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Introduction

The  Intergovernmental  Group  of  Twenty-Four  on  International  Monetary  Affairs

(G-24)  was  established  in November  1971  to increase  the  negotiating  strength  of  the  devel-

oping  countries  in discussions  that  were  going  on  at that  time  in the  International  Monetary

Fund  on reform  of  the  international  monetary  system.  Developing  couritries  felt  that  they

should  play  a meaningful  role  in  decisions  about  the  system,  and  that  the  effectiveness  of  that

role  would  be enhanced  if  they  were  to meet  regularly  as a group,  as the  developed  countries

had  been  doing  for  some  time  in the  Group  of  Ten  (G-10).

It  soon  became  apparent  that  the  G-24  was  in need  of  technical  support  and  analysis

relating  to the  issues  arising  for  discussion  in the  Fund  and  Bank,  including  the  Interim  and

Development  Committees.  In  response  to  representations  by  the  Chairman  of  the  G-24  to  the

Secretary-General  of  the  United  Nations  Conference  on  Trade  and  Development  (tJNCTAD),

and  following  discussions  between  UNCTAD  and  the  United  Nations  Development

Programme  (UNDP),  the  latter  agreed  in 1975  to establish  a project  to provide  the  technical

support  that  the  G-24  had  requested.  This  was  to take  the  form,  principally,  of  analytical

papers  prepared  by  competent  experts  on  issues  currently  under  consideration  in  the  fields  of

international  money  and  finance.

Mr.  Sidney  Dell,  a former  Director  in UNCTAD"s  Money,  Finance  and  Development

Division  and  subsequently  Assistant  Administrator  of  UNDP  headed  the  project  from  its  es-

tablishment  until  1990.  During  this  period,  some  60 research  papers  were  prepared  by  the

Group  of  Twenty-Four.  The  high  quality  of  this  work  was  recognized  by  the  Deputies  and

Yinisters  of  the  Group  and  the  reports  were  given  wide  currency,  some  being  published  in  five

volumes  by  North-Holland  Press  and  others  by  the  United  Nations.

The  project  work  was  resumed  in 1990  under  the  direction  of  Professor  G.K.  Helleiner,

Professor  of  Economics,  University  of  Toronto,  Toronto,  Canada.  The  UNCTAD  secretariat

continues  to  provide  both  substantive  and  administrative  backstopping  to  the  project.

Funding  is presently  being  provided  by  the  G-24  countries  themselves,  the  International  De-

vclopmcnt  Research  Council  of  Canada  and  the  Government  of  the  Netherlands.  As  a result,

it has  been  possible  to continue  to provide  the  Group  of  Twenty-Four  timely  and  challenging

analyses.  These  studies  are  being  reissued  periodically  in  compendia.  This  is the  second  vol-

ume  to  be published.





PROSPECTS  OF FINANCIAL  FLOWS  TO  DEVELOPING
COUNTRIES  IN  THE  1990S:  THE  GLOBAL

MACROECONOMIC  TRADE-OFFS

Rob Vos

Executive  Summary

Recent  developments  in the world  economy  seem to indicate  that  access  to international

capital flows will  remain dijficult  for  most poor countries in the immediate future. The concern is
about  a presumed  decline  in the global  savings  availability  associated  in particular  with  declining

savings rates in the major economies ( G-7) where the bulk of  global  financial  resources is generated.
A reduced supply of  global smings must meet an increased demand for  imestment resources in the
l 990s.  Capital  demands  are  expected  to remain  high  in the  major  economies  themselves,  while  large

new capital demands are being projected for  the economic transformation in Eastern Europe and
the Republics of  the former  Soviet Union, for  the reconstruction in the Middle East afier the Gulf
war and for action programmes to save the global emironment. The mailability of  funds for  the
developing countries tnay be'crowded  out' by these new demands for  global smings. Alternatively,
since ex-post global smings and imestment should balance, attempts to satisfy all these demands
(including demands for increased capital flows to developing countries) will trigger  a global
adjustment process which is likely to lead to higher world interest rates affecting economic growth
and  trade  in both  rich  and  poor  countries.

Despite a recovery of smings rates in some industrial countries,  concerns  about reduced
availability of  global savings in the medium run seem justified. Demographic factors predict  falling
private  savings  rates  in the  major  economies.  Public  savings  in the large  economies  are  being  eroded

by the accumulation of  public liabilities. This has been undermining even further  the responsrveness
of  national savings to adjustments in the global interest rate. The response of  private savings to in-
terest  rates  was  assessed  to be rather  low,  while  rising  interest  rates  will  reduce  government  savings

where public debt is large. The implication for  the world economy is that each exogenous shift in
the global demand for  imestment resources, for  instance an increase in capital transfers to the de-
veloping  countries,  will  require  a large  interest  rate  adjustment  to restore  global  capital  market
equilibrium  and  will  crowd  out  irrvestment  elsewhere.

Many estimates have been glen  of the capital requirements of developing countries in the
1990s. The methods used to derive these estimates are limited and only cover partial  effects.
Leaving  these  methodological  limitations  aside,  the  resulting  LDC  capital  requirement  estimates  are

large  enough  to have  a major  impact  on the world  economy.  This  implies  that  proposals  to raise

capital transfers to developing countries will have to take account of  global repercussion effects.
The direct effect of  additional  capital inflows may be higher imestment and growth in the recipient
countries,  but  at the same  time  they  could  lead  to rising  world  in(erest  rates  which  will  enhance

debt-service  burdens  and  reduce  irrvestment  demand  and  growth  in the industrial  countries.  The

latter effect will then spill over to commodity markets and reduce demand for  developing country
exports.

An assessment of  these effects using global trade and macroeconomic models confirms the
importance of  these repercussions. ff  additional capital transfers take the form of  official  develop-
ment assistance, the effect is like a fiscal expansiorr in the industrial countries. if  this fiscal ex-
pansion is financed by increasing public debt the (short- to medium-run) global recessionary

consequences may be severe, even to the extent that what is gained through higher capital inflows
is (more than) offset by a loss of  export earnings. The key to a more stable global adjustment
process seems to lie in adequate fiscal  adjustment in the North. Northern governments should thus
trade off  increased aid transfers against other government expenditures.

The workings of  the global capital market do not provide developing countries with easy ac-

cess. Additional  transfers will  have to come largely from official sources. For most developing
countries, prfiate capital markets are still (or akays have been) cut off. The recent growth of
foreign direct imestment and portfolio imestment flows has been restricted to a very small grottp

of the larger and richer developing countries. There is scant reason  to believe that this renewed
access to prrvate capital markets naortld be spread rcr3' svidely. At the same time, hosvever, private
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agents throughout  the developing world  have accumulated  large foreign  asset holdings.  However,
the mobilization  of  these funds  for  donrestic development  will  not be easy. Experience  in countries
where debt comersion  programmes  woi-ked to repatriate  this flight  capitar  indicates that monies
did return after a sustained period  of  successfu/ adjustment.  External  finance  required  for  the
process of  stabilization  and adjustment  will  have to come from  official  sources. A major  part  of  the
developing  world  is still  caught in this process and, in the light of  the previous conclusions, will  be
dependent  on budgetary  decisions made by the Governments  in the industrialized  countries.

The existence of  elaborate  global  model(s)  thus seems essential to assist international  policy
analysis. A number  of  global  macroeconomic  models is mailable,  but the modelling  of  the financial
linkages between industrial  and developing countries is still  rather  rudimentary  with  little  detail  and

diferentiation  with  regard  to the LDCs. i'vlore research will  have to be imested  in this area.

Introduction

Net  resource  flows  to developing  countries  contracted  sharply  after  1982.  At  the start  of  the
1990s,  prospects  for  financial  flows  to these countries  still  looked  gloomy.  Recent  developments
in the world  economy  seem to indicate  that  the access to international  capital  flows  will  remain
difficult  for  most  poor  countries  in the immediate  future.  The  concern  is about  a presumed  decline
in global  savings  availability,  associated  in particular  with  declining  savings  rates in the major
economies  (G-7)  where  the bulk  of  global  financial  resources  is generated.  A reduced  supply  of
global  savings  must  meet  increased  demands  for  investment  resources  in the 1990s.  Capital  de-
mands  are expected  to remain  high  in the major  economies  themselves,  while  large  new capital
demands  are being  projected  for  the economic  transformation  in Eastern  Europe  and  the republics
of  the former  Soviet  Union,  for  th.e reconstruction  in tM  Middle  East  after  the Gulf  war  and for
action  programmes  to save the global  environment.  Funds  available  for  the developing  countries
may  be "crowded  out"  by these  new  demands  for  global  savings.  Alternatively,  since ex-post  global
savings  and investment  should  balance,  attempts  to satisfy  all these demands  (including  demands
for  increased  capital  flows  to developing  countries)  will  trigger  a global  adjustment  process  which
is likely  to lead  to higher  world  interest  rates  affecting  economic  growth  and  trade  in both  rich  and
poor  countries.

The purpose  of  this paper  is to analyse  the determinants  of  a possible  growing  "savings
shortage",  its implications  for  the availability  of  financial  resources  for  developing  countries  in the
1990s and the global  macroeconomic  interaction  effects  of  increases  in capital  transfers  to these
countries.  Section  I  assesses  the main  trendsaand  determinants  of  the supply  of  global  savings.  It
is suggested  that  falling  trends  are less secular  than  suggested  in some studies.  Nevertheless,  there
is little  reason  to expect  a strong  recovery  of  global  savings  in the 1990s;  rather,  structural  factors
indicate  a falling  tendency  over  the medium  run.  Section  II  reviews  the magnitude  and relevance
of  recent  projections  of  the so-called  "new'  c-apital  demands.  Many  of  the existing  projections  that
appear  in  policy  documents  of  Governments  and international  organizations  are little  more  than
back-of-the-envelop  calculations  based  on  crude  assumptions.  More  elaborate  studies  at best  apply
a partial-equilibrium  approach  to estimate  capital  requirements  of  a particular  group  of  countries.
Taken  together  the "new  capital  demands'.  are quite  large  indeed  in relation  to global  macroeco-
nornic  aggregates.  This  calls  for  a glob,al.gineral-equilibrium  framework  to assess the implications
if  such demands  are to be satisfied.  Bef6re.entering  into  that  question,  however,  the structural
conditions  of  developing  country  access to international  financial  resources  are assessed in section
III.  Developing  countries  typically  have  restricted  access to the global  capital  market.  In the latter
part  of  the 1980s  some developing  countries  seem to have regained  access to private  capital  mar-
kets,  particularly  larger  flows  of  direct  foreign  investment  and  portfolio  investment  came  their  way.
The analysis  shows,  however,  that  this  development  has been limited  to a very  small  number  of
countries.  The  section  also discusses  the problem  of  the sizable  foreign  assets holdings  of  private
agents  from  developing  countries.  It is suggested  that  a repatriation  of  this  "capital  flight'  money
is likely  to be heavily  dependent  on success in the adjustment  effort  leading  to economic  recovery
and for  which,  in most  countries,  additional  capital  flows  will  be required  first.  Official  finance  is
seen  to remain  the principle  source  of  external  funding  on which  most  of  the least developed
countries  (LDCs)  will  have to rely  in the 1990s.  Access  to this  source  may  become  heavily  con-
strained  by fiscal  problems  in the donor  coup.tries  and competing  demands  from  Eastern  Europe.
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If  funds  from  these  sources  would  be forthcoming  for  developing  countries,  there  will  be important
global  repercussion  effects,  the cost of  which  may  fall  to a considerable  extent  on  the LDCs.
Section  IV  takes  up the latter  scenario  and analyses  the nature  of  the global  adjustment  effects.
Since there  is no single and broadly  accepted  global  model  framework,  several  existing  world
models  are reviewed.  First,  trade  effects  are isolated  using  a simple  linear  world  model  and the
outcomes  are compared  with  those  of  other  models  emphasizing  trade  links.  Next,  several  empir-

ical global  macroeconornic  models  and their  respective  simulation  results  of  enhanced  capital
transfers  to developing  are compared.  Although  these models  have some crucial  differences  in

specification,  they  all hint  at the critical  role  fiscal  adjustment  in the major  economies  is to play
in the 1990s to ensure  a more  stable  global  economic  environment  for  the developing  countries.
Otherwise,  with  inadequate  fiscal  adjustment,  interest  rate  and financial  instability  are  expected  to

produce  worldwide  recessionary  effects,  with  the developing  countries  far worse  off  even with  in-

creased  financial  flows  corning  their  way.  Section  V summarizes  the main  findings  and policy
conclusions,  but  also reiterates  both  the importance  and the limitations  of  existing  world  models
for  policy  use.

I.  Trends  and  determinants  of  global  savings

Is the concern  about  a reduced  global  savings  supply  leading  to a savings  shortage  justified?
This  section  tries  to provide  insight  in some  detail.  First,  world-wide  trends  in ex-post  savings  and
investment  demands  are analysed.  Subsequently  (section  IV.B),  an assessment  is given  of  the
observed  determinants  of  private  and  public  savings  and the likely  prospects  for  the decade  ahead.

A.  Falling  savings  rates?

Is the decline  in the global  savings  rate  during  the 1980s structural  and likely  to extend  far
into  the 1990s? Figure  1, based  on recent  World  Bank  data,l  shows  that  the  world  savings  rate  fell
by about  2 percentage  points  between  the  early  1970s  and the mid  1980s,  i.e. from  on average  21.8
per  cent  of  world  GNP  in 1970-1973  to 19.9 per cent  in 1983-1985  (see also table  l).  However,  in

recent  years there  has been some recovery  of  world  savings:  20.6 per cent of  world  GNP  in

1986-1990.  Thus,  though  it is well  below  the level  of  the 1960s and 1970s,  the fall  in the global
savings  rate  may  not  be secular.  Trends  differ  between  the major  countries  and  regions  in the world
and between  economic  agents.  Figure  2 shows  that,  for  the world  economy  as a whole,  private

savings  have moved  upwards,  while  goverment  savings  have fallen.  This  has led to a growing

worldwide  gap between,  on the one hand,  private  savings  surpluses  and, on the other,  public  sector
deficits.  The  observed  trends  relate  to ex-post  balances  and as such they  do not  pose a problem  in

themselves.  However,  cumulative  deficit  and surplus  savings  positions  sustained  over  long  periods
of  time  involve  large  shifts  in liability  and asset positions  of  governments  and  private  sector  agents,

which  in turn  may  affect  their  savings  behaviour  and financial  market  developments.  These  aspects

will  be discussed  further  below.  First  the diverging  trends  between  countries  and regions  of the
world  economy  will  be described.

This  analysis  must  start  with  some  caveats  about  the data. Existing  data  contain  substantial
statistical  discrepancies.  This  is most  obvious  in the global  savings  and investment  estimates.
Figures  l and 4 show  that  the two  global  macroeconornic  aggregates  are not  equal  as they  should
be according  to world  accounting  rules.2  This  discrepancy  has been growing  over the past two
decades  to a recorded  global  savings  gap of  about  O.4 - 0.5 per cent of  world  GNP.  This  compares,

1 Estimates are derived from lVorld Tables (diskettes, November 1991 update) and the DEC Ana5tical  Data Base
(DAD)  of the Bank's  International  Economics  Department,  which  probably  gives the best country  coverage  and
provides  consistency  checks for national  accounts,  balance  of payments,  government  finance  and debtor  reporting

system  data.

2 See Vos (1989,  l Q91) for  an extensive  treatment  or a consistent  accounting  system  for  a multi-country  world  economy.
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Figure  1

GLOBAL  SAVINGS  AND INVESTMENT, 1970-1990

(%)  of WORLD  GNP

1970 1975 1980 1985 1990

€  WORLD  SAVINGS *  WORLD  INVESTMENT

in definitional  terms,  to the world  current  account  discrepancy.3  Although  the statistical  error  is

small  relative  to global  savings  or global  GNP,  it is large  compared  to the numbers  for  the new

capital  demands  and  the  numbers  relevant  for  the global  adjustment  process  discussed  in this  pa-

per.  During  the 1980s  the discrepancy  was annually  between  US$50  and 100 billion  which  is in the

order  of  magnitude  of  the estimates  of  the additional  annual  capital  requirements  for  developing

countries  in  the 1990s. The  global  discrepancy  equals  about  O.7 per  cent of  GNP  of  the industri-

alized  countries,  which  is at the level  of  the DAC  target  for  development  assistance  to developing

countries  and is double  the size of  actual  aid flows.  Consequently,  the data  presented  in this  paper

should  be taken  with  the  necessary  caution.

3 The  following  national  and  global  accounting  identities  can  be defined:

CAB

n  n  n

Ei - L Mi - L  Ri
l  l  I

o

o

where it says that the savings-investment balance of country i.(S; - l)  equals the current account balance (CAB,),
svhich is dcfined by exports less imports of goods and services (E; - Vl)  less net factor payments and current transfers
to abroad  (R;).  Exports  of  one  country  imply  imports  for  another  so that  the  sum  of  the CABs  of  all countries  should

add  to zero.  By implication  also  the  ex-post  world  savings-investment  balance  should  be equal  to zero.

The  data  used  in the  graphs  and  the  tables  combine  national  accounts  and  balance  of  payments  data.  Gross  domestic

investment  (private  and  public)  and  private  gross  national  savings  are based  on national  accounts  data.  The  current

account  balance  is based  on balance  of  payments  data.  Gross  national  savings  are  derived  as S =  CAB  + GDI  and

government  savings  as Sg  =  S - sp.



Table  1

GLOBAL  SAVINGS  AND INVESTMENT  RATES, 1970-1990

(Percentage  of  GNP)

1970-1973 797  4-1977 1978-1982 1983-1985 1986-1990

High  income  countries

GNS  (S)

Private  (S

Public  S l

GDI  (l

Ppruibviaicteci(gl,,)

PpruibViaitcers(Sg,-igl,,)
Eastern  Europe  and  former

Soviet  Llnion

GNS  (S)

Private  (S

Public  (Sg

GDI  (I

Private  (I,

Public  (Ig

PPruibvlaltce(S(Sg,I-gl,)

Major  oil  exporters

GNS  (S)

Private  (S

Public  (Sg

GDI  (I

Private  (I,

Public  (Ig

PPUribvlalcte(S(Sg,l-gl,)

LDCs

GNS  (S

Private  (S

Public  (Sg

GDI (I

Private  (I

Public  (Ig

PPuribvlaltce(S(Sg,I-gl,)

22.93

19.39

3.54

22.64

18.78

3.86

0.28

0.61

-0.32

20.15

3.48

16.68

20.08

1 .07

i9.Cl1

0.08

2.11

-2.33

26.04

12.85

17.80

12.6al

17.66

10.28

7.37

18.95

8.87

10.08

- i.:g

1 .42

- 2.7i

21.81

:o.:g

1 .52

22.17

18.35

3.95

-0.37

1.94

- 2.30

19.75

2.89

16.86

20.42

1.24

19.10

-0.67

164

- 2.:31

47.02

18.20

28.82

22.14

6.73

i2.12

24.88

11 .47

13.41

19.68

11.56

8.11

21 .84

10.55

iO.08

- 2.16

1.01

- 3.18

21.73

20.95

0.77

22.04

18.45

3.99

- 0.32

2.50

- 2.82

19.07

3.57

15.50

19.05

1.10

qs.gg

0.02

2.47

-2.45

37.42

10.65

26.77

25.02

9.50

"r:.ga

12.40

1.i5

11.25

20.24

11 .20

9.05

23.49

10.96

10.45

- 3.25

0.23

- 3.48

19. 70

20. 39

-0.68

20.21

17.  1 7

3.93

- 0.51

3.21

- 3.72

20.26

3.93

16.33

19.40

1.13

19.13

0.86

2.80

-i.g<

20.69

6.65

14.05

22.65

8.13

14.24

-1.95

-1.48

-0.47

19.87

42.77

7.10

21.12

9. 59

10. 86

-1.25

3.18

- 4.43

20.73

19.62

1.11

21.17

18.05

3.82

-0.44

1 .57

- 2.01

17.04

7.70

g.aa

16.98

o.zg

19.17

0.06

6.92

-6.86

18.88

7.41

11 .47

"17.99

5.20

15.41

o.sg

2.15

-1 .27

22.44

17.55

4.88

23.04

12.22

11.29

-0.60

5.33

- 5.93

For  source  and  notes  see  end  of  table.
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Table  1 (concluded)

GLOBAL  SAVINGS  AND  INVESTMENT  RATES  1970-1990

World

GNS (S)

Private  (S

Public  (Sg

GDI (l)

Private  (I

Public  (Ig

PPruibvlaltce(S(Sg,I-gl,)

(Percentage  of  GNP)

1970-1973

21 .77

i5.51
6.26

21 .68

14.45
7.23
0. 0!J
1. 06

-0.97

1974-1977

21 .88

16.54
5.27

2al.97
14.68

7.23
-O.'l1
1.95

- 2.08

1978-1982

2170

17.12
4.57

22.11
14.69

7.29
-0.41
2.04

- 2.45

7983-1985

i9.9i
17.00

2.81
20.43
14.60

7.34
-0.53
2.99

- 3.52

1986-1990

20.60

18.01
2.65

:o.gg
14.59

7.33

-0.39
2.56

-2.93

Source:  World  Bank  data.  Ratios  derived  from  current  US dollar  values.

Note:  GNS (S) =  Gross National  Savings  (=  Current  Account  Balance  plus  GDI).  GDI (I) =  Gross  Domestic

Investment.  S-I =  GNS - GDI =  CAB.  Subscripts  p and g stand for private  and public  (general

government)  sectors  respectively.
a The world  savings-investment  balance,  and hence  the world  current  account  balance,  should  in principle

be equal  to zero.  The non-zero  entries  thus represent  the consolidated  statistical  global  accounting

discrepancy.  See text and e.g. IMF (1987), Vos (1989), Luttik  (1992), and De Jong, Vos and Jellema

(1991) for futher  discussion.

The  causes  of  the  discrepancy  have  been  discussed  elsewhere  and  these  will  not  be detailed

here."  Within  the  present  context  it is relevant  to have  some  idea  how  the  discrepancy  affects  the

savings-investment  balances  across  countries.  Given  the  complex  structure  of  the  discrepancy

when  observed  transaction-by-transaction,  no definite  and  clear-cut  conclusions  have  been  drawn

so far.  Probably  the  most  complete  study  on  this  topic  (Luttik  1992)  suggests  that,  on  balance,  the

current  accounts  of  the  major  economies  are only  slightly  affected  and  that  a major  part  of  the

discrepancy  should  be allocated  to major  oil  exporters  in  the  Middle  East.  The  latter  implies  that,

particularly  during  the  early  1980s,  savings  surpluses  of  this  region  were  under-estimated.  If  so,

there  has been  a corresponding  under-recording  of  foreign  asSets  of  this  region  which  could

counterbalance  the  apparent  overstatement  of  the  external  asset  position  of  some  of  the  main  in-

dustrialized  countries.

Having  said  this,  let"s  now  turn  to  the  major  trends  in  global  savings  and  investment  patterns

over  the  past  two  decades.  The  main  features  can  be surnrnarized  as follows:

(a)  About  80 per  cent  of  global  savings  is generated  in the  industrialized  countries  and

nearly  two-thirds  in  the G-7 countries  (figure  5). Economic  growth  and  savings  de-

cisions  in these  countries  thus  have  an overwhelming  influence  on the  supply  of

world  investment  finance  resources.

(b)  Global  savings-investment  balances  have  shown  major  shifts  over  the  past  two  dec-

ades  (see figure  4): (a)  the  major  industrialized  economies  (G-7)  traditionally  have

been  net  creditors  to the  rest  of  the  world  (LDCs  and  the  rest  of  the  OECD);  (b)

after  the  first  oil  price  hike,  G-7  surpluses  dwindled  and  savings  surpluses  of  major

oil  exporters  (around  O.5 per  cent  of  world  GNP)  became  (directly  or  indirectly)  the

major  source  to finance  deficits  elsewhere,  particularly  in the  LDCs;  (c)  oil-exporter

surpluses  vanished  in the  1980s,s  while  the  G-7  countries  became  net  debtors  in the

4 See IMF  (1987),  Vos (1989),  De Jong,  Vos and Jellema  (1991), Luttik  (1992) and IMF  (1992).

5 This trend shou]d  be taken with a wide margin  of error,  given problems  of coverage  of some major  oil exporters  in

the 1980s (e.g. Iran  and Iraq  after entering  in a war  in 1980 are no longer  covered). See also the remarks  made earlier

about  the widening  global  accounting  discrepant.)i.
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Figure  2
GLOBAL  SAVINGS,  PRIV  ATE  AND  PUBLIC,  19701990

(%)  of WORLD  GNP
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aggregate;  as a consequence,  reduced  international  finance  availability  forced  LDCs
to reduce  their  current  account  deficits;  and  (d) the former  socialist  economies  in
Eastern  Europe  (EE6+SU)  have  remained  throughout  the  past  two  decades  at
nearly  balanced  savings-investment  positions.

This  picture  is still  far  too  aggregate,  however.  The  savings-investment  balance  positions
conceal  much  larger  imbalances  observed  particularly  in the G-3 countries  (United  States,
Japan,  Germany),  but  also  conceal  differences  in the  satisfied  demands  for  global  savings  be-
tween  groups  of  LDCs.

(a)  The  global  macroeconomic  significance  of the  diverging  pattern  of savings-
investment  balances  in the 1980s  between  the three  major  economies  is pictured  in
figure  7. Germany  and  Japan  produced  joint  savings  surpluses  of  between  O.5 and
1.0 per  cent  or  world  GNP,  which  could  largely,  though  not  entirely,  finance  large
United  States  deficits.  Figure  8 indicates  that  for  the  G-3  as a group,  I.arge private
savings  surpluses  were  required  of  around  1.0 and 1.5 per  cent  of  world  GNP.

(b)  The  ex-post  claims  of  developing  countries  on global  savings  are relatively  small,
when  expressed  in terms  of  total  savings  or world  GNP.  Figures  9 and 10 suggest
that  the  net  use of  global  savings  by LDCs  averaged  around  O.3 per  cent  of  world
GNP  over  the  past  two  decades.  It  peaked  at O.7 per  cent  at the  height  of  the  private
lending  boom  around  1980-1982  just  before  the outbreak  of  the debt  crisis.  Eatir,
American  and  East  Asian  middle-income  countries  took  the  major  share.  The  closrire
of  private  capital  markets  for  LDCs  after  the debt  crisis  is clearly  expressed  in
reduced  savings-investment  imbalances.  Their  use of  extcrnal  savings  was  less than



Figure  3

GLOBAL  INVESTMENT,  PRIVATE  AND PUBLIC,  1970-1990

(%)  of WORLD  GNP
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0.2 per  cent  of  world  GNP  in 1986-1990.  The  East  Asian  countries  even  moved  to

a surplus  position  (figure  10). This  Asian  contribution  to available  global  resources

has not  been  very  big in global  economic  terms,  however;  between  1986-1990  this

surplus  was  less than  O.1 per  cent  of  world  GNP.

Underlying  these  widening  global  imbalances  are falling  private  savings  rates  in some

of  the  major  economies,  particularly  the United  States,  and  falling  private  investment  rates,

particularly  in Japan  and  Germany.  For  LDCs,  access  to external  finance  seems  to determine

much  of  the  shift  in private  and  public  savings-investment  balances.

(a)  The  concern  over  a global  savings  shortage  stems  to a large  extent  from  a dramatic

decline  in the United  States  savings  rate  in the 1980s:  it fell  from  18.7 per  cent  of

United  States  GNP  in  1978-1982  to  14.1 per cent  in 1986-90  (see annex  tables

Al.la-c).  This  decline  reflects  a steep  fall  in both  private  and  public  savings  rates.

Savings  rates  have  also  tended  to fall  in Japan  and  Germany  since 1970.  Since  the

mid-1980s,  however,  savings  rates  improved  in both  countries.  In Germany  both

private  and  public  savings  rates  have  tended  to increase  since  1983. In  Japan  private

savings  rates  have  ccntinued  to fall,  but  there  was a recovery  of  the overall  savings

rate  in 1986-1990  due to fiscal  adjustment  and  subsequent  increase  in the public

savings  rate.

(b)  The  steepest  fal.l in  national  savings  rates  may  be observed  in the  major  oil  exporting

countries  (MOEs),  which  - leaving  statistical  probIems  aside  - is associated  with  ris-

ing private  and government  consumption,  foreign  workers'  remittances  to abroad
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Figure  4
GLOBAL  SAVINGS-INVESTMENT  BALANCES,  PRIVATE  AND  PUBLIC  1970-1990

(%)  of WORLD  GNP
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Source:  World  Bank  data.

and  armaments  expenditures.  These  factors  appear  more  important  in explaining
falling  savings  surpluses  of  MOEs  than  rising  domestic  investment.  In  fact,  the in-
vestment  rate  of  these  countries  fell  in the 1980s.

(c)  Contrary  to IMF  data  (Aghevli  et al. 1990),  no falling  savings  rate  for  developing
countries  has been  observed.  Aggregate  LDC  savings  remained  stable  at around  3.5
per  cent  of  world  GNP  throughout  the 1970s  and 1980s  (figure  5).  As a share  of
LDCs"  own  GNP,  national  savings  increased  during  the 1970s,  fell  in the years  of
economic  stabilization  immediately  following  the  debt  crisis  (1983-1985),  but
increased  again  in recent  years  (1986-1990)  (see table  l and annex  table  Al.la-c).
This  may  have  to do with  the fact  that  many  LDCs  went  through  a series  of
structural  adjustment  programmes.  However,  income  groyvth  remains  the  main
deterrrunant  of  private  savings  in developing  countries  (see Schrnidt-Hebbel  and
Webb  1992),  while  the degree  of  success of  structural  adjustment  programmes  to
raise  growth  rates  has  been,  to put  it mildly,  rather  diverse  across  countries  (Vosley,
Harrigan  and  Toye  1991).  Thus  the  policy  influence  on the observed  trends  is not
immediately  clear.  Countries  in sub-Saharan  Africa  (SSA)  and  Latin  America  (LAC)
have  lower  savings  rates  (respectively  about  11 and  19 per  cent  of  GNP)  than  in the
early  1970s or even  before,  despite  some recoVery  in  1986-1990  (annex  tables
Al.la-c).  In SSA,  falling  per capita  incomes  and steeply  falling  external  terms  of
trade  probably  underlay  the  collapse  of  the private  savings  rate  in 1978-1985.  Some
improvement  in these  indicators  in 1986 to  1990  led to a recovery  in the private
savings  rate.  In contrast,  in LAC,  private  savings  appear  to have  increased  even
during  the  crisis  years  of  the 1980s.  Much  of  this  relates  to 'forceda  savings  induced
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GLOBAL  SAVINGS  RATES,  1970-1990
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by the  high  inflation  rates  in most  of  these  countries.  High  inflation  has been

associated  with  steeply  falling  public  savings  rates  and  rising  fiscal  deficits.  Falling

public  savings  figure  in the  rising  external  debt  service  burden  of  the  public  sector

of  these  countries.  With  (much  more)  limited  access  to foreign  finance  than  in the

previous  decade,  falling  savings  rates  led  to falling  gross  investment  rates  in  SSA  and

LAC  in the  1980s.  In  SSA  GDI  fell  to 12 per  cent  of  GNP  in 1983-1985  and  recov-

ered  to  15 per  cent  in 1986-1990:  still  below  the  1970  level  and  probably  just  about

enorigh  to replace  the  existing  capital  stock,  but  not  enough  to expand  production

capacity  in any  significant  way.  Also  in  LAC  the investment  rate  fell  steeply  in

1983-1985:  from  23 to 17 per  cent  on  average  (in  some  countries  tlxc  drop  was  muclt

steeper).  The  rate  moved  back  to 20 per  cent  in 1986-1990,  reflecting  substantial  re-

covery  in some  countries  ('nexico,  Brazil,  Chile),  while  others  still  lagged  behind.

(d)  :'vlore  stable  and  upward  savings  trends  can  be observed  in South  and  East  Asia.

klost  countries  in these  regions  followed  more  prudent  fiscal  policies,  keeping  public

savings  rates  up.  External  indebtedness  either  did  not  take  quite  the  dimensions  it

took  in SSA  and  LAC  (the  Philippines  being  a noticable  exception)  or could  be

coped  with  having  dynamic  export-oriented  industries  already  in place.  In many

parts  of  Asia  high  growth  rates  could  be sustained,  stimulating  higher  private  savings

rates.

In sum, falling savings rates were not a universal  trend. The central liroblcm  tvoo.:!4 an-
pear  to lie in the  decline  of  private  savings  in the  major  economies  (particularly  the  United

States  and  Japan).  Adequate  fiscal  adjustment  could  help  to compensate  for  this  through

rising  public  savings  and  thereby  ease pressures  on  capital  markets.  Particularly  in  the  United
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Figure  6

LDC  EX-POST  DEMAND  FOR GLOBAL  SAVINGS, 1970-1990
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States  this  has  been  insufficient  and  the  national  savings  rates  has  continued  to  fall.  Japan  and
Germany  managed  to increase  their  national  savings  rates  towards  the  end  of  the 1980s.
Should  this  provide  a basis  for  optimism  over  the  adequacy  of  global  savings  in  the  1990s?

B. Determinants  of  global  savings supplies and prospects for  the 1990s

The  evidence  available  concerning  the  structural  determinants  of  savings  in the  major
economies  does  not  give  rise  to a great  deal  of  optimism.  Private  savings  in these  countries
are expected  to show  further  downward  trends.6

(a)  Demographic  factors,  in particular  an increased  elderly-dependency  ratio,  are per-
ceived  as forming  a key  determinant  behind  falling  private  savings  rates.  Some
studies  have  down-played  the  importance  of  demographic  change  as a major  deter-
rninant  of  falling  private  savings  in the United  States,  Japan  and  the European
Community  in the  1980s  (Bosworth  et al. 1991;  European  Economy  1990),  but  with
regards  to the  long  run  there  seems  to be a broad  consensus  on  potentially  large
declines  in  private  savings  owing  to the  expected  significant  rise  in the  64age  cohort
in total  population.  This  is expected  to become  an important  factor  in Japan  and
Europe  in  the  1990s  and  in  North  America  by  the  turn  of  the  century.

6 See among  others,  Aghevli  et al. (1990),  Bovenberg  and Evans (1991), European  Economy  (1990),  Wiasson (1990).
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Figure  7

G-3  SAVINGS-INVESTMENT  BALANCES,  1970-1990
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(b)  Rising  private  wealth  is seen  as another  determinant  of  falling  private  savings  rates

in  the  1980s.  The  value  of  equities  and  housing  increased  significantly  and  this  would

diminish  the  need  for  saving  out  of  current  income.  One  study  suggests  this  might

explain  about  three-quarters  of  the  decline  in  the  savings  rate  in  Japan  and  a 2 per-

centage  point  decline  in the  savings  rate  in the  United  States  (Aghevli  et at. 1990).

The  role  of  the  interest  rate  is  theoretically  ambiguous.  A higher  interest  rate

increases  future  private  income  and  wealth,  inducing  an  increase  in  current

consumption.  It  may  also  encourage  current  savings  as future  consumption  will  be

expected  to increase.  While  the  empirical  evidence  is not  conclusive,  it does  seem

that  interest  rate  changes  have  had  only  a slight  effect  on savings  in the major

economies  (Aghevli,  et at. 1990).  To the extent  that  household  savings  respond

positively  to a rise  in interest  rates,  this  may  be (partly)  offset  by  falling  corporate

savings.7  Higher  interest  rates  have  a negative  impact  on  corporate  savings.  Thus  the

effects  of  wealth  holdings  and interest  rates  on  private  savings  in  the  major

industrialized  countries  seem  ambiguous.  This  suggests  a rather  low  elasticity  of

private  savings  to the  interest  rate,  so that  an ex-ante  global  savings  shortage  will

not  allow  for  a quick  capital  market  adjustment.  Many  empirical  models  of  the  world

economy,  in contrast,  assume  a fairly  elastic  response  of  private  savings  to interest

rate  changes  and  therefore,  as discussed  in  section  IV,  such  expectations  may  be too

optimistic  regarding  the  speed  of  the  global  adjustment  process.

7 Household  savings  and  corporate  savings  tend  to show  opposite  trends  in OECD  countries  (see Euyopean  Economy

1990),  though  not  in  a one-to-one  relationship.  As said  higher  interest  rates  may  have  some  positive  effect  on

household  savings,  but  raise  costs  and  thus  reduce  profits  of  companies.  Also,  higher  corporate  savings  may  have  a

positive  effect  on asset  prices,  which  will  raise  household  wealth  and  affect  household  savings  negatively.
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Figure  B

G-3  SAVINGS-INVESTMENT  BALANCES, 1970-1990
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Source:  World  Bank  data.

(c)  Fiscal  deficits  may  have  a positive  impact  on private  savings,  according  to some
theoretical  notions.  First,  fiscal  expansion  may  lead  to higher  income  growth  under
unemployment  and  induce  higher  private  savings.  Secondly,  a higher  public  debt
may  lead  private  agents  to save  more  in order  to compensate  for  an expected  tax
increase  in the  future.8  Empirical  evidence  shows,  however,  a iveak  offsetting  tend-
ency  between  public  deficits  and  private  savings;  the  trends  in  the  relevant  ratios  for
the  United  States  being  the  clearest  example:  the  United  States  fiscal  deficit  widened
from  l per  cent  of  GNP  to 3.3 per  cent  between  1978-1982  and  1983-1985,  while
private  savings  fell  from  18.2  to 17.2  per  cent.

(d) Widening  fiscal  imbalances  and  accumulation  of  public  sector  liabilities  furtlicr
undermine  the  responsiveness  of  national  savings  to global  interest  rate  shifts.  In-
terest  rate  increases  in response  to an ex-ante  savings  gap  will  push  up  public  debt
service  obligations  and  so  depress  government  savings.  Table  2 shows  some
approximate  figures  of  the  shifts  in the  net  (financial)  asset  positions  of  the  three
major  economies.  The  G-3  shifted  from  a net creditor  to  a net debtor  position
vis-A-vis  the  rest  of  the  world  between  1980  and  1989  (the  creditor  positions  of  Japan
and  Germany  do not  compensate  for  United  States  net  liabilities),  but  more  salient
is the  growth  of  public  liabilities  in all  three  economies.  These  asset  positions  are

8 This  intertemporal  private  savings  behaviour  in response  to fiscal  deficits  and  public  sector  borrowing  is known  as the
"debt-neutralitya  or  Ricardo-Barro  equivalence  hypothesis.
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likely  to hamper  a smooth  adjustment  process  in  the  1990s  and,  without  major  fiscal
adjustment,  will  keep  public  savings  down  in the  major  economies  and  thereby  weigh
on global  savings.

In sum,  despite  some  recovery  in the supply  of  global  savings  towards  the  end of  the

1980s,  the factors  listed  above  suggest  that  there  is not  much  reason  for  optimism  in terms

of  the trend  continuing  during  the 1990s.  Private  savings  are expected  to stagnate  in the
major  economies  as are public  savings  unless  significant  fiscal  adjustment  takes  place.  New
capital  demands  from  the East  and  the South  may  thus  encounter  a serious  savings  supply

constraint  in the  North.

II.  Additional  demands  for  global  savings

Before  entering  into  the  discussion  of  the  global  effects  of  increased  capital  transfers  to

the  East  and,  particularly,  to the  South  under  the  world  economic  con,ditions  sketched  above,

it may  be useful  to identify  the orders  of  magnitude  of  the  new  capital  demands  as they  have

been  put  forward  in various  studies  and  policy  documents.  It  is not  the  objective  of  this  paper

to improve  on any  of  the  existing  estimates  of  new  demands  for  global  savings.  The  numbers

produced  all  tend  to have  global  macroeconornic  significance;  some  would  require,  if  satisfied,

revolutionary  changes  in the existing  global  savings  and investment  pattern.  It does seem



15

Figure  10

LDC  EX-POST  DEMAND  FOR  GLOBALSAVINGS,  1970-1990
-SOUTH  ASIA,  CHINA  AND  EAST  ASIA  & PACIFIC  -

(%)  of WORLD  GNP

- 0.2

- 0.3

1970 1975 1980 1985 1990

+  SOUTH  ASIA:  S-I @ CHINA: S-I -  EAST ASIA: S-I

Source:  World  Bank data.

useful,  however,  to assess  their  meaning,  before  entering  into  the  discussion  of  possible  global
economic  repercussions.  The  numbers  appear  as follows:

(a)  Investment  demand  in the major  industrialized  countries  should  remain  high  ac-
cording  to some  calculations  (Dv4F  1991b)  in order  to achieve  more  satisfactory
grosvth  rates  in the  1990s.  The  following  sections  show  how  groivth  rates  in the
North  are  also  crucial  for  economic  performance  in  the  South  and  East.  In  order  to
maintain  the  grouth  rate  of  output  at 2.75  per  cent  per  annum,  like  the  1980s,  the
industrialized  countries  will  have  to raise  their  average  investment  rate  by  I per-
centage  point  during  the  period  1991-1996  (IMF  1991b:  45).  With  an expected  fall
in the private  savings  rate  of  O.75 percentage  points,  savings  may  fall  short.  If
Governments  of  the  industrialized  countries  meet  their  intended  budget  targets,
however,  this  is expected  to lead  to reduced  absorption  of  savings  by Governments
of  2 percentage  points  of  GNP.  Full  implementation  of  these  targets  thus  seems  a
minimum  requirement  to provide  the  investment  finance  required  to sustain  growth
in the  North.

(b)  lVide-ranging  estimates  exist  as to the  external  finance  requirements  for  the  trans-
formation  of  the  Eastern  European  countries,  the  Community  of  Independent  States
(CIS,  i.e. the  former  Soviet  Union)  and  for  German  unification.  All  are,  however,
sizeable  and  of  global  macroeconornic  importance.  Table  3 summarizes  the  range
of  estimates  derived  from  a number  of  studies  (see annex  table  A1.2  for  details).9

9 Collins  and Rodrik  (1991), 111F (1991b),  Papadia  et al. (1991), Alasson  and }!erediffi  (1991).
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Table  2

G-3:  SHIFTS  IN NET  FINANCIAL  ASSETS  POSITIONS,  PRIVATE  AND

PUBLIC  SECTOR  1980  AND  1989

(Billions  of  US$)

Assets

1980

Liabilities Net Assets

1989

Liabilities Net

United  States

Domestic

Private

Public

Foreign

Private

Public

Total

Private

Public

Japan

Domestic

Private

Public

Foreign

Private

Public

Total

Private

Public

Germany

Domestic

Private

Public

Foreign

Private

Public

Tota  I

Private

Public

Total  G-3

Domestic

Private

Public

Foreign

Private

Public

Total

Private

Public

1966

1966

608

517

91

2574

2483

gr

1169

1169

204

113

91

1373

1282

91

744

744

260

"i go

70

1004

934

70

3879

3879

o

1072

820

252

4951

4699

252

1966

1745

221

501

339

162

2467

2084

383

q 169

895

274

:gr

q :g

162

1460

1024

436

744

636

108

215

185

30

959

821

138

3879

3276

603

1007

653

354

4886

3929

957

o

221

- 221

107

178

- 7'1

107

399

- 292

o

274

- 274

- 87

-16

- 71

- 87

258

- 345

o

108

-108

45

5

40

45

113

- 68

o

603

- 603

65

167

-102

65

770

- 705

4625

4025

1412

1253

159

6037

5878

159

4040

4040

1771

1597

174

5811

5636

174

1315

1315

695

581

114

2010

1896

114

ggso

9980

o

3878

3431

447

13858

13411

447

4625

3783

842

2078

1641

437

6703

5424

1279

4040

3480

559

1 477

1410

67

5516

4890

626

1315

1039

276

474

349

125

1789

1389

401

9980

8303

1677

402"f

3400

629

14008

11703

2306

o

842

- 842

- 666

- 388

- 278

- 666

454

-1120

o

559

- 559

294

187

107

294

746

- 452

o

276

- 276

221

232

-11

22al

508

- 287

o

1677

-1677

-150

31

-181

-150

1708

-1858

Source:  IMF,  Balance  of Payments  Statistics,  various  issues  (stock  data).  IMF,  International  Financial
Statistics,  various  issues.

Note:  Domestic  asset  positions  refer  to  financial  assets  and  liabilities  only,  net  of  inter-bank  and
intra-government  positions.
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Table  3

ALTERNATIVE  ESTIMATES  OF  EXTERNAL  FINANCING  REQUIREMENTS  OF

LDCs,  EASTERN  EUROPE  AND  CIS  IN THE  1990s

(Annual  flows  in billions  of  US$  of  7990)

Net  transfer  a

1990

Total  (Excl.  grants)

Net  resource

flow  b 1990

Total

Financial

requirements  7990S

Low High

Developing  countries

All  LDCs

Sub-Saharan  Africa

Asia

South  Asia

East  Asia  and  Pacific

Europe,  Middle  East  and

North  Africa

Latin  America  and  Caribbean

Eastern  Europe  and  CIS

EE5,  CIS,  German  unification

Eastern  Europe  (EE5)

CIS

German  unification

Total  LDCs  and  Eastern  Europe,

CIS  and  GU

(As  per  cent  of  world  GNP,  1990)

16

12

12

4

8

(-10)

(1)

(7)

(1)

(6)

(-10)

(-9)

83

17

34

8

26

98

(0.7)

180

28

23

aga

124

"i sg

80

573

(2.7)

Memorandum:  Net  transfers  by  source

Official  (exd.  grants)

Net  transfers  a 1990

Grants Private

All  LDCs

Sub-Saharan  Africa

Asia

South  Asia

East  Asia  and  Pacific

Europe,  Middle  East  and

North  America

Latin  America  and  Caribbean

4

2

5

3

2

26

11

5

3

2

- al5

-1

2

- 2

4

Source:  World  Bank,  World  Debt  Tables,  1991-C)2,  for  net  transfer  and resource  flow  data  to LDCs  and annex

table  A1.2  for  alternative  estimates  of  financing  requirements  for  the  1990s.

a Net  disbursements  of  medium  and  long-term  debt  plus  official  grants  plus  net  direct  foreign  investment
less  interest  payments  less  profit  remittances.

b Net  disbursements  of  medium  and  long-term  debt  plus  official  grants  plus  net  direct  foreign  investment.

c Data  for  EE5 and  CIS refer  to 1989  and  new  gross  disbursements  of medium  and  long-term  publicized

bank  credits  or bond  issues taken from  OECD (Financial  Market  Trends,  1991  table  12).
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The  upper  bound  estimates  of  required  annual  capital  inflows  shown  are  close  to 2

per  cent  of  world  GNP  but  still  quite  modest  compared  to some  other  "needs"  cal-

culations.lo  Thc  upper  bound  estimates  take  Collins  and  Rodrik's  (1991)  calculations

of  investment  requirements  based  on a 7 per  cent  growth  target  of  real  GNP.  The

authors  assume  without  explicit  argument  that  all  financial  requirements  (USS915

billion  per  annum,  see annex  table  A1.2)  have  to be satisfied  by  external  resources.

These  estimates  of  Collins  and Rodrik  have  been  adjusted  in table  3, deducting

projected  national  savings  in Eastern  Europe  and  CIS,  assuming  (possibly  optirnis-

tically)  a constant  1990  savings  rate.  The  lower  bound  estimates  for  the  EE5  and

republics  of  the  former  Soviet  Union  have  little  to do with  an estimate  of  recipients

"needs",  as these  are  based  on a Marshall  Plan-like  operation.  The  estimates  repre-

sent  real  per  capita  aid  flows  for  Eastern  Europe  equal  to that  received  by  the  west-

ern  European  countries  after  World  War  II (Economic  Commission  for  Europe,

1990;  Collins  and  Rodrik  1991).

(c)  Capital-requirements  estimates  for  developing  countries  are based  on traditional

methodologies  originating  from  Rosenstein-Rodan"s  one-gap  (savings  gap)  Harrod-

Domar  growth  model  (Rosenstein-Rodan  1961)  and  Chenery  and  Bruno"s  two-gap

(savings  and  trade  gap)  model  (Chenery  and  Bruno  1962).  Despite  the  rigidity  and

obvious limitations of3hese model frameworks, they have remained influential to
date.  In  essence,  the  approach  is to set a desired  level  of  GDP  growth  which,  for  a

given  capital-output  ratio,  determines  the  appropriate  investment  level.  For  a given

savings  rate  and  import  coefficient,  a domestic  savings  and  a foreign  exchange  gap

can  be derived  which  will  determine  the  financing  requirements.  Recent  extensions

of  this  framework  (Bacha  1990,  Taylor  1990)  include  a third  gap,  i.e. the  fiscal  gap,

to take  into  account  the "double  transfer"  problem  that  has plagued  developing

countries  in the  1980s  and  1990s:  first,  they  have  to send  hard  currency  abroad  to

meet  interest  obligations,  hence  they  need  a trade  surplus  as net  capital  inflows  are

less than  interest  payments;  and,  second,  the  public  sector  is largely  responsible  for

these  payments,  meaning  it must  run  a non-interest  budget.surplus  or  find  domestic

finance.  The  three-gap  model  takes  account  of  the  fact  that  developing  countries

may  face  a binding  'financial"  constraint  as opposed  to the  "real"  external  constraint

emphasized  by the  two-gap  model.  Table  3 also  summarizes  a number  of  calcu-

lations  of  external  financing  requirements  of  developing  countries  based  on  two-  gap

(Fishlow  1987,  Development  Committee  1988),  three-gap  (WIDER,  Taylor  1990)

and  current-account  modelsll  and  applying  modest  growth  targets.  The  range  of  es-

timates  for  annual  external  financial  requirements  for  the  1990s  lies between  USS77

and  120  billion,  which  is somewhere  between  O.5 and  O.8 per  cent  of  GNP  of  the  in-

dustrialized  countries,  or roughly  the  DAC  target  for  development  assistance.  Do

these  imply  additional  demands  for  global  savings?  Table  3 also  gives  for  compar-

ison  the  net  transferl2  and  net  resource  flowl3  to developing  countries  in 1990.  The

lower  bound  financial  requirements  would  be covered  by  the  net  financial  resource

flow  (including  direct  foreign  investment)  in 1990  which  amounted  to USS83  billion.

However,  it is more  appropriate  to look  at the  net  transfer  as the  financing  require-

ment  estimates  essentially  refer  to the  trade  gap  (two-gap)  or financing  gap  or  re-

quired  capital  inflows  less  interest  payments  (three-gap).14  Net  troansfers to

developing  countries  were  USS16  billion  in 1990  (up  from  an  average  negative  annual

net  transfer  of  USS5  billion  in 1985-1989).  Thus  from  the  existing  situation  in 1990,

10 Collins  and  Rodrik  (1991)  for  instance  also  produce  a capital  requirements  estimate  or approximately  USS1.6  trillion

per  year,  which  would  be about  8 per  cent  of  global  GNP  and  almost  equal  that  of  the  recipient  countries.  This

estimate  is based  on  simple  production  function  (Cobb-Douglas  type)  calculations  with  fixed  coefficients  targetting  to

reach  the  capital-labour  ratio  of  the  industrialized  countries  in a time  frame  of  10 years.  The  resulting  numbers  may

have  an  illustrative  meaning,  but  that  is as far  as it goes.

II  The  lVorld  Bank  study  on  African  financing  needs  (lVorld  Bank  1991)  uses a simple  current  account  projections

model  with  assumptions  about  export  growth,  import  elasticities,  projected  debt  service  obligations  and  debt  relief.

12 Net  transfer  =  net  disbursements  of  medium  and  long-term  debt  + official  grants  + net  direct  foreign  investment  -

interest  payments  on  external  debt  - proof  remittances.

13 Net  resource  flow  =  net  disbursements  of  medium  and  long-term  debt  + official  grants  + net  direct  foreign  invest-

ment.

14 An exception  is the lVorld  [lank  estin'iate of financing  requirements  for sub-Saharan  Af'rica  yv)iich is based on current
account  projections:  the annual  financial  resource  flow  requirement  is estimated  at USS28 billion,  while the capital
inflow  in 1990 amounted  to USS17 billion.
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net transfers  to developing  countries  would  have  to increase  by about  USS60  to 100
billion  during  the 1990s to meet  groivth  targets  which  are  in the order  of  magnitude
of  1.5 to 2.0 per cent per capita  income  growth.  The gap is largest  for the Latin
American  countries  which,  according  to these estimates,  would  have  to revert  from
a negative  transfer  of  USS6 billion  to a positive  one of  between  USS36  and  60 billion.
For  sub-Saharan  Africa  there  would  be an additional  demand  of  between  USS3 and
16 billion  per  year,  while  in Asia  additional  demands  are  likely  to be small.

(d)  On top  of  the above-listed  demands  for  global  savings  come  demands  for  the recon-

struction  of  the Middle  East after  the Gulf  war  and finance  required  to fund  the
global  environmental  action  programme  discussed  at the United  Nations  Conference
on Environment  and Development  (UNCED).  The IVF  has estimated  additional
external  capital  requirements  for  reconstruction  in the Middle  East  at roughly  USS13
billion  per year for 1991-1996.  Financing  requirements  for environmental  action

have  also yielded  a wide  range  of  estimates.  Agenda  21 of  UNCED  comprises  an

international  action  programme  for the environment  and development  (on  top of
domestic  efforts)  with  an estimated  cost of  US$125  billion  per annum  in the form
of  concessional  assistance  for  the developing  countries.lS  However,  it is at the same

time  suggested  that  US$15  billion  would  be a "more  realistic"  amount,  given  the
absorptive  capacity  of  countries  to implement  environmental  programmes  and given

likely  available  finance  for  such purposes.

The sum of  all these  demands  amountsto  very  impressive  numbers  indeed.  Combining
alLthe  lower  bound  estimates  would  yield  additional  capital  demands  equivalent  of  1.4 per

cent  of  world  GNP  (about  US$280  billi.on  annually),  while  the upper  bound  estimates  come

to 3.8 per cent of  world  GNP  (USS800  billion).16  These  numbers  seem far  too  large  for  com-

fort.  The previous  section  already  sketched  a rather  pessimistic  outlook  for the growth  in

global  savings  and showed  the rather  narrow  margins  within  which  savings-investment  bal-
ances (as a share of  global  GNP)  of  the major  economies  moved  and which  were  enough  to

provoke  substantial  global  adjustment  effects.  To satisfy  their  own  investment  demands  and
those  in the East  and the  South,  the developed  economies  will  have  to reverse  trends  in  private

and  public  savings  rates.

Of  course,  the estimates  of  financing  "needs" in the 1990s  discussed  above  are crude  and
calculated  using  rather  simple  methods.  Some  of  the estimates,  like  the lower  bound  numbers
for  Eastern  Europe  and UNCED,  do not  reflect  a calculation  of  financing  requirements,  but
rather  reflect  "guesstimates"  of  the authors  of  what  would  be a "realistic'  level  of  capital  flows.
The models  used to estimate  "needs" are based on very  crude  assumptions  about  economic
behaviour,  such as assuming  constant  savings  rates and capital-output  ratios  over  long  peri-
ods of  projection.  Further,  the methods  are static  and  partial  in the sense that  domestic  and
global  general  equilibrium  effects  are not accounted  for, e.g.  in terms of the effects  of

15 See UNCED  (A%CONF.l517PC,'lDO7Add.9)  and  the  Tokyo  declaration  of  the Eminent  Person's  Meeting  on Financ-
ing  Global  Environment  and  Development  (UNCED  press  release,  17 April  1")2).  It should  be noted  that  Agenda

21 covers  environmental  and  development  programmes,  such  that  there  is likely  to be some  overlap  with  the  estimates

of  financial  requirements  for  developing  countries  discussed  above.  In fact,  at UNCED  (June  1992)  it was  agreed  that

the industrialized  countries  would  try  to raise  aid flows  to O.7 per  cent  of  GNP  by the year  2005.  This  refreshed
commitment  to the old  DAC  target  was,  once  again,  non-binding.

The  World  Development  Report  ('vVorld  Bank  1992)  estimates  a cost  of  USS75  billion  of  a set of  environmental
projects  for  developing  countries.  It is suggested,  however,  that  not  all of  these  additional  investment  costs  should  be

covered  by external  finance,  but  rather  that  most  could  be funded  by the LDCs  themselves,  i.e. out  of  income  groisth
resulting  from  better  economic  management.

16 These  magnitudes  are derived  as follows:

Original  specification

(USS  billion,  1990  prices)

High  Low

As a percent  of  world  GNP

High  Low

Industrialized  countries  investment

demand  ( + l per  cent)

Eastern  Europe  and  CIS

LDCs  (gap =  requirements  - 1990

transfers)

:VIiddle  East

(r S CED

114

17

125

Total 794 285 3.8 l .4

Source:  Table  3 and  annex  table  A1.2.



capital-inflow  induced  income  increases  on savings  rates  and  the effects  of  additional  flows

on world  interest  rates,  growth  in the  creditor  countries,  trade,  commodity  prices,  and  so on.

It thus  seems easy to diSrniSS  proposals  for  mobilizing  funds  for  the purposes  listed

above.  Nevertheless,  it cannot  be denied  that  the  listed  numbers  play  a role  of  some  influence

in the international  policy  debate  and that  it is therefore  useful  to think  through  the impli-

cations  for  the  world  economy  as a whole.  Further,  it remains  useful  to try  and  estimate  the

financing  requirements  to achieve  particular  policy  targets  (like  a target  GNP  growth  rate).

In practice,  growth  objectives  have  been  the residual  of  available  finance.  With  the dismal

growth  performance  of  many  developing  countries  in the 1980s,  it seems  reasonable  that  their

policy  makers  would  put  forward  claims  on  external  financial  resources  which  are  derived  from

their  groivth  and development  targets.  Probably,  more  research  should  be devoted  to the

improvement  of  the  existing  methodologies  to estimate  financial  resource  requirements.  Given
the  likely  magnitude  of  the  estimates,  a new  method  should  comprise  a global  framework  to

take  account  of  the  direct  and  indirect  international  economic  repercussions  of  ex-ante  shifts

in the  distribution  of  global  savings.

III.  LDC  financial  market  access,  'capital  flight'  and 'crowding  out'  of  aid

budgets

The  central  question  is not,  of  course,  whether  or not  there  is a tendency  towards  an

ex-anre  global  savings  shortage,  but  what  type  of  adjustment  mechanism  is set in motion  and
who  gains  and  who  loses  in the process.  Main-stream  economic  theory  assumes  savings  and
investment  are a function  of  the  real  interest  rate.l7  Under  perfect  market  conditions  savings,

investment  and  the  world  interest  rate  would  be determined  simultaneously.  An  increase  in the
real  interest  rate  would  be associated  with  increased  global  savings  and decreased  global

investment.  In the absense  of  restrictions  on international  capital  flows  and  the functioning
of  the  global  capital  market,  capital  should  flow  to capital-scarce  economies  where  the

expected  rate  of  return  per  unit  of  investment  is highest.  If  these  conditions  hold,  global

savings  would  be  allocated  at  the  margin  towards  LDCs  and Eastern  Europe  where

capital-labour  ratios  are considerably  lower  than  in the  industrialized  countries.  This  process

would  continue  until  expected  real  returns  on investment  are equated  across  countries.

New  capital  demands  (or  increased  perceived  investment  opportunities)  will,  within  this

framework,  push  up real  interest  rates,  but  subsequently  raise  global  savings,  reallocate  these

to developing  countries  and  Eastern  Europe,  and  reduce  investment  demand  in the industri-

alized  countries.  The  more  responsive  global  savings  are to interest-rate  changes,  the  quicker

the  adjustment  and  the  smaller  interest-rate  movements  are for  a given  shift  in the  investment

demand  function.  Alternatively,  if  the  supply  of  savings  is relatively  insensitive  to the  interest

rate,  as argued  on empirical  grounds  in section  I above,  a relatively  large  increase  in the  cost

of  capital  will  be required  with  a relatively  large  diversion  of  investment  resources  away  from

the  industrialized  countries  in order  to satisfy  capital  demands  in Eastern  Europe  and  in the

South.  The  interest-rate  sensitivity  of  world  savings  and  investment  behaviour  thus  plays  a

critical  role  in deterrnining  the end-result.  This  determinant  is also crucial  in global  macroe-

conomic  models  used  for  poIicy  analysis.  The  implications  are discussed  in section  IV.B.

Another  critical  assumption  of  the  above-mentioned  framework  is that  all  capital  is al-

located  internationally  through  an efficient  global  capital  market  leading  to an equation  of  the

(expected)  rate  of  return  (interest  rate)  across  countries  and regions.  Nobody  will  disagree

that  this  is too  simplistic  to fit stylized  facts.  Access  of  developing  countries  and  Eastern

European  countries  to private  capital  markets  is Iimited.  Developing  countries  face a seg-

mented  capital  market.  Four  dimensions  are briefly  assessed  below:  (l)  official  flows;  (2)

cornrnercial  bank  lending;  (3) direct  foreign  investment;  and  (4) 'capital  flight'  from  the de-

veloping  countrics.

17 The  argument  is set out  also in recent  studies such as Collins and Rodrik  (1991) and Pauly Transfers, Real Interest
Rates  and Regional Development.' Imernational  Economic Implications  of Financial  Support  for the Economies in
Transition,  Studies  f'or the  Group  of  Twenty-Four  (1992).
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1. Official  capital  flows

A large  share  of  capital  flows  to LDCs  is provided  by official  sources,  i.e. by Govern-
ments  of  the industrialized  countries  and  multilateral  organizations:  most  of  which  (about

three-quarters)  at concessional  terms.  These  flows  can be seen as a reflection  of  the  limited

access  to LDCs  to private  sources  of  external  finance  and are largely  motivated  by (geo-

)political  and  humanitarian  considerations  rather  than  by rate-of-return  differentials.

2.  Commercial  bank  lending

The  experience  with  commercial  bank  lending  to developing  countries  over  the  past  two
decades  has taught  that  banks  ration  borrowers  from  poor  countries.  Credit  availability  from

this  source  for  developing  countries  has  been  shown  to  be  insensitive  to  interest  rates.

Imperfect  information  impedes  banks  from  properly  assessing  (current  and  future)

creditworthiness  of  borrowers  and  from  differentiating  with  precision  between  risk  groups  of
borrowers.  Instead  of  applying  a risk  premium  on interest  rates,  credit  ceilings  are applied  to

minimize  the  risk  of  default  of  borrowers.l8  Fairly  uniform  and  broad  categories  of  borrowers

are usually  distinguished  in the oligopolistically  structured  bank  loan  market,  with  the  lowest

ratings  for  borrowers  having  the highest  risk.  Some  borrowers,  including  most  low-income

LDCs,  are entirely  excluded  from  this  market.  However,  the  experience  of  the  1970s  and  1980s

has shown  that  this  was not  a static  market.  Flooded  with  liquidity  (in  part  from  the deposit

investments  accruing  f'rom  savings  surpluses  of  major  oil  exporters),  banks  raised  credit  ceil-

ings  for  groups  of  LDCs  and,  encouraged  by high  commissions  to be earned,  engaged  in an

oligopolistic  competition  for  market  shares.l9  Mainly  middle-income  countries  benefitted  from

the easing  of  market  access.  The  fear  of  a widespread  debt  crisis  following  Mexico"s  payment

problems  in 1982  changed  bankers"  market  perceptions  rather  abruptly,  leading  'to a lowering

of  credit  ceilings  to practically  zero  for  most  LDCs.  Thus,  a rise  in world  interest  rates,  even

if  it led to an increased  supply  of  global  savings,  would  do little  to enlarge  the  flow  of  bank

loans  to developing  countries.  The  climate  of  extreme  political  and  economic  uncertainty,  the

lack  of  institutions  and  legal  arrangements  protecting  property  rights  and  other  factors,  will

probably  render  very  limited  the access  of  the  economies  in transition  in Eastern  Europe  and

the  republics  of  the  former  Soviet  Union  to the  bank  loan  market.

3. Direct  foreign investment

Direct  foreign  investment  (DFI)  in developing  countries  has  also been limited  and

behaviour  of  multinationals  is guided  by  more  factors  than  si'mple  straightforward  calculations

of  rate-of-return  differentials  at the margin.2o  Political  and economic  uncertainties  impede

flows  towards  capital  scarce  economies.  The  share  of  DFI  in total  capital  transfers  to devel-

oping  countries  increased  during  the 1980s  (from  around  10 to 30 per  cent),  but  this  was,  be-

sides  an increase  in absolute  terms,  to a large  extent  due to the  decline  and  stagnation  in other

sources  of  finance.  Recent  growth  of  DFI  (and  portfolio  investment)  has given  rise to some

optimism  about  the return  of  developing  countries  to private  capital  markets  (e.g.  IMF

1991c).  A closer  look  at the  data  tempers  this  enthusiasm.  Table  4 shows  that  DFI  to LDCs

increased  quite  consistently  in real  terms  over  the  past  two  decades,  but  nevertheless  they  lost

share  in global  DFI  (from  22 per  cent  in the  late  1970s  to 15 per  cent  in the  late  1980s).  The

average  growth  rate  of  DFI  to LDCs  in  the  second  half  of  the 1980s  was  below  that  of  the  first

half.  It should  be noted,  however,  that  much  of  the  recent  growth  took  place  after  1988,  so

that  the figures  for  the most  recent  trends  could  be somewhat  under-estimated  in table  4.

Grovvth  has been  highly  concentrated,  however.  Seven  countries  (China,  Thailand,  Malaysia,

Republic  of  Korea,  Brazil,  Mexico  and  Argentina)  received  two-thirds  of  the  total  flow  of  DFI

to LDCs  between  1986  and 1990. Asia  has  been  the  most  successful  region  in attracting  DFI

18 There  now  exists  a wide  body  of  theoretical  literature  on the rationing  behaviour  of  banks  in domestic  and interna-

tional  credit  markets.  See e.g. Stiglitz  and  }Veiss  (1981),  Eaton,  Gersovitz  and  Stiglitz  (1986),  and  Vos  (1991).

19 See Darity  and Horn  (1988),  Devlin  (1989)  and  Vos  (1991)  on the 'loan  pushing'  and  oligopolistic  bank  firm  com-

petition  that  characterized  the lending  behaviour  towards  LDCs  in the 1970s.

20 Cf. e.g. Dunning  (1981)  for  an authorative  view.
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flows  (see table  5), which  has been  attributed  to the  comparative  success  of  the  economies  in

East  Asia  in terms  of  growth  and  macroeconomic  stability,  the maintenance  of  labour-cost

competitiveness  and  liberalization  of  investment  regimes  (particularly  in China).

Much  of  this  also  relates  to shifts  in the  international  distribution  of  labour  in export

industries  competing  with  Japan,  but  also is a result  of  firms  and  investors  in the Republic

of  Korea  and Taiwan  Province  of  China  moving  capital  to the 'newer  NICs"  in the region

(Thailand,  Malaysia,  China,  Indonesia).  DFI  flows  to Latin  America  had  declined  during  the

first  half  of  the 1980s  as a consequence  of  the economic  crisis  and  instability  related  to the

debt  crisis.  Flows  later  recovered,  particularly  towards  Brazil,  Mexico,  Argentina  and Chile.

Only  Mexico  and Chile  have  shown  significant  economic  recovery  and stability  in recent

years,  which  may  have  been  a factor  in attracting  DFI.  In  these  countries  the privatization

of  public  enterprises  and  debt-equity  conversion  programmes  seem  more  important.  A return

of  "flight  capital'  of  their  residents  (see also below)  has been  an important  source  of  finance
behind  the recent  growth  of  DFI  to these  countries.  Some  observers  doubt  whether  much

"additional'  DFI  has been  attracted,  if  any  at all.21 DFI  flows  to sub-Saharan  Africa  have  been
very  small  (except  to Nigeria)  and  have  tended  to decline.  DFI  to Eastern  Europe  has been

modest  so far;  this  is not  surprising  given  the  political  and  economic  uncertainties.  In  sum,
LDCs  have  not  been  able  to benefit  proportionally  from  the  recent  worldwide  growth  of  DFI.

DFI  has tended  to concentrate  in countries  where  foreign  exchange  constraint,s  are the  least
likely.  With  the possible  exception  of  some  Latin  American  countries,  DFI  is not  likely  to

become  a major  source  of  finance  for  the  regions  with  high  capital  requirements  in the 1990s.

4. Private capital outflows  from LDCs

A final  point  regarding  the  functioning  of  the  global  capital  market  relates  to the  large
private  capital  outflows  from  developing  countries  over  the  past  two  decades.  This  phenome-
non  popularly  became  known  as "capital  flight".  Standard  theory  would  expect  that  under

efficiently  working  markets  there  would  be a capital  flow  towards  capital-scarce  economies;
not  two-way  flows.  Obviously  then,  imperfections  exist.  The  rationing  of  official  capital  flows
and  cornrnercial  bank  credits  has been  alluded  to above.  Moreover,  these  flows  have  concen-
trated  in the  public  sector  of  developing  countries.22  It  has been  argued  that  the growth  of

the  public  sector  debt  overhang  has been  a determinant  of  private  sector  capital  outflows  (e.g.
Eaton  1987).  The  high  capital  inflows  of  the 1970s  would  have  been  a source  of  exchange  rate
overvaluation  and public  external  debt  would  be perceived  by investors  as a senior  type  of
asset  over  domestic  assets.  Fears  for  a major  devaluation  and  the risk  of  taxation  or expro-
priation  of  domestic  asset  holdings  would  be driving  forces  of  capital  flight.  Empirical  inves-

tigation  of  the  issue  is seriously  hampered  by measurement  problems.  This  is not  the  place  to
discuss  these  concerns,  but  clearly  estimates  of  the magnitude  and  trends  in private  capital
outflows  from  developing  countries  tend  to differ  significantly  depending  on the method  ap-

plied.23  Table  6 gives  some  plausible  aggregate  estimates  for  1975-1985.  It suggests  capital
flight  has been  most  serious  in the  indebted  Latin  American  countries  with  average  annual

outflows  of  US$lO  to 15 billion  between  1978  and 1985.  T.he cumulative  outflow  for  the  re-

gion  has been,  according  to the  figures  in table  6, almost  equivalent  to 40 per  cent  of  the  in-

crease  in outstanding  long-term  external  debt  between  1975-1985.  Although  much  smaller  in

absolute  terms,  the ratio  of  the stock  of  private  foreign  assets  to outstanding  debt  appears

even  higher  for  Africa  (43.6  per  cent).  Capital  flight  from  Asia  is reported  to be much  less

significant,  the highly-indebted  Philippines  being  a notorious  exception  (Vos  1992a).  Even  if

the  margin  of  error  is considerable,  these  estimates  suggest  many  developing  countries  may

be much  less foreign-exchange  constrained  than  is often  assumed,  if  they  can find  ways  to

repatriate  these  private  asset  holdings.

Insight  into  the actual  driving  forces  behind  private  capital  outflows  could  assist  in

identifying  ways  to stimulate  such  repatriation.  Empirical  evidence  about  the  determinants  is

21 See Lagos  (1992)  on the  case  of  Chile,  who  argues  that  net  new  DFI  may  have  been  less with  the  debt-conversion

programme  than  it might  have  been  without.

22 Some  80 per  cent  of  the  external  debt  of  developing  countries  is held  by the  public  sector  (see  Vos  (1991) for  a more

detailed  analvsis).

23 See Anthony  and  Hughes  }-Iallet  (1992)  and  Vos  (1992a)  for  recent  discussions  and  comparison  of  measures  using

different  methods.
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Table  4

FLOWS  OF DIRECT  FOREIGN  INVESTMENT

(Annual  averages,  US$  billion,  1989  prices)  a

1970-7974 1975-1979 1980-7984 1985-1989

Inward  flows

To high-income  countries
To LDCs

37.5
"io.g

102.3
18.3

Outward  flows

From  high-income  countries
From  LDCs

63 6 135.7
i.g

Discrepancy  inward-outward -10.8 -16.2 io.g -17.0

Shares  (per  cent)  of inward  DFI
To high-income  countries
To LDCs

Average  annual  growth  rates
(per  cent)  inward  DFI

To high-income  countries
To LDCs

Source:  IMF,  Bajance  of  Payments  Statistics  Yearbooks;  Bachman  (1991).

a  Current  US dollars  deflated  by  G-7  MUV  index.

not  univocal,  but  depends  on country  cases  and  the  applied  method  of  measurement.  Four

major  determinants  stand  out:24  (a)  the  real  exchange  rate  (or  the  expectation  of  a major  de-

valuation);  (b)  the  (exchange-rate  adjusted)  real  rate-of-return  differential  between  foreign

short-term  assets  and  domestic  financial  assets  (this  determinant  was  not  found  significant  for

private  capital  outflows  from  Africa);  (c)  the  availability  of  external  finance  (rather  than  the

debt  overhang  itself,  as was  hypothesized  above),  which  has been  explained  as  a factor

"fuelling"  capital  flight;  and  (d)  a target  stock  of  foreign  assets  which  has  been  associated  with

simultaneous  consumption  and  portfolio  decision-making  by private  agents,  international

lifestyles  and  consumption  patterns  of  the  rich  in developing  countries  requiring  substantial

foreign  exchange  holdings.zs

This  set of  determinants  does  not  provide  a clear  guide  for  policy  advice,  even  apart

from  the  fact  that  the  situation  should  be assessed  for  each  individual  country.  Exchange  rate

adjustment  and  a rise  in domestic  real  rates  of  return  could  be achieved  through  a package

of  adjustment  policies.  What  does  matter  is stable  and  sustained  positive  returns  on  domestic

assets  over  time.  The  latter  condition  clearly  has  prevailed  in  large  parts  of  East  Asia  with  low

levels  of  capital  flight.  Chile  and  Mexico  only  achieved  a return  of  flight  capital  after  at least

half  a decade  of  stabilization  and  structural  adjustment  policies  and  implementation  of  an at-

tractive  debt-conversion  prograrnrne.  Repatriation  of  foreign  assets  in the  Philippines  is also

associated  with  debt-equity  swaps.  Large  debt  conversion  programmes  may  have  undesirable

macroeconornic  effects  (monetary  expansion,  inflationary  tendencies,  and  possible  negative

balance  of  payments  effects)26  when  the  economy  is still  going  through  a process  of  adjust-

ment  towards  stability  and  economic  recovery.  The  positive  correlation  between  capital  flight

and  foreign  capital  inflows  may  imply  new  capital  transfers  should  be discouraged.  In the

24 Econometric  studies can be found  in, among  others,  Cuddington  (1986),  mainly  referring  to Latin  American  countries;
Pastor  (1990) also on Latin  America;  Hermes  and Lensink  (1990) on Africa;  Anthony  and Hughes Hallet  (1992) on
four  major  Latin  American  countries  and the Philippines;  and Boyce (1990)  and Vos (1992a)  on the Philippines.  See
also Vos (1991) for a further  comparison.

25 This  point  is made  in Cuddington  (1986)  and Vos (1991, 1992a).

26 See e.g. Lagos (1992) and Corden  and Dooley  (1989)  for discussion  of such issues.
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Table  5

FLOWS  OF DIRECT  FOREIGN  INVESTMENT  TO LDCs,  BY REGIONS

Africa

Asia

Europe,  Middle  East,  North  Africa

Latin  America  and  Caribbean

Total

Source:  See  table  4.

(Percentage  shares)

7970-1974 1975-1979

16.6 15.1

23.3 24.0

5.4 3.7

54.7 57.2

100.0 fOO.O

1980-1984

6.7

35.9

6.7

50.7

100.0

7985-7989

6.6

48.5

11.6

33.3

100.0

past,  overborrowing  as much  as outright  corruption  of  government  officials  diverting  foreign

loans  to private  ventures27  have  been  vehicles  for  capital  flight.  Probably  this  should  be seen

in the  broader  context  of  the  economic  environment.  Where  new  moneys  assist  economic

stability  and  recovery,  they  may  be supportive  of  a repatriation  of  foreign  ASSETS in the  me-

dium  run  (as  in  the  case  of  'Mexico).

The  characterization  of  the  four  capital  ma.rket  segments  leads  one  to  conclude  that,  for

most  developing  countries,  prospects  for  new  capital  transfers  in the  1990s  do not  look  very

bright.

(a)  A  resumption  of  voluntary  cornrnercial  bank  Iending  is not  a realistic  prospect  for

most  LDCs.  Net  resource  flows  from  this  source  are  still  negative  for  most

countries.28  Positive  net  flows  have  been  restricted  to some  Asian  countries,  but  a

major  contribution  is not  to be expected  for  the  1990s.  At  best  the  larger  rniddle-

income  countries  may  regain  some  access  depending  on their  success  with  adjust-

ment  efforts  and  the  reduction  of  their  debt  overhang.

(b)  DFI  and  renewed  LDC  access  to international  bond  and  portfolio  markets29  have

concentrated  in a very  small  number  of  the  larger  and  richer  developing  countries.

Again  success  in  the  adjustment  effort  may  assist  in attracting  additional  finance  in

the  medium  term.  Smaller  and  poorer  countries,  even  if  they  stabilized  successfully

(like  Bolivia),  simply  lack  resource  endowments  or  basic  economic  and  social

infrastructure  to attract  such  funds.

(c)  Similarly,  repatriation  of  foreign  assets  held  by  private  agents  is probably  in most

cases  not  an  important  source  of  finance  during  periods  of  stabilization  and  adjust-

ment,  but  more  likely  it could  be a source  of  finance  for  the  expansion  that  follows

successful  adjustment.

(d)  Official  flows  will  be for  most  countries  the  residual,  but  most  important  source  of

external  finance  in  the  1990s.  A major  constraint  on  these  flows  will  be formed  by

the  budget  constraints  of  the Governments  in the  industrialized  countries,  as dis-

cussed  above.  The  Governments  in  the  major  economies  may  not  give  high  political

priorities  to the  developing  countries.  Negotiations  at UNCED  in Rio  de Janeiro

(June  1992)  once  more  confirmed  the  difficulties  of  getting  firm  commitments  of  the

donor  countries  for  additional  finance.  A weak  restatement  of  the  old  DAC  target

27 0bviously,  not  much  hard documented  evidence  is available  on this subject.  Boyce (1990) gives a well-informed  ac-

count  for the Philippines.

28 See table 3 and 'iVorld  Debt  Tables  1991-1992  and J:'VIF (1991c)  for details.

29 Sccll'lF  (1991c).
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Table  6

PRIVATE  FOREIGN  ASSET  ACQUISITION  ('CAPITAL  FLIGHT')  a BY LDCs,  1975'1985

(Billions  of  current  US$, average  annual  flows)

I IV v

1975-1978 1979-1982 1983-1985

Increase  in
stock  since

end-1974

Increase  in
stock  (cot.  N)

as a percentage
of  growth  of  debt

outstanding

All LDCs  b 5.9 27.8 16.3 183.6 28.1

Africa i.7 4.1 1.8 28.5 43.6

Asia -0.8 7.0 -2.2 18.3 12.Ei

EMENAC 1.3 2.0 5.7 30.2 17.9

Latin  America 3.7 14.7 11 .0 106.6 38.9

Source:  IMF,  Balance  of  Payments  Statistics;  Deppler  and  Williamson  (1987);  World  Bank,  World  Debt  Tables.
a Private  foreign  asset  acquisition  defined  as net  change  in private  external  claims  and  measured  on the

b asis  of  balance  of  payments  Statistics  as net  change  in external  liabilities  (short  and  long-term)  plus
net  direct  foreign  investment  less  current  account  deficit  and  less  the  change  in official  reserves  and
foreign  assets  acquired  by  the  official  banking  sector.

b Excluding  offshore  banking  centres.
c  Europe,  Middle  East  and  North  Africa  (excluding  major  oil exporters).

of  O.7 per  cent  of  GNP  was  agreed  on  without  any  solid  commitment  of  the  donors
to meet  that  target  before  the  end  of  the  decade.  Rather,  existing  aid  budgets  have
been  under  serious  strain  to redirect  funds  towards  Eastern  Europe.  Italy,  which
expanded  its aid  budget  significantly  during  the  1980s,  has  already  made  a large  re-
allocation  in this  sense.  The  aid  budget  of  the  Netherlands,  generally  considered  one
of  the  more  generous  donors  favouring  low-income  recipients,  has  become  subject
to  a similar  political  debate,  although  no major  diversions  have  taken  place  so far.

The  prospects  for  satisfying  from  international  financial  resources  the  new  capital  de-
mands  of  both  Eastern  Europe  and  the  South  are thus  not  very  bright.  A 'crowding  out"  of
demands  from  either  region  (or  parts  thereof)  is a plausible  scenario.  However,  even  if  aid
flows  from  the  rich  countries  were  more  forthcoming,  it  may  be questioned  whether  this  would
have  a favourable  impact  on the  world  economy  as a whole  and  the  developing  countries,  in
particular,  given  the  global  capital  market  conditions  discussed  in section  I above.  This  issue
is treated  in tlie  next  section.

IV.  Global  interactions

The  global  economic  balances  have  shifted  markedly  over  the  past  quarter  of  a century,
as noted  in  section  I.  Throughout  the  1990s  and  into  the  twenty-first  century  furthcr  major
shifts  seem  to lie ahead.  As  also  noted  in section  I, savings  rates  in the  Northern  economies
are  likely  to decline  in  the  medium  to long  run.  This  will  put  pressure  on  major  fiscal  adjust-
ments  in the  Northern  economies;  otherwise  higher  and  more  unstable  interest  rates,  lower
private  investment  demand  and  growth  are  likely  to dominate  the  global  adjustment  process.
Nciv  capital  demands  for  Eastcrn  Europe,  developing  countries  and  the  global  environment



will  create  pressure  for  further  major  shifts  in global  macroeconornic  balances,  even  if  the

most  modest  estimates  are taken  (section  II).  Despite  the  return  of  some  developing  countries

to private  international  capital  markets,  the role  of  private  flows  in satisfying  the new  de-

mands  is expected  to be small  and  restricted  to a limited  number  of  countries.  Demands  for

official  and  concessionary  finance  will  thus  put  further  pressure  on the government  budgets

of  the  industrialized  countries.  A  first  plausible  scenario  is that  budgetary  problems  in  the  rich

countries  will  crowd  out  the  finance  needed  for  the global  environment,  development  of  the

poor  countries  and  capitalist  reform  in the  former  socialist  countries.  A second  scenario  could

be that  some  new  public  money  is made  available,  but  accompanied  by larger  fiscal  deficits

and  a crowding  out  of  private  investment  demand  in the industrialized  countries.  The  aid-

receiving  countries  in the developing  world  could  eventually  lose if  financial  instability  and

recessionary  tendencies  subsequently  hit  the  world  economy.

Why  such  pessimism?  Would  not  new  capital  transfers  stimulate  trade  and  growth  in the

finance  and  foreign-exchange  constrained  economies  with  positive  feedbacks  on growth  and

savings  elsewhere?  Could  the global  adjustment  process  not  be eased by looser  monetary

policies  in the  major  economies,  i.e.  offsetting  the  upward  pressures  on real  interest  rates  and
recessionary  tendencies?  To  answer  these  questions  a global  model  is required.  There  is no

consensus  on the  appropriate  structure  of  such  a model.  Instead  of  presenting  one  particular
model,  outcomes  of  different  types  of  existing  models  are compared.  Section  A below  isolates
the effects  of  an exogenous  increase  in capital  transfers  on international  trade  eastward  and

southward.  Section  B assesses  the outcomes  of  several  global  macroeconomic  models  that
focus  on savings-investment  and  financial  market  linkages  between  the major  economic  re-

gions  of  the  world  and  the  developing  countries.

A. Aid b'ansfevs and trade linkages

The  debt  problem  has brought  the  financial  interdependence  between  industrialized  and

developing  countries  to the  fore,  but  trade  remains  of  course  an important  element  in North-

South  relations.  In 1987,  industrialized  countries  exported  about  2.7 per  cent  of  their  output

to developing  countries,  while  imports  from  them  were  about  3.1 per  cent  of  industrialized

country  GDP.  In 1980  ratios  for  both  exports  and  imports  were  3.9 per  cent.  The  decline  was

mainly  due to the fall  in fuel  and  commodity  prices  in the 1980s  (table  7). The  traditional

paradigm  is that  of  developing  countries  as exporters  of  primary  cornrnodities  and  importers

of  manufactures.  The  share  of  manufactured  exports  in total  exports  of  developing  countries

has increased  significantly  over  the past  two  decades.  Table  7 shows  that  manufactured  im-

ports  from  LDCs  as a share  of  the GNP  of  industrialized  countries  increased  four-fold  since

1970,  while  total  import  coefficient  increased  by 50 per  cent.  Manufactured  exports  from  in-

dustrialized  countries  to developed  Countries  almost  doubled  as a proportion  of  industrialized

country  GDP  between  1970  and  1980  (from  2.2 to 3.9 per  cent),  but  fell  during  the 1980s.  The

latter  trend  is clearly  linked  to the  debt  crisis  and  the drying  up of  net  financial  transfers  to

developing  countries  and  the  import  compression  that  formed  part  of  the  adjustment  process

many  developing  countries  were  forced  to follow.

This  raises  the classic  question  of  the relationsliip  between  trade  and  capital  transfers

and  the extent  to which  trade  and growth  are stimulated  world-wide  by capital  movements.
The  optimistic  view,  voiced  some  time  ago (for  instance  in the Brandt  Commission  Report

(Brandt  1980)),  is that  aid and  capital  transfers  to developing  countries  would  lead to higher

global  welfare  as they  would  increase  import  capacity  of  these  countries,  enhance  their  grovvth

potential  and  thus  have  a positive  feedback  on other  countries  through  trade  expansion.  The

underlying  reasoning  is based  on extreme  (Keynesian)  assumptions,  that  is, a fully  demand-

driven  global  adjustment  process  and  no endogenous  price  or interest  rate  effects.-'o There  is

a vast  international  economics  literature  showing  welfare  outcomes  may  be ambiguous  once

price  and  factor  payment  effects  are accounted  for.31  The  empirical  relevance  of  the terms-

of-trade,  interest  rate  and  financial  market  dynamic  effects  will  be assessed  through  a number

30 See also  Jayartvardena  (1983)  on this  type  of  global  Keynesianism  which  had  many  advocates  at least  rintil  the earlv

1980s.

31 Scc c.g. EaJon  (1089)  and  'i'os  (1991)  for  srirvcys  of  this  litcraturc  starting  svitli  thc classic  transfer  dcbatc.
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Table  7

TRADE  FLOWS  BETWEEN  INDUSTRIALIZED  AND  DEVELOPING  COUNTRIES

1970 1980 1987

In billions  of  US$

Exports  of ICs to LDCs

Manufactures

48.1 304.1 334.7

39.2 243.1 277.5

Non-oil  primary  commodities 8.1 53.6 49.9
Oil 0.7 7.4 7.4

Imports  of ICs from  LDCs

Manufactures

42.5 313.4 390.0

8.6 gi.r 217.9
Non-oil  primary  commodities 26.0 93.1 97.2
Oil 7.9 129.2 75.0

In per  cent  of  ICs GNP

Exports  of  ICs to LDCs

Manufactures

2.2

1.8

3.9

3.1

2.7

2.2
Non-oil  primary  commodities 0.4 0.7 0.4
Oil 0.0 0.1 0.1

Imports  of ICs from  LDCs

Manufactures

2.0

0.4

3.9

1.2

3.1

1.7
Non-oil  primary  commodities 1.2 1 .2 0.8
Oil 0.4 1.6 0.6

Source:  Masson  and  Helliwell  (1990)  based  ori  United  Nations  trade  matrices.

of  global  macroeconornic  models  discussed  in section  B below.  This  section  isolates  the  de-
mand  effects  resulting  from  alternative  allocations  of  increased  net  financial  transfers  from
North  to South  and  from  North  to East.  It assesses  the  effects  on world  trade  and  the  dis-
tribution  of  welfare  effects  over  different  country  groups  under  varying  assumptions  about  the
way  in  which  resources  are  mobilized  in the  industrialized  countries  in order  to effectuate  the
increased  transfers.

The  analysis  uses a simple  linear  world  model  based  on a World  Accounting  .:'vlatrix
('vVA:'vl).  The  WAS'14 is  a global  accounting  and  data  system  which  connects  the  external
transactions  (trade,  finance  and  factor  payments)  of  each  economy  with  the  internal  balance
(as reflected  in the savings-investment  balance)  and  identifies  the  interactions  through  com-
modity  and  financial  markets  between  economies.32  By presenting  the  accounting  relations  in
matrix  Form  the  origin  and  destination  of  each  international  transaction  can  be identified.  This
of  course  requires  a systematic  cross-check  of  the consistency  of  data  on commodity  trade,
balance  of  payments  and  national  accounts  across  countries.  Tlic  cnd  result  is a 'vV.A'vl  iv}iich
provides  fully  reconciled  data  for  the  world  economy  and  includes  mostly  well-forindcd  ad-
justments  for  the  large  world  current  account  discrepancy  which  was  pointed  out  earlier  in
section  I,

A reconciled  WA.'vl  for  1985  is included  in annex  table  A1.3.33  The  'vVA:\4  is based  on
a ten-region  classification:  four  groups  of  industrialized  countries  (United  States,  Japan,

32 The  structure  and  basic  accounting  principles  of  the  'iVA:'i4  are  explained  in Vos  (1992b)  and  in a special  Appendix
to this  paper  which  is available  from  the  author  upon  request.

33 The 'iV.'ill  svas constructcd  as part of a larger  projcct  on svorld accounting  undertaken  b> t)'ic rinai'ice  and Dcscl
opment  Research  project  of  the  Institute  of  Social  Studies.  WA:VIs  with  the  same  country  group  classification  as annex
table  A1.3  have  been  constructed  for  1970,  1975  and  1980  as well.  See Luttik  (1992)  for  all  details.  Currenth,,  a series
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European  Community  and  Other  OECD);  one region  for  Eastern  Europe  and  the former

Soviet  Union  (former  CMEA);  one  region  of  major  oil  exporters  (MOE);  three  developing

country  regions  classified  by  the  nature  of  their  external  financial  dependence  (LDC-OB,  DB

and  PB);  and  one  region  for  the  remaining  countries  of  the  rest  of  the  world.  A separate  ac-

count  for  multilateral  organizations  (United  Nations,  IMF,  World  Bank,  etc.)  has  been  in-

cluded  as well.  The  classification  for  the  developing  countries  was  derived  from  the  hypothesis

that  developing  countries  face  a segmented  world  capital  market,  with  some  (mainly  low-

income)  countries  being  heavily  dependent  on finance  from  official  sources  (i.e.  "official  bor-

rowers",  LDC-OB)  and  others  (mainly  middle-income)  with  potential  access  to private  sources

of  external  finance  ('private  borrowers',  LDC-PB).  Countries  with  a more  mixed  external  fi-

nancing  structure  were  labelled  as diversified  borrowers.  WAMs  with  a country  classification

closer  to those  applied  for  the data  presentations  in the  previous  sections  are still  in the

process  of  being  constructed.33  Roughly  speaking,  however,  LDC-OB  mainly  consists  of  the

low-income  countries  in sub-Saharan  Africa  and  South  Asia,  while  LDC-PB  features  most

Latin  American  countries,  most  of  East  Asia  and  Nigeria  and  Zimbabwe  in  Africa.

Accounts  l-11  (annex  table  A1.3)  represent  consolidated  current  account  transactions

(merchandise  trade,  services,  factor  payments,  current  transfers)  reading  exports  and  factor

incomes  on  the  rows  and  imports  and  factor  payments  in the  colurnns.  Accounts  13-22  iden-

tify  for  each  country  group  national  savings  and  net  increase  in external  liabilities  (capital  in-

flows)  on  the  rows  and domestic  investment  and  acquisition  of  foreign  assets  (capital

outflows)  in the  columns.  Accounts  for  private  and  public  consumption  (23,  24)  and  change

in  reserves  complete  the  system.  (See  Vos  1992b  for  further  details  and  accounting  identities.)

The  WAM  can  be used  as a basis  for  a linear  model  after  separating  endogenous  and

exogenous  accounts.  The  method  resembles  the  fixed-price  multiplier  model  applied  to Social

Accounting  Matrices  (cf.  Pyatt  and  Round  1979).  For  the  present  purposes,  the  regional  cur-

rent  accounts  (l-10)  and  private  consumption  (23)  have  been  defined  as endogenous  (to

changes  in regional  incomes).  Multipliers  were  derived  after  estimating  volume  marginal  im-

port  propensities  and  marginal  consumption  propensities.34  Income  changes  as a result  of

exogenous  demand  injections  (e.g.  resulting  from  aid  and  capital  transfers)  can  be estimated

as:

dy  =  C dy + dx  =  (I  - C)-'  dx

where  C is the  matrix  of  marginal  propensities  and  dy and  dx  are  changes  in  the  endogenous

and  exogenous  incomes  respectively.  The  WAM  model  thus  seems  to be a quite  appropriate

tool  to assess  the  global  impact  of  increased  aid  transfers  from  North  to South  along  the  lines

sketched  by the  Brandt  Commission  report.  The  model  reproduces  the  extreme  Keynesian

assumptions  of  the  report.

Twelve  policy  experiments  are  reported  below.  All  simulations  refer  to the  same  aggre-

gate  transfer  increase:  development  assistance  flows  to LDCs  are  increased  to  the  level  of  the

DAC  target  of  O.7 per  cent  of  the  GNP  of  the  donor  countries  (i.e.  doubled  from  the  current

level  of  O.35 per  cent).  This  "injection'  into  the  world  economy  compares  to the  lower  bound

estimate  of  financial  requirements  for  developing  countries  in the 1990s  discussed  in section

II  (equivalent  to about  O.4 per  cent  of  industrialized  countries"  GNP).  Of  interest  here,  how-

ever,  is the  sensitivity  of  income  changes  to the allocation  of  these  aid  transfers  among  de-

veloping  countries  and  to  the  type  of  budget-sharing  in  the  industrialized  countries.

At  1985  prices  and  exchange  rates,  the  simulated  additional  financial  transfer  amounts

to USS32  billion.  Given  their  actual  aid  performance  in 1985,  this  transfer  will  have  to be

generated  among  the  OECD  countries  with  the  following  distribution  (in  billions  of  US$):

United  States 18.7

Japan

EC

5.5

6. l

Other  OECD 1.7

Total 32.0

of  WAMs  for 1985-1990  is being  constructed  using a 23-country  group  classification  based on geographic  criteria  (G-7

countries  are separate).  See De Jong, Vos and JeHema (1991) ror preliminary  results.

34 The marginal  import  propensities  were estimated  based on United  Nations  trade matrices  series for 1968-1987.  De-

tailcd  results are reported  in Izuricta  and Vos (1992).  See also annex tablc.'k.2.
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The  twelve  policy  simulations  differ  by allocation  among  the LDC  groups,  the degree
of  diversion  of  aid flows  to Eastern  Europe  and  the  way  of  financing  in the  OECD  countries:

Ia:  All  aid  is allocated  to the  low-income  countries  (LDC-OB)  and  no demand  deflation  (i.e.
no budget  constraint)  in the OECD  countries;

Ib:  As Ia, but  there  is demand  deflation  (i.e. an imposed  budget  constraint)  in the OECD
countries;

IIa:  Aid  is more  or less evenly  distributed  among  the  LDC  country  groups  and  no demand
deflation  (i.e.  no budget  constraint)  in the  OECD  countries;

Ilb:  As IIa,  but  there  is demand  deflation  (i.e.  an imposed  budget  constraint)  in the  OECD
countries.

IIIa:  The  entire  increase  in aid  budgets  is diverted  to Eastern  Europe  and  the  former  Soviet
Union  (CMEA)  and no demand  deflation  (i.e. no budget  constraint)  in the OECD
countries;

IIIb:  As  IIIa,  but  there  is demand  deflation  (i.e. an imposed  budget  constraint)  in the  OECD
countries;

IVa:  Half  of  the  increase  in aid  budgets  is diverted  to Eastern  Europe  and  the  former  Soviet
Union  (CMEA)  and  the other  half  is entirely  allocated  to LDC-OB  and no demand
deflation  (i.e.  no budget  constraint)  in the  OECD  countries;

IVb:  As IVa,  but  there  is demand  deflation  (i.e.  an imposed  budget  constraint)  in the OECD
countries;

Va:  One-third  of  the increase  in aid budgets  is diverted  to Eastern  Europe,  and  the former
Soviet  Union  (CMEA)  and  the rest  is entirely  allocated  to LDC-OB  and  no demand
deflation  (i.e.  no budget  constraint)  in the  OECD  countries;

Vb:  As  Va,  but  there  is demand  deflation  (i.e.  an imposed  budget  constraint)  in the OECD
countries;

Via:  One-third  of  the increase  in aid budgets  is diverted  to Eastern  Europe  and  the former
Soviet  Union  (CMEA)  and  the  rest  is distributed  among  the  different  LDC  groups  and
no demand  deflation  (i.e.  no budget  constraint)  in the  OECD  countries;

VIb:  As  VIa,  but  there  is demand  deflation  (i.e.  an imposed  budget  constraint)  in the OECD
countries.

In  the  case of  the  developing  countries  the  optimistic  assumption  is applied  that  indeed
the entire  transfer  will  lead  to an increase  in expenditures.  Some  would  even  argue  that  aid
tends  to be even  more  expansionary,  leading  to complacency  in the  tax  effort  and  more  than
proportionally  increases  government  expenditures  (Cf.  e.g. Griffin  1970,  1986).  A more  pessi-
mistic  assumption  from  the perspective  of  global  demand  effects  would  be that  developing
countries  apply  balance-of-payments  targets,  e.g. as part  of  an adjustment  programme  agreed
with  the  I'MF  or World  Bank,  and  try  to avoid  a further  widening  of  the  external  balance  and
thus  cut  domestic  (government)  spending  to meet  the  external  balance  target.  This  case is not
considered  here.

With  regard  to the budget  constraints  of  industrialized  country  Governments,  two  as-
sumptions  are applied.  In one  there  are no financial  constraints  and in another  the donor
Governments  pursue  deflationary  policies  to effectuate  the additional  aid transfer.  The  first
case is probably  more  in line  with  "true"  global  Keynesianism  in that  the aid transfer  is
effectuated  through  (non-inflationary)  deficit  financing  and  demand  effects.  The  crucial  issue
is that  the international  aid transfer  not  only  has implications  on the expenditure  side of  the
government  budget,  but  also  requires  a current  account  surplus  (i.e.  a savings  surplus)  in order
to be effectuated.  The  simulations  try  to isolate  this  'transfer  problem'  by  assuming  that  in the
case of  no financial  constraints  (cases  A)  the transfer  has no implications  for  aggregate  gov-
ernment  expcnclitures  (i.c.  t}ie  higher  aid budget  is [undcJ  fi-om  a budget  i'calloc,ition),  :'iO iiiai
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the exogenous  demand  effects  in the OECD  countries  are zero. The implication  is that  the
required  savings  and current  account  surplus  will  have to be generated  through  Keynesian
income  adjustment  originating  from  the demand  effects  created  in the aid-rccciving  countries.
Obviously,  these  effects  are immediate  in the case of  fully  tied aid.

In the case  with  financial  constraints  (cases b), it is assumed  that  the donor  Govern-
ments  pursue  deflationary  policies  to  effectuate  the  aid transfer  ex  ante  and negative
exogcnous  demand  injections  are imposed  on the four  OECD  economies  of  the size equal  to
the  additional  aid transfer  that  each is required  to make  to meet the DAC  target.  The
simulation  results  are  shown  in table  8. The  results  are highly  suggestive.

(a) Clearly  a 'true'  Brandtian  global  Keynesianism  of  mutually  reinforcing  aid, growth
and  trade  seems  possible  in the cases in which  the neglect  of  financial  constraints  can
go unpunished  (cases  a). The highest  endogenous  world  income  growth  is achieved,
surprisingly  enough,  in the case in which  the entire  aid transfer  is allocated  to the
low-income,  aid-rcliant  countries  (LDC-OB).  Global  income  growth  is about  1.1 per
cent,  which  is three  times  the size of  the exogenous  demand  injection.  This  might
suggest  that  a potential  'virtuous  circle'  exists  between  world  income  redistribution
towards  the poorest  nations  and global  economic  groyvth.  The  result  is surprising,
given  the rather  lowi marginal  import  propensities  of  these countries.-'s  However,  a
higher  marginal  consumption  propensity  than  elsewhere  and high  indirect  spending
effects  on  the United  States  economy,  which  also has a lower  marginal  savings  rate
than  the other  major  economies,36  lead to the observed  strong  trade  and income
multipliers  of  this  group  of  countries.

(b)  Further,  t)ie aid transf'er  generates  strong  redistributive  effects  in favour  of  the aid
recipient  countries.  Among  the donor  countries,  the EC tends  to be the largest
beneficiary  in the case with  no financial  constraints  and all aid flowing  to LDC-OB
(Ia).  This  is remarkable  in the light  of  the earlier  observation  that  the United  States
showed  higher  multiplier  linkages  with  the developing  countries  than  any of the
other  industrialized  country  groups.  The final  result  may be explained  by larger
overall  international  linkages  of  the EC. However,  the outcome  is somewhat  differ-
ent if  the aid transfer  is more  evenly  distributed  among  the LDCs  (case Ila),  as this
seems to lead to slightly  lower  income  effects  in the United  States and the EC,
making  Japan  the main  beneficiar)t  among  the donor  countries.

If  the  donor  countries  pursue  deflationary  policies  to effectuate  the aid transfer,
world  income  growth  is strongly  depressed.  The donor  countries  plunge  into  a re-
cession,  and the income  effects  in the rest of  the world  are severely  dampened.  For
the world  as a whole,  this  way of  financing  the aid transfer  is almost  a zero-sum
game  as world  income  groisrth  is negligible  (i.e. near  zero)  and smaller  than  the size
of  the transfer.  The trends  and distributive  effects  are similar  to the case without
financial  constraints.

(d) Diversion  of  aid transfers  to Eastern  Europe  generates  lower  income  effects  (simu-
lations  IIIa  versus  I-Ila).  Global  income  effects  improve  the more  aid is allocated
to low-income  LDCs  (IV-Vla).  If  there  is diversion  towards  Eastern  Europe  and the
additional  aid transfers  are financed  out of  demand  deflation  in the industrialized
corintries,  non-recipient  countries  may  even suffer  welfare  losses (IVb,  VIb).  These
effects  are of  course  based  on the historical  spending  behaviour  of  the former  C:\4EA
countries  showing  relatively  low  domestic  demand  multipliers  and less integration
ixito  the global  trading  system.  These  conditions  are now  subject  to change.  Likely
the transformation  process  will  be slow, so that  estimatcd  multipliers  may remaxn
of  some relevance  in the medium  run.

As indicated,  the linear  WA:'Vl  model  isolates  demand  efTects, but  ignores  endogenous
price  effects  and cndogenous  global  financial  interactions.  It would  be hazardous  to draw
strong  policy  conclusions  from  such a model  system,  even though  the model  conclusions  may

35 Bilateral  marginal  import  propensities  (out  of  real income)  are not  significantly  different  from  zero for most  trading
partners,  suggesting  import  demand  is f'oreign  excharige  constrained  for  this group  of  countries  rather  than  that  income
=roivth  reeds back  into  trade.

36 See Izurieta  and Vos (1992,  forthcoming)  and a special  appendix  to this paper  which  is available  from  the author  upon
rcq  ucst.
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I .11

0.40

0.97

I .80

0.77
4.36

0.55

0.22

-0.13

1.12

0.93

- 0.36

- 0.30

- 0.18

- 0.10

I .11

0.07
4.12

0.02

0.00

- 0.05
0.10

0.05

0.60

o.gs

0.35

0.85

1 .70

0.6a
2.08

1 .36

0.75

-0.13

0.98

0.83

- 0.45

- 0.43

- 0.23
- 0.22

I .02

- 0.02
1 .85

0.83

0.53

- 0.05

- 0.05

-0.05
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be helpful  as partial  answers.  Looking  at the global  demand  effects  of  additional  aid transfers,
the above  simulations  suggest  that  the highest  positive  gains,  both  in terms  of  global  income
effects  and in  terms  of  income  redistribution  towards  the poorest  nations,  may  be expecRd  if
additional  aid transfers  are directly  allocated  towards  these countries.  Diversion  towards

Eastern  Europe  would  imply  lower  global  income  effects.  This  is only  part  of  the story,
however.  In the next  section  a more  complete  picture  is drawn,  taking  account  not  only  of
trade-income  multipliers  but  also of  endogenous  price  effects  and endogenous  financial  link-
ages.

B. Trade, aid and finance in global  macvoeconomic models

1.  Models  emphasizing  trade  linkages

Considerable  empirical  macroeconornic  research  has been done  on the current  account
and fiscal  linkages  among  the industrialized  countries  (Bryant  et at. 1988),  but  much  less
empirical  analysis  using  multi-country  general  equilibrium  models  of  the linkages  between
industrialized  and developing  countries.  Much  of  the traditional  literature  on interactions
between  North  and South  has been concerned  with  trade  and with  growth  and development
of  the South.37  Empirical  models  of  the world  economy  including  the developing  countries
have  emphasized  trade  linkages.38  The better  known  model  systems  include  Leontief"s
regional  world  model,  the World  Bank's  SIMLINK,  OECD"s  INTERLINK,  Project  LINK
and  the FUGI  model.39  These  models  have  in common  the fact  that  international  linkages  are
determined  through  trade  matrices.  The Leontief  regional  input-output  system  assumes  fixed
prices,  but  the  other  systems  specify  market-clearing  price  adjustment  for  various
commodities.  Linkages  between  North  and South  thus  not  only  depend  on income  growth  and
demand  functions  for each other's  exports,  but also on terms  of trade effects.  Another
noteworthy  common  feature  of  these models  is that  they  assume  developing  countries  are
foreign-exchange-constrained  economies.  That  is, developing  country  growth  and demand  for
industrialized  countries"  exports  are constrained  by import  capacity,  i.e. export  earnings  plus
capital  inflows.

Capital  flows  and global  financial  interactions  are not  explicitly  modelled  in these sys-
tems."o  Usually  capital  flows  from  industrialized  to developing  countries  are set exogenously
thus  deterrnining  their  import  capacity.  Net  capital  movements  between  other  countries  and
regions  are equated  with  their  respective  net trade  or current  account  balances  that  result  from
general  equilibrium  income  and  price  effects.

These  models  have  been used among  other  things  to project  trends  in world  economic-
growth,  trade  and cornrnodity  prices  under  different  policy  assumptions.  They  have  also been
used to  estimate  capital  requirements  for  developing  countjies  for  specified  grourth  targets,  i.e.
providing  a global  framework  for  the type  of  two-gap  model  estimations  discussed  in section
II above.  They  can also be used to asseSS the effects  of  increased  aid flows  and alternative
allocations  as done  above  using  the WAM-multiplier  model.  Some simulation  excercises  using
the Project  LINK  model  system  are discussed  below.  Gregory  (1992)  reports  on some recent
simulations  of  the global  effects  of  a doubling  of  Japanese  aid using  the FUGI  model.  These
simulations  confirm  the sensitivity  of  the size and distribution  of  global  welfare  effects  fol-

37 See Findlay  (1984)  and Ocampo  (1986)  for  reviews  of  that  literature.

38 See Hickman  (1987)  for  a good  review.

39 See Leontief  et al. (1977)  on the Leontief  regional  world  model;  Hicks  et al. (1976)  and  lVaelbroeck  and Tims  (1982)
on SIMLINK;  OECD  (1982)  and Richardson  (1987)  on INTERLINK;  Filator,  Hickman  and Klein  (1983)  and
Hickman  (1987)  on the country  models  and  global  linkage  system  coordinated  through  the project  LINK;  and Onishi
(1981)  on the FUGI  model.

40 The  FUGI  model  does model  private  direct  investment  abroad,  which  is a function  of  the level of  GDP,  the share
of  profits,  wage  costs (adjusted  for  labour  productivity)  relative  to the world  level,  and exchange  rate  movements,  all
variables  of  the dehtcir  country.  Also  porlf'olio  investrnrnt  is modelled  evplicitlv  as a fitnction  or interesT r;qte differ-
entials  between  capital-importing  and  exporting  countries,  exchange  rates,  and profit  shares.
The  level  of  ODA  flows  is given  as a fixed  proportion  of  donor  country  GDP,  vvhile also the allocation  across LDCs
is set exogenously.  The  overall  trade  and current  account  adjustment  is eventually  no different  from  that  explained
in the text,  i.e. the remaining  other  capital  flows  accommodate  trade  and currcnt  account  imbalances.
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lowing  increased  aid transfers  to the  way  these  are financed  in the donor  countries  and  how
these  are allocated  among  developing  countries.

Table  9 summarizes  the  results.  It shows  that:

(a)  A 'budgetary  neutral"  aid increase  (financed  through  cut-backs  on other  government

expenditures,  defence  in particular)  yields  a small,  but  positive  global  welfare  effect:

global  GDP  would  increase  by O.023 per cent,  less than  the original  injection.  The

initial  injection  is about  US$lO  billion  (doubling  of  existing  Japanese  ODA)  or about

0.04 per  cent  of  world  GNP.  The  implicit  trade-income  multipliers  assumed  by the

FUGI  model  thus  appear  smaller  than  those  calculated  by the WAM-multiplier
model,  which  may  have  to do with  the  inclusion  of  endogenous  price  effects.

(b)  Much  of  the  positive  world  growLh  effect  disappears  if  the Japanese  aid increase  is

financed  through  demand  deflation  (via  a tax  increase).  The  model  suggests  GDP

grourth  in the  OECD  countries  would  fall  and  thus  reduce  income  growth  effects  for
the developing  countries.

(c)  Global  growth  remains  positive  if  the  existing  East-Asian  concentration  in the  allo-
cation  pattern  of  Japanese  aid  is maintained  (with  Indonesia,  China,  Philippines  and

Thailand  receiving  almost  half).  Contrary  to the  findings  of  the WAM  model  trade
multipliers,  a bias  in the  allocation  towards  the low-income  countries  (China,  India

and  Africa  receiving  about  two-thirds)  yields  a global  welfare  loss if  financed  by in-
creased  taxation.  This  outcome  has to do with  (i)  the  model's  parameter  assumptions

showinglower  growth  responses  to increased  capital  inflows  in India  and  China  than
Indonesia,  Philippines  and Thailand;  (ii)  the new  geographical  distribution  of  aid

which  is applied  to the entire  Japanese  budget,  meaning  that,  compared  to  the
baseline,  aid flows  towards  the dynamic  East-Asian  economies  are actually  reduced;

and, likely,  (iii) unfavourable  terms  of  trade  effects  (not  included  in the WAY
model)  following  demand  deflation  in the OECD  countries  appear  stronger  for
(primary-exporting)  low-income  countries.41

The  differences  in results  between  the FUGI  and the WAM  model  underline  the im-
portance  of  carefully  checking  the  structure  of  the  model  before  using  simulation  results  as a
guide  for  policy-making.  They  also  show  that  there  is still  considerable  scope  for  debate  about

the empirical  validity  of  the precise  multipliers  deterrnining  size and direction  of  the key
international  economic  linkages.

2. Global  macroeconomic  models emphasizing  financial  linkages

Over  the past  decade,  much  more  empirical  work  has been  done  on the analysis  of

global  macroeconomic  interactions.  The  growth  of  international  financial  markets  has em-

phasized  the important  international  repercussions  of  fiscal  and  monetary  policies.  Private

capital  flows  (bank  credits)  to developing  countries  also  grew,  but  at the  same  time  the  crisis

in their  ability  to service  their  debts  in the 1980s  affected  their  access  to these  flows  and  hence

their  import  capacity.  This  makes  clear  that  capital  flows  have  their  own  determinants  and

that  finance  may  be driving  trade  balance  adjustment  rather  than  vice  versa.

Very  few  empirical  global  general  equilibrium  models  capture  capital  flows  and  macro-

economic  linkages  between  industrialized  and  developing  countries.  Much  of  the  research  has

been  confined  to linkages  between  the industrialized  countries  (see e.g. Bryant  et al. 1988).

Discussion  of recent  work  on rather  aggregate  models  of  North-South  macroeconornic

interactions  can be found  in Currie  and  Vines  (1988),  Vines  and  Muscatelli  (1989)  and  Vos

(1991).  Only  a few  models  will  be discussed  here.  They  could  be seen as representative  of  the

state-of-the-art. The main focus will be on the IMF"s MULTIMOD  6Vfasson, et at. 1988;
Masson,  Symansky  and Meredith  1990;  IMF  1991d)  and the MSG2  model  developed  by

McKibbin  and Sachs  (1991).  MULTI%OD  is an important  tool  for  the policy  analyses

underlying  the IMF"s  world  economic  outlook.  MSG2  was sponsored  by the  Brookims

Institution.  To highlight  the  relevance  of  certain  theoretical  assumptions,  further  reference-is

41 The  price  effects  are  not  explicitly  discussed  in Gregory  s assessment.
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Table  9

FuGI  MODEL:  GLOBAL  IMPACT  OF DOUBLING  JAPANESE  AID  FLOWS

(Change  in GDP  growth  rates  vis-a-vis  baseline,  in percentages)

World

OECD
Japan

Asia
East  Asia

Indonesia
China
India

Africa

Eg')'m
Nigeria
Other  Africa

Latin  America
Brazil
Mexico
Other  Latin  America

Baseline  GDP

growth  rate

3.0

Existing  aid  allocation

Budget
neutral

0.023

0.003
0.006

0.253
0.025
1 .820
0.021
0.020

n.a.

0.002
0.002
0.000

n.a.

0.004
0 002
0.000

Tax
mcrease

0.010

-0.009
-0.064

0.24i
0.013
1 .775

-0.014
0.C119

n.a.

-O.OOi
0.002
0.000

n.a.

0.000
-0.003
0.000

Aid  biased  to LICs

Tax

rncrease

-0.003

0.000
0.000

-0.043
-0.004
-0.561
-0.003
0.082

n.a.

0.002
0.004
0.000

n.a.

0.000
o.ooo
0.000

Source:  Gregory  (1992),  preliminary  results.

Note: Doubling  Japanese  aid  is equivalent  to exogenous  injection  of  about  US$10  billion  (1990) or  about  O.04
per  cent  of  world  GNP  and  O.06  per  cent  of  OECD  GNP.

Scenarios:

l: Aid  increase  financed  through  budget  cuts  (defence  expenditures);  allocation  according  to  1989

Japanese  aid  allocation.

II:  Aid  increase  financed  through  tax  increase;  allocation  according  to 1989  Japanese  aid  allocation.

Ill:  Aid  increase  financed  through  tax  increase;  allocation  biased  towards  low-income  countries  on the

basis  of  income  gap  with  respect  to "low  income  threshold"  of  US!$1380  in 1988;  reallocation  confined

to  current  aid  recipients.

made  to  a small  North-South  model  (STAC)  which,  in  the  tradition  of  the  theoretical

literature,  assumes  rather  strong  structural  behavioural  differences  in trade  and  financial  ad-

justment  between  the  two  regions.  Further,  some  reference  will  be made  to the  large  LINK

project  model  system  which  connects  about  80 country  models.  Rather  than  being  compre-

hensive,  the  main  purpose  of  this  comparative  analysis  is to undo  empirical  global  models

from  the  "black  box"  vignette  these  have  in  the  minds  of  many  policy-makers.

Both  MULTI;\/[OD  and  MSG2  differentiate  the  major  industrialized  countries.  They

have  a simple  aggregate  country  model  for  high-income  oil  producers  and  have  grouped  all

net  debtor  developing  countries  into  one  region.  Trade  of  developing  countries  is disaggre-

gated  into  three  types  of  commodities:  oil,  other  primary  cornrnodities  and  manufactures.  This

way  the  importance  of  terms  of  trade  changes  is captured,  as well  as the  reality  that  develop-

ing  countries  not  only  export  primary  products  but  also  manufactures.  The  STAC  model  has

only  one  aggregate  industrialized  country  model,  but  also  distinguishes  a major  oil-exporters

region  and  one  aggregate  developing  country  region.  In  coxitrast  to the  other  two  mode)q.  it

assumes  complete  trade  specialization  between  the  regions  in the  tradition  of  the  theoretical

North-South  literature:  the  North  producing  and  exporting  manufacturcs;  the  South  primary

products.
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The  key  assumptions  deterrnining  the  global  linkages  captured  by  these  models  may  be

surnrnarized  as follows:

Prices and terms of trade: Prices are fully flexible on all markets in the ;\ASG2 model. In
both  MULTIMOD  and  STAC  the  price  of  oil  is fixed,  primary  cornrnodity  prices  are

flexible  and  market-clearing,  while  producers  of  manufactures  are  assumed  to exercise  a

considerable  degree  of  market  power.  The  price  of  manufactures  is thus  determined  by

a mark-up  pricing  rule  over  production  costs.  In  MULTIVOD  each  country  (region)  can

price  its manufactured  good  differently.  In  STAC,  given  complete  specialization,  these

assumptions  make  the  North  a fixed-price,  demand-driven  economy  and  the South  a

supply-constrained  economy  vulnerable  to commodity  price  fluctuations.  Although  less

straightforward,  this  asymmetry  is also  apparent  in %ULTIMOD  as developing  countries

turn  out  to be, on  balance,  net  primary  exporters.

Private  savings  and  investment:  The  modelling  of  the  industrialized  economies  in MSG2

and  klULTIMOD  follows  the  basic  outline  of  a dynamic  version  of  the  Mundell-Fleming

model  for  open  economies,  but  allows  for  rational  expectations  in deterrnining  portfolio

behaviour  in  financial  markets.  Private  savings  are  determined  through  household-

consumption  demand,  which  is a function  of  current  income  growth,  net  wealth  and  (in

:'vJULTIMOD  only)  also  demographic  change.  This  savings  behaviour  relates  to the  dis-

cussion  in  section  I.B.  The  real  interest  rate  affects  expected  future  consumption,  the

discounted  value  of  wealth  and  the  propensity  to consume  out  of  wealth.  Higher  interest

rates  are expected  to reduce  current  consumption  and  thus  enhance  private  savings.

STAC  in contrast  assumes  a post-Keynesian  savings  function,  making  private  savings

insensitive  to interest  rate  changes  and  rather  a function  of  income  distribution  and  firms"

self-financing  decisions.  Equally  in STAC,  Southern  private  savings  are  a function  of  in-

come  distribution  (with  profits  driven  by the  terms  of  trade).  In  VULTIMOD,  devel-

oping  country  savings  depend  on disposable  income.  MSG2  does  not  specify  a Southern

savings  function.  The  determination  of  investment  demand  in  the  industrialized  countries

runs  down  in  all  three  models  being  a positive  function  of  firm  profitability  and  depending

negatively  on  the  real  iriterest  rate  (through  Tobin"s  q framework).  Southern  investment

and  output  are  also  treated  similarly  in  all  three  models  as being  finance-constrained  (by

domestic  and  foreign  savings).

Capital flows: VULTIVOD,  YSG2 and STAC all assume that the global capital market
is segmented.  This  is srery  much  in line  with  the  argument  in section  III,  although  it is

noted  that  :'vIULTIMOD  and  MSG2  only  model  one  aggregate  type  of  capital  transfer

to the  South  (with  specific  reference  to commercial  bank  lending),  while  STAC  models

aid  transfers,  bank  credits  and  "capital  flight".  In all  three  models,  Northern  investors

have  unconstrained  access  to finance,  but  Southern  Governments  and  private  investors

are  constrained  by credit  rationing  rules.  !cKibbin  and  Sachs  simply  set the  scale  of

borrowing  by LDCs  exogenously  under  the  assumption  that  the  amount  of  loans  avail-

able  to these  countries  is rationed  by considerations  of  country  risk.  In MULTI:\40D,

financial  flows  between  industrialized  and  developing  countries  are assumed  to depend

on  LDC  ability  to  service  debt.  The  measure  of payment  ability  is  the  interest

payments-to-export  ratio  evaluated  at expected  real  interest  rates  and  exports  in the  fu-

ture.  Because  of  forward-looking  elements,  this  ratio  is seen as a measure  of  solvency

rather  than  of  liquidity.  No  demand  function  for  loans  is specified,  but  it is implicitly  as-

sumed  that  borroivcrs  apply  exactly  the  samc  solvency  criterion  to manage  t}icir  external
debt.  They  are f'urther  implicitly  assumed  to honour  faithfully  debt  contracts  and  allow

a negative  transfer  if  new  lending  falls  short  of  payment  obligations.  The  possibility  of

default  is not  considered.  In STAC  a debt  crisis  may  occur  because  lenders  and  bor-

roivcrs  behave  diffcrently.  Lenders  apply  a solvency  criterion  to assess  creditworthiness

(based  on LDCs'  debt/export  ratio),  as in VULTK\40D,  but arc also assumed to raise
credit  ceilings  for  LDC  borrowers  if  the  international  banking'  systems  tends  towards  ex-

cess liquidity.42  Creditors  cannot  be expected  to be able  to predict  with  any  precision

future  interest  rates  and  LDC  export  earnings,  so that  their  creditworthiness  assessment

is imperf"ect.  LDC  borrowers  (mainly  governments)  are seen  to manage  debt  rather  as a

form  of  foreign  reserve  management  (liquidity  needs)  than  with  an eye on solvency.  If

42 This  way  of  modelling  lendersa  behaviour  rests

to  iiiaximize  market  she'ires  under  restrictions

section  Ill.

on a theory  of  oligopolistic  competition  betiveen  bank  firms  which  trv

of' (iiiili-ilccl)  crcclitisoitliiiicss  a5:.eb)111Ullt.  bee also ihe discubbioii  in
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debt  servicing  surpasses  a critical  percentage  of  foreign  exchange  earnings,  they  will

consider  (partial)  default.  In  STAC  an actual  debt  crisis  may  result;  an option  not  con-

sidered  by  the  other  models.  The  STAC  model  also  considers  "capital  flight',  i.e. acquisi-

tion  by  private  agents  of  assets  in industrialized  countries.  This  capital  flow  from  South

to North  is assumed  to be determined  by  exchange  rate  adjusted  rate-of-return  differen-

tials  between  domestic  and  foreign  assets  and  asset  targets,  thus  partly  reflecting  the  type

of  determinants  discussed  in section  III.

What  global  adjustment  effects  do these  models  predict  in response  to an increase  in

capital  flows  to developing  countries?  The  short  answer  is that  these  will  depend  on the

macroeconornic  policies  in the  industrialized  countries  accompanying  the  additional  transfer.

The  direct  effect  of  enhanced  capital  flows  on  income  growth  is positive,  as these  models  as-

sume  developing  country  investment  and  growth  is foreign-  exchange  constrained.  However,

this  positive  effect  may  be fully  offset  as soon  as global  general  equilibrium  effects  are taken

into  account.  The  key  linkages  are summarized  in table  10. Given  the structure  of  these

models,  the  key  variables  deterrnining  the  outcome  for  growth  in  the  developing  countries  are:

(a) GNP growth in the industrialized countries (yoecd),  which is the main determinant
of  demand  for  LDC  exports  (and  import  capacity).

(b)  World  interest  rate  (r),  which  affects  the  savings-investment  process  as well  as the

growth  rate  in the  major  economies  and  affects  the  debt  service  burden  of  the  in-

debted  developing  countries  and'  so their  import  capacity,  growth,  access  to new

lending  (MULTIMOD)  and  probability  of  default  (STAC).

(c)  The  terms  of  trade  (tot)  of  the  developing  countries  which  is an important  deterrni-

nant  of  their  export  earnings  and  domestic  savings  (MULTIMOD,  STAC).

(d) GNP growth rate of developing countries (YI,IC)  which has a feedback on the terms
of  trade  (supply  effect)  and  LDC  savings.

Table  10 summarizes  the  signs  of  the  adjustment  of  these  key  variables  for  a few  relevant

and  comparable  simulations  executed  with  these  models.  The  effects  are  shown  for  the  short-

run  (l-year  simulation)  and  medium-run  (5-year  simulation).  The  outcomes  are  broadly  sirni-

lar:

(a) OECD fiscal expansion43 (bond-financed, i.e. with unchanged monetary policies)

In  the  short-run,  MSG2  and  MULTIMOD  predict  aggregate  demand  expansion  in

the  North  and  an  increase  in  real  interest  rates.  In  MULTIMOD,  the  spill-over  effect

on LDCs  is initially  positive:  Northern  expansion  increases  demand  for  LDC  ex-

ports,  leading  to a terms-of-trade  improvement  and  higher  growth.  However,  in  the

medium  run  these  positive  effects  disappear  as higher  interest  rates  have  a negative

impact  on  aggregate  demand  in  the  North,  eventually  leading  to a fall  in the  terms

of  trade  and  lower  growth  in  both  North  and  South.  McKibbin  and  Sachs  do not

report  welfare  effects  for  the  South,  but  OECD  growth  and  the  terms  of  trade  should

be indicative.  In  year-5,  similar  results  are  obtained  as with  MULTIMOD;  in  year-l

a terms  of  trade  deterioration  is reported44  suggesting  an ambiguous  effect  on the

Southern  grotvth  rate.  In  the  STAC  model,  the  negative  repercussions  on  global  de-

mand  and  Northern  investment  are  immediate,  suggesting  the  fiscal  impulse  resulting

from  increased  aid  budgets  may  even  lead  to welfare  losses  in  the  South  in  the  short

run.

(b) Alternative ways offinancing  the aid increase

( I  ) Bond-financed

This  way  of  financing  the  aid  increase  shows  global  adju.stment  effects  similar  to

43 The table refers (O the effects of Lnited  States fiscal expansion,  but a combined  fiscal expansion  iri uie major  0tlD
countries  yields similar  overall  outcomes.

44 Tliih  i:i pi utiaui)  e.xplaiiicJ  b> Lhc cobL-pu:yli ciT'cct oriibiiig  intci'mcJiaLc  iiiipuir  cobLb iii Liic O[CD  i c:iuiiing  ri uiii  ii:i:ir5
LDC  export  prices.  McKibbin  and Sachs do not provide  an explanation.
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Table  10

GLOBAL  MACROECONOMICS:  COMPARISON  OF GLOBAL  MODEL  RESULTS  SENSITIVITY
OF KEY AGGREGATES  TO UNITED  STATES  FISCAL  EXPANSION,  OECD MONETARY

EXPANSION,  BOND-FINANCED  AND BUDGET-CUT  FINANCED  AID TRANSFERS  TO LDCs

(Indicated  effects  as deviation  from  baseline  case  of  respective  models)

Year-7 Year-5

Yoecd r tot Yldc  Yoecd r tot Yldc

Effects  of  United  States

fiscal  expansion

MSG2
MULTIMOD
STAC

(-)  a

Effects  of  increase  in aid

to  LDCs

Bond-financed
MLILTIMOD
STAC

0

11. Monetary  expansion  OECD
MSG2
MULTIMOD

o
o

(-)  a

llli  Budget  cuts
STAC o o

Source:  MSG2:  McKibbin  and  Sachs  (1991);  MULTIMOD:  Masson  et at. (1988),  Masson,  Symanski  and  Meredith

(1990)  and  Masson  and  Helliwell  (1990);  STAC:  Vos  (1991,  1992).

Note: yoecda= OECD growth rate; YI,IC=  LDC growth rate r = international interest rates; tot = terms of
trade  of  developing  countries.

+ +  =  strong  positive  effect

+  =  positive  effect

- =  strong  negative  effect

- =  negative  effect

0 =  neutral  (or  near  zero)  effect

+  /-  =  ambiguous  effect,  positive  and  negative,  in major  economies  within  the  group  (OECD  or LDC)

a  Expected  outcome.  Effect  not  reported  by  source.

bond-financed  fiscal  expansion  in the  North,  as explained  above.  Global  macroeco-

nomic  repercussions  of  higher  real  interest  rates  would  tend  to offset  the  direct  pos-
itive  income  effects  for  the  recipient  countries  of  an increase  in aid  transfers.

( II  ) i'vlonetary  expansion

The  option  of  financing  additional  concessional  flows  to developing  countries  by

relaxing  monetary  targets  in the  industrialized  creditor  countries  might  look  appeal-

ing  from  the perspective  of  developing  countries.  Likely,  real  interest  rates  would

drop,  thus  stimulating  aggregate  demand  expansion  in the North  and  exports  from

the  South  and  reducing  the debt  service  burden  of  developing  countries.  An  offset-

ting  effect  could  be a terms-of-trade  deterioration  as a consequence  of  an acceler-

ation  of  Northern  inflation.  As  indicated  in table  10, simulations  with  MSG2  and

VULTI:\/IOD45  confirm  these  expected  global  adjustment  effects  for  year-1.  In the

medium  run,  however,  these  ef?-ects tend  to reverse  and  the positive  impact  on the

45 Tlie pi'cbcnt xci'bion of Llic ST.\C  modcl docs not spccif> a monctary  basc.
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developing  country  disappears.  In the  medium  run  inflation  lian"ipers  an acceleration

of  Northern  growth  in tliese  models.  In particular,  besides  affccting  international

competitiveness,  the decline  in real interest  rates  affects  private  savings  while  in-

vestment  demand  goes up. Upward  pressure  on the long-term  real interest  rate

eventually  leads  to a stagnation  of  growth  in the  North.

(  III  ) Budget  cuts

Simulations  with  the STAC  model  suggest  that  the most  advantageous  option  for

developing  countries  would  be to finance  the  aid  increase  out  of  a reduction  of  other

budget  items.  This  would  avoid  upward  pressures  on real  interest  rates  and  conse-

quent  global  demand  deflation.  No  comparable  simulations  with  VSG2  and

MULTI:'VIOD  were  available,  but  from  the  previous  analysis  one might  expect  these

models  to yield  a similar  outcome.  One  of  the obvious  candidates  for  achieving  ad-

ditional  fiscal  adjustment  would  be defence  expenditures.  The simulation  expcr-
iments  with  global  models  (see also the simulations  with  the FUGI  model  above)

suggest  that  cashing  the 'peace  dividend'  for  the developing  countries  will  benefit

both  North  and  South.46

The  simulation  results  of  the  models  reviewed  here  are thus  broadly  the same.  Recent

experiments  with  the LINK  global  model  system  on the global  repercussions  of  enhanced
capital  transfers  to Eastern  Europe  and  the CIS  have  yielded  largely  similar  types  of  results
(Pauly  1992).  Increased  capital  transfers  for  Eastern  Europe  under  conditions  of  restrictive

monetary  policies  (that  is maintaining  baseline  monetary  targets)  would  raise  nominal  interest
rates,  but  substantial  trade  stimulus  from  there  would  lead  to a small  GNP  gain  in the  OECD
as a whole  in the short  run.  In  the  medium  run,  aggregate  demand  deflation  because  of  higher
interest  rates  would  offset  the  trade  stimulus  (particularly  due  to recessionary  tendencies  in the

United  States  which  is expected  to benefit  less from  trade  expansion  with  Eastern  Europe).
Developing  countries  are expected  to gain  slightly  from  the  trade  expansion.  But  the  gains  are
distributed  unevenly:  the  Asian  NICs  take  most  of  the gain,  while  the indebted  countries  in
Latin  America  and  Africa  are the  losers  over  the  medium  term  as a consequence  of  a higher

debt  service  burden.  The  LINK  simulations  suggest  benign  outcomes  may  be expected  from
a relaxation  of  monetary  targets  in the OECD  countries.  Capital  transfers  to Eastern  Europe
accompanied  by monetary  policies  that  would  (successfully)  target  stable  interest  rates  would
have  a stimulating  impact  on  world  economic  growth,  including  LDC  grovvth.

Compared  to the simulations  with  the WAM-model,  the LINK  projections  are opti-

rnistic  about  trade  stimulus  following  capital  transfers  to the East.  The  WAV-model  was
based  on historical  patterns  which  are likely  to be too  pessimistic.  However,  until  'lhe  dust

has settled"  in Eastern  Europe,  it is difficult  to estimate  how  optimistic  one may  be about
trade  expansion  from  these  countries  in the 1990s.  Simulations  with  monetary  expansion  do

not  immediately  compare  to the corresponding  simulations  with  MSG2  and VULTIVOD,
as the  latter  do not  specify  a specific  target  with  regard  to interest  rates.  Nevertheless,  the

resulting  acceleration  of  OECD  inflation  would  in these  models  likely  produce  a less optimistic

world  economic  outlook  (similar  to that  reported  in table  10) than  that  projected  by LINK.

An  advantage  of  the LINK  system  is that  it provides  more  country  detail  than  any  of

the  other  models  discussed.  At  the  same  time,  however,  the  system  links  about  80 rather  het-

erogeneous  country  models,  which  makes  the  model's  workings  diff-icult  to track.  As  indicated,

economic  interdependence  between  the countries  is modelled  through  trade.  Financial  link-

ages are not  explicitly  modelled.  National  monetary  and fiscal  policies  spill  over  to other

countries  through  the  effects  on import  demand  and  commodity  prices.  Changes  in external

financial  asset positions  like  in MSG2,  MULTIMOD  and  STAC  play  no role.  Despite  the

similarities  in the  results  of  these  latter  three  model  systems,  there  are important  differences.

One  important  feature  is stressed  which  has to do with  potential  international  financial  in-

stability  that  might  be an undesired  consequence  of  world-wide  shifts  in capital  transfers.

46 The option  of a tax-financed  aid increase in not discussed here. Only experiments  svith the STAC  model are available.
These suggest Northern  demand deflation  following  a tax increase is significantl>i less than that resulting  from a higher
world  interest rate. As a consequence,  ihe South gains from an increased aid transfer, albeit suffering  some terms of
tiaJc  losses.  See 'iaob (1991, 19921i) roi' a ['ui'llici  Jibiu:+bion.
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The  responsiveness  of  global  savings  and  investment  plays  a crucial  role  in the  equilib-

rium  adjustment  of  the  models  discussed  here.  Two  related  points  of  debate  should  be men-

tioned.  First,  the  models  show  significant  differences  in empirical  estimates  of  the  elasticities

of  the  savings  and  investment  response  to interest  rate  changes.  Secondly,  existing  empirical

global  models  underscore  the  potential  danger  of  global  financial  instability  owing  to interest

instability  and  shifts  in net  asset  position  between  major  economic  regions.

3.  Interest  rate  instability?

With  regard  to the  responsiveness  of  macroeconornic  balances  to interest  rate  changes,

the  first  versions  of  MULTIMOD  show  for  the  industrialized  countries  a very  high  respon-

siveness  of  savings  and  investment  to the  rate  of  interest.  Particularly,  the  responsiveness  of

private  savings  is very  high  (e.g.  for  the  United  States  the  positive  elasticity  is about  6.0).

Private  investment  also  strongly  responds  to interest  rate  changes  (between  -3.0  and  -4.0).

This  implies  that  an ex-ante  savings-investment  gap  in the  major  economies  only  requires  a

relatively  small  change  in the  rate  of  interest.  MULTIMOD  MARK-II  simulates  that  a

bond-financed  United  States  fiscal  expansion  of  l per  cent  of  GNP  (equivalent  to an annual

exogenous  injection  for  the  global  economy  of  about  USS50  to 60 billion)  would  require  a real

interest  rate  increase  of  O.3 percentage  points  to restore  global  macroeconomic  equilibririm

(see  annex  table  A-1.4).  High  interest-rate  elasticities  assumed  in other  empirical  models  for

in-dustrialized  countries  yield  a similar  result.""  MSG2,  LINK  and  STAC,  in  contrast,  suggest

much  lower  elasticities.  MSG2  shows  an elasticity  for  private  savings  of  around  1.0 and  of

private  investment  of  around  -0.8.  These  elasticities  suggest  much  flatter  supply  and  demand

curves  for  global  savings  and  an imbalance  requires  much  larger  interest  rate  adjustment.  In

MSG2,  the same  United  States  fiscal  expansion  yields  a real  interest  rate  increase  of  1.3

percentage  points  (annex  table  A1.4).48  A similar  'global  injection'  yields  in LINK  a nominal

interest  rate  increase  of  about  100  basis  points  (and  about  50 in  real  terms)  (Pauly  1992).  The

most  recent  version  of  MULTIMOD  (IMF  1991d)  includes  substantial  adjustment  of  the

coefficients  determining  the  elasticities  of  savings  and  investment  to  real  interest  rate  changes.

These  are now  much  closer  to the  values  used  in MSG2  (around  1.0 and  -1.O respectively),

suggesting  significant  interest  rate  increases  may  result  from  increases  in concessional  capital

transfers  to East  and  South  if  financed  in the  industrialized  countries  out  of  their  government

budgets  without  compensatory  macroeconornic  policy  adjustment.

In  sum,  there  appears  to  remain  some  scope  for  debate  on  the  empirical  values  of  critical

parameters  of  global  models.  Differences  in trade  multiplier  estimates  were  also  discussed

above.  These  matters  may  be resolved  through  further  empirical  work,  but  for  the  time  being

more  or  less optimistic  outcomes  with  regard  to  interest  rate  instability,  trade  adjustment,  etc.

will  be critical  to  policy  guidance.  How  important  this  can  be is shown  by  the  early  projections

of  the  world  economic  outlook  in  the  irnmediate  aftermath  of  the  debt  crisis.  Optimistic  fore-

casts  of  the  IVF  (e.g.  IMF  1984)  and  Cline  (1983,  1984)  strongly  influenced  the  perception

among  international  policy-makers  that  the  crisis  was  temporary  and  purely  a problem  of

liquidity.  The  international  debt  management  strategy  was  designed  in the  first  crucial  years

in  this  vein."g The  authoras  own  perception  is that  wit}i  regard  to the  interest-rate  elasticity,  a

pessimistic  inclination  seems  justified,  i.e. the  savings  responsiveness  to interest  rates  is rather

small  and  that,  all other  things  being  equal,  large  capital  transfer  injections  on  the  scale  re-

ferred  to in this  paper  are likely  to provoke  large  interest  rate  adjustments  and  instability.

This  point  of  view  is strengthened,  of  course,  with  the  recent  modification  of  the  relevant  pa-

rameters  of  IMF"s  MULTIMOD.

47 In table  12 the column  'other'  refers  to mean  estimates  for  seven  other  multi-country  empirical  macroeconomic

models.  These focus on linkages  between indus(rialized  countries  only.  The models  included  are DRI  EEC,
INTERMOD,  MCM,  VHNIVIOD,  OECD  and  TAYLOR.  See Bryant,  et al.  (1988)  for  a further  discussion.

48 In the  STAC  model,  the Northern  savings  rate  is little  sensitive  to the  interest  rate,  though  it will  rise  with  the  share

of  net  interest  income  on  assets  and  liabilities  in total  private  income.  The  investment  response  has  an elasticity  of-1.

However,  since  STAC  assumes  a more  instantaneous  adjustment  of  Northern  GNP  and  investment  demand  to interest

rate  changes,  the  ex-post  interest  rate  change  is smaller  than  in :'vlSG2,  but  analysis  of  the  iteration  steps  suggest  The

real  interest  rate  initially  tends  to move  upward  by about  l percentage  point  following  a bond-financed  injection  of

0.5 per  cent  of  Northern  GNP.  Northern  investment  demand  and  GNP  fall  within  the  first  simulation  period,

establishing  an equilibrium  interest  rate  which  is about  O.4 percentage  points  above  the  baseline.

49 See among  others  Sachs  (1988),  Dornbusch  (1989)  and  Vos  (1991)  for  critical  ref'erence  to This  model-driven  policy

opLiiiiibin.
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4. Global  financial  instability?

If  large  interest  rate  movements  are required  to adjust  the global  macroeconomic  bal-

ance,  capital  movements  provoking  such  adjustment  may  also  be a cause  of  greater  financial

instability.  In  terms  of  the  present  discussion,  the  additional  demands  for  concessional  finance

may  enhance  tlie  adjustment  problem  in the North.  If  not  accompanied  by adequate  fiscal

adjustment,  the transfers  will  produce  widening  fiscal  gaps and a further  accumulation  of

public  debt.  Since  private  savings  do not  tend  to compensate  (fully)  for  this  (see section  I),  it

may  become  increasingly  difficult  to reach  global  macroeconomic  equilibrium.  Higher  interest

rates  will  have  a growing  impact  on fiscal  balances,  and  private  sector  willingness  to hold

public  liabilities  and  to invest  may  be gradually  undermined.  A Northern  financial  crisis  sce-

nario  is not  contemplated  by  the  global  model  systems,  but  the  evidence  seems  to indicate  the

world  economy  may  not  be far  from  the  edge of  one.

Large  interest  rate  adjustments  and  instability  naturally  also  have  a large  direct  impact

on the  indebted  developing  countries.  If  at the  same  time,  they  impact  negatively  on invest-

ment  and  growth  in the  North,  export  markets  of  the  Southern  economies  will  be affected  and

their  ability  to service  debts  and  their  creditworthiness  will  be reduced.  This  could  imply  for
many  developing  countries  a persistence  of  their  debt  problems.

In  sum,  global  macroeconornic  models  suggest  that  a policy-driven  reallocation  of

global  savings  towards  the  developing  countries  may  have  undesirable  general  equilibrium  ef-
fects  for  the  world  economy  as a whole.  Developing  countries  may  be doubly  hit  by  higher

interest  rates  and  falling  terms  of  trade  and  export  earnings.  An  aid increase  accompanied  by
more  expansionary  monetary  policies  does  not  seem  particularly  helpful  as inflationary  pres-
sures  )iield  global  recessionary  tendencies  in the  medium  run.  The  key  to a more  stable  global
adjustment  process  seems to lie in adequate  fiscal  adjustment  in the North.  Northern  Gov-

ernments  should  thus  trade  off  increased  aid  transfers  against  other  government  expenditures.
Current  political  debates  suggest  this  is a choice  which  will  not  easily  be decided  in favour  of
the  poor  countries.  Rather,  at the  moment,  existing  aid  budgets  are already  being  eroded  by
reallocations  of  funds  towards  Eastern  Europe.  This  is by  no means  an argument  against  in-

creased  aid  transfers  to the  South.  Rather,  it is argued  that  the  developing  countries  are better
aided  if  the full  (global)  implications  of  these  transfers  are being  considered  as part  of  the
policy  choices  to be made  in the  North.

These  conclusions  stand  despite  the significant  differences  in the structures  and  pre-

sumed  empirical  contents  of  the global  models  surveyed.  Much  more  work  on global  model
frameworks  seems  required.  Besides  the  need  to deal  with  global  data  discrepancies  (see sec-
tion  I), some  crucial  'elasticity  problems  need  to be cleared  up, particularly  regarding  the  re-

sponsiveness  of  savings  and investment  to interest  rates  and, still,  the trade  multipliers.
Specification  of  global  macroeconornic  models  should  improve,  including  more  developing
country  and  Eastern  European  country  detail.  It is also  necessary  to reassess  critically  the
modelling  of  the  institutional  behaviour  underlying  international  capital  movements.

V.  Concludixig  remarks

The  prospects  for  an expansion  of  financial  flows  to developing  countries  during  the

1990s  seem  far  from  good.  The  outlook  for  some  individual  countries  may  be better  than  for

others,  but  this  has not  been  the  main  concern  here.  This  paper  has emphasized  the global

economic  dimensions  of  the  issue.  Looked  at it from  this  angle  the  following  conclusions  may

be derived  from  the  issues  reviewed  in this  paper:

Despite  a recovery  of  savings  rates  in some  industrialized  countries,  concerns  about  re-

duced  availability  of  global  savings  in the  medium  run  seem  jtp:jif'icd.  Dc=cgrqnhic  fac-

tors  predict  falling  private  savings  rates  in the  major  economies  where  also  the bulk  of

world  savings  is generated.  Public  savings  in the large  economies  are being  eroded  by  the

accunulla[ion  Of public  'i:Ji'OllltleS.  TThlS 15 alSO rutJcrnbmi'rg  CVCII  ftHt!'iCl'  [21€ l'CSpCi-iSl'ai'C-
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ness of  the  national  savings  to adjustments  in the  global  interest  rate.  The  response  of

private  savings  to interest  rates  was  assessed  to be rather  low,  while  rising  interest  rates

will  reduce  government  savings  where  public  debt  is large.  The  implication  for  the  world

economy  is that  each  exogenous  shift  in the  global  demand  for  investment  resources,  for

instance  an increase  in capital  transfers  to the  developing  countries,  will  require  a large

interest  rate  adjustment  to restore  global  capital  market  equilibrium  and  will  crowd  out

investment  elsewhere.

Many  estimates  have  been  given  of  the  capital  requirements  of  developing  countries  for

the  1990s.  The  methods  used  to derive  these  estimates  are  limited  and  look  only  at partial

effects,  i.e. the  external  financing  needs  required  to  reach  a target  growth  rate  given  fixed

national  savings  and  capital-output  ratios.  Leaving  these  methodological  limitations

aside,  the  resulting  LDC  capital  requirement  estimates  are  large  enough  to have  a major

impact  on the  world  economy.  This  implies  that  proposals  to raise  capital  transfers  to

developing  countries  will  have  to take  account  of  the  global  repercussion  effects.  The  di-

rect  effect  of  additional  capital  inflows  may  be higher  investment  and  growth  in the  re-

cipient  countries,  but  at the same  time  these  could  lead  to rising  world  interest  rates

which  will  enhance  debt-service  burdens  and  reduce  investment  demand  and  growth  in

the  industrialized  countries.  The  latter  effect  will  then  spill  over  to commodity  markets

and  reduce  demand  for  developing  country  exports.

An  assessment  of  these  effects  using  global  trade  and  macroeconomic  models  confirms

the  importance  of  these  repercussions.  If  additional  capital  transfers  take  the  form  of  of-

ficial  development  assistance,  the  effect  is like  a fiscal  expansion  in the  industrialized

countries.  If  this  fiscal  expansion  is financed  by  increasing  public  debt,  the  consequences

may  be severe,  even  to the  extent  that  what  is gained  through  higher  capital  inflows,  is

(more  than)  offset  by a loss  of  export  earnings.  The  key  to a more  stable  global  adjust-

ment  process  seems  to lie in adequate  fiscal  adjustment  in  the  North.  Northern  Govern-

ments  should  thus  trade  off  increased  aid  transfers  against  other  government

expenditures.

The  workings  of  the  global  capital  market  do not  provide  developing  countries  with  easy

access.  Additional  transfers  will  have  to come  to a large  exterit  from  official  sources.  For

most  countries  private  capital  markets  are still  (or  have  always  been)  cut  off. The  recent

growth  of  foreign  direct  investment  and  portfolio  investment  flows  has  been  restricted  to

a very  small  group  of  the  larger  and  richer  developing  countries.  There  are  no  clear  signs

that  this  renewed  access  to private  capital  markets  wiil  be spread  out  over  a wide  group

of  developing  countries  in the  coming  years.  At  the  same  time,  however,  private  agents

throughout  the developing  world  have  accumulated  large  foreign  asset  holdings.  The

mobilization  of  these  funds  for  domestic  development  will  not  be easy.  Experience  in

countries  where  debt  conversion  programmes  worked  to repatriate  this  "flight  capital'  in-

dicates  that  monies  returned  only  after  a sustained  period  of  successful  adjustment.  Ex-

ternal  finance  required  for  the  process  of  stabilization  and  adjustment  will  have  to come

from  official  sources.  A major  part  of  the  developing  world  is still  caught  in  this  process

and,  in the  light  of  the  previous  conclusions,  will  be dependent  on bridgetai,r  decisions

made  by  the  governments  in the  industrialized  countries.

A  number  of  global  macroeconornic  models  can  be used  to assess  the  direct  and  indirect

effects  of  enhanced  capital  transfers  to  developing  countries  and  to analyse  who  gains  and

who  loses  in this  game.  Still,  developing  countries  are  generally  poorly  modelled  and  with

little  detail  about  structural  differences  within  the group  of  LDCs.  In the  light  of  tl"ie

previous  conclusions,  more  elaborate  global  model(s)  seems  essential  to aSsist  interna-

tional  policy  analysis.  Much  more  research  will  have  to be invested  in this  area  to deal

with  the  global  data  discrepancies  (see section  I),  to clear  some  crucial  aelasticity  issues'

(particularly  regarding  the  responsiveness  of  savings  and  investment  to interest  rates  and

trade  multipliers),  to provide  more  developing  country  and  Eastern  European  country

detail  and  critically  to reassess  the  modelling  of  the  institutional  behaviour  underlying

international  capital  movements.
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(Table  Alla,  continued)

(S-I)/GNP  (X) 1970-73

DEVELOPED  0.28
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USA 0.04
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Source:  QorLd  Bank data.  Ratios  derived  from  current  LIS doLLar  vaLues.

Notes:  GNS (S) '- Gross  NationaL  Savings  (=  Current  Account  BaLance
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DEVELOPED  18.78

G-7  18.54

USA 16.06

Japan  26.  04

Germany,  F.R.  2LO3

REST OECD 20.64

OTHER H4C 15.30

EE6+SU

MAJOR OIL  EXP.

LDCs

EMENA

SSA

LAC

SOLITH ASIA

CHINA

EAST ASIA

1 . 07

5.19

8.87

10.30

7.34

12  . 82

8.'l5
0 . 00

1 4.45

OFF SHORE BK CTRS 21 .99

OTHER,  N.E.C.  11.79

197  t,-n

18.35

18  . 06

IS . 86

23.21

16  . 95

20.08

15 . 78

1 . 24

6. 73

10.55

12 . 71

9.52

13 . 44

8.62

0.00

15.F37

20.51

Il  . 62

1978-82

18.45

18  . 38

17.25

21 . 22

18. 22

19. 05

15.58

1 .10

9.5C)

10.96

13  . 89

8.57

12.95

9.49

0 . 00

1 7.67

25 . 42

10  . 95

1983-85

17.17
17.08

16.20

20 . 08

17.70

17  . 93

15 . 33

L13

8.13

9. 59

13.00

5.54

10.54

9. 16

0.00

16.81

20 . 96

10.38

1986-90

18  . 05

17.87

15.32

23 . 14

18. 05

19. 51

13.13

0.79

5 . 26

12.22
16  . 58

7.39

13.63

9.58

0.00

19.37

21.  40

10.06

WORLD 14.45 14  . 68 14  . 69 14.66 14.59



(TabLe  Al.1b  continued  ...)

(S,-I,)/9P 1970-73

DEVELOPED  O. 61

G-7  (1-7)  0.78

USA O.66

JapanO.41
Germany,  F.R.  0.54

REST OECD -090

OTHER HICs  4.88

EE6+SU

MAJOR OIL EXP.

LDCs

EMENA

SSA

LAC

SOUTH ASIA

CHINA

EAST ASIA

2.41

7.66

OFF SHORE BK CTRS.-4.28

OTHER N.E.C.  0.00

uORLD 1 . 06

1974-77

I . %

2 . 50

2.06

2.77
4.54

-1 . 03

2.11

1 . 64

Il  . l*?

1 . 01

- 125

3 . 64

0.37

4.37

0 . 82
- 0.51

-0  . 65

0.00

I . 95

1978-&!

2.47

1.15

0 . 23

- 1.03

- 4.48

- 0.22

4.85

2.35

- 0. 19

- 5 . 28

- 0.84

2.04

1983-85

2 . 80

-1 . 48

3."l8

0. 57

I . 90

5 . 95

5 . 65

-0.18

I . 22

1.66

3.0"l

2.99

1986-90

I .57

I .51
-0.37

1 . 44
5 . 1*7

1 .55

7.61

6.92

2.15

5.33

106

3 . 85

9.45

6 . 63

-0.64
5 . 07

2.56

Source  and Notes: See  Tab(e  Al.  'la.



TabLe  Allc

Public  Savings  and Investt  Rates,  1970-90

(percent  of GNP)

GNS,/GNP 1970-73

DEVELOPED 3 . 5 4

G-7  (1-7)  3.26

USA1.63

Japan  10.08

Germany,  F.R.  4.45

REST OECD 5.43

OTHER HICS  2.62

EE6+SU

MAJOR OIL EXP.

LDCs
EMENA

SSA

LAC

SOUTH ASIA

CHINA

EAST ASIA

16  . 68

13.19

7 . 37
10.50

5 . 00

3 . 82

2 . 85

18.38

3.56

OFF SHORE BK CTRS.  3.98

OTHER,  N.E.C.  5.37

WORLD 6.26

1974-77

16  . 86

28.82

8.11
Il  . 40

4.59

5 . 86

2 . 40

20 . 12

5 . 78

5 . 27

1978-82

15 . 50

26.77

9.05
Il  . 94

9 . 23

5.88

2 . 68

21 . 7?

6.66

4.57

19E13-85

- 0 . 68

- 0.67

- 1 . 83

5.41

0.57

- 1 .03

2.25

16  . 33

14.05

7.10

10.20

2.37

0.61

2.37
26.55

6.54

2 . 81

1986-90

I .11

1.14

-0  . 83

7.99

0 . 61

0.89

1 .51

9.33

11 . 1*7

4 . 88
9.59

0.14

-4.06

0.33

27.62

4.82

2.65

GDI,/GNP 1970-73

DEVELOPED  3 . 86

G-7  (1-7)  3.68

USA 2.26

Japan9.08

Germany,  F.R.  4.27

REST OECD 4.44

OTHER HICS  1173

EE6+Su

MAJOR OIL  EXP.

LDCs

EMENA

SSA

LAC

SOUTH ASIA

CHINA

EAST ASIA

19  . Cn

12  . 61

10  . 08

11 .92

8.37

6.82

6.19

20 . 45

6 . 22

OFF SHORE BK CTRS.  4.74

OTHER,  N.E.C.  7.87

1974-77

3 . 95

3 . 78

1 . 95

8 . 98

3 . 68

4 .36

11 . 85

19.10

12.12

10  . 08

1 l . 80

8 . 67

7 . 06

6.18

20.53

6 . 20

1978-82

3 . 99
3 . 84

I . 61

9.52

3 . 29

4 . 27

12.17

18  . 99

12  . 96

10  . 45

12.17

9.25

7.71

6.37

20.77

6.66

1983-85

3 . 93

3 . 78

1 . 46

7.57

2 . 40

4.13

12  . 24

19.13

14.24

10.86

13.4C)

9.57

8.34

6 . 78

21 . 01

7 . 20

1986-90

3 . 82

3.66

1.55

6 . 66

2 . 01

4 . 09

12  . 34

19.17

15  . 41

II  . 29

14  . 80

9.74

9.09

7.30

21 . 01

7 . 81

WORLD 7.23 7.23 7.29 7.31* 7.33



(Table  Al.lc,  continued  ..)

(St-I,)  /GNP 1970-73

DEVELOPED -0.32

G-7  -0.  42

USA -0.63

Japanl.OO

Germany,  F.R.  0.18

REST OECD O.99

OTHER HICS  -9.12

EE6+SIJ

MAJOR C)IL  EXP.

LDCs
EMENA

SSA

LAC

SOIJTH A!3IA

CHINA

EAST ASIA

OFF SHORE

OTHER,  N.E.C.

kORLD

-2.33

0.58

- 2.71

- 1.42

- 3.36

- 3.00

- 3.34

- 2.07

- 2 . 66

- 0.76

- 2.50

-0.97

1974-77

- 2.30

- 250

- 1 . 87

- 2 . 50

- 3.18

- 0 . 92

- 6.97

-2.31

13.41

- 3.18

- 3.40

- 5.15

- 3.23

- 4.89

- 0.89

- 2.03

- 0.15

- 2.50

-2.06

1978-&!

- 2.82

- 2.69

- 1.06

- 4.40

- 3 . 00

- 3.40

- 4.58

-2  . 45

1l  . 25

- 3.48

- 3.24

- 0.63

- 4.28

- 6 . 62

- 1 .64

- 2.92

0.71

-2.51

-2  . 45

IS)83-85

- 3.72

- 3 . 59

- 3.30
- 2.16

- 183

- 4.35

- 6 . 72

-1 . 94

-0.47

- 4.43

- 3 . 00

- 4.29

- 6.55

- 7.73

- 0.39

- 2.35

- 0.25

- 2.54

-3  . 52

1986-90

- 2.01
- 1.93

- 2.38

L33

-1.40

- 2.30

- 4.94

-6.86

-1.27

- 5.93

- 1 . 81

- 7 . 73

- 10.58

- 9.37
- 0.62

- '1 . 72

I . 68

-2.50

-2.93

Source  and Notes: See  TabLe  Al.la.



TabLe  A12

Alternative  estiaates  of additional  financial  resource  requirets  in the  1990s

annua  L

requireaats

(bin  LIS$ 1990)

Capital  requiremnts  LDCs

All  LDCS

FishLov  (1987)

DeveLopment  Committee  (1988)

uIDER  (TayLor  1990)

Sub-Sahara  Africa

FishLow  (1987)

DeveLopment  Committee  (1988)

WIDER (TayLor  1990)

WorLd Bank  (1991)

As i a

FishLow  (1987)

DeveLopment  Committee  (1988)

WIDER (TayLor  1990)

Europe,  HiddLe  East  and North  Africa

Fishlow  (1987)

DeveLopment  Committee  (1988)

WIDER (TayLor  1990)

Latin  Aaierica  arxl Caribbean

FishLow  (1987)

DeveLopment  Committee  (1988)

ulDER  (TayLor  1990)

Capital  requirets  Eastern  Europe

am  CIS

ColLins  and  Rodrik  l  (1991)

CotLins  and  Rodrik  II  (1991)

Papadia  et aL.  (1991)

IMF (1991b)

Eastern  Europe  (EE5)

CoLLins  and  Rodrik  I  (1991)

CoLLins  and  Rodrik  II  (1991)

Papadia  et  al.  (1991)

CIS

CoLLins  and  Rodrik  1 (1991)

CoLLins  and  Rodrik  II  (1991)

Papadia  et aL.  (1991)

German  Unification

Papadia  et aL.  (199al)

IMF (1991b)

180

43

8

61

36

915

17

340

90

31*1*

5

100

571

12
160

GDP groJh

target  (:!:)

Projection

period

5.3

1 .0

I .0

5.4

4.0

7.0

7.0

7.0

1995

1995

1992

1991  -2000

1995

1992

1995

I 9';)1-2001

1991-2001

1991-2011

1991  -2001

1991  -2001

1991-2011

1991-2001

1991  -200'l

1991-1996

1991-2011

1991-1996

Sources  : See  bibliography.

ExpLanatory  notes:

CapitaL  requirements  of  LDCs:

-  Fishtow  (1987)  estimations:  Based  on  two-gap  modeL  for  estimating  capttaL  tnfLow

requirements  at  fixed  nationaL  savings  rates  and capitaL-output  coeffictents  and for  pre-

set  growth  targets  as  indicated  in second  coLumn.

- DeveLopment  Committee  estimations:  Simi  Lar  methodoLogy  as  Fishlow  (1987).

- WIDER-TayLor  estimates:  based  on three-gap  model  and extrapoLated  country  group  data  from

18 individuaL  country  models.  Base projections  simuLate  capital  requirements  for  I percent

production  capacity  increase.  data  for  Sub-Sahara  Africa  and Latin  America  presented  in

the  tabLe  are  a muLtiple  of the  estimates  presented  in TayLor  (1990)  on the  assumption  that

a 'needs'  scenario  for  these  regions  wouLd require  an expansion  of growth  capacity  of about

4 percent  to  yield  per  capita  income  growth  rates  of about  1.5  percent.

-  WorLd  Bank  (1991  ) : Based  on  current  account  projecttons  with  assumption  for  export

growth,  import  eLasticities,  projected  debt  servtce  burden  and debt  reLief.



(Table  41.2  continued  ...)

CapitaL  requirements  for  Eastern  Europe  and CIS:

-  CoL(ins  and  Rodrik  I (1991):  Estimations  based  on  reaL  GNP grovth  of  7.0  percent  per

year.  Assumptions:  fixed  capital-output  ratio  of  2.5.  ColLins  and  Rodrik  assume  rather

unreaListicaLLy  that  aLL  annua(  accumutation  is  to be  financed  through  externaL  capnaL

infLows.  In  TabLe  2 of the  text  these  estimates  of CotLins  and Rodr'k  were  corrected  for

a p ro3  ect  ed  nati  ona  L savi  ngs avai Labi Li ty  hn the  EE6 and C IS  based  ( possi  b ly

optimisticaLLy)  on  constant  1990  savings  rates.

- CoLtins  and Rodrik  II  (1991):  Estimations  based  on MarshaLL  Plan  type  aid  programme  for

EE6 and  CIS.  MarshalL  pLan  am fLovs  were  scaLed  to  present  day  vaLues  usmg  various

alternatives.  The  one  presented  here  foLLows  a procedure  a(so  app(ied  by  a study  of the

Economic  Commission  for  Europe,  by vhich  the  reaL  per  capita  transfer  is kept  the  same as

that  received  by the  iiestern  European  countries  after  WorLd War II.  This  leads  to CoLLins-

Rodrik's  lower  bound  estimate  of  capitaL  requirements  for  Eastern  Europe.

- Papadia  et aL.  (1991):  Estimations  over  20 year  adjustment  period  targetting  that  ex-GDR

reaches  per  capita  income  Leve(  close  to  that  of the  western  part  of Germany,  while  the

EE5 (BuLgaria,  CzechosLovakia,  Hungary,  PoLand,  Romania)  and  the  CIS  reach  per  capita

income  levels  at  leve(  of  average  of  Low-  to  middle-income  countnes  of  the  European

Community.  Method  is  based  on  existing  labour  productivity,  cap'itaL-output  ratios,  Cobb-

DougLas  production  function  characteristics,  and constant  nationaL  savings  rates.

- IMF (1991b)  : Estimation  for  German  Unification  based  on Masson  and Meredith  (1990)  using

similar  approach  as  in  Papadia  etal.,  but assuming  rising  Labour  productivity  to about

80  percent  of  its  LeveL  in  west  Germany.  Estimates  for  CIS  not based  on  any  parttcular

method,  but  taken  to be a meaningfuL  number  "for  * LLustrative  purposes".



Table  A1.3

WORLD  ACCOuNTING  MATRIX  (WAM),  1985

(Current  prices,  values  in billions  of  US$)

UIS Jap2an E3C 004ECD CM5EA M60E 07EI D8EI P: ROloW MUIILTI U12S Jalp3an E1C400ECDCMEA MOE OB DB PEI ROW MULTI  CP  CG  RESERV

15 18 17 18 19 20 21 22 23  24  25  Total

US

Japan

EC

00ECD

CMEA

MOE

OB

DB

PB

ROW

MULTI

US

Japan

EC

00ECD

CMEA

MOE

OB

DB

PB

ROW

M kl UT I
%v  Cons

Gov!  Ctins

Ressrves

Total

43 0 90 2

2 84 [1

4 83

30 4

6 7 555 3

5 24  20  357

729

8 35

9 77 9

0 35 0

23 2629 7

2 816 0

77 2 53 3

28 9 483 5

93 3

17 3

129 4

25 9

12 9

30

SO

38

TO 6

62

30

201 7

43

4(1

31 0

it  3

119 1

21

13 (l

41

48

65

00

1 % 6

11 4

13 0

51 9

66

34

84

13 1

71

76

24

0 €

113 9

16 9

13 0

33 0

92

14 5

13 1

81

65

18 5

38

10

72 0

19 0

25 5

26 8

75

55

75

23

22

97

70

18

160 4

61 7

24 5

54 8

13 7

32

20 1

80

98

26 3

46

22

179 8

24 l

14 4

19 6

63

22
51

25

98

76

41

O!]

53 6

523 4 480 2 186 7 278 3 346 8 597 e 104 2

178 8 74 8 121 5 54 7 60 1 98 5 27 0

i 0 652 4

0 6 3761

23

ia

(II

00

81

20

13

34

00

40 7

[)O

41 8

18 0

OS

22

26

57

-O 1

01

15

479 6

55 1

50 2

96 !l

23 5

19

-O (l

48

24

- 2 9

- i4

50

207 5

12 3

27 8

195 8

102 4

89 3

177 7

170 4

12 2

01

[)2

01

DO

00

00

an

DO

00

(l(l

50 9

2829 7

7742

1531 3

!23  4

480 2

186 7

276 3

346 8

597 8

104 2

00

818 a

128  !l

483 5

178 8

74 8

121 5

54 7

60 1

98 5

27 0

4462  9 15[)6 1 3518 0 1215 3 951 5 545 2
1 8 0 2 -1 a 1 7 1 1 1 6 -o 2 -6 1 1 s -0 3 0 0

538 6 682 1 1102 7 280 7 17 7 681 0 489 4 713 5 251 9 1!18 1 115 9 87 0 174 4 1!lil7  !2 0 11 5 74!0  5 2043 5

4462 9

1506 1

3518 1

1215  3

951 5

545 2

538 6

682 1

1102  7

280 7

17 7

681 0

489 4

713 5

251 9

198 1

115 9

87 0

174  4

184  7

82 0

11 5

7450 5

2043 5

oa

0 0 27274  3

Noke  EC =  Eunopean  Commumty
00ECD  =  O!her  OECD
CMEA  =  Formerly  centrally  planned  counlnes  oT Eastern  Europe  and IISSR
MOE  =  Malor  oil exponsts  (in Ncrth  Alna  and Middle-East)
OS  =  LDC-OB  Official  borrowers
DB  =  LDCDB  'DMersiTied  bonowets'
PB  =  L€ C-PB  't'rivate  bonowtts'
ROW  =  Other  countries,  n o c
MULTI  =  Multilateral  mshtutions

CNher  accouMs:

RESERV  =  Changs



Table  A14

GLOBAL ?IACROECO?K)?lIC ?!ODELS: ?IULTIPLIERS  US FISCAL  POLICY

United  States

GNP

Private  investment

Private  savings

Budget  deficit

Current  account

Inflation  (%)

ReaL  interest  rate  (%)

GNP

Private  investment

Private  savings

Budget  deficit

Current  account

InfLation

Rea(  interest  rate

Germany

GNP

Private  investment

Private  savings

Budget  deficit

Current  account

Inflation  (:".)

ReaL  mterest  rate  (%)

ROECD
GNP

Private  investment

P r i va  t  e s a v i ng s

Budget  deficit

Current  account

InfLation  (%)

Real  interest  rate  (%)

LDCs

GDP

Current  account

Terms  of  trade  (%)

?ISG2

0.56

- 0.09

0.40
0.79

- O . 39

- O . II

I .16

0.18

- 0 . 18

0.22

- 0 . 03

0.43

0 . 27

1 . 02

0.21

- 0.16

0.15

- 0 . 05

0.37

0.26

0 . 96

0.17

- 0.16

0.20

- 0.04

0 . 40

0.24

0 . 97

Year  1

)'IULTI?KIO

0.80

- 0.11

0.29
0 . 60

- 0 . 10

0.30

0 . 30

O.IO

-0.05

0.05

0.0

0.10

0.10

0.20

0.10

-0.05

0.05

0.0

0.10

0.10

0.10

0.10

-0  . 06

0 . (X

0.0

0.10

0.10

0.10

-2  . 83

OTHER

Nean  so.

1.40  0.31

-0.24  0.10

0.15  0.14

0.53  0.22

0.39  0.15

0.11  0.14

0.15  0.28

0.22  0.11

0.16  0.13

0.09  0.10

0.24  0.09

0.14  0.12

0.02  0.02

?ISG2

Year  5

?luLTI?K)D  OTHER

Nean  so

0 . 06

- 0.23

0.38

0 . %

- 0.33

0.15

1 . 36

- 0.05

- 0.31

0 . 00

0.05
0.26

0 . 07

1 .31

- 0.14

- 0.31

0.05

0 . 07

0.19

0.12

1.25

- 0 . 15

- 0.30

0.03

0.08

0.22

0.10

1 . 28

- 0.40  0.64  0.35

- 0.16

0.12

0.30

- 0.26  -0.44  0.2al

0.  80  0.  64  n. a.

0.30  0.84  0.48

0.10  0.69  0.61

-0.07

0.13

0.0

0.20

0.  30  0.  34  n. a.

0.10  0.20  0.22

0.20  0.36  0.29

-0.07

0.23

0.0

0.30

0.30  0.34  n.a.

0.10  0.26  0.26

- 0.0  0.44  0.26

- 0 . 07

0.03

- 0 . 0

0.10

0.30  0.37  n.a.

0.10  0.22  0.27

n.a.-0.0

0.20a  -0.0

-2.06  -0.2

Source:  McKibbin  and  Sachs  (1991);  Masson,  Symanski  and  Tyron  (1989)  and  Masson  and

HeLLiweLL  (1990).

Notes:  AtL values  represent  deviations  from  baseLine  as a percent  of GNP,  unLess  stated

otherwise.  1.  Percent  of  115 GNP.



THE  WORLD  BANK  AND  THE  ENVIRONMENT:  THE

WORLD  DEVELOPMENT  REPORT  1992

Lance  Taylor

Introduction

"Think  globally,  act locally"  is an environmentalists"  maxim  that  the World  Bank  has
unexpectedly  taken  to heart.  Although  not  green,  the ideas underlying  the World  Development

Report  1992:  Development  and the Environment  at least tend  toward  earth  colors;  the Bank
may  be seriously  beginning  to reflect  upon  the economic  and physical  milieu  of  its borrowing
constituency.  Moreover,  like the 1990 edition  on poverty,  the latest  WoAd  Development
Report  1992  (here  after  called  WDR)  represents  a step away  from  neoliberalism  and back
toward  the Bank's  attitude  of  the 1960s:  that  the continuing  existence  of  the poor  in  poor

nations  is the development  problem.  Indeed,  the WDR's  insistence  on remedying  water  and
air pollution  resembles  nothing  more  strongly  than  20-year-old  strategies  aimed  at satisfying
developing  countries'  basic  needs.

Despite  these favourable  signs, there  is tension  in tlie  document  between  concern  over
poor  people's  water,  air, and quality  of  life, on the one hand,  and advocacy  of  a "market
friendly"  policy  line, on the other.  !arket-friendliness  dominated  the  1991  WDR,  which
stressed  the virtues  of  price  reform  and criticized  most  market  interventions  by the State.'
With  regard  to environmental  concerns,  this  approach  mimics  the economics  mainstream.  In
the words  of  a recent,  comprehensive  review,  "As  we move  into  the 1990s the general  political
and policy  setting  is one that  is genuinely  receptive  to market  approaches  to solving  our  social
problems  ... the prevailing  atmosphere  is a conservative  one with  a strong  disposition  toward
the rise of  market  incentives  ..." (Cropper  and Oates,  1992).  Whether  the market  alone  is
capable  of  dealing  with  the two  major  problems  of  the post-cold  war  world  - the ab,ismal
standards  of living  of  (by the Bank"s  estimates)  one-fifth  of  humankind  and the rapidly
deteriorating  global  environment  with  its non-negligible  possibility  of  collapse  - is a question
that  the WDR  cannot  quite  bring  itself  to confront.

The discussion  that  follows,  departs  somewhat  from  the WDR's  order  of  presentation
by first  taking  rip questions  regarding  the robustness  of  market-based  environmental  policies
(tvhich,  to be fair, the  WDR  does not fully  endorse)  and their  institutional  and political
complications  ( WDR,  chapters  1, 3, and 4). Next  poverty  and population  growth  are  treated
(chapter  l),  then  local  and  national  environmental  concerns  (chapters  2, 5, 6, and 7).  Global
environmental  and economic  issues (chapters  8 and 9) are the final  topics,  addressed  from  the
viewpoint  of  (possibly)  sustainable  growth.

1.  Tlie  environment,  the  market  and  tlie  state

The  rVDRas treatment  of  the bases for environmental  action  is its  weakest  point.

Imprecision  on the part  of  its authors  is not  surprising;  after  all, no single  person  or institution

is truly  equipped  to deal with  the huge range of ill-understood  problems  that  nature  and
culture  present.  But  the WDR  lacks  breadth;  despite  500-odd  references,  the range  of  opinion

it canvasses  is slight.  One looks  in vain  for  citations  to persons  such as John  Sununu,  Julian
Simon,  Jean Drcze  and Amartya  Sen, Lester  Broivn,  Gretchen  Daily,  Paul Erlich,  David

I For  a summary  and  critique  of  the 1991 World  Development  Report  (WDR),  see Fanelli,  Frenkel,  and  Taylor  (1992).

It views  public  interventions  apart  i'rom  provision  of  education,  some  infrastructure,  macroeconomic  stability,  and  the
"rules  of  Llie gainca  qriite  dimly.
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Pimentel  and George  Washington  Hayduke.2  Like  any document  written  by a cornrnittee
seeking  a middle  ground  that  will please  its  superiors,  WDR  leaves  out  tnteresttng,
controvcrsial  points.

As  each  succeeding  World  Developmen(  Report  documents,  tlie  World  Bank's
management  is ideologically  committed  to the market;  this  fact  no doubt  induced  the authors
to  follow  econornistic  lines.  They  invoke  ecologists  and anthropologists,  but in the final
analysis  seem  not  to take  seriously  their  insistence  on the need to preserve  and sustain  diverse
natural  and human  systems  as being both  sufficient  unto  themselves  and irreplaceable
components  of  an unfolding  global  dynamics.  Nor  does the WDR  fully  recognize  that  change
is constrained  by history;  in natural  terms,  by existing  ecosystems  and gene pools,  and in
human  ones, by the institutions  that  societies  maintain.  Despite  deploring  poverty  and
recognizing  factors  such as the "deeper  spiritual  importance"  (p. 57) and "amenity  values"  of
forests  and other  natural  phenomena,  the WDR's  main  thrust  is that  policy  should  be decided
on tl'ie basis  of  environmental  benefits  and costs.

Even  within  this  market  sphere,  the WDR  could  probe  deeper  into  the practical  efficacy
of  different  policy  lines.  According  to standard  theory  dating  back  to Pigou  (1918),  pollution
taxes  are  an effective  means  to control  environmental  costs.  The optimal  levy  on a polluteras
activity  is  equal  to  its  marginal  social damage,  at  a general  equilibrium  in which  all
microeconornic  "marginal  this =  marginal  that"  conditions  are in force.  Cropper  and Oates
(1992)  give  the details  along  with  the observation  that  if  a pollutee  can undertake  "defensive
activities"  against  a polluter's  incursions,  then  s,'he can be counted  upon  to do so at an
"optimal"  level  without  any  help  from  the State.

But  can  individuals  really  "defend"  themsehves  against  environmental  degradation?
Cropper  and Oates'  conclusion  recalls  Bertrand  Russell's  (1945)  description  of utilitarian
economics:  "aFree  competition,'  in orthodox  economics,  is a very  artificial  conception,  hedged
in by legal  restrictions.  You  may  undersell  a competitor,  but  you  must  not  murder  him  ...
Those  who  have  not  the good  fortune  to possess capital  must  not  seek to improve  their  lot
by revolution  .

Ineffective  defensive  actisiities  were all that  the existing  legal  system  could  allow  the
poor  families  which  used to fish the coral  reefs around  Palawan  Island  in the Philippines  be-
fore  they  were  killed  by an influx  of  eroded  soil after  the forest  cover  was denuded  by land
developers  and large,  profitable  Jogging  companies  with  close  ties to the national  government
(Broad  and Cavanaugh,  1989; WDR,  p. 49).  Alternatively,  the villagers  may  have brought
their  problems  upon  themselves  by non-optimal  overfishing  as traditional  regulation  of  the
coral  "con'unons"  broke  down  owing  to pressures  from  the market  and  population  grovvth.

Either  way,  this  example  of  dying  "fish  homes"  (the Filipino  word  for  coral  reefs) sug-
gests  that  optimal  tax  rules  may  not  be so easy to apply:  especially  for  the poor,  the shapes
of  the relevant  response  curves  are at best known  in highly  uncertain  fashion;  moreover,  the
State  may  not  be politically  free to act (timber  barons  were  pretty  good  at holding  putative
regulators  in check  in the post-Marcos  Pliilippines).  Unstable  prices  as planners  fine-tune
pollution  levies,  can  be economically  disruptive  - the market  will  be unhappy  if  regulators  keep
adjusting  and readjusting  taxes  on polluters  until  either  environmental  standards  or =optimal"
cqriilibrium  conditions  arc  met.

Weitzman  (1974)  tried  to  cut  through  this  veil  of  ignorance  two  decades  ago,  in response
to thcoretical  suggestions  that  decentralized  planning  via price  signals  might  well  con';erge  to
a social  optimum  but  only  after  many  confusing  revisions.  As is often  the case with  good
ncoclassical  economics,  'i)'i"citzmanas  thcorcn"i  embodies  common  sense:  quantity  regulation  is
appropriate  when  its  marginal  bcnefits  in reducing  damages  rise sharply  but  its marginal  costs
do not.  Inability  to control  adequately  toxic  substances  via charges  on their  emission  can
create  high  social  costs;  hence,  one should  opt  for  quantitative  regulation.  Contrariwise,  ex-
cessive  burdens  may  be imposed  on both  polluters  and society  as a whole  if  marginal  benefits
from  excessively  stringent  controls  are constant  but  their  marginal  costs rise at a rapid  rate  -
price-based  instruments  make  more  sense under  such conditions.

2 When  he was Presidential  advisor,  John  Sununu  s views  on the foolishness  of attacking  environment  probletns  were
well  covered  in the international  press,  and the following  seven scholars  will  be cited  in due course.  a'l4aydukc  lisc:a'

is the rallying  cry of  the (sometimes)  eco-terrorist  Earth  First  movement.  G.'iV. Ha>iduke  led the original monkey
aii IL  lRli  gang in llicii  tl(!.Jy:i  Oll  cll'iii'on  ii'iciiLiil5  uiili  ic ii  dl> caliiv.rii.ils  and 11 ILlLiiii  I(:i  ( 'ibbt),  ; r -. 5 ).
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Besides  adopting  'vVeitzman's  distinction  between  policies  tvhich  act  "...  liy  stipulatirig

standards  and  regulations  (cornrnand-and-control  policies)  or by pricing  additional  pollution

or additional  resource  use..."  (page  73),  the WDR  adds  a fcw  otlicr  classifications.  First,  it

separates  direct  and  indirect  approaclies.  Tl-ie former  "...  target  proxies  for  cnvironmcntal

damage,  such  as industrial  emissions  or timber  extraction  ..." while  the  latter  "...  influence

actions  only  indirectly  related  to environmental  dan"iagc,  such  as the  use of  leadcd  gasoline

or land"  (p.  78).  Secondly,  the  State  may  act  directly  to influcnce  choice  of  technology  (with

all instruments  at its disposal,  including  public  investment).  Thirdly,  it can try  to rcvisc

property  rights  such  as land  tenure  laws  and  customs  to influence  environmental  oritcomcs

and,  finally,  it should  recognize  that  interventions  such  as trade  quotas  and  energy  subsidics

have  repercussions  on nature  and  society  via  the  market.

II.  Environmental  policies  in  practice

Chapters  3 and  4 of  the  WDR  set out  these  policy  characteristics,  and  present  examples

- their  general  thrust  is in favour  of  market-based  incentives  but  caveats  are  provided  as well.

Without  going  through  t}ie  lists  in detail,  a few  observations  can  be made:

(a)  One  fundamental  issue  has to do with  the environmental  implications  of  new  in-

vestments;  after  all,  the  World  Bank  is in the  business  of  project  lending.  -I'he iVDR

recognizes  that  "...  numerous  public  investments  - often  supported  by  development

agencies,  including  the  World  Bank  - have  caused  damage  by  failing  to  take

environmental  considerations  into  accormt  or  to judge  the  magnitude  of  the  impacts.

Indonesia's  transmigration  program,  Sri Lanka's  Mahaweli  scheme,  and  Brazil's

Polonoreste  projects  are examples  of  large  programs  that  caused  rinanticipated

damage  in earlier  years"  (pp.  13-14).  More  recently,  the Bank  used  independent

evaluators  to reassess  its 'Narmada  River  Basin  project  in  India,  and agreed  to

finance  resettlement  and  rehabilitation  of  the  people  adversely  affected  (World  Bank

,'!*Tews, 25 June,  1992).

The  WDR  argues  that  sharing  information  with  local  residents  and  applying

appropriate  cost-benefit  analysis  procedures  can avoid  such  difficulties.  It  also

recognizes  that  "...  equally  important  are design  issues  relating  to individual  project

components  - road  alignments,  the  design  of  water  systems,  and  provision  of  access

to forests  and  wetlands"  (p. 14).  Social  and  environmental  awareness  is required  to

address  such  questions;  beyond  setting  general  cost  and  pricing  limits,  it is  not

obvious  that  market  forces  have  much  of  a role  to play.

(b)  There  are also  complications  with  the  cost-benefit  calculus  itself.  As  discrissed  be-

low  (section  4), economists  like  to thirik  macroeconon'ffcally  in terms  of  steadily

growing  supplies  of  all  commodities.  But  suppose  a good  such  as "the  environment"

either  will  be in increasingly  scarce  supply  or  will  be a "luxury"  with  steadily  rising

demand  as income  grows  (details  in section  7) - eitlier  way  its  market  and,  or socially

relevant  "shadosv"  price  will  go up  in comparison  to prices  of  other  cornrnodities.

Under  such  circumstances,  with  environmental  goods  becoming  relatively  more  val-

uable,  the thcoi,'  of  extcrnalities  discussed  above  suggests  that  pollution  lcvics

should  rise  over  time.  Conversely,  investments  wliich  create  environmental  amenities

in  the  future  should  be favoured  now.  Tlie  World  Bank  and  similar  agencies  sliould

evaluate  environmental  projects  with  low  (and  perhaps  declining)  discount  rates

since  their  future  values  as seen  from  today  will  fall  less rapidly  than  those  of  other

goods;  in the  jargon,  their  "own"  rates  of  interest  in terms  of  non-environmental

goods  will  be low.3  The  WDR  (p. 34)  argues  that  environmental  projects  should  not

3 A commodity's  aown" rate  of  interest  measures  how  rapidly  its value  will  fall  in the  future,  as seen  from  today;  vv)ien

trends  in prices  diverge,  then  so will  osvn-interest  rates.  The  argument  in the text  follows  Keynes  (1936,  Cl'iap.  17)

and  Kaldor  (1960),  vvho emphasized  how  trending  relative  prices  make  economic  evaluations  based  on a single,

constant  -real"  interest  rate  meaningless.  lVeitzman  (1992)  brings  out  this  point  in terms  or  investment  project  eval-

uation ysiuii  tl'icrc :n c c.'ytcmalilics,  and prcscnts  an clasti-i5'-bahcd  f'ori'i'i:::.i roi' c("lqpuLiiig  all  =Clli  li i.;a.mcnial'  iiitcrcst
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be evaluated  with  low  discount  rates.  Despite  decades  of  professional  awareness  of

the  implications  of  differing  own-rates  of  interest,  the  WDR  does  not  recognize  the

force  of  steady  trend  in relative  prices.

(c)  Scarcity  values  of  environmental  amenities  may  well  rise,  but  the  effects  on  resource

allocation  are  likely  to be weak.  In  order  to address  most  practical  problems,  n*xes

of  new  investment  and  price,  quantity,  and  technology  policies  will  be applied.  For

example,  the  WDR's  box  3.4  gives  a useful  description  of  how  technical  shifts  (engine

retrofits,  vapour  recovery,  the  use  of  low-lead  gasoline,  etc.),  vehicle  emission

standards  and  inspection,  and  higher  fuel  taxes  may  be able  to make  a dent  on

Mexico  City's  air  pollution.  The  cost  curve  for  cutting  emissions  is  shifted

downward  by  the  gasoline  tax,  but  not  by very  much.  Indeed,  in several  examples

highlighted  in the  WDR,  price  reform  appears  to be substantially  less effective  than

technical  change  in improving  environmental  conditions."

(d)  WDR's  repeated  injunctions  to developing countries  to cut  subsidies  on  energy  and

fertilizer  and water use (many low priceicost  ratios are illustrated  in WDR, figure
3.2)  may  therefore  not  lead  to  much  environmental  response.  The  fiscal

improvements  that  subsidy  reductions  could  bring  may  be far  more  important  in  that

they  would  permit  more  environment-friendly  public  investment,  as will  be discussed

shortly  (c.f.  section  6).

(e)  The  relatively  weak  response  to price  reform  implies  that  "marginal  abatement  cost"

curves  for  polluting  activities  are low  and  fairly  flat,  which  conforms  to economic

intuition.  Environmental  protection  is in its early  days  in the  developing  world.  In

terms  of  Weitzman"s  (1974)  model,  relatively  blunt  quantitative  controls  may  be

more  cost-effective  than  sophisticated  market  manipulation,  at least  until  decreasing

returns  to  cornrnand-and-control  (CAC)  efforts  begin  to kick  in.  Moreover,  the

performance  record  of  market-based  policies  is not  extensive.  The  entire  worldwide

corps  of  interventions  such  as effluent  charges,  emissions  permits,  and  performance

bonds  is marshalled  in WDR's  table  3. l - its numbers  can  be counted  on  two  hands.

As  Cropper  and  Oates  (1992)  take  pains  to  point  out,  several  prograrnmes  are

essentially  trial  runs  and  others  boil  down  to  stimulating  "transactions"  about

polluting  activities  within  plants  or firms.

(f)  There  is a also  a behavioural  reason  for  opting  for  CAC  regulation,  which  WDR

does  not  bring  out.  It may  be effective  in changing  how  people  think  and  not  just

act  (in  economists'  terms,  CAC  can  influence  preferences  and  technology,  not  just

choice).  Both  buyers  and  sellers  of  cars  are  now  far  more  concerned  with  the  dangers

of  emissions  in  the  United  States  than  they  were  a generation  ago  - bureaucratically

onerous  standards  played  a role  in  this  particular  act  of  consciousness-raising.

(g)  CAC  interventions  can  also  help  keep  environment-friendly  social  structures  in

place.  The  WDR's  box  4.4, for  example,  beautifully  describes  the reverence  for

nature  that  permeates  many  traditional  cultures;  as the  authors  fully  recognize,  one

of  its  attributes  is the  maintenance  of  common  property  resources.  The  literature  is

full  of  examples  of  how  opening  local  societies  to the  full  rigors  of  tlie  price  system

can  lead  to both  economic  misery  and  environmental  loss;  in many  cases,  it appears

that  traditional  activities  wiould  have  been  better  served  by  protective  barriers  than

attempts  at stimulating  markets."  Even  apart  from  traditional  cultures,  the  T'VDR

rightly  emphasizes  the  importance  of  cornrnunity  action  and  local  decision-making

rate as a fraction  (perhaps  falling  over  time)  of  the market  rate.  Both  the WDR  and the 'iVorld  Bank's  chief  economist

Lawrence  Summers  (1992)  fail to consider  own-interest  and Weitzman-style  corrections.

4 See box 3 in the "Overview"  on air pollution,  box 3.4 on Mexico  City's smog, figure 5.6 on water supply  and sanita-

tion,  figure  6.5 on air pollution  from  electric  power  generation,  and figure  6.9 on motor  vehicle  emissions.  Table  8.1

is a partial  exception  in projecting  large reductions  in carbon  dioxide  emissions  due to cutting  subsidies to commercial

energy use in fastern  [urope  and t}ie f'ormer  LSSR  (by 29 per cent ab oppobcd  to 11 per cent in deycloping  couiiLries).

But it should  be recognized  that a massive  extrapolation  from the existing  situation  is involved.

5 Just two examples  are given.  Early  on, Feder  (1977) described  how tax concessions  and infrastructure  investment  led

to disenfranchisement  of small  scale farmers  by cattle ranching  in the Brazilian  Amazon;  tradiiional  forest dsvellers

were made destitute  and in some cases simply  wiped out.  Jodha (1986) documents  how common  property  resources

in the Indian  state of Rajasthan  have been reduced  by privatization  associated  with land reform  programmes  unac-

con'i)ianicd  b)  public  support  for rcqriii'cd  capital  f'oi'inaLion and social saf'ct> nr!-ia.
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about  environmental  issues. Such  healthy  institutions  cannot  just  be fostered  by the

market,  which  at its worst  will  generate  ample  side payments  to ensure  that  polluting
activities  take  place  NIeIB\  or "not  in my  backyard."

(h) Observations  along  similar  lines apply  in the area of  foreign  trade.  The  WDR
follows  the World  Bank  line  in stressing  the market-friendly  nature  of  external  trade:

=Libcralized  trade  fosters  greater  efficiency  and higher  productivity  and may  ...

encour[age]  the growth  of  less-polluting  industries  and  the adoption  and  diffusion

of cleaner  technologies"  (box  3. l). Although  the  Bank  never  admits  it, the  assertions
about  efficiency  ap.d productivity  are controversial;  how  more  free trade  will  lead  to
cleaner  technologies  is not  documented  fully  in the WDR.6

Indeed,  some  economic  logic  points  the other  way.  An  internal  World  Bank  memo

attributed  to chief  economist  Lawrence  Summers  and  leaked  to Greenpeace  and  the
Economist  (14  February,  1992)  even  asserted  that  it  is cost-effective  to  site

pollution-intensive  industries  in low-wage  economies  where  the loss of  earnings  due

to increased  mortality  and  morbidity  is small.  Voreover,  =only  the  lamentable  facts
that  so much  pollution  is generated  by non-traded  industries  ... and  that  the unit

transport  costs  of  solid  waste  are so high  prevent  world  welfare-enhancing  trade  in
air pollution  and  waste."  Prudently,  the WDR's  box  3.1 takes  the opposite  tack,

asserting  that  "... developing  countries  do not  compete  for  foreign  investment  in
'dirty'  industries  by lowering  their  environmental  standards."

The  problem,  of  course,  is that  there  are potentially  severe  conflicts  between  liber-
alized  trade  and  environmental  standards.  Trade  restrictions  are visible,  easy  to ap-

ply,  and  can be effective;  that  is why  they  have  played  a big role  in the Montreal
Protocol,  aimcd  at  reducing  atmospheric  ozone  depletion  by  limiting

chlorofluorocarbon  (CFC)  gas emissions,  and in the Convention  on International
Trade  in Endangered  Species  (CITES)  embargo  on the  ivory  trade.  They  also can
give rise to  political  conflicts  in which  environmental  activists  are  on  strong
ground.7  The  basic  disagreement  is that  advocates  of  liberal  trade  want  maximum
limits  on the  stringency  of  regulatory  standards  that  individual  countries  can  impose,

while  the environmental  cornmunity  wants  minimums.  The  Bank  can't  have  it both
11'aVS.

(i)  Although  non-price  interventions  can  be justified  in many  circumstances,  they  bring

their  own  problems.  One  is that  they  inevitably  involve  spending,  either  mandated

to the private  sector  (e.g. motor  vehicle  emission  standards  in the United  States)  or

undertaken  by the  public  authorities.  There  are obvious  limits  to such  actions.  The

private  sector  can only  be pushed  so far  while  government  outlays  in much  of  the

developing  world  are restained  by the international  conjuncture  that  developed  dur-

ing the 1980s.  Downward  trends  in primary  commodity  terms-of-trade,8  the debt

crisis,  and the stagnation  of  overseas  development  assistance  all made  foreign  re-

sources  extremely  scarce,  especially  in Latin  American  and sub-Saharan  Africa.

6 The  strengths  and t'rcakncsses  of  liberal  versus  intcrventionist  trade  and  industrial  policies  in promoting  grouth  are

discussed  by Fanelli,  Frenkel,  and Taylor  (1992).  They  condude  that  aa... there  is room  for debate  about  such

questions,  unacknowledged  by the 1991 WDR."  The  current  WDR's  example  of  how  free  trade  helps  cut  pollution  is

thermochemical  pulping  in the paper  industry,  originally  developed  in response  to  United  States  and European

environmental  regulation.  Adoption  elsewhere  is said  to have  been  - ... quicker  in developing  countries  with  fesver

trade  restrictions.  As late  as 1989,  not  a single  pulp  producer  in Eastern  Europe  had  adopted  this  technology"  (p. 68).

In the socialist  Europe  of  the late  1980s,  how  many  factors  besides  trade  regulation  were  impinging  on this  investment
choice?

7 Tsi'o more examples:  A Danish regulation  mandating  that beer and soft drinks be sold in reusable containers svas
challenged by the European Community  (EC) as an impediment  to free trade under the Treaty of Rome.  The
European  Court first ruled against Denmark  but then reversed itself  and ruled against the EC. A United States ban
on imports  of tuna caught by the encircling  net method (which kills many dolphins)  was challenged by :'ylexico under
the GATT  code; a panel ruled that the United States law was contrary  to GATTas equal treatment  protisions.  The
United States and )Iexico  have yet to put the case before the full GATT  council, partly osving to their ongoing ne-
gotiations  on free trade but also because (as one American  Congressman put it) "dolphins  have lots of votes.a

8 In its box 1.4, the 1992 WDR recognizes declines in real metals and energy prices (both since the 1970s and over this
century),  and argues that they signal that natural  resources are not imminenlJ)i in short supply.  Box 5.5 in the 1991
LVDR minimized  these price movements  and argued that their adverse effects on exporters ii-ere  small. The tivo boxes
do not directly  contradict  one another,  but they do reveal a temptation  of the Bank to read statistics in more than one
l'i il.:  .
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Fiscal  receipts  were  similarly  afT'ected,  putting  severe  restrictions  on public  outlays

including  those  for  the  environment.  The  linked  macroeconomic  and  environmental

implications  of  this  "fiscal  gap"  are taken  up  quantitatively  in section  6.

(j)  ,'Vlore  generally,  there  is no consensus  on how  macroeconornic  factors  and  policy

choices  interact  in determining  developing  country  growrth  (let  alone  the  effects  of

growh  on the  environment).  Fanelli,  Frenkel,  and  Taylor  (1992)  and  the  authors

of  country  studies  collected  in Taylor  (1993)  argue  that  foreign  exchange  restrictions

on imports  and  public  capital  formation  held  down  third  world  economic  perform-

ance  in the  1980s.  By contrast,  the  1992  WDR  insists  on the  absence  of  sufficiently

market  friendly  policy  as the explanation  for  poor  performance.  It draws  on the

previous  year's  version  in asserting  that  "...  countries  with  good  economic  policies

had  average  growth  rates  fully  2.5 percentage  points  higher  than  those  with  middling

and  poor  policies  and  nearly  l percent  higher  than  the  average  projected  growth  rate

for  the  l990s"  (p. 174).9

Questions  about  the  self-assurance  of  World  Bank  econonnsts  inevitably  arise:  Can

we really  determine  the  relative  extents  to which  unfavourable  circumstances  and

market  unfriendly  policies  were  responsible  for  slow  growth?  Which  will  more

strongly  block  creation  of new  resources  for  environmental  or  anti-poverty

programn"ies?  With  its penchant  for  self-citation,  the  World  Bank  has a hard  time

admitting  that  opinions  differ  about  the  answers  to these  queries.

(k)  A final  set of  uncertainties  surrounds  the  role  of  the  State.  The  WDR  continually

takes  little  swipes  at  public  enterprises,  which  allegedly  will  not  respond  to

market-oriented  environmental  policies  because  of  congenitally  soft  budget

constraints.  (The  accusation  is overstated,  but  even  when  it does  apply,  why  not

employ  targeted,  direct  policies  instead?)  Inept  bureaucrats  also  come  in for  the

autliors  wrath.  But  the WDR  also  recognizes  that  no agency  besides  the  State  is

likely  to try'  to establish  local  citizen  participation  in environmental  choices,  protect

the  poor,  or  "close  the  skills  gap"  (p.  91).  In  a field  as  rife  with  economic

cxternalities  and  political  conflicts  as the  environment,  there  is an obvious  need  for

a public  presence,  even  if  it consists  of  nothing  more  than  market-cum-environment

friendly  interventions.  How  the  State  can  be  established  as  a beneficial

environmental  actor  is an issue  that  the WDR  does  not  address.lo

III.  Poverty

Tile  7VDRas  discussion  of  poverty  rindcrscorcs  sensible  points,  but  tends  to be narrow

and  brief.  }4acrocconornically,  it is far  more  straightforivard  than  the  1991 iTIDR.  There  ivas

a negligible  reduction  in the  poprilation  share  and  an 80 million  increase  in the  number  of

people  f"alling  below  a poverty  line  of  USS370  annual  income  pcr  person  (1985  purcliasing

power  parity)  betsvccn  1985  and 1990.  The  total  of  poor  people  in the  latter  year  was  over

1.1 billion  from  a developing  country  population  of  3.8 billion.  These  depressing  recent

developn"ients  are attributed  to slow  output  gro'yvth  (due  to bad  policy  or  bad  luck?);  mention

is  also  made  of  t}ie  worsened  position  of  tlie  poorest  in China  as  it embraced  market

libcralization  in the  second  part  of  the 1980s  (laTIDR,  p. 29).

9 The  word  ahad"  in the  quotation  is misleading.  The  numbers  come  from  table  8.1 of  the 1991  WDR  and  are  based

on model  simulations  by Bank  country  economists,  isho  arguably  have  a vested  interest  in projecting  favourable

outcomes  during  the  1990s  to the  policies  that  they  recommended.  The  1991  WDR's  table  1.5  (apparently  put  together

ly  central  Bank  staff)  postulates  grotslh  rate  increments  of  a few  tenths  of  percent  in response  to market  i'riendliness.

On  a similar  point,  the 1992  WDRas  assertion  that  aExperience  has shown  that,  on average,  the effect  of  domestic

policies  on long-run  grosslh  is about  Rsice  as large  as the  effects  attributable  to ciianges  in external  conditions...=  (p.

32)  is based  on 1991  econometrics  subject  to considerable  doubt  (Frenkel,  Fanelli,  and  Taylor,  1992).

10 )n particular,  box  4.5  mentions  Japanas " ...  stringent  government  regulations  and  negotiations  betsveen  industry  and

ci-ii'iiinuiiilics  ... ' Liul  f:iils  to acknosiiiJgc  thc  ali-cllionlpaSSing  Cciiin'ill!c  i'alc  cir !fiat  natior  c St.irc.
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At  the local  level,  one can scarcely  quarrel  with  the WDR's  (and  Bertrand  Russell's)

contention  that  the  poor  are not  in a position  to buy  their  way  out  of  ecological  trouble  even

if  they  are furiously  optirnizing  "defensive  activities"  withiri  their  feasible  decision  space,  and

would  be less likely  to run  dotvn  natural  resource  endowments  to survive  in times  of  crisis  if

there  were  adequate  social  safety  nets  in place.  Their  weakness  precisely  creates  room  for  the
State  to intervene.  But  just  what  is it supposed  to do?

Dreze  and  Sen (1989)  provide  some  guidance  with  regard  to hunger.  They  agree  with

the WDR  in pointing  out  that  the poor  lack  "entitlements"  or claims  to the social  product.

In  acute  famine  situations  their  purchasing  power  can be severely  squeezed  by spiraling  prices

which  act to reduce  aggregate  demand;  a friendly  solution  to this  market  failure  is to give

stricken  people  cash (say  as wages  in public  works  programmes)  and  let the private  sector

handle  food  distribution.  Chronic  hunger  has been  attacked  best  by directly  supporting  the

spending  power  of  the poor,  or else by making  sure that  they  participate  in the fruit  of
grourth.'l

Similar  logic  applies  in other  spheres  as well.  As seen above,  the  WDR  correctly
emphasizes  the  importance  of  protecting  traditional  societies  with  their  (typically)

conservationist  practices;  the WDR  further  argues  that  the  property  rights  of  the  poor  should

be supported  in general.  But  why  the market  alone  (or  even  supplemented  by the  State)  can

be counted  upon  to ratify  such  institutional  changes  is not  made  clear.  Bertrand  Russellas

pcssimism  continues  to apply:  entitlements  always  flow  easily  into  the hands  of  thosc  with
power  in the  first  place.

IV.  Population  growth

Population  grovith  is an even  more  contentious  area,  around  which  the  WDR  simply

(but  perhaps  unavoidably)  waffles.  There  are several  topics  now  under  intense  debate;  the
Bank's  authors  do their  best  not  to choose  sides.

One  set of  doubts  concerns  the apparently  straightforyvard  task  of  making  population

growth  projections.  The  TIIDR  looks  at three  cases:  a base,  and  variants  with  slow  and  rapid

fertility  declines.  In the base run,  the steady  state  population  is about  12.5 billion  in the

middle  of  the  twenty-second  century.  A rapid  fertility  decline  over  the  next  few  decades  would

lower  this figure  to  10.1 billion  and a slow  decline  would  make  it 23 billion.  As in any

exponential  growth  process,  small  shifts  in rates  of  expansion  cumulate  into  big  differences  in

levels.  Economic  implications  of  this  twist  of  mathematics  will  be taken  up below.

The  differences  in fertility  reductions  between  the low  and  high  projections  correspond

to observations  in countries  where  birth  rates  have  dropped  off  rapidly  (Costa  Rica,  Thailand)

or slowly  (Paraguay,  Turkey).  Which  experiences  are better  predictors  of  the  future  is an open

question.  Perhaps  the  high  fertility  scenario  will  be more  relevant  if  per  capita  income  groviith

remains  slow,  postponing  a demographic  transition  to lower  birt}i  rates.  Such  a vicious  circle
could  be underwa)i  in sub-Saliaran.Africa,  for  example  (IVDR's  box  1.1).

The 'vVorld  Bank's  assumptions  about  mortality  are not  spelled  out  in  the  WDR.

However  the T'VDR population  projections  may  be far  too  high.  The  WDR  tiptoes  around  the

implications  of AIDS,  although  recent,  controversial  groisth  forecasts  tvhich  f"actor  in

mortality  due to the  pandenThc  suggest  that  populations  may  begin  to decline  in central  ,-Vrica

as early  as the  year  2002  (lS7ew "k'ork Tirnes,  22 June,  1992).  This  scenario  differs  sharply  f"rom

the IVDRJs,  in 'ivliich  "...  tlie  AIDS  virus  could  reduce,African  population  groisih  rates  by as

much  as O.5-1.0  percentage  points  in the early  decades  of  the next  century"  (IVDR,  p. 26).  If

high  mortality  from  AIDS  spreads  beyond  Africa  (say  to Thailand  and  parts  of  India),  this

latest  twentieth  century  tragedy  will  make  all population  projections  moot.  Its implications
for  destitution  and  social  breakdown  are somber  at best.

II  Of  the 10 countries  ivhich  performed  best  in reducing  under-5  mortality  bctsveen  1960  and 1985,  C}iile,  Costa  Rica,

Cuba,  China,  and  Jamaica  folloived  the first  "support-ledaa  strategy  and 14ong  Kong,  LnitedArab  Emiratcs,  Kusvait,

Singapore,  and  the Republic  of  Korea  t)"ie second  "groyi'th-mediated"  approach.  Lacking  targeted  intervention,  some

i'apid  gi oi,  ci > ,t=l'i  as Oinaii  ,inJ  I'3i azil  ;oiirsucd  =unaiincd  opi'!.:ncc=  svlii,!:  iliJ  irut  ;illc'iiatc  Iniiygcr  alic:  yicpli'i  a!i.at'i.
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Suppose,  perhaps  optimistically,  that  population  increases  proceed  more  or less as the
World  Bank  foresees.  What  are the implications  for  the environment?  Here,  there  is wide
divergence  in  views  among  experts  and professions.  To surninarizc  tbcm  bricfly,  the general
issues  will  be dealt  with  before  the specifics.

As noted  above  (section  2), economists  like  to think  in tcrn'is  of  growth  equilibria.  That
is, a set of  parameters  can be used to describe  macroeconoinic  balance  when  the economy  is
expanding  exponentially.  "Small"  changes  in one parameter  (say, the population  grotvth  rate)
can be compensated  by little  movements  in others  (say,  the saving  rate  or capital-output  ratio)
to sustain  equilibrium.'2  If  the invisible  hand  works  its magic  through  prices  which  vary  to
mediate  these  adjustments,  then  so much  the better.l3

The WDR  adheres  to the economists'  model,  especially  in emphasizing  the equilibrating
role  of  prices.  For  example,  the reader  is informed  that  the "...  reason  why  some resources  -
water,  forests,  and clean  air a are under  siege while  others  - metals,  minerals,  and energy  - are
not  is that  scarcity  of  the latter  is reflected  in market  prices  and so the forces  of  substitution,
technical  progress,  and structural  change  are strong."  ( WDR,  page 9) Other  scholars,  typically
from  different  disciplines,  stress that  there  are environmental  ceilings  which  ultimately  can
limit  global  economic  growth.  Such  neo-VIalthusian  views  have swung  in and out  of  favour
since  the Essay on Population  was published  196 years  ago.  They  are at the moment  quite
influential;  moreover,  Malthus  may at long  last be proved  right.  Four  sorts of  potential
barriers  to continued  output  growth  are worth  flagging:

(a)  According  to  the  WDR,  "  ... apart  from  small islands  and city-states,  only
Bangladesh,  the Republic  of  Korea,  the Netherlands,  and the island  of  Java...  have
[population]  densities  exceeding  400 per square  kilometer.  By the middle  of  the next
century,  however,  one-third  of  the world's  population  will  probably  live  in countries
with  these...  densities"  (WDR,  p. 7).  The stress on ecosystems  in countries  which
are not  amply  endowed  with  water  and,'or  industry  could  be intense;  already  severe
degradation  is taking  place  in arid  and semi-arid  areas, e.g. in sub-Saharan  Africa.
Solutions  will  require  action  by both  public  and private  sectors.  Even  the WDR
admits  that  "'vlarkets  are...  inadequate  for  spreading  risks  in droright-prone  regions
because  so many  people  are affected  at once"  (WDR,  box  1.2).

(b) Besides  the problems  posed  by high  population  densities  per  se, there  are other  local
and national  environmental  constraints  which  are discussed  in the following  sections.
If  they  begin  to bind,  then  the trade-off  between  growth  in output  per head and
population  increases  could  become  acute.  Some  problems  such as deforestation  and
associated  losses in biodiversity  owing  to species  extinction  spill  over  into  the global
arena.

(c)  Global  warming  owing  to emissions  of  the  greenhouse  gases" (GHGs)  - carbon
dioxide,  methane,  CFCs,  and nitrous  oxide  - could  severely  destabilize  ecosystems
worldwide  as soon as the middle  of  the next century.  Broadly  speaking,  GI-IG
emissions  rise  with  total  GDP,  i.e. increases  in both  income  per capita  and popu-
lation.  The WDR  does not  mention  it, but  limiting  GHG  emissions  could  set up a
political  confrontation  between  poor  countries  with  expanding  populations  which
want  to raise  their  per  capita  outputs  (say, in India  and China,  by exploiting  large
national  coal reserves  with  correspondingly  high particulate  and carbon  dioxide
emissions)  and rich  countries  with  slow  population  growth  but  high  (though  stable)

12 The  arithmetic  of  adjustments  around  groivth  equilibrium  at constant  per capita  income  can be illustrated  with  a
Harrod-Domar  equation  between  output  growth  to the left  of  the equal  sign and population  growth  to the right:  (s k)

- 'E) =  n, where  s is the national  saving  rate,  k is the capital-output  ratio,  3 is the rate at which  the capital  stock  de-
preciates,  and n is the population  grosvth  rate.  Suppose  initially  the numbers  take the values  (0.15/3)  - 0.02 =  0.03.
Then  an increase  in n from  O.03 to O.035 (a big change)  can be compensated  by an increase  in s from  O.15 to O.165
or  a fall  in k from  3 to 2.73,  both  of  which  are moderate  adjustments.

13 Faith  in the ability  of  the market  and society  overall  to adjust  to changing  population  growth  rates characterizes  op-
timists  like  Simon  (1981),  who  argues  that  faster  increases  improve  the human  condition.  In the 1984 WDR  devoted
to population  issues, the 'lVorld  Bank  took  the middling  to pessimistic  view  of  the effects of  population  expansion  on
output  grosvth  which  was characteristic  of  pre-Reaganite  Washington  orthodoxy;  since then,  its statements  prior  to the
1992 WDR  have  tcndcd  to motc  iri tlie optiinistic  direction.
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emissions  per  head.  Of  course,  the  rich  countries  have  been  responsible  for  the  bulk

of  GHG  (not  to mention  CFC)  production  since  their  industrialization  began  200  to

300  years  ago.

(d)  As Malthus  feared  long  ago,  food  supply  could  become  scarce.  The  WDR  rightly

points  out  (WDR,  figure  7.1)  that  world  cereal  production  almost  doubled  from  1.0

billion  to 1.9 billion  tons  between  1965  and  1990,  owing  to an increase  of  a few  per

cent  in cropped  area  and  a big  expansion  in yields  per  hectare.  Can  output  rise

further  to 3.6 billion  tons  by  2030  to meet  the  Bank"s  baseline  population  growth

projection?

Even  ignoring  the  (largely  unknown)  implications  of  global  warming,  the answer  will

depend  on  limiting  factors  affecting  agriculture  in different  parts  of  the  developing  world,  e.g.

(i)  the  absence  of  unused  land  in South  and  East  Asia  and  the  Middle  East;  (ii) an increasing

scarcity  everywhere  of  suitable  sites  for  new  irrigation  projects  along  with  rising  investment

costs;  (iii)  non-agricultural  demands  for  land  and  water;  (iv)  competition  of  non-staple  crops,

animals,  and  export  crops  for  resources  which  could  be used  to produce  basic  foods;  (v)  no

real  research  breakthroughs  in raising  yields  for  coarse  grains  and  roots  and  tubers  like  the

"green  revolution"  for  rice  and  wheat;  and  (vi)  observed  yield  decreases  for  "green  revolution"

crops  in the  1980s  owing  to new  diseases,  increasingly  pesticide-resistant  insects,  depletion  of

soil  micronutrients,  and  waterlogging  and  salinization  associated  with  irrigation.

Some  specialists  find  the  yield  trends  and  other  factors  just  mentioned  extremely  dis-

quieting.l4  However,  the  WDR  believes  that  "...  long-term  observation  will  make  possible

understanding  and  management  of  these  problems"  (WDR,  box  7.3).  If  the  WDR  is correct

about  sustainable  yields  for  high-intensity  agriculture  and prospects  for  conservationist

farming  and  integrated  low-intensity  operations  involving  staple  foods,  forage,  forestry,  and

ruminants  (WDR,  table  7.2 and  box  7.1),  then  doubling  food  supplies  between  1990  and  2030

may  well  be feasible.  But  it will  certainly  be no  mean  task.

To summarize,  if  the  world's  population  doubles  (with  most  of  the  increase  occurring  in

developing  countries)  over  the  next  40 years,  this  factor  could  be a source  of  substantial

pressure  on  the  environment  - especially  if  output  per  capita  grows  steadily  as well.  The  WDR

follows  the  majority  of  economists  in working  with  projection  models  which  preclude  strict

environmental  limits  to growth.  A question  which  any  serious  report  should  entertain  is

whether  exponential  output  expansion  will  cease  to be feasible  in  the  decades  to come.  The

implicit  view  of  the  World  Bank  is that  this  risk  is slight.  It  would  be reassuring  to know  the

reasons  why.

V.  Water,  industry,  energy,  motor  vehicles  and agriculture

'vVhen  the  WDR  stops  trying  to think  globally  and  discusses  policy  actions  locally,  it is

on  firmer  ground.  Chapter  2 of the  WDR  gives  a sympathetic  assessment  of the

environmental  problems  that  poor  people  in  developing  countries  face  - unsafe  water,

inadequate  sanitation,  soil  depletion,  indoor  smoke  from  cooking  and  heating  fires,  and

outdoor  smoke  from  coal  burning  - while  chapters  5-7 suggest  policy  solutions.  Some  are

sensible;  others  suffer  from  the  deficiencies  noted  in sections  l and  2 above.

If  clean  water  and  sanitation  are  not  adequately  provided,  the  poor  (especially  children

suffering  from  diarrheal  diseases  and  women  who  spend  immense  amounts  of  time  carrying

water)  bear  the  brunt  of  the  social  costs.  The  WDR  presents  both  rirban  and  rural  examples

to suggest  that  families  might  be willing  to pay  for  improved  water  supply.  At  the  retail  level

- with  adequate  regulation  - private  companies  may  be able  to hold  down  delivery  costs.

These  pieces  of  evidence,  which  ". . draw  heavily  on the  cumulative  experience  of  the

World  Bank  water  sector  staff"  (WDR,  p.  180),  lead  the WDR  to recornincnd  tl'iat  water

14 See Daily  and Ehrlich  (1990) and Pimentel  (1991).  These authors  are known  for producing  pessimistic  scenarios.
[3ut docs that mean thc \'i'orld  Uank c;'in rulc them irrelevant  to tlic Jcbatc".
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supply  should  be privatized  to the  extent  possible,  despite  the  fact  that  "private  involvement

in the  sector  is not  a panacea  and  is never  simple.  In  the  United  Kingdom  water  privatization

is generally  considered  to be the  most  complex  of  all privatizations  undcrtaken"  (HIDR,  p.

111).  Even  if  private  water  delivci'y  (with  associated  public  regulation)  was  put  in place,  the

Bank  has  estimated  that  sustained  investment  in  facilities  would  still  have  to rise  by  about  O.1

per  ccnt  of  GDP  to help  "...  bring  about  dramatic  increases  in access  to sanitation  and  clean

water  within  the  next  generation"  (WDR,  p. 113).'5

The  corresponding  extra  investment  in sanitation  would  be of  the  same  magnitude,  but

privatization  of  service  delivery  (especially  for  treatment  and  disposal  of  sewage  and  solid

wastes)  may  prove  less  attractive.  Successfu}  programn'ies  from  Recife  and  the Orangi

squatter  settlement  outside  Karachi  are put  foryvard  to suggest  that  community-organized

sewage  collection  schemes  can  be effectively  implemented.  This  observation  is no doubt  true,

but  it also  bears  noting  that  Recife's  "condorninial"  collection  system  has not  taken  hold

elsewhere  in Brazil  and  the  Orangi  prograrnrne  is one  of  several  improvements  in that  settle-

ment  organized  by  Akhter  Hamecd  Khan,  a politically  well-connected,  charismatic  leader.  In

the  absence  of  such  a powcrhouse,  the  task  of  organizing  sewerage  projects  may  have  to fall

back  on local  cadres  of  the  State.

With  regard  to air  pollution,  residents  and  visitors  in such  places  as Beijing  and  New

Delhi  can  attest  that  levels  of  "suspended  particulate  matter"  (good  old  soot  and  dust,  or

SP:Sr4)  in their  air  can  be apalling;  on bad  days,  the  atmosphere  in &Iexico  City  and  Bangkok

is poisonous  with  motor  vehicle  smog.'6  In total,  1.35  billion  urban  dwellers  in developing

countries  lived  in cities  with  SPV  levels  exceeding  (relatively  stringent)  'vVorld  Health  Organ-

ization  norms  in  the  mid-1980s  (WDR,  figure  2.4).  About  500,000  premature  deaths  per  year

could  be averted  if  SP:'vI concentrations  were  brought  down  to levels  deemed  safer  by WHO

guidelines.  Respiratory  ill  health,  especially  among  women  and  children,  is also  provoked  by

indoor  pollution  from  cooking  and  heating  with  biomass  (wood,  straw,  and  dung)  and  coal  -

perhaps  400  to 700  million  people  are  exposed  to such  risks.

Tlhe  IVDR's  cliaptcr  6 recommendations  about  how  to deal  with  these  problems  are a

mixed  bag.  Urban  pollution  comes  from  electricity  generation,  industry,  and  motor  vehicles.

Each  source  )ias  to be dealt  with  on its own  terms.  Price  reform  is emphasized  in all  cases,

but  as  observed  in  note  3, the  chapter's  diagrams  suggest  that  its  efficacy  in reducing

emissions  is considerably  less than  abatement  measures  - all  of  which  cost  real  money.  The

annual  investments  reqriired  for  cutting  emissions  from  coal-fired  power  stations,  controlling

motor  vehicle  emissions  and  switching  to unleaded  fuels,  and  reducing  emissions,  effluents,

and  wastes  from  industry  would  all  amount  to O.1 per  cent  to O.3 per  cent  of  developing

country  GDP  on a sustained  basis.

The  iVDR  also  points  out  that  new  technologies  (not  just  imports  of  existing  industrial

country techniqries) can plant a role in rnitigating  these pollution  problems.  It is relatively
sanguine  about  prospects  for  solar  power  (WDR,  pp.  122-123)  and  recognizes  that  nuclear

power  generation  is not  cheap.  &Iass  production  of  improved  biomass  stoves  is proposed.

The  ITIDR  stresses  t}iat  subsidies  on some  technologies  and  taxes  on others  (e.g.  on carbon

use),  as well  as substantially  increased  spending  on  research  and  development  will  be required

if  these  innovations  are  to fulfil  their  promise.

Rcscarch  and  development  will  also  be crucial  to agriculffire,  for  example,  in finding

ivays  to reverse  the  trend  toward  lower  yields  mentioned  above  as well  as to attack  soil  losses,

salinization,  and  other  problems.  Hotvaver,  such  expendiffircs  stagnatcd  in tlie  1980s  and  still

concentrate  more  on  commodity  programmes  thap  an  integrated  approaches  to  the

sociocultural  riddles  tliat  thc  sector  presents.  &Iaintaining  con'unon  property  ownership  sys-

tcms  that  help  assure  sustainable  resource  management  by  cornrnunities  ( WDR,  pp. 142-144)

is a case  in  point.  Rcscarch  is needed  to  generate  concrete  proposals  aborit  how  this  goal  can

be assured.  Political  action  may  also  be required.  The  WDR  points  out  that  security  of  land

temire  (either  farnilial  or  communal)  can  be essential  to  reduce  poverty  and  defend  the

environment,  but  somehotv  fails  to mention  land  reform.

15 This goal presupposes  that overall  water supplies will be =adequate.aa Economics  is necessarily  involved  in defining
the term, but siith rapidly  groiving  populations  absolute  water supply  limits  may begin to bind in arid regions of  the
:Sliddle  East and elsesshere.

16 Besides damaging  respiratory  systems, vehicle  smog also can lead to high blood  levels of lead, contributing  to IQ loss

in cln:,:icii  aiiJ  li>licitciision  in adults. The problem  is ci'ic'lcmic ii'i [1,ingkok,  lF'.:co  Cite, ,iiiJ  c: J1CIC.
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Other  agriculture-related  questions  singled  out  for  discussion  include  management  of

forests  and preservation  of  diverse  habitats  and species.  Along  with  global  warming,  both

topics  wcre  subject  to intense  debate  at the United  Nations  Conference  on the Environment

and  Development  (tJXCED)  held  in Rio  de Janeiro  in June  1992.

One major  issue  in forestry  is overcutting  in humid,  tropical  areas.  During  the past

decade  or so, Thailand  and  the Philippines  have  been  logged  out,  and t}ie State  of  Sabah  in

:'vlalaysia  will  soon  follow  suit.  Economists  such  as Repetto  and  Gillis  (1988)  attribute  such

boom-and-bust  exploitation  to two  factors  - concessions  granted  to private  sector  Jogging

companies  are  valid  for  only  a few years  so that  they  have no incentive  to engage  in

sustainable  yield  forestry,  and  log export  restrictions  imposed  in the hope  of  promoting  do-

mestic  industry  tend  to hold  down  current  "stumpage  value"  (the  difference  between  log  prices

and  Jogging  costs)  and  therely  the discounted  net  worth  of  the standing  forest.

To the extent  that  this  analysis  is correct,  it raises  questions  about  who  should  capture

stumpage  value  - long-term  concessionaires  or the State  through  appropriate  regulation  of

short-term  contracts?  Either  approach  could  help  lead  toward  sustainable  yield  forestry,  but

practical  difficulties  often  arise,  e.g. State  Governments  in Malaysia  have  awarded  profitable

short-term  concessions  with  low  stumpage  fees because  they  are under-financed  from  the

centre.

More  fundamentally,  there  is a question  as to whether  "correct"  economic  incentives

will  be sufficient  to prevent  buccaneers  from  making  fast  profits  - recall  that  discount  rates

are  supposed  to be high  in poor  economies.  If  rapid  exploitation  is the  rule  - as suggested  by

several  centuries  of  raw  materials'  booms  under  capitalism  in both  now  developed  and  devel-

oping  corintries  - then  to the extent  possible  public  control  may  be required  to protect  tropical

forests.

One  reason  why  the  world  market  may  opt  for  preservation  of  forests  and  other  endan-

gered  ecosystems  is biodiversity  - there  can be substantial  pay-offs  to development  of  new

pharmaceuticals  and  other  biological  products  on the basis  of  cheinicals  found  in nature.  The

classic  example  is the  isolation  in  1954 of two  cancer-fighting  alkaloids  from  the rosy

periwinkle  of  Vadagascar  by Eli  Lilly  and  Co.  By the  time  the  patents  had  run  out,  Eli  Lilly

had  made  hundreds  of  millions  of  dollars  from  these  drugs,  and Yadagascar  not  one penny

(Science,  19 June  1992).

This  potential  conflict between tropical  country suppliers and industrial  countr5t  users
of  their  products  underlay  the debate  about  the biodiversity  treaty  at the United  Nations

Conference  on Environment  and Development  (tJXCED)  meeting,  which,  at the  prompting

of  its biotechnology  industry,  the United  States  refused  to sign.  While  the treaty  was being

discussed,  :?Ierck  and  Co. (another  United  States  drug  firm)  agreed  to pay  Costa  Rica  USSI

million  for  the  right  to analyse  hundreds  of  indigenous  plant  and  animal  extracts  for  possible

commercial  uses, plus  an undisclosed  royalty  on any  marketable  product.  'vVhether  this  deal

will  be market  and  environment-friendly  in Costa  Rica  remains  to be determined.  As  is often

the  case when  a transnational  corporation  deals  with  a developing  host  country,  the  price  that

:SAerck  paid  for  access  n'iay  not  have  been  excessively  }iigh.

VI.  International  resource  transfers

The  environment  presents  challenges  to developing  countries  and the world  in many

dimensions  - natural,  cultural,  political,  and econon"iic.  All  aspects  were  debated  at tbe

UNCED  Rio  meeting,  some  without  sharp  resolution  (e.g. weak  wording  in the convention

on means  to address  global  warming)  and others  in conflict  (the  biodiversity  treaty).  The

volume  of  resorirces  needed  by developing  countries  to attack  their  environmental  problems

was  also discrissed.  The  macrocconornic  implications  are taken  up in this  section.

The  table  below  gives two  sets of  estimates  of  the yearly  spending  required  to reach

plausible  environmental  targets  in the reference  year  2000  (at  which  point  GDP  in the devel-

oping  yvorld  mig)it  bc a bit  more  than  USS5  trillion  in 1990  prices).  The  first  comes  from  the

WDR:s figures, as discussed above, and the second from the 'yVorld Institute  for DcvcloHi:=nt



ESTIMATES  OF ENVIRONMENTAL  RESTORATION  COSTS  IN THE YEAR  2000

(Billions  of 1990  dollars  per  year)

World  Bank WIDER

Investment  in water  and sanitation 10

Reducing  emissions  from  coal-fired
power  stations 7

Reducing  motor  vehicle  pollution 10

Reducing  industrial  pollution 10-15

Raising  energy  efficiency 11

Developing  renewable  energy 15

Agriculture  and  forestry  programmes 20-25 23

Family  planning  (including  more
education  for  girls,  financial
incentives,  etc.) 8 33

Tota  I 65-75 82

Source:  : World  Development  Report  1992,  Development  and  the  Environment,  table  9.2;  Jayawardena  (1991).

Economics  Research  (WIDER)  as summarized  by  Jayawardena  (1991).17  Substantial  outlays

are  obviously  involved  - an initial  difficulty  is that  their  proposed  destinations  as specified  by

the  WDR  and  IVIDER  differ  in  ways  that  illustrate  conflicting  priorities  in the  environmental

debate.

The  WDR  targets  USS37  to  42 billion  to  the  local  and  national  problems  that  it

emphasizes  - water  and  air  pollution,  sanitation,  and  cleaning  up  industrial  emissions,

effluents,  and  wastes.  In  contrast,  WIDER  proposes  USSII  billion  for  raising  energy

efficiency  (which  partly  overlaps  with  the  WDR's  industrial  recornrnendations)  and  USS15

billion  for  putting  renewable  energy  generation  in place.  Along  with  family  planning  and

related  activities  (for  which  WIDER  allocates  USS33  billion),  renewable  energy  production  is

a first  world  environmentalists"  concern.  As  seen from  the  North,  both  population  control

and  renewable  energy  reduce  the risks  of  global  warming  in a politically  palatable  way.

Arguably,  poor  people  in  the  South  are  more  concerned  with  quality  of  life  as highlighted  in

the  'vVorld  Bank's  spending  rccomrnendations  (and  might  net even  mind  using  more  energy,

regardless  of  how  it is manufactured).  Finally,  both  sources  suggest  that  over  USS20  billion

per  year  will  be needed  to assure  agricultural  sustainability  and  output  groyvth.

Without  trying  to judge  the  conflicting  motivations  beliind  the  table,  its bottom  line  is

that  if  both  dcvclopcd  and  developing  countriesa  environmental  priorities  for  the  tliird  world

are addressed,  then  well  over  USSIOO  billion  in annual  outlays  might  be required  in the  year

2000  - roughly  2 per  cent  of  developing  countries"  total  GDP  and  O.35  per  cent  of  the  ivorldas.

This  is not  a trivial  sum,  even  on  the  world  scale.  It  bears  recollection  that  the  first  and

second  oil  shocks,  the  Volcker  interest  rate  shock  around  1980,  and  the  famous  American  twin

deficits  five  years  later  all  amounted  to around  l per  cent  of  world  GDP  and  made  the  system

ring  like  a bell.  The  adverse  external  shock  that  poor  economies  received  from  falling  terms

17 The  IVIDER  cost estimates  are based on in-house  research  coordinated  by Partha  Dasgupta  and Karl-Goran  14aler
and on  Lester Brown,  et al. (1988),  with ihe latter  source providing  the cost figures for population  control  (lVorld
li'istitutc  f'or Development  [conomics  Rcscarc)i  ('iVlD[R)).
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of  trade  and the debt  crisis  in the 1980s was about  3 per cent  of  their  GDP,  and authors  suc}i

as Fanelli,  Frenkel,  and Taylor  (1992)  (op. cit.)  argue  that  it was directly  responsible  for  a "lost
decade"  of  grotsrth  in Latin  America  and sub-Saharan  Africa.  The rencsvcd  capital  inflosvs
required  to  support  "socially  necessary"  output  groivth  rates  (Taylor,  1992),  plus
environmental  outlays  as advocated  by both  the World  Bank  and 'vVIDER  in the table  above
might  sum to over  4 per cent of  developing  country  GDP  and almost  I per  cent  of  the global
total.  Even  if  such flows  did not  strongly  perturb  the system,  where  could  the money  come

from?

A rise in internal  third  world  savings  rates by several  points  of  GDP  is not  likely;  nor
would  the "Keynesian"  problem  of  converting  the extra  saving  into  physically  and environ-
mentally  productive  investment  be easy to solve.  Fiscal  questions  arise as well,  since a sub-
stantial  environmental  effort  would  be required  by  a public  sector  which  was  almost
obliterated  in some countries  by austerity  progran'unes  during  the 1980s.  Indeed,  as empha-
sized by a new generation  of  "three  gap" models  (Taylor,  1993),  fiscal,  saving,  and external
restrictions  on growth  (and  by extension,  environmental  improvement)  are indissolubly  linked.
The  private  sector  certainly  has a role  to play  in ecological  and cultural  rcncwal,  but as we
have  observed,  it cannot  carry  the burden  alone.

Resources  from  developed  economies  are also likely  to be in short  supply.  During  the
late 1980s,  South  to North  transfers  were  on the order  of  USS 100 billion  per  year.  These  flows
slackened  somewhat  in the early  1990s (and  even reversed  for  some  countries  owing  to direct
foreign  investment  and repatriation  of  previous  capital  flight),  but  any  net flow  southward  still
falls  well  short  of  the magnitudes  required  to break  the foreign  exchange  and fiscal  bottlenecks
to satisfying  growth  and environmental  needs.  The industrial  countries  have  pressing  internal
demands  and will  try  to fill  a huge financial  gulf  in the former  socialist  economies.  Unless
their priorities  change,  they  are not  likely  to open their  purses  wide  for  environmental  con-
cerns  in the third  world.

The  question  of  priorities,  however,  remains  unresolved.  Historically,  "if  a single  lesson
can be drawn  from  the early  history  of  conservation,  it is that  States  will  act  to  prevent  envi-
ronmental  degradation  only  when  their  economic  interests  are shown  to be directly  threat-
ened"  (Grove,  1992).  Between  developed  countries'  fear of  global  warming  and the quest  for
profits  from  biodiversity  - (a potentially  handsome  economic  gain)  - it may  be that  an  annual
USSIOO  billion  southward  flow  by the end of  the decade  will  be in  place.  But  the poor  econ-

ornies  should  keep their  fingers  crossed.

VII.  Conclusions

One  interesting  exercise  in  the  WDR  follows  Kuznets  and  Chenery  in  tying

environmental  indicators  to  per  capita  GDP  (figure  4 in  the  WDR  Overview).  In
cross-country  statistical  averages,  the shares  of  the population  without  safe water  and (urban)
sanitation  fall steadily  to around  20 per cent wlien  national  per  capita  income  is about
USS2000  (in the World  Bank's  "upper  middle  income"  range)  and continue  more  slowly
downward  at higher  income  levels.  In the urban  air, SPM declines  from  a peak of 1200
micrograms  per cubic  metre  to an "acceptable"  level  of  100 rnicrograms  above  an  income  level
of  USSI0,000.  These  indicators  all suggest  that  improving  the environment  is a 'luxury"  along
the lines  discussed  in section  2.

Other  measures,  however,  seem to point  tlie other  way.  For  exan'iple,  carbon  dioxide
emissions  per capita  are low  in poor  countries,  and commence  to rise steeply  at upper  middle
income  levels  toward  the rich  country  figure  of  15 tons  per year.  This  tendency  again  under-
lines  developing  and developed  countries"  asymmetrical  contributions  to global  warming.  If
emissions  as a function  of  per capita  income  stabilize  at some level  in tlie  future  (which  ap-
parently  will  be required  to avoid  catastrophic  warming  in the long  run),  we will  leave another
example  of  an income-elastic  environmental  response.

These  relationships  suggest  that  countries  have different  "tastes"  and deploy  different

technologies  to deal svith cnvii'anmcntal  problems  at divci-sc  incon'ic  Ic'sc!s.  Acco:'jing  to the



WDR,  the  curves  have  moved  downward  somewhat  over  time,  ... providing  an opportunity

for  countries  to develop  in a less damaging  manner  than  was  possible  earlier=  (WDR,  p. 10).

This  thought  is hopeful,  but  does  not  get  the  environment  very  far.  Given  the  cost  estimates

discussed  in section  6, major  gains  will  be unlikely  in the  short  to medium  run  unless  public

preferences shift in their favour and7"or  new abatement  technologies come onto the scene. The
market  can  support  such  developments,  but  they  have  to be initiated  by enlightcncd  public

opinion  and  the State.  As  an important  actor,  both  economically  and  in terms  of  shaping

international  points  of  view,  the  World  Bank  can  play  a big  role  in helping  these  processes

along.  Its  obsession  with  market-friendliness  notwithstanding,  the  latest  World  Development

Report  represents  an excellent  start.
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ON  GRADUALISM,  SHOCK  TREATMENT  AND
SEQUENCING

Jose M.  Fanelli  and Roberto  Frenker

Executive  Summary

The paper presents a critical  assessment of  some relevant issues regarding the discussion on
shock as opposed to gradualism in the implementation of  economic adjustment. Since the discussion
of these issues has emerged and developed in the literature on liberalization reforms under t1ie
heading of"the  problem of sequencing", much of the paper is devoted to analysing such a problem.

The initial  proposals of  liberalization reforms were based on static arguments  regarding the
welfare advantages of  free markets, and lacked an analysis of the dynamic path of the economy
when it moves fiaom a "repressed" setting to a complete elimination of  non-market constraints. The
lack of a systematic analysis was apparent when it was necessary to account for  some failed  liber-
alization attempts in the early 1980s, particularly with regard to the dramatic collapse of the so-
called  Southern  Cone experiments.

The lessons on the sequencing of  liberalization which appear in the market-friendly approach
literature may be synthesized as follows.'

( / ) The transitional period is very long and difficult to manage. During this period the role
of  the State is crucial in designing the speed and attributes of  each stage of  liberalization, especially
regarding trade, the decontrolling of the capital account and the financial  system.

(2)  The transitional period can be very painful and the Government has to take politica7
constraints  into  account.

(3) During the transitional period, there will be a reduced availability of  credit.

( 4) The S tate has a crucial role to play with regard to the regulation of  the economy. The
analysis offinancial  crisis in the Southern Cone of  Latin America, the Philippines and Turkey shows
that the financial  system must be tightly supervized by the authorities including, eventually, credit
rationing and the control of  interest rates.

This set of  lessons was extracted from the analysis of  processes of  liberalization reform which
were implemented in the past. The reforms that are now under way will  give rise to several lessons
as well. iWany LDCs are now taking decisive steps in the direction of  market liberalization. Beyond
the"optimality"  of the market-fi-iendly approach strategy, the hypothesis that the adoption of such
a strategy is a consequence of the weaknesses of the State cannot be discarded. The strategy

promises to sohie simultaneously two fundamental  problems of  the S tate.' lack offinancing,' and lack
of a clear definition of the State's role in developinent. The two fimdainental  pi-obleins  are not
solved  but  rather  by-passed  by the Washington  Consensus  approach.  The lengtiiy  transitional  period

of  the liberalization strategy requires an efficient intervention by the State ssihile the launching of the
reform per se is unlikely to fulfil  the financing needs of the economy.

Is it best to approach the study of the reforms which many countries are de facto
implementing by considering them a problem of "sequencing"? This may not be the best strategy
from either an economic policy or a theoretical point of  view. Instead of beginning from a rather
abstract notion of a fully-liberalized  economic setting, and examining the supposedly correct

sequence of steps needed to reach it without difficulties, it would be more fruitful  to examine
concrete steps of  reform then to analyse the specific dynamics they generate. Room should be made
to consider the potential role that government and market failures could play in determining the
effects of  specific measures.

In addition, the possibility that the dynamic path generated by tlie reform might be explosive
sliould not be discounted. In the evaluation of the reform experiences, iri terms of "correct" or "in-

Coiiiinciits  on a pi'csiiiub  draft  b)  Gcrry  llclleintcr  arc  gratefully  acknoivledgcd.
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correct"  sequencing,  many  authors  make  a strong  a priori  assumption:  correctly  ordered  liberalizing

reforms atways set the economy on a stable path with a significant rate of  growth. This assumption
has no foundation other than beliefs dern'ed from simplistic models and there are no reasons to
exclude a priori  tlie possibility of  explosive paths or stagnant equilibria. This is true independently
of  the order in which reforms are implemented. Such assuinptions do not help in understanding the
characteristics of real reform processes. It is a fact that rnany liberalization attempts gave rise to
explosive paths which must be accounted for.  Obviously, the relevance of tiiis issue is not only
analytical.

Introduction

"Liberalizing  a highly  repressed  economy  has

been likened  to walking  through a minefield.'
your  next  step  might  be your  last."

McKinnon,  1991,  page  X.

The  purpose  of  this  paper  is to  present  a critical  assessment  of  some  relevant  issues  regarding

the  discussion  on  shock  as opposed  to gradualism  in the  implementation  of  economic  adjustment.

Since  the  discussion  of  these  issues  has  emerged  and  developed  in the  literature  on liberalization

reforms  under  the  heading  of  "the  problem  of  sequencing",  it is worthwhile  making  an effort  to

analyse  such  a problem.

The  initial  proposals  of  liberalization  reforms  were  based  on static  arguments  regarding  the

welfare  advantages  of  free  markets,  and  lacked  an analysis  of  the  dynamic  path  of  the  economy

when  it moves  from  a "repressed"  setting  to complete  elimination  of  non-market  constraints.  The

lack  of  a systematic  analysis  of  the  dynamic  properties  of  the  model  was  clearly  noted  when  it was

necessary  to account  for  some  failed  liberalization  attempts  in  the  early  1980s.  This  was  partic-

ularly  so with  regard  to the  dramatic  collapse  of  the  so-called  Southern  Cone  experiments.  Since

the  failures  vvere  attributed  to  the  order  in  which  the  liberalization  measures  were  implemented,  the

search  for  a "correct"  order  of  implementation  gave  rise  to the  emergence  of  the  issue  of  sequencing

as a more  or  less delimited  area  of  research  inside  the  liberalization  framework.  Interest  in the  is-

sue increased  during  the  1980s  as many  LDCs  and  former  socialist  countries  embarked  on struc-

tural  reform  and  it was  necessary  to evaluate  the  cost  and  benefits  of  a gradual  versus  a shock

approach  to liberalization.

In  this  way,  the  discussion  of  the  dynamic  properties  of  the  liberalization  framework  was

motivated  by  "real  world"  phenomena  rather  than  by  theoretical  considerations  and,  consequently,

from  the  very  beginning,  the  analysis  of  the  "problem  of  sequencing"  was  inextricably  related  to

economic  policy  questions.  Hence,  account  is taken  not  only  of  theoretical  issues  but  also  of

concrete  experiences  of  liberalization  in the  discussion  which  follows  the  dynamic  questions  posed

by  structural  reform.

The  paper  is organized  in four  sections.  The  first  section  intends  to place  the  sequencing

problem  in  the  literature  on  liberalization  reforms  and  to identify  different  aspects  of  the  problem.

The  second  and  third  sections  comprise  a critical  survey  of  the  sequencing  issue  organized  around

the  different  aspects  defined  in the  first  section.  Whereas  the  first  three  sections  mainly  focus  on

a critical  assessment  of  the  consistency  of  the  liberalization  framework,  the  fourth  section  presents

an analysis  of  two  experiences  of  liberalization  reforms:  Argentina  and  Chile  in the  late  1970s.

Because  these  two  cases  played  an important  role  in the  gestation  of  the  issue,  reviewing  the  ex-

periences  and  contrasting  the  present  analysis  with  the  sequencing  approach  offers  a complemen-

tary,  applied  perspective  to the  previous  sections.  The  last  section  includes  some  conclusions  and

a suggestion  to redefine  sequencing  as a research  issue  outside  of  the  liberalization  framework.
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I.  Liberalization  and sequencing

The  authors  who  adopt  the  liberalization  approach  to development  do not  doubt  that  de-

veloping  countries  should  rely  more  on  the  market  mechanism.lEdwards  (1986)  put  it in  a nutshell

when  he said that  an "impressive  body"  of empirical  evidence  indicates  that  liberalized  and

export-oriented  economies  outperform  - in  terms  of  both  growth  and  equitable  income  distribution

- repressed  and  closed  economies.  Along  the same  lines,  Krueger  (1986)  wrote  "the  enormous

success  of  Europe  and  Japan  in expanding  output  and  raising  living  standards  was  clearly  related

to the  sustained  liberalization  of  trade  and  capital  flows"  (page  15).  The  long-run  steady-state

benefits  of  liberalization  stem  from  the  fact  that  free  trade  and  the  absence  of  disturbances  of  the

market  mechanism  lead  to a maximum  degree  of  allocation  efficiency  and  to the  specialization  of

the  economy  along  the  lines  of  comparative  advantage  (Michaely,  1986).  Other  beneficial  conse-

quences  are  that  technical  efficiency  increases  via  competition  while  rent-seeking  (Krueger,  1974)

and  directly  unproductive  profit-seeking  activities  (Bhagwati,  1982)  are eliminated  as long  as the

freeing  of  markets  impedes  the  creation  of  artificial  scarcities.  Balassa  (1986)  emphasizes  that  it

is necessary  to take  into  account  the  effects  not  only  on inter-  industry  specialization  but  also  on

intra-industry  specialization;  improvements  in  x-efficiency  and  unused  capacity.

The  basic  diagnosis  of  the  liberalization  literature  is, then,  that  instability  and  stagnation  in

less developed  countries  are  rooted  in the  malfunctioning  of  markets.  Although  the  neoclassical

approach  recognizes  that  markets  may  not  work  well  because  of  the  existence  of  market  failures,

on  "empirical"2  grounds  this  literature  tends  to assume  that  this  is not  generally  the  case.  If  market

failures  exist,  the  effects  are supposed  to be negligible.  Therefore,  liberalization  is always  welfare-

improving.

The  assumption  is that  it is excessive  government  intervention  which  explains  the  failures  in

the  functioning  of  market  structure.  Government  failure  is much  more  relevant  than  market  fail-

ure.  .According  to Lal  (1990)  policy-induced  distortions  "have  done  more  damage  to Third  World

prospects  than  the so-called  endogenous  distortions  in these  economies  that  the policies  were

meant  to cure"  (page  268).  It follows  then  that  what  is needed  to overcome  macroeconomic  in-

stability  and  to  restore  the  growth  process  is to eliminate  the  non-market  disturbances  induced  by

Government.  Once  removed,  resources  will  be optimally  allocated  according  to market  signals.

Krueger  (1986)  provides  the  following  definition  of  liberalization:  "A  market  is liberalized  if

there  are  no quantitative  restrictions  attempting  to control  either  buyers  or sellers,  from  which  it

would  follow  that  liberalization  is the  act  of  removing  quantitative  controls"  (page  17).  However,

as Krueger  recognizes,  given  the  complexities  of  the  real  world,  more  often  than  not  this  definition

is too  narrow.  This  is particularly  so in  the  realm  of  economic  policy  making,  where  it would  be

better  to  work  with  a broader  definition.  Taking  this  into  account,  Krueger  says  that  liberalization

can  be defined  =as any  policy  action  which  reduces  the  restrictiveness  of  controls  - either  their

complete  removal  or  the  replacement  of  a more  restrictive  set of  controls  with  a less restrictive  one.

Under  this  definition,  an action  such  as devaluation,  given  an import-licensing  regime,  liberalizes

that  regime"  (page  16).

With  these  definitions  in mind,  one  could  expect  the  research  agonda  of  the  liberalization

approach  to give  a prominent  role  to the  analysis  of  the  dynamic  path  of  the  economy  tvhen  it is

moving  from  a situation  of  repression  of  the market  forces  to the complete  elimination  of  all

non-market  constraints.  One  could  also  expect  a no less prominent  role  for  the  question  of  the

correct  sequencing  of  liberalization  policies.  However,  this  was  not  the  case  during  the  first  stages

of  the  theoretical  de'velopment  of  this.paradigm.  Specifically,  before  the 1980s,  much  more  effort

vsaas devoted  to exarnining  the  "comparative  static"  properties  of  the  model  and  to describing  the

1 Fischer  (1987)  analyzes  the  main  issues  raised  by  the  liberalization  literature.  See also  (he bibliography  cited  there.

Fischer  (1990)  affirms  that  there  are  no  longer  two  major  competing  economic  development  paradigms  because  the

only  paradigm  is  the  market  oriented  one.  This  contention,  however,  has  been  recently  challenged  even  by

neoclasica!ly-oriented  writers.  Krugman  (1992)  calls  for  a counter-counter-revolution  in development  economics:  it

amay  serve  as a caution  against  carrying  a free-market  orthodoxy  too  far"  (page  21).  Krugman  ends  the  paper  saying

that  "it  is probably  time  once  again  to focus  on  market  as ivell  as government  failuresa  (page  22).

2 The  quotation  marks  are  due  to the  i'act  that  there  is some  contradictory  treatment  or  t)-ie issue  of  the  empirical  rcle-

vance of  market  failures  in this literature.  For  example,  they salt  that  government  intervention  based on the existence
of  cxtcrnalifir":  should  be avoided  on the  grounds  that  they  are  very  difficult  to identify  and  to quatify.  If  this  is so,

how  can  we be sure  of  the  empirical  irrelevance  of  such  externalities?
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benefits  of  the post-liberalization  situation  than  to characterizing  the properties  of  the disequilib-
rium  path  of  the economy  between  repression  and free market.

The relevance  given  to the discussion  of  the dynamics  of  the model  had greatly  changed
during  the last decade  or so. Specifically,  the problem  of  the correct  sequencing  of  the reforms
received  considerable  attention.  However,  this new interest  was motivated  in a rather  negative
way:  it was  necessary  to find  an explanation  for  the failure  of  the liberalization  attempts  in the
Southern  Cone  of Latin  America  and in countries  in other  regions  as well  (for  example,  the
Philippines).  One consequence  was that  the issues related  to sequencing  were  introduced  into  the
liberalization  framework  in a rather  ad hoc way.  They  addressed  this question  not  because  of

logical  necessity  for the theory  but rather to explain ex post facto the economic facts that the
theory  in  great  measure  had been  unable  to predict  ex ante.

In principle,  the optimal  sequence  for  implementing  a liberalization  policy  can be defined  as
that  which  maximizes  the present  value  of  the net addition  to the economy  (Michaely,  1986). Even
though  tliis  definition  of  the optimal  sequence  seems to be clear,  the implementation  of  such a
concept  gives  rise  to many  complex  theoretical  and empirical  questions.  The first  concerns  the
range  of  markets  that  should  be taken  into  account  in the analysis.  Normally,  the authors  focus
on  a narrow  set of  markets:  foreign  exchange  (including  both  current  and capital  transactions),  fi-
nancial,  labour,  and key domestic  goods  markets  such as agriculture  and energy  (Krueger,  1983;
World  Bank,  1987; 1991).  The  second  has to do with  the order  of  the liberalization  of  each of  the
markets  included  in the above-mentioned  set.  Should  all the markets  be liberalized  simultane-
ously?  Is it better  to liberalize  in successive  steps?  If  the latter  is the optimal  decision,  what
markets  should  be liberalized  first? The  third  question  that  arises is that  of  the speed of  the liber-
alization:  How  fast  should  each  market  be liberalized?  Should  the liberalization  of  a single  market
be made  in  one  stage or is it better  to attempt  to implement  it by means  of  a multi-stage  policy?
Closely  related  to the latter  question  is the problem  of  defining  the attributes  of  the stages of  the
implementation  of  the reform  in individual  markets.

So far,  the  question  of  seqriencing  has been  presented  as one related  to the  dynamic  problems
attached  to  the comparative  static  theorems  of  the liberalization  approach.  However,  during  the
1980s,  there  was an enlargement  of  the set of  issues addressed  under  the heading  of  "sequencing".
The discussion  of  the questions  posed  by macroeconomic  constraints  and by the institutional  set-
ting  of  the reforms  has steadily  gained  relevance.

The  introduction  of  these  new  topics  was mainly  due to the fact  that  during  the 1980s,  the
main  policy  recommendations  of  the liberalization  literature  were  adopted  as the official  policy
package  by the World  Bank  and  the I:'vlF.3  The  most  important  potential  candidates  for  the reform
were  the Latin-American  and Sub-Saharan  region  suffering  from  the consequences  of  the debt
crisis  and the former  socialist  corintries.  Consequently,  given  the extreme  macro-instability  of
these countries  and the depth  of  the needed  institutional  reforms  - which  entailed  not  only  the
elimination  of  government  intervention  but  also the restructuring  of  the State  in itself  - it was only
natural  that  the liberalization  approach  should  address  both  the problem  of  stabilization  and that
of  the reorganization  of  the public  sector.  The adaptation  of  the liberalization  approach  to the
new  context  of  the 1980s gave rise to the so-called  Washington  Consensus  (Williamson,  1990)  or
"market-friendly  approach"  to policy  reform  (World  Bank,  1991).

In the most  recent  work  of  the Washington  Consensus,  the stabilization  problem  was com-
pletely  integrated  into  the analysis  of  the reform  ('y'iTilliamson,  1990;  World  Bank,  1991). Therefore,
it is now  implicitly  understood  how  necessary  it is to define  the order  of  the sequencing  in which

the srructural  reforrns  aimed at freeing domestic markets and the stabilization  policies should be
implemented.  In analysing  this  issue, the liberalization  literature  has been amended  to include  the
IMF  adjustment  approach.

The integration  of  the problems  posed  by the dynamic  interaction  between  the reform  of  the
public  sector  (especially  privatization)  and  market  liberalization,  however,  was much  more  difficult,
particularly  because  there  has been a tendency  in this  literature  to by-pass  the institutional  and
historical  specificities  of  the countries  under  study.= In the 1991 World  Development  Reporr,  for

3 Strictu  sensu,  the question  of  the order  of' stabilization  vis-a-vis  liberalization  reforms  began  to be closely  examined

after  the failure  of  the stabilization  attempts  of  the early  1980s.

4 Brutton (1989) SLrCSStS tlic imliuiL.iiicc  of initial conditioii:ii  history and ffie gcncral social cnviiiinincnt.  .'ybcoiJing



77

example,  the  economic  problems  of  Bolivia  and  Poland  have  been  analysed  as if  they  were  basically
manifestations  of  the  same  phenomenon  of  "repression"  of  market  forces.

Indeed,  as a consequence  of  the crisis  of  the former  socialist  countries,  the production  of

literature  on transition  and  reform  in those  countries  is flourishing  and  there  is a profuse  flow  of

studies  related  directly  or indirectly  to the order  in which  economic  reforms  should  be imple-

mented.s  In this  literature,  the discussion  of  the order  in which  markets  should  be created  or the

ways  and  velocity  in which  privatizations  should  take  place  overlaps  with  the  issues  traditionally

treated  by  the  literature  on sequencing  in developing  market  economies,  which  had  mainly  focused
on trade  and  financial  reform.

Although  some  of  the  lessons  learned  from  the  reforms  attempted  by  less developed  countries
can undoubtedly  be useful  in the  analysis  of  transition  in former  socialist  countries,  it is far  from

evident  that  analogies  can be easily  traced.  This  is so, among  other  reasons,  because  of  the di-
versity  of  the institutional  settings.  It follows  that,  on an abstract  level,  the  study  of  the  optimal

path  of  the  economy  and  the sequencing  of  policies  from  repression  to liberalization  implies  the
analysis  of  the  range,  order,  speed  and  attributes  of  each  stage  of  the  market-oriented  reform,  and

of  the  macroeconomic  and  institutional  settings  in which  such  reforms  will  be implemented  as well.
These  issues  will  be examined  in greater  detail  below.

II.  Tlie  problem  of  sequencing:  reforms,  short-run  rigidities  and political  constraints

Should  all the markets  be liberalized  at the same time?  Which  is more  likely  to succeed:

shock  treatment  or gradual  implementation  of  the reform?  On strictly  economic  or analytical
grounds,  it seems  that  there  is a consensus  on the  convenience  of  adopting  a gradual  treatment  (i.e.
sequential)  rather  than  a sudden  one.  This  consensus  is not  absolute,  however.  It  seems  to diverge
especially  on the analysis  of  the "political  economy"  aspects  of  the  reform.  Indeed,  in this  litera-

ture,  there  is a certain  tension  in the integration  of  economic  policy  recommendations  based  on
economic  analysis  with  those  stemming  from  the consideration  of  political  economy  factors.

The  ambiguities  generated  by  this  tension  is patent  in the  treatment  of  gradualism  versus  the
shock  issue  in the 1991 H/orld  Development  Report  ( WDR),  which  constitutes  one of  the most
recent  and influential  policy-oriented  works  produced  by  the  Washington  Consensus.  The

standard  recommendations  on the correct  order  of  reforms  are clearly  mentioned  in the context
of macroeconornic  considerations,  but  at  the  same  time  the  WDR  seems  to  encourage  a

simultaneous  approach.  Indeed,  the WDR  introduces  the concept  of  "shock  therapy",  exemplified

by the  mention  of  Bolivia,  Ghana,  Yexico  and  Poland.  Most  of  the  arguments  in favour  of  this

approach  - defined  as a quick  and concentrated  adjustment  programme  to be developed  in a

two-year  period  - rest  on political  economy  considerations.  A set of  quick  simultaneous  reforms

has the  ability,  we are told,  to prevent  the organization  of  resistant  coalitions  of  interest  groups.

It should  be underlined,  on the other  hand,  that  the set of  reforms  alluded  to in the  WDR  is

sometimes  much  broader  than  the standard  trade-finance  set, including,  among  others,  labour
market  instxffltxons,  government  administration  and  privatization.

Certainly,  this  tension  between  economic  analysis  and  political-economy  factors  reflects  the

existence  of  a deeper  tension  between  the  state-of-the-art  research  on liberalization  and  sequenc-

ing, on the  one hand,  and  the necessities  of  "practical  men",  on the other.  Specifically,  there  is a

wide  knowledge  gap between  what  can be said  based  on sound  theoretical  foundations  and the

amplitude  and  complexity  of  the questions  posed  by the  ongoing  liberalization  efforts.  But,  while

most  researchers  following  the  liberalization  tradition  believe  that  "more  research  is needed"  espe-

cially  with  regard  to the sequencing  issue,  policy-oriented  writers  argue  in favour  of  the  reform  as

if political  conviction  were  much  more  important  than  the  "details"  regarding  the  dynamic

behaviour  of  an economy  after  the  implementation  of  liberalizing  reform.  The  following  section,

will  review  these  issues  from  both  an analytical  and  a "political  economy"  point  of  view.

to Brutton,  "the  policy-maker  is never  looking  at a blank  sheet  on  which  he can  put  down  svhat  an objective,  highly

competent,  but  extremely  narrow  analysis  tells  him  is the  right  policy.  This  is especially  the  case  when  it  comes  down

to designing  a specific  policy  in a specific  country  at a specific  time"  (page  1261).

5 See r-i:iilicr  (1992)  and  Ll;. liibliograptr)  tlierc  cited.
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A. The ratioriale  for  gradualism  and sequencing

Decpak  Lal  (1990)  argues  that  in order  to reap  the benefits  of  libcralization,  it is better  to

induce  a complete  and  simultaneous  lifting  of  all the  non-market  constraints.  The  only  "if"  allowed

for  in Lal"s  approach  to structural  reform  is the  need  to eliminate  macroeconornic  imbalances  first.

It  can  be said,  nonetheless,  that  beyond  particular  disagreements  -similar  to that  of  Lal's-  the

vast  majority  of  the  economists  subscribing  to the  Washington  Consensus  therapy  are opposed  to

a simultaneous  lifting  of  all  the  constraints.  Such  a majority  would  presumably  agree  with  Krueger

(1986)  when  she writes  that  "there  is not  sufficient  experience  with  the "cold  shower"  approach  to

liberalization  to provide  confidence  that  its short-term  costs  can be contained  within  reasonable

bounds  ... the experience  of  Argentina,  Chile  and  Uruguay  have  further  provided  support  for  the

skeptics"  (page  20).

In more  general  terms,  it is argued  that  if  markets  performed  their  task  in a world  without

imperfections,  the best  policy  would  be a simultaneous  and  complete  liberalization  of  all markets.

But  the real  world  is much  more  complex  than  is assumed  in theory  (Edwards  and  Wijnbergen,

1989).

Even  though  the authors  toiling  in the liberalization  tradition  tend  to discard  the kind  of

failures  that  would  call  for  discriminatory  treatment  and  that  could  preclude  liberalization  from

being  the optimal  tool  for  reacliing  the maximum  degree  of  welfare  (i.e. terms-of-trade  effects,

economies-of-scales  or  large  externalities),  most  of them  are  aware  that  there  are  other

imperfections  in the real  world.  There  are frictions  in the  functioning  of  markets  and  short-  run

rigidities,  asyrnrnetrical  income  distribution  effects,  macroeconomic-specific  disequilibria  and  poli-

tical  factors  that  could  have  a bearing  on the  final  results  of  alternative  policies.

If,  for  example,  the  degree  of  protection  removal  from  an activity  is great,  the  production  is

likely  to decline  because  capital  goods  and  labour  skills  are to some  extent  specific.  Therefore,

unemployment  mast result from policy reform. The more the resources are called to move among
widely  different  activities,  the  greater  the significance  of  the  frictional  elements.  It is then  clear

how  necessary  it is to graduate  the liberalization  effort  (Vichaely,  1986).  Likewise,  regardless  of

the  pressures  on unemployment  rates,  in a specific-factor  setting,  the  larger  and  the  more  rapid  the

changes,  the  greater  the consequences  on income  distribution  will  be.  Because  of  unemployment

and,lor  distributional  consequences,  political  feasibility  seems  to call  for  an analysis  of  the cost-

and-benefits  of  sequencing  -versus  shock.

It is because  of  the existence  of  the above-mentioned  imperfections  that  the =comparative

static"  statements  of  the  liberalization  approach  yields  no detailed  guidance  for  the  design  of  policy

implementation  (Michaely,  1986;  Vichalopoulos,  1987).  Likewise,  one could  add, when  =real

world"  complexities  are  taken  into  account,  the statement  avering  that  'from  all the dynamic  paths

availablc  one must  be optimal"  seems  to lose much  of  its appeal,  at least  from  an empirical  point

of  view.  To be of  any  practical  relevance,  the dynamic  properties  of  economic  policy  recommen-

dations  need  to be carefully  evaluated  in the  light  of  the existing  "real  world"  constraints.

:'vlany  of  the econon'ffsts  identified  with  the "market-friendly  approach"  recognize  t}iat  the

study  of  these  questions  is just  in its initial  stages.  In his analysis  of  the problem  of  sequcncing,

Vichaely  (1986)  concluded  that  the problems  of  phasing  and  sequencing  have  not  )iet been  ad-

dressed  even  though  comprehensive  studies  of  liberalization  as a whole  are available.  Edivards

(1986)  closes  his paper  on these  issues  listing  many  unsolved  questions.  Indeed,  once  the =cold

shower"  alternative  is discarded  as not  feasible,  a whole  set of  new  problems  must  be faced,  prob-

lems  that  are both  empirical  and  theoretical.  That  is, the question  becomes  how  to analyse  the

effects  of  the  reform  on welfare,  on macroeconornic  balance,  and  on income  distribution  in a dis-

equilibrium  context  (i.e. during  the  transition  period)  ivhen  using  the analytical  tools  of  the liber-

alization  approach  wliidi  had  been  developed  to examine  the  properties  of  market  equilibrium.
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B. The welfare effects of  lihevalization in a disequilibrium context

If  a single-step  liberalization  reform  is operative,  it follows  that  over  a substantial  time  span,

some markets  will  be working  without  restrictions  while  others  will  still  be constrained  by non-

market  factors.  The existence  of  a transitional  period  of  disequilibrium  entails  severe compli-
cations  for  standard  welfare  calculations.

The most  important  of  these complications  is that  the main  welfare  economics  theorems
which  show  that  the resource  allocation  yielded  by the market  mechanism  constitutes  a Pareto
optimum  are no longer  valid  when  non-market  constraints  impede  the simultaneous  clearing  of  all
the markets.  The existence  of  distortions  in the markets  that  remain  unaffected  by the reform
implies  that  the elimination  of  distortions  in another  does not  necessarily  increase  welfare.  As the
generalized  theory  of  the second  best states,  if  relevant  links  between  markets  exist  and there  is a

reduction  in the magnitude  of  a distortion  in a single market,  it is not  possible  to determine  the
direction  in which  welfare  will  change.  In other  words,  we cannot  be sure that  the implementation
of  a specific  stage of  the liberalization  policy  will  improve  society's  welfare.  For  example,  starting

from  a situation  characterized  by distorted  markets,  there  are no firm  bases on  which  to ascertain

that  import  liberalization  will  always  be beneficial  if, say, labour  or capital  markets  are  still  re-

pressed.

With  regard  to these issues,  theory  is blind.  "All  that  can be said is that  no general  prefer-
ence for  the order  of  policies  may  be established  on a priori  grounds.  Empirical  observations  may
provide  some lessons  about  the association  of  such sequencing  with  the likelihood  of  success of  a
policy  package"  (Michaely,  1986, page 54).

The  question  of  the effects  of  liberalization  is stated  on empirical  terms  precisely  because  it
cannot  be proved  on theoretical  grounds  that  a hands-off  policy  is desirable  when  some markets
are not  working  properly.  In this context,  the practical  question  is: when  can a market  be freed
in reasonable  confidence  that  the net effect  will  be welfare-improving?

Krueger  (1986)  formulates  this  question  and answers  that  it is always  welfare  improving  to
liberalize  the markets,  with  the exception  of  the capital  account  transactions  of  the balance  of
payments.  But  Krueger's  arguments  with  regard  to this are based on a rather  casual  empiricism.
In  fact,  the issue of  the welfare  effects  of  deregulation  in a disequilibrium  context  is treated  neither
rigorously  nor  systematically  in the liberalization  literature.

C. Welfare and income distribution  effects

A second  problem  regarding  the welfare  effects  of  freeing  the markets  has to do with  income
distribution.  Even  if  it were  assumed  that  liberalization  would  result  in an overall  national  welfare
gain,  there  would  be sectors  that  gain  and sectors  that  lose.  That  is, there  would  be asyrnmetries
in the distribution  of  the increases  in welfare.

It is rather  intriguing  in this  literature  that  while  the idea that  liberalization  improves  na-
tional  welfare  is supposed  to be a matter  of  course,  there  is not  much  effort  devoted  to analyse  how
such gains  could  be managed  or distributed.  Indeed,  with  regard  to income  distribution,  most  of
the analytical  effort  is directed  at analysing  how  the existing  pattern  of  distribution  constitutes  an
obstacle  for  market  deregulation.

It is argued,  typically,  that  the government  tends to behave  on the basis of  a conservative

social  welfare  function  which  makes  it reluctant  to allow  big changes  in income  distribution  re-

gardless  of  who gains and who loses.  Likewise,  government  interventions  are  conceived  of as

tending  to be dominated  by the political  process.  An  endless  series of  examples  are  given  in  order
to show  how  interventionist  policies  in trade,  the financial  market,  etc, are manipulated  in practice

by special-interest  politics  rather  than  being  based on sound  national  cost-and-benefits  calcu-
lations.  According  to many  authors,  these facts explain  why  it is so difficult  to dismantle  the
ISI-type  policies  which  were  put  into  practice  during  the post-war  period  in many  LDCs,  partic-

ularly  in  Latin  America.6

6 See, for  example,  Balassa  et al., i986.  The surveys  by Krueger  (1984)  and Balassa  (1989)  are also particularly
relevant  to this issue.
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Given  that  the  complex  structure  of  the  protectionist  and  interventionist  policies  has created

strong  vested  interests,  it has sometimes  been  suggested  that  compensation  measures  should  be

used  as a kind  of  bribe  to get the  losers  to agree.  In other  word,  compensation  may  induce  them

to accept  the changes.  But  beyond  this,  regardless  of  the particular  specification  of  the govern-

ment's  social  welfare  function,  the only  universally  valid  generalization  provided  by this  literature

for  treating  the  allocation  of  welfare  gains  is methodological:  efficiency  and  income  distribution

issues  should  be treated  separately.  A golden  rule  of  economic  policy-making  according  to the

Washington  Consensus  is that  policy-makers  should  use appropriate  non-distortive  tools  to cope

with  income  distribution  matters.  For  efficiency  gains  to be attained,  it is crucial  to avoid  inducing

additional  market  distortions  by resorting  to second  best  alternatives  when  there  are (usually?)  first

best  policy  measures  available  which  are functional  in achieving  the  same  objective.

For  example,  when  arguing  that  even  in a disequilibrium  context,  deregulation  of  agricultural

markets  is likely  to be welfare-improving,  Krueger  (1986)  said: "I  ignore  the short-run  welfare

losseS of  low-income  persons  paying  higher  prices  for  food  on the  grounds  that  superior  measures
can  be found  to yield  the  same  real  income  transfer"  (page  24). However,  it is very  difficult  to find

in this  literature  a systematic  treatment  of  such  "superior  measures"  based  on sound  and  informed
"empirical  observations".  And  when  one does find  analytical  treatments  of  these  matters,  the
conclusions  are rather  disappointing.  Examining  the issue  within  the neoclassical  framework,

Rottenberg  (1986)  observed  that,  when  a policy  change  making  the  use of  resources  more  efficient
was implemented,  it was  practically  impossible  to compensate  the losers  without  inducing  addi-

tional  disturbances  which  would  run  against  the increase  in efficiency.  This  is so whether  the
compensation  was  implemented  via money  payments  or via  complementary  policy  changes.

Rottenberg's  conclusion  is not  encouraging:  he compares  compensation  payments  to the opening
of  a Pandora"s  box  of  income  and wealth  transfers.  Sometimes  one feels that  references  to
income-distribution-offsetting  policies  are no more  than  rhetorical  arguments.

D. The ordering of  the liberalization  attempt

Concern  with  the  order  of  implementation  of  market-oriented  policies  has gained  momentum
after  the  failure  of  many  of  the  liberalization  attempts  in Latin  America  and  elsewhere.  Some  ideas
about  the order  of  liberalization  may  be found  in McKinnon"s  (1973)  original  work,  but  the  con-

cept  of  sequencing,  related  to a specific  pattern  of  time  phases  of  structural  reforms,  has emerged
mainly  as a reaction  to the dramatic  failures  in the  Southern  Cone  of  Latin  America.  Edwards
(1986),  who  devoted  a significant  effort  to analysing  the subject,  has called  attention  to the fact
that  although  the  countries  followed  contrary  orders  - Argentina  and  Uruguay  opened  the capital

account  first,  while  Chile  opened  the  current  account  first  - all of  them  had  a common  fate:  deep
economic  recession  and  (partial)  reversal  of  the  liberalization  attempt.  Edwards  concludes,  "at  t-he

present  time  there  are no definite  answers  regarding  these  experiences  and  more  research  on the
subject  should  be encouraged"  (page  208).  Likewise,  Krueger  (1986)  considers  that  "further  anal-

ysis of  the  liberalization  efforts  of  the 1970s,  especially  in cases where  domestic  and  international
capital  markets  were  important  is called  for"  (page  30).

The  liberalization  efforts  of  the 1970s  alluded  to by Krueger  collapsed  in the early  1980s.

Between  1980  and  1982  Argentina,  Chile,  and  Uruguay  underwent  simultaneous  external  and  do-

mestic  financial  crises  after  a period  of  expansion  financed  by intensive  international  borrowing.

The  expansionist  period  followed  liberalizing  reforms  in the trade  regime  and  the deregulation  of

domestic  and  external  financial  flows.  These  reforms,  combined  with  the active  use of  the ex-

change  rate  as an anti-inflationary  device,  apparently  caused  a boom  in demand  for  real  (mainly

real  estate)  and  financial  assets,  but  a rise in consumption  as well.  There  was also  an increase  in

the  number  of  financial  intermediaries  and  the  volume  of  deposits  grew  significantly.  The  negative

side of  this  financial  "deepening"  was  a growing  fragility  of  the  system,  which  ultimately  ended  up

in generalized  bankruptcy.

The  Argentine  experiment  failed  first:  bankruptcies  of  financial  institutions  started  in March

1980 and  continued  into  the following  years  while  a balance-of-payments  crisis  burst  in March

1981.  During  the period  in which  the  Argentine  experience  had  collapsed  while  the Chilean  had

not,  the earliest  analyses  of  the  Southern  Cone  experience  in terms  of  sequencing  appeared.  The

first  cautions  and  recommendations  on the order  of  liberalization  ivere  based  on the  comparison

between  Argentina  and the (still  at that  time)  thriving  Chilean  experience  (:'vlcKinnon,  1982).
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I-aking  Cliilc  as a standard  of" =correct=  sequencing  of  policy  re[iirm,  the  ,/lrgcntine  failure  was  at-

tributcd  to a "prci-iqaturc=  attempt  at doincstic  finaricial  libcralization  cohiplcd  tvith  t}ic  dirnination

of'  faorcign  eye)iangc  conti'ols.  I-)ic  cittcinpt  tvas  dccincd  to be premature  because  it ivas  carried  out

bc[orc  t)ic  coi'iq)ilction  of  t)'ic trade  reform  and  bcf"ore  a sustainable  control  over  the  government

budget  had  been  attairicd.

Hosvcvcr,  in 1982  the  (".)iilcan  experience  also  collapsed.  This  occurred  despite  the  fact  that,

unlike  t)ic  Argcntinc  case,  the liudgct  of  thc  Government  had  been  shoiving  a substantial  and

continuohis  srirplris  :uid  t)ic  trade  account  had  bccn  completely  libcralizcd  (VcKinnon,  1982).  The

C)-iilcan  casc  could  )iavc  bccn  considcrcd  as a ncat  example  of  an cndogcnously  gcncratcd  financial

cycle,  experienced  by a private  and  "liberalized"  financial  system.  IIowevcr,  in the  liberalization

literature,  the  rcscarc)i  strategy  adopted  was  to cxan'ffnc  the  proccss  in terms  of  an crroncoris  se-

qricncing  of" rcf"orms.  In  this  way,  the  analysis  dcvclopcd  for  Argentina  was  also,  a posreriori,  taken

as valid  ['or Chilc.  Based  on the  empirical  findings  corresponding  to the  Chilcan  experience,  the

role  of  the  dcstabilixing  effects  of  external  capital  flows  resulting  from  an untimely  or  abrupt  lifting

of  controls  of" thc  capital  account  gained  ground.  ,/llthough  in  the  case  of  Chile,  the  trade  account

had  bccn  completely  libcralizcd,  the standard  rccoxnmendation  bccamc:  libcralize  external  trade

first  and  only  thcn  the  capital  account.

Bc)iond  specific  recommendations,  an important  conscqucnce  of  the  Southern  Cone  failures

was  that  significant  caveats  were  added  to the  liberalization  optimism  of  the 1970s.  Among  the

changcs  in thc  approach  to libcralization  in the  research  literature  of  the  1980s  are  three  which  are

very  importarit.  First,  there  is now  a much  more  cautious  attitude  toward  capital  flows,  to the

point  that  many  svcll-knotvn  rcscarchcrs  working  on the  libcralization  research  agenda  recommend

the  maintenance  or  a practically  sine die control  of  external  capital  flows.  Secondly,  there  is a

much  lcss naive  cmp)iasis  on the  virtues  of  domestic  financial  libcralization.  &IcKinnon,  one  of

the  forinding  fat)icrs  of" the  theory  of  financial  dcregulation,  in his latest  work  (VcKinnon,  1991)

even  suggests  the  nccd  for  controlled  interest  rates  during  the  transition  process  which  is conceived

of  as taking  years.  Thirdly,  t}iere  is a greater  concern  for  the problems  posed  by stabilization

vis-a-vis  structural  rcf"orm:  it is noiv  taken  for  granted  that  successful  libcralization  is not  possible

in a dcstabilizing  macrocconon'iic  cnvironment.

In addition  to the  Sorit)icrn  Cone  failures,  another  fundamental  source  of  "empirical  obser-

vations=  oxi scqucncing  in the  libcralization  literature  is the  experience  of  the  Asian  NICs,  partic-

ularly  the  Republic  of  Korea.  It is normally  interpreted  that  the highly  successful  far-eastern

exporters  had  pcrformcd  well  bccausc  they  had  rclativcly  free  labour  markets,  a competitive  do-

mcstic  cnvironmcnt  and  libcralized  trade  regimes,  while  regulation  of  financial  markets  and  interest

rates  persisted.  I-l-ic  stable  macrocconornic  environment  of  these  countries  is likewise  emphasized

(Krucgcr,  1983;  elcKinnon,  1991).7

In brief',  t}ic  most  elaborated  analyses  of  the  order  of  implementation  of  the  reform  available

today  arc  based  on  a complicated  nnx  of  the  liberalization-approach  theoretical  framework

(amended  to make  room  for  tlic  existence  of  frictions  and  short-run  rigidities)  and  "empirical  ob-

scrvations=  (inainly  regarding  thc  experience  of  tlie  Asian  NICs  and  some  Latin  American  coun-

tries)  or  the kind  briefly  mentioned  above.  On these  bases,  Krueger  (1986)  concludes  that  "A

plahisiblc  argument  can  be made  t)iat  optimal  dismantling  of  controls  might  start  with  current  ac-

corint  trans.tctions,  agricriltural  pricing,  and  tlie  domestic  labor  and  capital  markets,  Icaving  capital

account  transactions  initi:illy  subject  to controls.  These  controls  worild  be removed  (gradually?

suddenly?)  in a second  stage  of  liberalization,  once  domestic  resources  had  responded  to altered

policy  signals=  (pagc  30:).  l-hcse  conclusions  on tlic  corrcct  ordcr  of  liberalization  may  be said  to

reflect  closely  tvhat  corild  be considcred  the market-friendly  approach  researchers'  consensus  on

the  issue.

7 In i'act,  t)ic  Rcpublic  of  Korea  )iad  neither  a aacompetitive  domestic  environmentaa neither  nor  aaLiberalized trade  re-

gimc'a  f'or  the  bulk  of its grotill'i  period.  Scc.'imsdcm  (1989),  'i'i"estphal  (1990).
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E.  Political  constrairits  O/I tlie  libcralization  process

The most  important  qricstion  :iddrcssed  in t}ic litcratrirc  on t)ic political-economy  aspects  of'
the transition  period  of  thc reform  is: )iow  tan  policics  best bc selected,  phased  and sequenced  to
gain  the benefits  of  reform  as quickly  as possible  svhilc minimizing  political  resistance?  ('+'i"orld

Bank,  1987; 1991)

Given  that,  iri  the real tsaorld, con'ipensation  arrangements  bctiveen  'svinncrs cutd losers  arc
dccmed  to bc very  difficult  or even impossible,  it is taken  for grantcd  that  there  svill bc sectors
which  tvill  resist  the implementation  of  t)ic reform.  :S4orcovcr.  it is considcrcd  that  such rcsistancc
is likely  to take  non-econon'ffc  forms:  those  tvl"iosc interests  arc tbrcatcncd  svill usc political  means
to obstruct  reform.  In this  way,  political  fiictors  enter  t)ie analysis  or  the m:irket-friendly  approach
as rclcvant  binding  coxistraints  on the dynamic  path  of  economic  libcraliz:itiot"i.

As  already  noted,  there  arc  some problems  in :ittcinpting  to intcoratc  into  the analysis  thc
political  factors  which  have a bearing  on the reform.  In effect,  on the-one  hand,  it is recognized
that  the existence  of  short-run  rigidities  and macrocconomic  imbalanccs  calls for a sequential  im-
plementation  of  reform  but,  on t}ie other  }iand,  the need to act decisively  is taken  for  granted:  when
the policy  is hesitant  and gradual,  liberalization  is much  more  likcly  to losc momcntum  as timc
elapses.  In other  words,  it is considered  that  the faster  and and more  profound  thc  policy  cl'iangcs,
the greater  tl"ic benefits,  but  also,  the greater  the likcli)iood  that  transitional  costs  will  be hig}icr.

Credibility  is one of  the reasons  most  often  alluded  for  favouring  dramatic  changes,  the ob-
ject  being  to  assure  greater  political  sustainability  for  t}ie liberalization  process.  It is necessary  to
enact  decisive  policy  changes  because  credibility  is an  essential  component  of political
sustainability.  Credibility  would  be significantly  strcngthcncd  by a dramatic  shift  in policy:  if  the
policy  change  was  sharp  enough,  economic  agents  yvorild  not expect  thc reform  to be quickly  or
easilv  reversed.

Another  important  reason  advanced  is t)i:it  a rapid  and deep disarticulation  of  the old regime
would  not  only  scvcrely  ivcakcn  the resistance  of  =old= vested  intercsts  but svould  also gcncratc
"new"  ones  supporting  the libcralized  regime  (World  Bank, 1987).  This  could  bc a consistent
strategy  since  thc market  friendly  approach  considers  it extremely  difficult  to compensate  losers.
Equity  considerations  are obviously  left  aside.

However,  the concern  aborit  t}ie disarticulation  of  "old=  vested  interests  occurring  via rapid
and decisive  measures  tends  to weaken  the Washington  Consensus's  analysis  of  the role of  the
=new"  vested  interests  created  by the reform.  'vVhat  worild  liappen  to efT'icicncy  if  a monopoly  were
privatized  and it were not  possible  to ensure  an appropriate  rcgulatory  framework  either  because
the State  was weak  or because  the reform  was implemented  too quickly  to be well  planned?  Even
leaving  equity  aside, do the newly  created  vested  interests  better  assure market  competition  than
the old ones?

The  liberalization  literature  has taright  us much  aborit  the possible  distortive  consequcnccs
of  protectionism  and other  intervcntionist  policics,  but  there  is nothing  comparable  in terms  of

rcsearcli  effort devoted to ana5'sing ivhat lias liappcncd in concrete situations  of dcrcgulation. For
example,  is the privatization  process  prone  to doinination  by interest  groups  as svas the case ssaitlt
ISI-like  policics?  'vVorild  not  such a process  open  big opportunities  for rent seeking  and directly
unproductivc  profit-  secking  acti'sitics?

Indccd,  the "market-friendly  approacli=  trcatn'icnt  of  tlic  political  factors  is not  ahvays  con-
sistent.  In order  to deduce  the theorems  that  support  liberalization  policies  it is assumed  that
economic  agents  are fully  rational.  It is canonical  in t)iis literature  to assert  that  if  some oppor-
tunity  were  to be exploited,  tlie  private  sector  tvould  take advantage  of  it.  On the  basis of  this
argument,  infant-industry  rationales  for  interventionist  policies  are discounted  (Dixit,  1986).  But
when  treating  political  factors,  the rationality  assumption  is often  weakened.  For  instance,  it is
adduced  that  "the  informed  public  can readily  infer  tliose  interests  which  are likely  to be damaged
in the short  run  by any liberalization  effort;  t)iey  cannot  so readily  see the economic  activities  that
ivcre  harmed,  and hence  did not  prosper,  becarisc  of  regulations"  (Krueger,  1983, page 30). But  if
not  even  the "informed  public"  can envisage  the benefits  of  the reform,  svlio svill - in a democratic
context  - turn  priblic  opinion  in favour  of  the reform?  This  question  seems relevant  also because
there  is a generalized  imprcssioxi  that  the government  is not capable  of  correctly  eyaluating  such

benefits,  either.  According  to Edivards  (1986),  more  libcralization  attempts  are not observed  be-
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cause,  among  other  reasons,  the time  horizon  relevant  to a government  may  be dilTerent  (shorter)

f'rom  the tin-ic  horizon  relevant  to an cconomy  as a wliolc.  In brief,  ivhilc  tlic  libcralixation  litcra-

turc  clearly  idcnti[ics  the interest  grorips  chid  tlic  govcrnmcnt  goals  tliat  sustain  intci'vcntionism,
this  is riot  at all the case 'yvith regard  to tlic  market-oriented  reform.

Givcn  that  a good  part  of  this  literature  is being  produced  ly  such  institutions  as the '+Voi-kl

Bank  and  t}ie I :?I F, one sometimes  feels  that,  in pushing  for  i-cform,  an iinportant  role  is implicith

assigned  to external  advisors.  It should  bc taken  into  account,  iiotvcvcr,  that  in :iny  of-tlic  =rc:il

tvorld=  institutional  settings  wliich  characterize  LDCs  or ['ormcr  socialist  countrics,  tlic  State

normally  has a very  reduced  capacity  not  only  for  rcgulating  thc markets  - :is this  literature  cor-

rcctly hig}ilights - but also for properly programming and launching an> policy package. If' ct-
tcrnal  support  is riscd as the carrot,  a govcrnmcnt  which  is highly  constrained  liy its financing

needs  is vci-y  likely  to agrcc  on a libcralization  package.  But  if  a quick  and  poorly  dcsigncd  rcfoi'm

is launchcd,  many  irreversible  policy-induced  distortions  can rcsult.  Their  costs  could  be }iigli  and

the consequences,  even in terms  of  gcncrating  new  market  distortions,  could  be long-lasting,  as

svould be thc case if  an undue concentration of propcrt>  or a monopoly situation resulted from the
rcform.

III.  The stages of liberalizatioxi:  individual  markets  and stabilization  policies

According  to elichacly (1986),  the length  and ampliffidc  of  the transitional  discquilibrirnn

period  ivill  be s)iortcr  ivhcn  thcrc  arc few  rigidities  in t)"ic labour  market.  less specific  piiysical  and

human  capital,  flexible  responses  by cntrcprcneurs  and  a short  lifc-span  of  physical  capital  in tlic

contracting  activities.  Since  these  characteristics  usually  differ  among  sectors,  an analysis  of' t)ic

spccd  tvitli  ivhic)i  cac)i  stagc  of  t}ic libcralization  shorild  be in'iplcmcntcd  in individual  markets  is

ncccssary.  Because  of  their  importance  to the dctcrnnnation  of  both  macroccononThc  stability  arid

rcsourcc  allocation,  the study  of  the speed  and  attributes  of  each  stage  of  the libcralization  process

has focused  on an ayiah'sis  of  external  trade  and tlic  domestic  financial  market.  The  role  of  cy-

tcrnal  capital  flows  tvas n-'iainly  analysed  in relation  to trade  libcralization  and macrocconomic

stability,  while  much  less importance  tvas given  to the study  of  the problems  posed  by the dcrcg-

ulation  of  labour  and othcr  domestic  markets.  iS rcviciv  follows  of  t)ie most  important  f"caturcs

of  the sequencing  of  liberalization  in eac)i  of  these  individual  markets  and  the problems  posed  by
stabilization  i'is-A-vis  structural  rcform.

,.4. Trade liberalization

Tlic  problem  of  t)ic spccd  and stages  of" libcralization  of  external  trade  iias been  very  svcll

anal>sccl  and empirically docuincntcd in tlic litcratui'c.  .\.inong tlic lCSSOnS concci'i'iing  t)ic ti'ansi-
tioricil  period  is'hich  are risually  stressed,  tssao have  special  relevayice  to t}ie present  anah  sis of" the

dynan'ffcs of the market-oricntcd rcf'orm. First, after cxtcnsivc5 rcsicsving tlqe post-svar trade lib-
cralixatiori  ctpcricnccs,  the 1987 World  Developinem  Reporr  states  tliat  =tlicrc  is 110 single  optimal

path to rcf"orm" ('i'v'orld Bank, 1987). .lltliougli  a sensible lesson, giscn tiic mriltililiciQ  of" cases
revietved, it is in flagrant contradiction ivith the searc)i for t)ie olitim,il  p:itli alluded to elsciv)icrc
in the literature.  Secondly,  there  is a svidc consensus  on t)ie fact  tliat  trade  libcralization  is a

loi'ig-lasting  and  difficult  process.  According  to elcKinnon  (1991').  a precipitate  move  toivards  ['rcc

tradc  could  provoke  t)ie collapse  of  manufacturing.  In support  of  this  assertion,  he mentions  the

cases of the eastern part of" Germany and of Poland, but )ie corild also )i:ive  inentioned man> Litin
,lmcrican  countries  that  implcmcntcd  trade  libcralizations  in t)ic 1971)s and IQSOs. In tlic  sai'iic

vein, the 1987 lVorld Developinent Reporr alTirmcd t)iat succcss["ril libcralizations  svci'c vci'3' lcngtliv.
Coumrics such as the Republic of- Korea or t)iosc in soru)iern LuroBic  )i:id  still riot coinplctcd tlic
trade  reform  even after  tsvo decades.  T}iis  seems to he at varicirice  ivitli  tlie shorter  tiine  sp:ui

assigncd  to t)ic reform  in tlic  1991  ll'DR  .n'id svitli  that  svliic)i  is implicit  in tlic  'i'i'asl'iingttm

Consensus  recommendations.
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In t)ie  pre-Southern-Cone-Failure  literature,  trade  liberalization  was essentially  conceived  of
as thc process  of  rcplacing  quantitative  restrictions  with  moderate  import  tariffs  or export  subsi-
dics.  The nindamcntal  olijcctivc  or  the reform  was deemed  to correct  the existing  pi-otcctionist  bias
in fiivour  of  don-icstic  markets.  Conscqucntly,  the reform  of  the tariff  structure  proposed  tvas
aimed  at ensuring  the neutrality  of  incentives  regarding  production  for exports  and for import
substitution.

In practicc,  the process  of  the rcstructuring  of  the tariff  structure  has proved  to be very
complex.  '(Vriting  a fcw  years  later,  in 1983, Kruegcr  said that  experience  suggested  three  impor-
tant  points:

(a) Reduction  in protection  implemented  through  quantitative  restrictions  is feasible
conversely,  cfTorts  to rcplacc  qriantitativc  rcstrictions  with  tariffs  providc  ample  time
for  political  prcssurc;

(b)  })rotcction  of  inputs  must  be removed  before  protcction  of  output;8

(c)  For  successf"ul trade  liberalization  it is fundamental  that  nominal  devaluation  be
consistent  with  inflation.

On a more  abstract  level,  it can be said that  there  are two  problems  which  play  a central
role  in designing  the stagcs of  tradc  libcralization.  On the one hand,  thc cxistcncc  of  differ-
ential  responses  of" various  industries  gives rise to complicated  questions  regarding  the timing
of  thc lil"ting  of  scctoral  trade  barriers.  On the other,  it is crucial  to ensure  consistency  be-
ttsaccn  tradc  libcralization  and current  account  cqriilibrium  (:\Aichacly,  1986; 'vVorld  Bank,
1987).  Nonc  of  thcsc  two  qricstions  have been easy to manage  in concretc  libcralization  ex-
perlenCeS.

The existerice  of  distinct  speeds of  adjustment  of  individual  industries  generates  a policy
dilemma  (cspccially  in cases such as that  of  Argentina  in the late 1970s, when  there  was an
attempt  to  shortcn  dramatically  tlic  duration  of  the trade  reform  pcriod).  The  dilemma  stems
from  tlie  fact  that  while  diff-crcntial  responses  of  industries  calls  for  a discriminatory  treatment
that  precludes  unif"orm  treatment  of  all the activities,  discrirninatory  treatment  contradicts  a
much  praised  objective  of  t}ic reform  which  is to reduce  the variance  of  protection  rates so
as to inducc  an  incrcasing  and rapid  convergence  of  such rates.

It is often  argued  that  protcctionist  policies  should  not  be tried  on the grounds  that
Governments  do not  usually  have the knowledge  or information  needed  to pick  correctly  the
winners  (Fischer,  1990).  This  may  be true.  But the dismantling  of  protectionism  seems to
require  a lot  of" in['ormation,  too.  Viable  activities  could  be spoilcd  if  the speed and attributes
of  the stagcs  of  trade  reform  were  poorly  designed  and/or  implemented.  Perhaps  it is precisely
bccarisc  of  this  fiictor  that  successful  libcralizations  have  taken  so long  a period.  The South-
ern  Cone  experience  seems to suggest  that  there  are no solid  grorinds  for  assurning  that  the
costs  of  protcctionism  are greater  than  those  of  the failures  of  the libcralization  attempt.

According  to the 1987 ITIDR,  the more  ambitious  and long-lasting  liberalizations  (Spain,
Greece,  Israel,  Chile)  all bcgari  ivith  macroeconomic  stabilization  tvhilc  tlic  countries  that  tried
to liberali,ze  trade  in t)ie midst  of  macroeconornic  crises failed.  There  is alisolute  agreeinent
'svith tliis  statement  by tlie  authors  taking  the line of  the market-friendly  approach.  In the
context  of trade  dercgulation,  macroeconomic  policy  must  assure a balance  of payment
equilibrihim  and the stability  of  a competitive  exchange  rate  prior  to the reform.  These  points
will  be discussed  in more  detail  below.

E. Doniestic  financial  nias4<et dercgulation

The problcn-i  of  speed and attributcs  of  the stages of  domestic  financial  market  liberali-
xation  is one  of  the most  obscure  in the literature.  'l-lic  1989 li'urld  Developrirent  Repuri  lSas

devoted  to analysing  cxpcricnccs  of  domestic  financial  liberalization;  indeed,  the )iorrors  of

8 "I'he n-iuch praiscc'l (licf'ore  collapsing)  'ii'gcntinc  attcmpt  at libcralizing  trade  incurs  this error.
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financial  libcrali,<ation  described  tlicre  cire  at least  as discouraging  as tliose  ivhic}i  have  becii

docun'icritcd  on the  fiiilrncs  of  protcctionism.9  'r'ct,  the 1989  WDR  concliidcs  that  dcspitc  thc

mistakes  made  in rcforming  t)ic  financial  systcm,  t)icrc  ivas  likch'  to bc less ivastc  of'  rcsorn'ccs

than  if  intcrvcntionism  svcrc  maintained.  No  empirical  cstim:ition  of  suclt  :i  contcntiori  is

given.  Instead,  some  lessons  arc  extracted  from  the  sffidy  of  several  reform-induced  financial

criscs (inainly  in Latin,-lmcric5  tiic P)iilippincs,  Tui'kcy  and even the Rcpriblic  or Korca) t}iat
shorild  he taken  into  accormt  ixi designing  t)ic  stages  or  f-mancial  dccontrol:

(a)  If  the  reform  is in-iplcn-icntcd  in an unstable  macrocconornic  environment,  the  reform

perse  cari  induce  more  instahilitv,  basically  becarise  both  t)ie  real  interest  rate  and

tlic  spread  bctsvccn  the  lending  :ind  tlic  borro'iving  rates  arc  likely  to incrcasc.

(1))  If'  market  priccs  arc  distorted  oivixig  to t}ic  existence  of  controls  or a protcctionist

policy,  tlic  libcralization  'yvill xiot  help  to improve  resource  allocation:  thc  system

ivould  respond  ivith  n"iore  flexiliility  to erroneoris  signals.  Correction  of  t}ie  exchange

ratc,  tradc  lilicralixation,  and  privatization  sliould  precede  f'inanci:il  liberalization.

(c') .A, clear  set or  lasvs and  rcgrilations  shorild  l':ic sribstitutcd  for  dircct  intcrvcntion  in

tlic  f-inancial  st'stcm.

(d')  T}ic  :iutlioritics  s}iorild  anticipate  }ioyv  relative  prices  ivill  bc affected  by t}ie  reform

bccarisc  some  transitory  compensation  mcasurcs  may  be necessary.

According  to tlic  1989  ITIDR,  tlie  non-feasibility  of  one-stcp  financial  libcralization  gives

rise to complicated  questions  of  timino:  if  the  rcf"orm  process  is too  rapid,  firms  corild  face

11(:'.l'l'l'  losses;  if  t)icre  is an excessive  delay,  the  cost  of  perpeffiating  financial  inefficiency  isaill

he )iiohcr.

l'liis  sccms  scnsiblc  I-or t)ic  transition  pcriod,  but  n-iany  rinscttlcd  qricstions  rcmain  on

liot}i  cinpirical  and  tlicorctical  levels.  On  empirical  grorinds,  thc  most  important  problem  is

svliat  excessive  dclai'  means  in terms  of" real  timc.  For  example,  upon  analysing  the  =optimal"

pat}i  ofa f'inanci:il  dcrcgulation  for  a typical  former  socialist  COulltrr',  :'vlcKinnon  (1991)  felt  that

=t)ic authorities  s}iorild move caritiorislv,  perhaps svaiting for sonre 3:eai's  before cstablis}iing
independent  con'imcrcial  banks  that  arc only  indircctly  regulated  or controlled  by the  central

bank=  (page  7).  IIe  also  says  that  Japan  after  1949  exemplified  a poor  corintry  embarking  on

rapid  grosvt)i  'xv}iile  keeping  suitable  financial  constraints  in  place.  But  Japan  began  to

libcrali.xc  its financial  system  only  rcccntly.  Tliis  seems  to be a long  if  not  exccssivc  delay.

From  a theoretical  victvpoint,  t)ic  problem  is: if  the  transitional  pcriod  is conceived  of

as taking,  say', a dccadc,  and  fixiancial  dcrcgulation  is so vulnerable  to policv  failures,  ivhat

circ  the  benefits  of  financial  libcralization?  This  seems  to be a iaalid  question  for  two  reasons.

First,  if' tlie  financial  system  can  only  be  deregrilated  after  the economy  is as  n'iature  as

Japari  s, financial  libcralization  sliohild  surely  be considered  a indicator  rather  tlian  an engine

f'or dcvclopmcnt.  Secondly,  given  thc  cxtcnsion  of  tlie  repressed  period  bcforc  libcralization,

liosv  to manage  :i  repressed  financial  system  in order  to propel  development  may  be fruitful

problen-i  to analyse  in terms  of  the  researc}i  agenda.

Indeed,  t)ie  research  agenda  regarding  the  prolilems  of  transition  t'ietiveen  repression  and

lilici'alixation  sccins  to be moiing  in this  dircction.  &IcKinnon  (1991),  l-or cxamplc,  lias  made

:tn effort  to analvsc  better  tlic  stages  or  lilicralization.  .-'ys a result  of  tl'iis  analysis,  very  little

of" his lircsioris  :il"iliro:ich  to financial  libcralization  stands. In the scnnnal ivorks of :'VIcKinnon
(1973)  and  Shasv  (1973),  fniancial  liberalization  waS conceived  of  as a means  to ixiduce  finan-

cial  dccpcning  and  tluis  incrcasc  tlic  availability  of" crcdit  in the  formal  financial  system.  The

f"rccing  of  interest  rates,  on tlic  ot)icr  hand,  ivorild  not  only  ctpand  the  demand  for  domestic

financi:il  asscts  l'iut  also  l"iclp  to  mobilize  savings  and  to improve  tlic  allocation  of  fiinds

available  for  invcstmerit.  In this  svay,  financial  deepening  became  a poiverful  engine  for

groitth  by incrcasing  the  rate  of  savings  and  improving  investment  productivity.

If  t)ic  lessons  or  coxicrctc  cypcricnccs  of  libcralizations  arc  taken  into  account,  ho'ivcvcr,

f'inanci:il  libcralixation  could  bc an cvtrcmcly  c'qicnsive  luvury  good  for  rmstablc  corintrics.

For  cvamplc,  according  to elcKinnon  (1991):  =I)ailure  to recognize  [lic  nccd  loi  utTici.ii.uiion

to limit bank lending rates svas, in part, rcsponsible for tlic financial collaliscs in t)ie Sorit)icrn

9 Scc  chapters  ns'c and  nine  of  the 1989  (VDR.



Cone...  To achieve  high  real financial  growth,  successful  developing  economies  have  combined
domestic  price  stability  with  substantial,  even if  regulated,  nominal  rates of  interest  on both
deposits  and loans"  (page  91).  Likeivise,  "tvithout  price-level  stability,  unpredictable  volatility

in  real  interest  rates  or exchange  rates makes  unrestricted  domestic  borrowing  and lending  by
deposit-taking  banks  - which  must  always  be regulated  to ensure  the safety  of  the payments
mechanism  - simply  too risky"  (page  6).  Consequently,  it is better  that  "newly  liberalized  en-
terprises  do without  credit  from  the organized  banking  system.  Until  financial  conditions  are

stabilized,  decentralized  firms  in industry  and agriculture  best rely mainly on self-finance, on
borrowing  from  nonmonetary  financial  sources,  and by broadening  equity  participation  in the
enterprise  itself"  (page  7).  One wonders,  however,  how  equities  corild  be a source  of  finance
in  economies  where  =open  markets  for  common  stocks,  bonds,  mortgages,  or even commercial
bills  are  typically  insignificant"  (page  84).

A direct  consequence  of  these  ch;aracteristics  of  the transition  period  is, then,  that  "some
degree  of  financial  repression"  coupled  with  credit  rationing  may  be warranted.  Indeed,  in the
1950's,  when  Taiwan  had high  and variable  inflation  that  was more  or less successfully  offset
by high  and variable  nominal  interest  rates,  the cornrnercial  banks  were state-owned  and did
not  compete  much  among  themselves=  (page  41).

In brief,  the conclusion  on this  point  is that  the research  agenda  on the role  of  the fi-
nancial  system  in development  is open.  There  are many  crucial  questions  but  very  few an-
swers  beyond  tliose  based  on casual  empiricism.

C. Deregidatiori  of  tlie capital  accoxmt

+Ss has been shown,  the literature  emphasizes  that  controls  on capital  flows  should  be
maintained  until  trade  liberalization  is finished.'o  But  there  is no detailed  analysis  of  the stages
or  the speed with  which  the capital  account  should  be opened  up. Indeed,  regarding  the cap-
ital  account,  there  is not  mucl"i  mentioned  beyond  the warning  that,  during  the transition  to
a free-market  economy,  allowing  free international  capital  mobility  could  lead to unwarranted
capital  flight  or  the build-up  of  foreign  indebtedness  (McKinnon,  1991).  In a certain  sense,
the literature  seems to lag behind  the ongoing  attempts  at liberalization.  For  example,  in the
present  Latin  American  context,  while  decisive  steps toward  deregulation  are being  taken,  the
capacity  of  the govcrnmcnts  to regulate  the flow  of  external  capital  is practically  nil.  And,
indeed,  the present  reversal  of  the capital  flight  process  of  the 1980s is gencrating  severe dis-
turbances.  Specifically,  Argentina,  Chile,  Colombia,  and Mexico  are experiencing  significant
problems  in  trying  to coordinate  capital  inflows  with  both  the timing  of  reforms  and macroe-
conornic  equilibrium.  In such a context,  the advice  on controlling  external  flows  has no em-

pirical  relevance  given the de facto openness to capital flows in these countries.

D. Deregidation  of  labour  and otlier  dornestic good's inarkets

"Whereas  there  are  questions  about  the speed of  response  of  the trade  sector,  the re-

sponse  of  the banking  sector  to deregulation,  and so on, there  are fewer  questions  regarding

economic  bchaviorir  when  sectoral  markets  are concerned.  Instead,  the difficulties  become

increasingly  political,  as income-  distributional  questions  come  to tbe fore.  Resistance  to re-
forms  of  pricing  of  food,  urban  transport,  energy,  and otlier  publicly  provided  goods  and ser-

vices  is encountered  largely  because  of  consumer,  rather  than  producer,  interest"  (Krueger,

1986, page  29).  That  is, as l"ias been  seen before,  it is considered  that  tlic  dercgulation  of  tlicse

markets  is ahvays  welfare  improving  with  the only  problem  being  the resistance  of  agents

ivhose  interests  are affected.

10 Ilarbcrgcr  (1%(i)  giscs a soineisliat  different  rauonale  l'or intcrtcning  in die capital  market  based on tlie existence  or
externaliues.  See also the comments  of Dornbusch  (1986)  on this.
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There  are good  reasons,  however,  to think  that  the  effects  of  decontrolling  domestic

markets  should  be more  carefully  analyzed.  Three  questions  should  be emphasized  in this

regard.  First,  from  the demonstration  of  the second-best  theorems,  it follows  that  when  there

are non-market  constraints,  the deregulation  of  an individual  market  can be expected  to be

welfare-improving  only  if  the  production  and  utility  functions  are more  or less separable,  that

is, when  the  market  under  analysis  has no important  linkages  with  others.  But  it does not

seem  to be the  case of  "some  publicly  provided  goods  and  services",  which  in the  typical  LDC
includes,  for  example,  the provision  of  energy  in its various  forms.  This  means  that  price  de-
controls  can  affect  not  only  consumers  but  also  producers.

Secondly,  a sharp  shift  in the cost  of  energy  or a strong  change  in income  distribution
(for  example,  because  of  fuel  or food  price  decontrolling),  will  trigger  non-negligible  spillover

effects on other markets.  As the disequilibrium  approach to macroeconomics  has shown,'l
spillover  effects  are of  great  importance  in determining  the macroeconornic  disequilibrium

regime.  For  example,  during  the 1980s,  some  hyperinflationary  episodes  in Latin  America

were  triggered  by attempts  at correcting  lagging  public  prices  and  exchange  rates.  Likewise,

the elimination  of  food  subsidies  greatly  contributed  to further  reducing  effective  demand  in

the  midst  of  a macroeconomic  crisis  in sucli  couritries  as Venezuela  or even  the  former  Soviet

Union.  Is it wise  to induce  an effect  like  this  on effective  demand  while  domestic  industry  is

going  through  a restructuring  process  because  of  protection  reduction?  This  seems to be a

very  important  problem  regarding  the sequencing  of  liberalization,  especially  in the former

socialist  countries.  Again,  it does  not  seem  to be a problem  only  for  consumers.

The  last  point  has to do with  privatization.  Tariffs  are very  likely  to be raised  by a

government  before  selling  a public  enterprise  in order  to augment  profitability  and  thus  the

private  and foreign  investors'  willingness  to bid for  public  enterprises.  This  happened  in

Argentina.  As  a consequence,  the prices  of  some  services  now  provided  by the  private  sector

are well  beyond  international  prices.  Given  that  some  of  the privatized  enterprises  now  enjoy

both  a monopoly  position  and  natural  protection,  the  level  of  domestic  prices  vis-A-vis  inter-

national  prices  is not  likely  to change.  It  follows  that  badly  implemented  privatization  could

heavily  impinge  on the  competitiveness  in industry  and  other  tradable  sectors  in the  economy.

This  runs  against  the goals  of  trade  reform.  Its effects  on international  competitiveness  are

similar  to those  of  reducing  protection  for  final  goods  while  leaving  protection  for  intermedi-
ate products  unchanged.  Neither  is this  a consumer-only  problem.

E.  The  relationship  between  [iberalization  and  stabilization

In  the  discussion  of  the  problems  of  sequencing,  macroeconornic  issues  are brought  into
the  picture  for  two  basic  reasons:

(a)  As we have  seen, if  there  are short-run  rigidities,  there  could  be short-rrin  oritprit
losscs;

(b)  If  the transition  is mismanaged  - as is supposed  was  the  case of  the Southern  Cone

liberalization  efforts  - there  will  be additional  costs  and  disturbances  that  could  cause

the reform  to break  down  (Edwards,  1986).  Furthermore,  according  to Edwards,

there  are strictly  political  reasons  for  discouraging  a simultaneous  attempt  at stabi-

lizing  and  liberalizing:  the  costs  of  stabilization  and  liberalization  could  be confused.

McKinnon  (1991)  stresses  that  "how  fiscal,  monetary,  and  foreign  exchange  policies  are

sequenced  is of  crucial  importance.  Governments  cannot,  and  perhaps  should  not,  undertake

all liberalizing  measures  simultaneously.  Instead,  there  is an "optimal"  order  of  economic  Jib-

eralization"  (page  4).  The  "optimal"  order  defined  in the literature  distinguishes  two  stages

ivliich  an economy  should  go t}iroug}i  from  stabilization  to growtli  (Sclowsky,  1990;  Fisclicr
and  Husain,  1990).

11 See, ror  example,  Benassy  (1982).
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During  stage  I, economic  policy  should  almost  completely  focus  on establishing  a sound

macroeconornic  setting.  Achieving  a primary  fiscal  surplus  is a priority  at this  stage.  Accord-

ingly,  fiscal  reform  following  the  Washington  Consensus  guidelines  shorild  be implemcntcd.'2

In  addition  to fiscal  imbalance,  the typical  macroeconornic  setting  of  a repressed  econ-

omy  is deemed  to include  inflation  and a misalignment  of  relative  prices  (mainly  a lagging

exchange  rate).  Consequently,  the  fiscal  reform  to be implemented  during  stage  I is appended

to the standard  IMF  stabilization  package  so as to cope  with  inflation  and  incorrect  relative

prlCeS.

In order  to induce  a correction  in relative  prices,  devaluation  and domestic  prices,  de-

control  is recommended.  With  regard  to inflation,  a key  role  is assigned  to keeping  the  level

and  the  rate  of  growth  of  aggregate  demand  in a sound  relationship  with  the  level  and  grotsth

prospects  of  the  economy's  aggregate  supply.  This  means  controlling  not  only  the  fiscal  def-

icit  but  also  keeping  domestic  credit  expansion  in an appropriate  balance  with  the  prospective

path  of  desired  money  holdings  (Guitian,  1987;  Kahn,  et at., 1986).

Stage  II comprises  the  implementation  of  the  set of  policies  aimed  at bringing  private

incentives  more  in line  with  true  economic  scarcities,  that  is, the  launching  of  the  liberalization

package.

The  sequencing  of  stabilization  and  structural  reform  in terms  of  stages  I and  II is the

"official"  economic  policy  recommendation  of  the  Washington  Consensus.l3  But,  what  are the

theoretical  foundations  for  this?.  In analysing  the relationship  between  liberalization  and

stabilization,  Krueger  (1986)  asks herself)  should  total  decontrol  precede  macroeconornic  sta-

bilization?.  Her  answer  is:  "I  have  nowhere  seen an analysis  of  this  circumstance"  (page  29).

In other  words,  as in the case of  the "optimal"  sequencing  of  individual  markets  decontrol,

"more  research  is needed"  with  regard  to  the  dynamic  properties  that  characterize  the

micro,lmacro  interactions  during  the  transitional  process.

There  is a wide  consensus  on the fact  that  liberalization  without  stability  is not  l.ikely

to succeed,  particularly  because  it is necessary  to eliminate  uncertainty  about  future  key  rela-

tive  prices.  Indeed,  VcKinnon  (1991)  considers  that  the  most  important  task  of  stabilization

in preparing  the scenario  for  successful  liberalization  is that  of  elirninating  the uncertainties

referring  to future  price  level,  future  interest  rates  and  exchange  rates.  But  beyond  the desir-

ability  of  these  objectives,  there  are no clear  indications  on ways  to manage  the transition

between  stages  I and  II.

Two  problems  should  be emphasized  regarding  the sequencing  of  the two  stages.  The

first  concerns  fiscal  adjustment  and  the second  refers  to exchange  rate  policy.  Fiscal  adjust-

ment  affects  the  "optimal"  sequence.  A large  fiscal  deficit  requires  time  to reduce  government

spending  and  to raise  taxes  (Krueger,  1983),  and  the  period  of  tin'ie  required  does  not  seem  to

be short.  After  ten  years  of  adjustment  efforts  in Latin  America,  McKinnon  (1991)  noted  that

the  economies  suffering  from  the  debt  crisis  "have  not  been  able  to put  sufficient  internal  fiscal

and  monetary  controls  in place  to support  a dismantling  of  their  interventionist  policies"  (page

3).  In  the  former  socialist  countries,  on the  other  hand,  the  time  period  necessary  to complete

fiscal  adjustment  will  likely  be longer  since  =before  direct  central  government  controls  are fully

dismantled  the monetary-  financial-fiscal  system  has to be converted  from  the passive  mode

that  has simply  accornrnodated  the planning  mechanism  into  an active  constraining  influence

on the ability  of  decentralized  enterprises,  house}iolds,  and  even  local  goverriments  to bid  for

scarce  resources"  (page  3).  That  is, in such  countries,  it is not  just  a matter  of  tightening  the

government  budget  constraint,  the  adjustment  process  may  include  the  whole  society.

Concern  over  exchange  rate  policy  may  be attributable  to the fact  that  more  efforts  at

liberalizing  the  trade  regin"ie  have  foundered  because  a nominal  exchange  rate  was  pegged  and

inflation  did  not  abate,  than  for  all  other  reasons  combined  (Krueger,  1983).  That  is, a lagging

exchange  rate  can  cause  the  whole  libcralization  effort  to collapse.

12 See'iVilliamson  (1990)  for  the  details.  The  1988  World  Development  Report,  which  is devoted  to fiscal  issues,  provides

an ample  view  of' the Washington  Consensus  approach  to fiscal  policies.

13 See the 1991  World  Development  Report.  For  a critical  evaluation  of  the Report  and the'iVashington  Consensus

recommendations,  see Fanclli,  et at. (1990  and  1992).
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As is well  known,  there  are relevant  trade-offs  between  t}ie objectives  to be pursued  in

defining  the exchange  rate  policy.  There  are at least  three  possible  criteria  for  evaluating  the
suitability  of  exchange  rate regimes:  cxtcrnal  balance,  internal  balance,  and cfT'icicncy  (Josbi,
1990). The problems  posed  by these  criteria  constitute  the core of  the difficulties  in managing
stabilization  and structural  reform.  According  to the weight  given  to each objective,  the po-

sitions  about  the "optimal"  exchange  rate  policy  will  differ.  This  seems  to bc the casc  in  rcgard
to the liberalization  literature:  there  is no uniform  position  on which  exchange  rate  regime

would  be optimal  for  the transition  period.

According  to Krueger  (1986),  a crawling  peg can assure some degree  of  independence
of  the two  reform  efforts.  But  this  position  far  from  represents  a consensus.  &{any  authors
believe  that  it is better  to keep to a fixed  exchange  rate as an anchor  for  nominal  prices

(Dornbusch,  1990)  although  Lal  (1986)  considers  that  "the  adoption  of  a floating  exchange
rate  could  ease the transitional  pains  of  a trade  liberalization  program"  (page  217).

In the light  of  these contradictions,  it seems that  the issue of  the rclationship  between
stabilization  and structural  reforrr4  is far from  settled,  as it appears  to be in the Washington
Consensus  policy  recommendations.

IV.  The  Southern  Cone  experience  revisited

As has already  been mentioned  the so-called  Southern  Cone experiments  in liberali-
zation  played  an important  role  in the gestation  of  the sequencing  issue.  However,  the cases

look  relevant  in themselves  simply  because  there  are not  very  many  episodes  of  drastic  liber-
alizing  reforms  capable  of  providing  empirical  material  for  evaluation.  (Another  relevant  case

for  that  matter  is the Bolivian  economy  after  1985).  The reforms  that  many  countries  have
implemented  recently,  or are now  implementing,  tend  to generate  institutional  and regulatory
settings  similar  to those  created  by the Southern  Cone  experiments.  Were  the crises  in  which
they  concluded  a matter  of  sequence,  or were  there  other  elements  to blame? If  these  elements
could  be identified,  another  source  of  criteria  would  be available  for  policy  guidance  (other
than  that  of  sequencing).

With  regard  to the evaluation  of  these past  experiences,  it is worth  stressing  that  their
diagnosis  in terms  of  "correct"  or "incorrect"  sequencing  of  reforms  has an implicit  and strong
a priori  assumption.  The implicit  assumption  is that  the attempted  reforms,  correctly  ordered,
would  have necessarily  set the economy  on a stable  path  with  a significant  rate of  growth.
This  assumption  rests on no other  foundation  than  beliefs  derived  from  simplistic  models.
Moreover,  there  are no reasons  to exclude  a priori  the possibility  of  explosive  paths  (i.e.
financial  crises of  the kind  experienced  by Chile  and Argentina)  or stagnant  equilibria  (i.e. the
process  experienced  by Bolivia  after  the reforms  implemented  in 1985)  independently  of  the
order  in which  reforms  are implemented.  SpecificaIly,  it is suggested  that  the instability  of  the
Southern  Cone  experiments  can be analysed  focusing  on some characteristics  of  the financial
markets  which  have  not  been  highlighted  by the sequencing  literature,  such  as the relative  size
of  national  markets  vis-A-vis  the size of  capital  flows.

There  seems to be a consensus  that  in both  the Argentine  and Chilean  cases  the desta-

bilizing effects of capital flows were the prima facie  cause of the financial  and
balance-of-payment  crises.  The  stylised  facts  of  both  experiences  can be seen  in  tables  1 and
2. 14

An  injection  of  external  funds  financed  an initial  expansionist  phase  while  the amount
of  funds  intermediated  by the financial  system  and the number  of  intermediaries  grew  swiftly.
Together  with  the expansion  of  consumption  and, to a less degree,  investment,  external  funds
also financed  speculation  in domestic  real and financial  assets.  Following  the lifting  of  con-
trols,  capital  inflows  adjusted  quickly,  much  faster  than  the rise in imports.  Hence,  in both
Argentina  and Chile,  the central  banks  accumulated  reserves  in the first  phase.  Because  the

14 The presentation of the cases is based on Frenkel (1983 a) and Frenkel (1983 b) for AigcnLina and French-Davis y
Arellano (1983). Are)lano (1983), Diaz Alejandro  (1985) and Corbo (1985) for  Chile.
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Table  1

ARGENTINA:  SELECTED  MACROECONOMIC  VARIABLES  1977-1983

1977 7978 1979 1980 1987 1982 1983

GDP  growth  rate  (per  cent)

Inflation  rate  (CPI)

6.3  -3.3  6.5

160.0  169.3  140.i
1.0  -6.4  -5.2  3.3

87.5  131.2  209.7  433.6

Trade  account  a
Current  account  a

1490.0  2566.0  fflO.O  -2519.0  -287.0  2288.0  3332.0
1290.0  1834.0  -550.0  -4768.0  -4714.0  -2538.0  -2437.0

Real  exchange  rate  b 100.0 79.9 57.4 44.7 57.3 101.6 '1"l7.7

Ml/GDP
M2/GDP

Real  borrowing  interest  rates
Real  lending  interest  rates
Difference  between  lending
interest  rates  and preannounced
exchange  rate  variation  c

Montly  rate
Annual  rate

-7.2  -15.7
23.1  9.4

-'1.0
3.5

9.8  -29.8  -29.i
7.1 -36.1  -19.5

5.8 d
95.9 d

National  savings  rate
Gross  fixed  investment  rate

10 8
17.3

Reserve  increment  a
Gross  debt  increment  a
Net  debt  increment  a

2227.0  1998.0  4443.0
1399.0  2818.0  6538.0
-828.0  820.0  2095.0

-2796.0
8i28.0

10924.0

-3807.0
8509.0

12316.0

-651.0  244.0
5032.0  4384.0
5683.0  4140.0

Source:  Central  Bank  of  Argentina,  National  Institute  of  Statistics  and  Fundaci6n  de  Investigaciones  Econ6micas

Lati  noamericanas.

a  In billions  of  dollars.

b  Nominal  exchange  rate  (peso/dollar)  deflated  by  domestic  consumer  price  index.

c  From  January  1979  to March  1981.

d Annualized  rate  for  the  first  three  months  of  the  year.

preannounced  rate  of  devaluation  (the  tablita)  was  lower  than  the  actual  rate  of  inflation,  and

because  this  rate  of  exchange  rule  initially  enjoyed  a high  level  of  credibility,  arbitration  be-

tween  external  and  domestic  assets  and  external  and  domestic  credit  reduced  the  nominal  rates

of  interest  and  the  expected  cost  of  external  credit  vis-A-vis  the  rate  of  inflation.  This  price

effect  operated  together  with  the  quantity  effect  to drive  the  expansi6n  in  the  first  phase.  Tlic

flow  of  imports  rose  gradually  but  steadily  and  the  burden  of  interest  earned  by  the  accrued

external  debt  also  grew,  producing  a rising  deficit  in the  current  account.  At  a certain  point,

the  inflow  of  capital  was  less  than  the  current  account  deficit  and  the  level  of  reserves  stopped

growing  and  began  to decline,  triggering  a second  phase  of  the  process.

The  fragility  of  the financial  system  rose  pari  passu  with  the  expansion  of  assets  and

liabilities  of  the  financial  system  in the  first  phase,  because  a significant  part  of  credit  had

financed  consumption  and  speculation  with  existing  ASSETS  during  the  boom.  In both  the

Argentine  and  Chilean  cases,  the  real  rates  of  interest  began  to grow  at a certain  point.  In  the

second  phase,  the rise  in  the rates  of  interest  and  the roll-over  of  the  pre-existing  debt

contributed  additionally  to increase  the  fragility  of  the  system.

The  high  real  rate  of  interest  which  characterized  the  second  phase  of  the  process  de-

serves  attention.  Vicroeconomic  arguments  such  as the  adverse  selection  or risk  ai'id  mor:i.!

hazard  in the  banks  have  been  used  to explain  statically  l'l'llY)'  banks  were  able  to charge  such

high  rates.  A less often  mentioned  point  is that  real  rates  of  interest  fell  in the  first  phase  and

then  shoived  an riptvard  tcndency.
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Table  2

CHILE:  SELECTED  MACROECONOMIC  VARIABLES  1977-1983

7977 7978 7979 1980 7987 1982 1983

GDP  growth  rate  (per  cent)

Inflation  rate  (CPI)
5.5  -i4.1
g.s  20.7

Trade  account  a

Current  account  a
34.0  -486.0  -355.0  -764.0  -2677.0  63.0  986.0

-5510  -1088.0  -1189.0  -1!J71.0  -4733.0  -2304.0  -ffl7.0

Real  exchange  rate  b iOO.O 108.9 95.6 83.0 83.4 105.1 125.6

Ml/GDP
M2/GDP

Real  borrowing  interest  rates
Real  lending  interest  rates
Difference  between  lending
interest  rates  and preannounced
exchange  rate  variation  c

Montly  rate
Annual  rate

3.5 d
!51.7 d

National  savings  rate
Gross  fixed  investment  rate

10.7
13 3

Reserve  increment  a
Gross  debt  increment  a
Net debt  increment  a

iss.o  785.0  i:ss.o  1760.0  -:gg.o  -ugz.o  -555.0
236.0  1413.0  1584.0  1906.0  3140.0  1262.0  1017.0

71.0  628.0  328.0  146.0  3430.0  2459.0  1572.0

Source:  Central  Bank  of  Chile.

a  In billions  of  dollars.

b Nominal  exchange  rate  (peso/dollar)  deflated  by domestic  consumer  price  index.

c  From  February  1978  to May  1982.

d Annualized  rate  for  the  first  five  months  of  the  year.

Three  factors  seem  to explain  the  rising  rates  of  interest  in the  second  phase.  First,  an

exogenous  shock:  the  increase  in the  international  rates  which  began  at the  end  of  191'j.  The

jump  in the  international  rates  contributed  to elevating  the  domestic  rates,  but  of  course  it

cannot  fully  explain  tlic  increment.  A disaggregation  of  the  actual  domcstic  rate  in that  pe-

riod,  as the  sum  of  the  international  rate,  the  rate  of  announced  devaluation,  and  a residual

accorinting  for  exchange  risk,  shows  the  latter  to be t}ie  main  factor  explaixiing  the  increase

in  the  domestic  rate.  Secondly,  there  was  an endogenous  effect  of  the  expansion  of  the  system

while  it evolved  to finance  riskier  operations.  Thirdly,  the  lack  of  credibility  of  the  announced

exchange  rule  in the  face  of  the  results  in the  external  accounts  was  a factor.  Information

about  tlie  rising  current  account  deficit  or the  declining  level  of  reserves  made  prospects  for

the  sustainability  of  the  exchange  rule  less certain.  So, a higher  exchange  risk  premiyim  svas

needed  to eqriilibrate  tlic  demand  for  domestic  and  external  assets.

By influencing  exchange-rate  expectations,  the  deterioration  of  the  current  account  in

the  second  phase  imposed  higher  rates  of  interest  to sustain  the  demand  for  domestic  financial

assets.  However  the  rise  in interest  rates  made  the  system  more  prone  to a generalized  crisis.

This  constituted  an explosive  process.  At  the  end  of  the  process  there  was  no rate  of  interest

high  enough  to sustain  the  demand  for  domestic  assets,  and  both  the .Argentine  and  the

Chilean  experiences  ended  up in a run  against  the  Central  Bank  reserves  and  a generalized

bankruptcy.

It has not  been  stressed,  but  it is worth  mentioning  that  the  effect  of  the  perceived  in-

creasing  fragility  of  the  domestic  financial  system  also  contributed  in itself  to svcakening  t}ie
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demand  for  domestic  assets,  adding  to the  effect  of  the information  on the external  accounts.

This  is so even  in the  case of  Argentina,  where  an explicit  deposit  insurance  was  in force.  The

relative  weights  of  the  negative  prospects  of  the  external  accounts  and  the perceived  fragility

of  the  financial  system  are impossible  to unravel.  However,  the  bad  news  about  the  domestic

system  - localized  bankruptcies  of  financial  institutions  - had  been  announced  well  before

difficulties  in the  external  accounts  became  apparent.

The  rates  of  inflation  were  high  when  the policies  were  launched  (much  higher  in

Argentina  than  in Chile)  and  the prograrnrnes  were  intended  not  only  to deepen  and  integrate

the  financial  system,  with  the  expected  effects  on efficiency,  savings  and  investment,  but  also
to perform  a stabilizing  function.  Specifically,  policy  on the  rate  of  exchange  was  aimed  at

reducing  the  rate  of  inflation  and  did not  belong  to the  reform  package  by internal  logical

necessity.  As  the  policies  actually  executed  were  a specific  mix:  there  is a need  to disentangle

cause  and  effect  uSing  the  best  analytical  capabilities  and  cornrnon  sense.  In  any  case, this  is
a characteristic  feature  of  any  evaluation  of  concrete  historical  episodes.  These  cases are

particularly  demanding  because  they  involve  several  drastic  policies  enacted  simultaneously.

It is apparent  that  the  real  appreciation  explains  a significant  part  of  the observed  re-

sults  in both  cases.  It has worked  in two  different  ways.  First,  the appreciation  had  a real
effect  on relative  prices  and  on the  tendency  of  the trade  account.  Secondly,  the  dynamics

of  gradual  appreciation  had  a financial  effect:  bylowering  the  real  domestic  interest  rate  and
the cost  of  international  finance  measured  in domestic  prices  in the first  phase,  stimulating

then  consumption  and  speculation  with  domestic  assets.

Conversely,  it seems evident  that  the high  rates  of  inflation,  or rather,  its unexpected

stubbornness,  were  the cause  of  the observed  appreciation,  giving  the rates  of  devaluation
established  by the tablitas.  As a consequence,  it should  also  be evident  that  the  unexpected
stickiness  of  the  rates  of  inflation  played  an important  role  and  that  any  explanation  of  the
observed  results  must  account  for  it.

Before  going  ahead  with  the evaluation,  it is worth  mentioning  that  some  conclusions
and  policy  recommendations  can  be, and  have  been,  reached  at this  level  of  the  analysis.  The

dramatic  results  observed  in the Southern  Cone  experiences  called  attention  to the risks  in-

volved  in  liberalizing  the  flows  of  capital  under  conditions  of  high  inflation.  Particular  caution

calls  for  combining  free capital  flows  with  the  active  utilization  of  the  rate  of  devaluation  as

a gradual  tool  for  disinflation.  Under  high  rates  of  inflation,  a crawling-peg  exchange  rate

policy  and  controls  intended  to inhibit  capital  flows  are recommended.  With  regard  to the

working  of  the  domestic  financial  system,  one  conclusion  is that  reforms  of  the  kind  attempted

in Chile  and  Argentina  can  increase  its volatility.  Elimination  of  gross  distortions  are then

recommended,  but  combined  with  a regulatory  setting  intended  to reduce  volatility  of  real  in-

terest  rates.  It could  be said that  under  conditions  of  high  inflation,  stabilization  policies

should  have  priority  over  structural  reform  attempts.  These  seem to be sensible  recommen-

dations,  but  can sometimes  be rather  unrealistic.  In many  cases of  accentuated  instability,

exemplified  by some  Latin  American  economies  in the 1980s,  the same acceleration  of  in-

flation  gave  place  to "parallel"  markets  which  actually  curtailed  the  regulating  capability  of  the

State.  In  such  cases,  the  financial  domestic  markets  and  the  capital  flows  adjust  more  or less

"freely",  even  if  regulations  are in force.

As has been  stressed  here,  it should  be evident  that  the stickiness  of  inflation  explains

a significant  part  of  the  results  observed  in the Southern  Cone  experiments.  The  point  gives

rise  to two  different  questions.  First,  was  the  dynamics  of  appreciation,  if  not  the  sole factor,

then  the main  factor  explaining  the results  or do other  plausible  factors  have  sirnilar  rele-

vance?  Secondly,  what  are the main  causes  of  the stickiness  of  inflation  and,  consequently,

of  the  distortion  of  relative  prices  produced  by the exchange  policy?  The  analysis  continues

with  a discussion  of  the  latter  question,  leaving  the  former  to be cornrnented  on later.

The  stickiness  of  inflation  was  in no way  a new  issue,  but  the impressive  result  of  the

drastic  experiments  with  exchange  policy  called  renewed  attention  to this  complex  problem.

Although  several  researchers  inspired  by events  focused  on the  issue  to find  analytical  expla-

nations,15  this  was xiot the case of  tlic  first  evaluations  of  the Southern  Cone  experiments

made  by some  friendly  partners.  The  first  evaluations  of  the  Argentine  eyperience,  made  while

15 See for  example  the  research  results  presented  in Figueiredo  et al. (1985).
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Chile  was still  considered  to be a sound  case, bypassed  the explicit  consideration  of the
stickiness  of inflation  and focused  directly  on the significant  deficit  of  the public  sector,
treating  it implicitly  as the main  explanation  for  the prevalence  of  high  rates of  inflation.  It
has to be said that  this  was an a posteriori  remark,  because  the "monetary  approach  to  the
balance  of  payment"  which  originally  inspired  the implemented  policies  denied  the relevance
of  any sectoral  deficit  and put  all the burden  of  the stability  of  the balance  of  payments  on

monetary  policy.  On the other  hand,  at that  time  there  was a firm  belief  in  the policy
relevance  of  the "law  of  one price".  Thus,  the lack  of  sufficient  external  trade  was thought  to

be the condition  which  allowed  a persistent  difference  between  the rate of  inflation  and the
rate  of  devaluation.  On the basis of  this  argument,  the lack of  enough  trade  liberalization
completed  the diagnosis  of  the Argentine  case vis-A-vis  the still  "well-behaved"  Chilean  case.

Elimination  of  fiscal  deficit  and complete  trade  liberalization  were  posed  as logical  nec-
essary  conditions  for  the success of  the financial  reform  and the freeing  of  capital  flows.  Were
they  sufficient  conditions?  At  the time,  the still  successful  Chilean  case was there  to give an
empirical  affirmative  answer.  The sequencing  view  of  the problem  followed  from  this  line of
reasoning.  In the Argentine  case, the necessary  conditions  had not  been fulfilled,  and so the
financial  reform  and the liberalization  of  capital  flows  were  premature  measures  vis-A-vis  the
correct  order  exemplified  by Chile.

The Chilean  crises (the simultaneous  balance-of-payments  and financial  crises)  should
have made the whole  argument  on sequencing  unlikely,  constructed,  as mentioned,  on the
comparison  between  Argentina  and Chile.  Indeed,  as was emphasized  by McKinnon  in 1981,
before  the crises started,  the Chilean  reforms  looked  quite  complete  at that  time.  When  the
tablita  exchange  policy  was initiated,  the public  accounts  were in  surplus  and the trade
liberalization  was almost  complete.  The  last  reduction  of  tariffs  to a uniform  10 per cent  level
was part  of  a schedule  preannounced  well  before,  and was synchronized  in June  1979 with  the
announcement  of a fixed nominal  exchange  rate.  However,  instead  of suggesting  a
reconsideration  of  the sequencing  explanation  of  the Argentine  crisis  and a reformulation  of
the  whole  problem,  the Chilean  experience  also came  to be considered  an example  of  mistaken
sequencing  on the basis of  new arguments.  Differences  in adjustment  velocities  between
goods  and financial  markets  were focused  on in criticizing  the simultaneous  opening  of  the
trade  and capital  accounts  (Edwards  (1985)).  Conversely,  indexation  of  nominal  wages  was
highlighted  as an important  factor  behind  real  appreciation  (Corbo  (1985))  and  so, a
significant  factor  of  the failure.

The  mention  of  backward-looking  indexation  of  nominal  wages  (as inconsistent  with  the
fonvard-looking  fixation  of  the nominal  exchange  rate)  provided  an ad hoc explanation  for  the
stickiness  of  inflation  in the Chilean  conditions  of  fiscal  surplus.  Indexation  of  wages and
other  nominal  contracts  had been indicated  in the Argentine  case as explaining  inflation
inertia  (Frenkel  (1983 c, 1984),  but  these arguments  were disregarded  in the above-quoted
friendly  evaluation,  probably  because  fiscal  deficit  was  considered  to  be  a sufficient
explanation.  More  or less forma}ized  indexation  rules  were  indeed  in force  in both  Argentina
and Chile.  This  was not  amazing,  after  an extended  period  of  high  inflation,  even if  fiscal
adjustment  had been fulfilled.

The argument  about  different  velocities  of  adjustment  of  goods  and financial  markets
was aimed  at simultaneously  explaining  the real appreciation  and the overborroiving  feature.
Financial  markets  are supposed  to adjust  faster  than  goods  markets.  The argument  goes  as

follows.  Starting  from  an economy  repressed  in both  trade  and capital  floivs,  the simultaneous
opening  of  goods  and capital  markets  determines  a rising  tendency  of  imports  and capital  in-

flows.  Because  capital  inflows  adjust  quickly,  there  is an excess supply  of  currency  svhich
causes a tendency  of  the exchange  rate  to appreciate.  The real appreciation  gives an addi-
tional  impetus  to imports  and trade  deficit.  The appreciation  process  continues  wliile  capital
inflows  exceed  the current  account  deficit.  The  final  result  is an "overborrowing"  situation.

Although  the model  seems to describe  realistically  some relevant  features  of  both  the
Argentine  and Chilean  experiences,  it is weak  as a complete  explanation  of  the cases  consid-
ered.  First,  the model  lacks  a transmission  mechanism  to explain  real appreciation.  Under
fixed  exchange  rate regimes,  it implies  that  the above-  mentioned  stickiness  of  inflation  is

mainly explained by pressures exerted by the capital inflows. This argument is not sen
plausible.  One, there  was inflation  before  the inflow  of  capital  and it did not  accelerate  ivith
its entry.  On the contrary,  rates of  inflation  slowed  down,  even though  they  remained  higher



than  the rates  of  devaluation.  Two,  as stated  already,  both  cases showed  strong  evidence  of
indexation  of  wages  and other  contracts  as the principal  factor  behind  inflation  inertia.  This
raises  the question  of  the causality  of  the process.  If  real appreciation  is mainly  produced  by
the nominal  exchange  rate policies  lagging  behind  inertial  rates of  inflation,  causality  runs
from  real appreciation  to capital  inflows  and not  in the opposite  direction.  Then,  rephrasing
the argument  concerning  different  velocities  of  adjustment,  it could  be said that  capital  inflows
adjusting  faster  than  trade  made  it possible  to sustain  a lasting  process  of  real  appreciation.

Secondly,  the model  does not  account  for  the simultaneous  reserves  and domestic  fi-
nancial  crises.  The atemporal  syrnrnetry  of  neoclassical  models  suggests  a second  phase  in
which  the external  deficit  exerts  a pressure  for  devaluation,  reversing  the initial  appreciation
and leading  the exchange  rate  to an equilibrium  level.  In a fixed  exchange  rate regime,  this
would  imply  nominal  deflation  of  wages  and prices,  which  does not  seem plausible.

This  explanation  dismisses  the liquidity  difficulties  facing  by financial  intermcdiaries  and
agents  indebted  in domestic  and external  credit.  In fact,  the downturn  of  the initial  boom  was
not  a smooth  process  but  rather  a combination  of  bankruptcies  and a run  against  the central
bank  reserves.  The actual  processes  have been  described  better  by tlie  Yinsky  model  of  a fi-
nancial  cycle,  in which  an initial  bubble  is followed  by financial  distress  and a.final  crash.

Beyond  its  inability  to  explain  fully  the  Southern  Cone  episodes,  the  different-
velocities-of-adjustment  model  stresses an important  feature:  capital  flows  can have  significant
macroeconomic  effects.  The  potential  effects  of  capital  flows  depend  on their  relative  size
vis-A-vis  the size  of  real  and financial  assets of  the domestic  economy.  The cases under  dis-
cussion  are  small  economies  which  opened  their  capital  accounts  from  a relatively  low  level
of  financial  intermediation.  But this is usually  the case of =financially  repressed",  less-
developed  economies  attempting  to reform.  Hence,  the macroeconornic  importance  of  capital
flows  seems  to be an intrinsic  element.

In analysing  the Southern  Cone  experiences,  the real appreciation  that  played  a crucial
role  in these cases  has already  been emphasized.  Keeping  in mind  the macroeconomic  im-
portance  of  capital  flows,  appreciation  can be put  on a secondary  plane,  while  attention  is
turned  to  the rapid  rise of  domestic  financial  assets and internationaI  financial  exposure  which
characterized  both  the Argentine  and  Chilean  experiences.  As can be seen in the tables  l and
2, M2  as a proportion  of  nominal  GDP  in Argentina  almost  doubled  between  1977 and 1980,
while  at the same  time  gross  external  debt  rose by about  19 billion  dollars.  This  flow  is twice
the stock  of  M2  at the end of 1977.  In the Chilean  case, M2  as a proportion  of  GDP  was
multiplied  by two  between  1977 and 1981.  During  this  period,  the rise in gross external  debt
was  8 billion  dollars,  which  was about  six times  the stock  of  M2  at the end of  1977.

From  the point  of  view  of  the reformers,  this  "financial  deepening"  should  be considered
(and,  in  fact,  was considered)  a successful  result  of  the liberalization.  On the other  side of  the
balance  sheet,  however,  the counterpart  of  the "deepening"  was the piling  up of  consumption
credit  and speculative  assets that  did not  generate  the income  flows  capable  of  keeping  the
system  rolling.  The  willful  belief  in the beneficial  effects  of  "financial  deepening"  and the ef-
ficiency  of  free financial  markets  blinded  the reformers  to the point  of  completely  ignoring  the
elements  of  a speculative  bubble  pushed  by international  finance  in the expansionist  phase.
One must  not  be naive  but  rather  take  into  account  the strong  vested  interests  associated  with
the rapid  expansion  of  financial  intermediation.  Nevertheless,  the expressed  faith  in the self-
equilibrating  character  of  the process  looks  striking.

A rising  fragility  was the counterpart  of  the rapid  expansion  of financial  assets and
international  exposure.  Was this fragility  inherent  to the process or could  it have been
avoided?  The long-term  sustainability  depended  on the proportion  of  real investment  capable
of  producing  income  and currency  which  the expansion  was financing.  A real productivity
boom  would  have  been  the only  way  to avoid  rising  fragility  in a context  of  swift  expansion
of  credit.  This  was not  the case in the Southern  Cone  experiences.

lnitial  smallness  vis-A-vis  international  financial  markets  played  a crucial  role  in the de-
velopment  of  the observed  financial  cycles.  But, as has been mentioned  above,  smallness
seems to be an intrinsic  characteristic  of  a less developed  economy  trying  to open  iip of  its
financial  sector.  So, the size and volatility  of  capital  flows  will  always  involve  the risk of  de-
stabilizing  effects  of  the kind  observed  in Argentina  and Chile.
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In what  sense can this  be interpreted  as a matter  of  sequencing?  The  policy  recom-

mendation  from  this  point  of  view  would  say postpone  the opening  and  deregulation  until  a

big,  mature  and  robust  domestic  financial  market  had  developed.  Indeed,  this  is the  position

adopted  by the founding  father  of  the  sequencing  issue.  Comparing  Japan  and Taiwan

[Province  of  China]  versus  Chile  and other  countries  with  failed  liberalizing  experiences,

Ronald  McKinnon  (1991,  ch. 3) stresses  as exemplary  that  these  Asian  countries  long  main-

tained  controls  on capital  flows  and  regulations  on interest  rates  and  other  aspects  of  their

financial  systems,  while  they  were  growing  and modernizing  their  economies.  McKinnon

emphasizes that the M3%GDP relation  of  Taiwan Province of  China amounted to 126 per cent
in the early  1980s,  when  the country  implemented  some  liberalizing  measures,  and  contrasts

this  degree  of  maturity  with  the  smallness  of  Latin  American  financial  markets.  The  Japanese

experience  is subject  to the  same  kind  of  reflection.  McKinnon  praises  the  lasting  closure  of

Japan"s  financial  market  and  observes  that  the authorities  began  to think  about  loosening

restrictions  on commercial  banks  only  after  a substantial  deepening  had  taken  place  in the

nonbank  part of  the capital market. At that time, the M3/GDP  relation of Japan amounted
to more  than  100 per  cent.

"Delaying"  the opening  and  deregulation  of  the domestic  financial  market  until  it has

reached  complete  maturity,  as McKinnon  proposes  on the  basis  of  his analysis  of  the two

cases,  seems  to be a sensible  recommendation.  But  the  maturation  process  in these  cases re-

quired  about  25 years.  To think  of  this  time  span  as one step  in the sequence  towards  liber-
alization  seems  to stretch  the  sequencing  issue  too  much.

V.  Concluding  remarks

Many  LDCs  are now  taking  decisive  steps in the direction  of  market  liberalization.

Ifiost  of  them  are former  socialist  countries  or countries  which  had  previously  embarked  on

an import-substitution  strategy  of  development  (especially  those  in Latin  American  region).

Prima facie, it may be assumed that these countries have adopted a new strategy of
development  because  they  believed  that  the  market-friendly  approach  was the  "optimal"
strategy,  given  the  constraints.

Care  must  be taken  when  defining  the  constraints.  Particularly,  two  facts  should  be kept

in mind.  First,  the States  in most  of  the regions  mentioned  had been  discredited,  disartic-

ulated,  and  were  experiencing  severe  financial  problems.  Liberalization  implied  that  both  the

range  of  activities  and  the  size of  the  State  must  be reduced.  A priori,  such  a strategy  appears

to be better  fitted  to a weak  State  than  a pick-the-winners  strategy  which  implies  more  state

intervention  and,  consequently,  a financially  sounder  public  sector.  Secondly,  official  lenders

and  other  participants  of  the Washington  Consensus  are much  more  inclined  to give  political

and  financial  support  to countries  eager  to adopt  the market-friendly  approach.  In such  a

context,  the  hypothesis  cannot  be discarded  that  the  adoption  of  the  market-friendly  approach

in these  countries  is much  more  a consequence  of  the weaknesses  of  the State  than  the fruit

of.strong  conviction  in free markets.  The  strategy  chosen  promises  to solve  simultaneously

two  fundamental  needs  of  the  State:  lack  of  financing  and  lack  of  a clear  definition  of  its role

in development.

However,  the present  authors  maintain  that  tl'iese two  fundamental  problems  are not

solved,  but  rather  by-passed  by  the  Washington  Consensus  approach.  This  is so, among  other

reasons,  because  of  the problems  posed  by the sequencing  of  reforms  during  the transitional

period,  regardless  of  the  benefits  that  could  be attained  if  a free-market  situation  were  reached.

In contrast  to what  may  seem obvious  at first  glance,  the long-lasting  transitional  period  of

the  liberalization  strategy  of  development  requires  a significant  and efficient  interyention  of

the State  while  the launching  of  the reform  per  se is unlikely  to fulfill  the financing  needs  of

the  economy.  The  restructuring  experiences  of  developed  economies  (Spain,  Germany)  were

both  state-intensive  and credit-intensive.  This  was also true  for  successfuJ  LDCs  like Chilc

(after  the  failure  of  the  liberalization  attempt)  or the Republic  of  Korea.  Indeed,  the  lessons

on thc sequcncing  of  libcralization  tvliicl'i  appcar  in tlic  market-[ricndly  approacli  literature

confirm  that  the problem  of  sources  of  funds  needed  for  financing  the restrucffiring  and the

question  of  the  role  of  the State  in the  process  are not  clear.



From  the present  analysis  of  the literature,  it follows  that:

(a)  The transitional  period  is very  long  and difficult  to manage.  Liberalizing  trade,  the
domestic  goods  markets,  the financial  system  and the capital  account  will  take  many
years,  perhaps  more  than  a decade.  During  this  period,  the role  of  the State  is cru-
cial in  designing  the correct  speed and attributes  of  each stage of  liberalization,  es-
pecially  regarding  trade,  the decontrolling  of  the capital  account,  and the financial
system.

(b)  The  transitional  period  can be very  painful  and the government  must  take  into  ac-
count  political  constraints.  Because  of  the existence  of  rigidities  and frictions,  the
effects  of  liberalization  coupled  with  those  of stabilization  could  generate  a high
unemployment  rate  and strong  income  distribution  effects.  Although,  it is assumed
that  it is better  not  to implement  compensatory  policies  to offset  the effects  on in-
come  distribution,  in fact, the State  will  have to implement  some compensatory
policies  to  make  the prograrnme  politically  feasible.

(C) Iuring  the transition  period,  there  will  be a reduced  availability  of  credit.  Domes-
tically  generated  credit  will  be scarce since credit  rationing  and "some  degree"  of  fi-
nancial  repression  are necessary  to avoid  financial  distress.  External  funds  will  be
rationed  because  the capital  account  must  be strictly  controlled  while  external  sup-
port  is not  likely  to be abundant,  at least  until  the completion  of  stage I (stabiliza-
tion)  when  the corintry  will  regain  credit-worthiness.

(d)  The State  has a crucial  role to play  with  regard  to the regulation  of  the economy.
The analysis  of  financial  crises in the Southern  Cone  of  Latin  America,  Turkey,  the
Philippines,  et at., shows  that  the financial  system  must  be tightly  supervised  by the
authorities,  including,  eventually,  credit-rationing  and the control  of  interest  rates.
The privatization  process  has not  been closely  examined  with  regard  to regulation
in  the  typical  institutional  setting  of an  LDC;  however  it  follows  from  the
neoclassical  framework  that  the State  has a role  when  non-competitive  situations
arise  from  privatization.

This  set of  important  lessons  has been extracted  from  the analysis  of  numerous  proc-
esses  of  liberalization  reform  which  were implemented  in the past; the reforms  that  are now
being  implemented  will  surely  give rise to several  lessons  as well. Two  examples  show  the kind
of  dynamic  problems  that  should  be taken  into  account  in analysing  the ongoing  economic
reforms.

First,  privatization  is typically  recommended  as a means to improve  efficiency.  The
normally  alleged  reasons  favouring  this reform  of  the State  are "rnicroeconomic"  and  have  to
do with  efficiency  and competitiveness.  However,  most  of  the countries  are privatizing  be-
cause  of  "macroeconornic"  reasons.  Market-friendly  reform  is perceived  as a necessary  con-
dition  for  =eligibility"  and thus  for  restoring  creditworthiness.  However,  the reform  package
itself  has initial  costs  that  cannot  be financed  until  creditworthiness  is restored.  Consequently,
the funds  stemming  from  privatization  are being  used to finance  the sunken  costs  of  the re-
form.  In many  cases, this  is being  done  regardless  of  efficiency  (or  equity)  considerations  and
in  ways  that  significantly  distort  market  signals.  For  example,  the privatization  of  public  en-
terprises  which  produce  non-tradable  goods  exerts  a kind  of  crowding-out  effect  on investment
in tradeable  sectors.  :Voreover,  the financing  of  the fiscal  deficit  by means  of  privatization
crowds  out  investment  in physical  assets, in general.  As is well  known,  privatization  as a
means  of  financing  the deficit  is no different  from  governments  issuing  bonds.

Secondly,  the literature  advises  not  to lift  controls  on capital  flows.  The  "real  world"
situation  is that  many  LDCs  cannot  exert  such  controls.  The consequence  is that  the strong
destabilizing  effects  of  capital  flows  cannot  be avoided,  particularly  with  regard  to exchange-
rate  volatility  and the financial  system.  For  example,  in Latin  America,  the sharp  reduction
of  interest  rates  abroad  (especially  in the United  States)  has determined  a reversal  of  the cap-
ital  flight  phenomenon.  As a consequence,  after  reaching  a peak in the 1980s, the real ex-
change  rate began  to lag tvhile  there  tvas a kind of "financial  deepening"  bascd on tbc
increment  of  short-run  deposits.  Severe problems  in managing  monetary  policy  also arose.
:'vlany  of  the reforms  now  being  implemented  are making  the situation  even less controllable.
Tlic  nutds  stcmming  from  abroad  ivhich  originatc  in priiaatizations  arc inducing  an additional
downward  pressure  on the exchange  rate.  The  liberalization  of  trade  has determined  a huge
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increase  in imports;  in many  countries  the  trade  surplus  of  the 1980s  disappeared;  the  external

debt  to GDP  ratio  is still  too  high.  Because  of  the lagging  exchange  rate,  a part  of  the  funds

that  are being  repatriated  arc being  channeled  towards  financing  investment  in non-tradable

goods.  In many  cases, this  problem  is aggravated  owing  to the high  return  offered  by
former-public  firms  which  produce  services.16

Is it best to approach the study of these reforms which many countries are de facto
implementing  by considering  them  a problem  of  "sequencing"?  The  authors  believe  that  this

is not  the best strategy  neither  from  the view  of  economic  policy  nor  theory.  Instead  of

beginning  from  a rather  abstract  notion  of  a fully  liberalized  economic  setting,  and  exarnining

the supposedly  correct  sequence  of  steps  needed  to reach  it without  difficulties,  it would  be

fruitful  to examine  the concrete  steps of  reform  and  to analyse  the specific  dynamics  they

generate.  Room  should  be made  for  the potential  role  that  government  and  market  failures

could  play  in determining  the effects  of  specific  measures.  As Krugman  (1992)  put  it, "we

should  keep  at least  in the back  of  our  minds  the thought  that  is not  true  that  economic
theory  "proves"  that  free  markets  are always  best"  (page  21).

In addition,  the  possibility  that  the  dynamic  path  generated  by the  reform  could  be ex-

plosive  should  not  be disregarded.  The  evaluation  of  the reform  experiences  in terms  of
"correct"  or "incorrect"  sequencing,  rests  on a strong  a priori  assumption:  correctly  ordered

liberalizing  reforms  always  set the  economy  on a stable  path  with  a significant  rate  of  growth.
This  assumption  has no foundation  other  than  in beliefs  derived  from  simplistic  models.
There  is no reason  to exclude  a priori  the  possibility  of  explosive  paths  or stagnant  equilibria.

This  is true  independently  of  the order  in which  reforms  are implemented.  Such  assumptions
do not  help  in understanding  the characteristics  of  real  reform  processes.  It is a fact  that
many  liberalization  attempts  gave rise to  explosive  paths  which  must  be  accounted  for.
Obviously,  the  relevance  of  this  issue  is not  only  analytical.

16 Sourrouille  (1992)  stresscs  this  effect  of  privatizations  in the  Argentine  case.  On  the  effects  of  privatization  on  capital

flows  in the  case  of'  Mexico  see Ross  (1992).
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II\4F  SURVEILLANCE  AND  THE  G-24

C. David  Finch

Introduction

The  Group  of  Twenty-Four  has long  expressed  concern  that  IMF  surveillance  over  in-

dustrialized  countries  is weak.  In  the  last  two  communiques  it  has  called  for  a report  from  the

IVF  on that  aspect  of  surveillance.l  In  the  absence  of  a response,  this  paper  has  been  com-

rnissioned.  In  no sense  can  it substitute  for  an IMF  report  as, with  no access  to IMF  docu-

ments,  it is not  possible  to survey  recent  developments  in  the  surveillance  process.  Instead  the

paper  sets out  the  issues  raised  in  the  question  of  the  Group  of  24, then  analyses  the  prospects

as frankly  as possible  in an  attempt  to help  focus  future  discussion  more  practically.

The  first  section  exan"iines  the  development  of  the  concept  of  surveillance  through  the

IMF,  concentrating  on  the  basic  distinction  between  reviews  designed  to ensure  observance

of  agreed  rules  and  those  intended  to facilitate  the  achievement  of  shared  objectives.  The

second  section  attempts  to  analyse  realistically  the  present  prospects  for  a strengthening  of  the

IMF  surveillance  process,  both  for  industrialized  countries  and,  more  generally,  for  the  entire

membership.  There  is  reason  to  believe  that,  with  time,  there  would  eventually  be  a

strengthening  of  rules  under  the  IMF.  It is suggested  parenthetically  that  the  first  steps  to-

wards  greater  use of  rules  might  be taken  in relation  to debt.  The  discussion  then  turns  to the

procedural  response,  under  current  rules,  which  appears  inherently  the  most  promising,  in  the

light  of  present  political  trends.

This  approach  leads  inevitably  to a discussion  of  a broader  range  of  issues  than  usual

with  regard  to I:\/IF  surveillance.  However,  trade  issues  are not  discussed  here.  Wisely  the

developing  countries  have  undertaken  a much  more  active  role  in the  current  round  of  GATT

negotiations.  With  the  outcome  still  very  uncertain,  substantive  discussion  of  the  remaining

issues  is not  yet  possible.  Suffice  it to say,  there  are  many  signs  that  the  leading  industrialized

countries,  unfortunately,  lack  the  political  will  to act  courageously  on  trade  issues  in  the  ways

called  for  if  they  are to promote  the  concept  of  an open  global  economy  underlying  the  cre-

ation  of  the  Bretton  Woods  institutions.

I.  Tlie  concept  of  surveillance

At  Brctton  Woods  the  founding  fathers  of  the IVF  negotiated  a sct of  rules  for  the

operation  of  the  exchange  systems  of  members.  They  believed  that  these  rules  would  provide

the basis  for  averting  the economic  disasters  of  the interwar  period.  The  rules  featured

exchange-rate  stability  and  freedom  from  exchange  restrictions.  So as to aid  the  observance

of  these  rules,  they  provided,  on one  side,  for  financial  resources  to be made  available  to ease

the  economic  cost  of  compliance  when  conditions  turned  adverse,  and  on  the  other  side,  for

surveillance  to be exercised  to ensure  that  there  were  penalties  for  any  departure,  particularly

departures  from  the  rules  on  restrictions.

These  provisions  were  the  basis  on  which  I;'14 F surveillance  developed.  After  a tentative

first  step  relying  on  reports  based  on  discussions  in Washington  and  narrowly  focused  on ex-

I ":Vlinisters  urged  the  Fund  to prepare  a report  for  presentation  to the  next  meeting  of  !he  Group  of  24 in 1992  to

appraise  the  surveillance  over  the  macrocconomic  policies  of  the  major  industrial  countries."  Bangkok.  Octohcr  l Q')1.

aa:V}inisters....reaffirmed  the  urgent  need  to increase  the effectiveness  of  Fund  surveillance  over  macroeconomic  and

trade  policies  of  the  major  industrial  countries,  and  urged  the Fund  to prepare  the  study  requested  by tlie  G-24

V}inisters...."  'iVashington,  April  1992.
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change  restrictions,  it was quickly  recognized  that  visits  to capitals  were needed  and that
macroeconornic  policies  had to be discussed  if  there  was to be an effective  role  for  the IMF
in  guiding  economic  policy  decisions  towards  creating  the conditions  that  would  permit
progress  to  be made  in elirninating  restrictions.

These  developments  transformed  II'VIF surveillance  from  an exercise  in discipline  for
transgressing  countries  into  an exercise  helpful  to domestic  monetary  authorities.  In many
countries,  discussions  with  IVF  staff,  who  early  had  become  familiar  with  the experiences  of
other  countries,  were  found  to assist  countries  in improving  their  statistics  and in focusing  the
arguments  they  needed  to promote  fiscal  responsibility  and monetary  stability.  Occasionally
the staff  statements  made at the end of  the visits  were  featured  even to the extent  of  circu-
lation  to the cabinet.  However,  it was the Executive  Board  discussion,  and the consequent
decision  or summing  up sent to the authorities,  that  provided  the central  focus.  These  mes-
sages  nearly  always  stressed  the issues that  the domestic  monetary  authorities  wished  to have
featured  and gave broad  support  for  the actions  they  deemed  needed.  Such encouragement,
particularly  from  major  industrialized  countries,  boosted  the morale  of  officials  and added
weight  to Treasury  positions  in cabinet  decisions.  The value  of  this  service  was openly  con-
firmed  when,  in the major  move  to convertibility  in 1961, the group  of  countries  dropping
their  right  to temporary  restrictions  volunteered  to continue  consultations.2

Thus  surveillance  had a two-fold  purpose.  One was the original  concept  of  oversight  to
ensure  that  policy  measures  delivered  results  which  conformed  to negotiated  rules.  In addi-
tion,  a quite  distinct  concept  had evolved  of  using  the consultation  process  to promote  good
(meaning  "monetary  authority-desired")  policies.  This  included,  in a broad  sense, an intention
to  encourage  coordinated  responses  to economic  problems  based on the common  values  and
priorities  of  monetary  authorities.  It  must  be understood  that  crucial  to the political  accept-
ability  of  this  aspect  of  the consultation  process  was a conviction  that  it promoted  policies
necessary  from  the viewpoint  of  direct  national  self  interest.  It should  also be recorded  that
considerable  support  for  the consultation  process  was generated  by the value  to other  coun-
tries  of  the information  made  available  through  the staff  reports.

When  the par  value  system  fell apart  and revisions  were  made  to the Articles,  this  new
element  sustained  continuation  of  the consultation  process.  The idea that  moral  authority
could  be usefully  exercised,  even when  there  were  no precise  agreed  rules,  was now  applied  to
exchange  rate  regimes.  The  addition  of  a direct  obligation  to use the consultation  procedures
to promote  orderly  and stable  exchange  rates  gave only  a vague  legal  authority,  although  it
strengthened  the already  existing  moral  cornrnitment  to pay  attention  to peer views.

Nevertheless,  it must  be stressed  that  thea basis for  this  surveillance  was now  consent  -
not  obligation  to observe  rules.3 The first  element  of  surveillance,  the oversight  of  precise
rules,  continued  only  on exchange  restrictions,  including  multiple  exchange  rates. While  their
use  dwindled,  until  they  survived  only  in countries  in chronic  payments  problems,  in practice
the  IMF  responsibility  to  encourage  the removal  of  exchange  restrictions  was exercised
through  the conditions  attached  to the use of  IVF  resources.  Consequently,  the surveillance
process,  as implemented  by the consultation  procedures,  became  essentially  one based  on ad-
monition,  hopcfully  bolstered  by shared  values.

'+'vyhat are these shared  values?  The core  values  are rooted  in a basic  belief  in fiscal  re-
sponsibility  and monetary  stability  in an open  market  world.  They  are derived  from  the uni-
versal  and unremitting  struggles  of  monetary  authorities  in all countries  against  political
pressures  to spend  more  than  is economically  responsible;  these  pressures  stem  from  the con-
stant  struggle  to induce  special  interests  to be sufficiently  supportive  to keep the ruling  coali-
tion  in power.  To this must  be added  the understanding,  strengthened  steadily  since the
creation  of  the I:'VIF,  that  an open  economy  helps  in this  battle.

2 In the first  volume  of' the official  history  of  the IMF  the process  is described  in detail  with  somewhat  less emphasis
on the staff  role.  (T' he International  Monetary  Fund  1945-1965,  'iVashington,  1969,  vol.  I pp. 472-473  and 477-482.)

3 Jacques  J. Polak  in his conTribution  to the Overseas  Development  Council  study  =The International  :?lonetary  Fund
in a Multipolar  World:  Pulling  Together-  Netv  Brunswick,  Transaction  Books,  1989,  has given  one of  the best short
descriptions  of  the developments  stressing  the value  of  the consultation  reports  to other  countries  (pp. 52-56). 'iVhile
he featured  (pp. 59-6n') the decentralized  (i.e. self  interest)  nature  of  the con'ailtation  process.  obviouslv  affected  by
his !ong  experience  of  cooperation  to meet  evolving  problems  particularly  in the SDR  creation,  he WaS then much
more  optimistic  than  l-as  about  ('uture  IIIF  influence  through  peer pressure  on policy  coordination  among  the major
countries.
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There  have  nevertheless  always  been  additional  policies,  beyond  those  based  on  the  core

values,  which  are encouraged  during  surveillance.  On  examination,  these  may  be seen  to

derive  principally  from  changing  political  conditions.  Currently,  the  collapse  of  cornrnunism

has  made  it possible  to target  military  expenditures  as the  focus  of  spending  cuts  and  to expect

much  broader  support  for  this  than  was  possible  previously  when  security  alliances  mattered

more.  Equally,  privatization  has become  a broadly  featured  element  in plans  for  reform.

Other  additions  to the prescriptions  are related  more  to immediately  preceding  economic

conditions.  The  destructive  deflationary  conditions  of  the  1930s  had  created  a consensus

against  persistent  surplus  countries.  This  led  to  IM  F Articles  providing  penalties  for  countries

in persistent  surplus.  Antagonism  towards  surpluses  was  not  derived  from  any  basic  belief

or  core  value  of  monetary  authorities.  Thoughout  the  different  conditions  of  the  subsequent

decades  there  was  in  fact  no monetary  authority  rationale  for  this  attitude.  In  a world  where

most  monetary  authorities  faced  inflationary  pressures  and  were  struggling  to achieve  an ad-

equate  supply  of  resources  for  the  investments  necessary  to promote  economic  growth,  a

steady  external  source  of  finance  was  always  welcome.  Such  resources  could  only  be provided

by  other  countries  showing  a persistent  current  account  surplus.

The  strength  of  support  for  common  values  was  also  affected  by  political  realities.  Fi-

nancial  agencies  needed  constant  access  to more  resources,  which  made  them  dependent  on

support  from  surplus  countries."  The  penalties  provided  in the  Articles  for  surplus  countries,

in  practice,  were  dead  from  the  beginning.  Yet  these  provisions  undoubtedly  had  some  effect

on the  principal  surplus  country  - the  United  States  - making  it more  sensitive  to the  time

necessary  for  adjustment  to succeed  in deficit  countries.

Of  course  the  concern  about  surplus  countries  had  also  other  aspects.  In  particular,  it

was  rightly  considered  essential  that  participation  in the  IMF  meant  that  any  exchange  rate

depreciation  by  deficit  countries  had  to be accepted  by  countries  in surplus,  as involving  ap-

preciation  of  their  currencies.  It  was  also  understood  that  it would  be unacceptable  for  sur-

plus  countries  to engage  in restrictive  exchange  or trade  measures  to resist  the  consequent

changes  in  trade  and  payments.s

This  code  has been  implemented  virtually  unchallenged.  The  principal  struggle  came

with  the  depreciation  of  the  United  States  dollar  in  1971 and  in the  years  immediately  fol-

lowing  when  the  distribution  of  the  consequent  appreciation  was  negotiated,  at times  bitterly,

although  no one  ever  raised  a direct  objection  to the  code.6  This  achievement  is critically  im-

portant  and  must  not  be forgotten  when  complaints  are made  about  the  weakness  of  IelF
surveillance  on  broader  macroeconomic  policies  where  the  issues  can  never  be as clear-cut.

'vVhat  are the  consequences  of  this  experience  for  the  concept  of  I.'SAF surveillance?  It

must  be recognized  that  the  effectiveness  of  its  surveillance  over  the  macroeconornic  policies

of  OECD  countries  is at present  inherently  weak.  With  the  lessening  of  the  power  of  rules

on  the  abandonment  of  the  par  value  system,  it works  almost  exclusively  through  the  weight

it can  bring  to bear  on debates  in cabinet.  Thus,  to be effective,  surveillance  needs  whole-

hearted  allies  on the  domestic  scene.  In  turn,  this  reliance  is the  less secure  the  further  the

issues  raised  in debates  move  from  the  core  values  described  above.  In  addition,  its effec-

tiveness  depends  on  policies  implemented  by  the  major  countries.  The  inability  of  the  United

States  administration  to deliver  the  fiscal  improvements  universally  urged  by Executive  Di-

rectors  for  years  in their  annual  discussion  of  the IMF  consultation  report  on the United

4 The  apparent  endorsement  in the  UNDP  "}-Iuman  Development  Report  1992"  of  a proposal  for  a 1 per  cent  penalty

- presumably  a tax  - on the  surpluses  of  surplus  countries  is a recent  example  of'  aproposa)  that  ignores  this  political

reality.  Of  course  an appeal  for  greater  grant  assistance  by richer  countries  which  carries  an implication  of  higher

taxes  in these  countries  is also  nearly  as unrealistic  at present  but  is socially  just  and  logically  inevitable  if  the  vvorld

is to progress  towards  integration.

5 Manuel  Guitian  in aThe  Unique  Nature  of  t)-ie Responsibilities  of  the International  Monetary  Fund"  I:'y'lF  pamphlet

series  No.46,  p. 21,  makes  this  point  and  stresses  that  symmetry  is not  an  appropriate  description  of  the  objective  svhen

the deficit  country  needs  to initiate  the  action.  Guitian  in a related  study  "Rules  and  Discretion  in International

Economic  Policy"  I:'vlF  Occasional  Paper  No.  97,  describes  surveillance  in a broader  setting  and  argues  (pp.  10-11)

that  even  when  the  issue  or  global  adequacy  or  demand  is raised  in relation  to deficit  countriesa  measures  to restrict

demand,  normally  the  self-interest  of  surplus  countries  can  be relied  on  to give  an adequate  countervailing  expansion.

6 Paul  Volcker  and  Tooyoo  Gyohten,  in their  recent  book  "Changing  Fortunes",  Neiv  York,  Times  Books,1992,  giii-e

a graphic  account  of  the  negotiations  on the  exchange  rates  of  the  major  countries  from  1971  to the  present.  It fea-

turcs  the  shift  of  J;"ipan  as the  principal  surplus  country  from  stubborn  rcsi<tancc  to relatively  relaxed  acccptancc  of'

the appreciation  of the >ten consequent  on the depreciation  of the US dollar. They also document  the declining  ef-
fectiveness  of  peer  pressure  on G-7  macroeconomic  policies.
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States  economy  has weakened  the  force  of  similar  advice  given  to others.  l-his  weakness  in

peer  pressure  not  only  affects  the I"SAF but  is also  reflected  in the steadily  declining  capacity

of  the United  States  authorities  themselves  to influence  the fiscal  and monetary  policies  of

their  colleagues  in the  Group  of  7.

Consequently,  as the Group  of  24 has long  argued,  the most  effective  vehicle  for  the

support  of  IMF  objectives  is the conditionality  attached  to borrowing  from  the  I:'vlF.7  Its  ef-

fectiveness  has been strengthened  greatly  over  time  by the association  of  other  resources

providing  IM  F financial  support.  To  the extent  that  the  policies  promoted  are directly  related

to ensuring  the ability  of  the  borrower  to repay,  this  use of  conditionality  has a firm  base.

There  is all  too  much  evidence  of  the  harm  done  to borrowers  when  I;'VIF  debt  is accumulated

without  sufficient  adjustment,  and  then  must  be serviced  with  priority,  not  only  over  other

external  claims,  but  even  over  domestic  requirements.  To  the  extent  that  objectives  other  than

balance-of-payments  recovery  upset  policies  promoted  by conditionality,  the  implementation

of  the  values  underlying  the  additional  objectives  is asyrnrnetrically  focused  on borrowers.

More  importantly,  the association  by the  Paris  Club  of  IMF  conditionality  with  rene-

gotiation  of  debt  terms,  combined  with  a very  limited  readiness  on the  part  of  official  creditors
ever  to reduce  the debt  adequately  to allow  a path  out  from  the debt  overhang,  has forced

many  countries  in Africa  with  debt  problems  to submit  to perpetual  negotiation  with  the  IMF
over  their  economic  policies.  This  exercise  in external  control  is very  damaging  to the  concept

of  promoting  peer  values  by consent  - that  is, for  other  IMF  members  - now  at the  centre  of

surveillance.  Effectively,  for  these  debtor  countries,  it promotes  a relationship  with  the  IMF
somewhat  akin  to that  of  colonial  power  and  colony.  Fortunately,  there  are now  some  signs
of  the  readiness  of  creditors  to recognize  the  long-term  destructiveness  of  this  approach  to the
development  of  independent  financial  strength  in debtor  countries.  They  are beginning  to see

the  need  to enable  major  reductions  of  the level  of  debt  if  debtors  are to escape  from  this
system  of  servitude.  Yet,  all  too  often,  the  creditors  ready  to act  have  not  been  joined  by the
others;  to date  there  is scant,  if  any,  implementation  of  official  debt  reduction  on the scale

necessary  to ensure  success.

II.  Surveillance  prospects

It  is of  course  an impossible  task  to predict  the future  of  international  cooperation,  a

future  so dependent  on political  events  which,  as the  recent  past  has shown  conclusively,  are

essentially  unpredictable,  certainly  by an economist.  So much  will  depend  on the  readiness

of  the  leadership  of  the major  powers  to accept  and  promote  the value  of  an international

framework.  In 1945,  that  leadership  was  forthcoming  but  current  signs  are not  encouraging.

Domestic  problems  are  now  overwhelming  the  political  mechanisms  of  the  key  major  powers

to such  a degree  that  the  concept  of  far-sighted  cooperation  lacks  the  capacity  to attract  the

attention  needed  for  determined  action.

In the  longer  run,  the  prospects  for  I;'VIF  surveillance  itself  depend  to an important  ex-

tent  on agreement  on new  rules.  Without  some  progress  towards  new  rules,  the  drift  towards

ever-weakening  peer  pressure  founded  on shared  values  seems  inevitable.  However,  that  does

not  mean  that  attempts  to make  improvements  should  await  the negotiation  of  new  rules.

Any  new  rules  will  certainly  stem  from  a desire  to codify  practices  tliat  liave  already  been

widely  applied.  Any  signs  of  a trend  towards  a wider  application  of  the  practices  which  the

IMF  recommends  would  also  give  some  early  strength  to IYF  surveillance  strictures  on eco-

nornic  policies.

Realistically  this  would  not  seem  to be the  time  to raise  questions  about  new  rules.  The

end of  the political  division  of  the world  between  two  deeply  antagonistic  camps  is having

7 From  virtually  the beginning  of  their  organization,  the G-24  have  expressed  a concern  that  conditions  on lending  to

deficit  countries  have  produced  an asymmetry  in the  adjustment  process.  To  my  taste  this  was  too  closely  associated

with  criticism  of  surpluses.  But  it ivas  quite  correct  in its diagnosis  that  countrics  borrosving  from  thel'i'lF  svcre  rmdcr

much  more  effective  pressure  to accept  IMF  values  even  if  the delivery  of  the  desired  results  was not  at all that  xiell

assured.
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consequences  that  create  overwhelming  barriers  to initiating  new  negotiations  in the  irnmedi-

ate future  and  this  lessens  interest  of  the  major  country  in securing  Group  of  24 support.  The

glue  binding  the old groupings  together  has loosened,  giving  way  to growing  political  uncer-

tainties  that  naturally  would  inhibit  any  attempt  to reach  agreements  on new  subjects.  Even

successful  completion  of  the GATT  negotiations  - crucial  for  any  hope  of  progress  towards
sensible  world  economic  arrangements  - is in serious  doubt.

The  new  situation  of  looser  world  alliances  seems  to have  strengthened  a drift  towards

greater  reliance  on regional  arrangements.  European  integration  leads  the way  with  its in-

tention  to move  to virtually  complete  economic  integration  of  a broadening  number  of  coun-

tries.  Now  the  United  States  has begun  to develop  its own  regional  grouping,  first  involving
trade  with  Canada,  then  involving  the  Americas  more  broadly.  The  negotiations  with  Mexico

on trade  have  moved  ahead  and  the  intention  has been  expressed  to tackle  trade  negotiations

with  other  countries  in the Western  Hemisphere  as well  as doing  more  to facilitate  bilateral
debt  relief.

Quite  apart  from  the  dangers  of  division  based  on regionalism  replacing  global  cooper-

ation,  the  integration  of  Europe  has  profound  immediate  consequences  for  the  IMF.  Already
it has lessened  reliance  on the IMF  for  assistance  in the  resolution  of  the  payments  problems

of  individual  member  countries  of  the European  Economic  Community  (EC).  That  will  be-
come  absolute  if  the  Maastricht  accords  develop  as planned  and  if  the  consequent  integration

reduces  their  original  sovereign  independence  in economic  policies  to something  resembling
that  of  a state  in the  United  States  of  America.  This  is already  leading  to a search  by  the  IMF
for  new  arrangements  for  formal  discussions  with  the EC in Brussels.  It  is to be hoped  that
a system  of  reports  based  on direct  consultations  with  the  EC  will  be developed.  Their  value

will  of  course  take  time  to become  established.  Meanwhile  the  role  of  surveillance  in Western
Europe  can  only  be expected  to be slight.

However,  it would  be completely  wrong  to accept  the  present  trends  towards  more  na-

tional  and  regional  independence  as irreversible.  There  are fundamental  factors  operating
towards  a world  system  which  will  eventually  dominate.  In  particular  the  interdependence  of
the  world  is inexorably  growing.  This  concept  has been  featured  in recent  meetings  on the

global  environment  - a relative  newcomer  to world  negotiations.  Such  issues,  together  with

the continuing  basic  political  necessity  created  by nuclear  weapons  for  some  world  framework

for  settlement  of  disputes,  can  be relied  on to help  sensitize  the public  to the need  for  inter-

national  rules.  On the economic  front,  while  the pervasive  need  for  agreed  trade  rules  will

remain  the  dominant  issue,  a new  element  is the increasing  evidence  that  the international-

ization  of  capital  markets  and  corporations  has  reached  the  point  where  stronger  international
agreements  are urgently  needed  on their  supervision,  regulation  and  taxation.

The  collapse  of  communism  has specifically  strengthened  the  I M  F as an institution  with

the recognition  by the  Group  of  7 that  it 5hould  lead  their  response  to the  overwhelming  need
of  the new  Governments  for  economic  assistance.  Following  on the lead  role  given  to the

IMF  in meeting  the  debt  crisis  in 1982,  this  choice  underlines  the  value  of  an agency  that  ar-

ticulates  the  core  values  of  the major  treasuries  of  the  world.  When  financial  resources  are

needed,  the  Group  of  7 will  inevitably  press  for  the support  to be given  through  the IMF  be-

cause  they  know  it is an agency  under  their  control.  This  surely  causes  some  qualms  among

the monetary  authorities  of  the  Group  of  24 because  it opens  the  possibility  that  Group  of  7

political  objectives  will  intrude  into  IMF  financing  decisions,  but  there  is undoubtedly  an

understanding  that  this  choice  provides  them  with  an opportunity  to have  their  views  heard

on the  major  world  financing  actions,  in a forum  where  the  core  moral  values  which  they  share
have  important  weight.

Of  course  it is not  risk-free  to the IMF  to take  on such  politically  charged  roles.  In

particular,  the Soviet  collapse,  with  the dangers  of  disorder  compounded  by possession  of

nuclear  arms,  surely  calls  for  political  support  through  grants  or loans  on highly  concessional

- Varshall  Plan  type  - terms,  and not  primarily  the short-  to medium-term  funds  available

through  the IMF.  The  condition  for  release  of  financial  support  is clearly  not  necessarily  the

IMF  standard  of  the adoption  of  policies  ensuring  early  balance-of-payments  recovery.  In

other  words,  there  is an evident  danger  that  the fiscal  problems  of  the leading  powers  will  be

allowed  to distort  the lending  decisions  of  the I'MF  and undermine  its moral  integrity  by

making  it obvious  that  political  not  economic  objectives  control  Dr4F  actions.
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Ultimately,  revival  of  IMF  surveillance  with  any  real  strength  will  depend  on  the  IMF

regaining  a role  within  the  major  OECD  countries.  In  the  author's  view,  the  circumstances

in which  that  could  happen  are  virtually  certain  to  arise,  but  the  timing  is not  predictable  and

it could  still  be a long  way  off.  Nor  is it possible  to predict  tlie  cause  of  the  tension  which

would  lead  to a need  for  an  international  response:  past  crises  have  had  widely  varied  origins.

One  sign  of  weakness  which  could  lead  to a useful  IMF  role  is apparent,  however.  In a

growing  number  of  OECD  countries,  fiscal  weakness  is leading  to a rate  of  increase  in gov-

ernment  debt  that  is clearly  unsustainable.  In  the  past,  when  par  values  had  to be defended,

such  situations  usually  led  to a balance-of-payments  crisis  which  gave  the  public  a clear  signal

of  a need  for  action.  Now  for  OECD  countries  with  access  to capital  markets  which  are  so

open  and  lacking  in  attention  to fiscal  discipline  - t}iese  imbalances  seem  capable  of  continuing

almost  indefinitely.  However,  as developing  countries  such  as Brazil  can  testify,  delay  without

remedial  action  does  not  mean  that  reality  will  not  eventually  catch  up  with  you  - even  for

countries  considered  too  big  to fail.

The  United  States  budget  deficit  is one  of  those  problems  that  seemingly  is becoming

so intractable  that  only  a crisis  uiill  produce  the  political  conditions  needed  for  taking  defini-

tive  action.  If  this  is so, then  when  the  crisis  occurs,  an evidently  strongly  supported  IMF

would  be invaluable  to the  world  - and  to the  other  Group  of  7 countries  - as the  most  effec-

tive,  perhaps  even  the  only,  way  of  limiting  the  cumulation  of  crisis  damage.  That  would  be

particularly  clear  if  the  triggering  event  was  the  emergence  of  a dollar  overhang  caused  by

developments  such  as those  foreseen  in the  Maastricht  accords.  The  creation  of  a common

currency  and  central  bank  for  most  of  the  EEC  region  would  sharply  reduce  the  need  for

dollar  reserves  as trade  within  the  area  would  no longer  involve  foreign  exchange.  Negoti-

ations  on the  disposal  of  the  balances  released  could  well  be protracted.  Any  signs  of  discord

could  quickly  provoke  serious  market  reactions.

The  United  States  is of  course  not  the  only  candidate  for  dangerous  contingencies.  If

instead  of  smooth  progress  towards  integration  in  Europe,  the  process  were  checked  decisively

by the  political  forces  set in motion  by the  Danish  rejection  of  Vaastricht,  tensions  could

develop  quickly.  In  particular,  Italy  would  be vulnerable.  While  Italy  has  proved  that  fiscal

weakness  does  not  inevitably  lead  to  an  early  crisis  - it  is much  further  along  the  unsustainable

path  of  fiscal  weakness  than  the  United  States  is - there  are  growing  signs  that  the  end  cannot

be delayed  mucli  longer.  That  end  is still  felt  to  be manageable  within  an emerging  integrated

Europe.  Should  that  hope  disappear,  however,  markets  could  quickly  create  a crisis.  In  the

predicated  disarray  within  the  EEC,  it is quite  likely  that  the  major  developed  countries  would

decide  that  an IVF  role  would  be again  as helpful  as in 1976.

These  views  are not  widely  held  now,  in part  because  the  passage  of  time  without  a

problem  has  nurtured  a belief  that  open  capital  markets  combined  with  exchange  rate  flexi-

bility  have  superseded  the  role  of  official  support  in  major  foreign  exchange  markets.  Unfor-

tunately,  that  belief  is not  well-founded,  as was  shown  very  early  in  the  new  system  when,  in

1976,  the  United  Kingdom  was  forced  by  market  reactions  to seek official  help.8  In  crisis  sit-

uations,  markets  need  to be reassured  about  the  direction  of  policies.  Only  official  agencies

can  provide  that  reassurance  by  promoting  adequate  policy  actions  secured  through  effective

prior  negotiation.  Not  even  the  DAF  could  calm  markets  if  its  reputation  were  weakened  too

dccisivcly  by  a history  of  failures,  demonstrating  a too  clear  political  use of  its resources.  At

present,  it could  easily  fulfil  the  task  for  which  it was  created,  namely  to help  establish  order

among  the  major  industrialized  countries.

Of  course  a definitive  IWF  role  with  the  major  industrialized  countries  could  be achieved

by  a change  in the  rulcs  on exchange  rates.  There  are now  clear  signs  that  eventually  some

return  to a reformed  par  value  system  will  be sought.  The  grotvth  of  adherence  to the  EVS

system  shows  recognition  of  the  value  of  such  rules  to ensure  discipline  on macroeconornic

policies  made  politically  effective  by  public  commitments.  Such  cornmitments  have  been  di-

rectly  rewarded  in the  market  by  lower  long-term  interest  rates.  There  is growing  acceptance

of  the  evidence  that  the  rate  of  grotvth  of  the  world  economy  has suffered  with  the  ending  of

8 The  recently  published  book  about  this period  in the UK  by Kathleen  Burk  and Sir Alec  Cairncross-Goodlye,  Great
Britain:  ffie 1976 IMF  crisis-  New Haven:  Yale  University  Press 1992, features the problem  faced by the UK  Gov-
ernment  in convincing  the market  of  the adequacy  of the acticin< timil  t)ie I}IF  support  was sought.  As a participant
in those events I differ  somewhat  from  the authors  faith that  the Cabinet  would  have acted adequately  without  IMF
involvement.
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the  par  value  system.9  The  Group  of  5 countries  themselves  recognized  the  problem  of  the  lack

of  a system  when  in 1985  the  Plaza  Accords  announced  limited  coordination  of  exchange  rate

policies.

However  effective  exchange  rate  coordination  has  been  outside  the  EMS  it is still  very

limited  and  will  remain  so within  the  major  industrialized  countries  until  the  United  States"

public  has been  converted  to a different  attitude  regarding  dollar  stability.  Until  a public

commitment  with  clear  political  consequences  can  be envisioned  in the  United  States,  official

views  in the  major  industrialized  countries  in fiavour  of  coherence  will  not  carry  conviction

that  the  fiscal  and  monetary  actions  necessary  for  exchange  rate  stability  will,  in  fact,  be given

political  priority.  Consequently,  it is premature  to raise  this  issue  of  new  exchange  rate  rules.

Nevertheless,  it is right  to record  that  this  step  is the  one  which  would  do the  most  to achieve

the  objective  of  the  Group  of  24 to create  the  most  favourable  world  environment  for  their

growth.  It  now  seems  likely  that  eventually  this  will  happen.

While  the  recovery  of  surveillance  in the  sense  desired  by  the  Group  of  24 countries  is

crucially  dependent  on the  IMF  retaining  a role  of  dealing  with  its crises  in the  major  indus-

trialized  countries,  such  a role  is not  the  only  possible  use of  IMF  surveillance.  A more

modest  but  still  very  important  role  for  surveillance  could  be created,  relating  primarily  to

capital  movements  to developing  countries.  The  debt  crisis  of  the 1980s  has  severely  limited

some  capital  flows  to many  of  these  countries  and  left  new  costs  through  changed  bank  reg-

ulation  rules  in creditor  countries.  The  flow  rate  could  recover  faster,  and  the  costs  be re-

duced,  if  the  framework  for  future  lend  was  clear.  In  fact,  ad hoc debt  negotiations  have

already  gone  some  way  towards  deterrnining  certain  elements  of  a new  framework.  In

particular,  short-term  commercial  debt  is  almost  never  subject  to  loss.  However,  this

assurance  is not  sufficiently  felt  for  weaker  countries  to find  such  credits  readily  available  to

them  on normal  terms.

At  some  stage,  with  the  help  of  IMF  surveillance,  it should  be possible  to reverse  this

unfortunate  situation.  Many  developing  countries  pay  a risk  premium  for  short-term  trade

finance  despite  the  fact  that  most  of  them  always  repay  promptly.  If  developing  countries

agreed  to accept  a formal  commitment  to meet  all  payments  on such  debt  and  to have  the

IMF  monitor  compliance  in the  annual  consultations,  capital  markets  would  have  to  respond

by lowered  charges  just  as formal  EMS  cornrnitments  have  lowered  interest  rates  for  the

countries  just  joining.  Over  time,  as the  effectiveness  of  the  IMF  surveillance  became  estab-

lished  and  bank  regulators  were  induced  to change  the  rules  on provisioning,  the  terms  for

most  Group  of  24 countries  for  such  capital  from  lenders  including  the  commercial  banks,

would  follow  a trend  back  towards  normal  levels.

This  evolution  would  undoubtedly  be resisted  by some  creditors  fearing  that  it could

weaken  their  bargaining  position  in disputes  over  the  terms  on renegotiated  medium-term

debt.  Their  power  to coerce  the  debtor  by  withholding  short-term  credit  could  become  inef-

fective  if  replacements  were  available  from  new  lenders  who  felt  secure  on  account  of  the  new

rules.  Hopefully  the  interest  of  all  lenders  in order  would  allow  the  change  to occur.  The

process  might  be hastened  by  the  fact  that  it  would  be virtually  an implementation  of  the  or-

iginal  and  unamended  intention  of  the  IMF  Articles.  Payments  on "normal  short  term

banking  and  credit  facilities"  were  defined  as current  transactions  precisely  to achieve  this

outcome.  The  consultation  process,  the  forerunner  of  surveillance,  focused  heavily  on any

evidence  of  payments'  arrears  creating  departures  from  observance  of  this  obligation.

In view  of  subsequent  developments  since  the  last  amendment  to the  Articles,  when

some  debt  of  sovereign  countries  was  reduced,  it must  also  be understood  that  such  action

would  be the  first  step  towards  creating  an IMF-controlled  bankruptcy  regime  for  sovereign

countries.  Now  that  the  objective  of  preventing  all  sovereign  losses  has been  so decisively

lost,  it is time  to give  thought  to codifying  the  practices  that  have  evolved  over  the  past  10

years.  This  is necessary  if  world  capital  markets  are  to be allowed  to move  towards  a system

in which  risks  are more  specifically  identified,  permitting  the  increased  costs  through  higher

cliarges  to be limited  to those  capital  flows  which  it is agreed  may  be subject  to renegotiation,

9 Paul  Volckers  question  in  "Changing  Fortunes"  (op.  cit.,  p.  291)  as  to  whether  "the  distinctly  poor  economic

performance  of  the  world  generally  since  the  early  1970s  - slower  growLh,  deeper  imbalances,  and  greater  inflation  -

is related  to the  breakdown  of  the  Bretton  lVoods  system"  has 'pqrkcd  a renewed  interest  in the  issue.  It may  well

mark  an  important  turning  point  towards  official  reexamination  of  the  need  for  political  commitment  to exchange  rate

stability  altl'ioug)i  little  svill  come  of  it until  the  voting  public  has  much  more  striking  evidence  of  crisis.
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while  charges  for  other  flows  - protected  from  default  by IMF  rules  that  have  proven  their

effectiveness  - trend  towards  standard  rates.

Readiness  to raise  this  topic  would  also  give  the  Group  of  24 additional  strength  in

pressing  for  arrangements  which  could  put  an end  to perpetual  debt  negotiations  and  the  as-

sociated  forced  IMF  negotiations.  The  moral  basis  of  an  international  system  of  peer  pressure

through  IMF  surveillance  will  always  be severely  compromised  in any  system  which  forces  a

major  group  of  treasuries  into  protracted  and  therefore  ultimately  antagonistic  negotiations.

There  must  be a realistic  way  found  for  those  countries  that  are still  over-indebted  through

past  weakness  to  recover  their  autonomy,  as private  debtors  do through  bankruptcy  laws.

III.  Procedures

Clearly  the picture  painted  here  of  surveillance  does  not  suggest  any  early  break-

throughs.  Meanwhile,  what  changes  in IMF  surveillance  procedures  should  the  Group  of  24

be encouraging?  In  the  author's  view,  the  influence  of  the  Group  of  24 through  the  IMF  can

grow  only  if  it successfully  recognizes  the  need  of  treasuries  everywhere  for  support.  Of  course

the  Group  of  24 must  be free  to urge  IMF  policy  changes,  even  those  which  are  distasteful

to Group  of  7 treasuries.  Nevertheless,  in pressing  the  IMF  to adopt  new  policies  on sur-

veillance,  it must  be borne  in  mind  that,  in  practice,  the  recornrnendations  on  macroeconornic

policies,  in consultations  with  individual  OECD  countries,  will  be limited  to  those  which  their

treasuries  regard  as being  in  the  best  interest  of  their  countries.  This  has long  been  under-

stood  by  most  Group  of  24 officials,  as the  Group  was  created  to produce  more  monetary-

authority-oriented  recommendations  than  had  come  from  the  preceding  Group  of  77.

Of  course  IMF  surveillance,  as broadly  understood,  is not  exercised  exclusively  through

annual  consultations.  For  the  major  industrialized  countries,  IMF  views  on  their  policies  are
expressed  in the  World  Economic  Outlook.  And  in the outlook  discussions,  Group  of  24

spokesmen  are  most  likely  to  express  views  divergent  from  those  of  the  Group  of  7.

Borrowing  countries,  like  a borrowing  sector  of  a national  economy  such  as farming,  are

systematically  likely  to press  for  weaker  monetary  policy  than  the creditors  will  support.

Inevitably  this  will  continue.  The  equally  inevitable  general  ineffectiveness  of  this  pressure

must  not  lead  to  despair  over  IYF  surveillance,  however.  The  high  moral  ground  that  policies

affecting  all  countries  should  be  subject  to  review  by  an  authority  with  universal

representation  must  be guarded.  That  will  help  the  IMF  to retain  effectiveness  for  the  time

when  evolving  conditions  create  a need  in industrialized  countries  for  the  moral  support  for

internationally  appropriate  policies  which  only  the  DAF  can  give.

To  preserve  the  greatest  opportunity  for  the  IMF  - and  hence  the  Group  of  24 - to have

influence,  it is important  first  that  the  regularity  of  consultations  be featured  and  nurtured.

Without  routine  annual  discussions,  contacts  lessen  and  the scope  for  influence  narrows.

Secondly,  it is essential,  for  the spirit  of  cooperation  to prevail,  that  this  process  be kept

confidential,  with  any  limited  exceptions  being  strictly  under  local  monetary  authority  control.

Fostering  public  debate  against  the  desires  of  tlie  Government  pushes  the  IMF  dangerorisly

and  inappropriately  into  a political  process.  Thirdly,  the  discussions  of  the  IMF  Executive

Board  must  remain  the  focus;  discussion  should  be guided  by  its  possible  value  at the  national

level.  In this  connection,  it is most  unfortunate  if  political  alliances  are allowed  to colour

significantly  the  comrnents  made  within  the Executive  Board.  Hence,  concern  about  the

sustainability  of  the  fiscal  position  of  an ally  should  not  be suppressed  in the Board  dis-

cussions,  as seems  to have  happened  on  recent  occasions  with  European  Community  mem-

bers,  and  may  even  have  influenced  some  Group  of  24 directors  in discussions  of  the  policies

of  their  close  associates.  The  focus  must  be clearly  technical  and  never  guided  by political

alliance  considerations  if  the  Board  is to be consistently  persuasive.

In  principle,  paying  attention  to the  level  at which  consultations  take  place  could  be

constructive.  Expectations  that  there  will  always  be a meeting  of  the  staff  mission  with  the

Ministers  of  Finance,  or  that,  for  certain  major  countries,  the  Managing  Director  will  talk  to

the  :SAinistcr  aborit  the  oritcomc  of  the  Executivc  Board  meeting  on tlic  consultation  rcport.
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are  useful  proposals  to that  end.  They  can  of  course  only  be actively  pressed  in situations

where  they  are likely  to be welcomed,  not  prished  on unwilling  partners.

It would  also  be appropriate  to urge  more  effective  discussions  of  thc  macrocconornic

policies  of  the  industrialized  countries  at Interim  Comn'ffttee  meetings,  where  I:VIF  policies  are

set.  However,  in  substance,  the  real  need  in  the  six monthly  set of  meetings  is to integrate  the

deliberations  of  the  G-7  more  effectively  into  theIMF  as an  institution.  In  principle,  theIMF

needs  a closer  association  with  the  G-7  such  as was  achieved  with  the  G-10.  It  is regrettable

that,  in the  G-7  meetings,  the  IMF's  role  seems  to be effectively  limited,  under  present  pro-

cedures,  to a briefing  on  the  WoAd  Economic  Outlook,  with  the  Managing  Director  in routine

attendence  only  during  the  background  factual  discussions.  These  G-7  meetings  have  all  too

often  appeared  to  determine  the  essence  of  decisions  on  IMF  policies  formally  adopted

immediately  after  by the  IMF  Interim  Cornrnittee.  This  openly  reduces  other  ministers  of

finance  to the  role  of  a rubber  stamp.

It would  seem  doubtful  if  at present  effectiye  remedies  can  be found.  This  is a time  of

flux.  Efforts  for  closer  ties  would  surely  prove  ineffective.  If  European  integration  proceeds

as planned,  a G-3  might  replace  the  present  grouping  and  offer  a new  chance  for  reform,

perhaps  in  connection  with  a consequent  renegotiation  of  the  present  General  Arrangements

to  Borrow  and  the  associated  G-10  role.  Whatever  the  changes,  it will  be critical,  particularly

for  the  G-24  countries,  to preserve  the  role  of  the  Executive  Board  or, better,  strengthen  it.

It  is in Board  deliberations,  rather  than  ministerial  meetings,  that  the  vital  interests  of  coun-

tries  can  best  be defended  because  there  is time  to examine  the  logical  and  indeed  moral  basis

of  any  actions  and  thus  blunt  the  use of  naked  political  power.

IV.  Conclusions

The  Group  of  24 posed  a very  important  question  when  it asked  in effect  how  does  the

DAF  influence  major  country  macroeconornic  policies?  The  answer  is quite  unfortunately

clear  and  has  been  for  some  time.  The  IMF  presently  has  a very  limited  impact  and  little  is

achieved  by  pretending  otherwise.  That  is not  the  end  of  the  issue,  however.  Although  the

immediate  future  is not  promising,  and  may  even  involve  some  further  decline  owing  to

growing  nationalism,  the  time  will  come  when  the  major  countries  once  again  come  to recog-

nize  their  need  for  an IMF-type  mechanism.  The  task  is, therefore,  to preserve  the  foothold

now  existing.  That  will  not  be done  by  premature  pressure,  particularly  any  pressure  which

allies  the  Group  of  24 with  attitudes  antagonistic  to traditional  treasury  beliefs.  That  seems

to be understood.  In  the  last  cornmunique,  the  expression  of  support  for  greater  fiscal  disci-

pline  in the  OECD  countries,  to increase  the  supply  of  savings  from  the  present  desperately

low  levels,  was  particularly  wise.

In  addition,  the  Group  of  24 would  be wise  to consider  the  advisability  of  supporting

the  establishment  of  new  rules  on  some  types  of  debt.  These  would  increase  the  formal  role

of  DAF  surveillance  to the  benefit  of  borrosving  countries,  albeit  at the  expense  of  their  ac-

cepting  greater  formal  discipline,  a discipline  scarcely  greater  than  that  which  is presently  ex-

ercised  through  other  procedures.  The  effect  n'ffght  well  be to speed  the  evolution  of  more

effective  debt-reduction  plans  that  could  put  an end  to the  indefinite  continuation  of  IYF

tutelage  of  the  weaker  debtors.

Improved  debt  arrangements  are no substitute  for  a greater  IMF  role  with  major  in-

dustrialized  countries.  Nevertheless,  such  arrangements  could  help  to ensure  that  when  time

runs  out  on a major  country,  there  will  be no doubt  about  the  agency  used  to assist  in re-

solving  the  ensuring  problems.  And  that  will  mark  the  successful  achievement  of  the  basic

objective  of  universality  raised  repeatedly  by  the  Group  of  24.
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Introduction

Recent  years  have  witnessed  the increased  integration  of  developing  countries  into  the

international  financial  system.  A number  of  factors  have  played  a major  role.  Finance  has
become  increasingly  internationalized  almost  everywhere,  helped  also greatly  by rapid  ad-

vances  in communication  technology.  Moreover,  the  debt  crisis  has made  the  financial  mar-

kets  of  many  debtor  developing  countries  a major  focus  of  attention  by creating  new  profit
opportunities  through  swaps  and other  mechanisms.  Above  all, a major  shift  occurred  to-

wards  liberal  policies  in many  developing  countries  in response  to their  deep and  prolonged
crisis.  Most  of  these  countries  have  also  liberalized  imports,  and  increasingly  relied  on exports

for  growth.  However,  the degree  of  internationalization  of  finance  has gone  much  further
than  trade;  indeed  in many  countries  in Latin  America  and  elsewhere  the  share  of  foreign  ex-

change  assets  and  transactions  in the  financial  system  is far  greater  than  the  share  of  trade  in
GDP.

The  consequences  of  financial  openness  in developing  countries  have  not  been  ade-
quately  treated  in the  literature  on finance  and  development  primarily  because  this  is a very
recent  phenomenon.  The  mainstream  thinking  is largely  an extrapolation  of  "open  economy
macroeconornics"  to developing  countries,  and  treats  the issue  of  external  financial  liberali-
zation  in the context  of  "sequencing  of  economic  reforms".  This  literature  emerged  in large

part  from  an ex post  attempt  to explain  why  the Southern  Cone  liberalization  experiment
failed  (Corbo,  de Melo  and  Tybout  1986;  Corbo  and  de Melo  1987;  Diaz-Alejandro  1985;

Dornbusch  1983;  Frenkel  1983;  McKinnon  1982).  Its implicit  assumption  is that  external
financial  liberalization  is desirable  on efficiency  grounds;  it has  positive  effects  on the  level  and

allocation  of  investment,  and  these  efficiency  gains  more  than  compensate  for  the loss  of
macroeconomic  policy  autonomy.

According  to this  view,  external  financial  liberalization  may  give  rise  to perverse  results

only  if  there  are distortions  and  imbalances  elsewhere  in the economy-  e.g. budget  deficits,
monetary  instability,  impediments  to the proper  operation  of  the pricing  mechanism  in the
markets  for  goods  (such  as trade  barriers  or price  controls)  or for  labour  (such  as minimum
wage  legislation  or other  legal  and  institutional  impediments  to hiring  and  firing).  On the

other  hand,  it is argued  that  since  it is not  possible  to correct  all imbalances  and  remove  all
distortions  at once,  external  financial  liberalization  would  need to be properly  sequenced.

Although  it is sometimes argued (e.g. Krueger 1984) that it mad be difficult  to control  in-
flation  without  liberalizing  the economy,  the  majority  view  is that  domestic  financial  markets

and  the  current  account  should  be liberalized  before  the  capital  account  in order  to avoid  the
adverse  effects  of  capital  flows  on trade  and  macroeconomic  stability,  and  that  fiscal  balance

and  monetary  stability  should  be attained  before  any  liberalization  (Dornbusch  1983;  Edwards
1984,  1987,  1989;  Fischer  and  Reisen  1992;  Frenkel  1983;  McKinnon  1982).

There  can  be little  doubt  that  considerable  insight  has been  gained  from  the  sequencing

literature  on the macroeconornics  of  external  financial  liberalization  in developing  countries.

However,  in our  view,  this  approach  suffers  from  major  shortcomings  stemming  from  its

underlying  assumptions  regarding  the  nature  of  finance  and  financial  markets;  namely,  finance

is primarily  about  savings  and  investment,  and  financial  markets  are efficient.

These  assumptions  are not  valid.  In  modern  financial  markets,  finance  tends  to have  a

life  of  its own  independent  of  investment,  production  and  consumption,  and there  are wide-

spread  market  failrires.  This  has two  conseqriences  which  the orthodox  thinking  overlooks.

First,  financial  openness  tends  to  create  sysremic  problems  at  the  macroeconomic  level

regardless  of  the order  in which  various  markets  are liberalized  and distortions  removed.

Second,  financial  openness  can  undermine  growth  and competitiveness  of  a developing

cormtry  by incrcasing  instability,  risk  and  tlic  cost  of  capital,  and by narrotving  the scope  for
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using  finance  as part  of industrial  policy.  Loss  of autonomy  in  using  finance  for

industrialization  is as serious  as loss  of  autonomy  in macroeconomic  policy,  and,  again,  re-

gardlcss  of  the  ordcr  of  liberalization.

This  paper  aims  at discussing  these  two  issues.  The  next  two  sections  briefly  examine

tl'ie  concept  and  degree  of  financial  openness  in developing  countries  and  the  nature  of  inter-

national  capital  flows.  The  paper  then  goes  on to examine  the  causes  and  effects  of  capital

flows,  drawing  on the  recent  experience  of  a number  of  Latin  American  countries  which  re-

ceived  large  inflows  of  capital.  This  is followed  by a discussion  of  the effects  of  financial

openness  on  investment  and  competitiveness,  and  on tlie  scope  for  using  finance  for  industrial

policy.

I.  The extent  of financial  openness  in developing  countries

By external  financial  liberalization  we mean  policy  actions  that  increase  the  degree  of

financial  openness,  i.e. the  ease  with  which  residents  can  acquire  assets  and  liabilities  denom-

inated  in foreign  currencies  and  non-residents  can  operate  in national  financial  markets  (in-

cluding  the  enjoyment  of  market  access  by foreign  banks).  This  definition  is wider  than

liberalization  of  capital-account  transactions  between  residents  and  non-residents,  since  it in-

cludes  financial  transactions  among  resident5  denominated  in foreign  currencies.  Such  trans-

actions  are an important  part  of  finance  and  banking,  and  have  international  characteristics

that  affect  the  national  economy  in ways  similar  to  conventional  cross-border  financial

transactions  (Bryant  1987,  chapter  3).

In developing  countries,  the  real  degree  of  financial  openness  does  not  always  corre-

spond  to the  restrictiveness  of  regulations  ostensibly  in force.  For  one  thing,  these  are not

always  fully  implemented.  For  another,  because  financial  institutions  are underdeveloped,

many  financial  transactions  take  place  in informal,  curb  markets,  which  makes  it relatively

easy  to circumvent  regulations.  Furthermore,  a number  of  specific  factors  (such  as high

earnings  from  tourism  and  workersa  arernittances,  the  presence  of  transnational  corporations,

and  physical  proximity  to hard-currency  areas)  can  facilitate  the  access  to foreign  currency

and  financial  transfers  abroad  through  informal  channels.  Liberal  treatment  of  financial  in-

flows  abroad,  particularly  in neighbouring  countries,  can  also  impede  a country  from  limiting

its degree  of  financial  openness.  For  instance,  in the  late  1980s  in Uruguay,  where  banks  were

free  to accept  forex  deposits  and  banking  secrecy  prevailed,  about  one-half  of  such  deposits

were  estimated  to have  belonged  to  Argentine  nationals.  Similarly,  during  the  same  years  tax

exemption  of  foreign  depositors  in the  United  States  (together  with  the  tax  deductibility  of

interest  payments  in .'vlexico)  gave  :'vlexican  enterprises  an  incentive  to shift  their  funds  to the

United  States  and  recycle  them  back  as loans  to  themselves,  thereby  avoiding  taxes  on  interest

income  received  while  deducting  interest  payments  from  their  taxable  income.

Nevertheless,  official  policies  and  a resolve  and  capacity  to implement  rules  and  rcgu-

lations  play  tlie  most  important  role  in determining  tlie  degree  of  financial  openness.  It is

therefore  not  surprising  to find  a close  inverse  correlation  between  capital  flight  and  the  degree

of  restriction  on external  capital  transactions.  For  instance,  in 1988  the  total  liabilities  of

banks  in the  United  States  to non-bank  foreigners  amounted  to about  590 million  (roughly

eqrial  to some  estimates  of  capital  flight  from  Latin  America  during  1977-1983),  with  the  res-

idents  of  countries  such  as Argentina,  and  especially  Mexico,  holding  greater  amorints  than

the  residents  of  countries  where  capital  controls  were  mucli  tighter  (e.g.  Brazil).  Similarly,  the

experience  of  the  Southern  Cone  countries  amply  demonstrates  how  liberal  treatment  of  cap-

ital  inflows  and  private  external  borrowing  can  result  in a massive  build  up  of  debt  abroad.

Three  broad  types  of  external  financial  liberalization  may  be distinguished.  First,  al-

lowing  residents,  especially  firms,  to borrow  freely  in international  financial  markets  (and

non-residents  to invest  and  lend  freely  in domestic  markets).  Second,  allowing  residents  to

transfer  capital  and  to hold  financial  assets  abroad  (and  non-residents  to issue  liabilities  and

to borrow  in domestic  financial  markets).  Third,  allowing  debtor-creditor  transactions  among

residents  to be made  in foreign  currencies  such  as bank  deposits  and  lending  in foreign  cur-

rcncics  (tvliich  often  accompanies  freedom  to buy  and  sell  foreign  currency).
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These  three  types  of  liberalization  have  not  been  undertaken  in  the  same  sequence.  The

first  wave  of  external  liberalization  in  developing  countries  generally  took  the  form  of  allowing

the  private  sector  to borrow  abroad.  The  Southern  Cone  experience  is the  best  known,  and

was  set in a broad  programme  of  liberalization.  However,  external  borrowing  by residents

was  liberalized  also  in a number  of  countries  where  domestic  financial  markets  continued  to

be highly  regulated  (e.g.  Turkey  in the  1970s,  Yugoslavia,  and  the  Philippines).  Resident

banks  were  often  involved  as intermediaries  between  international  capital  markets  and  do-

mestic  borrowers.  In  countries  with  a sizeable  flow  of  workers"  remittances,  a particular  form

of  such  borrowing  took  place  on  a large  scale,  namely  foreign  currency  deposits  offering  at-

tractive  terms  and  carrying  government  guarantees.  In  almost  all  these  episodes  there  was  a

massive  build-up  of  foreign  exchange  liabilities  by private  corporations  which  contributed

significantly  to the subsequent  debt  crisis  and  payments  difficulties  (Diaz-Alejandro  1985;

Rodrik  1986;  UNCTAD  1991,  Part  Two,  chapter  III).

Although  a number  of  developing  countries  have  adopted  capital  account  convertibility

- some  to  an  extent  not  found  in  most  industrialized  countries  - most  still  maintain  many  re-

strictions  on  transferring  capital  and  holding  financial  assets  abroad.  However,  there  has  been

a tendency  to permit  and  encourage  residents  to hold  foreign  exchange  deposits  with  banks

at home,  both  in  countries  where  such  deposits  were  originally  permitted  for  rnigrant  workers

and  in  others  with  an acute  foreign  exchange  shortage.  Many  countries  have  also  permitted

exporters  to retain  part  of  their  export  receipts  and  deposit  them  in special  accounts,  using

them  for  imports  free  of  any  foreign  exchange  restrictions.  The  interest  rates  offered  on  such

deposits  are  usually  above  world  levels;  deposits  are highly  liquid;  even  sight  deposits  earn

considerable  interest;  and  they  are  much  more  easily  accessible  than  their  counterparts  in  most

industrial  countries, where minimum  limits and/or charges and commissions are applied.

The  effect  of  introducing  foreign  currency  deposits  is generally  to increase  the  impor-

tance  of  foreign  currency  in the  domestic  monetary  system,  i.e. encourage  currency  substi-

tution  and  dollarization  of  the  economy.  In  many  developing  countries  where  such  deposits

were  introduced,  there  was  not  just  a once-and-for-all  shift  from  holding  foreign  banknotes;

rather,  foreign  exchange  deposits  kept  growing,  often  rapidly,  even  coming  to exceed  domestic

currency  deposits.  The  share  of  foreign  exchange  accounts  in total  deposits  in recent  years

exceeded  domestic  currency  deposits  in a number  of  developing  countries  -in Latin  America

as well  as in  Asia  (e.g.  Philippines),  the  Middle  East  and  Europe  (e.g.  Turkey  and  Yugoslavia).

Even  in London  the  share  of  total  bank  claims  (including  inter-bank  claims)  on  residents  in

foreign  currencies  barely  exceeds  20 per  cent  (Bryant  1987,  chapter  3; Akytiz  1992b).  More-

over,  some  developing  countries  have  started  issuing  dollar-denominated  or dollar-indexed

paper  in  domestic  markets,  and  even  quoted  certain  public  sector  goods  prices  in  dollars.  In

short,  the  degree  of  financial  openness  of  many  developing  countries  is much  greater  than  in-

dicated  by  the  degree  of  capital  account  convertibility.

Regarding  the  entry  of  non-residents  to  domestic  markets  in developing  countries,  recent

years  have  witnessed  two  major  developments:  opening  capital  markets  to non-residents  and

increased  access  of  foreign  banks.  The  debt  crisis  has  increased  the  internationalization  of  fi-

nance.  In  many  highly-indebted  countries,  especially  in Latin  America,  the  "market-based

menu"  has  generated  new  prospects  for  international  arbitrage,  speculation  and  windfall  pro-

fits  for  a handful  of  operators  in creditor  and  debtor  countries.  Various  debt  conversion  fa-

cilities  have  significantly  raised  the  amount  of  equities  and  domestic-currency  debt  assets  held

by  non-residents  in such  countries.  Residents  have  also  been  allowed  to buy  foreign  currency

in the  curb  market  to purchase  debt  in the  secondary  markets;  some  countries  have  also  en-

couraged  them  to do so through  tax  and  other  forms  of  amnesty  in order  to bring  back  flight

capital.  The  size  of  such  operations  increased  so rapidly  compared  to the  monetary  base  that

Central  Banks  found  it very  difficult  to sterilize  their  impact;  thus,  occasionally  governments

had  to limit,  discourage  or suspend  such  operations  in  Argentina,  Brazil,  Chile  and  Mexico

(UNCTAD  1989,  pp. 105-107).

More  recently,  access  of  non-residents  to national  equity  markets  has been  encouraged

in  the  context  of  privatization  prograrnrnes.  While  one  of  the  stated  objectives  of

privatization  has  been  precisely  to develop  capital  markets,  increased  access  to such  markets

has been  granted  to non-residents  in order  to boost  demand.  Some  of  the  newly-emerging

capital  markets.  have  come  to depend  on  foreign  portfolio  investment  which  often  accounts

for  a major  part  of  capital  inflows.
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Finally,  recent  deregulation  of  domestic  financial  markets  in developing  countries  has

often  been  accompanied  by relaxing  restrictions  on the  entry  of  foreign  banks.  However,

some  major  industrialized  countries,  notably  the  United  States  and  the  United  Kingdom,  have

been  advocating  further  liberalization  of  trade  in banking  services  in the  context  of  an agree-

ment  in the  current  multilateral  trade  negotiations.  This  is largely  a reflection  of  their  belief

that  banks  in these  countries  have  a competitive  edge  compared  to their  counterparts  in de-

veloping  and  other  developed  countries.  The  control  that  banks  and  other  financial  insti-

tutions  can  exert  over  the  pattern  and  scale  of  production  may  be thought  to help  them  to

regain,  at least  partly,  competitiveness  in industry  vis-A-vis  Japan  and  Germany;  it also  ex-

plains  why  the  United  States  and  the  United  Kingdom  have  been  putting  pressure  on these

countries  for  greater  financial  openness.

While  a fuller  treatment  of  this  issue  goes  beyond  the  scope  of  the  present  paper  (see

Cornford  1990;  and  UNCTAD  1990,  pp.  137-162  for  such  a treatment),  it is important  to note

the  implications  of  such  an agreement  for  financial  openness  in developing  countries.  Since

the  competitive  edge  of  foreign  banks  in developing  countries  is primarily  in transactions  with

international  characteristics,  rather  than  in intermediation  in domestic  markets  (i.e.  accepting

deposits  and  extending  credits  in domestic  currency),  such  an agreement  can  create  consider-

able  pressures  for  even  greater  financial  openness  in developing  countries,  and  interfere  not

only  with  policies  regarding  trade  in  banking  services,  but  also  with  the  foreign  exchange  re-

gime  and  capital  controls.

II.  Nature  of  international  capital  flows

Financial  openness  has significant  effects  on domestic  asset  prices,  interest  rates  and

exchange  rates  because  it increases  the substitutability  of  domestic  and  external  funds  for

resident  borrowers,  and  between  domestic  and  foreign  currency  assets  for  lenders.  The  mo-

bility  of  capital  can  make  it very  difficult  to delink  the  rates  of  return  on domestic  financial

assets  from  those  prevailing  abroad  and  to decouple  interest  and  exchange  rates.  Capital

flows  exert  a considerable  influence  on exchange  rates  and  financial  asset  prices,  and  are

themselves  influenced  by expectations  regarding  rates  of  return  on financial  assets  denorni-

nated  in different  currencies.  This  means  not  only  that  domestic  policies  have  a new  channel

of  influence  on exchange  rates,  trade,  balance  of  payments  and,  hence,  the  level  of  economic

activity  (namely,  through  their  effects  on capital  flows),  but  also  that  these  will  all  be influ-

enced  by  financial  policy  abroad  and  by  events  at home  and  abroad  that  alter  expectations.

This  effect  of  openness  is known  as loss of  policy  autonomy;  i.e. reduced  ability  of  govern-

ments  to achieve  national  objectives  by  using  the  policy  instruments  at their  disposal  (Bryant

1980,  chapter  12).

There  is a widespread  belief  that  external  financial  liberalization  in developing  countries

will  give  rise  to capital  inflows  provided  that  it comes  after  domestic  capital  markets  have  been

liberalized.  It  is assumed  that  because  of  greater  shortage  of  capital  in developing  countries,

internal  financial  liberalization  will  raise  interest  rates  above  world  levels,  and  a subsequent

liberalization  of  the  capital  account  will  trigger  a capital  inflow.  This  is seen as a one-off

phenomenon  of  adjustment  of  domestic  asset  prices  and  interest  rates  to  world  levels  as capital

scarcity  is reduced  through  an increase  in the  underlying  capital  flows.  This  view  is based  on

the  assumption  that  the  internationalization  of  finance  allows  savings  to be pooled  and  allo-

cated  globally  through  movement  of  capital  across  countries  in  response  to opportunities  for

real  investment,  thereby  improving  the  allocation  of  resources  internationally  and  equalizing

rates of  return  on investment  ever5rwhere.

However,  the  evidence  strongly  suggests  that  most  capital  movements  are motivated

primarily  by  the  prospect  of  short-term  capital  gains  or losses,  rather  than  by  real  investment

opportunities  and  considerations  of  long-term  risk  and  return.  Comparison  of  rates  of  return

on capital  investment  among  the  seven  major  industrial  countries  shows  that,  on average,

inter-country  differences  (as measured  by the  coefficient  of  variation)  in rates  of  return  on

capital  in the  business  sector  during  the 1980s  have  been  as large  as they  were  during  the

1960s  and  early  1970s,  when  capital  tvas  much  less mobile  among  such  countrics  (OECD  1989,
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table  53; 1991,  table  58).  There  can  be little  doubt  that  inter-country  differences  in rates  of

return  are partly  due  to country-specific  factors  such  as tax  treatment  of  earnings  on capital

assets  and  depreciation  allowances.  However,  there  is no evidence  that  suc}i  differences  liavc

widened  in more  recent  years.

In  assessing  the  impact  of  increased  capital  mobility  on  rates  of  return  on  financial  as-

sets,  it is necessary  to distiguish  between  assets  denominated  in the  same  currency,  but  issued

in different  locations,  and  those  denominated  in different  currencies.  Lowering  national  bar-

riers  to financial  flows  has  no doubt  reduced  substantially  the  degree  of  segmentation  of  na-

tional  markets  and  international  dispersion  of  prices  for  financial  assets  with  identical  default

risk  and  term  to  maturity,  and  denominated  in the same  currency  but  issued  in different

countries  (e.g.  dollar  CDs  issued  by  London  and  New  York  banks).  However,  this  is not  true

for  assets  denominated  in different  currencies  (e.g.  United  States  treasury  bills  in dollars  and

British  treasury  bills  in sterling).  Convergence  of  rates  of  return  on such  assets  implies  a

tendency  for  interest  rate  differentials  to equal  the  expected  change  in  the  exchange  rate  of  the

currencies  in which  they  are  denominated;  i.e. the  currency  offering  a higher  rate  of  interest

is expected  to depreciate  against  the  other  currency,  over  the  same  time  interval  as the  matu-

rity  of  the  assets.  In  efficient  markets,  these  expectations  should  be reflected  by  forward  ex-

change  rates;  i.e.  the  so-called  "uncovered  interest  parity"  should  hold  (allowing  for

differential  risk  premium).  However,  the  evidence  shows  that  this  has not  been  the  case,

particularly  in the  1980s,  either  for  the  dollar  vis-A-vis  other  reserve  currencies,  or  among  the

major  European  currencies  (UI'%:CTAD  1987;  Akyuz  1992b).

Under  these  conditions  there  is no reason  to expect  real  interest  rates  to be equalized

across  countries.  For  this  to happen  exhange  rate  changes  would  not  only  have  to be fully

covered  by interest  rate  differentials,  but  also  would  have  to move  with  purchasing  power

parities.  The  evidence  from  the  major  OECD  countries  shows  that  these  conditions  are  not

fulfilled  (Kasman  and  Pigott  1988;  IMcCauley  and  Zirnmer  1989).

The  evidence  does  not,  of  course,  mean  that  financial  markets  are  not  integrated  or  that

capital  is not  mobile.  Rather,  it suggests  that  international  capital  movements  are  not  moti-

vated  by long-term  investment  opportunities,  and  financial  markets  are not  efficient.  The

speculative  element  in the  prospective  return  from  financial  assets  is not  only  dominant  but

also  highly  variable,  capable  of  generating  gyrations  in exchange  rates  and  financial  asset

prices  by causing  sudden  reversals  in capital  flows  for  reasons  unrelated  to the  underlying

fundamentals,  as the  experience  of  the  last  decade  amply  demonstrates.  This  predominance

of  speculation  over  enterprise  in  the  sphere  of  international  finance  is not  very  different  from

the  operation  of  modern  capital  markets  that  Keynes  described  in chapter  12 of  The  General

Theory  with  metaphors  such  as "lhe  game  of  Snap,  of  Old  Maid,  of  Musical  Chairs",  and

"newspaper  competitions",  "beauty  contests=  and  "casino  games".

III.  Capital  flows  to developing  countries

The  exposure  to short-term,  speculative  capital  flows  is much  greater  for  developing

than  for  developed  countries.  On  the  one  hand,  their  instability  provides  greater  opportunities

for  quick,  windfall  profits  on short-term  capital  movements.  On  the  other  hand,  the  ability

of  these  countries  to influence  capital  flows  through  monetary  policy  is much  more  limited.

In a financially  open  developing  country  destabilizing  capital  inflows  can  always  occur  re-

gardless  of  the  order  in  which  the  markets  are  liberalized,  and  how  much  fiscal  imbalance  or

policy-induced  distortion  in  the  exchange  rate  is present.  Such  booms  do not  always  end  with

a soft  landing  in  large  part  because  of  bandwagon-type,  pro-cyclical  behaviour  that  charac-

terizes  international  lending  and  capital  flows;  a recently  liberalized,  well-performing  economy

can  suddenly  find  favour  with  foreign  capital  of  all  sorts,  but  if  things  go wrong  for  some

reason,  the  capital  disappears  just  as rapidly.

While  internal  financial  liberalization  strengthens  the  link  between  inflation  and  interest

rates,  external  financial  liberalization  (unlike  trade  liberalization)  weakens  the  link  between

inflation  and  the  exchangc  rate,  carising  the  latter  to be domi:'ated  by capital  floivs  instead
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of  trade  balances  and  the  relative  purchasing  power  of  currencies;  i.e. inflation  differentials

are more  readily  reflected  in nominal  interest  rate  differentials  than  in the  movement  of  the

nominal  exchange  rate.  Thus,  although  short-term  capital  inflows  motivated  by tlie  lure  of

quick,  windfall  profits  are often  associated  with  positive  real  interest  rate  differentials  in

favour  of  the  recipient,  such  a differential  is not  always  necessary  or sufficient.  Capital  inflows

usually  occur  when  there  are nominal  interest  rate  differentials  that  markets  do not  expect  to

be matched  by a nominal  exchange  rate  depreciation.  Such  differentials  often  emerge  when

domestic  inflation  is much  higher  than  abroad  and domestic  financial  markets  have  been

liberalized.  Since  in many  developing  countries  inflation  rates  close  to those  prevailing  in the

major  OECD  countries  are very  difficult  to attain,  the scope  for  big arbitrage  opportunities

to emerge  is much  greater.  Similarly,  an expectation  that  equity  prices  will  rise faster  than

domestic  currency  depreciation  can prompt  an inflow  of  capital.  Both  types  of  expectation

can  be self-fulfilling  since  the  inflow  of  funds,  if  large  enough,  can  itself  maintain  the  value
of  the  currency  and  boost  equity  prices.

Such  inflows  are typically  initially  a response  to a favourable  shift  in market  sentiment

regarding  the  recipient  country.  This  shift  may  result  from  external  causes  such  as a sudden

rise in export  prices,  or from  internal  ones  such  as reduced  inflation,  better  grovvth  prospects,
and  greater  political  stability  and  confidence  in  the government's  policies  and  its  resolve  and

capacity  to maintain  a financially  open  economy.  After  the initial  shift  in market  sentiment,
bandwagon-type  behaviour  often  develops  and  creates  a speculative  bubble  where  people  are
lending  or investing  simply  because  everybody  else is doing  the  same.  When  the  bubble  bursts

and  the currency  comes  under  pressure,  even  a very  large  positive  real  interest  rate  differential
may  be unable  to check  the  capital  outflow.

As  it is well  known,  these  conditions  were  broadly  fulfilled  during  the  liberalization  epi-

sodes  in the  Southern  Cone  countries  in Latin  America  in the 1970s,  when  high  domestic  in-

terest  rates,  overvalued  exchange  rates,  freedom  to borrow  abroad  and  plentiful  international

liquidity  combined  to induce  capital  inflows.  There  are strong  signs  that  a similar  process  is

under  way  in a number  of  Latin  American  countries  today,  even  though  these  countries  are

now  in quite  different  positions  compared  to the 1970s,  as well  as differing  among  themselves

with  respect  to inflation,  fiscal  posture,  and  exchange  rate  and  trade  policies.  It  is estimated

that  the  region  as a whole  received  about  540 billion  in 1991,  three  times  the  level  of  1990,  the

main  recipients  being  Mexico  (516.1  billion),  Brazil  (!fill.6  billion),  Argentina  (55.1 billion),

Venezuela  (S4.8 billion)  and  Chile  (S1.6  billion).  In  the majority  of  these  countries  capital
inflows  have  continued  at an accelerated  pace  in the  early  months  of  1992.

To  judge  the nature  of  external  capital  inflows  it is important  to know  both  how  the

capital  is being  raised  abroad  and  how  it is being  used  in the recipient  country.  It is usually

the  latter  aspect  that  determines  its degree  of  volatility.  FDI  or enterprise  borrowing  abroad

for  investment  in productive  capacity  is generally  less susceptible  to reversal  than  inflows  di-

rected  at the equity  market  or acquired  for  relending  in the domestic  money  market  or de-
positing  in domestic  financial  institutions.

While  not  the whole  of  the recent  capital  inflow  into  Latin  America  has been for

short-term  uses, much  of  it does appear  to have  been  for  this  purpose.  Of  the  total  estimatcd

inflow  of  540 billion  in 1991,  FDI  accounted  for  only  about  one-third,  and  if  receipts  from

privatization  are excluded  the  proportion  is about  one-quarter.  Medium-  and  long-term  bank

lending  was  less than  6 per  cent  of  the total;  the rest  was raised  through  bond  issues,  com-

mercial  paper  and  other  short-term  money  market  instruments,  much  of  it being  used for  re-

lending  in domestic  capital  markets,  equity  investment  or refinancing.  There  were  significant

differences  among  countries  in the shares  of  different  types  of  capital  inflow.  In Chile  about

two-thirds  consisted  of  FDI,  and  in Mexico  one-third.  By contrast,  for  Brazil  about  three-

quarters  seems to have  been  short-term  (Griffith-Jones  et al. 1992,  tables  4 and  5).  Thus,

there  appears  to be a close  correlation  between  the distribution  of  various  types  of  capital
flows  and  fundamentals.

Chile was the first countr5i  in Latin  America  to receive large short-term  capital in[lo'yvs
and  to experience  in consequence  real  currency  appreciation  despite  no evident  "sequencing

errors".  As  noted  by ECLAC,  the  "substantial  rise in interest  rates...  and  the stability  of  the

(nominal)  exchange  rate  encouraged  a large  increase  in the  inflow  of  short-term  capital.  This,

together  with  the substantial  inflow  of  direct  foreign  investment,  made  it more  difficult  to

managc  thc monctary  situ:uion..."  (IECL.'yC  1990, p. 39).  Ind::d,  hctivcc;a.  nThd-l"QQ  :a.:',d
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mid-1990  the  average  annual  rate  of  interest  on short-term  loans  was  about  40 per  cent,  the

consumer  price  inflation  was  around  25 per  cent  while  the  nominal  exchange  rate  of  the  dollar

against  the  peso  rose  by 10 per  cent,  giving  an arbitrage  profit  at a rate  of  about  17 per  cent

on  dollars  borrowed  in  the  United  States  market  at an  interest  rate  of  10 per  cent  and  lent  in

Chile  in pesos.  Export  growth  fell  during  the  course  of  1990,  while  imports  and  foreign  ex-

change  reserves  rose  considerably.  The  interest  rate  and  inflation  rate  did  not  change  very

much  between  mid-1990  and  mid-1991,  but  the  rate  of  currency  appreciation  fell.  This  was

because  "the  monetary  authorities  adopted  a cautious  approach  based  on  the  assumption  that

the  oversupply  of  foreign  exchange  was  only  temporary  and  was  due  to the  unusually  high

price  of  copper  and  the  low  international  interest  rates"  ECLAC  (1991,  p. 41),  and  thus  tried

to slow  the  capital  inflow  and  the  appreciation  of  the  currency  through  various  measures  de-

signed  to increase  the demand  for  the dollar  and  to reduce  the arbitrage  margin.  These

measures  seem  to have  had  some  success,  since  in 1991  the  capital  inflow  declined  moderately

(by  50.3  billion),  whereas  in  most  other  countries  of  the  region  such  inflows  accelerated.

In  Argentina,  where  capital  inflows  are  partly  connected  with  privatization,  the

dollar%peso rate  remained  virtually  unchanged  between  March  1991 and  March  1992 owing
to  the  government's  policy  of  stabilizing  it as part  of  efforts  to  bring  down  inflation.  Domestic

interest  rates  were  around  16 per  cent,  i.e. two-and-a  half  times  dollar  rates,  giving  a consid-

erable  margin  for  arbitrage.  This  period  was  marked  by oversupply  of  foreign  currency,  a

booming  stock  market  where  prices  increased  more  than  300  per  cent  in 1991,  a dramatic  rise

in  imports  (encouraged  partly  by  trade  reform),  and  a drop  in  exports.

In Yexico  average  interest  rates  (average  cost  of  procuring  funds  and  Treasury  certif-

icate  rates)  were  above  30 per  cent  in 1990,  and  above  20 per  cent  in 1991,  whereas  the  cur-

rency  depreciated  in nominal  terms  by  only  about  10 per  cent  in the  former  year  and  even  less

in  the  latter.  Capital  inflows  played  a major  role  in  the  boom  in the  stock  market,  where  the

index  more  than  doubled  during  1991,  foreigners  being  estimated  in  the  second  quarter  of  1992

to be holding  equities  worth  more  than  525 billion,  or about  a quarter  of  the  market"s  cap-

italization  (Latin  American  Economy  and  Business,  May  1992,  p.4).  One  consequence  of  the

capital  inflows  and  currency  appreciation  has been  sharp  increases  in reserves,  as well  as in

imports  and  the  trade  deficit.  Although  "the  capital  account  surplus  in Mexico  over  the  last

tivo  years=  is believed  to be "a  result  of  ver)t  favourable  expectations  for  the  economy's  future,

... some  capital  flows  have  been  a source  of  concern  for  the  authorities",  who  did  not  rule  out

"the  possibility  of  temporary  short-term  outflows",  and  thus  tried  to slow  such  flows  through

various  measures,  including  the  widening  of  the  differential  between  intervention  points  for

the  peso-US  dollar  exchange  rate  to allow  larger  fluctuations  and  create  greater  exchange  rate

uncertainty  (Banco  de Mexico  1992,  p. 144).

In  Brazil  inflows  began  to  increase  sharply  at the  beginning  of  1992,  amounting  to  about

58 billion  during  the  first  quarter  (of  which  about  S2 billion  was  for  investment  in the  stock

market).  There  has  also  been  considerable  borrowing  abroad  by  exporters  and  other  compa-

nies  for  relending  or refinancing,  and  some  accumulation  of  non-residents"  foreign  exchange

deposits  in special  accounts.  In  nominal  terms  the  cruzeiro  has  been  depreciating  in 1992  by

almost  as much  as inflation,  about  22 per  cent  per  month.  Early  in  the  year,  for  the  first  time

for  many  years,  thc  rate  for  the  dollar  was  lower  in the  parallel  than  in the  official  market.

Iue  to a very  tight  monetary  policy,  monthly  interest  rates  were  around  30 per  cent  (or  5-6

per  cent  in  real  terms),  giving  a net  arbitrage  profit  of  17 per  cent  over  the  first  three  months.

The  rise  in prices  on the  stock  exchange  was  even  greater;  Sao  Paulo  stock  prices  doubled  in

dollar  terms  from  December  1991  to April  1992.  Large  purchases  of  foreign  exchange  raised

central  bank  reserves  to 513.7  billion  in Varch  1992,  up  from  57.5  billion  in  the  same  month

of  1991 (IESP,  June  1992).  The  Central  Bank  has been  issuing  domestic  debt  in order  to

sterilize  the  effects  of  its dollar  purchases  on  the  money  supply.  Since  reserves  can  earn  no

more  than  5-6  per  cent  per  annum  in international  markets,  while  domestic  debt  carries  as

much  as that  per  month,  the  operation  is extremely  costly.  On  the  assumption  of  a constant

real  excliange  rate  and  3 per  cent  real  interest  rates  per  month  on domestic  debt,  the  cost  of

carrying  an extra  55 billion  of  reserves  can  be estimated  to be of  the  order  of  52 billion  per

annum.

In  attempting  to evaluate  how  far  such  capital  inflows  can  be sustained  it is necessary

first  to distinguish  that  part  which  is of  a one-off  nature.  This  includes  repatriated  flight

capital  and  capital  amacted  by  privatization.  The  latter  has  been  important  in  Argentina  and

Vcnczricla  (over  one-qriartcr  and  three-qriartcrs  of  '!!=ir  total  iafloivs  in  19Ql,  rcspap:ivcly).
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Repatriated  flight  capital  is difficult  to estimate  but  seems  to be particularly  important  in

Mexico  and  Chile.  With  regard  to the  rest  of  the  capital  inflow,  it should  be noted  that  the

particular  configuration  of  interest  rates,  exchange  rates  and  stock  prices  currently  prevailing

in many  Latin  American  countries,  and  which  attracts  short-term  capital  flows,  cannot  be

expected  to last.  When  the  configuration  changes,  these  flows  could  be suddenly  reversed,

thus  setting  off  a cumulative  process  which  might  extend  to all  kinds  of  capital  flows,  includ-

ing  those  unrelated  to considerations  of  short-term  gain.

That  short-term  capital  flows  can  easily  be reversed  is evident  from  the  experience  of

Turkey  following  the  liberalization  of  its capital  account  and  lifting  of  restrictions  on  private

borrowing  in August  1989,  although  financial  capital  flows  were  much  more  moderate  in

comparison  with  Latin  America.  The  domestic  lending  rate  on non-preferential  loans  was

more  than  70 per  cent  throughout  1990,  while  nominal  depreciation  of  the  currency  against

the dollar  was  less than  30 per  cent,  providing  considerable  incentives  for  arbitrage.  The

currency  appreciated,  although  massive  increases  in imports,  particularly  of  consumption

goods  (encouraged  also  by  trade  liberalization),  absorbed  most  of  the  capital  inflow;  the  rest

was  reflected  in  a surge  in the  level  of  reserves,  matched  by  an unprecedented  trade  deficit  and

debt  accumulation.  The  net  short-term  inflow  reached  53 billion  in 1990  compared  to a net

outflow  of  52.3  billion  in  the  year  before.  The  shift  towards  the  Turkish  lira  also  played  a role

in  a sharp  increase  in  the  Istanbul  Stock  Exchange  index,  which  rose  by  more  than  five  times

in one  year.  However,  the  process  was  reversed  in early  1991  with  the  outbreak  of  the  Gulf

War  and  political  uncertainty  at home,  and  the  shift  to foreign  currency  has continued  after

these  ended.  During  1991 the  currency  depreciated  against  the  dollar  by  more  than  70 per

cent  even  though  inflation  was  only  moderately  higher  than  in  the  previous  year;  stock  prices

fell  by  one-half  from  their  peak;  foreign  exchange  reserves  declined  considerably;  and  short-

term  capital  flows  were  reversed,  registering  a 53 billion  net  outflow  in 1991.  What  is re-

markable  about  this  process  is that  the  real  domestic  interest  rates  were  barely  different

between  the  two  phases;  the  major  difference  was  in  the  state  of  confidence  and  expectations,

and  in  the  direction  of  capital  flows  and  in the  exchange  rate.

The  ideal  response  to increases  in such  capital  inflows  is a corresponding  increase  in

domestic  investment  in  traded  goods  sectors.  Imported  capital  goods  can  absorb  a Iarge  part

of  the  capital  inflow,  therety  preventing  a sharp  appreciation  of  the  currency.  Moreover,  they

can  enhance  productivity  growth  and  increase  exports,  both  of  which  are  needed  to restore

competitiveness  impaired  by  currency  appreciation  and  to raise  debt-servicing  capacity.  But

higher  investment  is not  always  possible  when  domestic  interest  rates  are prohibitive,  and

long-term  investment  with  funds  borrowed  abroad  at lower  rates  carries  considerable  ex-

change  rate  risk.  In such  circumstances  it is usually  much  more  attractive  to buy  and  sell

existing assets than invest. The dilemma is that the high interest rates and%or currency ap-
preciation  that  attract  capital  from  abroad  can  also  deter  investment  on which  growth  and

sustainability  of  capital  flows  depend.

In  most  Latin  American  countries  today  the  real  lending  rate  is in  double-digit  figures

and  exchange  rate  uncertainties  are widespread,  which  make  it difficult  to restore  vigorous

growth  based  on private  investment.  The  public  sector,  on the  other  hand,  lacks  either  the

rcsorirces  or the  uaillingness  to invest.  It  is not  yet  possible  to determine  the  extent  to wl'iich

these  capital  flows  have  been  translated  into  higher  investment  in Latin  America  over  the  last

couple  of  years.  Although  there  seems  to have  been  a considerable  increase  in  capital  goods

imports  in some  countries,  encouraged  partly  by  tariff  reductions,  the  increase  in  investment

in the  region  appears  significantly  smaller  than  the  sharp  swing  in the  transfer  of  resources

abroad,  which  amounted  to about  4 per  cent  of  the  region  s GDP.  Indeed,  Brazil,  which  has

been  receiving  large  capital  inflows,  is in a deep  recession  and  the  rate  of  investment  seems  to

have  fallen  below  16 per  cent  of  GDP  for  the  first  time  for  many  years.  Sin'ffilarly,  Argentina

does  not  appear  to have  been  able  to raise  its  investment  ratio  above  10 per  cent,  or well  be-

low  levels  attained  during  the  late  1980s  when  the  country  was  making  net  transfers  abroad.

A foreign  exchange  glut  generated  by  unsustainable  capital  flows  can  damage  industry

through  currency  appreciation,  particularly  wihen  it is  accompanied  by tariff  reductions.

Concerns  on this  score  are widespread  in Latin  America,  one  prominent  industrialist  being

recently  qrioted  as saying  that  there  was  a danger  that  the  remainder  of  Argentina's  industrial

base  would  be wrecked  because  goods  were  being  imported  at prices  which  domestic  industry

could  not  possibly  meet  (Latin  American  Economy  and  Business,  May  1992,  p.  6).  The

dilemma  is  tliat  if  currcncy  appreciation  is prolonged,  it leads  cvcntually  to ai"r cyternal
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payments  crisis;  but  if it is suddenly  reversed,  the arbitrage  margin  disappears,  possibly
triggering  a sharp  reversal  in short-term  capital  flows.

To prevent  currency  appreciation  when  there  is a massive  inflow  of  capital  is no easy

task,  particularly  when  it consists  neither  of  FDI  nor  of  borrowing  by domestic  entrepreneurs

for  investment  and capital  goods  imports.  Increased  imports  of  consumer  goods  through

trade  liberalization  can prevent  a sharp  appreciation  of  the  currency.  Recently  Chile  has de-

liberately  used  tariff  reductions  in order  to raise  the demand  for imports  and the  dollar

(ECLAC  1991,  p. 41).  However,  such  a strategy  adds  to foreign  exchange  liabilities  without

adding  to export  capacity  - something  that  was often  stressed  during  the 1980s  as the  major
cause  of  the  debt  crisis.

When  monetary  expansion  and currency  appreciation  are prevented  by the accumu-

lation  of  reserves  and  the  issue  of  domestic  debt,  as in the  Brazilian  case discussed  above,  the

burden  falls  on the  public  sector.  Fiscal  problems  can  be avoided  only  if  the currency  depre-

ciates  sufficiently  to raise  the  real  domestic  currency  value  of  reserves  to a level  at which  the
real  capital  gain  on them  offsets  excess interest  payments  on domestic  debt  (i.e. payments

arising  from  the  difference  between  domestic  and  foreign  rates  in dollar  terms).  However,  the

real  depreciation  required  may  have  to be very  large  - more  than  35 per  cent,  for  example,  in
the  case of  Brazil.  Expectations  of  such  a sharp  depreciation  can  easily  trigger  a large  capital
outflow.  Besides,  since  the government  makes  a net transfer  abroad  to service  its external

debt,  the depreciation  increases  the  real  domestic  currency  value  of  interest  payments  abroad.
If  reserves  are used  to pay  debt,  this  could  mean  that  the  government  was  borrowing  at about
30-40  per  cent  per  annum  in real  terms  to pay  its external  debt.

There  is, thus,  no easy  way  out  of  the dilemmas  caused  by speculative  capital,  inflows
triggered  by very  high  interest  rates  and bandwagon-type  movements.  A number  of  tech-

niques  have  been used in order  to slow  them  down.  These  include  reserve  requirements

(sometimes  non-interest-bearing  ones)  for  liabilities  of  banks  denominated  in foreign  curren-

cies (Chile,  Mexico  and Turkey);  compulsory  liquidity  requirements  on the short-term  forex

liabilities  of  commercial  banks  (Mexico);  minimum  holding  periods  (Chile);  extension  of  the

fiscal  stamp  tax  to foreign  credits  (Chile);  restrictions  on company  borrowing  abroad  through

stock  and  bond  issues  (Brazil);  and  limits  on the dollar  amounts  that  banks  can  raise  in de-

posits  abroad  as a proportion  of  their  total  deposits  (Mexico).  However,  such  measures  have

generally  had  only  limited  success.  Governments  are often  very  shy in applying  effective

controls  for  fear  of  rending ofT  genuine,  long-term  capital  and  investment.  This  is certainly  a

legitimate  concern,  particularly  in  Latin  America,  after  a decade-long  foreign  exchange

strangulation.  However,  experience  shows  that  effective  capital  controls  might  have  to be

introduced  anyway  if  the  process  develops  into  a payments  crisis  and  capital  flight.  It may

be easier  to restrict  short-term  inflows  and  prevent  debt  accumulation  early  on than  to check
capital  flight  in a crisis.

Instability  in short-term  capital  flows  combined  with  the inherent  volatility  of  capital

held  in stocks  and  shares  exposes  the  economy  to even  greater  risks  when  a close  link  develops

between  capital  and  currency  markets.  Since  opening  up domestic  capital  markets  requires

some  form  of  currency  convertibility  for  non-resident  equity  investors,  such  a link  can  develop

even  in countries  where  the capital  account  is not  fully  open.  This  may  present  a serious

problem  in Latin  America  because  of  the  increased  presence  of  non-residents  in capital  mar-

kets.  The  link  is also  strengthened  because  the  residents  of  many  countries  of  the  region  often
have  easy  access  to foreign  currency  assets.

This  link  increases  the potential  for  the emergence  of  foreign  exchange  and,ior  stock

market  crises.  Since  the return  on investment  to the  foreign  investor  depends  largely  on the

movement  of  the exchange  rate,  a serious  shock  (e.g. a terms  of  trade  deterioration)  that

makes  a devaluation  appear  inevitable  can trigger  both  a sharp  decline  in equity  prices  and

an outflow  of  capital.  Similarly,  the  mood  in equity  markets  can  exert  a strong  influence  on

the exchange  rate  - e.g.  bullish  expectations  can trigger  capital  inflow,  leading  to overvalu-

ation. By contrast, a more bearish mood in the capital market andllor  massive profit-taking
in dollars  by  non-residents  can not  only  prick  the speculative  bubble  in the  stock  market,  but

also  lead  to a currency  crisis.  This  is a particularly  acute  danger  when  the  currency  is allowed

to continue  to appreciate  and short-term  flows  are encouraged  to enter  the capital  market

unchecked.  Evidence  from  recent  years  suggests  that  strong  destabilizing  influences  between

financial  and  currciicy  markets  can  easily  dcvclop;  for  instance,  ivhcn  ihc  hubblc  burst  in tlic
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Tokyo  stock  exchange  at the beginning  of 1990,  there  was  a massive  shift  out  of  yen-

denominated  assets,  causing  also  considerable  drops  in the  government  bond  index  and  the

currency  (Akyiiz  1992b).

}n order  to curb  such  destabilizing  feedbacks  between  currency  and  capital  markets

various  restrictions  may  be introduced  in developing  countries.  One  common  measure  is to

limit  foreign  ownership  to approved  country  funds  and  allow  transactions  on  such  funds  only

among  non-residents  in order  to control  the  flow  of  foreign  funds  in and  out  of  the  country

via  capital  markets.  This  can  be combined  with  the  requirement  that  such  funds  be managed

by local  managers  who  are generally  more  amenable  to "moral  suasion"  by  the  authorities.

It should  be noted,  however,  that  if  such  restrictions  prove  effective,  they  will  tend  to dis-

courage  capital  irflow.  In  several  industrialized  countries  capital  markets  have  been  opened

up  to non-residents  only  very  recently.  In  Japan,  for  instance,  they  were  largely  closed  until

the  1984  agreement  with  the  United  States,  and  even  in  Europe,  where  an integrated  financial

market  is seen  as an important  step  in  the  completion  of  a single  EEC  market,  restrictions  on

entry  into  capital  markets  still  remain  in a number  of  countries  (e.g.  France  and  Italy).  Again,

Korea  only  recently  opened  up  its  capital  market  to non-residents  (apparently  in  order  to help

lift  the  prices  after  a massive  drop),  but  restricted  foreign  acquisition  to 10 pcr  cent  of  total

equity  capital  (i.e.  less than  one  half  of  the  level  in Mexico  mentioned  above),  and  to 2 per

cent  in some  strategic  industries.

IV.  Risk,  cost of finance,  investment  and competitiveness

Integration  of  a developing  country  into  an international  financial  system  characterized

by  volatile  capital  flows  tends  to generate  systemic  influences  that  can  undermine  its growth

and  competitiveness.  These  effects  occur  primarily  through  two  channels:  risk  and  the  cost

of  capital.  Sharp  swings  in  the  direction  of  capital  flows,  and  instability  of  exchange  rates  and

interest  rates  associated  with  them,  tend  to increase  risk,  liquidity  preference,  and  the  interest

rate,  thereby  reducing  investment.  The  high  cost  of  capital  also  creates  a serious  competitive

disadvantage  for  industry  in world  markets,  and  competitiveness  cannot  alxvays  be restored

through  adjustments  in exchange  rates  because  they  are  governed  by  capital  flows  rather  than

trade.

The  Keynesian  notions  and  analysis  of  the  borrower"s  risk  and  the  lender  s risk  as de-

terminants  of  investment  and  interest  rate  provide  an appropriate  framework  for  discussion

of  the  effects  of  financial  liberalization  on risk  and  the  cost  of  capital  (Akyiiz  1992a).  The

"entrepreneur  s or borrower's  risk...  arises  out  of  doubts  in  his  own  mind  as to the  probability

of  his  actually  earning  the  prospective  yield  for  which  he hopes....  (I)t  is a real  social  cost,

though  susceptible  to diminution  by...  an increased  accuracy  of  foresight"  (Keynes  1936,  p.

144).  Thus,  while  the  borrower's  risk  is inherent  in all  investment  decisions,  its  level  depends,

among  other  things,  on the  access  of  the  borrower  to reliable  information  and  the  stability

of  economic  conditions.  The  expected  rate  of  return  on investment  must  be high  enough  to

cover  both  the  borrower  s risk  and  the  cost  of  finance.

An  important  determinant  of  the rate  of  interest  is the lender  s risk.  It arises  in a

number of wafts. First, the risk due to the possibility  of  involuntary  default by the borrower;
in other  words,  in a system  of  borrowing  and  lending,  the  borrowier's  risk  is at least  partly

duplicated  in the  interest  rate.  Second,  voluntary  default,  or  what  Keynes  calls  the  moral  risk;

the  lender  must  make  allowance  for  the  dishonesty  of  the  borrower  and  non-enforcement  of

contracts.  Third,  the  lender  also  runs  a risk  regarding  the  capital  value  of  his  assets,  due  to

uncertainties  over  future  interest  rates,  asset  prices  and  the  price  level.

External  financial  liberalization  in a developing  economy  can  increase  both  the bor-

rower's  and  the  lender's  risks;  i.e. it can  raise  the  rate  of  return  required  by  both  investors  and

savers.  Thus,  contrary  to the  orthodox  view,  financial  openness  in developing  countries  can

raise  the  cost  of  capital  and  depress  investment.

The  borrower  s risk  tends  to increase  because  of  instability  of  exchange  rates.  For  in-

vcstors  in tradcd  goods  5CCtOrS,  tlic  rcal  cxcliangc  rate  (mcasurcd  in terms  of  uaagcs  and  prices
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of  non-tradeable  inputs)  is the single  most  important  relative  price  affecting  profits.  Firms

operating  in non-traded  goods  sectors  are also affected  by the exchange  rate,  depending  on

the imported  inputs  they  use.  In both  sectors,  large  swings  in exchange  rates  result  in con-

siderable  uncertainty  regarding  prospective  yields  of  investment.  This  will  raise  the average

rate  of  return  required  by investors  to undertake  investment,  particularly  in the  traded  goods

sectors,  and  depress  the  level  of  investment  to be undertaken  at any  given  rate  of  interest.

The  importance  of  the  exchange  rate  as a variable  influencing  investment  decisions  in-

creases  with  the  share  of  foreign  trade  in the economy.  It is thus  of  growing  importance  in

the  developing  world  because  of  widespread  import  liberalization  and  greater  dependence  on

exports  for  growth.  But  simultaneously  the exchange  rate  is becoming  a variable  pertaining

to the  sphere  of  finance,  determined  largely  by capital  flows  delinked  from  trade  and  invest-
ment.  Large  swings  in exchange  rates  can  thus  undermine  the success  of  the  new  "outward

oriented"  strategy  by depressing  investment  in traded  goods  sectors.  The  evidence  suggests
that  such  adverse  effects  have  occurred  even  in industrial  countries,  where  firms  are better

equipped  to hedge  against  unexpectedly  large  swings  in exchange  rates,  and  that  exchange  rate

stability  has been  an essential  feature  of  countries  with  sustained  export  growth  (UNCTAD
1987;  UNCTAD  1989,  Part  One,  chapter  V).

Increased  borrower  s risk  also  affects  the  lender"s  risk  and,  hence,  the  interest  rate,  since
it increases  the  probability  of  involuntary  default,  thereby  tending  to push  up the  interest  rate

and  depress  investment  further.  Moreover,  the rate  of  interest  also increases  through  other
factors  affecting  the lender's  risk.  Increases  in the  volatility  of  interest  rates  and  the prices
of  financial  assets,  including  equities,  lead  to greater  capital-value  uncertainty  which,  in turn,
raises  the  liquidity  preference  and  lowers  the  demand  for  capital-uncertain  assets.  The  result
is to shorten  the  maturities  of  financial  assets  and  push  up interest  rates,  especially  the  long-
term  ones.

Increased  competition  between  assets denominated  in the domestic  currency  and  in

foreign  currency  tends  to raise  the  cost  of  finance  also  because  there  is greater  risk  and  un-

certainty  in developing  countries.  The  fact  that  most  developing  countries  are economically

and  politically  more  unstable  than  developed  countries,  together  with  the  weaknesses  in their

financial  and  legal  systems  in ensuring  enforcement  of  contracts,  makes  financial  investment

in these  countries  more  hazardous.  That  is why  spreads  over  LIBOR  in international  lending

are much  higher  for  developing  than  for  developed  country  borrowers,  and  why  foreign  ex-

change  deposits  in developing  countries  have  to offer  higher  rates  than  those  in  world  markets.

In  a financially  closed  economy  there  are considerable  transaction  costs  in shifting  into  foreign

exchange  assets,  at least  for  a large  number  of  small  savers,  which  tend  to offset  the safety

premium  on such  assets.  Financial  openness  reduces  these  costs  considerably.  Consequently,

domestic  assets  need  to carry  much  higher  rates  of  return  than  external  assets  to make  up for
their  additional  risk.

The  effect  of  high  interest  rates  on the  competitiveness  of  industry  in developing  coun-

tries  can  be very  serious.  In  these  countries  the equity  base of  corporations  is usually  very

weak,  leverage  high,  debt  maturities  short,  and corporate  debt  contracted  at variable  rates.

The  corporate  sector  borrows  heavily  not  only  for  fixed  investment  but  also  for  working  cap-

ital,  and  its ratio  of  debt  to operating  surplus  is thus  very  higli.  Higher  interest  rates  can

therefore  impose  a very  heavy  burden  on firms,  requiring  even greater  reliance  to be placed

on keeping  wages  low  in order  to compete  in world  markets.  That  is why  many  governments

have  maintained  preferential  lending  to export  sectors  when  deregulating  interest  rates.  In

Turkey,  for  example,  interest  rates  on  export  credits  were  kept  at around  20-25  per  cent  during

the  first  half  of  the 1980s  when  non-preferential  lending  rates  had  almost  reached  three-digit

figures.  In Korea  all preferential  lending  rates  were  ostensibly  abolished,  loan  rates  unified,

and  interest  rates  officially  deregulated  in  the  course  of  the 1980s  partly  as a result  of  external

pressures,  but  in practice  targeted  export  industries  continued  to receive  preferential  treatment

by virtue  of  access  to bank  loans  which  carried  below-market  interest  rates  (UNCTAD  1991,
box  13).

It is now  widely  recognized  that  direct  allocation  of  low-cost  credits  played  a major  role

in the industrialization  of  the successful  Asian  NICs  during  the 1960s  and 1970s  (Amsden

1989; Bradford  1986; Cho  and Khatkhate  1989; Hanson  and Meal  1985;  Lee  1992; and

'vVestphal  1990).  Indeed,  almost  all modern  examples  of  industrialization  have  been  accom-

panied  by government  intervention  in tlie  deter:=ffnation  of  t)ic  cost  ana  .l'l  ailabili;y  c% fi:'.ancc



121

in the pursuit  of  selective  industrial  policies.  Success in overcoming  productivity  handicaps
in  international  markets  }-ias often  stcmrned  not  so much  from  a keeping  down  wages  as from
the provision  of  selective  incentives  and subsidies.  Government  intervention  in the financial
sector  is needed  to ensure  that  firms  facing  what  is typically  a prolonged  learning  process  are
not  deterred  by a lack of  long-term  funds  at low  cost.  Thus,  in Korea  "government  inter-
vention  was  necessary  not  just  to steer credit  in the right  direction  but  to underwrite  pro-
duction  during  the learning  process  that  was far  more  involved  than  what  is con'unonly  meant
by 'infant  industry  protection."  Subsidized  credit  meant  the difference  between  establishing
new  industries  or not,  rather  than  the difference  between  high  or low  profits"  (Amsden  and
Euh 1990, p. 31).  Thus,  "extensive  intervention  by the government  with  South  Korea  s fi-
nancial  system  can be viewed  as an internal  capital  market  and, consequently,  it could  have
led to  a more  efficient  allocation  of  credit  than  possible  in a free-market  financial  system"  (Lee
1992, p.  187).  A principal  feature  of  the external  financial  strategy  of  that  country  was to
control  external  borrowing  through  official  approval  and guarantees,  and allocate  foreign
capital  via  the government-owned  Development  Bank.  Capital  account  liberalization  was
placed  last on  the agenda  and  foreign  pressures  were  strongly  resisted. Even  in the late 1980s
the government  continued  to prohibit  firms  outright  from  borrowing  abroad  and placed  tight
controls  on short-run  speculative  capital  inflows.  In 1987-1988  it relaxed  its controls  on
capital  exports,  but  reimposed  restrictions  in 1989 as soon  as the trade  balance  fell  short  of
expectations  (Amsden  and Euh 1990, pp. 22-23).

Evidence  from  developed  countries  also points  to the importance  of  financial  control
and low  cost  of  finance  for  competitiveness.  A comparison  of  the cost of  capital  for  corpo-
rations  in  the  United  States, Japan,  Germany  and the United  Kingdom  for the period
1977-1988  indicates  that  the United  States  and the United  Kingdom  had a considerable  dis-
advantage  in  relation  to  the  other  two  economies.  This has  contributed  to  declining
competitiveness  of  the United  States  in recent  years;  lower  capital  costs and a more  predict-
able  supply  of finance  appear  to  have enabled  Japanese  firms  to undertake  longer-term
projects,  including  investment  in research  and  development,  whereas  United  States  firms  have
been deterred  (McCauley  and Zirnmer  1989; Poterba  1991; Zimmer  and VcCauley  1991).
Historically,  financial  asset prices  and interest  rates in Japan  and Germany  have been less
volatile  than  in  the United  States,  bank  deposits  more  stable,  and financial  disruptions  and
bank  failures  less frequent.  It should  be noted  that  for  most  of  the postwar  period  these  two
countries,  particularly  Japan,  have been financially  much  less open  than  the United  States  and
Britain  and  much  more  regulated;  in both  countries  industry  has also had much  greater  inte-
gration  with  banking  through  financial  organizations  with  characteristics  of  internal  capital
markets  (Akyiiz  1992a).

It should  be noted  that  in recent  years,  particularly  since the 1984 United  States-Japan
agreement  on  capital  account  liberalization,  the Japanese  financial  system  has been showing
signs  of  strain  in reconciling  a policy  of  cheap  finance  with  financial  openness.  There  have
been severe  fluctuations  in  equity  prices,  interest  rates and the exchange  rate  in recent  years,
which,  as noted  above,  often  posed  serious  policy  dilernrnas.  With  the collapse  of equity
prices  and the rise  in interest  rates,  the dilemma  appears  to have  been resolved  in favour  of  a
higher-than-historical  cost of  finance  in Japan,  at least  for  the foreseable  future,  eliminating
(or  even  reversing)  the cost advantage  of  Japanese  firms  vis-a-vis  American  firms  (Martin
1992).

V.  Conclusions

The  focus  of  attention  in developing  countries  in the design  of  financial  policies  should

be industrialization  and stability.  A common  feature  of  all modern  examples  of  industrial-

ization  is that  all the  countries  concerned  have  succeeded  in making  finance  serve industry  and

trade,  not  vice  versa.  This  is no less true  for  external  finance.

Complete  isolation  of  the financial  system  in a developing  country  from  the rest  of  svorld

is neither  feasible  nor  desirable.  Successful  export  performance  requires  close interaction  of

banks  at home  yvith international  markets  in order  to provide  trade-related  credits  and facili-
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tate  international  payments.  The  ability  to borrow  in international  capital  markets  allows

diversification  in  financing  and  helps  reduce  the  vulnerability  of  private  and  public  companies

to rinexpected  changes  in financial  conditions.  Entry  of  foreign  banks  into  domestic  markets

can  bring  greater  competition  in the  provision  of  trade-related  banking  services,  thereby  re-

ducing  intermediation  margins  and  the  cost  of  finance.  Similarly,  foreign  investment  in  capital

markets  can  help  corporations  to broaden  their  equity  base  and  reduce  their  leverage.

However,  particular  care  needs  to be given  to the  design  of  external  financial  policies

since  mistakes  in this  area  tend  to be very  costly  and  difficult  to reverse.  Allowing  residents

uncontrolled  access  to international  capital  markets  has  proved  damaging  in many  developing

countries,  and  short-term  speculative  capital  flows  have  proved  extremely  troublesome  even

for  industrial  countries.  Most  developing  countries  need  to exercise  considerable  control  over

external  capital  flows  in order  to be able  to pursue  autonomous  interest  rate  and  exchange

rate  policies.  It  is usually  possible,  despite  the  difficulties  involved,  to separate  trade-  and

investment-related  financial  transactions  from  short-term  capital  transactions,  and  to "throw

some  sand  in  the  wheels"  through  such  means  as a financial  transaction  tax  in  order  to "deter

short-term  financial  round-trip  excursions"  (Tobin  1978).  They  also  need  to control  borrow-

ing  by  residents  in international  capital  markets  in order  to prevent  debt  accumulation  not

matched  by greater  export  capacity.  Finally,  access  of  non-residents  to  domestic  capital

markets  should  be restricted  since,  among  other  things,  close  links  between  the  two  inherently

volatile  markets  can  be very  dangerous.

It is important  to bear  in mind  that  price  stability  is vital  for  a financially  open  econ-

omy,  since  high  inflation  and  wide  interest  rate  differentials  with  reserve-currency  areas  can

lead  to big  arbitrage  opportunities  and  encourage  unsustainable  capital  flows.  Similarly,  while

controls  can  help  prevent  spontaneous  destabilizing  movements  in currency  and  financial

markets,  they  will  not  succeed  in stemming  capital  flight  in the  face  of  economic  and  political

instability.  Foreign  currency  accounts  may  help  to keep  dollars  at home,  but  they  are  poor

substitutes  for  monetary  and  fiscal  discipline.
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