcrrcgional  trade;  and organizations  for  the
supply  managcment  of  commodities.  Among
the  latter,  OPEC  is perhaps  the  most  outstand-
ing  example.

Despite  the  proliferation  or South-South
economic  organizations,  their  overall  achieve-
ment  has,  uiith  few  important  exccptions,  bccn
rather  modest.7  Soutli-South  econonuc  re-
lations,  and,  in particular,  trade  did  grow  rap-
idly  in the  1970s,  in  part  assisted  by  tlie  varioris
economic  cooperation  organizations  estab-
lished  by  the  developing  countries,  and  in part
due  to the  sharp  increase  in tbc  price  of  oil  in
1973.  But  with  the  serious  economic  crisis  that
engulfed  many  dcveloping  countrics  in  the
1980s,  axid the necessary  attention  that  most
countries  had  to give  to domestic  crisis  man-
agement,  there  was  an appreciable  decline  in
the  momentum  towards  greater  South-South
trade  and  economic  cooperation  in the  course
or  this  decadc.8

Responding  to the wishes  of  tlieir  mcm-
bcrs,  the  rcgional  development  banks  have
taken  a number  of  measures  to  promote
South-South  coopcration.  These,  however,
havc  }argcly  focused  on intrarcgional  cooper-
ation  rather  than  on broadcr  interrcgional  cco-
nomic  relations.  The  AfDB,  for  example,  has
provided  technical  assistance  for  the different
sub-regional  economic  groupings,  and  has  been
active  in  supporting  trade  financing  insti-
tutions,  such  as  the  Eastern  and  Southern
,Africa  Trade  and  Dcvclopmcnt  Bank.  In  addi-
tion,  and  as noted  earlier,  it has  taken  the  lead
in cstablishing  the  African  Import-Export  Bank
to promote  trade  between  Africa  and  other  re-
gions;  and  in cooperation  with  tlie  Organiza-
tion  for  African  Unity  and  the  United  Nations
Economic  Comi'iffssion  for  Mrica,  it is also  ac-

7 See Soutii  Comn'iissicii'i  (199C1, (-halitcr  4) for a treatment  of' the liistory  of South-South  cooperation.
8 See l-olkc  rt at. (IQ')3)  ror a gooci ai:'Ccilul  Of' tlie des elolimcnt  ol' trade and economic  relations  beRvccn developing

ct+tittfrics.
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tively  engaged  in promoting  the  establishment
of  the  Pan-African  Economic  Community.  The
IDB  has established  the  IDB  Trade  Financing
Facility  and  has supported  other  intraregional
trading  facilities,  such  as the  Latin  American
Export  Bank.  In  contrast  to the  RDBs,  the  in-
volvement  of  the BWIs  in promoting  Sorith-
South  cooperation  has  been  minimal.
I-Iowever,  th,'  importance  of regional  inte-
gration  as a vehicle  For economic  growth  )"ias
been  acknowledged,  certainly  in  the  case  of
Africa.

As  South-South  economic  relations  have
begun  to revive,  and  as they  will  undoubtedly
begin  to take  on more  significant  dimensions,
there  will  be a clear  need  for  the  MDBs  - and
in particular  for  the RDBs  - to respond  more
vigorously  to this  development.  In  addition  to
strcngthening  and  broadening  thc  more  tradi-
tional  instrumcnts  of  cooperation,  the  RDBs
will  need  to considcr  other  measures,  such  as
establishing  mechanisms  to  promote  interre-
gional  investment,  joint  ventures  and  trade,  as
well  as cooperation  in science  and  technology
and  in human  rcsource  development.

D.  The  road  ahead

Tlic  origins  of  RDBs  liave  bcen  sliown  to
be thc  qucst  for  incrcased  international  coop-
cration  within  given  regions;  and  the need  to

cstalilish  instittitional  instruments,  bascd on
self-reliance,  for  mobilizing  financial  and  tech-
nical  resources  to  promotc  socio-cconomic
progrcss.  In  tlic  dccadcs  alicad,  t)icsc  tvill  un-
doribtcdly  continue  to be thc  motive  forces  bc-
hixid  tlic  actions  of  RDBs.  But  RDBs  have  also
grosvn  to bccomc  umquc  instruments  of  inter-
national  coopcration:  rmiquc  in  tlic  sense  or
developing  (borrowing)  cormtrics,  as a grorip,
l'iavirig  thc  liiggcr  say in thcsc  =iritcrnational"
organizations,  while  at tlic  same  timc  being  cn-

richcd by North-Sorith  partncrshilis.  RDBs arc
also  potential  instrumcnts  For South-Sorith  co-
opcration,  eitlqcr  t}'irorigh  members)iip  - as  is
t)ic  case for  t}ic  AfDB  with  coruitry  members
from  Asia  and  Latin  Amcrica  - or throrig}i  co-
operation  in possible  operational  and  financial
aCtlVltlCS.

Despite  the  very  diffcrcnt  ideals  that  tvcre
behind  their  establisl'nnent,  tlie  opcrational  ori-
entations  of  the  RDBs  and  t}ie  'yVorld  Bank
have  become  increasingly  closer,  partly  rcflcct-
ing  the overlapping  mcmbership  in RDBs  and
the  B'lVIS.  Yet,  rcgional  needs  remain  distinct
and  have  to be addressed  wit}'i  some  specificity.
And  as  the  tlirec  regions  of  the  developing

world  increasingly  take  their  own  unique  paths,
the need  for  rcgional  specificity  will  become
stronger.  At  the  same  time,  global  challenges
will  rindoubtedly  assume  increased  importance
and  complexity,  partly  due  to  the  growing
interdependence  in tlie  world  economy.  Tlie
world  order  that  will  emerge  in  the  decades
ahead  will  require  that  these  distinctions  and
challenges  be kept  in view  by the  overlapping
memberships  of  tlie  MDBs,  so that  a more  ef-
ficient  division  of  tasks  and  pattern  of
complementarities  could  also  emerge  between
these  institutions.  With  this  in  mind,  somc
conclusions  and  suggestions  are  made  below  on
the basis  of  the analysis  presented  in section
C, which  selectively  looked  at how  the  BWIs
and  RDBs  have  responded  to past  or current
global  and  rcgional  challcngcs.  The  sug-
gcstions  are made  with  specific  rcfcrcnccs  to
adjustment,  development  and  policy  dialogue;
the Foundations  for  lorig-term  sustainable  dc-
velopment;  the  management  of  global  chal-
lcngcs;  the  resources  for  RDBs;  and  rcgionalism
cind South-South  cooperation.

1.  Adjustment,  development  and  policy
dialogue

Adjustment  lending  has,  as already  indi-

cated, become a significant feature or RDB oli-
crations,  witlt  emphasis  on scctoral  adjustment
loans.  T)iese  Jiave  involved  not  orily  ['inancing,
but  also  macrocconomic  work,  scctoral  studies,
and  policy  dialogue  with  borrosving  countries.
Given  the  regional  and  intcrnational  dcvelop-
mcnt  outlooks  for  the coming  decades,  adjust-
mcnt  policics  and  lending  'svill, in :ill  likclil'iood,
bc cnrichcd  as an operational  proccss  for  RDBs
for  a munbcr  of  rcasoxis.  First,  tlicrc  is groiving
consensus  at  botli  rcgional  and  international
lcvcls  - as  a result  of  thc  cxpcricnccs  of  t)ic
1980s  - that  stroxig  scctoral  and  macrocco-
nomic  policies  sliould  accomp:iny  t)ic  proccss
of  rcsorircc  transfer  in ordcr  to n"i,:iximizc  thc
dcvclopmcnt  impact  of  that  process.  T)icrcforc,
policy  analysis  and  dialogue  will  have  to be cn-
hanccd  as RDBs  transfer  growing  and  sizcable
volumes  of  financial  rcsorirccs.  Second,  COII-

Scnsus  is  also  growing  in  t)ic  dciaclopmcnt
comrminity  t}iat  in  order  for  adjustment  and
dcvclopmcnt  programmcs  to  succeed,  thcy
must  be =locally"  and,  by extension,  rcgionally
=oivncd"  (Jaycox,  1993;  Culpcpcr,  1993,  p. 20).
RDBs  will,  thcrcforc,  continue  to face  t)ie  obli-
gation,  from  rcgional  coruttrics,  of  providing
rcgional  perspectives  and  support  svit)i  respect
to  adjustment  problems  and  policies;  and  a
sripportive  non-regional  membership  will  in-
creasingly  look  to tlie  RDBs  to participate  in
the  forn"iulation  of medium-  and  loxig-term
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country  and  regional  policies.  Third,  given  the
respective  volumes  of  project  lending  that  are
likely  to be handled  by RDBs,  they  would,  in
any  case,  need  to  enhance  their  capacities  in
sectoral  and  macroeconornic  analyses  simply
on  efficiency  grounds.  Fourth,  the  involvement
of  RDBs  in major  development  efforts,  such  as
integration  schemes,  would  require  that  they
also  address  islated  matters,  such  as trade  pol-
icies  and  reforms.

Expectations  on  the  role  of  RDBs  in pol-
icy  analyses  and  support  do, however,  go be-
yond  adjustment  policies  to  long-term
development  concerns.  Thus  in the  case  of  the
Afl)B,  for  instance,  a committee  (the  Cornmit-
tee of  Ten)  of  eminent  persons  from  regional
and  non-regional  member  countries  called  for
a bank  that  should  appropriately  combine  the
role  of  significantly  transferring  resources  to
African  countries  with  one  of  providing  a focal
point  for  effectively  addressing  Africa"s  devel-
opment  problems  (AfDB,  1989,  p.  29).  The
Committee  of  Ten  called  for  an internationally
supported  endowment  fund  to assist  the  Bank
put  in place  a centre  of  excellence  for  the  pur-
pose.  Similarly,  in the  case  of  the  AsDB,  a
study  in the  1980s  proposed  the  concept  of  de-
vcloping  the  Bank  as a rcgional  resource  centre,
building  up  and  participating  in  a series  of
interlocking  ixiformation,  research,  analytical
and  training  networks,  and  becon'iing  a centre
for  new  thinking  on  development  issues  and
strategies  in the  region  (Kappagoda,  1993,  p.
144).  Jn a similar  cndeavorir,  tlic  IDB,  in an
effort  to gencrate  ideas  and  proposals  and  re-
fine  its contribution  to the  formulation  of  de-
velopment  strategies  (Tussie,  1993,  p. 101),  has
recently  launched  and  financially  supported  a
rcscarcli  prograininc  by a network  of  rcgional
lnStlttltlOnS.

RDBs  have,  therefore,  become  incrcas-
ingly  involved  iyi  adjustment  lending  and  poli-
cics and  will,  in all  likelil'iood,  continue  doing
so in tlic  forcsceable  futurc.  Additionally,  these
institutions  have  been  called  ripon  by  botli  re-
gional  and  non-regional  opinions  to  play  a
more  prominent  role  in addressing  longer-term
issues,  and  in participating  in t}ie  formulation
of  development  strategies  for  thcir  rcspcctive
regions.  ,As  the respective  roles  of  RDI3s  in
adjustmcnt  lending  and  in development  policy
[ormrilation  are  enhanced,  a morc  lialanccd  rc-
lation  between  the  RDBs  and  t}ie  B'VIs,  and  in
particular  witli  tlie  'vVBG,  can  be expected.  To
enable  tlie  RDBs  to assume  sucli  an enlianced
role,  it is essential  that  tlieir  capacities  in such
important  areas  as long-tenn  policy  analysis  be
strengthened.  This  will  rcquire  both  human  and
financial  resources.  In  the  years  ahead,  there-
fore,  both  regional  and non-regional  share-
holders  should  strive  to  provide  the  critical

mass  of  resources  necessary  to enable  RDBs
not  only  to  advance  towards  the  various  policy
and  developmental  objectives,  but  also  to co-
ordinate  better  and  to liaise  more  substantively
with  the  BWIs.

2.  Foundations  for  long-term  sustainable

development

In the coming  decade,  continued  atten-
tion  to the  foundations  for  long-term  develop-
ment  will  need  to  be given  by  the  MDBs  to  help
ensure  that  economic  growth  is sustained,  and
that  development  evolves  in desired  directions.
In  this  respect,  the  different  regions  of  the  de-
veloping  world  can  be expected  to have  quite
varied  development  trajectories  and  needs.  In
Africa,  past  efforts  to put  in place  the  condi-
tions  for  economic  recovery  and  growth  will
need  to  be continued  and  deepened,  while  in  the
other  two  regions,  there  is a need  to  ensure  that
the  rapid  pace  of  groivth  and  the  momentum
towards  structural  change  be  sustained.  As
noted  earlier,  ensuring  that  the  conditions  for
long-term  sustainable  development  are  met  will
require  that  further  attention  be given  to sucli
cross-cutting  concerns  as  poverty  alleviation,
the  gender  dimensions  of  development,  the  en-
viroximcnt,  market-state  relations  and  the  pri-
vate  sector,  and  governance.

Poverty  alleviation  will  remain  a principal
concern  for  all :\4DBs  in the  con'ffng  dccadcs,
althorigh  the  profile  of  poverty  caxi be cxpected
to change  markedly  in the  different  regions.  In
Africa,  the  decline  in per  capita  income  or the
past  dccadc  and  a half  and  tlic  continucd  cco-
nomic  stagnation  in some  countries,  can  be ex-
pectcd  to  result  in  a continued  increase  for
some  time  to come  in the  number  of  tlic  abso-
lute  poor.  Poverty  allcviation  will  thus  require
that  the  conditions  for  rapid  economic  growth,
tlirough  the  dccpcning  and,  wlicre  rcquircd,  the
modification,  of  adjustment  and  economic  re-
form  programmes,  be put  in  place.  In  addition,
direct  poverty  allcviation  schemes,  such  as im-
proved  support  for  the  informal  sector  and  fi-
nancial  support  for  n'ffcro-enterpriscs,  will  have
to  be  expanded  to  improve  the  income-
gcncrating  capacity  of  tlic  poor.  T}ic  z{fDl3  and
t}ie World  Bank  will  need  to develop  further
t}ieir  past  cooperative  endeavours  in this  area,
ivhile  at the  same  time  seeking  to take  advan-
tagc  of the  complementary  nafflre  of  their
interventions,  as well  as their  respective  com-
parative  advantages.  In  the  other  two  regions,
the  poverty-alleviation  efforts  of  the  RDBs  and
t}ie  'vVorld  Bank  will  likely  concentrate  in the
corning  decades  on ensuring  that  the  fruits  of
rapid  economic  grosvth  are  equitably  distrib-
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uted  and  on mobilizing  the  required  resources
for  financing  investment  in the  social  sectors.
The  provision  of  adequate  educational  and
health  care  facilities,  and  their  spatial  distrib-
ution  in rural  areas,  as well  as schemes  to ena-
ble  the  poor  to take  advantage  of  the  emerging
economic  opportunities,  are likely  to be given
high  priority.

As  rapid  economic  development  and
continuing  population  grotvth  put  increasing
pressure  on  natural  resources,  the MDBs  will
also  need  to  increase  substantially  their  lending
for  environmental  conservation.  The  nature  of
the  environmental  challenge  facing  the  devel-
oping  world  has  distinct  regional  character-
istics.  The  RDBs,  in  close  cooperation  with  the
World  Bank  and  other  institutions  will,  there-
fore,  have  to  be  in  the  forefront  in  helping
countries  tackle  their  respective  environmental
challenges  at the  national,  sub-rcgional  and  re-

gional levels. Past attempts at developing na-
tional  (and  regional)  environmental  action
plans  will  need  to be deepened,  with  the  RDBs
possibly  taking  the  lead  in  national
prograrnrnes,  but  working  closely  with  the
WBG  on  regional  and global  environmental
matters.

Rapid  and  sustained  economic  groyvth  in
the  future  will  also  depend  in large  part  on the
strengthening  of  t}ie  private  sector.  Dynamic
and  efficient  private  sectors  will  be required  to
enable  countries  to continue  to compete  inter-
nationally.  The  MDBs,  in recognition  of  this
requirement  and  the  increased  global  competi-
tion,  have,  as noted  earlier,  taken  measures  to
deepen  their  assistance  to  the private  sector.
I)ut  given  current  trends,  it is likely  that  more
changes  will  be required  of  the  ,'vlDBs.  On  the
one  }iand,  they  can  be expected  to sustain  their
lending  to  the  public  sector  to  help  finance
supportive  projects  for  infrastructural  and  }iu-
man  resource  development.  On  the  otlier  hand,
they  ivill  need  to  develop  and  ref'ine  their  lend-
ing  instruments  for  directly  financing  private
sector  projects  and  to assist  in enhancixig  pri-
vate  capital  inflows.  As  with  other  issues,  con-
siderable  regional  variations  can  be expected  in
the  evolution  of  the  private  sector,  and  }ience
in  the  respective  roles  the  RDBs  and  the  'vVorld
Bank  can  be expected  to play.  In  ,'Vrica,  efforts
will  be required  for  some  time  to come  to de-
velop  and  nurture  national  entrepreneurial  ca-
pacity  arid  talent.  In  the  other  regions,  by
contrast,  assistance  to the private  sector  may
concentrate  more  on improving  the financial,
regulatory,  and  judicial  frameworks  for  the  fur-
ther  development  of  the  private  sector.

Sustained  development  will  also  require
continued  improvements  in  systems  of
governance.  As the  experience  of  the  rapidly
developing  countries  has shown,  the  existence
of  clear  rules  and  regulations  that  govern  com-
mercial  activities,  their  impartial  enforcement,
and  greater  accountability  and  transparency  in
relations  between  the  State  and  civil  society,  as
well  as between  the  State  and  economic  agents,
will  increasingly  become  binding  conditions  for
further  development.  As  in  other  areas,  the
MDBs  can  be expected  to  play  a greater  role  in
the  future  to help  countries  improve  their  sys-
tems  of  governance.  Increased  support  for
projects  and  programmes  that  seek  to improve
systems  of  governance,  such  as support  for  im-
proving  regulatory  and  legal  frameworks  and
for  improving  the  transparency  of  government
through  better  information  systems,  will  un-
doubtedly  assume  greater  importance  in  the
future.  As  governance  issues  are intrinsically
tied  to cultural  and  political  factors,  the  RDBs
will,  undoubtedly,  be called  on  to play  a larger
role,  if  not  a leading  role,  in such  matters.

3.  Managing  global  challenges

At  the global  level,  the  growing  interde-
pcndcnce  among  the  countries  and  regions  of
the  world,  which  has  now  been  evident  for
some  time,  is  likely  to  intensify  in  the years
ahcad.  T}ie  recent  successful  conclusion  of  the
Uruguay  Round  of  GAT-r  trade  talks,  as well
as the surge  of  private  capital  flows  from  the
industrialized  countries  to  selected  corintries
and  markets  in the Third  World,  are but  the
latest  indications  of  this  trend.  In  the  liglit  of
these  fast-paccd  developments,  the BWIs  and
tlie  RDBs  will  need  to undertake  the  necessary
adjustments  in their  own  operations  to assist
the  international  cornrnunity  in improving  the
management  of  increased  interdcpendence.

One  area  to which  the  BWIs  will  need  to
give  greater  attention  is the  changing  economic
relations  between  the  industrialized  countries
and  the developing  world.  In  this  regard,  the
I:'vlF  shorild  augment  its surveillance  responsi-
bility  to draw  out  more  fully  the  implications
for  t}ie  developing  world  of  the  economic  policy
measures  taken  by  developed  countries;9  and
the World  Bank  should  re-orient  its consider-
able  research  capacity  towards  producing  a
better  understanding  of  these  evolving  relations
(Helleiner,  1986).  These  iSSues  s}iould  also  be-
come  major  concerns  of  the  Interim  and  De-
velopment  Committees.  Economic  decisions

9 Sce, for example,  Finch (1993) for a discussion  of  the inadequacy  or }MF  surveillance  as regards  the industrialized
countries.
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taken  by  the  industrialized  countries,  in partic-
ular  by the  G-7,  are taking  little  account  of
their  repercussions  on  the  developing  world.
In  an  increasingly  interdependent  world,  the
management  of  global  economic  relations
should  not  be allowed  to continue  in this  man-
ner.  Efforts  should  be  made  to  enable  the
BWIs  to play  a greater  role  in  global  economic
governance,  trot  only  to help  ensure  the  stabil-
ity  of  global  economic  relations,  but  as impor-
tant,  to  help  ensure  that  the interests  of  all
countries  are  adequately  represented.

Two  important  matters  arising  out  of  in-
creased  global  economic  interdependence,
which  will  require  greater  international  over-
sight,  are  the  totality  of  resource  flows  to de-
veloping  countries,  and  the  need  to  improve  the
conditions  for  the  growth  of  world  trade.  In-
creased  surveillance  will  be required  to avoid
the  recurrence  of  the financial  and  economic
crises  of  the  last  15 years.  As  was  noted  earlier,
it was  the  commercial  banks  that,  following  the
first  oil shock,  largely  recycled  to  developing
corintrics  the  large  build-up  of  OPEC  surpluses
in tlie  1970s;  and  it was  the abrupt  cessation
of  such  commercial  lending  that  ushered  in the
debt  crisis  of  the  1980s.  In  the  2ast few  years,
private  resource  flows  to the  developing  world
have  again  increased  rapidly,  eclipsing  official
development  finance  for  the  first  time  in over  a
decade  (World  Bank,  1993).  'vVliile  the
resumption  of  private  capital  fl0lTl7S on such  a
scale  is  welcome,  improved  global  economic
govcrnance  will,  however,  require  its  close
monitoring  by the  BWIs  to prevent  the  cmcr-
gcnce  of  new  types  of  international  financial
crises.  The  BWIs  should  thus  strive  for  the
implcmcntation  of  timely  international  mcas-
rircs,  botli  to cnsurc  tlic  adcquacy  of  external
rcsorirce  flows  to developing  cormtrics  and,  as
iniportant,  to reduce  its  volatility.  In  a siinilar
fasliion,  the  BWIs,  togetlicr  with  GATT  and  its
successor  organization  - tlie  World  Trade  Or-
ganization  (WTO)  - will  need  to continuc  to
work  towards  the  rcduction  of  t)ie  various
protectionist  measures  that  tl"ie  industrialized
cohintries  )iave  set up against  imports  from  de-
vcloping  corintries.

Othcr  global  concerns  that  can be  cx-
pcctcd  incrcasingly  to draw  the  attention  of  the
BWIs,  and  in particular  of  the  World  Bank,  are
t}'ie identification  and  financing  of  projects  and
programmes  for  the  protection  and  conscrva-
tion  of  the  global  environment,  and  particularly
of  the  global  comrnons.  As noted  earlier,  the
establishment  of  the  GEF  is an initial  response
to the  clear  threat  tliat  current  production  and
consumption  patterns  pose  for  the  global  com-
mons.  As  well  as tbe  expansion  and  reorgan-
ization  of  tlie  GEF,  the  BX!yIs, along  tvith  the

RDBs,  will  need  to develop  further  their  own
capacities  to  promote  sustainable  development.

The  assumption  of  greater  responsibility
by the  BWIs  for  monitoring  tlie  increasingly
complex  global  economic  relationships  in gen-
eral,  and  between  the  industrialized  world  and
the  developing  countries  in particular,  can,  in
time,  be expected  to change  the  respective  re-
sponsibilities  and  roles  of  the  B'vVIs  and  the
RDBs.  With  the  emergence  of  the  RDBs  as
major  lending  institutions,  it is  likely  that  a
greater  share  of  traditional  project  and
programme  lending  in countries  will  increas-
ingly  be provided  by  the  RDBs.  Both  on effi-
ciency  grounds  and  for  strengthening  the
working  relations  between  RDBs  and  the
BWIs,  the  latter  are likely  to concentrate  on
larger  development  projects  and  on financing
projects  and  programmes  that  have  regional
and  global  dimensions.  Close  cooperation  be-
tween  the  RDBs  and  the  BWIs  will,  however,
still  be rcqriired  for  the  larger  ecoriornies,  and
for  regions  [acing  crises  as was,  for  example,
the  case  of  sub-Saharan  Africa.

4.  Resources  for  the  RDBs

All  tlie  foregoing  and  related  conccrns
call  for  increased  resources.  Concessional  and
non-concessional  resource  needs  in developing
countries  will  continue  for  a long  time  to ex-
cccd  substantially  the available  supply  - cvcn
taking  into  account  the  possibility  that  the  re-
cent  trends  toward  iricreascd  private  capital
flows  to some  of  tlicse  countries  will  continue  -
if  the  intcrnational  development  agenda  centred
on  poverty  reduction  is to be seriously  pursued.
Yct,  aS  Culpcpcr  (1993,  p.  15) has noted,  "the
cra  of  rapid  growth  in the  resource  base  of  tlic
multilateral  banks  is drawing  to a close=.  RDBs
will,  t}ierefore,  have  to be more  imaginative  in
ritilising  tlic  resources  tlicy  mobilize,  and  to
demonstrate  to  donors  of  conccssional  f'unds
and  thc  sharclioldcrs  at large  that  the  develop-
ment  impact  or  t}ie  resources  is  likely  to  be
maximized.  It sl-iould  be stated  clearly,  }iow-
ever,  tliat  the  RDBs  along  with  the  B'+VIs,

wl-iatcver mast be their shortcomings,  liave IIO
rcadily comparable  cormtci'liarts  in promoting
global  proslicrity  and international  cooper-
ation.  Tluis  while  certain  changes  arc  ncccssary
in both  sets  of  iristiffltions  to enable  them  bet-
tcr  to meet  current  and  future  challenges,  the
international  connmmitv  will  need  to  extend
adcqriate  support  in  tcrms  of financial  re-
sorirces.

Concessional  resohirce  reqriiremcnts  are
considerable  for  meeting  tiie  needs  of the
poorest,  particularly  in Africa  and  ,Asia.  Social
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progress,  therefore,  will  require  the  increased
support  of the  non-borrowing  members  of
RDBs  through  replenishments  of  the  conces-
sional  resource  windows.  On their  part,  the
regional  funds  will  have  to focus  closely  on  the
needs  of  the  poor,  on promoting  conducive  en-
vironments  for  growth,  and  on the  provision
of  technical  assistance  for  the  lower-income
countries.

Existing  and  projected  demand  for  multi-
lateral  non-conccssional  finance  will  also  re-
main  high  in  the  developing  countries  as  a
whole.  Continued  RDB  member  support  for
capital  replenishments  will,  therefore,  be neces-
sary,  and  the  RDBs  will  have  to be imaginative
and  responsive  to the  varying  needs  of  their  re-
spective  regions.  For  instance  in  the  case  of  the
RDBs  operating  in "cmerging  market"  coun-
tries,  it worild  be useful  to think  of  new  insti-
tutional  policies  and  lending  instruments  that
would  maximize  the  flow  of  private  finance,  for
example,  by  covcring  shortfalls  in private  sector
deals,  and  extending  finance  to lengthen  matu-
rities  (Dallara,  1993).  On  the  otl'icr  hand,  in  the
case  of  limited  country  creditworthiness  = a sit-
uation  that  characterizes  many  of  the  potential
borrowers  from  tbe  AfDB  - the  challenge  is one
of  responding  usefully  to  positive  changes  in
creditworthiness  that  may  come  through  accel-
eratcd  growth  in exports,  agriculture  and  GDP.
Additionally,  member  corintries  of  the  AfDB
could  scck  mcclianisms  that  may  lower  the  cost
of  funds  for  the  lower-income  borrowers.

:'v[obilization  of  both  concessional  and
xion-conccssional  resources  in  RDBs  will  re-
qriirc,  as  already  mentioned,  predictable  im-
provements  in  the  development  impact  of
operations.  Ilie  various,  rat}ier  sirnilar,  short-
comings  tliat  have  been  pointed  out  iri  the  re-
cent  portfolio  reviesv  reports  con'unissioncd  by
the  RDBs  themselves  will  have  to be seriously
addressed.  T}ie  priricipal  objectives  would  be
to ensure  that  existing  loan  portfolios  and  ru-
ture  commitments  truly  assist  economies  to
grow,  rcducc  poverty,  and  cnliancc  their  ca-
pacities  to service  debt.  The  necessary  human
and  financial  resources  will  havc  to be cornrnit-
ted for  thcse  objectives.  Sin'fflarly,  more  im-
provcmcnts  will  be  called  for  in  country
programming  and  strategy  formulation,  as tvcll
as  in  scctoral  approachcs  and policies.  z'ill
tlicsc  svill,  among  otlicr  things,  rcquirc  im-
proved  instiffitional  govcrnancc  tvitliin  RDBs.

5.  Regional  blocs  and  South-South

coopei-ation

I)cspitc  tlic  trend  towards  increased
gloli:il  intcrdc)icndcncc,  international  economic

relations  are  paradoxically  also  being  influ-
enced  considerably  by  the  emergence  of  re-
gional  trading  blocs.  Further,  the  forces  that
are  making  for  the  emergence  of  such  blocs  are
likely  to gain  strength  in the corning  decade.
The  European  Union  will  likely  be enlarged,
not  only  to include  the  remaining  countries  of
Western  Europe,  but  a number  of  countries  in
Eastern,Europe  as  well.  In  the  Americas,
NAFTA  will  also  likely  be expanded  to include
a larger  number  of  countries  in the  hemisphere;
and  along  with  this,  another  regional  grouping
for  the  countries  of  Central  and  South  America
may  emerge.  In  Asia,  the  further  strengthening
of  existing  sub-regional  groupings  can  be ex-
pected,  while  in  jVrica,  substantial  progress  to-
wards  the  establishment  of  the  Pan-African
Economic  Community  is likely  to take  place.

The  emergence  of  regional  blocs  will  pose
major  challenges  to the  BWIs  and  the  RDBs.
The BWIs,  along  with  GATT7'WTO,  will  need
to  work  towards  maintaining  and  enlarging
rule-based  international  monetary,  financial
and  trading  systems.  They  will  also  need  to
help  ensure  that  the growth  of  trading  blocs
does  not  lead  to discrirninatory  practices,  or  in
the  worst  case,  to interregional  trade  wars,  that
could  result  in a slowdown  of  global  economic
growth.  By contrast,  the  RDBs  can  be  ex-
pected  to play  an important  part  in strength-
cning  the  economic  ties  within  the  blocs.
Tlirough  such  measures  as increased  financing
of  multinational  projects,  expanded  support  for
intraregional  trade  facilities,  as well  as througl'i
the  provision  of  technical  assistance  for  the
harmonization  of the  economic  policies  of
member  states,  the  RDBs  can  help  promote
stronger  intraregional  economic  bonds.

Along  with  tJie  challenge  that  greater
regionalization  poses  for  tkie  RDBs,  another
challenge  that  they  will  face  in the  corning  dec-
ade is that  posed  by tlie  demands  of  growing
South-South  economic  rclations.  Despite  the
slowdown  of  South-Soutli  trade  in the  1980s,
tlie  early  1990s  have  seen  a considerable  re-
versal  of  this  trend.  Higher  rates  of  economic
growth  and  structural  change  in  East  and
South-East  Asia,  as well  as economic  recovery
in Latin  America,  have  resulted  in  sharp  in-
creases  in the  export  of  manufactures  by  devel-
oping  corintries,  in the  grotvth  of  intrarcgional
trade,  and  in a rise  in intra-Soritli  investment.
Indeed,  much  of  the grovvt)i  in global  outprit
and  world  trade  in tlie  first  years  of  tlic  1990s
is attributable  to the  dynan'ffsm  of  tlie  econo-
mies  of  the  Sohith.

The  RDBs,  in  linc  ivitli  tl'icir  original
mandates,  will  need  to  play  a greater  role  in
enliancing  Sout)i-Sorith  economic  i-clations.
Tlie  RDBs  have,  as  noted  earlier,  play'cd  a
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considerable  part  in  promoting  intraregional
economic  cooperation;  there  is  at present  a
clear  need,  however,  to enlarge  this  role  with
the purpose  of  enhancing  economic  relations
between  the  different  regions.  There  is mutual
economic  advantage  to  be had  from  the ad-
vancement  of  such  relations.  The  rapid  grovvth
and  diversification  of  economies  in the South
indicate  a g.'owing  complementarity  among
them,  and,  hence,  increased  possibilities  for
greater  trade  and  investment.  The  rapidly
growing  economies  of  Asia,  have,  for  example,
become  important  consumers  of  raw  materials
produced  by  other  countries  in  tlie  Sorith.
They  have  also  accumulated  considerable  fi-
nancial  reserves,  which,  under  appropriate
conditions,  can  be tapped  by other  developing
countries;  and,  as  an  increasing  number  of
countries  in the  South  have  succeeded  in  diver-
sifying  their  economies,  and  have  developed
their  science  and  technology  capabilities,  other
less-developed  countries  could  profit  by  cstab-
lishing  closer  economic  links  with  these  econo-
rnies.  The  RDBs  will  need  to  develop  their  own
programmes  for  South-South  cooperation,  as
such  economic  links  can  improve  the  growth
prospects  for  their  borrowing  member  coun-
tries.

E, Concluding  remarks

Rcgional  Development  Banks  have
grown  from  the  original  idea  of promoting
greater  country  cooperation  within  given  re-
gions  to  becoming  broader  instruments  of
international  cooperation,  botli  South-North
and  South-South.  They  have  in  the  process  not

only  expanded  to handle  relatively  large  finan-
cial  and  technical  resources,  but  have  also,  by
their  evolving  character,  become  vehicles  for
expanding  international  business  and  global
demand.  Reinforced  by  the  overlapping
industrial-country  membership  in the  two  sets
of  institutions,  they  have  grown  to  complement
the  role  of  the  BWIs  in promoting  g}obal  pros-
perity.  = The  operational  and  developmental
concerns  of  the  RDBs,  however,  remain  rooted
in their  respective  regions,  and  both  regional
and  non-regional  shareholders  in those  insti-
tutions  look  upon  them  to  provide  regional
leadership  in key  areas  of  development  policy.
Their  regional  character,  in  political,  opera-
tional  and  technical  terms,  enriched  by  the
non-regional  partnerships,  places  these  insti-
tutions  in a unique  position  to  provide  such
leadership.  The  broad  membership  of  RDBs
needs,  therefore,  to equip  them  with  the  finan-
cial  and  human  resources  necessary  for  playing
this  role.

On  their  part,  the  BWIs  will  undoubtedly
be called  upon  to play  an increasingly  greater
role  in meeting  the  evolving  global  challenges
that  growing  interdependence  in  the  world
economy  will  generate.  While  giving  priority
to  such  global  concerns,  the  BWIs  will  still  need
to  address  regional  requirements,  particularly
tliose  of  the larger  economies  and  of  regions
requiring  special  assistance.  With  the  growth
and  emergence  of  RDBs  as major  development
finance  institutions,  much  will  be  gained  by
strengthening  the  working  relationships  be-
tween  the BWIs  and  the  RDBs.  T}iis  should
aim  at maximizing  the  joint  developmental  im-
pact  of  these  instiffltions,  through  a more  ef-
fective  axid  coordinated  utilization  of thcir
specific  capabilities  and  potentials.
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Comments

Cristian  Ossa

The  paper  by  Delp}tin  Rwegasira  and
Henock  Kifle  is mostly  an up-to-date  analytical
description  of  the role  of  the  African  Develop-
ment  Bank,  the Asian  Development  Bank  and
the Inter-American  Development  Bank  and of
some  of  their  interrelations  wiith  the  Bretton
Woods  institutions  (BWIs).  ]"he  authors  dis-
cuss,  from  a historical  perspective,  the  cvolving
tasks  of  the  three  regional  development  banks
(RDBs),  highlighting  their  capacity  of  response
to new  challenges,  and present  the likely  road
ahead  and  cmerging  priorities  in the  mid-1990s.
It  is  a good  synthesis,  particularly  of the
strengths,  achievements  and  the  very  important
future  responsibilities  of  these  institutions.

It  is difficult  not  to agree  with  the  authors
on virtually  all the points  raised  in the paper.
Yet,  pcrhaps  a somewhat  different  approach
might  have  shed more  light,  particularly,  on
problems  that  might  arise  in  fulfilling  Future
tasks.  If  the  papcr  had  addrcssed  the  tcnsions
that  cxistcdaat  certain  junctrircs,  the competi-
tion  of  RDBs  with  other  financial  institutions
rather  than  exclusively  their  complementarities,
the  actual  progress  achieved  and  not  only  the
cxpcctcd  progrcss  in some  areas,  and soinc  or
the conflicts  in priority  setting  or approaclies
among  shareholders  from  t}ie North  and tlie
South  (or  key  financial  supportcrs  and  borrow-
ers),  the  lessons  from  tlie  past  would  }iave  been
more  vivid  to  thc  rcadcr.  Wliat  folloivs  is,
therefore,  some  points  in which  some  contro-
vcrsy  n"iig}'it  exist,  controversy  that  was  often
bypassed  in the  paper.

The  question  of  leadership  is  one  tliat
runs  throrigh  the  whole  paper  and  the authors
emphasize  the importancc  of  the  leadership  of
the  BWIs  at thc  global  level  and  of  t}ic Rl)Bs
at tbc rcgional  level.)  Yet,  thc cases prcscntcd
as evidence  of  lcadersliip  are not  very  strong.
Moreover,  leaders  are not  excmpt  from  error,
a fact  that  is not  recognized.  It is dangerous
to assume  that  leaders  tend  ahvays  to be right.

The cost of  errors  is borne  by the followers
(borrowers)  since,  after  all,  the  institutions
themselves  are largely  insulated  from  loss  as
they  receive  priority  in loan  repayments.

The  work  of  the RDBs  is seen by the au-
thors  as almost  exclusively  complementary  to
that  of  the  BWIs.  Yet,  the paper  itself  identi-
fies instances  that  would  indicate  competition
rather  than  complementarity.  Indeed,  compe-
tition  is not  necessarily  unhealthy  and some
degree  of  competition  could  be to tlie advan-
tage  of  borrowing  developing  countries.

In the  field  of  policy  or reflections  on de-
vclopment,  any monopoly  of  views  or  ideas
could  be stifling  and might  lead countries  to
miss opportunities.  Policy  makers  sliould  not
disregard  models  that  - albcit  successful  - ap-
pear  heterodox  or  depart  from  current
f'asliion.2  Reflections  on  development  in  tlic
RDBs  which  would  be naturally  more  attuned
to regional  cultures  liave  been  and  should  con-
tinue  to be an important  contribution  to altcr-
native  development  styles  and  tlic  evolution  of
development  policies.

The  critical  role  playcd  by RDBs  in the
integration  processes  is also  strcssed  by tlie  au-
thors.  It is true  t]iat  RDBs,  particularly  tlie
African  Development  Bank  and  the  Inter-
American  Dcvclopmcnt  Bank  (ortcn  callcd  in-
tcgration  banks),  made  major  efforts  to support
integration  processes  since  their  very  inception.
But  it is also  true  that  integration  proccsscs  in
Africa  and  Latin  America,  wlien  assessed
against  their  primary  objectives,  have  been
largely  a failrire  until  rcccntly.  It  is only  in tlic
1990s  - with  an integration  stratcgy  that  is less
defensive  - tliat  new  schemes  appear  to  offcr
rcal  hope  in t}iis  field.

Self-reliance  is seen by the authors  as a
key objective  of  national  development  strate-
gies.  Yet,  they  also see an increased  role  for

1 Yet,  leadership  is not  defined.  Leaders  obviously  need  followers,  particularly  voluntary  followers.  Otherwise,  lead-
ership  might  be no more  than  a power  relationship  in which  one  of  the actors  has the upper  hand.

2 Indeed,  several  successf'ul  stories  or developing  economies  - e.g. Chile,  the Republic  of  Korea,  Singapore  - owe  little
to the guidance  of  multilateral  development  institutions.
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BWIs,  and  particularly  RDBs,  "in  helping

countries  to  adopt  appropriate  development

strategies".  Although,  the  two  views  are not

necessarily  in conflict  with  each  other,  it is al-

most  unavoidable  that  some  tensions  will

emerge  as  more  self-confident  countries  - or

successful  countries  - engage  in  a policy  di-

alogue  with  such  institutions.  Also,  at least  at

the  conceptual  level,  there  is  some  contra-

diction  between  the  growing  consensus  about

the  need  for  countries"  ownership  of  economic

reforms  or  adjustment  programmes,  and  the

more  pervasive  conditionality  that  now  charac-

terizes  structural  adjustment  lending.

On  debt,  the  story  is not  yet  over.  Many

dcveloping  countries  are still  constrained  by a

considerable  external  debt  overhang.  The  con-

tribution  of  the IMF  in the  early  1980s  was

critical  to the  stability  of  the  international  fi-

nancial  system.  But,  as the  authors  point  out,
the  side  of  the  strategy  dealing  with  debtor  de-

vcloping  countries  was  not  as  successful:  "as

the  costs  or adjustment  in  terms  of  import

compression,  lost  output,  and  declining  living

standards  became  apparent,  pessimism  was  ex-

pressed  with  respcct  to the  adequacy  of  the  ap-

proach  adopted  by  the  Fund".  Additional
studies  and  policy  oriented  analysis  in  academia
and  international  institutions,  including  RDBs,
pointed  to  the  insufficiency  of  the  approach.
Tl'nis,  by  1985  the  Secretary  of  the  United

Statcs  Treasury,  James  Baker,  proposed  a new

strategy  and,  again  from  the  same  post,  James

Brady  rcixiforccd  that  strategy,  calling  for  sig-

nificaxit  reductions  in commercial  debt  levels  -

an issue  that  had  been  anathema  for  BWIs

w}ien  certain  conditions  were  fulfilled.

On  concessional  debt,  there  were  also  se-

vcral  initiatives,  c.g. at the  G-7  Toronto  Sum-

tnit.  Scen  in  perspective,  the  BWIs  wcrc  leaders

as well  as followers.  Tlie  initiatives  and  prcs-

sures  of  others  to  anticipate  and  prevent  a

costly  and  excessively  prolongucd  process  did

influcncc  tlicir  views  and  policies.

The  role  of  the  BWIs  and  the  .'Vrican

Development  Bank  have  been  instrumental  in

mobilizing  an impressive  amount  of  financial  -

concessional  and  non-concessional  - resources

For Arrica.  In  t}ie  words  of  the  authors:  "cfforts

at resource  mobilization  led  to  a rclativcly  large

transfer  of  resources  by the  ./([rican  Develop-

mcnt  Bank  Group...  The  BWIs  }iavc,  in re-

sponse  to  the  dcvelopment  crisis  in  Africa,  been

actively  involved  with  helping  countrics  adopt

appropriate  policies  and  providing  tlie  requisite

financing".  But  the  policies  adopted  may  not

have  been  so appropriate,  because  performance

was  clearly  sub-par  in the  last  dozen  years  or

so  and  per  capita  incomes  kept  declining.

Similarly,  the  fact  that  investment  rates  in

Africa  have  fallen  substantially,  points  to an

insufficiency  of  resources  rather  than  the  pro-

vision  of  the  requisite  financing.-'

The  question  of  adoption  of  appropri-

ate"  policies  can  also  be seen against  recom-

mendati(+ns  provided  in  the  World  Bank  report,

Accelerared Development in Sub-Saharan Africa
- An Agenda for  Action, a report cited by the
autliors.  The  report,  published  in  1981,  is

rather  sanguine  about  fuel  and  non-fuel

primary  cornrnodity  prices  (p.  23).  It  suggested
that  African  exports  of  primary  products  could

expand  with  relatively  small  effects  on prices.

This  sanguine  view,  which  persisted  at least

until  1984  (Duncan,  1984),  influenced  not  only

the  Bank's  policies,  but  also  that  of  jVrican

countries.  In  the  second  half  of  the  1980s,  later

reports  of  the  World  Bank  indicated  that  there

was  excess  supply  in  several  primary

commodities.  The  net effect  was  that  many

projects  in developing  countrics,  particularly  in

Africa,  had  a negligible  rate  of  return  or one

that  was  even  negative  in some  cases.

Looking  to the  future  of  the  RDBs,  the

paper  points  to the  importance  of  their  tradi-

tional  functions:  the mobilization  of  financial
and  technical  resources  required  for  socio-

economic  progress.  They  are also  seen  as in-

struments  for  more  intense  South-South
cooperation  and  for  assisting  countries  in  deal-

ing  with  cross-cutting  concerns,  such  as poverty

alleviation,  the gender  dimension  of  develop-

mcnt,  the  environment,  market-state  relations

and  governance.

14aving  started  lcnding  some  time  ago,

both  the  RDBs  and  tlic  World  Bank  Group

}iave  declining  net  transfers  vis-A-vis  Africa  and

Asia,  and  negative  net  transfers  vis-A-vis  Latin

America  (talile  1, page  5 of  the  paper).  Yet,  as

providers  of  long-tenn  capital,  they  will  remain

critical  sources  or  finance,  especially  for  coun-

tries  witb  lin'fftcd  or  no access  to financial  mar-

kets.  The  authors  envisage  an cn}ianced  policy

dialogue  for  growing  financial  commitments,  in

particular,  "that  strong  and  sectoral  macroeco-

nornic  policies  should  accompany  the  process

of  resource  transfer  in order  to maximize  the

development  impact  of  the  proccss=  and  "that

in  order  for  adjustment  and  development

programmes  to succeed,  they  must  be locally

and,  by  simple  extension  regionally,  owned".

The  number  of  tasks  envisaged  in  the

paragraph  above  miglit  divert  attention  from

the central  role  that  these  institutions  should

play  in resource  mobilization.  Likewise,  since

3 0bviously,  it cannot  be expected  that  the B'iVls  should  do the job alone.
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activities  such  as the gender  dimension  of  de-
velopment,  market-state  relations  and
governance,  are  only  indirectly  related  to gross
domestic  investment,  it appears  that  what  is
expected  is an increase  in the relative  impor-
tance  of  policy  advice  vis-a-vis  lending  activ-
ities.

Finally,  looking  at the  future,  I w'ould
have  liked  to see more  discussion  in  three  fields:
first,  the  nature  of  activities  of  the  RDBs  in a
world  economy  characterized  by liberalization
and  globalization  in  financial  markets  and,

quite  probably,  slow  growing  or stagnant  offi-
cial  development  assistance;  secondly,  their  role
in regional  and  sub-regional  integration  strate-
gies  that  have  become  less defensive  (outward
orientation)  and  are cutting  across  the  North-
South  divide  (e.g.  NAFTA);  thirdly,  what  may
be  considered  as  critical  development-related
activities,  such  as the assistance  of  RDBs  to
increase-.  investments,  develop  human  resources,
achieve  technological  modernization  and  ex-
pand  and  diversify  exports.  Whatever  the  na-
tional  development  strategy,  the  latter  activities
should  comprise  part  of  the  core.
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16

DEVELOPING  COUNTRY  COOPERATlpN  IN INTERNATIONAL
FINANCIAL  INSTITUTIONS

Lal  Jayawardena

The  early  history  of  monetary  and  finan-
cial  cooperation  among  developing  countries  in
relation  to the  Bretton  Woods  institutions,  the
World  Bank  and  the  IMF,  has  been  set out  by
IIenning  (1992).  I-Ie observes  that  "the  trans-
formation  of  world  politics  and  economics  at
the  beginning  of  the 1990s  presents  new  chal-
lenges  for  developing  country  cooperation  in
the  Group  of  Twenty-Four"  (G-24).  Specif-
ically,  market-based  economic  reform  in  the
former  Soviet  Union  and  Eastern  Europe,  the
easing  of  the  international  debt  problem,  and
the  triumph  of  "market-friendly"  policies  every-
where,  are viewed  as posing  "ncw  problems  of
coalition  formation  among  the  developing
countries".  The  present  paper  seeks  to explore
some  options  for  coalition  formation  that  now
confront  the  developing  countries  in the new
situation.  Section  A of  this  paper  rcvicws  the
working  methods  of  thc  Group  of  Twcnty-Four
so fitr,  axid  explores  the  potential  for  coalitions
with  both  the  smaller  industrial  countries,  and
the  reforming  economies  of  Eastcrn  Europe.
Section  B exainines  ways  in  wliich  the  interests
of  Japan  and  those  of  developing  countries
might  converge  during  the 1990s.  Finally,  sec-
tion  C outlines  a broad  substantive  agcnda  in
the  pursuit  of  whicli  appropriate  coalitions  Cain

be constructed  on  the  principle  that  form  must
follow  function.

A.  The  potential  for  coalition
formation

'vVhen  the  G-24  first  comn'ienced  oper-
ations  in  1971,  it functioned  on the basis  of
coalitions  of  regional  sub-groups  carried  over
from  the  working  procedures  that  tlie  Group
of  77 (G-77)  had  evolved  within  UNCTAD.
Eacli  regional  group  caucused  separately:  t}ie

Asian  Group,  the  African  Group  and  the  Latin
American  Group.  The  regional  positions
formed  at these  meetings  on issues  were  then
brought  to the  main  plenary  meeting  of  the
G-24  with  regional  coordinators  being  charged
with  the  task  of  making  the  principal  prescnta-
tions,  before  a consensus  coinrnon  to the  entire
group  was  hammered  out.  This  procedure  was,
however,  quickly  abandoned  after,  to the  best
of my  recollection,  the  first  two  or  three
mcctings  of  the  G-24  deputies.

There  were  two  reasons  for  this.  The
lin'ffted  time  available  for  G-24  meetings,  which
immediately  preceded  the  meetings,  first,  ol-  the
Committee  of  Twenty  and,  subsequently,  of  the
Interim  and  Development  Committees,  did  not
permit  the  extra  time  needed  for  separate  re-
gional  caucuses.  Second,  the  scope  of  the  sub-
stantive  issues  that  nccdcd  to be debated  in thc
monetary  and  financial  sp)icre  was  much  lcss
divisive  than  was  the  case  with  the gcncrality
of  trade  and  commodity  issues  wliic}i  preoccu-
pied  U'NCTAD.  There  was  n"iuch  less  scope  for
regional  variations  in  thc  approach  to  issues
such  as, for  example,  the  most  appropriate  ex-
change  rate  regime,  conditionality  both  of  the
IMF  and  the World  Bank,  the  dcbt  problem,
and  the link  between  development  finance  and
liquidity  creation.  It  wias  for  these  reasons  that
the  G-24  worked  at  the  level  of plenary
meetings,  with  the  task  of  communique  drafting
being  delegated  to its bureau,  representative  of
tlic  principal  regions,  witli  the  assistance  of
UNCTAD  and  IMF  staff  as appropriate.  Tt'ic
draft  cornrnuniques  would  then,  of  course,  be
brouglit  back  to  the  pleriary  meeting  for
amendment  as  appropriate,  and  for  eventual
endorsement.

As  explained  in  }-Ienning  s paper,  the
G-24  agendas  were  in their  first  phase  entirely
determined  by  the  agendas  of  the  parent
meetings  of the  Interim  and  Development
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Cornrnittees.  It was  only  at a later  stage  that

the  G-24  felt  the  need  to evolve  a comprehen-

sive position  as  the counterpart  to  a formal

position  of  the  G-10,  and  this  task  was  eventu-

ally  entrusted  to a Working  Group  of  the  G-24

which  functioned  under  the  chairmanship  of

the  then  Indian  Executive  Director  of  the  IMF,

Arjun  Sengupta.  However,  this  working  group

sought  to  evclve,  with  academic  and  profes-

sional  inprits  from  various  quarters,  including

the  G-24  technical  support  group,  a common

position  that  was  not  the  aggregation  of  sub-

regional  positions.  As  a result,  as  I-Ienning

observes,  the  Group  of  Twenty-Four  had  suc-

ceeded  in placing  "before  the  world  a develop-

ing  country  agenda  for  reform  of  the

international  monetary  system  inclriding  the

mechanisms  and  facilities  of  the  IMF  and  the

World  Bank".  The  G-24  had  not,  however,  so

far  "become  the  forum  through  which  the  de-

veloping  countries  conduct  hard  headed  nego-

tiations  with  their  advanced  country

counterparts"  (}-Ienning,  1992,  p. 137)  and  it is

on the  opportunities  for  coalition  formation  in

this  latter  area  that  the  remainder  of  section  A

will  focus.

The  first  requirement  for  hard-headed

negotiations  of  any  kind,  and  the  effective  ex-

ercise  of  peer  group  pressure,  is  a forum  of

limited  size.  One  result  of  experience  with  the

working  of  the  Interim  and  Development

Coinrnittees  has  been  the  conviction  among

many  participants  that  meetings  of  20 persons

or more  usually  end  up  by  everyone  making  set

spccchcs  at each  other,  resulting  in a kind  of

multilateral  monologue.  The  first  grouping  to

cut  throrigh  this  difficulty  were  the  developed

countrics.  Within  the  Group  of  Ten  developed

countries  (G-10),  decision  making  during  the

late  1970s  and  1980s  gravitated  toivards  a

Group  of  Five  (G-5),  namely,  France,

Germany,  Japan,  tlie  United  Kingdom  and  the

United  States,  with  in some  cases  vital  decisions

being  taken  within  an  inner  core  Group  of

lliree  (G-3),  Germany,  Japari  and  the  United

States.  The  formal  machinery  of  the  Brctton

Woods  system,  namely,  the  Interim  and  Devel-

opment  Committees  and  the  Executive  Boards

of  t}ie  I:\4F  and  the World  Bank  became,  in

time,  vehicles  for  the  rubber  stamping  of  deci-

sions  concerning  the  management  of  the  world

economy  taken  oritsidc  this  machinery,  within

thc  more  limited  conclave  of  thc  G-5.  T}iis  was

eventually  widened  to become  the  G-7  with  the

inclusion  of  Italy  and  Canada  as  full  partic-

ipan(s.

It was  not  only  the  developing  countries

tliat  were  excluded  from  tlie  decision  making

process  as a result;  the  smaller  industrial  coun-

tries,  in particular,  felt  marginalized.  T}'iis  in-

chided  tlic  countries  of tlic  so  called  "like-

minded  Group"  that  had  functioned  at crucial

moments  in UNCTAD  negotiations  in resolv-

ing  deadlocks  between  the  developing  and  de-

veloped  countries,  i.e. the  Netherlands  and  the

Nordic  group  of  countries.  Executive  Directors

from  these  countries  liave  observed  informally,

that  once  an  issue  had  been  decided  upon

within  the  G-5  or  the  G-7  and  presented  to the

Executii;e  Boards  of  the  Fund  and  the Bank,

these  decisions  could  not  be re-opened,  and  had

to be accepted as fairs accomplis.

A particular  recent  example  of  decision

making,  in this  case outside  the ambit  of  the

Bretton  Woods  institutions,  concerned  the  de-

cisions  on  both  the  location  and  the  chief

executive  officer  of  the  newly  formed  European

Bank  for  Reconstruction  and  Development

(EBRD)  set up to deal  with  the  problems  of

Eastern  Europe.  The  decisions  to locate  the

EBRD  in London,  and  to have  a French  na-

tional  as its  President,  were  taken  within  the

G-7,  much  to  the  discomfiture  of  the

Netherlands,  whose  Finance  Minister  was  a

candidate  for  the  presidency.  Against  the

background  of  experience  of  this  kind,  ap im-

portant  objective  becomes  that  of  trying  to

breathe  new  life  into  a genuinely  multilateral

approach  to  international  economic  decision

making,  as  contrasted  with  today's  situation

where  the  legally  constifflted  decision  making

organs  of  the  Bretton  Woods  system  are  beixig

systematically  bypassed  with  decisions  lianded

over  to them,  so to speak,  from  outside  by the

G-5  or  t}ie  G-7,  and  ortcn  taken  at  their  sunt

meetings.  An  important  WIDER  Study  Group

whicli  included  two  former  heads  of  the  Bretton

Woods  institutions,  Robert  MacNamara  of  the

World  Bank  and  Johanncs  'vVittevccn  of  the

IMF,  elaborated  tlie  reasons  why  changes  in a

genuinely  multilateral  direction  could  not  be

expected  to come  from  any  initiative  taken  by

the  G-5.

In practice,  however,  it would  be naive  to
bclieve  that  the weaknesses  in the present  in-
stitutional  set-up  are  likely  to  be  rectificd
from  the inside  - i.e. through  leadership  from
the Summit.  Self-selected  groups,  working
without  rules  or  objective  criteria,  do  not
adapt  their  membership  in line  with  changing
realities.  Existing  members  will  go to great
lengths  to avoid  being  excluded.  Jnvitations
to new  members  are stymicd  by the differing
geopolitical  interests  of  the existing  members.

Equally,  a small  oligarchy  of  major  powers  is

bound  to be ambivalent  about  strengthening
t}'ie multilateral  institutions,  since  for  them  it

is generally  easier to  cut deals behind  the

scenes.  They  will  also tend  to rely  more  on

position  papers  prepared  by their  own  na-

tional  officials,  reflecting  tlieir  own  national

and  bilateral  iiiterests,  rather  than  on analyses



279

prepared  by the  international  organizations,
reflecting  the interests  of  their  much  larger
membership.

Finally,  the Group  of  Five,  with  its link  to
the Surnrnit,  has an inevitable  bias towards
damage  limitation  and  the  short-term  poli-
tical  interests  of  those  currently  in power.  It
is a coalition  of  incumbent  governments,  and
nobody  waiits  to  rock  the  boat.  Genuine  re-
form  of  the  institutional  framework  for  inter-
national  cooperation  is never  likely  to  be high
on its agenda  (Chakravarty  et a/.,1989,  pp.
12-13).

The  WIDER  Study  Group  proceeded  on
the  basis  of  this  analysis  to argue  the  case  for
a coalition  involving  the  developing  countries,
the  smaller  industrial  countries,  and  the  re-
forming  economies  of  Eastern  Europe.  Such  a
coalition  corild  be  stylcd  the  "Grorip  of  the
Non-Five"  (non-G-5),  and  the  argument  was
presented  in  the  following  tcrms:

If this analysis [abovel is accepted, it follows
that  needed  changes  are most  likely  to come
about  as the  result  of  pressure  from  outside
the  charmed  circle  of  the  Group  of Five.
This,  we suggest,  could  best  be provided  by
the  countries  from  outside  this  group  coming
together  to form  a 'Group  of  the  Non-Five".
Stembership  would  be open  to all  countries
th:it  are currently  members  of  the  IMF  or
GATT,  except  for  the  G-5  countries.  It
would,  in  other  words,  be  open  to  all
countries  which  by  reason  of  their  smaller
size or  lack  of  economic  development  have  a
strong  self-interest  in more  effective  collective
management  'of the  world  economy.  The
new  Group  would  seek  to  demonstrate,
through  its  own  structure  and methods  of
work,  that  large  membership  is not
incompatible  with  efficient  'small  group"
decision-making.  aro do this  it would  seek to
delegate  decision  making  authority  to a small
representative  group  drawn  from  its
membership  which  would  constitute  the
Governing  Board  of  the  Group  of  tlie
Non-l'ive.  In  order  to be of  manageable  size
this  Governing  Board  ought  not,  in our  view,
to exceed  ten,  and preferably  be limited  to
only  seven  members,  with  the  Soviet  Union
as an additional  member  at such  time  as she
joins  one  or  another  of tbe  multilateral
institutions.

lVe  envisage  that  the  Group  of  the Non-Five
should  meet  on  an annual  basis  ss'ith  (he five
principal  Summit  countries  (the  participation
of  Canada  and  Italy  in both  tlie  Group  of  the
Non-lrive  and  the  Sirnrnit  can  only  help  the
process  of  two-way  communication).  At
these  meetings  tlie  Group  of  the  Non-Five
would  be represented  by  its Governing  Board
and it is our  hope  that  these  joint  annual
meetings  could  in time  develop  into  and be
known  as an  Interinq  'iVorld  Economic

Council.  Such  a mechanism  would  amount
to an institutionalization  of  a World  Surnrnit
where  the  selection  of  countries  taking  part
would  be determined  on  the  basis  of  objective
criteria  reflecting  their  respective  shares  in
world  GNP,  trade  and  population.  I-Iowever,
in the  initial  exploratory  stages  of  launching
the  process  the Governing  Board  may  wish
to nominate  an even  smaller  number  of  rep-
resentative  countries,  say two  or  three,  to in-
itiate  contacts  with  the  Summit  Five  and  set
up  joint  meetings  which  could  be known  as
"lVorking  Summits',  pending  the  evolution
of  the Interim  Council  (Chakravarty  et al.,
1989,  pp.  13-14).

This  design  of  tlie  WIDER  Study  Grorip
had  as its  first  objective  that  of  establishing  a
forum  or  limited  size  which  would  be  conducive
to  the  "hard-headed  negotiations"  that  had
hitherto  eluded  the  Group  of  Twenty-Four.
The  expectation  was  that  Canada  and  Italy,
with  participation  bot}i  in  the  G-7  surnrnit  and
with  the  Group  of  Non-Five,  could  act  as hon-
cst  brokers  between  the  two  groups.  The  max-
imum  size  of  the  joint  forum,  to  be eventually
styled  the  Interim  World  Economic  Council,
that  would  emerge  from  this  design  would  be
16, comprising  the  G-5  on the  one  hand,  the
governing  board  of  tlie  non-G-5  on  the  other,
which  was  not  to exceed  10 in  number,  and  an
additional  member  to  represent  Eastern  Europe
and  the  former  Soviet  Union.  Tliis  limitation
was  based  on  an  assessment  of  the  expcricnce
of  decision  making  ivith  somewhat  larger  nurn-
bcrs  in  the  Interiin  and  the  I)cvclopmcnt
Cornrnittces  and  indeed,  in the  Boards  of  tlie
Fund  and  the  Bank.

The  sccoxid  objective  of  the  new  forum
would  be  to  base  negotiations  on  a reform
agcnda  t}iat  tiie  Group  of  Non-Five  would  scck
to  construct.  As  the  WIDER  Study  Group
observed:

A central  aim  of  our  propos:il  is to provide  a
political  counterpart  to  the  G-5  so  as to
promote  the  development  of  a more
representative  framework  for  governance  of
the  world  economv.  The  Grorip  of the
Non-Five  would  address  the cntire  range  of
issues  pertaining  to  thc management  of  the
world  economy  and  the activities  of  all the
relevant  international  organizatiot'is  and  seek
to develop  coliercnt  policy  positions  on  tlicsc
mattcrs.  If, through  its Goveining  Board,  t}ie
Group  of  the  Non-l:ive  tVere  to speak  with  a
single  visible  voice  in the  'iVorking  Summits
and eventually  in  the  Interim  Council  on
these  issues  it would  become  a force  to be
reckoned  with,  whose  existence  would  be
very  difficult  for  the  Group  of  Five  to ignore.
It  could  indeed  provide  a political
constituency  tliat  could  respond  to and  even
elicit  initiatives  from  individual  G-5
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members,  for  example,  a Japanese  initiative
on  the  debt  problem  that  might  otherwise  be
muted  within  the  G-5.  If  it succeeded  in
developing  common  positions  on  leading
policy  issues,  the  group  of the  Non-Five
would  quickly  emerge  as a pacemaker  for
constnictive  change  in  international  eco-
nornic  policy.  For  the  aim  is not  to create  a
new  divide  between  'them'  and  "us" but  rather
to institute"pressures  to narrow  and  eventu-
ally  bridge  the  gap.  The  ultimate  aim  of  the
Group  of  the  Non-Five  would  be to proceed
from  the  Working  Summit  and  Interim
stages,  where  joint  meetings  are held  with  the
key  five  Summit  countries,  to a fully-fledged
World  Economic  Council  with  an even  more
manageable  size of  eight  or eleven,  as out-
hned  in  more  detail  below...

More  specifically,  the  objcctivcs  of  the  Group
of  the  Non-Five  in  seeking  meetings  with  the
Summit  countries  would  include  the  follow-
tug:

(l)  To  resist,  by  all  possible  means,  further
erosion  of  the  multilateral  institutions
and to  use  the  considerable  influence
that  the  Group  would  have  within  these
organizations  to try  to ensure  that  re-
lations  between  them  and  the  Group  of
Five  were  not  just  a one-way  street,  as
is to a large  extent  the  case today.

(2)  To  loudly  and  persistently  lobby  for  the
creation  of  an Interim  lVorld  Economic
Council  in  which  the  Group  of the
Non-Five  would  meet  with  the  G-5
Summit  countries.  The  new  Group
worild  announce  from  i}ie  outset  that,  if
invited,  it would  be prepared  to dcsig-
nate  one  or  more  of  its  members  to
participate  in  the  Group  of Five  and
Sun'irnit  mcctings  in  order  to prepare  for
the  establishment  of  such  a Council.

(3)  To  develop  joint  positions  on all the
main  issues  pertaining  to management
of  the  world  ecoi'iomy  - exchange  rates,
interest  rates,  finance,  debt,  trade,  etc.  -
which  can  then  be placed  before  the  In-
tcrirn  World  Economic  Council  and  t}ie
tmiltilateral  institutions.

(4)  To  demonstrate,  by its own  mode  of
operation,  the  possibility  of  developing
an efficient  (i.e.  small)  but  representative
vtlucle  for  discussion  and negotiation
on  the  major  ISSUES of intcmational
econox'iuc  cooperation.

(5)  To  develop  proposals  for  a major  re-
form  of  the  existing  international  insti-
tutional  framework.  Proposals  for
monetary  reform  would  surely  com-
mand  a very  high  priority  in this  con-
text.  Wbat  is  needed  is  a new
international  monetary  system  designed
and  developed  in order  to avoid  unduly
large  swings  of  exchange  rates  over  the

medium-run  which  distort  international
resource  allocation  and  strengthen
protectionism  in  the  countries  with
over-valued  currencies.

Ultimately  the  objective  should  be to  develop
a consensus  between  the  developing  countries
and the  smaller  developed  countries  on  a
number  of  important  issues;  this  consensus
wouRl  be significantly  different  from  the  pol-
icies  which  the  G-5  is pursuing  or  proposing.
This  is clearly  a wide-ranging  agenda  which
will  take  time  to accomplish.  We  are con-
scious  of  the  fact  that  many  govemmcnts
may  have  difficulty  in starting  to work  irn-
mediately  on  such  a formal  organization.
Recognizing  this,  progress  might  be made  in-
itially  through  an  informal  representative
group  whose  composition  would,  in effect,
correspond  roughly  with  that  of  a formal
Governing  Body  of  the  Non-Five
(Chakravarty,  et. al., 1989,  pp.  16-18).

The  third  objective  or  the  new  forum  was
to  base  the  composition  of  the  governing  board
of  the  Group  of  Non-Five  on  the  constituency
system  developed  within  the  Bretton  'vVoods
institutions.  For  this  purpose,  objective  criteria
were  developed  that  would  reflect  the  economic
and  political  weight  of  countries  in  the  world,
namely  GDP,  trade  and  population,  and
constituencies  grouped  according  to  geographic
region.  Accordingly,  each  corintry  acquired
voting  rights  on  a basis  of  a formula  developed
by  Step}ten  Marris,  which  assigned  a weight  of
45 per  cent  to  a country's  share  in  world  GNP
expressed  in terms  of  purchasing  p;iritics,  45
per  cent  to  its  share  ixi world  trade,  and  10  per
cent  to its  share  in  world  population.  Overall,
t}ie  formula  - termed  formula  A  - confinns  that
the  present  distribution  of  voting  power  in  the
IMF,  where  developed  countries  have  a total
voting  share  of  60 per  cent  to the  developing
countries'  40 per  cent,  is a reasonably  accurate

reflection  of  today's  econoinic  and  political  re-

alitics;  for  wlicn  the  formula  is applied  to the
currcnt  IMF  membership,  it results  in  prcciscly

the  same  60-40  ratio.

Table  l  sets  out  alternative  configura-

tions  of  governing  board  representation,  voting

rights  according  to  the  '&Iarris  fornuila,  and  the

numbers  of  countries  involved.  A ten-member

govcrning  board,  for  example,  would  allow  for

three  members  from  Europe,  tlirce  from  Asia

(including  Oceania),  tsvo  rrom  the  Western

hemisphere,  including  Canada,  and  one  each

from  Africa  and  tbe  Middle  East.  In  Europe,

there  could  be  two  European  Union

constituencies,  and  another  primarily  fi'om

Eastern  European  and  neutral  countries,  such

as  those  of  the  Nordic  group.  In  Asia  and

Oceania,  there  might  be  two  constituencies

formed  under  the  leadership  of India  and
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Table  I

COMPOSITION  OF  THE  NON-G-5  GOVERNING  BOARD,  REGIONAL  GROUPINGS

Region
Voting  rights
(Formula  A )

ATumber of
countries

Number of  seats on the
governing  board

Europe

Asia  and  Oceania

Western  hemisphere

Africa

Middle  East

33.4

32.0

18.0

8.5

8. l

23

30

34

50

15

2(2.34)

2(2.24)

1(1.26)

1(0.60)

1(0.57)

Total 100.0 152 7

Note:  Figures  in parentheses  are  the  unrounded  number  of  seats.

3(3.34)

3(3.20)

2(1.80)

1(0.85)

1(0.81)

10

China,  and  a third  Pacific  rim  constituency,  in-
cluding  Australia  and  New  Zcaland.  In the
Western  hemisphere,  Canada  might  joiii  in  a
constituency  including  Central  America  and  the
Caribbean,  as is indeed  partly  the  case  today  in
the  IMF,  with  a second South  American
constituency.  There  would be  provision  for
Russia  to join  as an observer  from  the  outset,
with  full  membership  resulting  from a further
decision  to join  either  GATT  (WTO)  or  any  of
the  Bretton  Woods  institutions.  An  even
smaller  governing  board  of seven  mcmbcrs
would  also  be feasible.  In  this  configuration,
Europe  and  Asia  would  each  }iave  two
constituencies,  with  one  eacli  for  the 'vVestcrn
hemisphere,  Africa  and  the  Middle  East.

The  final  stage  in the  process  of  boiling
down  participants  to an  even  more  manageabie
size,  would  involve  the  transition  from  joint
meetings  between  the G-5  and  tlic  non-G-5  to
a 'vVorld  Economic  Corincil  comprising  IIO

more  tlian  eight  to  11 mcmbcrs,  rcprcsenting
all  countrics  in tlie  world  economy,  wiith  tlie
former  Soviet  Union  and  Eastern  Europe  being
assigned  one  seat  on  the  governing  board.
Once  such  a World  Economic  Council  is cre-
ated,  then  the  Group  of Non-Five  iiaould
achieve  its rmimate  aim  of  making  itself  redun-
dant  and  worild  be wormd  up.  The  composi-
tion  or tlie  World  Econoxnic  Council  is given  in
table  2 below.

An  alternative  approacli  to  coalition
building  and decision  making  on global  eco-
nomic  management  would  be  centred  in  the
United  Nations,  and  would  seek  to expaxid  the
membership  of  the  Security  Council  and  set up
a parallel  body  styled  the  Development  Security
Council.  The  formula  developed  by  UNDP

(1992,  p. 82)  would  seek  to add  td  today's  five
permanent  members  of  the  Security  Council,
namely,  China,  France,  Russia,  the  United
Kingdom  and  the  United  States,  the  two  most
powerful  developed  countries,  Germany  and
J pan.  They.w ld  be joined by  the  most
populous  country  in each  developing  region:
India,  Brazil,  Nigeria  and  Egypt,  making  11
permanent  members  in  all.  This  permanent
membership  would  be matched  by another  11
members  chosen  on  a basis  of rotational
election  to represent  various  rcgional  economic
groupings,  resulting  in a total  membership  of
22.

The  differences  between  this  formula  and
that  of  the IVIDER  Study  Group  are worth
noting.  In the first  place,  a decision  making
body  as large  as 22 may  provide  the  same  kind
of  obstacles  to "liard-headed  negotiations"  that
have  characterized  the organs  of  the  Bretton
Woods  system,  namely,  the  Interim  and  the
Development  Committees  and the  Executive
Boards  of  the  Bank  and  the  Fund,  which  are  all
of about  the  same  size.  The  merit  of  the
'vVIDER  Study  Group  formula  is that  the  initial
joint  meetings  between  the  G-5  and  the
non-G-5  have  an outer  limit  set to  membership
of  no  more  than  16.  Second,  the  Development
Security  Council  formula  avoids,  as is United
Nations  practice,  any  mcntion  of  voting  rights
and  constituencies  based  upon  weighted  voting,
whereas  tlie  WIDER  design  builds  on prevail-
ing  Bretton  Woods  practice  with  constituencies
and  weighted  voting.

Third,  in organizational  terms,  it would
be open  for  the  Development  Security  Council
to function  exactly  in the  same  mode  of  coali-
tion  formation  as in the case of  tlie  WIDER
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Table  2

COMPOSITION  OF  A WORLD  ECONOMIC  COUNCIL,
REGIONAL  GROUPINGS  (INCtUDING  THE  FORMER  SOVIET  UNION)

Region
Voting  rights
(Formula  A )

Number of
COuntrieS  

Western  Europe

Asia  and  Oceania

Westem  hemisphere

Former  Sovient  Union  and
Eastern  Europe

Africa  and  the Middle
East

12.4

9.5

8

65

Total 100.0 161

Source:  Chakravarty,  1989,  p. 30,  table  3.

Note:  Figures  in parentheses  are  the  unrounded  number  of  seats.

Number of  seats on the
governing  board

2(2.18)

2(2.05)

2(2.02)

3(3.00)

3(2.82)

3(2.77)

1(0.99) 1(1.36)

1(0.76) 1(1.05)
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design.  In  other  words,  the 17 members  who
would  comprise  the non-G-5  in the Develop-
ment  Security  Council  design  could  seek to
caucus  separately  among  themselves  and  ham-
mer  out  a cornrnon  negotiating  agenda.  This
non-G-5  could  then  seek  to limit  its size  further
by boiling  itself  down  to a still  smaller  reprc-
scntativc  group  of  no  more  than  10  (with
Russia,  of  course,  as the  11th  member),  which
would  seek  to have  joint  meetings  with  the  G-5
within  a working  group  or sub-comnThttce  of
the  Development  Security  Council.

One  formula  worth  cxploring  would  be to
expand  the  nucleus  of  the  permanent  develop-
ing  country  membership,  numbering  five  (in-
cluding  C}iina),  to a total  of  10 to represent
other  developing  countries  and  tlic  sn'iallcr  in-
dustrial  countries  in any  such  working  grorip.
Wliat  this  means  is that  the  11 non-pcrmancnt
members  of  the  Developrncnt  Security  Council
would  have  to devise  a meclianism  for  no  more
than  five  of  their  mimber  to participate  in the
working  group.  One  possibility  hcrc  would  tie
to liave,  in the  interests  of  coalition  building,
two  representatives  from  the  small  industrial
countrics,  e.g.  the Netherlands  and  a Nordic
representative,  with  three  developing  countries
to represent  eacli  of  the regions:  tVrica,  Asia
and  Latin  America.  Tl'iis  formula  would  in ef-
fect  convert  the  working  group  into  becorning
the effective  decision-making  organ  of  the  De-
velopment  Security  Corincil,  and  it lias  the  ad-
vantage  of  being  no  larger  than  the
membership  envisaged  in the  WIDER  proposal
for  t}ie  Interim  'yVorld  Economic  Council.

B.  Japan  and  the  developing

countries:  the  basis  for  a

convergence  of  interests

The  previous  section  has  summarizcd  the
case for  bringing  international  cconomic  deci-

sion  making  back  into  the  duly  constituted
multilateral  framework  based  upon  objective
analyses  by international  secretariats,  as con-
trastcd  with  today's  situation  where  G-5,'G-7

decisions  arc  dutifully  rubber  stamped  multi-
laterally.  The  existence  of  a political
constituency  oritside  tlie  G-5,IG-7,  which  worild

scck  to develop  joint  positions  on all  the  main
issues  pcrtaining  to management  of  tlic  world

economy,  can  be expected  to }iave  the  effect  of

cncouraging  initiatives  by individual  G-5,'G-7
members  that  would  otlienvisc  be mrited  in t}ie

process  of  reaching  a consensus  within  the  G-5.

A particular  recent  illustration  of  SIICII an initi-
atisie  which  might  have  born  fruit  concerns  the

tvcll  known  Japancsc  initiative  on an apl':iroacl'i
to tlic  international  debt  problcm,  known  thcn
as  tlie  :'Vliyazawa  Plan,  named  after  the

Japanese  Prime  Minister  at tlte  time.  Its  ccn-

tral  idea  was  for  a facility  to buy  back  dcvel-

oping  corintry  debt  at tlie  discorints  prevailing

in  international  markets,  ixi  exchange  for  a

package  of  economic  reform  tliat  t}ie debtor

country  would  undertake  to implement.  This

plan  ivas  presented  to  tlie  Toronto  Sununit,  but
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failed  to command  support  at the  time  for  a
variety  of  short-term  political  considerations,
shaped  by the timing  of  key  elections  in the
principal  summit  countries.  The  plan  re-
emerged  at a subsequent  surnrnit  and  at a more
politically  opportune  moment  for  the  G-5, as
the  Brady  Plan,  named  after  the  United  States
Treasury  Secretary  at the  time.  It is arguable
that,  had  a jc=int  non-G-5  position  of  a sirilar
kind  on the  debt  problem  been  developed  well
before  the  Toronto  Summit,  Japan  might  have
been  emboldened  to stick  to her  initiative  on
the  debt  problem,  so that  the  Brady  Plan  might,
in effect,  have  been  implemented  several  years
earlier.

More  generally,  Japan  has  in  recent  years
been  espousing  in international  fora  a reasoned
critique  of  the  prevailing  conventional  wisdom
on  development  that  is being  cspoused  by  the
Bretton  Woods  institutions.  This  criticism,
based  upon  the  development  strategies  pio-
neered  by  Japan  that  have  also  underpinned  the
"East  Asian  Miracle"  economies,  is not  dissim-
ilar  to the  criticism  of  conventional  Fund,'Bank
policies  being  mounted  by  the  developing
countries.  Since  coalition  building  rclevant  to
reform  of  the Bretton  Woods  system  presup-
poses  a shared  perception  of  what  is an  appro-
priate  development  strategy,  it, is  relevant  to
discuss  the  nature  of  this  criticism  of  estab-
lishcd  development  orthodoxy.

Today's  development  orthodoxy  and  its
associated  prescription  for  appropriate  macro-
economic  policies  for  developing  countries,  are
containcd  in  the  "market-friendly"  policy
framework  articulated  most  clearly  by  the
World  Bank.  What  is  meant  by  "market-
friendly"  policies  is a framework  in which  gov-
ernments  support  rather  than  supplant  markets;
which,  in  other  words,  is friendly  to,  rather  than
hostile  to,  markets.  This  has  been  well
summarized  by  World  Bank  economists  as
follows:

Governments  have  done  too  much  of the
things  that  they  cannot  do well  - regulating
markets  and producing  goods  and too little
of  the  things  they  must  do well  - maintaining
macroeconornic  stability  and making  neces-
sary public  investments.  Governments  need
to  do  less and do  it better  (World  Bank,
1992).

In other  words,  in the  market-friendly"
policy  framework,  government  intcrvention  is
to  be confined,  by  and  large,  to the  areas  where
markets  typically  fail,  i.e.  in }'iuman  develop-
ment  (education,  healtli  and  social  welfare),  in
essential  public  infrastructure,  and  recently  af-
ter  the  Earth  Sun'unit  in  Rio,  environmental
protection.  This  ivorild  leave  the  bulk  of  the

task  of  resource  allocation  to the  private  sector
responding  to market  forces.

Now  of  itself  this  framework  is not  nec-
essarily  a bad  thing,  and  under  certain  circum-
stances,  it  can  produce  spectacular  growth
results,  as happened  in Sri  Lanka,  for  example
in the  period  immediately  after  1977.  Its  major

rational@  then was that it was leaning against
the  prevailing  dirigiste  wind  that  had  been
blowing  for  some  three  decades,  as is indeed  the
case  with  India  today.  The  problem  with
"market-friendly"  policies  - and  I  am  now
speaking  quite  generally  and  not  of  South  Asia
- is not  so much  with  the  underlying  conceptual
framework,  as  with  the  manner  of  its
implementation.  The  vehicle  for  implemen-
tation  has been  described  as the Washington
consensus  on  stabilization  and  adjustment,  a
consensus  common  not  only  to  the  Bretton
Woods  institutions,  the  IMF  and  the  World
Bank,  but  to  the  various  prestigious
"think-tanks"  strung  along  the  Potomac  river  in
Washington,  hence  the  name.  TheWashington
consensus  involves  five  basic  principles:

(l)  Budget  balancing:  this  has  two
meanings.  The  narrow  meaning  is that
a country  should  eliminate  deficit  fi-
nancing,  i.e.  the  printing  of money
through  borrowing  from  the  central
bank.  The  wider  meaning  involves  the
elimination  in  addition  of  non-
inflationary  borrowing  by  government
from  the domestic  capital  market.  T}ie
argument  here  is that  such borrowing
"crowds  out"  the  private  sector  from
having  recourse  as required  to domestic
capital  markets.

(2)  Relative  prices  correction:  this  involves
getting  major  prices  right,  such as the
exchange  rate,  typically  a devaluation,
and  interest  rates,  typically  an increase.

(3)  Trade  and foreign  investments  liberali-
zation:  tlus  involves  the  abolition  of
import  controls  and progressive  tariff
reductions,  alongside  an open  door  pol-
icy  to foreign  investment.

(4)  Privatization:  this  involves  the  elirni-
nation  of  state ownership  of  productive
enterpnses.

(5)  Domestic  market  dcregulation:  tttis in-
volves  the freeing  of financial  markets
and scrapping  of  controls  on foreign  ex-
change.

Indeed,  =market-friendly"  policies  may  be
defined  as  equivalent  to  implementing  the
'+Vashington  consensus,  supplemented  by gov-
ernment  intervention  in  the  areas  of  market
failure  alreadv  enuinerated.  This  framework
encorinters  tivo  problems.  In the first  place
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budget  balancing  within  the  Washington  con-
sensus  can  conflict  with  essential  expenditure  in
areas  where  markets  fail:  on human  develop-
ment  and  public  infrastructure  etc.,  unless  these
activities  are  explicitly  supported  by  foreign  fi-
nancing  on an adequate  scale.  Indeed,  it can
be argued  that  foreign  financing  supplemented
by  non-inflationary  domestic  market  borrowing
in support  of  :"hese  activities,  by  providing  vital
complementary  ingredients  for  private  invest-
ment,  "crowds  in"  rather  than  "crowds  out"  the
private  sector.  This  problem  is examined  in
section  C below.

The  second  problem  is that  it appears  to
conflict  in crucial  respects  with  the  implemen-
tation  of  the  akernative  policy  framework  that
has  underpinned  the  spectacular  success  of  the
East  Asian  newly  industrialising  countries
(NICs),  following  the  pioneering  example  of
Japan.  I am  referring,  of  course,  to the Re-
public  of  Korea,  Taiwan  Province  of  China,
Hong  Kong  and  Singapore,  whose  example  is
in turn  being  followed  by a second  generation
of  aspirant  NICs:  Indonesia,  Malaysia  and
Thailand.  What  is distinctive  about  the  policies
of  these  economies  is sutnmarized  below  under
four  heads.  Under  each  head  what  may  be
termed  the  Japanese  development  model  differs
from  "market-friendly"  policies,  in some  cases
markedly,  in others  in more  nuanced  fashion;
and  the  discussion  indicates  the  scope  for
coalition-building  with  Japan  based  on a com-
mon  approach  to development.

1.  Industrial  strategy  and  support

The  Japanese  model  differs  from  the
"market-friendly"  model  in  that  governmcnt
intervention  was  not  limited  to human  devel-
opment  and  essential  public  infrastructure.
Although  these  interventions  are regarded  as
indispensable  in the  Japanese  model,  what  is
distinctivc  about  East  Asian  experience  was
that  governments  also  intervened  to "pick  win-
ners",  instead  of  leaving  industrial  choice  to the
workings  of  the  market  alone.  Their  strategy
has been  surnrnarized  by a former  Vice  Prcsi-
dent  of  tbc  Asian  Development  Bank  (AsDB)
as follows:l

Neither  Asia's  NICs  nor  Japan  entrusted  to
the market,  or to foreign  investors,  responsi-
bility  for  deciding  which  of  their  industries
would  prosper  and  which  would  fail.  On  the
contrary,  they  formulated  industrial  strategies
based on forecasts  of  market  developments
and  assessments  of  which  of  their  'neo-infant

industries"  could  be expected  to carve  out  a
competitive  niche  in  world  markets  and
which  could  not.  For  the fu'st group,  they
provided  protection  from  import  competition
as well  as export  incentives,  tax relief  and
other  financial  help  to bolster  their  growth
and  competitiveness  (Katz,  1991).

'Market  pressures  were  used  to  ensure
that  infants  initially  protected  would  become
internationally  competitive  over  time,  so that
subsidies  initially  given  to them  were  tapered
off  eventually.  Simultaneously,  governments
intervened  to help  firms  in declining  industries
to diversify  and  retrain  workers.  The  merit  of
the  East  Asian  approach  is  that  industries
which  might  succeed  over  the  medium  term  in
Latin  America  or  in Eastern  Europe  if  handled
East  Asian  style,  might  not  survive  the  compe-
tition  resulting  rrom the  rapid  and  uncontrolled
liberalization  which  is an integral  part  of  the
Washington  consensus.  More  recently,  a
quasi-official  challenge  along  these  same  lines
to  Washington  consensus  policies  has  been
mounted  by  Japan's  aid  agency,  the  Overseas
Economic  Cooperation  Fund  (OECF).  In  an
important  paper  (OECF,  1991)  this  agency
makes  several  suggestions  pointing  to  a longer-
term  approach  to development  if  Washington
consensus  policies  are  to  move  countries  to-
wards  sustained  growth.  In the  first  place,  it
questions  whether  the  impetus  for  sustained
grotvth  can  be created  by  structural  adjustment,
if  this  merely  takes  the  form  of  introducixig  a
market  mec)ianism  and  eliminating  restrictions
on  the  private  sector.  It argues  for  additional
measures  aiming  directly  at promoting  invest-
ment,  and  patterned  after  Japanas  fiscal  and

monetary policies in t}ie liostwar  era, which
wcre  centred  on prc[crcnti;il  tax  treatment  and
lending  by  developmcnt  finance  institutions.
It also  mentions  the encouragement  given  by
these  policies  to building  up  sn"iall-scale  indus-
tries  that  would  supply  components  to large-
scale  industry.  Thcir  cn-cct  was  to encourage
sclf-employment,  and  reduce  rincmploymcnt  to
very  low  levels.

Secondly,  the  paper  cliallenges  the third
principle  of  the Washington  consensus,  which
prescribes  rapid  and  indiscriminate  trade  liber-
alization.  It argues  that  effective  development
and  industrialization  involve  deliberate  state
intervention,  and  cannot  be left  automatically
to the  private  sector,  and  advocates  the  tem-
porary  protection  of  selected  domestic  indus-
tries  for  relatively  long  periods  of  time  in order
to allow  a viable  industrial  export  sector  to de-
velop.  T}ie  paper  acknowledges  the need  to
prevent  the  harmful  effects  of  protection,  and

I The  subsequent  account  of  East  Asian  experience  draws  on  an article  by Katz  (1991).
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proposes  as a preventive  measure  a "policy  di-
alogue  on  industrial  development"  between  do-
nors  and  each  developing  country  in order  to
identify  promising  products.

2.  Exchange  rate  policy

Japan  and  East  Asia  kept  exchange  rates
deliberately  undervalued  to encourage  exports
and  discourage  imports.  They  succumbed  re-
luctantly  to  pressures  to  revalue  only  after
capturing  overseas  markets  and  building  up  of-
ten  large  reserves.  In  contrast,  Washington
consensus  policies,  by  prescribing  market
clearing  rates  from  the  outset,  as in Eastern
Europe,  may  fall  between  two  stools.  On  the
one  hand  they  run  the  risk  of  not  succeeding  in
gcnerating  the necessary  export  inducements.
On  the  other,  they  court  the  risk  of  excessive
devaluation,  resulting  in excessive  import  costs
and  an exchange  rate  induced  inflationary  spi-
ral.

3.  Foi-eign  investment

The  NICs  followed  Japan  in being  some-
what  lukewarm  in their  approach  to  foreign  in-
vestment.  They  preferred  to  acquire  tecli-
nology  through  licences,  franchising  and  mar-
kct  sharing  arrangcmcnts,  and  skills  through
training  of  pcrsonncl  abroad.  l"his  selective
approach  contrasts  with  the  indiscrin'ffnate  ap-
proach  to liberalizing  foreign  investment  that
is built  into  the  Washington  consensus.  In  to-
day's  intcrnational  climate,  wclcoming  foreign
direct  investment  n'iay  bc  tlie  only  practical
option  available  to devcloping  countries  aspir-
ing  to be NICs.  But  wliat  East  Asian  experi-
cncc  suggests  is  tlic  nccd  to  attract  private

forcign  finance  throug5  cncouraging  =portfolio"
invcstmcnt  215 well,  in  addition  to  promoting
direct  investment  alone.  A  WIDER  Study
Group  lias  suggested  that  "the  net  inflow  of
portfolio  investment  into  developing  corintrics
could  expand  from  an annual  level  of  around
S l billion  a year  in  the  sccond  lialf  of  tlte  l 9SOs
to a potential  lcvcl  of  around  55 to 510  billion
a year  in  the  1990s"  (Bcrrill  et at., 1990,  p. 3).

4.  Pi-ice  liberalization  and  subsidies

'i=Vhile  as  a rrile  prices  in  the Japanese
model  reflected  market  forces,  key  prices  were
adjusted  to conform  to social  goals,  i.e. to en-
sure  high  savings  and  investment  rates,  to give
sclective  inducements  to exports  by means  of

subsidized  rates  of  interest,  and  to bring  about
self-sufficiency  in food.  For  example,  in  Japan
there  is no market  price  for  imported  rice  be-
cause  of  protection  in  the  interests  of  self-
sufficiency  and  of  maintaining  the  social  fabric
of  peasant  producers  intact,  and  the  banning  in
consequence  of  rice  imports.

TO  summarize  the  Japanese  and  East
Asian  experience,  what  is distinctive  about  the
model  is its  use of  the  market  in support  of  de-
fined  social  priorities,  as  contrasted  with  an
abdication  to  market  forces  which  accepts
whatever  short-  and  long-run  consequences  are
incurred  as a result.  The  merit  of  the  approach
is that  the  experience  of  Japan  and  the  NICs
has succeeded  in bringing  about  rapid  growth
and  development  without  incurring  unaccepta-
bly  high  social  costs,  so that  at all  times  popu-
lar  support  has  been  enlisted  in favour  of  t}ie
reform  process.  The  concluding  paragraph  of
OECF  (1991),  captioned  "Beyond  the  Decade
of  Efficiency",  summarizes  Japan  s viewpoint
on  this  matter:

.Although  efficiency  and  fairness  are the  major
objectives  to be pursued  in economic  policy,
there  is sometimes  a trade-off  between  the
two.  In the  1980s, economic  theory  as well
as economic  policy  were heavily  oriented  to-
ward  the pursuit  of  efficiency.  In this  sense,
it was a unique  period.  FIowcver,  this  period
has come  to an end.  'kVhat  is now  needed  is
a policy  well  balanced  between  efficiency  and
fairness  iii  order  to improve  the  welfare  of  the
entire  society.  The  1'iTorld  Bank"s  approach
to  structural  adjustment  may  have  to  be
changcd  reflecting  tlie  change  of  streams.

elasaki  Sl'iiratori,  a former  Executive  Di-
rector  of  the  World  Bank  and  Vice-President
of  OECF,  has pointed  out  that  while  in t}'ie
World  Bank  Researcl'i  Dcpartment"s  formu-
lation  of  "markct-friendly"  policies  tltere  was
acceptance  of  tlie  government's  role  in  areas  of
market  failure,  Japancsc  expcricncc  "suggests  a
bit  stronger  role  for  govcrrimcnt"  than  envis-
aged  by the  Bank's  Research  Departmcnt,  in-
cluding  selectively  "picking  winners=  and
subsidizing  interest  rates.  I-{c concluded,  how-
cver,  from  his  assessmcnt  of  the  established
practice  of  the  operational  departments  of  the
Bank,  that,

... in reality,  even this  "market-friendly  ap-
proach"  seems to have  been  not  fully  adopted
and developing  countries  have  been  often
urged  to adopt  policies  based on the blind
belief  in the market  mechanism  instead.  It is
argued  that  the government  cannot  be relied
upon  because  of  weak  structures  of  the civil

service and resultant corniptions  in manor de-
veloping  countries,  thus  making  the market
mechanism  the better  alternative.  Thus,  var-
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ious  regulations  should  be abolished,  trans-
actions  liberalized,  and  state-owned
enterprises  privatized.

Vore  often  than  not,  the market  mechanism
fails  to  function  properly  in  developing
countries,  and in many  cases markets  simply
do not  exist.  The  single-minded  application
of marketism  is ut'irealistic  under  such cir-
cumstances  (Shiratori,  1993).

According  to Shiratori,  Japanese  experi-

ence  suggests  that  the  role  of  government

should  include  the  following:

*  setting  medium-term  goals  that could
serve as guidance  for  pnvate  economic
agents;

*  appropriate  economic  policy  manage-
mcnt;

*  human  resources  development  through
education  and training,  and the  pro-
motion  of  science  and  technology;  and

cstablishrnent  of  a financial  system  that
will  encourage  national  savings  and
channel  them  into  productive  invest-
ments.

If  the  substantive  consensus  evolved  in a
dialogue  betwccn  Japan  and  developing  coun-

tries  is that  it is the  East  Asian  path  of  devcl-

opment  which  is  preferable  for  developing
countries  to  follow,  t}ten  t}iis  consensus  can

form  thc  basis  for  appropriate  reforms  in the

Brctton  Woods  system  and  alter  the  contcnt  of

tlte  policy  advice  corning  to developing  coun-

tries  from  the  Bretton  Woods  institutions.  This

would  cnablc  dcvclopmcnt  finance  from  Japan

and  other  East  ,-'!isian  surplus  countries  to be

deplo)red  in support  of  such  a strategy  on an

appropriately  longer-term  basis.  The  nature  of

sucli  a strategy  is explored  in  section  C.

Asi  important  issue  of  global  macrocco-

nonffc  policy  coordination  ariscs  in relation  to

any  such  stepped-up  aid  effort  by  surplus

corintries  which  is also  relevant  to any  process

of  coalition  building  bctwcen  Japan  and  the

developing  countries.  The  convcntional  focus

of  policy  is on domcstic  expansion  in surplus

economics  in the  intcrcsts  of  modcrating  pay-

mcnts  imbalanccs  in the  world  cconomy.  Yct

successive  bouts  of domestic  cxpansion  in

Japan  }iavc  bad  little  impact  on its current  ac-

count  surplus,  and  tlie  situation  now  tlircatens

to  cause  trade  friction  between  the  United

States  and  Japan.

Very  little  attention  has  been  given  to the

alternative  of  recycling  surpluses  to developing

countries  in  support  of  their  reform  efforts,

both  as aid  and  as foreign  investment,  on the

premise  that  the  import  demand  resulting  from

developing  country  growth  will  moderate  global

trade  imbalances.  An  econometric  study  con-

ducted  for  'vVIDER  by  Jeffrey  Sachs  of  Harvard

University  has  established  that,  dollar  for  dol-

Jar, recycling  the  Japanese  surplus  to the de-

vcloping  countries  would  be  five  times  as

effective  in improving  the  United  States,trade

balance,  as compared  with  domestic  expansion

in Japan,  because  of  the  difference  in import

propensities.  The  specific  simulation  con-

trasted  the  $25  billion  recycling  prograrnrne

envisaged  in  the  Okita  Plan  for  dealing  with  the

Japanese  surplus,2  with  an equivalent,  i.e. $25

billion  programme  of  domestic  expansion  in

Japan.  While  recycling  to  the  developing

countries  improved  the  United  States  trade

balance  by  $10  billion,  the  equivalent  domestic

expansion  programme  improved  the  United

States  trade  balance  by only  S2 billion,  or by

one  fifth  as much.  This  provides  a powerful

argument  for  mobilizing  additional  aid  by  link-

ing  support  for  a development  strategy  in de-

veloping  countries  based on the Japanesel'East
Asian  model  witli  improved  global  macroeco-
nornic  policy  coordination  and  the  moderation

of  global  payments  imbalances.

C.  A substantive  reform  agenda  for

coaljtjon  formation

This  section  illustrates  the potential  for

obtaining  support  from  Japan  and  the  smaller

industrial  countries,  possibly  led  by  the

Netherlands  and  the  Nordic  group  of  countries,

in  pursuance  of  a ret-orm  agenda  which  can  best

be  described  as  implementing  a strategy  for

sustainable  human  development.  The  starting

point  for  such  a strategy  is a recognition  of  the

internal  inconsistency  tsaithin  the  "market-

friendly"  policy  framework  being  advocated  by

the World  Bank.  Specifically,  as mentioned,

budget  balancing  within  the  Washington  con-

sensus  (taking  into  account  both  t}ie narrow

and  wide  meaning  of  t}ie  terms)  can  conflict

with  essential  expenditure  in areas  where  mar-

kets  fail,  on  human  development  and  public

infrastructure  etc.,  as  prescribed  in  the

=market-friendly"  approach,  unless  these  activ-

ities  are explicitly  supported  by foreign  financ-

ing  on  an adequate  scale.  As  an illristration  of

2 '1'l'lDER  (1986 and 1987).  Botli  Study Groups  comprised  Saburo  Okita,  Chairman,  Lal Jayasvardena  and Arjun

Sengupta.
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the  potential  for  gaining  support  for  a
sustainable  human  development  strategy  from
the  smaller  industrial  countries,  a recent  initi-
ative  taken  by  the  Netherlands  in convening  a
preparatory  conference  to plan  ahead  for  the
forthcoming  United  Nations  Social  Develop-
ment  Surnrnit,  indicates  the  available  scope.

The  background  documentation  for  the
conference  drew  attention  to the  policy  incon-
sistency  within  the  Bretton  Woods  system  so
far  as it concerns  human  developmcnt  and  so-
cial  security  broadly  defined.  Radwan  (1994)
elaborated  the  ways  in which  improving  the
human  capital  base  of  the  poor  enhances  their
capabilities  and  development  potential.  The
Netherlands  policy  document  provided  for  the

meeting entitled A WoAd of Difference defined
the  new  "conventional  wisdom"  namely,  "the
emphasis  on  the  free  operation  of  markets  and
the  functions  of  prices"  as  "neo-realism",
marking  a swing  in  the  pendulum  of  policy
from  a previous  dirigiste  extrcmc  to  one  of

laissez-faire. It argues:

The  new  conventional  wisdom  to which  this
gave rise counterbalanced  the excessive  em-
phasis  on  the role  of  governrnents  too  ambi-
tious  in  their  desire  to  regulate  the
development  process:  over  ambitious  in their
supposition  that  they  could  in fact regulate
this  process  and  in  their  claim  to rcpresent  the
wliole  of  society.  But  the lack  of  an adequate
counterbalance  also resulted  in neo-realism
itsclf  fossilising  into  a new orthodoxy,  with
an the partiality  that entails.  Adjustment,
origin:illy  an appropriate  complcmcnt  to the
old objective'  of growth  with  distribution,
stood  in the way  of  progress,  if  only  because
it  placed  excessive  emphasis  on  tlie  short
term.  Overconffixg  this barrier  by strikiiig  a
new  balance  behveen  the short  and  the long
terrn,  between  the  private  and  the  public
sector,  bet+veen  growth  and  distribution,  is one
of the most impor-rant tasks at the beginning
of the 1990s (Netherlands,  1991; emphasis
added).

The  new  balance  that  needs  to be struck
during  t}ie  1990s  is thus  an area  which  can  elicit
the  support  of both  the  smaller  industrial
countries  and  Japan;  for  the ovcrall  develop-
mcnt  strategy  both  or  Japan  and  thc  East  ,Asian

NICs in cnsuring rapid dcvclolimcm  }ias bccn
remarkably  successful  in both  cradicatixig  pov-
erty  and  cnhancing  social  security.  Rapid  dc-
vclopmcnt,  by analogy  with  Lenin's  rccipe  for
socialism  - electrification  plus  soviets  - can  bc
somcwhat  provocatively  defined  as  equalling
skills  plus  infrastructure.  Now  both  these  are
areas  where  markets  typically  fail,  and  they
therefore  require  public  investment,  as was  in-
deed  tlie  case in Japan  and  East  Asia.  '+Vl"iile
the "market-friendly=  framework,  at  the  con-

ceptual  level,  provides  for  the  necessary  public
intervention,  in practice  the  necessary  expendi-
tures  have  often  had  to be sacrificed  in the  in-
terests  of  budget  balancing,  in the  absence  of
supporting  foreign  finance.

In  the  1980s,  for  example,  conventional
adjustment  programmes  called  not  for  a single
bout  of,  budget  balancing,  but  for  repeated
bouts  in the  face  of  a continually  deteriorating
external  environment.  The  typical  sequence
facing  a developing  country  experiencing  an
external  shock,  such  as a fall  in tlie  price  of  its
staple  export  commodity,  e.g. coffee  or cocoa,
was,  first,  a sharp  reduction  in its export  re-
venues;  next,  a vain  attempt  to  maintain  budg-
etary  expenditures  which  are inflexible  in the
short  run,  by  printing  money;  third,  as reserves
ran  out,  a tightening  of  import  controls  with  its
attendant  distortions,  which  if  prolonged  would
lead  to rapid  inflation,  until  sooncr  or  later  the
country  became  compelled  to negotiate  a sta-
bilization  and  adjustment  programme  with  the
Bretton  Woods  institutions.  Given  the strin-
gencics  affecting  external  resources  availability,
the  readiest  way  of  restoring  fiscal  balance  in
such  a prograrnrne  was  to sacrifice  human  de-
velopment  expenditure,  and  the  adverse  conse-
quences  of  the  policy  have  been  explored  by
studies  in  UNCTAD,  UNDP,  UNICEF  and
UNU,'WIDER.  WIDER's  country  study  of
Tanzania  provides  a good  example  of  the  diffi-
culty.  Under  its adjustment  progran'une  "ex-
pansion  of  education,  health,  and  water
facilities  stopped  despite  incrcasing  needs,  as
development  expenditure  was  drastically  cut"
(Ndulu,  1987).  In general,  sharp  cuts  in real
public  and  private  consumption  and  social
infi-astructure  rcsultcd.

Mic}iacl  Bruno,  former  Governor  or  the
Bank  of  Israel,  has subsequently  also  made  the
point  that  public  infrastructure  investment  is
similarly  vulnerable:

In the absence  of  a tax  alte s-
sure to balance  the budget  usually  leads to
expenditure  cuts  where  the  political  oppo-
sition  is least but the  long-term  economic
cost  is highest,  namely  investment  in
infrastnicture  (roads,  communications).  This
is the one area in which  government  inter-
vention  is usually  essential  and the positive
extemalities  for  the long-term  grosvth  of  tlie
private  enterprise  sector  may  be  highest.
There  may  be differences  in the urgency  of
the problem  in different  countries,  but  there
is a mirumum  requirement  in  each of the
corintries  (Bruno,  1992).

It is  not  without  significance  from  the
standpoint  of a future  reform  agenda,  pro-
moted  by a coalition  of  the developing  coun-
tries  with  Japan  and  the  smaller  industrial
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countries,  that  Bruno  has  recently  been  ap-

pointed  as the  Chief  Economist  of  the  World

Bank,  and  Vice  President  in charge  of  its Re-

search  Department.  For  one  result  of  the  cri-

tique  from  the  rest  of  the  United  Nations

system  so far  has been  the  recognition  of  the

need  within  the  Bretton  Woods  institutions  to

address  the  social  dimensions  of  adjustment

(though  not  yet  of  the  sacrifice  of  essential

infrastructure);  but  this  has  so far  been  in the

nature  of  an additional  item  to be catered  for

to the  extent  permitted  by  available  resources,

rather  than  an  integral  part  of  the  dcsign  of  an

adjustment  programme,  which  coalition  build-

ing  of  the  kind  envisaged  in this  paper  might

well  succeed  in  achieving.

In  addressing  the  human  development

and  essential  infrastructure  gap,  the  dilemma
facing  the  donor  community  needs  to  be

squarely  faced.  Once  a country  gets  into  eco-

nornic  difficulty,  as  a  result  of  an  external

shock,  the  turn  around  would  require  major

decisions  on key  parametcrs,  such  as the ex-

change  rate  and  the  intercst  rate,  coupled  with

a determination  to  restore  fiscal  balance.  In

the  absence  of  adequate  corrective  actions  in

these  areas,  external  support  can  be viewed  by

donors  as pouring  money  into  a "black  hole"

without  result.  It  is this  fear  which  explains  the

reluctance  of  the  G-7  countries  to support  the

former  Soviet  Union,  for  example,  in the  ab-

scnce,  in  their  view,  of  a credible  attack  on

basic  macrocconon'ffc  problems.

1.  A sustainable  human  development

compact

On  the  other  hand,  once  a developing

country  has  got  into  difficulty  as a result  of  an

uncxpcctcd  external  shock,  and  has  decided

firmly  to put  its ccononffc  house  in ordcr  by

taking  the  basic  macrocconomic  decisions

needed  to chart  an irreversible  course  for  cco-

nornic  recovery  and  growth,  t}icre  is a priina

facie case for addressing the country's needs for
human  development  and  essential  infra-

structure  as a matter  of  urgency.  The  solution

tliat  nccds  to be put  in place  for  dealing  svith

tliis  problem  can  take  the  form  or a sustainable

human  dcvclopmcnt  compact  wit}i  mutual

obligations  w}iich  can  be  put  forward

internationally  by a coalition  of  the  non-G-5

and  Japan.  It would  require  budget  balaxicing

to  take  place  gradually,  and  the  donor

community  to  provide,  in  recognition  of

progress  in  other  relevant  areas  of  the

Washington  consensus,  e.g. getting  key  prices

right,  adequate  foreign  financing  support  for

human  development,  essential  public

infrastructure  and  environmental  protection.

Against  the  background  of  the  cutbacks  of  the

1980s,  the  compact  should  look  to increased

domestic  savings  only  pari  passu  with  the

increased  production  resulting  from  reform,

and  not  insist  on politically  impossible  cuts  in

consumption,  whether  public  or private,  at the

outset  of  the  reform.

In addition,  in any  human  development

design  intended  to  safeguard  social  security,

foreign  savings  support  should  also  be extended

to meeting  some  minimum  set of  consumption

"entitlements"  necessary  for  sustaining  and  ex-

panding  basic  living  standards,  or at least  the

basic  minimum  necessary  to enable  people  to

function  (Drcze  and  Sen, 1989;  Ahmad  1991).

The  "entitlement"  framework  of  thinking  has

recently  been  invoked  also  in the context  of

East  European  economic  reform  in  support  of,

...  establish(ing)  the  entitlements  of all

members of society to a minimal  standard  of
living  (defined  in terms  of  Western  European
standards  of  essential  consumption  and  social
services)  derived  from  their  status  as citizens,
to be derived  from  both  their  own  "resources"
(particularly  adequately  waged  employment)
and  publicaction  (Fitzgerald,  1991,  p. 15).

Tlie  implications  of  this  argument,  both
for  the time-frame  of  transition  to  a market

economy  and for foreign  savings support  of
rninin"ium  consumption  entitlements,  are  no  less

relevant  ror  developing  countries.  Fitzgerald
further  argues:

The  belief  tliat  "reforms  based  on
privatization,  low  wages  and  budget  cuts
alone  could  lcad to a rapid  transition  from
industrially  backward  socialism  to industrially

advanced capitalism  in a few >tears was always
an  illusion.  The  enorrnous  gap  bemcen
productivity  levels  in  Western  and Eastern

Erirope locates the latter in a state of  relative
imderdevelopment  and  requires  a long  period

of  directed industrialization  to catcli up - not
central  planning of  course, but rather the sort
of strategy pursried by Japan, Sout}i Korea
and  Brazil.  Although  EEEs  (East  European
Economics)  have  a much  more  educated

labour  force than the MICs 6'vliddle-Income
Countries),  and thus  a greater  capacity  to
absorb  tcc}inology,  massive  invcstmcnt  is
necessary  to embody  this  technology  - in a
situation  where  the claims  of  the work  force
on  resources  for  both  private  and public
consumption  levels  comparable  with  'iVestern
Europe  are equally  pressing  and cannot  be
simply  dismissed  as populism".

The  resolution  of  the problem  is not only
crucial  for  economic  policy  but also for  the
legitirnation  of  the post-Communist  state  and
thus  the continuation  of  the reform  process
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itself.  Appeals  to "realism',  "belt  tightening"
"national  sacrifice"  and so on do not  really
face the central  issue, which  is need  for  an
explicit  social  contract  between  management,
labour  and  the  state  (see  Janos  Kornai
(1990), The Road to a Free Economy: Shifting
from a Socialist System, w.w. Norton &
Co., New York). The establishment of clear
entitlements  that  this implies,  hosvever, may
well imply the social planning of basic needs
provision  and  will  certainly  re'quire
considerable budgetary support from Western
Europe  during  the transition  period  - and  thus
implies the recognition of a wider concept of
European citizenship itself  (emphases added).

A fortiori,  foreign savings support for
minimum  consumption  "entitlcments"  would
be particularly  important  for  both  African  and
Latin  American  countries  which  encounter
scrious  difficulties  in  mobilizing  domestic
savings,  against  the  background  of  the
cut-backs  in  consumptipn  sustained  in  the
1980s.  At  a minimum,  t}iis  might  take  the  form
of  foreign  savings  support  for  a social  safety  net
to finance  the  transitional  costs  of  adjustment,
as for  example  in Poland,  where  a World  Bank
structural  adjustment  loan  funded  unemploy-
ment  benefit  paymcnts.  Alternatively,  it might
be  possible  for  a development  compact  to
provide  foreign  savings  support  rip  to  a
specified  maximum  proportion  of  a country"s
GDP  for  a social  security  prograrnrne  of  the
country's  devising.

The  need  for  a solution  involving  a
sustainable  human  development  compact  has
been  brouglit  into  sharp  relief  by  the recent
disastroris  reform  experience  of  Russia,  where
reformers  suffered  at the  polls.  Jcffrcy  Sachs,
in  resigning  as advisor  to the  Russian  Govern-
mcnt,  has castigated  the  West,  and  specifically
tlic  L'v{F,  for  not  giving  sufficient  credit  to ini-
tiatives  taken  by  the rcformcrs  by providing
adequate  supporting  foreign  finance.  As a re-
sult,  only  a fraction  of  t}ic  foreign  finance
promised  in 1993  - $2 billion  out  of  a total  of
$17 billion  - was delivered,  and  Russia  was
pressured  by the  IMF  into  making  politically
impossible  cuts  in her  budget  deficit  without
exploring  other  non-inflationary  financial
methods,  such  as  domestic  borrowing,  as  an
alternative  to printing  money.  As  Sachs  (1994)
puts  it:

The  IMF"s  relentless  advice  was to cut the
deficit  not  to  find  acceptable  and  non-
inflationary  ways  to finance  part  of  it.  The
World  Bank  lias failed  in its most  important
task:  to help  finance  badly  needed  social  ser-
VlCeS.

Sachs'  explanation  for  the  I:'vlF's  failure
is significant  for  our  present  discussion  on co-

alition  building  in support  of  reform  and  merits
eXtenSlVe  quOtatlOn:

Why  was the IMF  so inept?  For  a simple
reason.  For  50 years,  it has been  nearly  as
secretive  and monopolistic  as the  Central
Committee  of  the  Communist  Party.  All
IMF  loan  documents  concerning  Russia  are
secret.  The  only  information  the IMF  pub-
lishe;  is general  economic  data,  not  specific
policy  advice.  The  IMF  is cut  off  from  in-
dependent  professional  scrutiny  and from
competition.  It alone  determines  whether
Western  aid  will  flow.  Like  any  longstanding
monopoly  it  has  grown  arrogant,  self-
protective  and  sloppy.

And  yet  whenever  anything  goes wrong  with
an IMF  program,  the United  States  Treasury
and  the other  Group  of  7 governrnents  draw
the wagons  around  the IMF.  The  Western
governments  have  to understand  that  it is one
thing  to defend  the  basic  and  sound  principles
espoused  by the IMF  - budget  discipline,  re-
sponsible  monetary  policy,  open  markets  -
and  another  to cover  up the shortcomings  of
the organization"s  technical  work  and  its re-
luctance  to  make  loans  in urgent  circum-
stances  (Sachs,  1994).

 To  surnrnarize,  the  recent  experience  of
Russia  reinforces  the  case for  a coalition  be-
tween  the  non-G-5  and  Japan  in putting  for-
wiard  the  solution  that  seems  appropriate  to
developing  countries,  namely,  that  the  recipro-
cal obligations  between  a country  and  its do-
nors  should  be  embodied  in  a medium-term
sustainable  human  development  compact,
whereby  the  donors  undertake  to protect  the
essential  expenditures  on hriman  development
and  social  security  etc.,  in exchange  for  the
country  making  adequate  progress  in  other
arcas  of  the  'vVashington  consensus,  e.g. getting
a key  price,  such  as the  exchange  rate,  right.
Tliis  suggestion  was  first  elaborated  in my  Dr.
N.M.  Pcrera  Memorial  Lecture  delivered  in
Colombo  in  August  1991  (Jayawardena,  1991).
It  built  on  the  dcvclopment  contract  framework
articulated  by  Thorvald  Stoltenberg,  Nor-
wcgian  Foreign  Minister  in 1989  (Stoltenberg,
1989,  pp.  241-242;  Jayawardena,  1993).  The
idea  was  adapted  with  acknowledgement  by  the
secretariat  of  the  United  Nations  Conference
on Environment  and  Development  (UNCED),
and  presented  to the Rio  Earth  Surnrnit  as its
principal  proposal  on  financing,  under  the  cap-
tion  "A  Partnership  in  Additionality:  Contracts
for  Accelerated  and  Sustainable  Development".
The  idea  as  presented  by  the  UNCED
secretariat  is that:

It might  facilitate  the provision  of  aid if  de-
veloping  countries  were to put  forward  am-
bitious,  accelerated  and  "sustainable
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development"  programmes,  and  if  willing  do-
nors  responded  with  additional  funding.

A  'partnership  in  additionality'  would  be
based  on a developing  country's  clear  artic-
ulation  of  policies  and  strategies  and  a
programme  of  action  for  their  implementa-
tion.  The  strategies  would  be designed  to
enable  full  use of  economic  opportunities  in
a drive  for  fast growth  in production  levels,
while  at the same time  re-ordering  internal
priorities  toward  a broad-based  attack  on
poverty, concentrating,  for  example, on basic
education,  and niral  infrastructure.  Such
strategies  would  be  the  basis  for  a
cornrnitment  to  increased  funding  from
intemational  and  bilateral  donor  sources.  A
sustained  commitment  would  be needed  by
both  developing  countries  and  by  the donors.
It would  be essential  for  such prograrnmes
also  to enjoy  broad  popular  support  since  the
donor-recipient  relationship  would  be
unlikely  to endure  any charge  of  unwanted
conditionality.

Such  a process  could  be co-ordinated  through
existing  consultative  group  and roundtable
processes.  However,  in view  of  the broad
nature  of the  funding  required,  a special
process  could  be  considered  where  period-
ically  the  "con-  tracting  parties"  could  meet  to
discuss  progress  and  agree on  the  solution  of
any emerging  problems  and  on future  plans
(United  Nations,  1991,  pp.  18-19;  emphasis
added).

In  the  final  decision  of  the  Eart}i  Sumntit,
a somewhat  weak  formulation  of  this  compact
was  adopted  in chapter  33 of  Agenda  21, "Fi-
nancial  Resources  and  Mechanisms":

For  an evolving  partnership  among  all coun-
tries  of the  world,  including,  in particular,
between  developed  and  developing  countries,
sustainable  development  strategies  and en-
hanced  and predictable  levels  of  funding  in
support  of longer  term  objectives  are  re-
quircd.  For  that  purpose,  developing  coun-
tries  should  articulate  thcir  own  priority
actions  and  needs  for  support  and developed
countries  should  cornrnit  themselves  to ad-
dressing  these  priorities.  In  this  respect,
consultative  groups  and  roundtables  and
other  nationally  based  mechanisms  can play
a facilitative  role.

'vVliat  is crucial  to the  notion  of  a com-
pact  between  developing  countries  and  their
donors  implicit  in this  Earth  Sumxnit  decision,
is that  a countryas  development  strategy  is cast
over  a sufficiently  long  period  of  time.  There
is an opportunity  for  doing  this  by extending
the  three-year  time  horizon  of the  policy
framework  paper  that  a country  has  to prepare
as part  of  any  IYF  package,  to a minimum  of

five  years,  and  fleshing  it out  to encompass  ex-
penditure  on  its  sustainable  human  develop-
ment  and  infrastructure  goals.  The  donor
cornrnunity  would  be  required  to  protect  the
country"s  import  capacity  for  the  duration  of
the  compact  by  providing  the  necessary  assur-
ance  of  long-term  aid  support,  and  of  "supple-
mentary"  financing  in support  of  the  underlying

export  arid/or  ierms  of  trade  expectations.  This
process  can  make  use of  the  country  strategy
notes  being  prepared  under  United  Nations
auspices  in some  40 countries.  There  is an op-
portunity  available  at the forthcoming  Social
Development  Summit  of  the  United  Nations
for  ideas  along  these  lines  to  gain  political
endorsement  as a result  of  an initiative  which
lies  with  the  non-G-5  and  Japan  to take,  and
to  strengthen  the  UNCED  decision  on  the
compact  to bring  it into  line  with  the  UNCED
secretariat's  emphasis  on  poverty  eradication.

2.  20-20  vision

Subsequently,  a parallel  initiative  has
been  developed  by  UNICEF,  based  upon
UNDP  work  (UNDP,  1991,  p. 41,  and  1992,  p.
9, table  3.1),  which  isolatcs  a subset  of  priority
areas  of  human  development  that  are in tlie
nature  of  basic  human  rights  and  minimum  so-
cial  security  requirements,  and  wliich  should
never  be sacrificed  on thc  altar  of  an adjust-
mcnt  programme.  This  can readily  be incor-
poratcd  in such  a country  level  compact,  once
the  concept  gains  tlie  necessary  political
endorsement,  again  possibly  at the  forthcoming
United  Nations  Sununit  on  Social  Develop-
ment  with,  as  mentioned,  t}ie  initiative  lying
with  a coalition  bctwcen  the  non-G-5  and
Japan.

Wliat  UNICEF  envisages  is  a global
compact  termed  "20-20  vision".  What  tliis
means  at the aggrcgative  lcvd  is tliat  donors
(both  bilateral  and  tmiltilateral)  undertake  to
provide  20 per  cent  of  their  aid  for  priority  tut-
man  development  needs,  as tlie  quid  pro  quo  for
developing  countries  deciding  to allocate  20 per
ccnt  of  their  budgetary  expenditure  towards
thcsc  same  prirposcs.  This  contrasts  with  the
crirrcnt  global  averagcs,  whcrcby  under  10 pcr
ccnt  of  aid,  and  barely  10  per  cent  of
developing  countries'  budgetary  expenditure  go
towards  meeting  priority  }'tuman  development
needs.  For  "20-20  vision"  prirposes,  priority
human  development  expenditrire  can  be defined
as a srib-set  of  allocations  for  the  social  sector,
and  would  comprise  the  following  activities:

primary  health  care  (including  basic
curative  care  and  fan'ffly  planning);
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*  basic  education  (including  pre-school,  pri-
mary,  literacy,  and  life  skills);

*  low-cost  rural,  and  peri-urban  water  sup-
ply  and  sanitation;  and

@ nutrition  support  (including  community
based  approaches,  and  the  provision  of
micro-nutrients).

"20-20  vision"  as defined  above  is in the
nature  of  a global  compact  between  donors  and
recipients.  What  would  be required  to incor-
porate  it into  a compact  at t}ie  individual  de-
veloping  country  level  of  the  kind  envisaged  by
the  Earth  Sun'imit,  would  be to  link  foreign
savings  support  for  basic  human  development
priorities  (with  20 per  cent  of  all aid to that
country  and  20 per  cent  of  its budget  being  de-
voted  to  these  priorities),  with  irreversible
movetncnt  in  the  direction  of  economic  reform.
The  simplest  formula  that  can  be specified  as
regards  a country's  cornrnitment  to economic
reform  is that  it is engaged  in an economic  re-
form programme  acceptable to  the Bretton
Woods  institutions,  or  is  in  otherwise  good
standing  with  one  or  other  of  these  institutions.
This  could  be  supplemented  by  making
endorsement  by  the  Unitcd  Nations  bodies
most  concerned  with  sustainable  human  devel-
opment,  namely  UNICEF  and  UNDP,  of  a
country's  rcform  programme  as an additional
requirement.

Tlie  targcts  in "20-20  vision  were  based
ripon  the  principle  of  both  donors  and  rccipi-
ents  catching  up,  so to speak,  with  the  leaders.
A UXI)P  analysis  of  the  data  for  some  25 dc-
vcloping  countries  covering  74 per  cent  of  the
dcvcloping  world  for  the  year  1988,  revealcd
tliat  only  four  countries  were  allocating  more
tlian  20 per  cent  of  their  budgets  for  human
dcvclopment  priorities:  Xalaysia,  Morocco,  the
Republic  of  Korea  and  Zimbabwe.  A  parallel
analysis  of  bilateral  donors  revealed  that  only
Norway  was  apportioning  20 per  cent  of  its  aid
for  thcse  same  human  priorities,  while  all
multilatcral  donors  with  the  exception  of
UNICEF  fell  short  of  the  20 per  cent  target.

3.  Human  development  and  disarmament

,o'ln alternative  approach  to insulating  at
least  the  priority  areas  of  human  development

from  the  budget  balancing  pressures  of  con-
ventional  adjustment  programmes,  is  to  link
additional  foreign  aid  with  reduced  military  ex-
penditures  in a recipient  developing  country.
The  most  straightforward  link  would  be that  of
matching  every  dollar  saved  on  military  ex-
penditure  with  a dollar  of  additional  aid,  which
could  also  be earmarked  for  human  develop-
ment  prxrposes.  It  is easy  to give  such  a design
a regional  focus  having  regard  to the  position
of  Japan  as the  largest  donor  country  today  in
the South  Asian  region.  One  approach,  now
being  canvassed  by  UNDP,  is for  each  country
to prepare  its  own  sustainable  human  develop-
ment  plan  for  the  year  2000.  The  financing  for
this  would  come  in  part  from  a phased  re-
duction  in the  region  s defence  budget,  which
might  release  funds  totalling  around  $10  billion
by  the  year  2000.  This  figure  represents  today's
annual  military  expenditure  by  India  and
Pakistan  alone,  with  Sri Lanka  accounting  for

an additional  $500 billion.  Militai7  expendi-
tures  are  substantial  in relation  to GDP,  ac-
counting  for  6.6  per  cent  in  the  case  of
Pakistan,  5 per  cent  in the  case  of  Sri Lanka
and  3.3 per  cent  in the  case of  India.  A re-
gional  initiative  for  disarmament  in  which
Japan  plays  a leading  role  can  catalyse  levels
of,disarmament  and  internal  conflict  resolution,
wliich  an individual  country  focused  approach
may  not  be able  to do.  The  catalyst  and  indeed
the  carrot  in any  such  operation  would  be the
offer  ly  the  donor  community,  with  in this  case
Japan  taking  tl'ie  lcad,  to match  dollar  for  dol-
lar,  the  reductions  in defence  expcnditure.  On
the  magnitudes  outlined  above,  South  Asia
alone  worild  be able  to  earmark  over  $20  billion
for  human  development  by  the  year  2000,  thus
entirely  transforming  the  rate  at which  human
development  poverty  eradication  can  occur  and
cnhancing  social  security  wit,hin  the  region.

A  similar  programme  could  be  imple-
mented  for  Africa,  with  the Netherlands  and
the  Nordic  countries  taking  the  lead.  Indeed
t}ie  Nethcrlands  African  prograrnrne  initiative
admirably  qualifies  it for  continuing  with  that
initiative  in respect  of  sustainable  human  de-
velopment  for  Africa;  and  such  a Netherlands
initiative  can  readily  be  coordinated  with
Japan.  A non-G-5  coalition  with  Japan  can,  in
sum,  promulgate  a common  approach  both  in
Sorith  Asia  and  Africa,  linking  reduced  military
expenditure  to human  development.
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BACK  TO THE FUTURE:  SMALL  DEVELOPING  COUNTRIES
IN THE INTERNATIONAL  MONET  ARY  SYSTEM

Terrence  W. Farre//

A. Introduction

This  50th  anniversary  of the  Bretton
'vVoods  Conference,  which  was  held  in  New
Hampshirc,  Unitcd  States  in  July  1944,  will
certainly  add  to the  already  voluminous  litera-
ture  on  international  monetary  reform  and
bring  forth  both  historical  and  analytical  work.
There  have  been  several  retrospective  picccs  of
work  on  Brctton  Woods,  the  most  recent  being
perhaps  the  volume  edited  by  Bordo  and
Eiclicngrccn  (1993).  It is  in  a sense  odd  to
cornrnemoratc  tlie  anniversary  of  a system
which  arguably  collapsed  in  1971,  and  wliidt

actually  operated for a relatively  sliort  period
From  1958,  when  the  West  European  countrics
made  their  currencies  convertible,  to  August
1971,  when  President  Nixon  closed  the  gold
wiridow  (Bordo  and  Eichengreen,  1993).

From  the  perspective  of  most  developing
cormtrics,  any  Bretton  Woods  rctrospcctivc
would  bring  ncitlicr  joy  nor  optimism.  Al-
thougli  thcre  were  27  dcvcloping  corintrics
counted  an"iong  tlie  44 countries  attending  the
Brctton  'vVoods  Conference,  that  mcctirig  was
essentially  a r'icgotiatcd  settlement  bctivccn  tlic
United  Kingdom  and  the  United  States  wliich
took  into  account  the  interests  and  perspectives
of  those  countries  on what  tlie  postwar  ititer-
national  trading  and  monetary  system  shorild
look  likc,  but  did  not  address  in  any  meaningful
way  tlie  interests  and  prolilcms  of  tl'ic  develop-
ing  ivorld.'

Although  the dcvcloping  countries  wcrc
allowed  to play  a small  part  in the  creation  of
SDRs  in the  late  1960s,  their  more  meaningful
efforts  to try  to impact  the  reconstitution  of  the
international  monetary  and  financial  systcm
came  only  in the  early  1970s  after  the  Brctton
Woods  system  had  collapsed.  Acting  under  the
auspices  of  the  G-77,  developing  countries  cre-
ated  the  G-24  in 1972  and  took  an active  role
in the  work  of  the  Committee  of  Twcnty,  w}'iicl'i
was  established  by  the  Board  of  Governors  or
t}ie I.'rlF  in July  1972  (Zalducndo,  1986).2  Dc-
vcloping  countries  began  to press  at tliat  time
for  a "New  International  Economic  Ordcr".
T}ie  credibilitv  of  their  demands  ivas  en}ianced
by the  emergence  of  01)IEC  which,  at one  and
the  same  time  pointed  to the  value  of  collective
action,  and  illustrated  what  genuine  economic
and 1-inancial  power  could  ac}iieve  (Bhagwati,
1977;  llcllcincr,  1976;  Fcrguson,  1988).  Since
the  mid-1970s,  t}ic  G-24  countries  liavc  bccn
calling  for  an  international  monetary  confer-
ence  t}iat  svould  address  meaningfully  tlie
problcms  and  interests  of  tlic  developing  coru'i-
tries.

Tl'iis  paper  asks  the  question:  If  a
"Brctton  Woods=  Conference  wcrc  to be licld
today,  what  worild  be the  issucs  that  developing
countries,  and  more  particularly  small  States,
'ivould  bring  to the  table,  if  they  elected  to at-
tend  at all,  and  what  ivould  be thc  likelihood
or success  or such  an agenda.  Tlic  paper  is an
cxercisc  ixi  tlie  political  economy  of  intcrna-

l The developing  countries  represented  ivere Bolivia,  Brazil,  Cliile,  Co]ombia,  Costa Rica, Cuba, the Dominican  Re-
public,  Ecuador,  Egypt,  EI Salvador,  Etliiopia,  Guatemala,  Haiti,  Honduras,  India,  Iran,  Iraq,  Libya,  llexico,
Nicaragua,  Panama,  Paraguay,  Peru, the Pliilippines,  Uruguay,  Venezuela  and 'i'ugoslavia  (Ferguson,  1Q88, p. 47,
footnote  10). Although  the Soviet  Union  was signatory  to the Final  Act  of  the Bretton  Woods  Conference  it failed to
ratify  the Agreement:  see comments  by Bcrnstcin  in Bordo and Eichengreen  (1993, pp.  193-196).  Arguably,  the
Bretton  'iVoods  conference  could  not take the interests of the developing  countries  into account  since these interests
only  began to be formulated  and articulated  in the 1950s.

2 It should  be noted tliat  anot)'ier  group,  the G-10,  consisting  oflOindustrialized  countries,  svas formed  as early  as 1962
svhen t)ie Gencral  Agreement  to Borrow  (GAB)  was organized.
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tional  economic  relations.  It reviews  past  ex-
periences  as  these  have  shaped  the  current
situation  and  the  prospects  of  the developing
countries  vis-A-vis  the  industrialized  countries.
Our  review  of  past  experience  is,  however,
eclectic.  First,  we  identify  four  underlying
themes  which  seem  to bear  on  the  formulation
of  an agenda  for  developing  countries.  These
are (a)  the  insreasing  heterogeneity  of  the  de-
veloping  countries;  (b)  the  neo-liberal  paradigm
of  growth  and  development;  (c) the "end  of
history"  and  (d)  the  globalization  of  trade,  fi-
nance  and  industry  driven  by cornrnunications
and  information  technologies.  Second,  we ex-
araine  the  G-24  agenda  against  the  background
of  these  themes  to assess  the  power  and  rele-
vance  of  that  agenda.  Third,  we focus  specif-
ically  on  the problems  of  small  States.  The
paper  concludes  with  suggestions  for  elements
of  an agenda  for  a new  "Bretton  Woods"  con-
ference  and  comments  on  the  likelihood  of
success  of  such  an  agenda.

B.  Contemporary  themes  in an agenda
for  international  monetary  reform

1.  The  increasing  heterogeneity  of
developing  countries

,=lt tlic  time  of  the  Brctton  'yVoods  Con-
ference  and  up  to the  early  1970s,  the  literature
rarely  distinguished  among  developing  coun-
tries.  Tlic  dominant  cleavage  in  the world
economy  was  sccn  to  be  thc  industrializcd
countries  of  the  West;  the  centrally-planned
economics  of  the  East;  and  the  "rcst=,  wbich
wcrc  variously  termed  "developing",  "less  de-
veloped"  or  "undcrdcveloped"  cormtries,  and
tiahicli,  on  tlie  basis  of  tliis  tripartite  division  of
tlic  world,  came  to  be known  as  the "Third
'1Vorld=.  The  failure  to differentiate  among  the
devcloping  countries  certainly  did  not  promote
a sound  understanding  of  their  development
problems,  especially  the dynanThcs  of  political
indcpcndencc  faor the  formcr  colonial  territories.

By  the  early  1960s,  the  imperative  of
making  distinctions  among  developing  coun-
tries  ivas  apparent  to students  of  the  develop-
ment  problem  (Demas,  1965).  Tlie  emergence
of  OPEC  forced  a distinction  to be made  be-

tween  this  potentially  rich  group  of  developing
countries  and  the  non-oil  developing  countries,
a distinction  which  has obtained  official  sanc-
tion  within  agencies  such  as the IMF.  More
recently,  the  emergence  of  fast-growing,
export-oriented  economies  in Asia,  and  the  se-
vere  problems  of  poverty  in  sub-Saharan
Africa,  have  caused  a distinction  to be made
between.these  newly  industrialized  economies
(NIEs),  the sub-Saharan  countries,  and  other
developing  countries.  The  latter  are,  in turn,
divided  variously  into  the  highly-indebted
countries,  "middle  income"  dcveloping  coun-
tries,  and  small,  island  economies.3  The  recent
removal  of  the  Iron  Curtain  has led to  the
identification  of  the  so-called  "economies  in
tranSltlOn  .

These  distinctions  are  important  since  the
manner  of  insertion  of  these  types  of  develop-
ing  countries  into  the international  economic
and  monetary  system  does  vary,  and  they  often
liave  separate  and  distinct  interests  and  con-
cerns  about  the  structure  and  evolution  of  the
international  monetary  and  financial  system,  as
well  as  the  international  trading  sy,stem.
Krueger  notes  that:

By the year  1990, differential  rates of eco-
nomic  growth  and  other  factors  implied  that
any  analysis  of  the role  of  developing  coun-
tries  in  the  international  economy  required
systematic  recognition  of  their  differences  ...
There  are real questions  as to w}iethcr  the
designation  'developing  country'  any longer
makes  sense  (Krueger,  1992,  p.  465;
Kennedy,  1993, p. 194).

For  the poorest  countries,  tlie  enduring
concern  rcmaixis  the  ixiadcquacy  of  t)ie  transfer
of  real  resources.  The  higlily-indebted  coun-
tries  liave  concerns  related  to market  access  for
their  exports  and  the  structure  and  availability
of  finance  for  projects  and  balance-of-payments
support.  The  NIEs'  major  conccrns  arc not
wit}i  the operation  of  t}ie  intcrnational  mone-
tary  and  financial  system,  but  with  tlie  mainte-
nance  of  market  access  and  the  requirement  of
industrialized  countries  that  they  open  up  t)teir
own  markets.  Small  States,  particularly  island
economies,  have  concerns  related  to their  vul-
nerability  to  natural  disasters,  swings  in  the
tcrms  of  trade,  and  maintenance  of  the stock
of human  capital  nccdcd  for  dcvclopmcnt.4
Given  the differentiation  of  developing  coun-
tries,  one  could  not  expect  that  Singapore  or
Taiwan  Province  of  China  ivould  have  many

3 The  G-24  itself  began to acknowledge  the special  status of  small,  island  and landlocked  countries  in its "Outline  of  a
Program  of Action  on International  Monetary  Reform",  Belgrade,  1979. Outside  official  circles, the Crown  Agents
have hosted a aaSmall States" forum  on the occasion  of the annual  Fund-Bank  meetings,  and the Commonwealth
Secretariat  has also recently  given some attention  to the issues and problems  of  smal) States.

4 See the Summary  Proceedings  of  IS{F  Annual  h}eetings,  various  issues.
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interests  in  common  with  Nigeria  or  Chad,  nor
indeed  is  there  likely  to  be  much  common
ground  between  Brazil  and  Barbados.

2.  The  dominance  of  the  neo-Iiberaf

paradigm

Over  the  last  20 years,  the  industrialized
countries  and  their  surrogate  international  fi-
nancial  institutions  have  come  to  embrace  what
may  be termed  the  neo-liberal  paradigm.  The
essential  elements  of  the  paradigm  are: (a) a
powerful  belief  that  free  markets  are  usually  the
best  allocators  of  resources,  and  even  where
they  are not  working  optimally,  they  are still
superior  to any  other  mechanism  that  can  be
devised;  (b)  a strongly  held  view  that  govern-
ments  should  neither  get directly  involved  in
productive  activities,  nor  seek to  encourage,
foster  or target  any  particular  industry  or ac-
tivity  for  development;  '(c)  a view  that  the
international  trading  and  investment  en,viron-
ments  should  be  free  of  restrictions  imposed
unilaterally  'by  individual  nation  States,  or
groups  of  nation  States;  (d)  a view  that  groivth
and  development  are  best  sccured  by  export-led
production;  (e) a view  tliat  Western-style  de-
mocracy,  in form  if  not  in  substance,  is  the
best,  thorigh  not  the  only  way  of  organizing
political  activities  in the  service  of  cconoinic
development.

The  elements  of  the  paradigm,  and  the
degree  of  tenacity  with  ivhich  each  element  is
held,  have  evolved  over  time,  and  indeed  seem
to  liavc  been  strengthened  during  the  Thatchcr
and  Reagan  years.  l"he  Commonwealth
Secretariat  group,  reporting  in  1983  and  com-
menting  on  this  question  of  the  role  of  govern-
mcnts,  stated:

lVith  the relative   in the role of the
unfettered  private   place,  in industry,
trade  and  in domestic  monetary  affairs,  more
and  more  domestic  governrnental  policies
were  likely  to generate  implications  for  others
outside  national  orders.  Recent  efforts  in a
number  of countries  to reduce  the share of
the  public  sector  and to  encourage  market
forces  nationally  if not  internationally,  have
not  yet significantly  changed  the total  picture
(Commonwealth  Secretariat,  1983,  pp.
11-12).

It  is unlikely  that  the  groyip  would  arrive  at the
same  conclusion  today.

Tlie  neo-liberal  paradigm  lias  liad  several
important  conseqriences  for  policy  formation
and  implementation.  It  has  led  to  the
disparagement  and  decline  of  economic  plan-

ning  which  preoccupied  many  developing
countries  in the 1960s  and  1970s.  It  has  pro-
moted  policies  of  privatization,  reduction  of
protection  by  replacing  quantitative  restrictions
with  low  or zero  tariffs,  and  shifting  from  im-
port  substitution  to  export  promotion.  In  more
recent  years,  the  free  market  element  has been
extended  to  the  market  for  foreign  exchange  in
develop:ing  countries  as exchange  controls  are
removed  and  exchange  rates  allowed  to float
freely  (Quirk  et  al.,  1987).  The  neo-liberal
paradigm  is  also  prepared  to  accept  certain
uncomfortable  consequences  of  its
uncompromising  acceptance  of  free  markets.
Certain  markets,  such  as  those  for  foreign
exchange  and  certain  financial  instruments,
tend  to  be  subject  to  wide  and  sudden
fluctuations,  often  unrelated  to  market
fundamentals.  Lal's  views  are perhaps  typical
of  the  position:

It  should  be  noted  ... that  a govemrnent
which  chooses  a freely  floating  exchange  rate
and free capital  mobility  provides  its citizens
with  the largest  access to what  are in effect
insurance  markets.  Takjng  advantage  of  this
access, private  and public  sectors  can make
consumption  and production  decisions  ac-
cording  to their  degree  of  risk  aversion,  given
the degree  of  uncertainty  associated  with  var-
iable  prices  ...  Complete  price  stability,  or
even increased  price  stability,  is not  necessar-
ily  welfare  optimal  (Lal,  1980,  p. 34).

The  business  cycle  has  also  been  accepted
as a normal  aspect  of  the  operation  of  a market
economy  and  it is generally  held  that  govern-
ments  can  and  should  do little  to mitigate  or
offset  its  effects.  Equally,  the  neo-liberal
paradigm  is unmoved  by the  idea  of  a secular
decline  in  the  terms  of  trade  of  developing
countries  to the  extent  tliat  this  decline  reflects
the  operation  of  market  forces.

'l'et  anotlier  important  implication  of  this
paradigm  is that  in terms  of  policy  toward  de-
veloping  countries,  the  industrial  countries  and
international  financial  institutions  take  the  view
that  =one  size  fits  all",  i.e.  the  policy  pre-
scriptions  which  flow  from  the  model  are
equally  valid  for  all countries  in any  circum-
stances,  regardless  of  the  "initial  conditions"  of
the  economy.  A corollary  implication  is that
tlie  treatment  of  all countries  should  be uni-
Form  and  that  relationships  should  normally  be
characterized  by  reciprocity.

3.  The  "end  of  history"5

In the  postwar  period,  and  more  partic-
ularly  over  the  last  25 years,  as the  power  and
influence  of  the Western  countries  expanded,
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powerful  forces  have  been  unleashed,  working
through  the  media  of  television,  the press,  lit-
erature  and  the  arts,  which  have  been  leading
to  a certain  cultural  homogenization.  The
international  financial  institutions  have  also
been  active  proselytizers.  In  an earlier  time,  it
would  have  been  termed  "cultural  imperialism",
but  part  of  the  process  of  homogenization  has
been  the  see'mingly  rapid  acceptance  of the
ideology  of  "liberalism"  as the  preferred  organ-
izing  principle  for  economics  and  politics.  It  is
no longer  fashionable  even  in Third  World  cir-
cles to talk  about  imperialism,  or about  the al-
leged  pernicious  effects  of  transnational
corporations  (TNCs).  Socialism  is no longer
regarded  as a viable  option,  nor  are the  former
Soviet  Union,  China  or Cuba  vicwed  as models
for  economic  reorganization.

Throughout  the Third  World,  countries
are increasingly  run  by business  and politigal
elites  which  have  been  educated  in  the best
schools  in  the  West.  They  see the  world
through  similar  lenses,  and  analyse  the forces
impacting  their  businesses  and  polities  with
more  or less the same apparatus  of  thought.
Their  awareness  of  the social  realities  of  their
countries  may  lead to modifications,  in some
instances  in the direction  of  authoritarianism,
in others  to a preparedness  to seek to modify
market  outcomes.  However,  the  fundamental
correctness  of  the  'vVestern  democratic  ideal  and
the  superiority  of Western  capitalist  market
economics  is not  broug}it  into  question.6  Hav-
ing  said  this,  possible  challenges  to  this
I-Iegelian,  teleological  view  of  history  might  be
cmcrging  from  the  articulation  of "Asian"
capitalism,  and  from  the re-tliinking  of  demo-
cratic  political  processes  caused  by  ethnic
assertiveness  in places  as far  apart  as t}'ie for-
mer  Soviet  Union,  formcr  Yrigoslavia  and the
emerging  post-apartheid  South  Africa.

'vVithorit  any  idcological  corintcrwcight  to
the neo-liberal  modcl,  thc  developing  countries
have  lost  a fulcrum  through  whicli  leverage
used to  be  exercised  during  tlie  Cold  War  in
order  to achicve  their  objectives.  Indccd  there
lias bccn  a conccrn  that  Western  support  of  the
lilicralization  process  in  IEastcrn  IEuropc  and
the formcr  Soviet  Union  could  be at tbc cx-
pcnsc  of  tl'ie Third  World  dcvcloping  countries,
as the  transfer  ofresources  is redirected  to tlicse
politically  more  sensitive  areas  (Collins,  1992).

4.  Globalization  of  trade,  finance  and
industry

During  the  1970s,  a great  deal of  dis-
cussion  in development  economics  and inter-
national  trade  theory  surrounded  the role,  the
power  and  effects  of  TNCs.  Scores  of  disserta-
tions  w=re  written  on  the  subject.  Today,
TNCs  warrant  only  passing  mention.  Part  of
the  reason  for  this  is that  in today's  world,  vir-
tually  any  corporation  in industrialized  and in
many  developing  countries  can exercise  global
outreach.  Developments  in  telecornrnuni-
cations  and  information  technology  are  in-
creasingly  making  real  the concept  of  a global
village.  Capital  is now  more  mobile  interna-
tionally  than  at any  other  time  in history.  The
providers  of  funds  have  access  to information
on  the  credits  which  they  are considering  fi-
nancing,  whether  these  are sovereign  or corpo-
rate,  and  the  financial  markets  have  developed
a sophisticated  capability  to assess and price
tlicse  credit  risks.  The  private  capital  markets,
while  still  subject  to  herd-like  behaviour,  re-
flecting  asynmetric  information  among  partic-
ipants,  are arguably  much  more  sophisticated
than  in the 1970s,  when  weak  internal  controls
and  poor  information  led to overlending  to the
now  heavily  indebted  developing  countries.
There  has  been  a significant  improvement  in
the due diligence  of  the  private  capital  markets,
partly  tlirough  improvements  in their  own  re-
search  and  intclligcncc  capabilities,  partly
tlirough  the  work  of  credit-rating  agencies,  and
partly  because  of the  response  to  more  dc-
manding  regulation  and  supervision.

Onc  or  the ccntral  issues  in international
cconotnic  relations  today  is the protection  of
intcllcctual  property.  Tliis  flows  from  the fact
tl'iat  compctitivencss  is primarily  a function  of
access  to  proprietary,  value-adding  informa-
tion,  which  is cxpcnsivc  or difficult  to produce,
but  cxtrcmcly  cheap  to rcplicate  and disscm-
inatc  (Rcicli,  1992;  Porter,  1990).  Those  devcl-
oping  countries  wliich  still  seek a competitive
advantage  in raw  material  production,  or even
in  labour-intensive  manufactures,  are  finding

tlic tcrms of trade moving licrsistcntly  against
tlicm.  .An  important  clcmcnt  wliich  )ias
cmcrgcd  in  international  economic  relations
ovcr  tlic  last  dccadc  is the environment,  based
on a growutg  appreciation  of  tlie  fact  that  tlie
ivorld  is indeed  a global  village  in respect  of  tlic
ritilization  and  disposal  of  resorirces.

5 Tlie  notion  of  the  aend  of  liistory  comes  from  Fukuyama  (1992).  'iVhile  I do  not  share  Fukuyama's  "optimisma  that
liberal  democracy  constitutes  the  pinacle  of  human  politica)  organization,  I do  support  his  contention  that  the  ideology
of  liberalism  is dominant  today.

6 The  G-24  agenda  is based  on  an "immanenta  critique  of  the  neo-liberal  paradigm,  not  on a "substantive  critique,  in
which  the  fundamental  premises  are  challenged,  as for  example  in t)ie  }'}arxist-Leninist  critique.
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While  globalization  is indeed  the  domi-
nant  trend  in respect  of  trade,  finance  and  in-

dustr>r, the distribution of economic power
within  tlie  world  economy  continues  to shift.
The  United  States  no longer  dominates  world
trade  and  payments.  Germany,  and  more  par-
ticularly  the  European  Union,  as well  as Japan,
have  emerged  as players  of  considerable  weight.
Two  regional  'olocs  face  off  across  the  Atlantic.
While  a Pacific  bloc  is not  yet  on  the  cards,  it
is probably  only  a matter  of  time.  The  current
disarray  in  Eastern  Europe  and  the  former
Soviet  Union  masks  the  likely  emergence  of  this
grorip  of  countries  as a fourth  bloc.  The  degree
of  integration  and  interdependence  of  the  world
economy  has increased  considerably  over  the
last  two  decades.  Developing  countries  now
have  to address  a multi-polar  world,  and  can
hold  a variety  of  currencies  as rescrves.

C.  The  G-24  agenda

The  developing  countries,  or at any  rate
those  acting  tlirough  the G-24,  have  consist-
ently  articulated  an agenda  somewhat  different
from  the  agenda  that  flows  from  thc  neo-liberal
pciradigm  (Group  of  Twenty-Four,  1979;  1984;
1985;  1986).  The  G-24  agenda  comprises  four
main  issues:  (a)  tlie  "problem"  of  international
liquidity;  (b)  the  adjustment  process  and  ex-
chaxigc  rate  stability;  (c)  thc  transfer  or  real  re-
sourccs;  and  (d)  the lack  of  influence  of  the
developing  countrics  in  decision-making  on the
intcmational  monetary  system.

In rcspect  of  international  liquidity,  thc
G-24  has argucd  that  liquidity  has been  ixiadc-
quate  to finance  the growing  volume  of  world
trade,  and  that  there  has been  a need  to in-
crease  Fund  quotas  substantially,  to  increase
tlic  issue  or  SI)Rs  and  to link  SDR  creation
with  thc  transfer  of  rcsourccs  to  dcvcloping
countries.  Although  the  staff  or  the  Fund  }iave
shown  sympcithy,  if  not  support  on tliis  issue,
t}ie  G-24  has bcen  unable  to marslial  tlic  evi-
dcncc  tliat  would  convince  tlic  G-10  countrics
that  there  is indeed  a liquidity  problem  or tl'iat
additional  SDRs  should  be crcatcd  (Lal,  1980,
pp.  29-30).

Tlie  evidence  ivould  suggest  that  there
has  bccn  in  fitct  no real  liqriidity  problem  at tl'ie
global  lcvel.  The  ratio  of  non-gold  reserves  to
imports  }ias  increased  over  the last  30 years,
averaging  8.7 per  cent  over  1963-1970,  12.5  per
cent  ovcr  1971-1981,  and  12.9 per cent  over
1982-1992.  At  the  time  SDRs  ivcre  created,  on
tbe  argumcnt  that  international  liqriidity  ivaS

probably  insufficient  to  support  fast-growing
trade,  the  ratio  of  non-gold  reserves  to imports
was  about  8.7  per  cent.  The  reserves-to-
imports  ratio  is  even  higher  for  developing
countries  than  for  the  industrial  countries,
though,  not  unexpectedly,  there  has  been
greater  variability.  This  measure  arguably
understates  available  international  liquidity
since  psivate  markets  have  increasingly  fi-
nanced  cornrnercial  transactions,  even  for  de-
veloping  countries,  although  the  poorest
countries  continue  to  have  limited  access  to
private  markets.  The  distribution  of  reserves
between  industrialized  and  developing  coun-
tries,  however,  remains  a source  of  concern  to
the  G-24  countries,  and  has  underlain  their  re-
peated  calls  for  a new  allocation  of  SDRs.

In  respect  of  the  adjustment  process  and
the  stability  of  exchange  rates,  the  G-24  coun-
tries  have  focused  on the  lack  of  symmetry  in
the  adjustment  process  between  surplus  and
deficit  countries,  whereby  surplus  countries  do
not  appear  to accept  any  obligation  to adjust
by  appreciating  their  currencies  or by  expand-
ing  domestic  demand,  while  in contrast,  devel-
oping  countries  in  chronic,  often  structural,
deficit  are  required  to undertake  painful  deval-
uations,  along  with  severe  contraction  of  do-
mestic  demand,  often  with  onerous
conditionalities,  in return  for  liinited  financing
from  the Fund.  The  G-24  also  point  to the
failure  of  multilateral  surveillance  and  the  weak
or non-existent  levcragc  the  Brctton  Woods  in-
stitutions  have  over  the  major  industrial  coun-
tries.  Here  too,  alt}iough  tlie  G-24  countries
are  factually  and  morally  correct  on this  issue,
tlic  G-10  countries  have  rcmaincd  unmoved.

Tlie  position  of  the  G-10  countries  is not

drie  to  perversity  on  their  palt,  but  to their  own
inability  to resolve  this  problem  of  symmetry
of  adjustment  even  among  themselves.  Surplus
countries,  industrializcd  or  dcvcloping,  have  no
real  incentive  to adjust,  because  of  an overrid-
ing  conccrn  to maintain  the  compctitivencss  of
their  exports.  Moreover,  it has proved  rela-
tively  easy  in a world  of  imperfect  capital  mo-
bility  to sterilize  reserve  inflows  (Obstfcld,  1993;
,Aliber,  1993).  The  problem  of  adjustment  has
bccn  compounded  in  the last  decade  by the
aliility  of  international  capital  markets  to cause
variations  in  excliangc  ratcs  to  become  dc-
taclied  from  current  accorint  dcvelopmcnts  for
extended  periods.  This  has led to administra-
tive  attempts  to correct  bilateral  trade  imbal-
ances  tlirough  provisions  such  as Super  301 of
the  United  States  Omnibus  Trade  and
Competitiveness  Act.  These  administrative  de-
vices  are being  used  increasingly  against  devel-
oping  corintries  to compcl  market  access  for  t}ie
exports  of  the  industrialized  countries.
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The  transfer  of  real  resources  remains  the
most  enduring  and  important  issue  on  the  G-24
agenda,  although  strictly  speaking,  it has little
to do with  the  international  monetary  system.
The  argument  is that  the  private  capital  mar-
kets  cannot  supply  the  developing  countries,  or
at least  the  poorest,  witli  the  resources  needed
to finance  their  structural  current  account  defi-
cits.  Therefore  the  international  financial  in-
stitutions,  which  have  better  information  on
these  countries  and  can  afford  to  take  a longer
view,  should  fill  the  breach.  The  G-24  coun-
tries  point  to  the  difficulties  encountered  by
those  countries  which  accessed  the  private
markets  in  the  late  1970s  and  early  1980s  to fi-
nance  the  deficits  induced  by higher  oil  prices,
and  then  encountered  soaring  interest  rates  and
a sudden  withdrawal  of  incremental  capital  by
panic-stricken  banks,  which  in  turn  precipitated
the  debt  crisis.

The  question  of  the  influence  of  develop-
ing  countries  in decision-making  on the  inter-
national  monetary  system  has  been  extensively
analysed  (Ferguson,  1988).  The  developing
countries  had  no  representation  in the G-10
discussions  during  the  1960s.  Cohen  (1977)  has
argued  that  "LDC  views  and  interests  were  not
so much  ignored  as rejected  as irrelevant,"  and
that  in  respect  of  the  creation  of  SDRs,

It was only  through  the intervention  of the
IMF  Managing  Director  in  the negotiation
process  that  provision  was  made  for allo-
cation  of  the new  reserve  asset to all Fund
members  (Cohen,  }977,  p. 151).7

While  Fcrguson  argues  that  the  dcvclop-
ing  countries  were  able  to influence  certain  de-
cisions  and  processes,  for  example  participation
in the  Committee  of  Twenty  and  the Interim
Cornrnittee,  and  representation  on the  Fund
Board,  it must  be noted  that  the  critical  deci-
sions  on  the  international  monctary  system
were  made  either  unilatcrally  - c.g. the  closure
of  the  gold  window  - or  collectively  by  tlie  G-10
countries,  and  such  influence  as the  developing
countries  have  had  has been  materially  aided
by  the  active  support  of  the  executive  manage-
ment  of  the  Fund,  who  were  themselves  con-
cerned  about  the  possibility  of  the
marginalization  of  the  Fund  in  decision-making
on  international  monetary  matters.

The  world  view  which  seems  to underlie
the  G-24  agenda  is characterized  by the fol-
lowing  elements.  First,  there  is the  notion  that

market  outcomes  are  not  usually  or  necessarily
beneficial  to  the  developing  countries,  and
therefore  specific  interventions  are  required  in
order  to correct  these  perverse  outcomes.  For
example,  while  the  industrialized  countries  may
be able  to  take  cyclical  recessions  in  their  stride,
the  backwash  effect  of  these  on  the  developing
countries  may  be particularly  severe,  since  the
proportionate  impact  on the  exports  of  devel-
oping  countries  is larger.  Second,  there  is the
view  that  the  developing  countries  collectively
constitute  a "special  case",  which  requires  cer-
tain  concessions  and  derogations  in whatever
arrangements  might  be considered  optimal  for
the  industrialized  countries.  Third,  there  is the
notion  that  the  international  economic  system
should  be designed  and  operated  on  democratic
principles  which  enshrine  equality  and  equity  in
the  determination  of  issues  which  affect  all
countries.  This  world  view  is  somewhat  at
variance  with  the  pure  neo-liberal  paradigm.

The  industrialized  countries  would  reject
or modify  these  contentions.  The  more  con-
servative  thinkers  in the  neo-liberal  camp  point
to  the  contemporary  successes  of  the  "Asian
Tigers",  Chile  and  Mexico  to reinforce  the  ar-
gument  that  market-oriented  policies  enhance
growth  and  development,  and  can  be consistent
with  a reasonable  distribution  of  income  (Sum-
mers  and  Thomas,  1993).  They  would  insist
that  the  international  community  could  accept
only  limited  responsibility  for  the  economic  and
social  difficulties  of  dcvcloping  countries,  and
that  in most  instances  the greater  part  of  the
problem  of  thcse  countries  lies in their  weak
domestic  policies  and corruption  and  incffi-
cicncy  in  govcrnmcnt.

D.  Problems  of  sma//  States

It is not  often  appreciated  that  most  of
the  nations  of  tlie  vsaorld are  small.  For  the
purposes  at hand,  a small  country  is defined  as
one  with  a population  of  less than  10 million,
and  which  is a =price  taker"  in its trading  re-
lationships  with  the  rest  of  the  world  and  highly
dependent  on imports  of  goods  and  services,
including  technology.  T,ipically,  small  coun-
tries  exl'iibit  a high  ratio  of  exports  to GDP  and
will  have  a limited  resource  endowment.  T}iey
are  often  prone  to  natural  disasters,  such  as
hurricanes,  earthquakes  and  flooding,  whic}i

7 There  is no gainsa)iing  the significance  of this occasional  alliance  between  the developing  countries  and the Fund's
management.  As a bureaucracy,  the Fund's  management,  sta[  and Executive  Directors  came to develop  their  own
interest  in the continuation  of  the organization  and would  have been concerned  to ensure that  the power  and influence
of  the organization  were not eroded  or subverted.  This problem  was particularly  acute in the post-1971  period  when
the very raison  d'etre  of the Fund  came into question.
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have  the  effect  of  further  increasing  the  vari-
ability  of  exports.8  Small  States  can  be counted
among  industrial  countries  (e.g.  Iceland,
Switzerland  and  Denmark),  among  NIEs  (e.g.
Singapore),  among  middle  income  countries
(e.g.  Trinidad  and Tobago)  and  among  the
poorest  and  least  developed  (e.g.  the  Central
African  Republic).

The  relative  success  of  small  States  is not
unrelated  to their  geographical  location.  The
small  States  of  Europe  have  clearly  benefited
from  their  proximity  to larger  States  such  as
France,  Germany  and  the  United  Kingdom.
Singapore  has  benefited  from  its  location  as an
entrep6t.  By  contrast,  small  island  States  in  the
Pacific,  and,  to  a lesser  extent,  those  of  the
Caribbean,  are seriously  affected  by the  long
distances  to  neighbouring  countries.  Small
States  require  proportionately  more  social
overhead  capital  than  larger  States,  which  are
able  to benefit  from  economies  of  scale  in the
provision  of  ports  and  airports,  roads,  health
care  delivery,  etc.  Small  States  tend  to  have
limited  access  to human  capital,  owing  to their
small  population  and  consequent  inability  to
attain  critical  mass  in certain  skills.

In  respect  of  their  relationship  with  the
international  financial  system,  small  countries
encounter  a range  of  problems.  The  interna-
tional  capital  markets  providing  dcbt-creating
capital  tbrough  syndicatcd  loans  and  bonds  arc
Icss  attracted  to small  countries,  since  the  cffort
rcquircd  to  i:inderstand  the  sovcrcign  credit  risk
represented  may  be seen  to be large  in relation
to  the  volume  of  financing  to  be provided.  l'his
usually  mcans  that  when  small  countries  do
access  the  intcrnational  capital  markets,  the
terms  - interest  rate,  maturity  of  the  loans,
collatcral  requiremcnts  - may  be  disadvanta-
geous.  Contemporary  markets  require  tliat
debt  issues  bc sufl-icicntly  large  and  frequent  for
the  p;ipcr  to be easily  traiicd.  Inl-rcqucnt  and
rclativcly  small  issucrs  find  that  they  }iavc  to
pay  a prcinium  for  issuing  papcr  which  is not
likely  to be actively  traded.

Small  size poses  sinThlar  problems  in re-
spect  of  rclationships  witli  the  international  fi-
nancial  institutions.  On the  supply  side,  the
administrative  c[ort  required  to  prcparc  a
project  for  development  assistance  in  a small
country  is as great  as that  required  for  a much
larger  project  in a large  developing  corintry.
On  the  "demand"  side,  limited  human  resorirccs

often  mean  that  implementation  capacity  is
weak,  and  the  projects  actually  require  propor-
tionately  more  man-hours  to  reach  a stage
where  financing  can  obtain  Board  approval,
and  drawdowns  effected.  The  staff  of  the
international  financial  institutions,  like  em-
ployees  in any  organization,  prefer  to work  on
problems  that  are challenging.  The  problems
presented  by small  countries  are not  seen as
challenging  and  do not  assure  staff  of  recogni-
tion  and  advancement  for  addressing  those
problems.9

Because  of  their  often  more  limited  re-
source  endowments,  small  countries  are  usually
more  accommodating  to foreign  direct  invest-
ment.  While  direct  investment  can  bring  sub-
stantial  benefits,  as  evidenced  by  the
experiences  of  countries  like  Singapore,
Mauritius  and Taiwan  Province  of  China,  it
does  require  closer  management  and  monitor-
ing  to  ensure  that  the  benefits  outweigh  the
costs  and  are  sustained.  Thus,  small  countries
need  to develop  a fairly  sophisticated  know-
ledge  of  TNCs,  and  a capacity  to "intcrvene"
based  on  that  knowledge.

The  problems  of  small  States  have  been
articulated  at the  Annual  Meetings  of  the  Fund
and  Bank  every  year  by the  representatives  of
the  Caribbean  and  Pacific  countries.  They  have
lamented  the  inadequate  attention  given  to the
peculiar  problems  of  small  States  and  have
called  for  a special  dispensation.  Tl'ic  statcmcnt
of  the  rcprcsentative  for  Kiribati  at the Berlin
meetings  in 1988  is perhaps  typical  of  the  con-
ccrns  raised,  though  atypical  in its frankness.
llc  stated  inter  alia:

It is difficult  for  us to share  the complaccncy
that colored  many  of the  statcmcnts  made
earlier  ...  [ivhich]  seem aimed  at the stock
markets  and foreign  exchange  markets  ... We
are unimpressed  by self-congratulation  based
on financial  aggregates.  lVc  arc morc  con-
cemed  with  the realities  of  trade,  investment,
jot'is,  licalth  and  national  self-rcspcct.  'iVe see
increasing  protectionism  in the same  coun-
tries that  urge us to increase  our  exports,  de-
regulate  our  economies,  and  roll  out  the
welcome  mat  to foreign  investors.  'iVe see a
continued  decline  in  the  readiness  of riclx
countries  to transfer  even  a small  part  of  thcir
accumulated  wealth  to the poorer  countries
... They  are full  of  tlieories  of  the market
place tl'iat  cannot  work  except  where  buyers
and sellers have equal  access to information,
credit  and  political  power.lO

8 See the contributions  of  representatives  of  small  States of the Caribbean  and Pacific  to the proceedings  of the Fund-
Bank Meetings.

9 Recently,  the small  countries  or the Eastern  Caribbean  within  the Fund  were "shared  out" among  groupings  of  larger
countries,  partly  because, we are given to understand,  staff  did not wish to get stuck in dealing  with  only  smal! coun-
tries.
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Vany  analysts  of  the  problems  of  small

States  would  lend  support  to  the views  ex-

pressed  above.  }Iowever,  not  all  small  States

seem  to value  the  public  forum  provided  by  the

Annual  Meetings  of  the  Fund  and  Bank  to

press  the  special  case of  small  States.  In pe-

rusing  the  proceedings  of  these  meetings  over

the  last  two  decades  in order  to obtain  a per-

spective  on 110W the  problems  of  small  States

have  been  articulated,  this  author  was  unable

to find  a single  instance  when  a representative
of the  Government  of Singapore  addressed

these  mcctings.  It would  also  appear  that,  al-

though  Singapore  is very  conscious  of  its smalI

size and  vulnerabilities,  it goes  about  address-
ing  this  problem  in a different  and  clearly  more

effective  manner  than  other  small  developing

countrics.  Singapore  is said  to make  very  good

use  of  the  resources  and  capabilities  of  the

Fund  in  respect  of  policy  issues,  but  its  re-

lationship  with  the  Fund  seems  to be carefully
measured  for  effectiveness.  The  small  Nordic

countries,  although  cnjoying  high  levels  of  de-

velopment,  are  concerned  aborit  the  impact  of

poor  policy  coordination  among  the  larger  in-

dustrial  countries,  and  are on record  as sup-

porting  an  increase  in allocations  of  SDRs.

E. Bretton  Woods  2004:  a new

monetary  constitution?

1.  Rules  versus  discretion

I-lie  Brettoxi  'vVoods  .Agreement  has  been

dcscribed  as "...  an unprecedented  cxpcritncnt

in  intcrnational  rule  making  and  institution

building"  (Ikenberry,  1993,  p.  155).  That
agreement  }iad  sought  to establish  (a) an ad-

justalilc  peg  system;  (b)  a supplcmcntary  source

or  intcrnational  liquidity;  (c)  a =code  of  action"

in  respect  of  multilateral  payments  and  cur-

rcncy  convcrtibility;  and  (d)  thc  creation  of  a

forum  for  international  consultation  and  coop-

cration  on  monctary  matters  (Cohen,  1977,  pp.

91-93).  IIl  1994,  as wc  look  ixito  tbe  future,  es-

pccially  svith  the  problems  or  small  developing

countries  in mixid,  we ask ivhat  miglit  be thc

clcn'icnts  of  a new  monctary  constitution  as we

move  to the  turn  of  the  ccnturv.

Tlie  first  question  to  be  addressed  is,

isaliether  there  is a need  for  a constitution  at all.

Is there  a need  for  rules  of  the game?  Kit

McMahon  has  put  the  issue  cogently:

An  international  monetary  system  must  in-
volve  some  kind  of  set of  rules  governing  the
monetary  relationships  between  (sic)  nations:
in particular,  the determination  of  exchange
rates and the nature,  convertibility,  and ac-
ceptability  of  international  assets.  The  rules
may  be of  many  kinds,  they  may  be tight  or
loose,  simple  or  complex,  but  they  must  exist
in a form  that  can be clearly  expressed  and
tliey  must  be accepted  by all the nations  par-
ticipating  in the  system  ... Observance  of  any
set of  rules  will  at times  constrain,  and ex-
plicitly  constrain,  individual  national  policies
(McMahon,  1988,  pp. 5-6).

If  one  weighs  the  evidence  of  the  expcri-

ence  of  the  last  two  decades  against  the  experi-

ence  of  the  Bretton  Woods  years,  there  does

not  seem  to be a strong  case  for  a new  inter-

national  monetary  constitution.  One  could

take  the  view  of  Robert  Aliber:

A major  purpose  of  the Bretton  'iVoods  rules
was to avoid  a repetition  of  what  was viewed
as the chaos  of the interwar  period  ... The
negotiators  at  Bretton  Woods  were  much
more  concemcd  with  the development  of  the
set of  rules  that  would  be effective  during  an
extended  postwar  transitional  period  and far
less concerned  about  the rules  for  the post-
transition  period.  If  we look  at the results  -
the growth  in world  income  and trade  in the
twenty-five  years  from  1945 throrigh  1970,
the integration  of  Germany  and Japan  into
the world  economy  - Bretton  Woods  proved
to be a brilliant  arrangement  (Aliber,  1993,
pp.  263-264).

On  this  view,  it  was  an  arrangement

whic}i  by 1971  had  done  its job,  but  liad  out-

lived  its  uscnilncss,  and  lias  been  replaced  by  a

"system"  without  rules  (in  YcVIalion"s  sense)

and  with  considerable  discretion  for  its manag-

crs.

l"he  transition  to the  contemporary  neo-

liberal  vicw  t}iat  the existing  system  is work-

able,  if  not  optimal,  was by no means  easy.

The  international  economy  had  to  deal  with  the

successive  oil  price  shocks,  a slowdown  in

world  trade  and  an increase  in protectionism

mainly  tlirougli  non-tariff  barricrs,  exchange

rate  volatility,  and  the  debt  crisis  w}iich  at one

time  tlireatened  the  international  banking  sys-

tcm.  There  was  a prolonged  recession  in the

industrial  countries  accompanied  by inflation

and  high  interest  rates.  In the late  1970s  and

10 Summary  Proceedings,  Annual  }lceting,  1988, p. 191-192.  It is almost  certain  that the representative  of Kiribati
would  have been speaking  to a near  empty  hall.  At the Annual  :'Vleetings, the staff  of the Governors  from  the devel-

oping  countries  scramble  to get a speaking  position  early in the proceedings  and close to a major  industrial  country

so tliat  tl-ic Governors  would  have some sort of' audience  for their speeches.
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early  1980s,  there  was  a chorus  of  calls  for  re-
form  of  the  international  monetary  system  and
a new  Bretton  Woods  (Commonwealth
Secretariat,  1983).

Yet  the  world  economy  has  not  collapsed
and  has  apparently  begun  to function  reason-
ably  well  without  the  adjustable  peg  system,
and  with  no c!emonstrable  need  for  additional
liquidity.  Exchange  rate  volatility  may  con-
tinue  to be lamented,  but  market  participants
are  apparently  learning  to  adjust  and  to
hedge.ll  Increasingly,  developing  countrics  are
embracing  the  international  capital  markets
and  flexible  exchange  rate  arrangements  for
themselves.  The  IMF  does  constitute  a forum
for  discussion  of  the  problems  of  the  interna-
tional  monetary  system,  but  in a routinizcd  and
ritualistic  fashion,  with  the  real  forum  remain-

ing the meetings of the G-7/G-10  countries.
The  post-Jamaica  "rules"  have  diminished  the
role  of  tlie  IMF  as one  of  the  managers  of  the
post-1971  system.

2.  A search  for  organizing  principles

Cohen  (1977,  p. 9) has  argued  that  short
of  autarchy  or an anarchic  "free  for  all",  there
are  four  organizing  principles  for  an interna-
tional  monetary  system.  These  he saw  as: (a)
automaticity:  a self-disciplining  regime  of  rules
and  conventions  binding  on  all  participants;  (b)
supranationality:  collective  adhcrcrice  to  the
dccisions  of  an  aritonomous  international  or-
ganization;  (c) hcgemony:  a regime  organized
arormd  an acknowledged  leader;  and  (d)  ncgo-
tiation:  a rcgimc  of  s}iarcd  responsibility  and
decision-making.  To tliesc  we iniglit  wish  to
add  a rift}i  principle:  (e) equity  in tlie  sharing
of  the  benefits  and  opportunities  of  thc  world
economy  (Commonwealth  Secretariat,  1983,  p.
3).  B}iagwati  (1977)  lias  also  pointed  out  that
developing  countries  are  more  likely  to succeed
w}icrc  "mutual  gain  bargains"  with  the  indus-
trial  countries  can  be struck.  While  we  may  not
wisli  to  embrace  tliis  as  a sixth  organizing
principle,  it is an important  pragmatic  consid-
cration  which  is likely  to  influence  the  outcome
of  any  negotiation  on the intcrnational  mone-
tary  system.

The  breakdown  of  the  Bretton  Woods
arrangements  suggests  that  aritomaticity  is rm-
likely  to work  in a heterogeneous  world  econ-
omy  of  sovereign  nation  States.  Lal  has  argued
forcefully:

... fixed  exchange  rates  are not  feasible  in  the
real world,  where  monetary  independence  is
identified  with  national  sovereignty  and  there
is some  downward  rigadity  in money  wages
and prices  of  non-traded  goods  ... In the real
world  of  irreducible  uncertainty,  ... free trade
in goods  and  services  (including  capital  flows)
and freely  floating  exchange  rates represent
the optimal  system  for  the world  as it is (Lal,
1980,-p.  2).

Lal  goes  frirther  to argue  that  no  rules  for
managing  exchange  rates  can  be  laid  down.
Cohen  arrives  at essentially  t}ie  same  conclu-
sion  though  by  a different  route.  He  opines:

The  defect  of  automaticity  as an organizing
principle  is that  it expects  too  much  and de-
livers  too little.  Fully  automatic  monetary
orders  demand  more  from  politically  sover-
eign States  than  governmcnts  can realistically
be expected  to  surrender  ... They  are poli-
tically  naive  and economically  sub-optimal
(Cohen,  1977,  p. 196).

However,  the  principle  n'iight  be made  to
work  at regional  level,  where  States  are pre-
pared  to surrender  some  degree  or political  au-
tonomy.  The  recent  experiences  in  Europe
suggest  that  a definite  conclusion  cannot  yet
be drawn  on this  matter,  dcspite  the progress
made  towards  European  :'vIonetary  Union.

Tlic  neo-liberal  paradigm  is prepared  to
substitute  the  principle  of  "compctitivencss"  for
automaticity.  Each  State  is expected  to adjust
as best  as it can  to a competitive  global  ccon-
omy,  which  makes  no  distinctions  among
countries  (the  principle  of  uniformity  of  treat-
ment)  and  in which  reciprocity  is expected  of
even  t}ic  smallest  country  in  thc  systcm.
Supranationality  is a principle  wliicli  is ruilikcly
to find  favorir  witli  tlic  industrial  countries  at a
global  level.  It  would  require  nation  States  to
surrender  control  over  policy  instruments
w}iich  they  arc  unlikcly  to ivish  to do,  cxccpt  in
tlic  context  of  regioxial  arrangcmcnts.  Far  from
becorning  a world  central  bank,  the  main  ac-
tivity  of  the  Dr4F  over  the  last  two  dccadcs  has
bcen  to act  as a mechanism  for  cnforcing  ad-
justment  in certain  developing  countries.

Hegemony  is increasingly  a remote  can-
didate  as  a basis  for  organizirig  the  worldas
monetary  relations.  The  relative  economic
power  of  the United  States  has declined  and
there  is now  a mriltiple  reserve  currency  system.
This  does  suggest  that  negotiation  is likely  to

be more significant  toda>i and in the future, and
the Uruguay  Round  provides  ample  evidence

11 Arguably,  the  new  hedging  instruments  are  beginning  to create  problems  of  their  own;  markets  now  seem  to overreact
to "news".  The  recent  change  in the  Federal  Funds  rate  by 25 basis  points  (a move  that  was  apparently  widely  an-
ticipatcd  in  direction  and  magnitude,  if  not  timing)  has  sent  the  markets  into  turmoil.
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of  this.  In  the  scheme  of  things,  however,  the

developing  countries  as a whole  still  would  not

attain  genuine  power  sharing.  While  it is not

difficult  to  envisage  a role  being  carved  out

over  the  next  few  years  for  the  participation  of

the  NIEs  in the  G-10  forum,  as the  economic

weight  of  these  countries  continues  to increase,

other  developing  countries  will  remain  marginal

in decision-rr.aking  on international  monetary

matters.

The  principle  of  equity  relates  specifically

to  the  enduring  issue  of  the  transfer  of  re-

sources  to  the  poorest  developing  countries.

A';  the  Commonwealth  Secretariat  has  put  it:

For  widely  accepted  humane  and political
reasons,  no less than  for  economic  ones,  the
system  has to continue  to take account  of
their  special  needs  (Cornmonwealth
Secretariat,  1983).

It  is not  clear  that  the  dominant  conserv-
ative  view  in  the  industrial  countries  accepts

that  this  is  the  case.  Even  as illegal  irnmi-

gration  accelerates  from  China,  Mexico  and

Central  America,  and  I-Iaiti  into  the  United

States,  and  from  Eastern  and  Southern  Europe

and  North  Africa  into  Western  Europe,  the

ruling  conservative  elites  in  the  industrial
countries  seem  to  continue  to  focus  their  efforts

on coritainment  and  suppression  of  these  rni-

gratory  flows  rather  than  addressing  the  prob-

lcm  at source  by committing  thcmsclves  to a

sustaincd  transfer  of  sufficient  rcsourccs  to the

poorest  countries.  Part  of  the  reason  for  the

rcluctance  to  do  so  is  the  problem  of

governance  in many  or  these  countries,  where

conditions  of  poverty  help  to create  and  sustain
in power  anti-democratic  Forces  within  corrupt

regimes.  These  regimes  do notliing  to  alleviate
the  problem  of  poverty,  and  the  vicioris  circle

is complete.

3.  An  agenda  for  sma//  States

l"he  elements  of  an agenda  for  small  de-

veloping  countries  would  probably  comprise

thc  following  set of  issues.  First,  there  is likely

to be a concern  to institute  a regime  wliich  in

some  way  ensures  stable  cxc}iange  rates.  This

concern  would  apply  more  to  those  small

countries  with  a diversified  trading  pattern

which  establish  an effective  exchange  rate  tar-

get.  States  with  a dominant  trading  partner

would  do well  to recognize  that  they  are part

of  an optimum  currency  area  and  simply  peg

their  currencies  to that  of  the  dominant  trading

partner  (Worrell,  1994;  Diaz-Alejandro,  1976).

Second,  there  would  be a concern  to establish

a supranational  organization  with  the  capacity

to addrqss  the  special  financing  needs  of  small

States.l2  This  organization  would  be  able  to

design  special  balance-of-payments  support

following  a natural  disaster,  and  either  provide

development  financing  on  appropriate  terms,

or assist  the  small  countries  in approaching  t}"ie

private  international  capital  markets,  perhaps

by  undertvriting  or providing  security  for  their

issues.  This  is not  likely  to be an onerous  ob-

ligation  since  the  volume  of  issues  by  small

countries  will  be relatively  modest,  and  they

can  be "graduated"  from  such  assistance  once

the  private  markets  become  familiar  with  the

credit  risk  involved.  Special  support  for  the  fi-

nancing  of  lumpy  social  overhead  capital

projects  could  be arranged  by  this  organization.

Though  not  a monetary  question,  a third  issue

which  would  be of  concern  to small  countries

would  be market  access.

While  small  developing  countries  worild

have  a great  stake  in a new  monetary  constitu-

tion  'uahich  addresses  tlieir  spccial  problcms,

they  arc  unlikely  to  achieve  their  objective.  The

current  dominant  neo-libcral  model  does  not

favour  special  cascs,  since,  in  the linqit,  each

cormtry  constitutes  a special  case.  Rather,  in

order  to  lower  the  costs  of  transactions,  it

Favours  uniformity  or  treatment  and

reciprocity.  In  this  rcgard  it makes  good  sense,

ivhcrcvcr  possiblc,  for  small  countrics  to asso-

ciate  tliemselvcs  to make  collective  approachcs

in  negotiation  with  the  industrial  corintrics,

ivliich  ivorild  prefer  sucli  an approach  in any

Cl'ellt.t-'  Broader  coalitions  with  othcr  groups

of  dcvcloping  countries  may  be more  difficult

to achieve,  since  thcse  countries  will  have  dif-

fcrent  priorities.

The  dominant  paradigm  also  does  not

favour  a set of  rules  governing  exchange  rate

adjustment,  except  in thc  context  of  regional

arrangements,  even  though,  as we have  noted,

tlic  problem  of  adjustment  remains  intractable.

'bVhile  a supranational  organization  is unlikely

to  cventuate,  a combined  IVF-'vVorld  Bank,

12 lVe are suggesting  that there should  be one organization,  not two as obtain  at present.  The experience  seems to in-

dicate  that since the ISJF now deals essentially  with  developing  countries  in respect  of  stabilization  programmes  and

the 'yVorld  Bank  addresses development  finance  for the same set of  countries,  and since balance-of-payments  support

in the context  of  these countries  approximates  development  finance,  there seem to be good grounds  for merging  the

two institutions  at this stage.

13 For example,  as the small countries  of the English-speaking  Caribbean  look  to some arrangement  to link with

NAFTA,  the United  States lias indicated  its pref'erence to negotiate  accession with the CARICO;'Vl  countries  as a

group  rather  than negotiate  separately  with  13 small  States which  otherwise  hardly  merit  attention.
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which  is permitted  to establish  special  regimes
for  small  and  least  developed  countries,  might
find  favour,  since  it  would  allow  the
institutionalization  of  the principle  of  equity,
which  often  requires  special  treatment  to be
meted  out.  In  order  to induce  the  industrialized
countries  to reform  the  Bretton  Woods  insti-
tutions  in this  way,  the  reformed  organization
would  need  L)  focus  some  of  its attentiori  on
"mutual  gain"  areas,  such  as  environmental
pollution,  drug  trafficking  from  or through  de-
veloping  countries,  and  migration.

Our  review  and  assessment  of  the situ-
ation  and  prospects  for  small  developing  coun-
tries  in the  international  monetary  system  are
not  encouraging  if  we focus  exclusively  on the
perspective  of  the  neo-liberal  paradigm.  Yet,  if
one  is to reflect  on the  examples  of  successful
small  corintries  such  as Switzerland,  Singapore,
Iceland,  and  others,  it is equally  clear  that  there
is a path  to success  for  small  countries,  even  in
a difficult  global  econ6my.  Unfortunately,
there  has  been  no study  of  t}ie  policies  and  ex-
pcriences  of  these  successful  small  countries  -
their  foreign  policies  and  relations  with  the
international  institutions  and  capital  markets  -
in  order  to draw  lessons  for  other  small  coun-
tries.  I-Iowever,  the  experience  of  the  successful
countries  suggests  that  it is pqssible  for  small
economics  to  work  within  tlie  neo-liberal
paradigm  and  indeed  to work  the  system  in
their  it"itcrests.

F.  Conc/usions

Several  important  conclusions  flow  from
the  analysis.  First,  there  is currcntly  little  in-
centive  on the part  of  industrial  countries  to
initiate  a dialogue  in  international  monetary
reform,  since  the  neo-liberal  view  holds  tbat  tbe
existing  system  is optimal,  by  virtue  of  the  Fact
that,  by  and  large,  it  constitutes  free  markets  in
operation.  Second,  the  developing  countries  as
a grorip  now  liavc  little  lcverage  in  pursuing  the
goal  of  international  monetary  reform,  partly
because  of  the  power  of  the  paradigm,  and

partly  because  of  their  own  increasing
heterogeneity,  which  makes  interest  coalitions
more  difficult  and  less likely.  However,  the
NIEs  are emerging  as an important  force  in
world  trade  and  the  holding  of  reserves,  and
they  will  increasingly  be able  to exercise  influ-
ence,  though  more  than  likely  this  will  occur
through  the  G-10,  rather  than  the  G-24.  Third,
private  .capital  markets  seem  to  be working
better  in the  service  of  developing  countries,
further  attenuating  the  arguments  for  an in-
crease  in  international  liquidity,  though  they
cannot  satisfy  the  special  requirements  of  rhe
least  developed  and  certain  small  countries  for
development  finance.  In  this  regard,  there  is a
good  case  for  merging  the  World  Bank  and  the
IMF  into  a single,agency  to address  situations
where  private  capital  markets  do  not  work  well.
Fourth,  small  States  would  do  best  to  act
jointly  in the  pursuit  of  their  interests  where
this  is possible,  and  in  any  event  they  would  do
well  to study  the  model  for  success  presented
by  small  countries  such  as  Switzerland,
Singapore  and  Iceland.  '

Like  any  other  paradigm,  the  existing
neo-liberal  paradigm  has  weaknesses  and  blind
spots.  Even  as it becomes  conventional  wis-
dom,  the  model  is being  challenged  externally
by  experience  and  internally  by  its  inherent
contradictions.  One  major  problem  is its ina-
bility  to  deal  effectively  with  the  issue  of  eqriity,
or  the  economic  expression  of  this  principle:  the
distribution  of  income  and  wealth.  The  inner
logic  of  the model  requires  that  it ignore  the
problem  of  the distribution  of  income  and  ac-
cept  a certain  level  of  unemployment  as "na-
tural";  yet  these  issues  are  basic  to
socio-political  stability  and  hence  riltimately,
the  success  with  which  markets  can actually
operate.  The  problem  is difficult  enough  to
handle  within  nation  States  <vith  legitimate  and
active  governments.  At  the  level  of  the  world
economy,  the  problem  is manifest  in the  wid-
ening  gap  between  the  rich  and  the  poor  coun-
tries,  but  without  the  possibility  of  intervention
and  amelioration  by  a supranational  authority.
This  constitutes  the  Achilles  heel  of  the  model,
though  how  the  paradigm  will  be superseded,
and  when,  remains  moot.
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Comments

Norman  Ginan

Terrence  Farrcll"s  paper  is  essentially
pessimistic  on  the  possibilities  for  reform  of  the
international  monetary  system  in general  and
of  the  Brctton  Woods  institutions  in particular.
So is the  paper  by Joscph  Abbcy  on which  I
con'uncnt  clscwhcre.  aI"he don'ffnancc.  of  neo-
liberalism  and  the  "end  of  history"  mean  t}iat
developing  countries,  especially  small  oncs,  are
powerless  to  influence  existing  structurcs  and
conditionalities.  They  yvill  havc  to scttlc  for  the
more  modest  goals  of  accessirig  additional  de-
vclopmcnt  firiancc:  perhaps  by  means  of  a new
development  finance  institution  (Farrcll),  or  by
workixig  for  a dual  indirect  link  between
liquidity  and  development  finance  (Abbey).

IIow  depressing  ! On  this  occasion,  arc
ivc  not  allowed  to  speculate  on  the  kind  of
fundamental  institutional  cliangcs  nccdcd  to
bring  about  a more  rationally  ordcrcd  ivorld  or
mor'icy  and  finance?  Is tlic  cstalilislnncrit  ot- a
glolial  institlition  empowered  to regulate  t)'ic
cxpansion  of  international  liquidity,  wit}i  rc-
sponsibilitics  sitnilar  to those  of  xiational  ccn-
tral  banks,  to  await  a glolial  financial

catastrolil'ic similar to tlic national finaricial
crises  wliic}i  brought  tlic  lattcr  into  l"icing?  Is
t}ic  transforn"iatiori  of  tlic  Brctton  'bVoods  insti-
tutions  into  the  firiancial  "cnl-orccrs"  or  the
'yVcst  in dcaling  witli  tl'ic  dcvcloping  ivorld  and
t}ic  "cconon'iics  in  transition=  rcallv  a stalilc
situation  in  cconomic  and political  tcnns,  as
Farrcll  sccms  to imply?

One  or  the  most  in'iportant  pieces  of  in-
Form;ition  in  Farrell's  paper  is  hidden  in  a
footnote.  lie  reports  t}iat  I;St/IF  star?- liave  iri-
sisted  on =sharing  out"  the  work  on the  small
cormtrics  of- the  Eastcrn  Carihhcan  amongst
groupings  or  larger  countries  liccausc  tlicy  did
not  tvish  to  be "stuck  in dealing  svitli  only  small
countries=.  arliis  is the  very  opposite  of- ivliat  is
reqriired:  we  need  sta(Tivlio  specialize  in dealing
uaith  tlie  peculiar  problems  or small  economics

and  even  more  particularly  with  specific  coun-

tries or grorips of countries.

Moreover,  a process  of  detailed  research
and  consultation  requires  special  kinds  of  skills.
Staff  mcrnbcrs  necd  to bc able  to collcct  qual-
itativc  as well  as quantitativc  data  from  a vari-
cty  of sources,  to  analyse  various  types  of
information  of  uneven  quality  axid reliability,
and  especially  to be ablc  to intcrprct  tlic  rcsults
or  analysis  outside  or the  establislicd  paradigm
tliat  "tlic  market  knows  bcst".

Equally  important  arc  skills  in cornmuni-
cation,  dialogue,  consultation  and  consensus-
building,  and  cultural  and  social  sensitivity.
No  staff  mcmber  with  the  responsibility  to co-
ordinate  tlic  prcparation  of  a policy  package  for

a liarticular  couritry s}iould hold tliis appoint-
mcnt  solely  on thc  strcrigtli  of  tcchnical  quali-
fications.  (ualifications  should  include  a
thorougli  knotvlcdgc  of  tl'ic  history,  culture,
politics,  language,  and  social  structure  of  t}ie
country.  This  implies  major  cliangcs  in  t}ie
approach  iO  Staff  l'CCrlllilllCIlt,  tl'alnlng  and
promotion,  ris tvdl  as substantial  dcvolution  of
responsibility  and  iriiti;itivc  in tlic  preparation

olocorintry lirogrannncs  to rcgional and country
o[Ticcs.

Finally,  cliangcs  in tlic  structurc  of  rcp-
rcscntatioxi  and  administration  in the Brctton
}Voods  institritions  ivill  t'iced  to  be  contem-

lilatcd.  For cvamplc, what is tbc logic be)iind
tlic  attacluncnt  or  small  cormtrics  to  largcr
countries  in Fund  Bank  constitucncics?  'yVould
it not  be more  logical  to orgaruze  constituencies
according  to  cotnmon  intcrcsts  dcrivcd  from
similarities  of  size and  ccoxiomic  structure,  and
to  rcflcct  tlicsc  groupings  in tlic  stnicturc  of
rcgional  ofl-ices?  By tliis  criterion  l-or evample,
the  countries  of Caricom  and  tlic  Central
American  Common  :'v[arkct  might  be  bcttcr
served  by liaving  tlicir  osvn constitucncy  and
office  eitlier  separately  or  jointly.
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Appendix

WORDS  BY  MR.  CESAR  GAVIRIA  TRUJILLO,  PRESIDENT  OF  THE  REPUBLIC

OF  COLOMBIA,  DURING  THE  INAUGURATION  OF  THE  CONFERENCE  ON  THE

INTERNATIONAL  MONET  ARY  AND  FINANCIAL  SYSTEM  ON  THE  OCCASION  OF
THE  FIFTIETH  ANNIVERSARY  OF  THE  BRETTON  WOODS  CONFERENCE

Cartagena,  18  April  1994

I wantcd  to  be  hcrc  in  Cartagcna  to
honour  the  kind  invitation  exterided  by  the
organizers  of  this  event  in w}iic}i  outstanding
tcclmicians  and  spccialists  will  lie able  to take
a stcp  liack  and  rcflcct  on issues  or interest  to
all  dcvcloping  countries.  ar}iis is wliy  it is cspe-
cially  plcasant  for  Colombia  to host  t}iis  tccli-
nical  assembly  with  which  tJic  Group  or 24
joins  t}ic  cclcliration  of  the  50th  axmivcrsary  or
t}ic  Brctton  Woods  Conrcrcricc.

Tlic  people  gathered  here  today  svill  tvork
during  t}ie  next  three  days  on a sulijcct  'u'hic)i
is or  continuirig  relevance  and  svhicli  sliould  be
a matter  ror.constarit  study.  I rercr  to tlic  out-
look  For t)ie  intemational  tnonctary  ar'id J-n'i;in-
cial  system,  sctLn  from  the perspective  or tbe

dcvcloliing  countries and t)'iat of tlic iritcrna-
tional  orgariisms  that  make  rip  tlic  system  itsdr.

I-liis confacrcncc is taking lilacc ivlicn tlic
ivorld  is just  bccon'ffng  aivarc  of- tlic  magnitudc
and  dcptli  of  thc  political,  socicil  and  economic
cli:ingcs  tliat  arc  sliaking  IEastcrn  Europc,  tlic
,/lmcrican  continent  aiid  l'acif-ic  x'isia.

Bcyor'id  tlic  olivioris  historical  diflacrcnccs
and  dcspitc  tlic  timc  that  lias  gonc  by and  t}'ic
changes  tliat  liavc  takcn  placc  all  over  the
planct  at'id  ixi every  arca  siricc  1944,  it is possi-

blc to drasv a liarallcl,  rmdcrscoring  tlic simi-
laritics  among  somc  or tlic  circumstanccs  tl'iat
led to tlic  liirth  or  tlic  Intcrnatiorml  e[onctarv
Fund  and  tlic  World  Bank  in  1944 and tl>c
crirrcnt  t)n'csli)iold  or  tl'ic  21st  cct'iturv.

'y'illicn  the  end of- tlic  Sccond  'y'ilorld  SS'ar
w;'is near  it bccamc  clear  tli;it  thc  xiations  of
}'i"cstcrn  Europe,  tlic  Unitcd  Statcs  and the
Asiaxi  corintries  simply  corild  not  take  up once
morc  the  roles  tliey  had  traditionally  playcd  in
political  and  cconomic  matters.  The  ex-
l'i:nistion  of  tlic  European  economics  aftcr  tlic

war  effort,  the  final  breakdown  of  the

colonialist  systems, the rise of xiew p:irticiliants
in the  concert  of  nations,  thc  rcvindication  of
tlie  fundamcntal  rights  of  cnormoris  groups  of
people,  dcmandcd  the  creation  of  a new  inter-
national  political  arid  econornic  order  to reflect
t)icsc  new  realities.

In 1994  tlic  world  has also  seen a signir-
icant  rcdcfixiition  or tlic  roles  played  by almost
all  nations.  l"hc  sudden  transformation  of  the
Eastern  lEuropean  economies  lias  liad  unsus-
pcctcd  conscqucnccs  and,  alt)iough  it  rcprcs-

cnts a ivindow of liopc and opliommity  for
many  rcgions,  it lias  ;ilso  Lirought  pain  and
misery  to countless  pcoplc  ivho  find  tlicmsclvcs
dccp  in povcrty  or the  liorrors  of  uaar.  elost
I.atin  ,Amcrican  economics,  clearly  recovering
rarom the dcbt  crisis,  arc  insistcntlv  demanding
1-rom  tlic  dcvclopcd  countrics  a rcsponsc  to
tlicir  cfTorts  to  libcralizc  cuid  modcrnizc  their
cconon'iics.  z'k  good  numlicr  of  Soutli-E;ist
,=lsian  countries  }i;n'c  harvested  the  matcri;il

fniits of a dcvclol'iincnt  unprcccdcntcd  in thc
liistory  of  mankind,  and  ;irc  getting  ready  to
join  tlic  ranks  of  thc  industrialized  nations.  III
yVrica,  on tlic  otlicr  liand,  t)ic  general  situation
rcachcs  dramatic  lcs'cls,  in which  largc  sectors
of  tlic  population  can  liardly  survisic  rindcr  tlic
weight  of  cndcnThc  backivardncss  in every  arca.

Tlicrc  is. lioivcvcr,  a basis  for  comparison

l"ictivccn tlic tuao licriods ivliicli,  in itself, is
proof'  or tlic  validity  or tlic  road  taken  at

Brctton Woods.  T)iis is tlic role lilaycd liy the
instiffltioxis  created 50 years ago in liromoting
dcvclol'uncnt  and trade, and correcting t)'ic im-
balances  ivliicli  corintrics  can  incur  due  to vari-
ous circumstances.

Indeed,  for  tlic  statesmen  and  scientists

iv)io gathered in New llamlisliire  in 1944, co-
ordinating  tlic  actions  or xiations  toivards  a
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coinrnon  goal  was  no more  than  an objective

whose  viability  had  been  cruelly  belied  by the

ineffectiveness  of  the  League  of  Nations.

Aware  that  chauvinistic,  autarchic  and

protectionist  economic  policies  had  been  a ma-

jor  cause  of  tlie  recent  economic  crisis,  they

designed  a new  scheme  to  join  forces,  with

common  rules  and  within  the  framework  of

international  erganizations,  in order  to advance

the  postwar  world  economy.

Today,  after  50 )tears  of  activities  by  the

IMF  and  the  World  Bank,  we knoiv  that  cco-

nomic  cooperation  is not  a utopia  and  that,  in

spitc  of  the  difficulties,  the road  travelled  has

been  a fundamental  element  of  world  progrcss.

The  I;'14F mandate  to  facilitate  the  ex-

pansion  of  international  trade,  foster  current

exchange  stability  of  member  countries  and

ameliorate  thc  imbalanccs  in thcir  balance  of

payments,  lias  resulted  in tlie  Fund  bccoming

an important  playcr  in tlic  dcvclopmcnt  proc-

esses  of  very  different  regions.  al"he  Fundas

participation  in  arnbitious  adjusttncnt  pro-

grammcs,  which  frcquently  )iad  manifestly  ncg-

ativc  connotations,  is  seen  today  in  a more

constructive  manner,  to the  extent  that,  in  most

cases,  t}ic  countries  }iave  managed  to recover

tlic  trust  or  ixitcrnational  and  domestic  markcts,

and  been  enabled  to  travcl  again  along  the

road  to trade  and  growth.  ,o'ls in every  proccss,

tlicrc  have  bccn  inist;ikcs  born  of  cxccssivc  ri-

gidity  or  lack  of  t+ndcrstanding  of  changing  cir-

cumstanccs.  But  wc  must  note  tl'ic  ivillingncss

of  t]ic  Fund  to adapt  to nciv  realities  f-or tlic

ivclf'nrc  of  tlic  nations;  and  also  the  Fund's

contributions  to adn'ffnistrativc  discililinc  and
consistcncy  or  cconomic  policics.

Tlic  rcsorirccs  rind  tcclinical  assistancc  for

dcvclopmcnt  tliat  have  coinc  f"rom  tlic  '+'i'orld

Bank  and  other  mriltilatcral  oreanizations  liavc

made  a s'cry  significant  contrilirition  to  tlic

groivtli  of  kcy  scctors  in tltc  economics  or  dc-

vcloping  cormtrics.  For  a long  time  its crcdits

svcrc tlic major alternative  for the lirovision  of
mcdirun-  arid  long-tcrm  rcsorirccs  for  activities

in liroduction,  institutional  modernization,  so-
cial  invcstmcnt  and  iri[rastructurc,  ivliicli

underpin long-tcrm lirojccts.  Tlic Bank lias
also  cvolvcd  ovcr  tlic  'vcars  and  lias  learned  to

listen and acccpt tliat  tlic licst liolicics  arc those
tliat  arc  irnplcmcntcd  by  internal  initiatives.  It

has  also  licgun  to  listen  to  its  clicnts,  tlic

countries,  axid to adopt  practiccs  recognized  in

modern  banking.  l ivorild  cvcn  say tliat  the

advcm  of  altcrnativc  sources  for  financing  dc-

vclopmcnt  }iavc  made  tlic  Baxik  more  compct-

itivc and responsive than in tlic liast.

Colombia  l'ias ahvays kept uli a liroduc-
tivc  dialoguc  svitli  t}ic  International  eIonctary

Fund  and  the  World  Bank.  Both  organizations

have  been  permanent  interlocutors  of

Colombia"s  economic  authorities  and  have  very

often  explicitly  supported  the  prudent  style

with  which  our  economic  policies  are  managed

and  which  is typical  of  the  way  in  which  we  act

in economic  matters.

In,spite  of  the  undeniable  success  of  the

activities  of  the  Bretton  Woods  institutions

during  their  first  50 years,  this  meeting  is not

only  pertinent  as a celebration,  but  especially

for  an in-depth  look  at tlic  path  to be followed

in the  future.

Indeed,  in  the  troubled  times  during

which thcy have had to olicratc,  the barriers to
the  dcvclopmcnt  or backward  corintrics  and  the

eradication  of  poverty  havc  been  many  and

varied.  Problen'is  such  as technological  back-

wardncss,  the  stagnation  of  export  sectors,  the

debt  crisis  and  scrious  fiscal  in'ilialances,  have

bcen  successfully  faced  and  ovcrcomc  by nu-

countries  in Asia  and  Latin  ,/'(merica,
most  clc-

populations  is  still

merous

while  in some  African  countrics  thc

mcntary  survival  of  cntirc
at stake.

llowever,  it is also  necessary  to recognize

that,  with  very  few  exceptions,  most  developing

countries  have  not  liccn  able  to  overcome

structura)  barriers,  srich  as poor  distrit':iution  or

incomc  or  the  rigidity  of political  SyStcmS.

Xcitlier  }iave  they  been  able  properly  to meet

social  needs  in arcas  such  as licalth,  education

or liousing.  All  ofatlic above  is difficult  cnougli,

ivitliout  going  into  even  more  complex  issucs,

suc}i  as racial  tensions,  migratory  pressures  or

cxccssivc  population  groivth.  T}iis  diagnosis  is

especially  valid  For t}ic  .tVrican  countries  svlicrc

tlic  adjustmcnt  processes  liavc  not  crcatcd

growtli  or coxitriliuted  to  solvirig  tlicir  social

liroblcms.

At  tlic  samc  time,  ;u'id  :ilt}iougli  t}ic

Uruguay  Rormd  of  tlic  G.iV["T  lias  liccn  com-

lilctcd, thc ivholc dcvcloping  world still fiiccs
cliallcnges  ;irising  farom t}ie  protectionism  and

discriininatory  tradc  trcatmcrit  to  uahic)i  it  is

sulijcctcd  by  tlic  industrialized  corintrics,  tlic

adverse  bcliaviour  of  most  commodity  markets,

and  tlie  riced  to ensure  sustainalilc  growth  for

tlic  fufflrc.  I-o  roiind  off  tlic  picturc,  tlic  acccl-

cratcd  transrormation  or  most  rormcr  socialist

economics  demands  from  tlic  intcrnational

comnnuiity  an  enormous  effort  in  financing,

investment  and coolicration  rcsourccs.

Faced  ivith  tliis  nctv  agcnda,  it is ncccs-

sarv  to rctliink  tlie  stnicnirc  of" tlte  Fund  and

tlic-  Bank.  Somc  of  the old rccipcs  a,rc not

enoug}i  for  many  of  tlie  needs  we }iave  men-

tioncd.  Considerations  of- fairness,  social  and

institutional  dcvclopincnt  and lircscrvation  of-
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the  environment  must  become  central  issues  in
respect  of  development  loans,  so that  these  can
be an effective  instrument  for  economic  devel-
opment.  Traditional  schemes  of  conditionality
must  be revised  and  adapted  to the  magnitude
and  complexities  of  the  adjustment  and  trans-
formation  programmes  of  the  1990s.  Also,  the
organizations  must  reinforce  their  participation
in issues  sucli  as the  strengthening  of  national
institutions,  which  include  such  diverse  aspects
as the  modernization  of  the  State  and  its  regu-
latory  capabilities  in various  economic  activ-
itics,  the  strengthening  of  the  system  of  justice,
control  of  population  growth  and  encourage-
mcnt  of  savings  and  private  investment.  Also,
in their  role  as facilitators  of  t}ie  dialogue  be-
twccn  the  industrialized  and  less  advanced
countries,  these  organizations  must  be  more
active  and  - whilc  maintaining  their  indcpend-
cncc  - coordinate  their  objectives  better.

The  debt  crisis  or  the 1980s  was  a signif-
icant  sliock  whiCh  put  to the  tcst  tlic  validity
and  cfficicncy  of  the  w}iolc  international  n"ion-
ctary  and  financial  system  and,  especially,  the
roles  or  the  Fund  and  t}ie  Bank.  The  test  re-
fcrrcd,  for  cxamplc,  to  the  coordination  ;ind
cooperation  mechanisms  bctwccn  these  two
organmttions  and  their  role  as interlocutors  ror
t}ie  govcrnn'icrits  and  leading  private  banks  in
the  international  financial  community.

It is ohvioris  that,  within  tlic  contcvt  of
t}iis  experience  - wliich  Ilivcd  very  closely  isalicn
I tvas  Colombian  i'vlinistcr  of Finance  and
Public  Credit  in the  mid  1980s  - a certain  insti-
tutional  specialization  became  evident.  In orir
country,  the  IelF  did not  provide  resources,
but  ratlicr  tcc}'inical  assistance  and  monitoring.
ivliich  facilitated  t)ic  coopcration  ova tlic  com-
mcrcial  banks.  al"he World  Bank,  ixi turn,  pro-
vided  [rinds  for  stroactriral  adjustment  prO-

gr,tmmcs.  Tliis supliort  was accoinp;inicd  by
tcclu'iical  support  providcd  liy  t)ic  t-nitcd  States

l'rcasury  I)cpartmcnt,  :uid cspcci:illy b>' thc
Federal  Reserve  Bank  ;uid  tlic  Fcdcral  Reserve
Bank  of  New  'l'ork,  ivliicli  coordinated  witli  the
Colombian  Govcrnmcnt  and  privatc  banks  a

voluntary  financirig  lirogr;immc  ivliich allowed
ris to solve t)ic dclit lirolilcm  in a fiisliioxi that
svas rutiquc  in Latin  ylmcrica.  I-lianks  to tli:it
effort,  during  tlic  past  dccadc  Colomliia  l'ias
Jiad  tlic  liig)icst  cun'iu);itivc  grosvtli  record  in the
continent.

To  conclude,  I ivorild  like  to oritline,  in a
somewhat  disordcrly  f-asliion,  tl"ic ivay  in svhich
t}ie  Colombian  Government  sees the  next  step
to be taken  by tlie  Brctton  'yVoods  system  in

ordcr tliat it may contimic  to adalit to the
conditions  lircvailing  on orir planet.

The  International  Monetary  Fund,  in  ad-
dition  to its  traditional  mandate  to support  the
stabilization  of economies  in  crisis,  should
concern  itself  more  deeply  uiith  the issue  of
capital  flows  and  their  impact  on national  in-
vestment  and  growth.  Also,  the organization
shorild  play  a major  role  in designing  policies
and  mechanisms  to stimulate  internal  savings
in dcvcl.oping  countries.

The  World  Bank  and  the  regional  devel-
opment  banks  should  not  limit  their  contrib-
rition  to  the  traditional  credit  programmes.
Also,  in those  countries  that  have  succeeded  in
the  adjustment,  tlie  Bank  should  provide  tech-
nical  assistance  to evaluate  the  quality  of  vari-
ous public  policies,  in order  to ensure  proper
market  performance  and  to promote  the  inter-
nal  savings  and  productive  investment  t}iat  are
required  for  rapid  economic  growth.  Issues
such  as investment  and  social  security,  urban
development,  institutional  modernization,  jus-
ticc  and  civilian  security,  should  also  be part
of  tlic  Bank's  ncw  agenda.  

As  far  as global  issucs  arc  concerned,  lct
me say that  both  the Fund  and  the  Bank  will
be forced,  even  if  only  by  circumstances,  to be-
come  more  involved  in  the  struggle  against
povcrty  and  in  social  policies  tlirorigliorit  tlic
globe.  .And  I do  not  say this  bascd  011  tlic
rlictoric  of  Nortli-South  cooperation  svhicl'i  was

so popular some decades ago. I sa>i so con-
vinccd  that  any  advances  in cconon'ffc  aggrc-
gates,  no mattcr  in ivhat  part  of  the  tvorld,  will
bc fragilc  and  sooncr  or later  svill  have  political
consequences  if  they  arc not  supportcd  by an
improvement  in tlic  standard  of  living  of  tlic

rcspcctivc licoplcs. Tliis is diy,  ivhilc the Fund
and  Bank  should  concern  thcmsch'cs  with  dc-
fending  tlic  principles  of  t}ie  markct  economy
and  economic  libcralization  tliroughout  the
ivorld,  tlicy  sl'iould  also  cooperate  with  coun-
trics  in sucli  arcas  as spreading  knowledge  of
succcssful  cxpcricnccs  in  social  policy  and  in
tltc  I-ight  against  povcrty.  I-his  is tlic  only  tvay
in  svliich  botli  institutions  will  anticipate  tlic
agenda  of  tlic  ncxt  fctv  years,  ivlicn  problcms
sucli  aS  migrations,  the  struggle  for  naffiral  re-
sources  and  dcn'iographic  pressures  tvill  be tlic
order  of  thc  day.

I lcavc  these  qricstions  For yocir  consider-
:ition  ivitli  tlic  certainty  tliat  the  cxpcricncc  and

cxpcrtisc of sucli distiriguisl'icd  particiliants  ivill
liroioidc valuable insiglits for tlic design or thcsc
nciv  goals,  and  will  contribrite  to  clarify  the
liopcs  and  expectations  tliat  orir  countries  have
about  the  topics  of  tliis  meeting  in tlicsc  crucial
times.

I also express these oliinions with the
conviction  tliat  tlie  ssaorld econon"iy  ivill  con-
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tinue  along  the  road  to growth.  The  expccta-
tions  raised  by  the  recently  created  World
Trade  Organization,  the  success  of  the  regional
trade  agreements,  the  restructuring  of  numer-
ous  economies  and  other  encouraging  signs  we
are  seeing  from  different  parts  of  the  world,
give  me grounds  for  optimism.  In  this  context,

both  the World  Bank  and  the  International
Monetary  Fund  are faced  with  a unique  his-
torical  opportunity:  the opportunity  to  make
an  even  more  decisive  contribtuion  to world
development  so that,  during  the  next  50 years,
mankind  can  make  its final  leap  forward  in  the
search  for  peace  and  progress.
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