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and some developing countries have initiated
significant—in some cases sweeping—policy re-
forms.

Agricultural policy reforms are also under seri-
ous consideration in many industrial countries.
The policies they have pursued in the past several
decades have limited trade opportunities for devel-
oping countries and have been counterproductive
for themselves as well. As preparations are made
for the next round of GATT negotiations, it is well
to recognize the opportunities that exist for bring-
ing about a more efficient world agricultural
system—a system which will benefit both indus-
trial and developing countries. The progress that
has been achieved in agricultural technology
presents an opportunity for a rapid expansion of
agricultural output if more open and competitive
world markets are established.

Like its predecessors, this Report is a study by
the staff of The World Bank, and the judgments in
it do not necessarily reflect the views of our Board
of Directors or of the governments they represent.

A. W, Clausen
President
The World Bank

May 19, 1986
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have remained high. In developing countries
growth slowed to 4.4 percent in 1985. Despite the
recent declines in oil prices, real interest rates, and
inflation, many developing countries continue to
face serious problems that will constrain growth
over the medium term.

These developments are the subject of Chapter
2, which explores the policies that have shaped the
character of the world economy since 1980. It ar-
gues that, although many industrial countries
have been successful in moderating the rate of
monetary growth and thereby inflation, they have
been less successful in pursuing a consistent fiscal
policy. The increased acceptance of the view that
high and uneven marginal tax-benefit rates distort
incentives and entail efficiency losses has made
governments understandably reluctant to increase
tax rates. But social and political pressures have
also made it difficult to curtail benefits or reduce
total public expenditure. As a result, public sector
deficits have not been significantly reduced and
have remained large in absolute terms in the
United States. This combination of monetary and
fiscal policies was in large part responsible for the
interest rate and U.S. dollar movements that oc-
curred between 1980 and early 1986. The recent
falls in the U.S. dollar and in interest rates reflect
three developments: a renewed commitment to re-
duce the U.S. federal budget deficit, the decline in
oil prices, and the coordinated actions of the
Group of Five countries (France, the Federal Re-
public of Germany, Japan, the United Kingdom,
and the United States).

While the movements in interest rates and the
U.S. dollar imposed significant adjustment costs
on many economies earlier in the decade, there
were mitigating factors, the most important of
which was the large U.S. trade deficit. This in-
creased the growth in world trade, particularly in
1984, which greatly assisted outward-oriented de-
veloping countries. But the coexistence of large
trade deficits and record high levels of unemploy-
ment in some industrial countries has had an un-
fortunate side effect: a marked increase in the pres-
sure for more restrictions on international trade.
Ironically, this pressure comes at a time when in-
dustrial countries are beginning to reap the bene-
fits of the moderate progress they have made in
reducing rigidities and distortions in their domes-
tic factor and goods markets.

For developing countries, the first half of the
1980s was a period of adjustment to a rapidly
changing world economy. The reforms they imple-
mented to improve resource allocation and in-

crease efficiency were necessary irrespective of de-
velopments in the world economy. But the
magnitude of the changes in real interest rates,
commodity prices, export markets, and net capital
inflows led them to adjust quickly, which in some
cases entailed high costs. Yet, those developing
countries that maintained macroeconomic stability
and implemented policies to make the best of the
changing world economy have emerged with
strong growth rates and bright prospects. Others,
however, have found it difficult to restore growth.
In many cases, inappropriate domestic policies
that have misallocated resources and reduced effi-
ciency over long periods of time have resulted in
little, if any, increase in output. The developments
in the world economy after 1980 exposed the un-
derlying vulnerability of these economies and in
some cases brought about a downturn in growth.
Declining per capita incomes, which had until the
early 1980s occurred mostly in sub-Saharan Africa,
became more widespread, especially in Latin
America. While growth did pick up in 1984, it has
proved difficult to sustain.

It is clear that developing countries have, on the
whole, made an effort to reform domestic policies
and to adjust to the changing international envi-
ronment. In addition, for most countries the recent
declines in oil prices and real interest rates have
created an external environment which will facili-
tate domestic reform efforts. For some countries,
however, the slower growth in world trade (caused
in part by protectionism), weak export prices, large
repayment obligations on existing external debt,
and the continued decline of net capital inflows
threaten to overwhelm these gains. The heavily
indebted oil-exporting countries will face a particu-
larly difficult period over the next few years. Many
developing countries will have difficulty in main-
taining imports and domestic investment at the
levels required to support growth over the me-
dium term and service their external debt. A fur-
ther reduction in per capita consumption levels
will exacerbate political and social tensions in these
countries and, as their imports contract, reduce the
number of jobs in other countries.

Chapter 3 explores two divergent paths that the
world economy might take during the next ten
years. The High case illustrates what could happen
with appropriate policies that build upon the stim-
ulus given to the world economy by recent devel-
opments. The Low case presents the alternative
outcome if policies dissipate the results of these
developments. In the High case, industrial coun-
tries could increase their real GDPs by an annual



average of 4.3 percent, whereas in the Low case
the rate of growth would be only 2.5 percent. For
developing countries the divergence would be
greater: 5.9 percent a year in the High case and 4.0
percent in the Low. It should be emphasized that
these are not forecasts; they merely illustrate what
might be achieved if certain policies are pursued.

For industrial countries the domestic policies
needed to achieve the growth rates of the High
case involve instituting stable monetary and fiscal
policies, reducing price distortions, and introduc-
ing more flexibility into labor markets. Internation-
ally, a concerted effort to reduce trade restrictions
would be needed to increase world trade. Because
industrial countries account for so large a share of
world output, their policies will play a principal
role in determining how the world economy per-
forms. But this does not mean that developing
countries cannot reap benefits by changing their
own policies. On the contrary, it is their policies
that will determine the extent to which they take
advantage of, or offset, changes in the interna-
tional economy over the medium term. If develop-
ing countries were to adopt policies that encourage
domestic savings, increase the efficiency with
which they use resources, and increase their links
with the world economy, they could raise their
growth rates significantly regardless of what the
industrial countries do.

Nonetheless, the heavily indebted middle-
income countries will need extra help over and
above those policies to keep growth from stagnat-
ing and thus contributing to the instability of the
world’s financial markets. Additional assistance
will also be required to reverse the decline in low-
income African countries. Chapter 3 argues that a
coordinated domestic and international effort is re-

quired to restore creditworthiness and growth, an
effort in which the World Bank will play an impor-
tant role.

Trade and pricing policies
in world agriculture

The need to improve trade and pricing policies and
to reform institutions is no less important in agri-
culture than in the economy as a whole. And suc-
cess in agriculture will, in turn, largely determine
economic growth in many low-income developing
countries and help to alleviate poverty in rural ar-
eas, where most of the world’s poorest people live.

Agriculture is the basic industry of the world’s
poorest countries. It employs roughly 70 to 80 per-
cent of the labor force in low-income developing
countries and about 35 to 55 percent in middle-
income developing ones. It is also a main source of
GDP, accounting for 35 to 45 percent of GDP in
low-income developing countries (see Table 1.1).
During the nineteenth century, almost all of to-
day’s industrial nations had roughly the same per-
centage of their labor forces engaged in agriculture
that the low-income developing countries now
have. Some countries, notably Italy and the
U.S.S.R., had more than 70 percent of their labor
forces engaged in agriculture well into the twenti-
eth century. Today, the industrial countries of
Western Europe and North America have less than
10 percent of their labor forces employed in agri-
culture, and the average for all industrial countries
is now just 7 percent. Already, agriculture’s share
of GDP in all developing economies has fallen
from 30 percent in the mid-1960s to about 20 per-
cent in the early 1980s. Among industrial coun-
tries, agriculture accounts for a little more than 3

Table 1.1 Agriculture’s share of GDP, employment, and exports, selected years, 1964-84

(percent)
Share of agriculture in:
GDP Employment Exports®
Country group 1964-66 1982-84 1965 1980 1964-66 1982-84
Low-income countries 42.8 36.3 76.0 72.0 58.6 32.8
Africa 46.9 41.3 84.0 78.0 70.7 68.4
Asia 42.5 35.7 74.0 71.0 54.0 25.9
Middle-income oil exporters 21.8 14.8 62.0 50.0 40.8 13.6
Middle-income oil importers, excluding
major exporters of manufactures 25.2 18.0 63.0 53.0 54.2 4.8
Major exporters of manufactures 19.3 12.1 50.0 36.0 56.9 20.2
Developing countries 30.2 19.9 66.9 63.2 52.3 22.0
Industrial countries 5.1 3.1 13.7 7.1 21.4 14.1

Note: Data for developing countries are based on a sample of ninety countries.

a. Includes reexports,



Table 1.2 Agriculture’s share of exports in developing countries, 1979-83

Countries with

Countries with Countries with

Country group 30-60 percent share 60-80 percent share 80-100 percent share
Low-income countries 4 6 11
Africa 3 3 11
Asia 1 3 0
Middle-income countries 16 12 1
Oil exporters 1 0 0
Oil importers 11 11 1
Major exporters of manufactures 4 1 0
All developing countries 20 18 12

Note: Shares are the percentage of agricultural export earnings in total merchandise exports. Exports include reexports. Data are based on a

sample of ninety developing countries.

percent of GDP and approximately 14 percent of
exports.

The share of agriculture in national income gen-
erally declines as real per capita incomes rise, be-
cause as people’s incomes increase, they spend a
decreasing percentage on food. Also, as farmers
increase the productivity of their land and labor,
the share of a country’s resources required to grow
food for the rest of the population decreases. In
low-income developing countries, a farm family
provides enough food for itself and two other peo-
ple; in most industrial economies, a farm family
produces enough food for itself and as many as
fifty other people.

For many developing countries, therefore, a
healthy farm economy is connected with long-term
development. It is also connected with short-term
stability. Although agriculture’s contribution to
the export earnings of developing countries has
fallen from about 52 percent in the mid-1960s, it
still contributed 22 percent by the early 1980s. It
was higher in low-income African countries and in
those middle-income oil-importing countries that

are not yet major exporters of manufactures. The
importance of agricultural exports is brought out in
greater detail in Table 1.2.

Food production

Agricultural output has grown rapidly in many de-
veloping countries during the past fifteen years.
The growth in food production, which was faster
in developing countries than in the industrial and
East European nonmarket economies, was made
possible largely by the Green Revolution (see Fig-
ure 1.1 and Table 1.3). This revolution began in the
mid-1960s with the development of high-yielding
varieties of wheat at the International Maize and
Wheat Improvement Center (CIMMYT) in Mexico
and of high-yielding varieties of rice at the Interna-
tional Rice Research Institute (IRRI) in the Philip-
pines and the International Center for Tropical Ag-
riculture (CIAT). The new seeds were so
productive that they made it profitable for farmers
to update their farming methods by using more
fertilizer and other modern inputs and for both

Table 1.3 Growth of agricultural production by major commodity group, 1961-84

(average annual percentage change)

Beverages Food Raw materials Total agriculture

Country group 1961-70  1971-84 1961-70 1971-84 1961-70 1971-84 1961-70  1971-84
Developing countries -0.4 1.9 2.2 3.2 45 2.3 24 3.0
Low-income countries 1.9 1.2 1.3 3.2 5.7 3.8 1.9 3.3
Africa 2.3 -0.5 2.6 2.0 6.0 -1.8 3.0 1.2
Asia 1.2 3.6 1.2 3.4 5.7 4.3 1.8 3.6
Middle-income oil exporters 3.5 0.5 3.0 3.1 1.5 -0.9 2.7 2.2
Middle-income oil importers -29 2.8 3.5 3.2 48 1.0 2.9 29
High-income oil exporters -6.8 0.6 4.9 14.6 8.0 -0.5 5.0 14.1
Industrial market economies 0.9 0.4 2.9 21 -4.9 0.4 22 2.0
East European nonmarket economies 53 7.0 3.6 0.5 43 1.9 3.7 0.7
World -0.3 1.9 2.7 2.4 2.2 2.0 2.5 2.3

Note: Data are weighted by the 1978-82 world export unit prices to permit cross-country comparisons. Growth rates are least-squares estimates.
Beverages comprise coffee, cocoa, and tea. Food comprises cereals, sugar, meat, poultry, dairy products, roots and tubers, pulses, fruits, and

vegetables. Raw materials comprise cotton, jute, rubber, and tobacco.
Source: Based on FAO data.









Table 1.5 Real growth of commodity prices, 1950-84

(average annual percentage change)

Commodity 1950-59 1960-69 1970-79 1950-84
Total agriculture —2.92 0.00 0.01 -1.03
Beverages —-2.08 -1.26 7.46 -1.13
Cereals -3.84 2.72 -1.31 -1.30
Fats and oils -3.73 -0.73 —0.81 -1.29
Raw materials -251 0.50 -1.72 —1.08
Metals and minerals 0.08 6.12 —4.06 -0.09

Note: Data are deflated by the World Bank’s manufacturing unit value (MUV) index. The MUV index is the c.i.f. index of U.S. dollar prices of
industrial countries’ manufactured exports to developing countries. Annual exponential growth rates were calculated using ordinary least-

squares estimates.

since Malthusian times is, however, dramatic testi-
mony to the ability of farmers to adopt new tech-
nologies for the benefit of all, especially those with
the lowest incomes, as economic growth proceeds.

Malthusian pessimism still prevails about the
prospects for food production in Africa. But if the
prospects in that region seem poor, this is not be-
cause all possibilities of technological progress
have been exhausted, but because the introduction
of new technologies has barely begun. There is
much need for better rural infrastructure and more
research, especially on food crops. The coordina-
tion of research with extension services also needs
to be improved. At the same time, farmers need
better prices, easier access to inputs, and lower
marketing costs. As discussed in Chapter 4, eco-
nomic policies that discriminate against agriculture
deter technological progress. Macroeconomic and
sector-specific policies strongly influence the prof-
itability of farming, the movement of labor and
capital into, or out of, agriculture, and the pace at
which new technologies are developed and
adopted by farmers.

Malnutrition and famine

Although production of food has grown faster
than population in developing countries, con-
sumption of food has grown even faster because of
imports. Food consumption in developing coun-
tries grew at 3.5 percent a year between 1971 and
1984, while population grew at 2.0 percent a year.
In Africa, however, consumption grew at only 2.6
percent a year—which was less than the region’s
2.8 percent annual growth in population. For the
world’s thirty-six poorest countries, twenty-six of
them in Africa, the level of per capita food con-
sumption declined by about 3.0 percent during the
1970s.

Precise estimates of the incidence of chronic mal-
nutrition in developing countries are not possible,

but by any account the problem is vast. A recent
World Bank paper, Poverty and Hunger: Issues and
Options for Food Security in Developing Countties
(1986), put the number somewhere between 340
million and 730 million people—and that excluded
China. Malnutrition poses a challenge for all low-
income developing countries, large or small. Gov-
ernments naturally want to take special measures
to alleviate it—such as by providing cheap food for
the poor, by income transfers, by aid relief efforts,
or by other types of food and nutrition programs.
But, beyond a certain point, these types of mea-
sures will reduce economic growth and make it
harder to finance the measures the government
wants. That point is soon reached in low-income
countries with low rates of economic growth.

Developing countries—and the world in
general—are justifiably concerned about malnutri-
tion. The causes of widespread malnutrition, how-
ever, are often not the insufficiency of food pro-
duction but, rather, poverty and uneven
distribution of income. Special programs, if under-
taken in a cost-effective manner, can alleviate mal-
nutrition, but there is little hope that low-income
developing countries will be able to make signifi-
cant and sustained progress in reducing malnutri-
tion unless they increase their rates of economic
growth (see Box 1.1). The best policies for alleviat-
ing malnutrition and poverty are those which in-
crease growth and the competitiveness of the
economy, for a growing and competitive economy
facilitates a more even distribution of human capi-
tal and other assets and ensures higher incomes
for the poor. Progress in the battle against malnu-
trition and poverty can be sustained if, and only if,
there is satisfactory economic growth.

With the terrible images of the African famine
still fresh in mind, it is hard to believe that the
occurrence of famine is declining. Yet, it is true.
Until the twentieth century a famine was recorded
nearly every year somewhere in the world, often









Table 1.6 Growth of world exports, 1965-84
(annual percentage change in constant 1980 prices)

1965-70 1971-84
Exports average average 1981 1982 1983 1984
Agriculture 3.21 4.64 7.33 ~0.63 -0.31 7.18
Food 2.66 5.27 8.68 1.58 —-0.05 7.79
Nonfood 4.33 3.00 3.71 -2.02 -1.08 5.39
Metals 9.65 4.90 -13.96 ~6.39 4.59 4.87
Fuel 12.70 -3.25 ~12.03 -7.23 -2.02 2.01
Manufactures 8.46 4.78 4.23 —2.40 4.81 11.15
Total 9.32 2.60 0.04 -3.07 2.61 8.55

Note: Exports include reexports. East European nonmarket economies are not included in this table. Growth rates were calculated using ordinary

least-squares estimates.

industrial market economies. Food imports by the
East European nonmarket economies also have
grown. The food trade balance has shifted sharply
against developing countries at a time of growing
indebtedness and foreign exchange scarcities.

The changing pattern in food trade shown in Fig-
ure 1.4 has clearly been the most striking feature of
world trade in agriculture in recent decades. It also
explains the evolution of export shares. As shown
in Table 1.7, the developing countries as a group
have had only modest losses of export market
shares in beverages and raw materials since the
early 1960s, but their losses in market shares in
food have been large.

These changes reflect not only population
growth but also changing consumption patterns
and economic policies in developing countries.
The best example is the growing importance of
wheat in the diets of poor people. Between 1964
and 1966 the developing countries’ share of world
wheat consumption was 39 percent; the average in
1979-81 was 49 percent. The growth of urbaniza-

tion, the convenience of bread, and low interna-
tional prices all contributed, as did overvaluations
of exchange rates and urban food subsidies in
many developing countries. Still another factor
was the availability of food aid in some countries.
In Bangladesh (then East Pakistan) in 1960, wheat
consumption was less than 2 percent of total grain
consumption. Because of the subsidized distribu-
tion of wheat from food aid, and also increased
local production, wheat now constitutes about 20
percent of grain consumption. The increasing de-
pendence on wheat and the inability to produce it
economically in many countries means that it has
to be imported in greater quantities. Between 1979
and 1981, wheat accounted for 59 percent of food
grains imported into developing countries. While
wheat consumption increased, consumption of
coarse grains—maize, barley, and so on—mostly
decreased as a portion of total cereal consumption.
The exceptions were those rapidly growing devel-
oping economies where meat has become impor-
tant in the diet. Hong Kong, the Republic of Korea,

Table 1.7 Export shares of major agricultural commodity groups, 196163, 1982-84

(percent)

Beverages Food Raw materials Total agriculture

Country group 1961-63  1982-84 1961-63  1982-84 1961-63  1982-84 1961-63  1982-84
Developing countries 98.1 94.9 44.8 34.2 69.2 65.3 63.1 48.4
Low-income countries 27.6 23.8 9.0 3.6 15.6 13.6 15.1 8.3
Africa 19.6 15.8 1.5 0.3 6.0 4.9 6.9 3.5
Asia 8.0 8.0 7.5 3.3 9.6 8.7 8.0 4.8
Middle-income oil exporters 17.1 17.6 6.5 3.3 33.9 24.7 14.8 8.8
Middle-income oil importers 53.4 53.5 29.3 27.3 19.7 27.0 33.3 31.3
High-income oil exporters 0.0 0.0 0.1 0.1 0.0 0.0 0.0 0.1
Industrial market economies 1.7 4.7 46.2 62.7 23.5 24.0 30.5 47.9

East European nonmarket

economies 0.2 0.4 8.9 3.0 7.3 10.7 6.4 3.6

Note: Data are weighted by the 1978-82 world export unit prices to permit cross-country comparisons. Beverages comprise coffee, cocoa, and tea.

Food comprises cereals, sugar, meat,
jute, rubber, and tobacco.
Source: Based on FAO data.
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and producer subsidies. Developing countries can
greatly improve their prospects by changing their
economic and institutional policies, as some of
them have already done or are in the process of
doing. The emerging trend toward policy reforms
in developing countries is reviewed in Chapter 5.

Chapter 6 reviews policies in industrial countries
and counts their costs and benefits domestically
and internationally. Their policies are not only
costly nationally, but are an important source of
inefficiency in world agriculture. The chapter
stresses the international consequences of the in-
dustrial countries’ policies and the large potential
gains to the world economy from more liberal
trade and domestic policies in all countries.

The interactions between developing and indus-
trial countries are shown to be of particular impor-

14

tance. In the short run, industrial countries and
some developing countries are likely to gain most
from free trade, but the gains should spread rap-
idly to other countries if they undertake appropri-
ate economic policy reforms.

Chapter 7 looks at the major international initia-
tives that have been proposed or taken to increase
the benefits of trade for developing countries—
international commodity agreements, compensa-
tory financing, special trade preferences, and food
aid. It is argued that these types of initiatives ad-
dress the symptoms rather than the problem itself,
which is the inappropriateness of trade and do-
mestic policies in both industrial and developing
countries. The Report ends by summarizing in
Chapter 8 the priorities for policy reforms.









Table 2.2 Budget balance as a percentage of GNP in seven major industrial countries, 1979~85

Country 1979 1980 1981 1982 1983 1984 1985
Canada -1.8 -2.7 -1.6 -5.0 -6.2 -6.4 -6.0
France -0.7 0.2 -1.8 -2.7 -3.1 -2.8 -3.2
Germany -2.7 -3.1 -3.8 -3.4 -2.8 -2.3 -1.5
Italy -9.5 -8.0 -11.9 -12.6 -12.4 -13.5 -13.1
Japan -4.8 -4.5 -4.0 -3.6 -3.5 -2.6 -1.4
United Kingdom -3.2 -3.9 -3.2 -2.3 -3.5 -4.0 -3.6
United States 0.6 -1.2 -0.9 -3.8 -4.1 -3.4 -3.7

Note: Negative signs indicate deficits.
Source: OECD 1985c¢.

Monetary and fiscal policies

After inflation accelerated at the end of the 1970s to
historically high rates, most of the industrial coun-
tries attempted to reduce the rate of growth of
monetary expansion. The details of the policy mea-
sures adopted in the early 1980s differed from
country to country, but in substance they were
similar. First, they were medium-term strategies—
that is to say, they were concerned with a period of
at least four to five years. Second, they encom-
passed both fiscal and monetary measures. Gov-
ernments sought to reduce their budget deficits as
a fraction of GNP as well as the rate of growth of
the money supply. For the most part, they recog-
nized that proposed reductions in the rate of
growth of the money supply would be credible
only if associated with a reduction in the govern-
ment’s need to borrow.

Despite high levels of unemployment, anti-
inflationary strategies were maintained through-
out the recession of 1980-82. As a result, rates of
inflation in the industrial countries subsided rap-
idly and in 1986 were at their lowest levels in
twenty years.

But governments were more successful in reduc-
ing the rate of growth of the money supply than in
cutting the public sector deficit. Some OECD coun-
tries gradually brought down the high deficits that
had emerged in the late 1970s. But there were ex-
ceptions, the most important of which was the
United States (see Table 2.2).

Since 1981, tax cuts and expenditure growth
have increased the U.S. federal deficit to $200 bil-
lion (nearly 4 percent of GNP), in spite of the re-
covery after 1982. Indeed, at the peak of the busi-
ness cycle, one would have expected the federal
budget to have been in approximate balance. But
the deficit of the United States has persisted and
has been large enough to draw capital from other
countries.

Budget deficits and interest rates

The domestic effects of large and persistent deficits
are mainly on real interest rates and expected infla-
tion. The manifest difficulties of cutting public
spending lead people to expect that revenues will
eventually have to rise to finance deficits. Boosts to
public revenue may come from high growth, con-
ventional taxes, or the seigniorage of inflation (see
Box 2.1). Worries about future inflation tend to
keep long-term nominal interest rates higher than
they would otherwise be, and large budget deficits
contribute to high real interest rates.

Real interest rates were negative during the early
part of the 1970s, but they rose sharply in the early
1980s. Even though they declined moderately from
1982 on—and more sharply in 1985 and 1986—they
remain high. During most recessions (particularly
those not associated with sharp monetary contrac-
tion), the private sector’s demand for credit falls.
This usually encourages a decline in interest rates.
But in the recession of 1980-82 and during the sub-
sequent recovery, this pattern was not repeated,
largely because of the fiscal-monetary imbalance.
One consequence was that indebted developing
countries received little relief from high real inter-
est rates. Their reliance on cheap finance in the
1970s became a heavy burden in the 1980s as inter-
est rates increased. Like most cumulative pro-
cesses, the problem matured slowly, even after the
steep rises in interest rates. But it finally became
pressing at the lowest point of the business cycle in
mid-1982. This led to severe debt problems, the
main theme of last year’s Report.

Capital flows, current account deficits,
and trade flows

Governments in industrial countries have gener-
ally financed their increased deficits by borrowing
from domestic and external sources. Private do-
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substitution activities begin to expand in response
to the weakened dollar. It is also apparent that cap-
ital has been attracted into the United States be-
cause of the country’s political stability, low taxes,
lack of exchange controls, and wage restraints.

The large current account deficit in the United
States and high dollar interest rates have had
different—and offsetting—effects on the rest of the
world. Increased deficits stimulated the exports of,
and thus the aggregate demand of, the United
States’ trading partners. Countries that do not ex-
port to the United States also gained from the indi-
rect effects. Where there was spare capacity, this
promoted an increase in exports and GDP that, for
some trading partners, more than offset the cost of
higher interest payments.

Part of the increase in the U.S. current account
deficit since 1981 was mirrored by an improvement
in the current account balances of the rest of the
OECD countries. For example, Japan’s surplus
rose sharply, reaching the equivalent of about 30
percent of the increased deficit of the United
States.

Developing countries were also successful in
capturing part of the buoyant U.S. demand, par-
ticularly in manufactures. Their manufactured ex-
ports, which had close to zero growth in 1982,
grew by 10 percent in 1983 and by more than 16
percent in 1984. But the smaller increase in the
U.S. current account deficit in 1984-85 was not off-
set by an expansion in the imports of other OECD
countries. The result has been a marked slowdown
in developing countries’ export growth. In addi-
tion, up until 1985 some of the newly industrial-
ized countries in Asia had lost competitiveness in
the U.S. market because their exchange rates did
not depreciate in real terms against the dollar by as
much as the exchange rates of their competitors in
industrial countries.

The large increase in the U.S. current account
deficit from 1981 to 1984 eased the adjustment of

the trade and current accounts in many developing
countries, particularly the heavily indebted ones.
But this was offset, in part, by higher world inter-
est rates. Although it is difficult to measure the net
impact on developing countries, it is clear that
those which adjusted most quickly and exploited
the booming export market made a net gain.

However, the export opportunities that existed
in 1983-84 for developing countries are unlikely to
return unless other OECD countries expand im-
port demand and thereby reduce their current ac-
count surpluses. Again, though, there is an offset-
ting effect: if the U.S. budget deficit declines,
interest rates will fall and capital hitherto absorbed
by the government will be redirected to alternative
investments. This would provide increased oppor-
tunities for those developing countries that have
implemented the reforms necessary to attract for-
eign lenders or investors. Capital could again flow
voluntarily from OECD countries to more produc-
tive uses in developing countries—as it normally
does. The OECD'’s current account surpluses and
the developing countries’ deficits would be as ra-
tional and sustainable as their investments would
be profitable.

Public sector spending and controls

One of the main causes of budget deficits in indus-
trial countries, particularly in Europe, has been
burgeoning public expenditure. In all industrial
countries, public spending expanded faster than
GDP between 1964 and 1983 (see Table 2.4). Ex-
cluding defense, the fastest growing items of pub-
lic spending were social benefits—health services,
welfare, social security, and pensions. They are
hard to cut because their size is dictated by the
number of people claiming guaranteed (and usu-
ally indexed) benefits. Interest payments on public
debt have also grown much faster than GDP.
Governments in industrial countries have ex-

Table 2.4 Total public expenditure as a percentage of GDP in selected industrial countries, 1964-83

Country 1964 1968 1972 1976 1980 1983
Canada 28.9 33.0 37.2 39.4 40.9 46.8
France 38.0 40.3 38.3 44.0 46.4 51.5
Germany 35.9 39.1 40.8 48.0 48.4 48.6
Italy 31.8 34.7 38.6 422 46.1 57.4
Japan . . 21.8 27.9 32.4 34.8
United Kingdom 33.6 39.2 39.8 45.6 45.1 47.2
United States 28.3 31.3 320 345 35.0 38.1
Average for all

industrial countries 30.6 337 333 37.4 393 41.6

Source: OECD 1985¢.
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panded their subsidies to manufacturing (particu-
larly the steel and shipbuilding industries) in the
hope of easing the strains of structural change. But
it is the unanticipated rapid growth of subsidies to
agriculture that has recently drawn most attention.
In the United States, agricultural production has
been encouraged by a number of measures, in-
cluding the setting of target prices above world
prices for wheat and corn. In Western Europe, in-
ternal prices of many agricultural products are
kept even further above world prices, and exports
are subsidized.

The result has been to encourage domestic pro-
duction and depress domestic consumption, espe-
cially in Europe. The resulting flood of surplus
grain, sugar, meat, poultry, and dairy products at
depressed world prices has been particularly dam-
aging to those developing countries that are trying
to stimulate the output of agricultural products in
which they often have an absolute advantage. The
implications of these policies are the subject of
Chapter 6 in Part II of this Report.

In the 1980s, governments made numerous at-
tempts to cut public spending but had little suc-
cess. The rates of growth of public expenditure
have been cut, but this has not reduced on average
the level of overall spending either absolutely or
relative to GDP.

Higher public spending and greater public sector
involvement in the economy were indirectly re-
sponsible for other problems that hindered growth
in the industrial countries:

e Marginal tax rates. In the 1950s and 1960s,
many governments thought that high public
spending would not only offset cyclical downturns
but also promote long-term expansion in GDP.
That view lost favor, however, after the experience
of the 1970s, when growth in GDP faltered but the
growth in public spending did not. The higher
level of public spending meant that average rates
of taxation had to increase. What mattered more
than the average tax rate, however, was the extent
to which tax varied with changes in income and
wealth—the marginal rate of tax. To preserve a
"’progressive’’ tax structure (that is, one in which
the better-off pay proportionately more tax), mar-
ginal tax rates had to increase by at least as much
as average tax rates. In real terms, marginal tax
rates on interest income often exceeded 100 per-
cent. For example, if interest rates are 20 percent
and inflation is 15 percent, the real return on a
marginal investment of $100 is $5. But if tax is lev-
ied at a marginal rate of 25 percent on the nominal
yield of $20, the income net of tax is only $15.

Thus, the tax payment absorbs all of the $5 of real
income, and the marginal real tax rate is 100 per-
cent. One result of the failure to reduce public
spending was, therefore, the erosion of incentives
for wealth creation.

* Benefits. Along with the increase in tax rates
came an increase in benefits. Again, it was not the
level of benefits that mattered, but the marginal
loss of benefit as one moved into or out of employ-
ment. Other social benefits, from housing subsi-
dies to free school meals, were also reduced or
withdrawn as one earned additional income. The
combined disincentive effects of the marginal tax
and benefit rates reached very high levels—
particularly for those workers with average (or
slightly below average) wage levels and with ordi-
nary family commitments. Combined marginal
tax-benefit rates of 85 percent became common.
For some income groups the combined rate ex-
ceeded 100 percent. For example, in the United
Kingdom in December 1984 the combined mar-
ginal tax-benefit rate for a married man with two
dependent children and an income between one-
half and two-thirds of the average wage reached
180 percent. At such high rates, it pays people not
to work.

® Regulations and controls. A proliferation of reg-
ulations and controls sharply increased business
costs and introduced distortions. For example,
with the aim of promoting jobs in areas of high
unemployment, governments directed capital
through planning controls and fiscal incentives.
Unfortunately, capital investment was channeled
into industries which could not survive without
government subsidies. As a result, capital-
intensive, rather than job-intensive, industries
were attracted to these areas, which created low-
productivity capital but few jobs.

Of more importance has been the increase in
government intervention in the labor market,
which created damaging rigidities in the wage
structure. In addition to specifying minimum wage
levels, governments reduced the flexibility of man-
agement to change conditions of employment.
Employment protection measures often protected
incumbents, but at the cost of hindering the crea-
tion of new jobs with higher productivity.

Controls and regulations were more common in
Europe than in the United States and Japan. The
resulting market rigidities and the erosion of in-
centives were widely acknowledged in the 1970s to
be slowing growth in Europe. This weaker perfor-
mance had important effects on developing coun-
tries too. European growth had been an important
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1981 weighted averages) than did those in place in
1981. Moreover, this figure understates the in-
crease because it takes into account only new re-
strictions, not the effects of tightening existing
ones. Although the NTB coverage for the United
States has declined since 1984 as a result of the
lifting of voluntary export restraints on Japanese
automobiles, the decline has been offset by in-
creased protection for the U.S. steel industry.

Restrictions have been imposed on a larger num-
ber of small trade flows from developing countries
and a smaller number of large trade flows from
industrial countries. In 1984, 20.6 percent of indus-
trial countries’ imports from developing countries
were subject to NTBs—nearly two times the corres-
ponding figure for imports from industrial coun-
tries. This was primarily due to restrictions on the
clothing, textile, and footwear exports of develop-
ing countries. The tightening of existing NTBs on
these items continues to restrict developing coun-
tries’ most important manufactured exports. But
recent NTBs have also been imposed on such
products as steel and electrical machinery—
products which developing countries are begin-
ning to export. So, while developing countries
have been encouraged to open their economies to
trade, their access to the markets needed to obtain
the most benefit from trade liberalization has been
restricted.

It is a widely recognized irony that, although the
prosperity and high level of employment of the
1960s were made possible in part by the disman-
tling of trade restraints, protectionism is now ad-
vocated on the grounds that it will create jobs. In
point of fact, it will delay recovery, inhibit the crea-

Table 2.6 Real growth of GDP, 1965-85

(annual percentage change)

tion of jobs, and prolong the decline of uncompeti-
tive industries (see Box 2.2).

The developing countries

In the first half of the 1980s, real GDP growth
slowed throughout most of the developing world,
and per capita incomes declined in many coun-
tries. At the lowest point of the recession, in 1982~
83, GDP growth fell to 2.0 percent (see Table 2.6).
Although the growth in GDP quickened signifi-
cantly in 1984, it slowed again in 1985 and during
the first part of 1986,

But averages conceal wide differences in individ-
ual performances. One of the most worrisome as-
pects of the early 1980s has been the continued
decline in low-income African countries. Inappro-
priate domestic policies, a weakening of their
terms of trade, and reduced capital inflows have
resulted in low, and even negative, growth rates.
The average annual GDP growth rate for low-
income Africa declined from 2.7 percent during
1973-80 to 0.7 percent in 1982 and reached a record
low of 0.2 percent in 1983. Although growth
picked up in 1984 and 1985, per capita incomes
have continued to decline.

Two groups of middle-income countries were
also hard hit. First, oil exporters—hitherto pro-
tected from external energy shocks, if not from in-
appropriate domestic policies—faced lower oil
prices and falling export volumes. As a result, real
GDF, which had grown by 5.8 percent a year in
1973-80, fell by almost 2 percent in 1983 and has
grown by less than 3 percent in every year since
1981. Second, heavily indebted countries that had

1965-73  1973-80
Country group average average 1981 1982 1983 1984 1985
Developing countries 6.6 5.4 3.5 2.0 2.0 5.4 4.4
Low-income countries 5.6 4.7 5.0 5.3 7.8 9.4 7.8
Africa 3.9 27 1.7 0.7 0.2 0.7 2.1
Asia 5.9 5.0 5.4 5.8 8.6 10.2 8.3
China 7.8 5.4 4.9 7.7 9.6 14.0 10.6
India 4.0 4.1 5.8 29 7.6 4.5 4.0
Middle-income oil exporters 7.1 5.8 44 1.0 -19 2.5 2.5
Middle-income oil importers 7.0 5.5 2.1 0.8 0.8 4.1 3.0
Major exporters of manufactures 7.6 59 1.6 1.2 0.8 4.4 3.1
Brazil 9.6 6.8 -15 1.0 -3.2 4.5 7.0
Other middle-income oil importers 5.4 4.5 34 —-0.6 0.8 3.1 2.8
High-income oil exporters 9.2 7.7 1.6 -17 ~7.1 1.3 —-5.0
Industrial market economies 4.7 2.8 1.9 -0.6 2.3 4.6 2.8

Note: Data for developing countries are based on a sample of ninety countries.
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Table 2.7 Change in export prices and in terms of trade, 1965-85

(annual percentage change)

1965-73 1973-80

Country group average average 1981 1982 1983 1984 1985
Change in export prices
Developing countries
Food 5.0 9.6 -82 -88 5.6 2.0 -8.1
Nonfood agriculture 42 105 -144 -86 57 -20 -10.0
Metals and minerals 2.4 48 -7.6 -85 -0.1 -1.7 -4.9
Fuels 7.9 27.2 125 =32 -124 -2.1 -25
Manufactures 7.2 8.1 02 =32 -25 -19 1.3
Industrial countries
Manufactures 54 11.0 05 ~1.4 -26 -1.8 1.3
Change in terms of trade
Low-income countries
Africa 01 -18 -11.8 ~0.9 4.8 5.0 -5.6
Asia 32 -24 1.1 1.2 ~-1.2 1.5 -1.9
Middle-income countries
Oil exporters -0.4 85 5.4 0.2 -7.7 0.3 -29
Oil importers 00 -3.0 -44 -06 2.3 0.1 ~-0.1
All developing countries 0.8 1.5 -1.0 -0.1 -1.3 0.4 -1.1

Note: Data are based on a sample of ninety developing countries.

not used borrowed funds efficiently were caught
by rising interest rates, falling voluntary private
lending, and declining export earnings. Per capita
incomes and imports fell sharply in some of the
biggest debtors, particularly in Latin America.

By contrast, those more outward-oriented econ-
omies (such as Korea and Malawi) that maintained
domestic macroeconomic stability and adjusted to
external changes were soon able to reattain high
growth rates after 1982. India and China also con-
tinued to grow vigorously, pushing up the overall
growth rate for low-income countries in Asia. If
India and China are excluded from the low-income
Asia group, the average growth rate for the region
since 1980 falls to approximately 5.0 percent.

India benefited from domestic policy changes as
well as from a large, expanding domestic market
and good harvests; these offset, to some degree,
fluctuations in the world economy. This was also
true in China, but its economy gained more from
far-reaching domestic reform. While there are re-
cent signs that the challenge of managing mone-
tary and fiscal policy in a more open economy may
have introduced a degree of macroeconomic insta-
bility, China’s strong growth provides a vivid illus-
tration of the potential gains to be made from un-
dertaking domestic reforms that raise the
productivity of existing resources. A detailed anal-
ysis of the Chinese policy changes in agriculture is
provided in Chapter 5.

In 1984, oil-importing developing countries had

reason to hope for a revival in growth and a remis-
sion of the debt problem. World merchandise trade
volumes increased by 9 percent. Developing coun-
tries increased their export volumes by 10.7 per-
cent and benefited from a slight (0.4 percent) im-
provement in their terms of trade. For many
developing countries the extra export earnings and
rescheduling of existing debt permitted the first
increase in per capita incomes and imports since
1980. Those countries which had already imple-
mented significant domestic reform programs,
particularly the reduction of disincentives to ex-
ports, gained most—Mauritius, Thailand, and Tur-
key, for example.

In 1985, however, the hopes of 1984 were moder-
ated. Slower growth in industrial countries and in
world trade reduced the rate of growth of
developing-country exports, and commodity
prices fell (see Tables 2.7 and 2.8). The expansion
in total world merchandise trade slowed markedly
to 3 percent, breaking the normal relationship in
which total trade expands at a faster rate than total
world production. World market prices, particu-
larly of primary commodities, also declined. Over-
all, the terms of trade for developing countries de-
clined by 1.1 percent in 1985; low-income countries
and oil exporters fared the worst. As net capital
flows into developing countries also declined,
many governments were forced to slow the
growth in imports.

Although many developing countries have
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Table 2.8 Growth of exports from developing countries, 1965-85

(annual percentage change)

1965-73 1973-80

Item average average 1981 1982 1983 1984 1985
Change in export volume by commodity
Manufactures 116  13.8 8.6 0.1 100 166 33
Food 33 39 9.7 -23 -1.1 7.6 3.9
Nonfood agriculture 3.1 1.1 25 -16 1.5 1.0 4.5
Metals and minerals 4.8 7.0 -26 —2.8 0.5 34 4.8
Fuels 40 -0.38 -9.2 0.6 2.3 7.1 -14
Change in export volume by country group
Low-income countries
Africa 4.6 1.3 -45 =93 -0.2 4.9 2.0
Asia 0.6 6.8 9.1 6.3 7.2 6.6 3.8
Middle-income countries
Qil exporters 4.3 0.0 -72 -19 3.6 8.6 -0.8
Oil importers 7.1 9.0 74 -04 50 128 3.7
All developing countries 5.0 4.6 21 =05 4.7  10.7 2.3

gained from the recent decline in interest rates and
oil prices, the situation for others has worsened
considerably. For a group of low-income African
countries, the deterioration in their terms of trade,
declining private capital flows, and the increasing
proportion of their debt that is ineligible for resche-
duling have combined to create a serious problem.
Things are no better for many middle- and high-
income oil exporters, because they bear the direct
costs of the rapid decline in oil prices. In addition,
the slowdown in their growth rates has had nega-
tive effects on those developing countries that sup-
ply them with migrant laborers. In some develop-
ing countries, remittances from migrant workers
are a significant source of foreign exchange earn-
ings. But the reduction in remittances has been
mitigated by the lower cost of oil imports and the
decline in interest rates.

At the end of 1985, some countries faced consid-
erable short-term constraints on the resources that
they could earn or borrow from abroad. As dis-
cussed at the end of this chapter, this has serious
implications for developing countries in the near
term. But in the medium term it is how efficiently
resources (whether domestic or foreign) are used
which determines a country’s economic perfor-
mance—and this, in turn, depends upon domestic
policy. It is to that issue that we now turn.

Domestic policies

Developments in the world economy during the
early 1980s have obviously made it more difficult
for developing countries both to adjust and to
maintain growth in the near term. However,
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growth inevitably slows down when adjustment is
not undertaken. And, over the longer term, the
divergent performance of developing countries
faced with similar external trends points to the
overriding importance of domestic policy. Those
countries that have used external resources to facil-
itate adjustment to changed external circum-
stances have been able to resume growth after a
brief slowdown. Those that continually borrowed
to avoid making changes often found that debt ac-
cumulated without contributing to the increased
output needed to service it.

Table 2.9 provides one measure of how closely
growth is related to domestic policy, as measured
by the level of investment and the efficiency with
which resources are used. It lists net investment as
a proportion of GDP and the capital used per unit
of extra output for twenty-four developing econo-
mies. The ten economies with the lowest rates of
growth had an average rate of net investment of
only 10.8 percent of GDP, whereas net investment
in the high-growth economies was 18.4 percent.
The low-growth economies also used twice as
much capital to produce each extra unit of GDP
than did the high-growth ones. It was estimated
that the inefficient use of resources, measured by
the high incremental capital-output ratio, is a more
significant determinant of performance for the
group of ten low-growth economies than the level
of net investment.

The fact that countries in both groups experi-
enced similar changes in their external circum-
stances indicates that domestic policies are of pri-
mary importance in determining performance over
the medium term. Previous World Development Re-



ports have argued that developing countries bene-
fit if they adopt:

® Stable monetary and fiscal policies—that is,
policies necessary to ensure that their budget and
current account deficits are sustainable.

* Microeconomic policies that minimize price
distortions in goods and factor markets largely by
opening the economy to international trade and
abandoning discrimination against agriculture.

* Appropriate and stable real exchange rates.

MONETARY AND FISCAL POLICIES. During a reces-
sion, public revenues fall and public spending of-
ten rises. This increases the budget deficit and the
need for extra finance. The more severe the
recession—such as that of 1980-82—the more
pressing the need. Since 1980, with the exception
of 1984, many developing countries have experi-

enced a decline in tax receipts. But many govern-
ments could increase their tax receipts without im-
pairing the efficiency of their economies. For
example, trade reforms such as replacing quotas
with tariffs, auctioning import licenses, and reduc-
ing high tariffs and exemptions can often increase
revenue and reduce distortions.

How governments raise revenue determines the
efficiency effects of the tax system. As in industrial
countries, high marginal tax rates can have far-
reaching negative effects. Not only do they en-
courage tax avoidance and the proliferation of tax
exemptions, but also they are distortionary and, as
a result, do not accomplish the objectives of raising
revenues or improving income distribution. In
early 1986, Jamaica undertook tax reforms to ad-
dress these problems. By adopting a single per-
sonal income tax rate above a threshold level, the

Table 2.9 Growth, net investment, and capital-output ratio in twenty-four developing economies,

1960-84
Average annual Net Incremental
percentage investment capital-
change in GDP (as percent- output
Country or territory per capita® age of GDP)® ratio®
Economies with low growth
Ghana -17 6.4 12.1
Somalia -1.0 12.6 8.6
Zambia -0.5 13.6 7.9
Jamaica 0.3 16.7 13.0
Chile 0.6 11.7 7.4
Peru 0.7 9.8 4.7
Mali 1.0 11.0 48
Argentina 1.3 14.0 7.0
Bolivia 1.3 8.8 4.0
Uruguay 1.7 6.0 5.3
Group average 0.4 10.8 7.2
Economies with high growth
Philippines 2.5 16.8 4.3
Malawi 2.6 17.3 4.3
Colombia 27 13.6 3.9
Turkey 3.1 13.8 3.6
Dominican Republic 3.3 12.9 3.1
Mexico 3.4 15.7 3.3
Malaysia 4.3 16.4 3.3
Brazil 4.4 19.3 3.7
Thailand 4.5 17.4 3.3
Greece 4.6 18.2 4.5
Hong Kong 6.1 26.6 3.9
Korea 6.4 17.0 2.7
Botswana 7.3 28.6 3.2
Singapore 7.4 23.8 3.3
Group average 4.5 18.4 3.6

a. The exponential real growth rate per capita averaged over the period.

b. Calculated as gross domestic investment minus depreciation divided by GDP averaged over the period.
c. Calculated as the ratio of the average annual share of gross investment in GDP to the exponential real growth rate of GDP for the period. This
ratio cannot be derived from the first two columns because it does not use per capita growth rates or the same definition of investment.

Source: Cavallo, Cottani, and Khan (background paper).
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government eliminated high marginal tax rates as
well as many complex exemptions. This reduced
the distortionary effects of the income tax system
and the discrimination against lower income
classes. Another desirable reform that many devel-
oping countries could undertake is to broaden the
tax base away from border taxes (especially on ag-
ricultural exports) and simultaneously lower mar-
ginal tax rates. This would make their economies
more efficient and reduce the impact that volatile
commodity prices have on tax revenue.

The main fiscal problem, though, is spending.
As in industrial countries, public spending in the
developing countries remained high during the
early 1980s—and in many cases increased in real
terms. In most developing countries increased
government expenditures led to record fiscal defi-
cits in 1982 and 1983. Although both spending and
deficits have since fallen, even the reduced levels
of 1985 are unsustainable in the long run. Spend-
ing cuts were often made in the areas of mainte-
nance and investment—which will slow medium-
term growth—and many heavily indebted
countries are finding it difficult to reduce current
expenditures further because of large interest pay-
ments on outstanding debts. The burden that this
places on the budget is particularly heavy for those
economies which failed to direct the previously
borrowed funds into efficient activities, which
would have increased output and thereby the tax
base. As few developing countries have full-
fledged bond markets, most governments have fi-
nanced their budget deficits (after deducting over-
seas aid) by borrowing from the banking
system—or by printing money.

Large increases in the money supply, generated
by fiscal deficits, have been the main cause of the
rapid increase in inflation in most Latin American
and some African and Middle Eastern countries
during the 1980s. Governments and central banks
have sometimes tried to suppress the symptoms of
inflation by overvaluing domestic currencies and
controlling prices of politically sensitive goods or
services. This has added to the public sector deficit
and thus has exacerbated, rather than reduced, in-
flation. In contrast, some low-income countries in
Asia (for example, India and Indonesia) have pur-
sued prudent fiscal and monetary policies and re-
duced their inflation to more manageable levels.

As inindustrial countries, governments in devel-
oping ones have found it easier to increase budget
spending and the rate of monetary growth than to
reduce them. However, as developing countries
with high inflation rates have learned, macroeco-
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nomic stability is needed to achieve sustained
growth. This lesson is particularly relevant to the
oil-exporting countries that are struggling to bring
public expenditure in line with the recent drop in
oil prices and the inevitable decline in public reve-
nues.

At least as important as the level and growth of
public spending is the use to which these re-
sources are put. Many overambitious public in-
vestment programs included large, expensive
projects which yielded low returns. To some ex-
tent, the slower growth of developing countries in
the 1980s reduced the actual return on some public
investments, particularly in the energy field, even
though they may have been attractive at the plan-
ning stage. But many projects would have had low
rates of return even under normal conditions.
These projects were not only unproductive in com-
parison with other projects, but they utilized re-
sources that would have been more productive if
directed to operation and maintenance programs.
Such programs are essential in keeping the exist-
ing capital stock working efficiently. In much of
sub-Saharan Africa, the basic infrastructure—
highways, waterworks, railroads, and power—is
in an alarming state of disrepair.

Cuts in public investment, and ever-larger pro-
portionate decreases in maintenance expenditure,
were often the results of the exigencies of stabiliza-
tion programs. But, just as in industrial countries,
many large items of current expenditure were not
reduced. These included spending on government
employees, defense, and state pensions, as well as
transfers and subsidies to state enterprises. One of
the main policy issues, therefore, is how to control
popular government programs while at the same
time ensuring that the essential role of government
is performed efficiently.

DISTORTIONS AND GOVERNMENT POLICIES. Since
few governments have been able or willing to
broaden the tax base, higher public spending has
been financed domestically partly by accelerated
inflation but mainly by increasing marginal rates of
taxation. In developing countries, as Part II argues,
the burden of higher marginal tax rates falls heav-
ily on agriculture, either implicitly or explicitly,
and domestic manufacturing is often subsidized.
This antiagriculture (and often antiexport) bias
weakens incentives to invest in a sector in which
developing countries are frequently competitive—
agriculture. These price distortions are probably
most serious in Africa because of overvalued ex-
change rates and the operation of compulsory mar-



keting schemes for export crops. As China’s recent
experience has shown, developing countries can
attain much faster rates of growth by correcting
policy-induced price distortions. Some reforms,
such as lower, more uniform tariffs or the abolition
of maximum prices on domestically produced sta-
ple foods, can be implemented without any loss of
tax revenue. Indeed, revenue can be increased.

Labor markets are no less distorted in develop-
ing countries than they are in industrial ones.
Wage costs to employers in the formal sector have
often been raised because of legislative interven-
tions by governments. For example, minimum
wage laws and regulations against layoffs, ostensi-
bly designed to protect poorer workers, have bene-
fited (when effective) better-off workers in the for-
mal economy at the expense of output and jobs.
Wage indexation has slowed the adjustment of real
wages to changes in the terms of trade and has
made it harder to reduce inflation.

Although some wage indexation schemes have
been dismantled, the reform of labor markets has
been slow. High wage costs and subsidized capi-
tal, especially in the formal economy, reduce out-
put and encourage the substitution of capital for
labor. This not only leads to lower rates of job crea-
tion, but also limits growth, because investment is
used to substitute for labor rather than to expand
capacity.

Nearly all developing countries control interest
rates and ration credit according to various ’plan-
ning priorities.”” Low interest rates on bank de-
posits (often below the rate of inflation) depress
savings and encourage the holding of physical as-
sets. This stifles the development of the financial
sector. In the early 1980s, Mexico provided an ex-
ample of how much financial markets can suffer. In
this period about 60 to 70 percent of credit in Mex-
ico was administratively allocated or subsidized.
As a result, most of the credit was channeled to
relatively inefficient public enterprises or agricul-
tural programs, and the private sector was left to
compete for the remaining smaller share of nonal-
located or nonsubsidized credit. This inevitably
drove up real interest rates in the "’free’’ market to
more than 30 percent, crowding out relatively
profitable private sector investments. Distortions
in credit markets have been increased by rapid in-
flation, as the experience in Latin America during
the 1970s illustrates, because governments are of-
ten reluctant to allow interest rates to rise to a com-
mensurate level.

Many developing countries have recognized the
need to reform their credit markets. Reforms usu-

ally begin with extra indexation and more frequent
adjustment of controlled interest rates. For exam-
ple, countries such as Argentina, Brazil, and Chile
have reduced controls on interest rates. As a result
of continued budget deficits, tighter monetary pol-
icy, and restricted inflows of foreign savings, inter-
est rates in these countries have risen and are often
high in real terms. If supported by credible macro-
economic policies designed to restore and main-
tain stability, these high rates will encourage the
required increase in domestic savings. Adjustment
of interest rates on deposits is also necessary to
stem capital flight, a significant problem in a num-
ber of heavily indebted countries. But, although
tentative reforms have been started, few develop-
ing countries have capital markets which generate
or allocate credit efficiently.

EXCHANGE RATE AND TRADE POLICY. Governments
in developing countries intervene in the conduct of
international trade and commerce by means of a
host of measures such as exchange rate manage-
ment, import tariffs and restrictions, export taxes,
and exchange controls. These trade-affecting poli-
cies have a powerful influence on the patterns of
domestic production and consumption and thus
on efficiency and growth.

Many governments have tried to maintain their
officital domestic exchange rates—particularly in
the face of changing international economic
conditions—by supporting them with restrictive
trade and exchange controls and foreign borrow-
ing. An overvalued exchange rate depresses the
price of tradable goods relative to that of non-
traded goods and encourages expansion of the
nontraded sector at the expense of the tradable
sector. If the government also protects import-
competing goods, the disincentive to export pro-
duction is even stronger.

The case for adjusting the exchange rate to reflect
changes in external factors, such as a lasting shift
in the terms of trade, seems clear. If the price of a
country’s exports declines, the preexisting equilib-
rium in terms of the domestic price level and em-
ployment can be maintained only by running
down reserves or by borrowing from abroad. If the
change in export prices is permanent, this is not a
sustainable strategy. If domestic prices and wages
do not adjust downward, the exchange rate will
have to be devalued. Oil-exporting countries, as
they come to grips with the decline in oil prices,
face this issue. It is also clear that if the domestic
inflation rate is higher than those of one’s trading
partners, an adjustment in the nominal exchange
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0.8 percentage points lower and an export growth
that was 1.8 percentage points lower than would
have prevailed without the increase in misalign-
ment (see Figure 2.3). In high-growth economies
such as Korea and Thailand, the real exchange rate
was far less out of line than in poor performers
such as Jamaica and Ghana, where misalignment
(before recent reforms were undertaken) averaged
23 and 73 percent, respectively, for the period
1960-83. For the same group of countries, a 10 per-
cent average increase in the real exchange rate’s
instability was found to be associated with a reduc-
tion of 4.8 percentage points in the net investment
ratio (see Figure 2.4).

When the two measures are considered together,
they explain more of the variation in the indicators
of economic performance. Misalignment seems to
be more important than instability in explaining
changes in GDP and export growth, while instabil-
ity seems more important in explaining changes in
investment. One would expect this. Exchange rate
overvaluation discourages export and GDP
growth; investment decisions are affected mainly
by uncertainty about relative prices.

The underlying message is simple: a flexible ex-
change rate policy is critical if the economy is to

adjust and resources are to be allocated and used
efficiently. Those developing countries that do not
allow their exchange rates to change will be forced
to resort to other measures, such as trade barriers or
foreign exchange controls, to avoid running down
reserves. This will lead to wasted resources and
efficiency losses. Indeed, a number of countries,
particularly in Latin America, have recently im-
proved their exchange rate policies significantly.
Nevertheless, although permitting the exchange
rate to adjust is necessary to maintain the open-
ness of an economy, it cannot substitute for adjust-
ment in other policies. If the cause of an unstable
macroeconomic situation is monetary or fiscal
policy, that is where reforms must be made (see
Box 2.3).

In addition to managing their exchange rates,
many developing countries impose a complex ar-
ray of taxes and quantitative controls on imports
and (to a lesser extent) exports. These trade policy
measures are directed at such goals as protecting
domestic industries, raising revenue, and shoring
up international reserves. They create an unstable
set of disparate incentives that cut across a broad
range of domestic production activities and con-
sumption goods. But within this variability is a ba-

Table 2.10 Change in U.S. interest rates and the export prices of developing countries, 1978-85

Item 1978 1979 1980 1981 1982 1983 1984 1985
Six-month dollar LIBOR 9.5 12.1 143 166  13.3 929 112 8.7
Export price index (percentage
change)
Oil exporters 3.2 366 463 63 -44 -92 -10 -3.6
Oil importers® 3.8 94 120 -21 -48 -10 -13 -1leé
U.S. GDP deflator
(percentage change) 6.7 8.5 8.9 9.2 6.0 3.8 3.8 3.5
U.S. real interest rate® 2.6 3.3 5.0 6.8 6.9 5.9 7.4 5.2
a. Includes China.
b. Defined as six-month dollar LIBOR deflated by the U.S. GDP deflator.
Table 2.11 Debt indicators for developing countries, 1980-85
(percent)
Indicator 1980 1981 1982 1983 1984 1985
Ratio of debt to GNP 21.1 22.8 26.8 31.8 32.7 33.0
Ratio of debt to exports 90.1 97.5 116.4 134.3 130.4 135.7
Debt service ratio 16.1 17.7 20.7 19.4 19.8 21.9
Ratio of debt service to GNP 3.8 4.1 4.7 4.6 5.0 5.3
Ratio of interest service to exports 7.0 8.3 10.4 10.0 10.5 11.0
Total debt outstanding and disbursed
(billions of dollars) 431.6 492.5 552.4 629.9 674.1 711.2
Private debt as a percentage
of total debt 63.3 64.5 64.9 66.1 65.7 64.5

Note: Data are based on a sample of ninety developing countries.
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Table 2.12 New commitments to public and publicly guaranteed borrowers in developing countries

1978-84
(billions of dollars)
Item 1978 1979 1980 1981 1982 1983 1984
All developing countries
Total commitments 83.7 95.1 93.1 103.0 99.2 87.2 69.9
Private source 53.4 64.0 50.1 64.2 61.4 49.6 36.3
Official source 30.3 31.0 429 38.8 37.7 37.6 33.6
Bilateral 16.5 16.4 23.5 19.5 17.4 16.2 13.6
Multilateral 13.8 14.6 19.4 19.3 20.3 21.4 20.0
Low-income Africa
Total commitments 3.8 4.5 5.2 3.7 3.6 3.1 3.0
Private source 1.1 1.6 1.5 0.8 0.5 0.2 0.4
Official source 2.8 2.9 3.8 29 3.1 2.9 2.6
Bilateral 1.6 1.4 1.9 1.2 1.4 1.4 0.9
Muiltilateral 1.2 1.5 1.9 1.7 1.7 1.5 1.7
Heavily indebted countries®
Total commitments 50.8 62.2 54.6 79.0 61.7 41.8 29.9
Private source 42.4 54.4 4.7 65.9 49.2 28.7 20.1
Official source 8.4 7.8 9.9 13.1 12.5 13.1 9.7
Bilateral 3.6 2.5 4.5 5.9 5.0 4.7 3.5
Multilateral 4.8 5.3 5.4 7.2 7.5 8.4 6.2

a. Argentina, Bolivia, Brazil, Chile, Colombia, Costa Rica, Cote d’Ivoire, Ecuador, Jamaica, Mexico, Morocco, Nigeria, Peru, Philippines,
Uruguay, Venezuela, and Yugoslavia. These countries accounted for nearly half of all developing countries’ debt at the end of 1985,

sic pattern of encouraging manufacturing activities
relative to agriculture and import substitution ac-
tivities relative to exports.

There is a convincing body of quantitative evi-
dence from cross-country studies that developing
countries with less distorted trade policy regimes
(particularly those that are less biased against ex-
ports) have fared better in terms of growth perfor-
mance,. coping with external shocks, and employ-
ment creation. Recognition of this has encouraged
some reappraisal of trade policies and led to cer-
tain reforms to promote efficiency and growth.
The basic objectives are to simplify and unify trade
incentives and, most important, to reduce the bi-
ases against agriculture and exports. The reforms
generally involve a commitment to follow a more
appropriate exchange rate policy and to implement
an import liberalization program. Components of
such a program should include the removal of
quantitative restrictions on imports and lower,
more uniform tariffs and other charges on imports.

The international environment

At the root of the poor performance and debt prob-
lems of developing countries lies their failure to
adjust to the external developments that have
taken place since the early 1970s, coupled with the
magnitude of the external shocks. Many develop-

ing countries tried to offset the effects of external
shocks, higher inflation, and lower growth by bor-
rowing more, mostly at short-term maturities and
floating rates. The shift in favor of commercial
bank lending at floating rates in the 1970s left de-
veloping countries vulnerable to an increase in in-
terest rates and to reductions in the volume of pri-
vate lending. The 1979 oil price increase and the
recession of the early 1980s exposed these weak-
nesses.

The monetary and fiscal policy mix pursued by
industrial countries after 1979 drove interest rates
up at the same time that the export prices for many
developing countries declined. In 1982, oil-
importing developing countries were paying a
nominal rate of interest of around 13 percent for
commercial loans while their export prices de-
clined by 5 percent (see Table 2.10). These external
developments made the process of stabilization and
adjustment that much more difficult (see Box 2.4).

As interest rates rose and developing countries
continued to borrow, their creditworthiness indi-
cators deteriorated. Between 1980 and 1982, the
proportion of debt to GNP rose from 21.1 percent
to 26.8 percent; that of debt to exports rose from
90.1 percent to 116.4 percent; and the debt service
ratio (interest payments plus amortization as a per-
centage of exports) increased from 16.1 percent to
20.7 percent (see Table 2.11). Although the ratio of
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debt to exports improved slightly in 1984, all the
major creditworthiness indicators deteriorated
again in 1985, primarily because the drop in export
earnings exceeded the benefits derived from lower
interest rates.

The deteriorating creditworthiness of develop-
ing countries did not go unobserved by creditors.
By 1982 they had become reluctant to extend new
loans to public borrowers. Table 2.12 provides esti-
mates of new loan commitments to all developing
countries. It also splits out two of the most vulner-
able subgroups—low-income Africa and the most
heavily indebted developing countries. New com-
mitments of capital from private sources to all de-
veloping countries declined from a peak of $64.2
billion in 1981 to $36.3 billion by 1984. The onus of
most of the reduction fell on the most heavily in-
debted developing countries. For this subgroup
new private commitments fell by more than two-
thirds between 1981 and 1984. Official new com-
mitments to all developing countries also declined
during this period, from $38.8 billion to $33.6 bil-
lion, principally because of reductions in bilateral
commitments. It should be noted, however, that
the data in Table 2.12 understate the amount of
long-term lending actually made, because the table
excludes new loans that are made when existing
obligations are rescheduled.

The heavily indebted middle- and low-income
developing countries became unable to service
their debts normally. The causes and circum-
stances varied from country to country, as the con-
trast between Brazil, Mexico, and Turkey demon-
strates. But attempts to restore macroeconomic
stability and growth had certain policy compo-
nents in common. Because an improvement in ex-
port performance in response to policy changes
can take time, countries began addressing their se-
vere external imbalances by focusing on reducing
spending, particularly spending on imports. Many
countries embarked on stabilization programs, of-

ten with assistance of the International Monetary
Fund (IMF). Policies designed to reduce govern-
ment expenditure, increase taxes, realign the ex-
change rate, and restrict credit were implemented
to move the economy toward internal and external
balance in the near term.

As a result, there was a sharp reduction in the
overall current account deficit of developing coun-
tries, from the trough of $105.6 billion in 1981 to
$34.1 billion in 1984 and $40.6 billion by 1985 (see
Table 2.13). Initially, this was achieved mainly by a
drastic reduction in imports. The adjustment of the
external account followed partly from necessary
adjustments in exchange rates and cuts in public
spending, but also partly from a more worrisome
increase in import restrictions and tighter rationing
of private sector credit. Toward the end of the pe-
riod, however, particularly in 1984, the increase in
exports brought about by exchange rate adjust-
ments and trade policy reforms made a significant
contribution to reducing the external deficit. The
buoyant world economy in 1984 supported this ad-
justment effort.

But during 1985 a combination of adverse devel-
opments in the world economy and, in some
cases, inappropriate domestic policies hindered
further progress. Even those economies that had
made credible policy changes continued to face
considerable problems in restoring growth. Be-
cause debtors needed to run trade surpluses to
service their debts, slower growth in industrial
countries and the larger relative decline in the
growth of world trade volumes in 1985 made it
difficult to expand exports. Because export prices
also declined, many developing countries at-
tempted to adjust by contracting imports and do-
mestic investment further.

The overall decline in developing countries’ ex-
port prices is shown in Table 2.7. Since 1980, non-
oil commodity prices have fallen by 26 percent in
dollar terms, or by 23 percent relative to the price

Table 2.13 Current account balance in developing countries, 1980-85

(billions of dollars)

Country group 1980 1981 1982 1983 1984 1985
Low-income countries -15.5 -12.5 -6.7 -43 =79 -22.0

Africa -5.8 -6.3 -5.5 -4.4 -4.6 -5.1

Asia -9.7 -6.2 -12 0.1 -3.3 -16.9
Middle-income oil exporters 1.5 -27.3 -35.8 -11.0 -19 =55
Middle-income oil importers -53.8 —65.8 ~57.9 -37.1 -24.3 -13.0
All developing countries -67.8 -105.6 —100.4 -52.4 -34.1 —40.6

Note: Data for developing countries are based on a sample of ninety countries.

account balance excludes official transfers.
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Table 2.14 Public and private long-term capital flows to developing countries,

1975 and 1980-85
(billions of dollars)
Country group and item 1975 1980 1981 1982 1983 1984 1985
All developing countries
Disbursements 46.4 102.6 121.9 115.5 95.3 86.8 92.9
From private creditors 31.4 75.3 91.4 84.2 64.8 54.3 55.5
Principal repayments 15.8 43.8 47.3 49.3 42.8 46.8 57.4
Net flows 30.6 58.9 74.6 66.2 52.5 40.0 35.5
Low-income Africa
Disbursements 2.0 4.2 4.0 33 3.0 25 34
From private creditors 0.8 1.6 1.3 0.9 0.6 0.3 1.7
Principal repayments 0.4 0.8 0.8 0.9 0.8 1.0 2.0
Net flows 1.6 3.4 3.1 2.3 2.2 1.4 1.4
Heavily indebted countries®
Disbursements 21.3 53.1 69.0 57.6 38.3 325 31.9
From private creditors 17.3 45.9 60.5 48.3 28.8 22.6 18.5
Principal repayments 8.9 24.7 26.1 25.7 18.1 18.2 21.8
Net flows 12.4 28.4 429 31.8 20.2 14.3 10.1

Note: Data for 1984 and 1985 are provisional estimates of amounts paid, not amounts due. Private nonguaranteed debt has been estimated where
not reported by a country. Official grants are excluded. Data are based on a sample of ninety developing countries.

a. Argentina, Bolivia, Brazil, Chile, Colombia, Costa Rica, Cote d’Ivoire, Ecuador, Jamaica, Mexico, Morocco, Nigeria, Peru, Philippines,
Uruguay, Venezuela, and Yugoslavia. These countries accounted for nearly half of all developing countries’ debt at the end of 1985.

of manufactures. This fall can be attributed to
slower growth in demand from industrial coun-
tries, the strength of the dollar until early 1985,
and high real interest rates that increased the cost
of holding inventories. The fall in agricultural
prices has been accentuated by large increases in
the supply of agricultural raw materials, which
were triggered in part by price support measures
and trade protection in industrial countries. The
fall in the price of metals has reflected worldwide
overcapacity and, in some cases (tin, for example),
the breakdown of previous agreement among pro-
ducers to constrain supply and inventory levels.
But the decline in the price of primary commodi-
ties relative to the price of manufactures also re-
flects an underlying trend toward more efficient
use of materials and increased substitution of syn-
thetics. Cyclical fluctuations do, however, play an
important role; since 1980, with the exception of
1984, their effect has generally been unfavorable.
In addition, net long-term capital flows to devel-
oping countries have continued to decline since
1981 (see Table 2.14). By 1985, net long-term in-
flows were approximately $35.5 billion, down 52
percent from the $74.6 billion reached in 1981. For
the group of heavily indebted countries, the de-
cline has been approximately 76 percent, from
$42 9 billion in 1981 to an estimated $10.1 billion in

1985. Net flows to low-income Africa have been
cut to less than half their 1981 level, dropping from
$3.1 billion to $1.4 billion. In the case of low-
income Africa, however, official grants remain
important—these increased slightly, from $3.2 bil-
lion in 1981 to $3.3 billion in 1984.

In real terms, the drop in net capital flows was
even larger. In addition, total interest payments by
developing countries on external public and pri-
vate long-term debt amounted to $57.6 billion in
1985 (up from $41.8 billion in 1981), which repre-
sented 11 percent of their export earnings. Thus,
developing countries paid out approximately $22
billion more in long-term debt service in 1985 than
they received in disbursements of long-term lend-
ing. The heavily indebted countries accounted for
most of this net transfer.

In response to the growing debt problems of de-
veloping countries, rescheduling agreements in-
creased markedly in both number and value in
1983 (see Figure 2.5). The dip in the value of re-
schedulings recorded in 1984 reflects the slippage
of several agreements that were agreed to in prin-
ciple in that year but not signed until 1985. As a
result, reschedulings reached a record value of $93
billion in 1985. The most prominent example was
Mexico’s $49 billion multiyear rescheduling agree-
ment (MYRA). Important agreements were also
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what is for some, an inhospitable world environ-
ment. The lower interest rates and declining oil
prices have undoubtedly helped many developing
countries in 1985 and the first half of 1986. But the
slower growth in world trade, declining or stag-
nant export prices, increased trade barriers, and
reduced net capital inflows have overwhelmed
these gains for many others. Those developing
countries that have not attempted to stabilize their
economies, or have faltered mid-course, will have
to press ahead with the types of policy reform dis-

cussed in this chapter. But, in any event, domestic
reform efforts will succeed more readily in an im-
proved international environment. Sustained
growth—of the type experienced in the 1960s—can
be achieved. But it will take a commitment to pol-
icy reform by both developing and industrial coun-
tries and a reduction in international trade restric-
tions. The policies and international initiatives
needed to attain adjustment with growth are the
subjects of Chapter 3.
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mestic policies (for example, a large fiscal deficit),
sudden changes in the external environment (such
as a drop in the price of oil), or a combination of
both, the sooner the economy can be stabilized,
taking due account of adjustment costs, the greater
its ability to deal with subsequent shocks. If bud-
get deficits or external imbalances are allowed to
continue unchecked, the country will be forced to
run down its foreign exchange reserves and ex-
haust its access to foreign borrowing. Once this
happens, domestic demand can no longer be
maintained above income. Given such a situation,
governments have only two options: to address
the fundamental policy issues or to further con-
strain growth. And they must do something with-
out delay. The flexibility provided by access to for-
eign borrowing will have been lost because of past
policy errors.

An example is provided by those countries in
sub-Saharan Africa and elsewhere that failed to
adjust spending after the commodity price boom
in the mid-1970s. They continued to maintain ex-
change rates and spending (especially public in-
vestment) at levels which were sustainable only if
export prices quickly returned to previous peak
levels. But commodity prices did not rise, and,
moreover, these countries soon had to cope with
the second oil shock, high real interest rates, and a
worldwide recession. This would have been a bur-
den under any circumstances, but many countries
had already exhausted their access to short-term
capital and depleted their foreign exchange re-
serves.

Other countries have demonstrated the longer-
term benefits of implementing policies which
quickly restore macroeconomic stability. Indonesia
faced the prospect of sharply declining income in
the early 1980s. Oil prices began to weaken, world
growth slowed, and capital flight began to put
pressure on the current account. The government
quickly cut subsidies to oil consumers, canceled or
postponed nearly fifty import-intensive invest-
ment projects, devalued the currency, and shifted
to a managed float. Zero real GDP growth in 1982
was followed by a 3.3 percent growth rate in 1983
and growth rates of 6.6 percent in 1984 and 1985.
The current account deficit as a proportion of GDP
declined from 8.5 percent in 1982 to 2.5 percent in
1984.

Turkey provides an example of a country where
domestic policies, as opposed to a sudden change
in external circumstances, created an unsustain-
able macroeconomic position that slowed growth
until corrective action was taken. Throughout the

1970s the government pursued expansionary mon-
etary and fiscal policies, financed the current ac-
count deficits with heavy foreign borrowing, and
protected domestic industry with high import bar-
riers. When it could no longer borrow abroad, the
government implemented a comprehensive policy
package designed to both restore domestic stability
and restructure the economy over the medium
term. Exchange rate adjustment accompanied by
tighter monetary and fiscal policies restored stabil-
ity. This created the conditions needed to support
the structural adjustment policies, the objectives of
which were to open up the economy, increase effi-
ciency, and stimulate growth. As a result, between
1980 and 1984, Turkey increased the dollar value of
its merchandise exports by 120 percent at a time
when world non-oil exports rose by only about 5
percent. The average annual real GDP growth in-
creased to 4.6 percent during this period.

This example illustrates the point that stabiliza-
tion is not an end in itself. Rather, stabilization
policies should be thought of as facilitating mea-
sures in the transition toward a new framework
which permits a higher, but sustainable, rate of
economic growth. Once domestic stability is re-
stored, growth needs to be stimulated by policies
that encourage increased savings and investment,
greater efficiency, and higher productivity.

Structural adjustment policies focus on changing
institutions and incentives. The main objectives
should be (a) to mobilize resources by raising the
domestic savings rate, attracting foreign capital,
and, if necessary, reversing capital flight; (b) to al-
locate resources more efficiently and raise the pro-
ductivity of the existing capital stock; and (c) to
create employment and income in areas where the
economy has a comparative advantage.

Domestic savings

If investment is to be restored to the level required
to sustain growth while debt obligations are met,
many developing countries will have to increase
domestic savings. Ultimately, an increase in do-
mestic savings depends on the government’s com-
mitment to adopt the policies needed to establish a
stable macroeconomic environment. Reduced bud-
get deficits, an appropriate rate of monetary
growth, and stable real exchange rates will do
much to stimulate savings. Such policies would
also deter and, it is hoped, reverse the transfer of
domestic savings abroad. Capital flight has be-
come endemic in many economies with inappro-
priate exchange and interest rates. A reversal of
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this process will provide a clear and important sig-
nal to foreign investors and commercial banks that
the nationals within a country have had their con-
fidence in the economy restored by credible gov-
ernment policies.

With respect to public savings, governments
have two fundamental options: they can either re-
duce expenditures or raise revenues. Many devel-
oping countries could reduce public spending
without slowing economic growth or adversely af-
fecting the poor. This would entail such measures
as reducing military spending, improving public
sector wage and pricing policies, reducing and re-
allocating current expenditures, and improving
the efficiency of the public sector. For example,
many developing countries would benefit if they
increased public utility (electricity, water, gas) and
transport charges to reflect the long-term opportu-
nity costs and rationalized their agricultural sup-
port programs. A higher level of efficiency in the
public sector could be attained by management
and institutional reforms designed to improve the
planning and budgeting process and to strengthen
the degree of public sector accountability.

An important potential source of public sector
savings is reduced expenditures on loss-making
and inefficient public enterprises. For example, in
Argentina the 353 state-owned enterprises lose an
estimated $2 billion annually and hold about $11
billion of the country’s $46 billion foreign debt.
Many countries in sub-Saharan Africa could also
gain by eliminating the deficits associated with
parastatals; they should close down the worst and
introduce reforms to increase the efficiency and ac-
countability of the remainder. There is also consid-
erable scope for rationalizing the public sector
through divestiture. This would provide a one-
time increase in public savings and improve re-
source allocation over the medium term.

Governments can also raise public savings by
increased taxation (including the inflation tax). In-
creased taxation, where unavoidable, needs to be
formulated in such a way as to minimize the effi-
ciency losses and tax evasion effects discussed ear-
lier. Furthermore, the decline in per capita con-
sumption levels in many Latin American and
African countries means that the positive effect
that an increase in taxation may have on the bud-
get deficit must be weighed against the negative
effect it will have on real income levels. There is,
however, scope for raising revenues by reforming
and improving the tax administration. This in-
cludes measures designed to simplify the tax
system—with fewer exemptions or allowances and
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increased penalties for evasion—and broaden the
tax base.

Private savings could also be encouraged by tax
reform. By limiting the taxation of interest pay-
ments to inflation-adjusted receipts and by reduc-
ing marginal tax rates, personal savings can be in-
creased. This should be supported by the removal
of distortions in credit markets, particularly
through proper interest rate policies on deposits.
A recent World Bank review of financial sector pol-
icies in Bangladesh, Kenya, Nigeria, Peru, Thai-
land, Turkey, and Uruguay suggested that in many
cases the elimination of government control of in-
terest rates and bank fees and increased competi-
tion among financial institutions would improve
financial intermediation and increase private finan-
cial savings. These measures would also limit the
outflow of capital. But, to return to our opening
point, the restoration of private sector confidence
is crucial to raising domestic savings rates.

The level and efficiency of investment

The method by which many developing countries
adjusted to the changing external environment of
the early 1980s led to a considerable fall in domes-
tic investment. Policies designed to reverse this
trend and, more important, to increase the effi-
cient allocation and utilization of investment are
necessary to sustain growth over the medium
term.

With respect to public investment, those cuts
that have scaled down or eliminated low-return
projects (such as the Majes irrigation scheme in
Peru or the extension of the metro systems in Chile
and Colombia) have clearly been beneficial to the
economies involved. Before the 1980s, the quality
of public investments in many developing coun-
tries was at best mixed. Some governments, how-
ever, are unable or unwilling to make selective
cuts. Public investment programs have often been
reduced by damaging across-the-board cuts. There
would, therefore, be considerable efficiency gains
from creating the institutional capability to system-
atically evaluate projects at the planning stage and
to allocate adequate resources toward maintenance
and rehabilitation after the projects are completed.

Adjustment to a lower level of (more efficient)
public investment could also be achieved by hav-
ing government draw a clearer distinction between
what is, and what is not, appropriate for public
sector involvement. Many developing countries
stand to gain from reducing and preventing fur-



ther public sector investment in activities where
the private sector has a comparative advantage (for
example, production and marketing activities in
industry, energy, and agriculture). Public invest-
ment should be directed toward activities with ex-
ternalities and long payback periods (for example,
human resource development and physical infra-
structure).

Governments can contribute further to increas-
ing the efficiency of investment—and to reducing
unemployment and alleviating poverty—by creat-
ing a policy environment which will encourage for-
eign and domestic private investment. For private
investment to be efficient, governments need to
provide a set of clear and nondiscriminatory poli-
cies over an extended time period. This would in-
clude many of the policies discussed earlier: trade
policy reform, reduced administrative controls, a
less distortionary tax system, removal of distor-
tions in labor and capital markets, changes and
clarification of foreign investment codes, and so
forth. Furthermore, in many heavily indebted
countries, such as Argentina, Brazil, Chile, and
Mexico, a major disincentive to new private invest-
‘ment has been the record level of real interest rates
in recent years. These high rates reflect both infla-
tionary expectations and the pressure exerted on
credit markets by the need to finance large budget
deficits and preferential credit programs for sectors
such as agriculture. Breaking inflationary expecta-
tions and reducing government borrowing will
contribute greatly to a lowering of real interest
rates and will thereby stimulate private invest-
ment. The recent monetary and fiscal reforms
adopted in Argentina and Brazil represent serious
attempts to tackle this problem.

Policies to stimulate exports

There is a strong link between an economy’s inter-
national trade and exchange rate regime and the
flexibility required to maintain growth. A competi-
tive exchange rate and a fairly neutral trade and tax
system tend to limit excessive foreign borrowing
and encourage exports and efficient import substi-
tution. Countries which sell on world markets can
exploit economies of specialization, size, and scale.
This helps to create efficient producers who are
competitive both at home and abroad. In inward-
oriented economies, producers are limited to sell-
ing their goods in small, highly protected domestic
markets. The level of public investment in inward-
oriented economies tends to be higher to compen-

sate for a somnolent private sector—and much of
that public investment is misallocated because of
the distorted incentive system. Finally, the more
efficient investment in outward-oriented econo-
mies encourages domestic savings, with foreign
borrowing or direct investment playing a comple-
mentary role. In inward-looking economies, for-
eign borrowing often acts as a substitute for do-
mestic savings.

For example, Korea, Thailand, and, more re-
cently, Turkey have countered adverse external
shocks primarily by undertaking domestic policy
reforms. By allowing their exchange rates to ad-
just, controlling public expenditures, and adopting
export promotion measures, they boosted exports,
reduced the need for foreign borrowing, and
dampened inflation. In contrast, countries as di-
verse as Argentina, Jamaica, Mexico, and Tanzania
have attempted to finance their increased current
account deficits with more foreign borrowing or
increased aid. This enabled them to maintain exist-
ing exchange rates, which discouraged import sub-
stitution and exports, which, in turn, increased
their dependence on foreign borrowing. When the
accumulation of debt denied them access to new
funds, they were forced to deflate in order to lower
real incomes and import demand.

The adoption of policies designed to stabilize
and restructure the economy will stimulate
growth, even in an adverse world environment.
But for the most heavily indebted developing
countries, the debt overhang is so constraining
that corrective domestic policies alone will not pro-
vide a viable solution to their problems. The do-
mestic adjustment effort will have to be supported
by additional capital inflows and growing export
markets. For these countries, as discussed later,
future trends in the external environment have the
potential to undermine domestic adjustment ef-
forts.

These trends are illustrated in our High case and
Low case scenarios. The future stability and
growth of the world economy depend on the eco-
nomic policies adopted by both industrial and de-
veloping countries—especially policies related to
international trade—and on the behavior of world
capital markets which interact with these policies.
The two scenarios provide illustrations of a consis-
tent set of outcomes for a range of possible poli-
cies. They are not intended as forecasts and do not
allow for any exogenous shocks to the world econ-
omy, such as major disruptions in commodity or
capital markets. They show what is achievable,
rather than what is likely to be achieved.
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A decade of opportunity, 1985-95

Policies in developing countries are expected to
improve moderately, along the lines discussed in
the previous section, in both scenarios. Even with
these improvements, however, the Low case sce-
nario will pose serious problems for many coun-
tries. But without policy improvements, the situa-
tion of some developing countries is likely to be
untenable under any scenario.

The recent declines in oil prices and real interest
rates could provide a useful stimulus to most de-
veloping countries in the second half of the 1980s.
Both our High and Low cases reflect the beneficial
effects that these developments, if sustained for
three to five years, would have on inflation and
growth. For many oil exporters, however, the
lower oil price presents severe difficulties. How
successful governments are in building upon this
stimulus, or in coping with their problems, will be
determined by the policies they adopt.

The favorable results illustrated in the High case
are based on the assumption that there would be a
steady reduction in the fraction of world credit ab-
sorbed by government deficits in industrial coun-
tries. This would lead to a higher rate of growth of
investment in productive assets. Increased capital
stock would, in turn, lead to higher output and

employment, which would ease social tensions
and help reduce barriers to trade. The end result
would be accelerated growth.

Under these circumstances, growth in industrial
countries would increase to an average of about 4.3
percent a year. This is more than the average for
1973-80, but is below the rapid annual growth of
4.7 percent between 1965 and 1973. Industrial
countries, particularly those in Europe, would en-
joy lower unemployment than has prevailed in the
past five years, and inflation would remain at a
moderate rate. If the United States and other in-
dustrial countries with large public deficits were to
gradually eliminate the structural part of their bud-
get deficits, the world’s demand for credit would
fall and nominal interest rates would decline to an
average of about 5.6 percent. Real interest rates
would then return to around 2.6 percent, their his-
toric average.

Under these conditions most developing coun-
tries would find it easier to service their debts
through more rapid export growth and lower rates
of interest. Annual rates of real GDP growth in
developing countries would increase to 5.9 per-
cent, or 3.9 percent in per capita terms. Further-
more, the international debt burden would be
lightened by increased export earnings, a revival in
commercial bank lending, and higher direct invest-

Table 3.1 Average performance of industrial and developing countries, 1965-95

(average annual percentage change)

1985-95
Country group 1965-73 1973-80 1980-85 High Low
Industrial countries
GDP growth 4.7 2.8 2.2 43 25
Inflation rate? 5.1 8.3 -0.3 4.8 7.0
Real interest rate®< 2.5 0.7 6.7 2.6 4.5
Nominal lending rate¢ 5.8 8.4 12.0 5.6 - 10.2
Developing countries
GDP growth 6.6 5.4 3.3 5.9 4.0
Low-income countries
Africa 3.9 2.7 0.9 4.0 3.2
Asia 5.9 5.0 7.8 6.4 4.4
Middle-income oil exporters 7.1 5.8 1.4 4.8 3.4
Middle-income oil importers
Major exporters of manufactures 7.6 5.9 2.1 6.4 4.0
Other oil-importing countries 5.4 4.5 1.7 5.5 3.8
Export growth 5.0 4.6 4.1 7.1 3.2
Manufactures 11.6 13.8 7.9 9.8 5.0
Primary goods 3.8 1.1 1.4 4.3 1.5
Import growth 5.8 5.9 0.9 7.7 3.4

Note: Projected growth rates are based on a sample of ninety developing countries.
a. Industrial countries’ weighted GDP deflator expressed in U.S. dollars. Inflation in the United States is 3.0 percent per year in the High case
and 5.7 percent in the Low case. But for the industrial countries as a whole, it is higher in dollars because of an assumed depreciation of the dollar

between 1985 and 1990.

b. Average for six-month U.S. dollar Eurocurrency rates deflated by the rate of change in the GDP deflator of the United States.

¢. Average annual rate.
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Table 3.2 Growth of GDP per capita, 1965-95

(average annual percentage change)

1985-95

Country group 1965-73 1973-80 1980-85 High Low
Industrial countries 3.7 21 1.7 3.8 2.0
Developing countries 4.0 3.2 1.3 3.9 2.0
Low-income countries 3.0 2.7 52 4.4 2.5
Africa 1.2 -0.1 -2.0 0.8 0.0
Asia 3.2 3.0 5.9 48 2.8
Middle-income oil exporters 4.5 3.1 -1.1 23 0.9
Middle-income oil importers 4.5 3.2 -0.1 4.1 1.9
Major exporters of manufactures 5.2 3.7 0.2 4.6 2.2
Other oil-importing countries 2.8 2.1 -0.8 3.1 1.4

Note: Projected growth rates are based on a sample of ninety developing countries.

ment in developing countries. This favorable over-
all result conceals some variability, however. Even
in the High case, a number of sub-Saharan African
countries and some heavily indebted oil exporters
would find it very difficult to adjust and grow. If
they are to share in an expanding world economy,
additional measures—over and above those under-
lying our High case—would have to be taken.

The Low case illustrates what would happen if
industrial countries were to abandon the tentative
policy reforms adopted in the early 1980s. It re-
flects unchecked budget deficits, particularly in the
United States. Even if lax fiscal policy were com-
bined initially with restrictive monetary policies, it
is likely that, under the cumulative pressure of
debts and deficits, monetary discipline would be
relaxed. This would lead to increasing real interest
rates because financial markets, expecting that the
deficits would sooner or later be monetized, would
demand an inflation premium. These high rates
would tend to reduce commercial bank lending to
developing countries. At the same time, growing
trade account deficits in industrial countries would
exacerbate the demands for increased protection,
which would, in turn, lead to reduced demand for
developing-country exports and to lower com-
modity prices.

The consequences for industrial countries would
be growth rates similar to, or even less than, those
of the uncertain 1970s. Annual GDP growth would
average 2.5 percent between 1985 and 1995. Real
interest rates would remain high—around 4.5
percent—and inflation would rise to around 5-7
percent.

The consequences for developing countries
would range from awkward to grim. For develop-
ing countries as a whole, average annual GDP
growth rates would be 4.0 percent in the years to
1995 (see Table 3.1). Per capita growth would be a

precariously low 2.0 percent a year.

Under these circumstances some of the more
outward-oriented middle-income exporters of
manufactures could sustain growth, albeit at com-
paratively low rates. But for others the Low case
would mean another decade of low or negative
growth. Middle-income oil exporters would be un-
likely to achieve any significant increase in real in-
come, and the low-income African countries
would suffer another decade of stagnation (see Ta-
ble 3.2).

In the Low case, even those countries that imple-
ment domestic reforms may find it difficult to earn
or borrow the resources required for growth. The
consequences of slow industrial-country growth
and limited additional financing for heavily in-
debted middle-income countries would be severe.
Following five years of stagnation and declining
per capita incomes, these countries would face the
hard choice of how much of their resources to
channel to service existing debt and how much to
allocate to current consumption and investment. It
is impossible even to sketch the consequences of
such choices. Here, only the tensions, not the out-
comes, can be illustrated.

Policy requirements for the High case

Assuming that moderate policy reforms continue
in developing countries, the High case also re-
quires improved performance in industrial coun-
tries. That, in turn, depends upon:

® Monetary and fiscal policy. Continued large bud-
get deficits in the major industrial countries would
make it very difficult to sustain a higher rate of
growth in the world economy. Higher real rates of
interest would eventually be accompanied by an
accelerating rate of inflation and increased protec-
tion. The resulting stop-go policy mix that would
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tures and agricultural imports of industrial nations
would be needed for the growth rates of the High
case to be achieved. In addition, by 1995 the tariff
equivalents of major nontariff barriers would have
to be significantly lower than they were in 1984
(see Box 3.1).

Developing-country prospects

The 5.9 percent growth rate of GDP in the High
case illustrates how fast developing countries can
grow, given continued domestic reforms and a fa-
vorable external environment. It implies a healthy
3.9 percent growth rate in per capita income. In
contrast, per capita income would grow at only 2.0
percent in the Low case.

As both High and Low cases presuppose similar
improvements in developing-country policies, the
difference between the two cases for a particular
group of countries provides a rough estimate of
the extent to which changes in the world economy
affect the performance of that group. In low-
income Asia, the growth rate in per capita income
shown in the High case is a strong 4.8 percent; in
the Low case the rate is 2.8 percent. For the major
exporters of manufactures, the High case leads to a
per capita growth rate of 4.6 percent and the Low
case only 2.2 percent. But in low-income African
countries, the corresponding rate is 0.8 percent in
the High case, and in the Low case per capita in-
comes would not increase at all.

The large differences between the High and Low
cases for low-income Asia and for middle-income
major exporters of manufactures (2.0 and 2.4 per-
centage points, respectively), as compared with
the narrow gap for low-income Africa (0.8 percent-
age point), reflect the greater integration of the

newly industrialized countries into the world
economy. Changes in export markets and interest
rates would cause the performance of these econo-
mies to fluctuate more than that of the more
inward-looking and agriculture-based African
economies. But this does not mean that the newly
industrialized countries are worse off. Indeed,
their Low case growth rate exceeds the High case
growth rate for low-income Africa. Developing
countries that attempt to insulate themselves from
the world economy may reduce the impact of in-
ternational cycles, but they pay the high price of
lower growth rates under any world scenario.

The higher per capita growth rate in low-income
Asia is also due to the lower rate of population
growth as compared with the rate in Africa. This
reflects the relative success, particularly in China,
that low-income Asia has had with population
control programs.

The High case

If OECD growth is strong, low-income Asia and
major exporters of manufactures would attain the
highest growth rate. Both groups would expand
their exports of goods by more than 8.0 percent a
year (see Table 3.3). Much of the growth in per
capita income levels in low-income Asia reflects
the performance of China and India. Their strong
performance results from continued domestic pol-
icy reforms and an increased level of foreign bor-
rowing. The further opening up of these two im-
portant economies to international trade would
lead to increased efficiency in domestic production
and a higher rate of export growth. This, coupled
with a greater reliance on international capital mar-
kets (debt indicators for this country group in-

Table 3.3 Change in trade in developing countries, 1965-95

(average annual percentage change)

Exports of goods Exports of manufactures
1985-95 1985-95

Country group 1965-73  1973-80  1980-85 High Low  1965-73 1973-80 1980-85 High Low

Developing countries 5.0 4.6 4.1 7.1 3.2 11.6 13.8 7.9 98 5.0

Low-income countries 1.9 5.4 5.0 8.0 4.3 2.3 8.3 7.4 11.1 6.5

Africa 4.6 1.3 -15 5.3 2.6 5.4 2.0 -21 93 46

Asia 0.6 6.8 6.6 8.4 4.6 2.0 8.7 7.8 111 6.5

Middle-income oil exporters 4.3 0.0 1.2 5.1 1.5 10.7 8.0 15.4 11.5 59

Middle-income oil importers 71 9.0 5.6 7.8 3.8 15.5 15.3 7.4 9.4 47
Major exporters of

manufactures 9.2 10.6 5.9 8.1 3.9 15.6 15.9 7.0 9.3 46

Other oil-importing countries 2.4 3.5 4.3 6.6 3.4 14.8 9.1 13.0 10.6 6.5

Note: Historical growth rates of volume of international trade reflect revisions in the nominal trade figures, as well as revisions in the methodology

of calculating trade deflators.
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crease), supports the stronger growth shown in
our High case.

For major exporters of manufactures, such as
Korea and Brazil, stronger growth in industrial
countries plus the accompanying reduction in pro-
tection would provide the growing markets they
need to expand production and exports. Export
growth, plus an increase in private capital inflows
from abroad, would raise their capacity to import
by close to 9 percent a year. As a result, these econ-
omies could sustain a faster rate of growth over the
next ten-year period.

Even if our High case growth rates are achieved,
the prospects for middle- and high-income oil ex-
porters will be lower than they were last year. For
middle-income oil exporters (for example, Egypt,
Indonesia, and Malaysia), the recent drop in the
price of oil has led commercial banks to lower their
assessment of how much debt they can carry. For
those oil exporters that have had debt-servicing
difficulties (for example, Mexico and Nigeria), the
oil price decline exacerbates an already difficult sit-
uation. As a consequence, significant steps need to
be taken to moderate the decline in their real in-
comes. Of primary importance will be policy mea-
sures designed to increase domestic savings and to
allocate and utilize resources more efficiently. A
reduction of the disincentives to new export activi-
ties will be particularly important, as will the re-
duction of trade barriers in industrial economies.
As argued later, for the heavily indebted middle-
income oil-exporting countries, this domestic ad-
justment effort needs to be be supported by con-
tinued and increased access to external capital
flows. Under these conditions, middle-income oil
exporters as a group will be able to finance a sus-
tainable expansion in imports. Furthermore, in the

longer term, the oil price can be expected to
strengthen as the faster growth in the world de-
mand for oil begins to press against existing sup-
ply capacity. As a consequence, in a stronger
world economy oil exporters could regain an an-
nual per capita growth rate of 2.3 percent over the
decade 1985-95 (see Box 3.2).

Middle-income countries that are not major ex-
porters of manufactures could also attain a signifi-
cant improvement in their export growth, to 6.6
percent a year. However, as this larger group of
countries depends more on commodity exports,
the boost from higher world demand would be less
relative to that for exporters of manufactures. De-
mand for primary commodities is comparatively
income inelastic—that is, does not rise proportion-
ately to people’s income—and substitutes are be-
coming increasingly competitive. Nevertheless,
strong OECD growth would provide those middle-
income economies undertaking reforms (such as
Cote d’Ivoire, Mauritius, Morocco, and Senegal)
with the growing world markets they require to
realize the largest growth gains from their reforms.
Foreign exchange earnings would increase, and,
given access to adequate foreign capital, these
countries would be able to increase imports as well
as service their debt (see "’Capital flows and debt”’
below).

In low-income Africa, the negative per capita in-
come growth rates of the recent past would be re-
versed in the High case. Low-income African
countries would gain significantly from the lower
oil price. But if the world economy were to grow at
the rates indicated by our High case, they would
also gain from the assumed reduced protection of
agricultural markets, particularly in Europe. But
even under these favorable conditions, per capita

Exports of primary goods Imports of goods
1985-95 1985-95
1965-73  1973-80  1980-85 High Low  1965-73  1973-80  1980-85 High Low  Countrygroup
3.8 11 1.4 4.3 1.5 5.8 59 0.9 7.7 3.4 Developing countries
1.6 3.6 3.1 46 2.0 0.8 6.1 5.9 6.0 1.7 Low-income countries
4.5 1.2 ~1.5 49 24 3.4 2.1 ~-3.0 39 12 Africa
~0.6 5.2 5.4 44 19 -0.5 7.7 8.2 64 18 Asia
4.2 -0.4 -0.1 40 08 3.7 9.1 =20 7.0 1.6 Middle-income oil exporters
3.8 3.3 2.8 4.5 2.1 8.0 4.7 0.9 8.3 4.4 Middle-income oil importers
Major exporters of
5.5 3.8 3.6 47 22 9.6 4.8 1.1 89 49 manufacturers
1.2 2.4 1.4 43 17 3.6 4.3 0.0 56 2.1 Other oil-importing countries
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ity prices, high interest rates, and reduced capital
flows. Their imports would be unlikely to rise at
much more than a slow 2.1 percent a year, and
investment would be contained at present de-
pressed levels. That would, in turn, hold per cap-
ita growth down to a low 1.4 percent a year on
average. Access to foreign capital would be a criti-
cal factor in determining how much these middle-
income economies are led to squeeze domestic de-
mand because of slower growth in industrial
countries (see Box 3.4).

Because of the fall in oil prices, the prospects for
oil exporters have deteriorated sharply from the
Low case presented in the 1985 World Development
Report. Under the conditions prevailing in the
world economy last year, the GDP per capita
growth estimated for middle-income oil-exporting
countries in the Low case was 2.0 percent during
the period 1985-95; this year the estimate has been
revised downward to less than 1.0 percent.
Cheaper oil would reduce oil exporters’ growth
rates under any circumstances, but the Low case
reflects the additional effects of significantly re-
duced capital inflows and lower demand. As dis-
cussed in the following section on capital flows
and in Box 3.2, this combination seriously curtails
the import capacity of both middle- and high-
income oil exporters just as sluggish world de-
mand makes a shift to alternative export activities
more difficult.

The implications for low-income Africa are even
more serious. Depressed demand for primary
commodities and continued protection in indus-
trial countries would result in a slow increase in
export earnings from the current low level. Even
those countries currently engaged in serious policy
reform efforts (for example, Guinea, Kenya, and
Malawi) would have difficulty maintaining
growth. Aid would not increase enough to offset
the continued decline in net private capital inflows
from abroad. As a result, imports would barely
increase beyond their already depressed levels.
Without resources to increase investment, many
low-income African countries would suffer an-
other ten years of declining per capita incomes.
Private investors would remain hesitant, and
many countries would risk sliding further into a
vicious cycle of economic deterioration and politi-
cal instability.

Capital flows and debt

How efficiently developing countries use their re-
sources largely determines their rate of economic

growth. But the level of those resources is still im-
portant. Foreign capital flows are one such re-
source: they supplement domestic savings and can
compensate temporarily for foreign exchange
shortages. Tables 3.4 and 3.5 provide a powerful
illustration of the way the availability of these re-
sources changes between the High and Low cases.
In the High case, increased demand for
developing-country exports, lower interest rates,
and a resumption of voluntary capital flows to a
large group of countries would encourage growth.
This, in turn, would gradually ease the debt bur-
den of the developing countries. But in the Low
case, a reversal of these external circumstances—
particularly lower exports and restricted capital
flows—would seriously test the ability of develop-
ing countries to adjust. That, in turn, might precip-
itate a sweeping restructuring of international fi-
nancial obligations.

The High case

In the High case, lower interest rates would reduce
the interest costs on medium- and long-term debt
from $58.5 billion in 1985 to $47.3 billion by 1995
(in constant prices, see Table 3.4). Sustained
growth in real export earnings during the same
period would result in a sharp reduction in debt
service as a percentage of exports, from 21.9 per-
cent in 1985 to 13.4 percent in 1995. In the long
term this would make developing countries more
creditworthy. Additional borrowing would in-
crease the debt outstanding and disbursed from
$723 billion in 1985 to $864 billion in 1995 and thus
provide the additional financing required to sus-
tain increased current account deficits. More than
one-half of the current account deficit by 1995 is
attributable to the rapidly growing economies
within two country groups, low-income Asia (par-
ticularly India and China) and major exporters of
manufactures. Indeed, some of the economies in
low-income Asia have the capacity to increase their
debt service ratios in the High case. Oil exporters
would also be able to sustain larger current ac-
count deficits as the strengthening of the oil mar-
ket in the early 1990s and the growth of other ex-
port activities reestablish their capacity to carry
additional debt.

In the High case, the improved creditworthiness
of many developing countries would lead to a re-
versal of the recent decline in net financing flows
(see Table 3.5). In constant prices, total net flows
would increase from a low $62.3 billion in 1985 to
$97.0 billion by 1995. This represents a steady
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Table 3.4 Current account balance and its financing in developing countries, 1985 and 1995

(billions of constant 1980 dollars)

All developing countries

Low-income Africa

Low-income Asia

1995 1995 1995
Item 1985* High Low 1985 High Low 1985 High Low
Net exports of goods and nonfactor
services -4.1 -87.0 -24.0 -4.2 -4.3 -34 -23.0 -22.4 -9.0
Interest on medium- and long-term
debt —-58.5 —47.3 -49.4 -13 -0.8 -0.8 -2.2 -7.3 -5.6
Official -13.1 -15.9 -16.1 -0.8 -0.8 -0.8 -12 -25 -2.3
Private -45.4 -31.4 -33.3 -0.4 0.0 0.0 -1.0 -4.8 -33
Current account balance® —41.3 105.4 -50.3 -5.2 -4.3 -37 -17.1 -224 -78
Net official transfers 15.2 19.8 17.2 2.3 2.8 2.4 2.0 25 2.2
Medium- and long-term loans® 36.1 58.1 18.6 1.4 1.7 1.5 6.8 18.7 49
Official 21.2 28.8 15.5 0.5 1.9 1.6 48 7.4 5.0
Private 15.0 29.3 31 0.9 -0.2 -0.2 2.0 11.4 -0.1
Debt outstanding and disbursed 722.9 864.2 560.9 28.9 28.6 234 60.1 167.4 92.7
As a percentage of GNP 33.0 22.3 17.2 58.6 385 33.9 10.2 15.5 10.3
As a percentage of exports 135.7 88.5 86.7 318.5 174.7  206.3 120.7 156.7 129.8
Debt service as a percentage
of exports 21.9 13.4 16.7 35.8 13.5 17.2 11.9 18.0 18.0

Note: The table is based on a sample of ninety developing countries. The GDP deflator for industrial countries was used to deflate all items.
Details may not add to totals because of rounding. Net exports in this table exclude factor services and thus differ from those in Table 3.5. Net
exports plus interest does not equal the current account balance because of the omission of net workers’ remittances, private transfers, and
investment income. The current account balance not financed by official transfers and loans is covered by direct foreign investment, other capital

(including short-term credit and errors and omissions), and changes in reserves. Ratios are calculated using current price data.

Table 3.5 Net financing flows to developing countries in selected years, 1980-95

Amount (billions of dollars at constant prices)

Growth rate (percent)?

1995 1985-95

Type of flow 1980 1984 1985 High Low 1970-80 High Low
Official development

assistance® 23.4 21.6 22.4 29.6 25.7 5.9 2.8 1.4
Nonconcessional loans 47.1 33.4 28.9 48.3 10.1 12.6 5.3 -10.0

Official 8.7 13.9 14.0 19.0 7.0 12.6 31 -6.7

Private 38.4 19.5 15.0 29.3 31 12.6 7.0 -14.7
Direct investment 10.6 10.8 11.0 19.1 14.2 5.8 5.7 2.6
Total 81.1 65.9 62.3 97.0 49.9 9.2 4.5 -2.2
Memo items
Net export of goods and

nonfactor services® -92.8 -61.9 —-66.5 -135.2 -76.5 8.9 7.4 14
Current account balance —-67.8 -35.3 -41.3 -105.4 -50.3 7.5 9.8 2.0
ODA from DAC countries as

a percentage of their GNP 0.38 0.38 0.37 0.37 0.37 — - —

Note: All items are net of repayments. Data are for a sample of ninety countries.

a. Average annual percentage change.

b. Includes ODA grants (official transfers). DAC reporting includes, and the World Bank Debtor Reporting System excludes, ODA flows from
nonmarket economies and the technical assistance component of grants. There are no differences in coverage of recipient countries in the two

data sources.

c. Net exports of goods and nonfactor services plus net investment receipts minus interest on medium- and long-term debt.

d. Excludes official transfers.
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Middle-income countries

Oul-exporting Major exporters Other oil-importing
countries of manufactures countries
1995 1995 1995
1985 High Low 1985* High Low 1985 High Low Item
Net exports of goods and nonfactor
15.2 -12.8 6.5 19.8 -35.1 -14.0 -12.0 -12.4 -4.2 services
Interest on medium- and long-term
-21.1 -13.0 -10.5 =255 -20.3 -26.5 -8.4 -59 -6.0 debt
-33 -44 -4.4 -4.7 -4.1 -4.3 -3.0 -4.2 -4.4 Official
-17.8 -8.6 -6.1 -20.8 ~16.2 -22.2 -5.4 -17 -1.6 Private
5.6 -25.8 -4.9 -0.2 ~43.8 ~31.2 -13.1 -9.0 —2.7  Current account balance®
2.0 34 29 5.4 6.9 6.0 35 4.3 3.7  Net official transfers
1.8 12.7 -24 19.3 21.6 16.5 6.7 33 -1.8 Medium- and long-term loans*
4.4 7.8 37 5.7 4.4 1.9 5.8 7.3 3.2 Official
=26 4.9 -6.1 13.7 17.3 14.5 1.0 -4.0 -5.1 Private
230.2 227.5 111.4 288.9 329.6 263.6 114.8 111.1 69.8  Debt outstanding and disbursed
39.4 24.6 13.6 379 229 229 54.5 30.4 222 As a percentage of GNP
160.8 116.4 90.5 108.2 60.5 729 180.1 98.5 87.5 As a percentage of exports
Debt service as a percentage
31.6 17.4 17.8 17.2 10.7 15.9 26.1 14.7 17.2 of exports

a. Estimated.
b. Excludes official transfers.
¢. Net disbursements.

growth rate of 4.5 percent a year. As ODA is as-
sumed to remain at a constant 0.37 percent of DAC
countries’” GNP, it moves in line with their eco-
nomic performance. Thus, an expanding world
economy not only would provide improved export
markets for developing countries but also would
lead to a real increase in the level of concessional
finance. This is crucial for sub-Saharan Africa,
where even the higher level of ODA assumed in
our High case would be insufficient to avoid future
debt repayment problems in a dozen or more
countries. Appropriate domestic policies, particu-
larly in newly industrialized countries, would at-
tract more foreign investment. Thus, private direct
investment could increase at about 5.7 percent a
year, as rapid growth in industrial countries pro-
duces more investment-seeking capital and posi-
tive real rates of interest make equity finance more
attractive to developing countries.

If a concerted effort is made by developing coun-
tries to adjust and support from bilateral and mul-
tilateral agencies is increased, total nonconces-
sional capital flows would also grow. Under the
High case, they would increase at a moderate 5.3
percent a year, primarily as a result of the restora-

tion of private lending. As commercial banks re-
spond to the improved creditworthiness of devel-
oping countries, within a more stable and growing
world economy, private lending would increase
from the low 1985 level of $15.0 billion to $29.3
billion by 1995, a growth rate of 7.0 percent a year
over the next ten years. This is, quite appropri-
ately, much lower than the 12.6 percent rate of
growth in private lending that occurred during the
1970-80 period, when economies adjusted to the
two oil price increases. Official nonconcessional
lending is also anticipated to increase at about 3.1
percent a year. The resulting net flow of official
nonconcessional lending of $19.0 billion in real
terms by 1995, up from $14.0 billion in 1985, re-
flects the third leg of a combined effort by bilateral,
multilateral, and private financiers to assist devel-
oping countries in adjusting.

The increase in total net capital inflows and the
corresponding larger current account deficit in the
High case are sustainable because export earnings
increase faster than debt service payments. A
higher rate of growth in the world economy and
freer trade create the conditions for this to occur.
For developing countries as a whole, total debt
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would decline as a proportion of GNP from 33.0
percent in 1985 to 22.3 percent in 1995. As a pro-
portion of exports the figures would be 135.7 per-
cent and 88.5 percent, respectively. These broad
measures indicate the improvement in creditwor-
thiness as most of the developing countries grow
out of the debt problem. Before this could happen,
however, additional international initiatives would
be required in the near term to address the press-
ing debt problems of some heavily indebted coun-
tries and a group of low-income sub-Saharan
countries. The type of initiatives required are dis-
cussed in the last section of this chapter.

The Low case

In the Low case, total interest payments would
decline not because of lower interest rates (as in
the High case) but because of a decline in capital
flows to developing countries. Total debt outstand-
ing and disbursed would decline from $723 billion
in 1985 to $561 billion in 1995 (see Table 3.4). This
decline in the real level of outstanding debt would
entail a much lower current account deficit than
the one implied in the High case. Given slow ex-
port growth, the level of imports and investment
would be constrained below the level attained in
the High case, which would inevitably result in
slower growth.

As developing countries become less credit-
worthy and growth in industrial countries slows in
the Low case, total net capital flows to developing
countries would fall from $62.3 billion in 1985 to
$49.9 billion in 1995 (see Table 3.5). The Low case
assumes, perhaps optimistically, that industrial
countries would maintain development assistance
at 0.37 percent of their GDP. But the slower growth
of industrial countries” GNP in the Low case
would mean that by 1995 ODA would be $3.9 bil-
lion less than in the High case. As commercial
banks reduce their exposure in uncreditworthy
countries, net private lending would also fall from
the already low level of $15.0 billion in 1985 to $3.1
billion in 1995. This low figure reflects very limited
rescheduling as commercial banks gradually re-
duce their portfolio in noncreditworthy develop-
ing countries. Under these conditions the develop-
ing countries would have to make very painful
adjustments to a sluggish world economy with di-
minished capital inflows.

To maintain creditworthiness, developing coun-
tries would have to improve their trade balances,
mainly by increasing exports and not by cutting
imports further. With slow growth in world trade,
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however, only the most efficient developing coun-
tries could achieve this—mainly by increasing their
share of export markets. In aggregate this situation
is untenable. Squeezed between higher debt ser-
vicing and reduced capital flows, many developing
countries would face an unenviable choice: cut im-
ports yet further by reducing investment and low-
ering consumption—which will reduce growth and
exacerbate social tensions—or reschedule debt, if
possible. Without growth, creditworthiness can-
not be restored.

International initiatives and the role of the Bank

The duration and magnitude of the economic and
financial crises which many developing countries
have experienced over the past half decade have
heightened recognition of the longer-term, rather
than temporary, nature of the debt problem. A
consensus is evolving that the restoration of eco-
nomic growth in these countries is critical to
achieving a lasting and effective solution. The pur-
suit of this adjustment with growth objective will
require close collaboration among the govern-
ments of the developing countries, the govern-
ments of the industrial countries, the multilateral
institutions, and, in many cases, the commercial
banks.

Recently, attention has focused on the heavily
indebted middle-income developing countries,
primarily because of the potential impact that
action or inaction in addressing their problems
could have on the international economy. In the
fall of 1985, U.S. Secretary of the Treasury James
A. Baker III suggested a plan of action to address
the problems of these countries. It emphasized the
critical importance of an adjustment with growth
strategy and supported the proposal for a collabo-
rative international effort by debtors and creditors
alike. Restoring growth is no less important for
low-income countries in sub-Saharan Africa. The
impact that these economies have on the world
economy is smaller, but the costs of a further de-
cline in their per capita incomes is very high in
terms of its impact on the poor.

Increased private and official net flows

Mobilizing additional capital flows from private
and official sources will be a crucial factor in estab-
lishing the conditions required for growth. On the
private side, Baker’s initial proposal envisioned an
increase in the net exposure of commercial banks
during the next three years. One estimate of the



increase in net flows required to help the heavily
indebted middle-income countries adjust is pro-
vided in Box 3.4. To attain this transfer it will be
necessary to strengthen the link between private
bank debt restructuring, the provision of addi-
tional new financing, and comprehensive growth-
oriented policy reforms by recipient countries. In
some cases this collaborative effort needs to in-
clude a strengthening of the links between the
commercial banks and institutions such as the
World Bank that are capable of assisting in the de-
velopment and monitoring of policy reform pro-
grams. This effort will, over time, help mobilize
private flows by reducing the private banks’ per-
ception of risk. On the official side, a comparable
effort needs to be made to increase flows from ex-
port credit agencies.

The increased economic stability provided by
corrective domestic reforms, coupled with re-
newed access to external capital flows, will also
help restore foreign private investors’ confidence.
Aside from providing an additional source of fi-
nance, direct private foreign investment has an-
other advantage: it keeps the risks associated with
investments that require foreign finance firmly in
the hands of foreign investors and does not, as is
the case for guaranteed loans, increase the obliga-
tions of the government.

An adjustment with growth strategy is no less
important for the low-income countries of sub-
Saharan Africa. While some progress has been
made in pursuing structural adjustment, much
more remains to be done to correct the accumu-
lated policy distortions of the past. As in the heav-
ily indebted middle-income countries, the prime
responsibility rests with the domestic policyma-
kers. They must implement reforms to reduce dis-
tortions, improve the allocation of resources, and
increase domestic savings. Additional external re-
sources will ease adjustment toward growth. But
unlike the middle-income countries, most of these
countries have very limited creditworthiness and
debt-servicing capacity—a dozen or so are facing
acute debt difficulties. This means that external
private nonconcessional lending is likely to remain
limited for at least the remainder of the decade.
This implies the need for significant increases in
official concessional flows to support countries
committed to reform. Bilateral increases could in-
volve both additional aid flows and more extensive
debt relief actions.

The bulk of the multilateral flows will come from
the International Monetary Fund and the Interna-
tional Bank for Reconstruction and Development,

The IMF has recently established a structural ad-
justment facility which is expected to lend a total of
SDR 2.7 billion on concessional terms over the next
five years to low-income countries undertaking
macroeconomic and structural adjustment. The
other major source of additional multilateral flows
is likely to be the International Development Asso-
ciation (IDA). The negotiation of the Eighth Re-
plenishment of IDA (IDA-8) is now under way.
The critical need of all low-income countries, espe-
cially those in sub-Saharan Africa, coupled with
the role which the World Bank will have to play in
the designing and financing of adjustment pro-
grams in these countries, argues strongly for a sub-
stantial replenishment. Virtually all ministers at
the April 1986 Development Committee meeting
expressed the strong hope that an IDA-8 replenish-
ment of $12 billion will be achieved. This would
maintain in real terms the concessionary resources
now available through IDA-7 and the Special Facil-
ity for Sub-Saharan Africa.

The role of international trade

Increased export earnings for developing countries
is the second linchpin in the effort to reestablish
sustainable growth and creditworthiness. This re-
quires the reduction of the disincentives to exports
created by the developing countries’ own policy
regimes in both industry and agriculture (see
Chapters 4 and 5). It is therefore important that
many of these countries undertake a rationaliza-
tion and liberalization of their trade regimes in or-
der to develop the export potential of their econo-
mies.

Developing-country exports are also affected by
the trade policies of the industrial countries. The
1980s have been marked by a rise in protectionist
pressures in both manufacturing and agriculture,
Particularly worrisome is the increasing use of
nontariff measures to restrict trade. Industrial-
country tariff and nontariff barriers are often more
restrictive on those products of specific interest to
the developing countries than on others. This is
seen most dramatically in the restrictions on agri-
cultural and textile trade. Agricultural trade policy
issues have, however, been largely excluded from
earlier multilateral trade negotiations. While resis-
tance remains strong, preliminary discussions
within the GATT have pointed to an increased will-
ingness to open the agricultural trade issue to in-
ternational discussion.

Experience has shown that a multilateral ap-
proach can be effective in stemming the tide of
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protectionist action and achieving broad-scale re-
ductions in trade barriers. The GATT is now pre-
paring for a new round of multilateral negotia-
tions. As argued in Box 3.1, it is important that
developing countries in general, and middle-
income countries in particular, participate in the
negotiations. Because of the potential benefit to in-
dustrial and developing countries alike, particu-
larly for agricultural commodities, this trade liber-
alization effort deserves strong international
support.

The role of the World Bank

There are four dimensions to the World Bank’s ex-
panded role in undertaking initiatives to revive
growth in developing countries:

® To assist in the development, implementation,
and monitoring of medium-term adjustment pro-
grams in pursuit of the objectives of member coun-
tries committed to policy reform.

* To expand greatly its own lending in support
of such programs.

* To extend its catalytic role and, consistent with
its role as preferred creditor, help establish a
process for coordinated mobilization of private and
official support of developing countries’ efforts.

¢ To strengthen coordination with the IMF.

To play this expanded role effectively, the Bank
would also need to use its own human and finan-
cial resources in an even more efficient way.

Since the introduction of its structural adjust-
ment lending program in 1980, the World Bank has
been involved in designing and monitoring adjust-
ment programs to maintain or restore growth. As a
result, an increased proportion of its lending has
been in the form of fast-disbursing policy-based
loans and loans in support of maintenance and
rehabilitation projects. The Bank’s involvement in
this adjustment effort is needed not only to help
resolve the difficulties involved in developing and
implementing such medium-term programs, but
also to generate increased confidence of private
and public creditors. In addition to its work on
policy reform, the World Bank is supporting the
acceleration of foreign private direct investment
through an expanded role of the International Fi-
nance Corporation (IFC) and through the estab-
lishment of the Multilateral Investment Guarantee
Agency (MIGA), which is designed to promote in-
creased investment by providing noncommercial
risk insurance to investors and a wide range of
advisory and technical assistance.
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The larger role played by donors in providing
finance to low-income countries also increases the
need for coordination among donors to improve
effectiveness. Individual donors at times have pur-
sued their own agenda, which can sharply reduce
the benefit derived from their assistance. Some re-
cipient governments have also had difficulty man-
aging a large number of donors and donor
projects. This, coupled with the increased need to
provide aid in quick-disbursing form to support
policy action and for rehabilitation and mainte-
nance, has led donors and recipients to look to the
World Bank to increase its coordination efforts.

Monitoring arrangements for adjustment pro-
grams will have to be designed on a case-by-case
basis, in light of each borrower’s relationship with
the Bank, the IME and other multilateral institu-
tions. It is clear that increased collaboration be-
tween the World Bank and the IMF is required.
The areas of economic policy dealt with by each
institution are related and complementary, as is
the financial assistance each can provide. Further-
more, macroeconomic stabilization and structural
adjustment must be pursued simultaneously and
in a unified way: in short, as two sides of the same
coin—growth. Bank-Fund collaboration has grown
substantially in recent years as the two institutions
have sought to increase the complementarity of
their programs and their capacity to respond to the
needs of developing countries. Exploration of
ways to further improve this collaboration con-
tinues.

An integral component of this concerted interna-
tional adjustment with growth effort is increased
World Bank lending to countries that implement
serious policy reform. Higher levels of lending are
needed both to support these reform programs
and to stimulate other financial flows. The timing
and level of additional World Bank lending will, of
course, depend on the adoption and implementa-
tion by these countries of medium-term adjust-
ment programs. Since increased lending by the
Bank will naturally affect its own resource require-
ments, additions to its capital base will be needed
in the near future. As the ministers at the spring
1986 meeting of the Development Committee
agreed, the Bank should be provided with the ca-
pacity to increase its quality lending and should
not be constrained by lack of capital or borrowing
authority in meeting future demand. As a result,
increased attention is being given to the issue of
the potential size and timing of a general capital
increase for the Bank.






ricultural goods become less profitable than non-
traded goods, with further adverse consequences
on developing countries’ agricultural exports.

During the past fifteen years, this traditional bias
against agriculture has often been exacerbated by
the way countries have responded to changing
economic circumstances. Some countries have
failed to adjust exchange rates sufficiently in pe-
riods of rapid inflation, thus allowing their ex-
change rates to become overvalued, and have re-
lied instead on excessive foreign borrowing and on
ad hoc exchange and trade controls. Such ad hoc
measures usually come on top of more permanent
trade restrictions and make the discrimination
against agriculture worse.

Sectoral policies that keep the domestic farm
prices of agricultural products below their world
prices at country borders (adjusted for internal
transport and distribution margins) have also con-
tributed significantly to the bias against agricul-
ture. It makes little difference from this point of
view whether farmers receive low prices because
of taxes on their outputs or because of excessive
margins charged by parastatal marketing agencies.
The effects of low prices for farm output are not
generally offset by the subsidies that many govern-
ments provide on credit and modern farm inputs.
Typically, these subsidies lead to rationing and
shortages and benefit larger and better-off farmers
more than smaller and poorer farmers.

This chapter discusses the extent to which
economy-wide trade and exchange rate policies, as
well as sectoral tax and price policies, discriminate
against agriculture in developing countries and ex-
amines the effects of this discrimination on agricul-
tural output and incomes. It also discusses how
costly agricultural taxation can be in practice and
points to several alternative ways of moderating
the costs.

The next chapter reviews the rationale for gov-
ernment programs for price stabilization, con-
sumer subsidies, and producer input subsidies—
all three of which are used to promote a variety of
distributional and income objectives. It is shown
that these programs are far less effective than they
are thought to be in promoting either a more effi-
cient allocation of resources or a more even distri-
bution of income.

Economy-wide policies and agriculture

Trade, exchange rate, fiscal, and monetary policies
have a significant impact on agriculture in develop-
ing countries, and their effects often overshadow

62

those of sector-specific policies. These policies are
leading determinants of the movement of capital
and labor between agriculture and the rest of the
economy, the growth and composition of agricul-
tural output, and the volume and composition of
trade in agricultural products. They are often the
principal sources of bias against agriculture, and as
such they inhibit the growth of real incomes in
rural areas, where the concentration of poverty is
greatest.

Sources of bias

Many developing countries have continued to pro-
mote industrialization through generous protec-
tion to industry. This strategy increases the prices
of industrial import substitutes relative to the
prices of agricultural import substitutes and ex-
ports. It also raises the prices of protected farm
inputs. By lowering output prices relative to indus-
try and by increasing the cost of modern inputs,
inward-looking strategies implicitly tax agricul-
ture. Table 4.1 gives some indication of how the
differential protection given to industry has low-
ered the relative profitability of agriculture in many

Table 4.1 Protection of agriculture compared with
manufacturing in selected developing countries

Relative
Country and period Year protection ratio®
In the 1960s
Mexico 1960 0.79
Chile 1961 0.40
Malaysia 1965 0.98
Philippines 1965 0.66
Brazil 1966 0.46
Korea 1968 1.18
Argentina 1969 0.46
Colombia 1969 0.40
In the 1970s and 1980s
Philippines 1974 0.76
Colombia 1978 0.49
Brazil® 1980 0.65
Mexico 1980 0.88
Nigeria 1980 0.35
Egypt 1981 0.57
Peru® 1981 0.68
Turkey 1981 0.77
Korea® 1982 1.36
Ecuador 1983 0.65

a. Calculated as (1+EPR,)/(1+EPR,,), where EPR, and EPR,, are the
effective rates of protection for agriculture and the manufacturing
sector, respectively. A ratio of 1.00 indicates that effective protection
is equal in both sectors; a ratio greater than 1.00 means that protec-
tion is in favor of agriculture.

b. Refers to primary sector.



countries. The ratios in the table show the extent to
which value added in agriculture has been pro-
tected relative to value added in industry. With the
sole exception of Korea, all countries in the sample
discriminated against agriculture, especially Nige-
ria, Colombia, and Egypt.

But this is not the only way inward-looking strat-
egies affect agriculture. There is another effect that
works through the real exchange rate (the ratio of
the prices of traded goods to the prices of non-
traded goods). Industrial protection makes the real
exchange rate lower than it would be otherwise.
Thus, the production of import substitutes and ex-
ports in agriculture suffers for two reasons: in-
creased profitability of protected industrial outputs
and increased profitability of nontraded goods. Re-
sources move from the traded agriculture sector to
these other sectors, and as they do, rural real
wages may rise; this increases the cost of farming,
which is typically very labor-intensive in develop-
ing countries.

Several studies have shown how policies that
protect industry affect the prices of agricultural
products compared with the prices of protected
industrial products and of nontraded goods. In the
Philippines, from 1950 to 1980, heavy protection
for industrial consumer goods meant that prices of
agricultural exports were between 44 and 71 per-
cent lower (depending on the category of imports)
relative to the prices of protected traded goods and
were 33 to 35 percent lower relative to the prices of
nontradable goods. In Peru, a 10 percent increase
in tariffs on nonagricultural importables was found
to decrease the prices of traded agricultural goods
by 10 percent relative to the prices of those import-
ables and by 5.6 to 6.6 percent relative to the prices
of nontradables. Similar results have been ob-
tained in countries as varied as Argentina, Chile,
Colombia, Nigeria, and Zaire.

Policies on money supply and credit, public rev-
enues and expenditures, foreign borrowing and
investment, and exchange rate regimes have all
been of critical importance during the 1970s and
1980s. When expansionary monetary and fiscal
policies have led to higher inflation at home than
abroad, governments have often failed to adjust
exchange rates and have relied instead on increas-
ing import protection by employing such devices
as quotas, exchange controls, and licensing. In
such circumstances, the currency becomes over-
valued and the bias against agriculture becomes
stronger because the increased protection usually
accrues to industry. Typically, food imports are ex-
cluded from restrictive measures in order to keep

urban food prices low: consequently, food imports
are implicitly subsidized. Furthermore, in trying to
reduce fiscal deficits, countries usually increase
sectoral taxes on agricultural exports and curtail
subsidy programs for agricultural inputs. As a
result of both implicit and explicit taxation,
agriculture—and the low-income groups that de-
pend on it—tends to bear the brunt of the adjust-
ment programs that ensue from destabilizing mac-
roeconomic policies.

The impact on agriculture can be especially pro-
nounced when import quotas are used, since
changes in the domestic price of an imported com-
modity are then determined not by supply, which
is fixed, but by the level of demand alone. Thus, by
increasing overall demand, an expansionary fiscal
policy would raise the domestic prices of goods
whose imports are restricted. The net effect would
be to reduce relative prices for agriculture and in-
crease discrimination against it.

Capital inflows from abroad and sharp increases
in the world prices of key exports also cause the
real exchange rate to appreciate. But this by itself is
not distortionary, although special sectoral mea-
sures may be needed to offset the effects on agri-
culture if the commodity boom is temporary and if
factor movements out of agriculture are difficult to
reverse. Typically, however, countries react to
commodity booms by initiating expansionary
monetary and fiscal policies, which leads to infla-
tion and a greater appreciation of the real exchange
rate than would occur simply because of the favor-
able change in the external terms of trade. The ef-
fects of this reaction continue even after the boom
ends, because by then commitments to large in-
vestment programs or to large recurrent costs have
already been made. This is what happened in Co-
lombia (see Box 4.1).

SECTORAL POLICIES. Policies within the agricul-
tural sector—such as trade duties, subsidies, and
parastatal margins—can, of course, mitigate or ex-
acerbate the implicit taxation caused by general
economic policies. What are the levels of trade du-
ties and subsidies in agriculture? Is agriculture ac-
tually taxed by sectoral policies, or is it subsidized?
Figure 4.1 provides an overview of sectoral trade
taxes and subsidies in various developing coun-
tries. These are measured as the difference be-
tween farmgate prices and border prices at official
exchange rates, after adjustments for internal
transport and marketing margins. This procedure
is employed because, apart from conventional
trade duties and subsidies, the use of quotas and
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The tendency to discriminate against domestic
production relative to imports produced by foreign
producers has been observed in Egypt, Mexico,
and other developing countries with large urban
food subsidy programs, although the degree of
discrimination against domestic producers and the
mechanisms used have varied. The costs of this
discrimination are discussed later in this chapter.

It is often thought that if the border prices rele-
vant to a country are depressed by policies
abroad—for example, due to export subsidies—the
country concerned should take countervailing
measures to keep its domestic prices higher. The
issue, however, is not how border prices are
formed but what they are likely to be in the future.
When countries can indefinitely obtain goods
more cheaply from abroad than they can produce
them, the usual arguments for open trade apply.
Thus, if prevailing prices are expected to continue,
countervailing actions will hurt rather than help a
country. However, countervailing measures may
be warranted if the average level of a border price
is likely to increase sharply in the short run be-
cause of policy changes abroad. The practice of
paying domestic producers of import substitutes
and exportables less than border prices is, of
course, precisely the opposite of countervailing
measures.

SECTORAL POLICIES AND REAL EXCHANGE
RATES. While sectoral pricing and trade policies
frequently exacerbate the general economic bias
against agriculture, their effects cannot be assessed
in isolation from real exchange rate movements.
Efforts to improve sectoral policies can easily be
outweighed by appreciations in real exchange
rates resulting from inappropriate macroeconomic
policies. This is most easily seen in sub-Saharan
Africa, where, for a variety of reasons, real ex-
change rates appreciated most sharply during the
1970s and early 1980s. For the sub-Saharan African
countries as a group, real exchange rates appreci-
ated by 31 percent between 1969-71 and 1981-83,
as shown in Table 4.2. Exchange rate overvalua-
tions were particularly large in Ghana, Nigeria,
and Tanzania. ,

Since in sub-Saharan Africa—as in many other
areas of the developing world—the cost of modern
farm inputs imported or produced at home is only
a small fraction of total farm costs, the importance
of real exchange rate appreciations with regard to
sectoral policies can be seen by looking at trends in
farm output prices. Insofar as real labor costs in-
creased as a result of the out-migration of labor

Table 4.2 Index of real exchange rates in selected

African countries
(1969-71 = 100)

Country 1973-75 1978-80 1981-83
Cameroon 75 58 80
Céte d'lvoire 81 56 74
Ethiopia 93 64 67
Ghana 89 23 8
Kenya 88 69 86
Malawi 94 85 94
Mali 68 50 66
Niger 80 56 74
Nigeria 76 43 41
Senegal 71 60 85
Sierra Leone 100 90 73
Sudan 76 58 74
Tanzania 85 69 51
Zambia 90 79 86
All sub-Saharan

Africa 84 62 69

Note: The real exchange rate is defined as the official exchange rate
deflated by the ratio of the domestic consumer price deflator to the
U.S. consumption deflator. A fall in the index indicates exchange
rate appreciation. Data are three-year averages.

Source: Kerr (background paper).

from agriculture, the adverse effects of macroeco-
nomic policies would have been greater than indi-
cated by output price trends alone.

Suppose, for example, that in one year farmers
received only half the border price at the official
exchange rate—that is, the nominal protection co-
efficient was 0.5. Suppose also that the govern-
ment eliminated this difference over a period of
time, during which the exchange rate became
overvalued by 50 percent because it was not ad-
justed in line with the excess of domestic inflation
over inflation abroad. Even though farmers would
seem better off nominally, in real terms they would
actually be as badly off as they were originally.

The trends shown in Table 4.3 show how real
farm incentives have been eroded over time de-
spite apparent improvements in nominal terms.
Using official exchange rates, one would infer that
incentives for cereal production in Africa increased
by 51 percent between 1969-71 and 1981-83, or, in
other words, that domestic prices increased signifi-
cantly more than border prices. But when border
prices are calculated taking the real appreciations
into account, the actual increase in incentives was
only 9 percent. For export crops, incentives nomi-
nally increased by about 2 percent. However, they
actually declined sharply—by 27 percent. Com-
pared with the situation in 1969-71, by 1981-83 real
incentives to export crops declined in all the coun-
tries shown in the table. This illustrates that agri-
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Table 4.3 Index of nominal and real protection coefficients for cereals and export crops in selected

African countries, 1972-83
(1969-71 = 100)

Cereals Export crops
1972-83 1981-83 1972-83 1981-83
Nominal Real Nominal Real Nominal Real Nominal Real
Country index index index index index index index index
Cameroon 129 90 140 108 83 61 95 75
Céte d'Ivoire 140 98 119 87 92 66 99 71
Ethiopia 73 55 73 49 88 71 101 66
Kenya 115 94 115 98 101 83 98 84
Malawi 85 79 106 100 102 94 106 97
Mali 128 79 177 122 101 83 98 70
Niger 170 119 225 166 82 59 113 84
Nigeria 126 66 160 66 108 60 149 63
Senegal 109 79 104 89 83 60 75 64
Sierra Leone 104 95 184 143 101 93 92 68
Sudan 174 119 229 164 90 63 105 75
Tanzania 127 88 188 95 86 62 103 52
Zambia 107 93 146 125 97 84 93 80
All sub-Saharan
Africa 122 89 151 109 93 71 102 73

Note: The nominal index measures the change in the nominal protection coefficient with border prices converted into local currency at official
exchange rates. The real index measures the change in the nominal protection coefficient with border prices converted into local currency at real

exchange rates. Data for Ghana are not available.
Source: Kerr (background paper).

cultural reforms need to go hand in hand with gen-
eral economic reforms.

Counting the costs

There are many indications that the costs of dis-
criminating against agriculture—either implicitly
through macroeconomic policies or explicitly
through sectoral policies—have been large. An im-
portant reason why this is so is that, contrary to a
long-held belief, farmers in developing countries—
as in industrial countries—respond strongly to
prices. The crops they grow, the amounts they
produce, and the technologies they adopt depend
greatly on the policy environment. ’

There is a large body of evidence that indicates
that the supply response in developing countries is
not low. A sample of the numerous estimates made
by researchers of supply responses for individual
crops is shown in Table 4.4. The lower end of the
range shows short-term supply responses, the up-
per end long-term responses. Even in the short
term, the supply responses are significant, consid-
ering the high level of taxation to which farmers
have often been subjected. Supply responses are
widely believed to be especially low in Africa. In
fact, however, many studies suggest that they can
be as high as they are elsewhere. The high supply
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response of African farmers, who have to make do
with a poor infrastructure and imperfect markets, is
evident in Niger (see Box 4.2).

Empirical work has indicated that the supply re-
sponse for all crops taken together is lower than
the responses for individual crops. This is partly to
be expected: If a government taxes only one crop,
resources need not be withdrawn from farming al-
together. They can be shifted to other crops so that
total farm output does not fall by as much as the

Table 4.4 Summary of output responses
to price changes

Percentage change in output
with a 10 percent increase in price

Other

developing
Crop Africa countries
Wheat 3.1-6.5 1.0-10.0
Maize 2.3-24.3 1.0-3.0
Sorghum 1.0-7.0 1.0-3.6
Groundnuts 2.4-16.2 1.0-40.5
Cotton 2.3-6.7 1.0-16.2
Tobacco 4.8-8.2 0.5-10.0
Cocoa 1.5-18.0 1.2-9.5
Coffee 1.4-15.5 0.8-10.0
Rubber 1.4-94 0.4-4.0
Palm oil 2.0-8.1

Source: Askari and Cummings 1976; Scandizzo and Bruce 1980.















neighboring Liberia. The experience with parallel
markets also reflects the changes that farmers
make to their pattern of production when crops are
discriminated against on official markets. In Tanza-
nia, higher food prices on the parallel market re-
sulted in a decline in the production of export
crops (such as cotton, tobacco, and pyrethrum)
when farmers switched to growing maize instead.
The losses in foreign exchange contributed to fur-
ther overvaluation of the currency, which de-
pressed export production still more (see Box 4.5).

THE COSTS OF MISJUDGING MONOPOLY POWER AND
COMPARATIVE ADVANTAGE. Perhaps the most strik-
ing evidence of the cost of export taxation can be
found in the reduced shares of many developing
countries in international trade. Many developing
countries tax exports of raw materials and bever-
ages in the hope of benefiting from their perceived
monopoly power in trade. The less responsive the
world demand is to prices and the higher a coun-
try’s share in world markets, the greater the coun-
try’s monopoly power. Quite a few developing
countries have had large enough market shares to
exercise some monopoly power. In the early 1960s,
Burma and Thailand each accounted for about one-
fifth of world exports in rice; India and Sri Lanka
each accounted for about one-third of world tea
exports; Nigeria and Zaire each accounted for
about one-quarter of world exports of palm oil;
Ghana accounted for two-fifths of world cocoa ex-
ports; Bangladesh had about four-fifths of world

exports of jute; and Indonesia and Malaysia ac-
counted for 30 and 40 percent of world exports of
rubber, respectively. All these countries, as well as
Brazil (coffee) and Egypt (long-staple cotton), have
tried to keep world prices high by restricting sup-
ply.

But the gains from exploiting monopoly power
have usually been limited because foreign con-
sumers have found alternative supplies or substi-
tutes and because domestic producers have had
lower incentives to invest in new technologies.
Countries that instituted heavy export taxes have
seen their market shares usurped by others with
more favorable policies toward producers. Ghana
and Nigeria have lost world market shares in cocoa
(see Table 4.5). In the early 1960s, Nigeria and
Zaire exported more palm oil than the main Asian
producers; by the early 1980s the Asian exporters
had captured more than 90 percent of the world
market. Egypt’s share of the world cotton market
in the early 1960s had been cut in half by the early
1980s. Sri Lanka has seen its share of the world tea
market fall from one-third in the early 1960s to
one-fifth in the early 1980s. In contrast, Kenya,
which encouraged tea producers, has seen its
share increase from less than 3 percent to more
than 9 percent during the same period. Box 4.6
discusses these trends.

Because prices of food and raw materials tend to
decline in real terms over the very long term, many
believe that investment in agriculture—especially
in primary products—is a losing proposition and

Table 4.5 Growth in output and exports, and the export market shares of cocoa and palm oil

in selected developing countries, 1961-84

Avera,

Commodity eenises change perconist chamge Export market shares

and country in output, 1961-84 in exports, 1961-84 1961-63 1982-84

Cocoa

Africa 0.1 -0.6 80.0 64.1
Cameroon 1.5 0.5 6.8 6.9
Céte d'lvoire 7.3 6.0 9.3 26.3
Ghana -3.7 -4.2 40.1 14.4
Nigeria -2.0 -1.9 18.0 11.2

Latin America 3.2 0.9 16.7 18.5
Brazil 4.5 2.7 7.3 10.9
Ecuador 2.5 2.2 3.2 2.6

Palm oil

Africa 1.8 -6.4 55.8 1.9
Nigeria 1.4 —-23.6 23.3 0.2
Zaire -1.8 -15.5 25.1 0.1

Asia 15.0 14.8 41.8 95.0
Indonesia 9.7 6.2 18.4 8.2
Malaysia 19.0 18.0 17.9 70.6
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output taxes. The taxation of land is an approach
that has been used successfully in the past. Since
land taxes are paid regardless of how the land is
used, they discourage increases in productivity
less than does taxation through depressed prices.
The Japanese experience with an agricultural land
tax is an object lesson in reducing the distortions
caused by taxation (see Box 4.9). In this case, the
rate of taxation was also moderate—it captured less
than 7 percent of agricultural value added in a sec-
tor that was benefiting from rising relative prices.
And Japan’s land tax was not unique in the late
nineteenth and early twentieth century. The agri-
cultural tax system in Thailand, for instance, was
also based on a land tax. Since there was an open
land frontier in Thailand and since there was con-
cern that a land tax would discourage settlement of
new land, the tax was not applied to newly culti-
vated land. Different tax rates were applied to dif-
ferent kinds of land according to their fertility. As
in Japan, rates were kept low (between 5 and 10
percent of agricultural output). Rights to land were
linked to a household’s ability to settle, cultivate,
and meet the tax obligations on the land. The tax
system and land settlement policy established a
system of independent smallholders that is still ev-
ident in a low rate of landlessness and Thailand’s
particular tenancy arrangements.

Despite its attractions, land taxation, once a sig-
nificant means of raising revenue, is now rarely
used. Its demise cannot be explained by high ad-
ministrative and collection costs alone. A land tax
register can be much less detailed and accurate
than the registers needed to establish ownership
rights. Recent developments in satellite imagery
and readily available information on access to wa-
ter and proximity to markets can be used to set up
a workable land classification. Given the attractive-
ness of land taxation, expenditures involved in
generating such information are likely to be worth-
while. Market prices for land can also provide esti-
mates of the quality of different types of land.

But broadly based land taxes are not the only
alternative to commodity taxes. Other alternatives
exist in most countries. For example, where the
taxpaying unit can be easily identified and the po-
tential revenue per taxpayer is large, the applica-
tion of standard income taxes is both equitable and
cost-effective. This is an easy option in countries
where significant production takes place in private
or public estates. Tea and tobacco estates in Ma-
lawi, for example, have long been subject to per-
sonal income tax—collected on a pay-as-you-earn
basis—and to company income tax. In contrast,

with one minor exception in fiscal 1985, estates
have not been subject to export taxes. In this way,
substantial amounts of revenue have been gener-
ated without depressing producer incentives. This
approach could be replicated in other countries
where land ownership is highly concentrated. In
Latin America, for example, about 1 percent of the
population controls more than 50 percent of the
land and accounts for almost one-third of agricul-
tural output and more than one-sixth of total GNP.
The application of an income tax in such circum-
stances may be a more effective means of taxation
than efforts to introduce a more broadly based but
imperfectly implemented land tax.

This approach parallels procedures in other sec-
tors of the economy where income taxes are usu-
ally confined to large-scale enterprises. Develop-
ment of the tax system then involves expanding
the tax base by gradually incorporating smaller
and smaller units. In agriculture, this process can
be accelerated by using export taxes as presump-
tive income taxes—that is, export taxes or other
output taxes can be viewed as a prior collection of
income tax. Large estates and other entities paying
income tax on a regular basis would credit pay-
ments of export taxes against their income tax lia-
bilities. Smaller concerns which may not have paid
income tax in the past would have the option of
submitting a return should their payment of export
taxes seem excessive. Given that agricultural in-
comes are usually much lower than those in urban
areas and may often be below the standard exemp-
tion for income tax, this procedure implies rates of
effective export tax that are substantially lower
than those prevailing in many countries.

Yet another option is the use of multitiered price
systems whereby the tax falls on the intramarginal
quota rather than at the margin. The agricultural
pricing system prevailing in China before 1985 pro-
vides an example. To maintain incentives for in-
creased output at the margin, farmers were paid a
higher "above quota’ price (or an even higher ne-
gotiated price) on supplies in excess of their quota
deliveries. This approximated a land tax: the
farmers were obliged to pay a fixed tax (equivalent
to the difference between the quota price and the
higher price on residual sales multiplied by the
quota deliveries) and were free to sell all residual
output at a free market price. However, the ap-
proximation was not exact. Quota deliveries were
restricted to basic food grains and a few other com-
modities that enter the subsidized food distribu-
tion system. Thus, there was an incentive to evade
the burdens and a need to restrict the freedom of
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choosing which crops to grow. Quotas were set at
different levels in different regions, depending on
the state’s need for particular commodities, so that
the farmer’s ability to exceed "'quota’” deliveries,
and therefore to gain access to high marginal
prices, varied a great deal. Despite the disadvan-
tages of such a multitiered system, it should still be
an improvement over the high marginal tax rates
imposed by marketing parastatals in many coun-
tries.

It is also important to examine direct taxation
options for cost recovery in various projects fi-
nanced by the government. Public sector projects
in agriculture raise land values and thus create a
potentially useful tax base. Even if land taxes are
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not possible in all areas of the country, betterment
levies in project areas generally are. This issue is
explored further in the next chapter in the context
of irrigation projects.

This review of agricultural policies in developing
countries has not focused on the assistance that
governments have sought to provide through
price stabilization and farm input subsidy mea-
sures, nor has it reviewed the efficacy of consumer
subsidy programs in alleviating poverty and mal-
nutrition. Do such programs reduce the bias
against agriculture, or do they exacerbate it? That
is the central question addressed in the next
chapter.






movements for goods traded in free markets in
West African countries also support the proposi-
tion that efficient marketing channels help bind
markets together.

In contrast, numerous studies have indicated
that public sector marketing agencies can be rela-
tively inefficient. Staffing is one problem. Key
managers are often chosen for political reasons.
Even if the top management is competent, it is
often pressured into expanding staff for political
reasons. Flexibility in staffing is often lacking.
Competence and morale often deteriorate. Finan-
cial problems also are common. Funds may be in-
adequate or released at the wrong time. Public
agencies also often have unrealistic and inconsis-
tent mandates to generate government revenue,
provide cheap food, and create employment.

Perhaps more important, public marketing agen-
cies find it hard to handle the sheer complexity of
markets, especially in areas dominated by
smallholders. The agencies have to buy small
amounts of food from tens of thousands, even mil-
lions, of widely dispersed farmers in places where
communications are poor and where existing local
markets vary from place to place and change
quickly. Whereas farmers want to sell a bewilder-
ing variety of maize or millet of different origins,
freshness, or fine shadings of taste and quality,
each at a different price, state-organized systems
usually offer only one or two prices for each grain.
Some offer only one purchase price throughout
the year and for all locations.

As complex centrally controlled systems are
open to corruption, it is difficult for public agencies
to adopt the differentiated pricing policies which
are needed to promote efficient trade. But the costs
of not doing so can be great. For example, when an
agency offers a single price for all grades of a crop,
farmers want to sell to it only their lowest quality
grade. When the agency is in charge of exporting
the crop, as in the case of the rice marketing board
in Guyana, the low quality of its supplies discour-
ages foreign buyers.

In most of sub-Saharan Africa, public sector mar-
keting agencies have a legal monopoly over trade
for a wide range of commodities, although the
growth of parallel markets has limited their influ-
ence. Even when there is no legal monopoly, in-
adequately differentiated and inflexible prices un-
dermine private sector trading; so do unrealistic
trading margins. Private traders have been
crowded out in many countries, from Colombia
and Peru to Kenya and the Philippines.

Marketing problems are less severe when public
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Table 5.1 Price instability indices, 1964-84

International price

Commodity 1964-84 1974-84
Sugar 90.8 51.5
Cocoa 37.3 34.1
Rice 33.0 21.9
Coffee 32.0 37.7
Palm kernels 27.5 325
Wheat 24.3 16.9
Tea 21.7 23.6
Jute 21.2 26.8
Soybeans 20.8 9.9
Beef 16.7 11.3
Corn 16.6 15.6
Rubber 16.1 14.0
Sorghum 15.6 13.6
Cotton 14.3 10.7
Note: Index =
1 (n—ﬁy
N L P,

where P, and P, are actual and exponential trend values, respectively,
and N is the length of the period. Prices are mainly from the London
and New York markets, and they are deflated by the manufacturing
unit value (MUV) index (1984 = 100).

Source: MacBean and Nguyen, "’Commodity Price Instability’ (back-
ground paper).

marketing agencies are not subsidized or protected
by legal monopolies. The government of Indone-
sia, for instance, encourages public estates to buy
smallholder crops in order to guarantee farmers a
"fair’”’ price. In some cases the public estates co-
exist with private markets and influence their
prices through competition. In many other coun-
tries (such as Sri Lanka in the case of rice) the
public sector has been able to coexist and compete
with the private sector. In both Indonesia and Sri
Lanka, the private sector has proved more efficient
and has increased its share of the market despite
the subsidies that the public sector entities directly
or indirectly receive.

Although they are often inefficient and costly,
public marketing agencies nonetheless can provide
useful services. Some export marketing boards
have helped increase exports by exercising quality
control, arranging shipping, and providing pro-
ducers with technical advice and information. It is
necessary to note, however, that these services do
not require monopoly trading powers. Private ex-
porters’ or producers’ associations could perform
the same functions more efficiently.

Governments have an important role to play in
encouraging efficient markets. They can assist
competition, but creating public monopolies to off-
set the threat of private ones does not do this. The






cultural raw materials can also be similarly risk
averse.

But it is possible to overstate the benefits of stabi-
lization. Farmers, for example, can lose rather than
gain if incomes fluctuate because of variations in
crop yields and outputs—stable prices can then de-
stabilize incomes. It is also possible that, on aver-
age, the unit costs of raw materials for an agro-
industry will be less if prices fluctuate than if they
are stable. Moreover, farmers, consumers, traders,
and industrial users can reduce the risks they face
by diversifying their activities, by using capital
markets, by storing products, and by sharing risks
through purchase and sales contracts.

Stabilization is a particularly complex task for
any government to undertake, and its costs can be
very high. The mechanisms and costs of price sta-
bilization depend on whether the commodity is
internationally traded. The discussion below is
confined to traded goods.

FOOD CROPS. Stabilization of the prices of
staples—such as wheat, rice, and maize—is a major
concern in many developing countries, where the
poor spend a large proportion of their income on
these foods. In many cases these staples are im-
ported. What will happen if unrestricted private
foreign trade is permitted without any border mea-
sures, and how can stabilization measures be in-
troduced?

In the absence of trade duties and quotas, do-
mestic prices are determined by world prices at the
country border, the exchange rate, and domestic
marketing margins. Private traders can and do im-
port and store. Private markets can also manage
risks in other ways:

® Farmers can adapt their cropping patterns,
crop choices, and input uses to reduce the risks of
income fluctuations; consumers can adapt their
consumption patterns by substituting different
items of food; agro-industries can smooth out cost
fluctuations by using the capital market and by
storing their inputs.

*® International futures markets can be used to
hedge risks, and options markets can be used to
provide insurance. These special types of
markets—explained in Box 7.2 in Chapter 7—are
limited at present, but their growth would be pro-
moted if developing countries were willing to use
them.

An unregulated system can, of course, cause
fluctuations in the availability of foreign exchange,
and the need to make large outlays for imports in
periods of high world prices cannot be ruled out.
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Governments can reduce such risks by holding
greater amounts of foreign exchange reserves, by
using international capital markets, or by using the
Compensatory Financing Facility (CFF) of the In-
ternational Monetary Fund (see Chapter 7).

The use of these mechanisms will not, of course,
make domestic prices more stable than interna-
tional prices. If greater stability is sought, trade
interventions become necessary. Thus, import tar-
iffs can be used to keep domestic prices higher in
periods of low prices, and import subsidies or re-
bates can be used to keep domestic prices lower
when world prices are high. Such a scheme is all
that would be necessary for a traded good; no pub-
lic buffer stocks would be required. It is important
to note that while these schemes might be simpler
and less costly to operate than buffer stocks, they
are not without cost. As seen in Chapter 4, trade
interventions involve efficiency losses which can
become large as tariffs and rebates are increased.

In the case of food, however, developing coun-
tries typically do not follow schemes of this sort.
Instead of using import tariffs or rebates, govern-
ments establish trade monopolies; instead of rely-
ing on private storage, they run public buffer
stocks. In some countries (Brazil, for example) spe-
cialized agencies operate buffer stocks, while in
others (Mexico and India, for example) the stabili-
zation function is combined with other functions—
in particular, the provision of consumer subsidies
in urban areas.

Practices vary in other ways too. In many South
Asian and Latin American countries, imports are
used sparingly to add to stocks, while more liberal
policies are followed elsewhere, as in Indonesia.
For any given size of buffer stock, the choice be-
tween domestic procurement and imports is criti-
cally important in controlling costs. For example,
in the case of India, great savings might be possi-
ble by increasing the use of trade, as discussed in
Box 5.2.

The chief costs involved in a buffer stock opera-
tion are the costs of storage facilities and interest
charges. Because of inefficiencies in public opera-
tions, the multiplicity of objectives that public
agencies may be required to pursue, and the fact
that governments often seek degrees of stabiliza-
tion that necessarily entail losses, public agencies
often need subsidies—both direct cash subsidies
and indirect subsidies in the form of low interest
rates on loans (see Box 5.2).

Subsidization of public buffer stock operations
crowds out private storage activities and leads to
much larger public stocks—and higher costs—than












come readily apparent when an overvalued ex-
change rate or consumer subsidies increase con-
sumption of imported foods at the expense of
goods that are produced locally. Per capita con-
sumption of wheat products and rice in West Af-
rica grew at an average annual rate of 8.5 and 2.8
percent, respectively, between 1966-70 and 1976-
80. Consumption of traditional foods has either
barely grown (by 0.27 percent for maize) or de-
clined (by 1.5 percent for millet and 1.69 percent
for sorghum). Such changes in diet were partly
connected with increasing incomes and urbaniza-
tion. But the main reason was that urban con-
sumption was implicitly subsidized by overvalued
exchange rates which made imports appear cheap
in comparison with domestically produced coarse
grains. While the international price of rice was
three times that of sorghum, in West Africa it was
rarely more than twice as much and sometimes
only the same. The price of wheat flour in Cote
d’Ivoire and Nigeria was about the same as that of
maize, while in developing countries with free
trade policies wheat flour often cost more than
twice as much as maize. The strong correlation be-
tween wheat imports and real bread prices in Table
5.2 shows the effects of exchange rate overvalua-
tions and consumer pricing policies.

The benefits of food subsidy programs are
harder to estimate than the costs because it is diffi-
cult to measure social gains objectively. Granted
this, however, the programs may not benefit recip-
ients in the way intended. Consider attempts to
help unskilled workers in towns by providing
cheap food. This may pull in more unskilled work-
ers from the countryside and eventually reduce ur-
ban wages to parity with the level of rural ones. If
part of the burden of these programs is shifted
back to agriculture by depressing farm prices, rural
wages will be reduced, which will harm unskilled
workers in both rural and urban areas. This is what
happened in Thailand, where rice prices were de-
pressed for the benefit of urban consumers.

The rural poor (small farmers, small traders, and
unskilled workers) tend to be dispersed, unorgan-
ized, and politically inarticulate. Urban elites (or-
ganized labor, the middle class, the military, and
public sector employees) are typically organized
and powerful. When governments intervene to set
the price of a commodity, political decisionmaking
tends to take over, so that prices are determined by
the relative power of the interested parties. Budg-
etary limits often mean that only a part of total
supplies will be available at the subsidized official
price. If so, the more powerful urban groups tend

Table 5.2 Trends in bread prices and consumption and imports of wheat, selected years, 1969-81

(average annual percentage change)

Real bread price,
1970-80

Country group

Wheat, 1969-71 to 1979-81

Per capita
consumption

Per capita
imports

Algeria, Bolivia, Egypt,
Ethiopia, Guatemala,
Iran, Iraq, Mexico, Zaire

Brazil, Dominican
Republic, El Salvador,
Gambia, Ghana, Kenya,
Paraguay, Tanzania

Burundi, Cameroon,
Ecuador, India, Kuwait,
Libya, Malawi, Pakistan,
Panama, Saudi Arabia,
Somalia, Sudan

Burkina Faso, Cote
d’Ivoire, Hong Kong,
Korea, Mauritius,
Singapore, Turkey,
Uruguay, Zambia

Colombia, Costa Rica,
Thailand, Venezuela

Argentina, Bangladesh,
Burma, Indonesia,
Malaysia, Peru,
Philippines, Senegal

-3.0to -5.0

0.0to -3.0

0.0t0 3.0

3.0t05.0

Less than —5.0 3.5 11.7

3.2 49

2.1 -1.9

0.7 -3.7

0.1 -4.4

More than 5.0 0.1 -11.5

Source: CIMMYT 1983.
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served their effects on nearby farms.

¢ Risk aversion, which leads farmers to use less
than profit-maximizing levels of fertilizers, may
justify a little subsidization in some regions but not
much. Moreover, fertilizer use need not involve
substantial increases in risk; for example, farmers
apply top dressings of urea only after they are sure
the crop is established. The impact of risk aver-
sion, judged by the difference between how much
fertilizer should be used and actual levels of use, is
small. A World Bank study suggests that even
when farmers are strongly risk averse, their fertil-
izer use will be at most 15 percent less than it
would be if they were trying to maximize profits.

* Credit constraints arise out of capital market
imperfections such as inadequate information
flows, high transaction costs, and requirements for
collateral. As a general rule it is better to eliminate
the source of a problem than to compensate for it.
The long-term solution for imperfection in rural
credit markets lies in improving the operation of
credit markets, not in subsidizing other inputs.

* The income distribution argument involves
many empirical questions concerning the nature of
demand for fertilizers across households classified
by income level and the adequacy and equity of
the rationing systems that often accompany subsi-
dized input distribution. A study of fertilizer use in
Senegal revealed that the benefits of subsidization
went mostly to better-off farmers—those in better-
watered areas. This is true more generally: those
farmers benefiting most from irrigation also benefit
most from fertilizer subsidies, and they often tend
to be better-off farmers.

¢ The soil-enrichment and conservation argu-
ments in favor of fertilizer subsidies do not stand
up under close analysis. There may be a case for a
temporary subsidy where population growth has
accelerated and farmers may not learn about fertil-
izers fast enough to prevent severe damage to soil
quality. But in the most vulnerable areas—the
semiarid tropics—what is most often needed is the
adoption of less expensive and better adapted or-
ganic fertilizers and the use of moisture-retaining
methods, such as ridging to prevent rainfall run-
off. Neither of these is encouraged by the existence
of fertilizer subsidies, and such subsidies actually
discourage the use of organic fertilizers. Moreover,
there is some evidence that sustained use of chem-
ical fertilizers can actually reduce fertility. In
Burkina Faso, for example, sorghum yields de-
clined after seven years of chemical fertilization, as
aresult of soil acidification, potassium deficiencies,
and aluminum toxicity. Only by combining large
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applications of animal manure with chemical fertil-
izers was soil fertility maintained or improved.

Apart from the foregoing considerations, special
arguments are often put forward to encourage fer-
tilizer subsidy policies. It is often thought that fer-
tilizer subsidies are needed as a part of a fiscal
package to minimize the efficiency cost of raising a
given amount of revenue from farmers. If a gov-
ernment wants to tax smallholders and the only
feasible method is a tax on their marketed surplus,
the best way to raise a given amount of revenue
may sometimes involve subsidizing fertilizers to
boost production and the volume of marketed sur-
plus. Such an argument needs to be treated with
caution. First, the revenue targets should be exam-
ined carefully rather than taken for granted. Sec-
ond, the subsidy and tax rates may change radi-
cally over time, so that rapid policy changes will be
required. Third, it assumes that subsidizing fertil-
izers can offset the negative production response
to low producer prices—an assumption that is
questionable at best. Even when a subsidy can be
justified in special cases, the large and indiscrimi-
nate subsidies often seen in practice are not war-
ranted.

Fertilizer subsidies are typically provided
through public distribution systems. Apart from
the inefficiencies that may be entailed in these sys-
tems, the distribution policies discourage potential
private suppliers, such as traders, shopkeepers,
transporters, local artisans, and large farmers. The
most significant long-term cost of subsidy pro-
grams may indeed lie in the obstacles they put in
the way of private suppliers, whose services are
essential to transforming backward farm econo-
mies. Some of the problems that arise with public
monopolies of fertilizer distribution are:

* Fertilizers marketed by the public sector often
arrive too late to be used to maximum effect. The
reasons for late delivery vary from country to
country, but some are often inherent in public sec-
tor marketing itself. The agency involved may not
know what its budget is until relatively late in the
crop cycle. Where there is a central tendering
agency for all government purchases, the process
is time-consuming. Distributing fertilizer in small
quantities to widely dispersed farmers can be ex-
tremely demanding. Where the public sector dom-
inates the transport system, the task often strains
its capacity.

* Government suppliers offer few varieties of
fertilizer, although particular crops or soils need
particular kinds of nutrient. Governments often
charge all users the same price, whatever their lo-



cations. They offer very few alternatives in nutri-
ent mix. In Cameroon, for example, only three
types of fertilizer were imported in the early 1980s:
ammonium sulfate, NPK 20-10-10, and urea. But
specific crops and specific regions (soils) have
more finely defined needs. The “’shotgun-type”’
approach nonetheless provides NPK 20-10-10,
say, for both coffee and maize, in humid forest
zones and semiarid regions. In much of the Sahel,
the fertilizer mix most commonly recommended
for millet and sorghum is based on the available
cotton complex fertilizer. Some indication of the
level of waste involved in these unrefined ap-
proaches is found in a study in Senegal that com-
pared optimal nutrient requirements with the stan-
dard compound fertilizer. The study indicated that
about 20 percent of the cost of fertilizer could have
been saved with no negative effects on physical
productivity. And this does not take account of the
full gains possible from the use of more varied
combinations of nutrients.

¢ In many cases all of farmers’ demand cannot
be met at subsidized prices. This leads to ration-
ing. Who gets how much fertilizer then depends
on the rationing process. Typically, the allocation
process favors the bigger farmers and thus negates
whatever equity benefits might otherwise have ac-
crued.

¢ The rationing process also leads to erratic fluc-
tuations in the actual cost of obtaining fertilizers,
and this hinders the learning process. Even when
farmers do learn the best uses of fertilizers, the
feedback to public agencies is often slow and im-
perfect. For example, in Burkina Faso the exten-
sion services continue to recommend that com-
pound fertilizers devised for cotton also be used
for millet and sorghum, despite evidence that the
long-term effects on yield are likely to be negative.

The difficulties discussed above also arise in the
case of pesticides. Subsidies on pesticides can radi-
cally change the relative profitability of chemical-
intensive as opposed to labor-intensive control
programs for pests. For example, it has been
shown that pests in cotton fields in Egypt can be
controlled by (a) choosing planting times that
avoid peak pest seasons, (b) adding fuel oil to the
irrigation water on the preceding crop, (c) hand-
picking egg masses from cotton plants, (d) care-
fully monitoring insect infestations to guide the
timing and extent of chemical spraying, and (e)
burning infested bolls at the end of the season.
Rice farmers in South China have also reduced
their use of pesticides by adopting pest-resistant
varieties, raising insect-eating ducks in paddy

fields, releasing predatory insects and bacterial
pathogens, and carefully monitoring pest popula-
tions. These techniques substitute labor and other
inputs for chemical inputs. Heavy subsidies on
pesticides geared to encouraging pest control can
have costly and unanticipated impacts on the
choice of techniques used to accomplish this goal.
Especially in labor-abundant countries, it may bea
waste of resources to encourage the substitution of
chemical pesticides for human labor.

Mechanization subsidies

Many developing countries promote agricultural
mechanization. Very large implicit subsidies arise
when overvalued foreign exchange rates are com-
bined with preferential allocation of rationed for-
eign exchange for mechanical inputs, a policy pur-
sued at one time or another by countries as diverse
as Colombia, Egypt, India, and Pakistan. Often,
farm machinery receives preferential tariff treat-
ment compared with what a uniform revenue tariff
on all agricultural and industrial inputs would war-
rant. In Colombia in the early 1960s, for example,
the 2 percent import duty and the 3 percent sales
tax on imported tractors were small in relation to
the degree of overvaluation of the currency, while
in Peru the import duty on tractors, at 20 percent,
was still lower than the average tariff on imports
and far below the percentage by which the cur-
rency was realigned in 1967. In some cases agricul-
tural income tax provisions provide another sub-
sidy by allowing farm machinery to be used as a
tax shelter. This is most often done via accelerated
depreciation provisions. An extreme example of
such a tax shelter is found in the income tax code
of Brazil: it allows for a deduction from farm in-
comes of six times the value of the machine in the
first year, thus generating tax losses whenever
large machinery purchases are made. Other farm
investments such as livestock are treated less fa-
vorably, and, of course, labor costs enjoy no pref-
erential tax treatment at all.

The benefits of subsidies are typically confined to
large farms and to regions with favorable climates
and good infrastructure. The subsidies provide the
wealthy rural population with a competitive ad-
vantage at the expense of poorer groups. For ex-
ample, in Brazil, as industrialization took place in
the state of Sdo Paulo, labor was drained from ru-
ral areas to meet the growing demand for urban
labor. In the face of rural labor scarcities, the de-
gree of mechanization would have been limited by
migration of labor from the northeast. However,
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Policy reforms

This chapter and Chapter 4 have highlighted many
of the difficulties that inappropriate pricing, trade,
and macroeconomic policies create for agriculture.
Some of the important lessons are:

¢ Macroeconomic policies can introduce a se-
vere bias against agriculture. Exchange rates and
the general pattern of prices and taxes need to treat
the different sectors of the economy in an even-
handed manner.

¢ Consumer price subsidy policies are expensive
and often do not benefit low-income groups as
much as intended, whereas they benefit middle-
and upper-income groups to a considerable de-
gree. Consumer subsidies can be effective only if
they are restricted to the lowest-income groups
and if their costs are controlled at levels that most
developing countries can afford without having to
resort to highly distortionary or inflationary means
of financing them.

* Input subsidies are not an effective method for
offsetting the adverse effects of low output prices,
nor are they appropriate instruments for redistrib-
uting income, since most of the subsidies accrue to
the larger and better-off farmers.

* While governments have played an important
role in agriculture through expenditures on activi-
ties which the private sector does not have the
incentive to provide, their role in providing a
sound environment for private markets should not
be underestimated. Although significant progress
has been made in a few countries, other govern-
ments could do more by eliminating parastatal mo-
nopolies and by improving the legal and institu-
tional framework required for the functioning of
competitive private markets.

The above list is not new: many governments in
developing countries recognize the need for re-
form, and several have begun to implement reform
programs. The experience of the past decade has
begun to dispel the pessimistic notion that positive
reform is impossible because of political con-
straints. There have been striking—one might say
revolutionary—reforms, and there have been oth-
ers of a less sweeping nature that have had signifi-
cant positive effects nonetheless.

Policy reform in China

The most far-reaching agricultural reforms of the
past decade have been undertaken in the People’s
Republic of China. Because of the scope of the re-
forms, which touch all aspects of the organization
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of agricultural production, pricing and marketing
of farm products, and allocation of labor between
farm and nonfarm activities, it is appropriate to
consider the reforms and their effects in some de-
tail.

Before 1955, farming in China was carried out on
some 100 million family farms averaging slightly
less than one hectare each. Between 1955 and 1958,
the agricultural organization was transformed first
into cooperatives and then into some 55,000 com-
munes, and direct planning and procurement con-
trols were introduced. Sown area, output, and
procurement targets became the main instruments
of policy. There were some successes: the develop-
ment and diffusion of modern seed varieties (espe-
cially high-yielding dwarf rice, hybrid maize, and
hybrid sorghum); a two-thirds increase in irrigated
land and an even greater increase in the share of
land irrigated with water supplied from pumps;
and the development of a modern and large chem-
ical fertilizer industry.

Nonetheless, agriculture contributed only mod-
estly to the growth of the economy during 1958-
77, which itself was modest. The main reasons
were the haste with which the commune system
was created, the emphasis on egalitarianism in the
distribution of rewards within accounting units,
the prohibition of private grain sales, the restric-
tions on internal trade, and the promotion of self-
sufficiency in staple foods at the provincial level.

In the mid-1970s, per capita output of grain was
no greater than two decades earlier. The produc-
tion of soybeans in 1975-77 was 30 percent below
the 1965-66 output, and per capita cotton produc-
tion was a quarter lower than in 1965-66. The slow
growth of farm output, combined with the strict
controls over the nonfarm activities of farm peo-
ple, led to near stagnation in farm incomes. By
1977-78, the average rural real income was, at best,
only slightly above the level of 1955-57. By 1978,
China was no longer self-sufficient in grain and
had to import grain to supply about 40 percent of
its urban population.

The reforms which began in 1979 were designed
to improve incentives for farm people and to re-
duce the intervention of the planning officials.
Some elements of reform were instituted from the
grass-roots level rather than from the top-level
government. The first major step was to increase
farm prices by between 25 and 40 percent in 1979,
the first significant adjustment in farm prices in
twelve years. The multitiered price system that
was set up provided better prices, increased pro-
duction, and boosted marketing through state



channels, as mentioned in Chapter 4. At the same
time, relative prices of various agricultural com-
modities were altered and the state eased long-
standing prohibitions against grain sales in rural
markets. The aim was to encourage different re-
gions to specialize in the crops they could grow
most efficiently. In a few cases the state guaranteed
supplies of grain to encourage specialized produc-
tion of nongrain crops. Restrictions on trade be-
tween regions were relaxed. The government also
allowed experiments with disbanding the collec-
tives in the poorest regions of the country. These
reforms proved popular and successful, and by the
end of 1983 about 95 percent of farm households
were managing their own plots under contracts
from collectives. To provide greater security and
more incentives to invest in improving the land,
many households have been guaranteed the right
to manage their farms for at least fifteen years.
There is now some scope for subletting land, and
in some provinces new laws allow parents to hand
down farms to their children. Collective agricul-
ture, by the mid-1980s, has given way to individ-
ual household management, if not formal owner-
ship.

The pace of agricultural growth since the reforms
began has been unprecedented (see Table 5.3).
Grain output grew from 305 million tons in 1978 to
407 million in 1984, an average annual rate of al-
most 5 percent. Grain production per capita has
exceeded both the government’s benchmark level
of 302 kilograms per capita in 1957 and the level of
per capita output achieved in the early 1930s—the
last normal years before World War II. Perfor-
mance has been even more impressive in the non-
grain crops. After two decades of sluggish growth,
output has soared since 1978. In the case of cotton,
traditionally China’s second most important crop

Table 5.3 Growth in production of selected

commodities in China, 1957-84
(average annual percentage change)

Commodity 1957-78 1978-84
Grain 21 4.9
Soybeans -1.1 4.2
Cotton 1.3 18.7
Oil-bearing crops 1.0 14.6
Sugarcane 3.4 111
Sugar beets 2.8 20.5
Tea 4.2 7.4
Tobacco 7.0 15.2
Meat 3.7 10.1
Fish 1.9 4.6

Source: Lardy (background paper).

Table 5.4 Growth in yields of selected

commodities in China, 1957-83
(average annual percentage change)

Commodity 1957-78 1978-83
Grain 2.6 6.1
Cotton 21 11.5
Peanuts 14 6.0
Rapeseed 3.1 10.2
Sugarcane 0.0 4.3

Source: Lardy (background paper).

(after cereals), harvests almost tripled between
1978 and 1984. The output of oilseed crops more
than doubled. Production of pork, beef, and mut-
ton exceeded 15 million tons in 1984, up about 80
percent since 1978. With the exception of aquatic
products, the levels of agricultural output achieved
by the end of 1984 far surpassed the target levels
for 1985 that were established by the Central Com-
mittee when it approved the first steps in agricul-
tural reform in December 1978. China has also re-
versed its growing dependence on imported grains
and has become a net exporter of coarse grains
(particularly maize), soybeans, and raw cotton—all
products that China had to buy on international
markets only a few years ago. In 1984, China regis-
tered its largest agricultural trade surplus in thirty-
five years.

The remarkable growth in Chinese agriculture
since 1978 was achieved without sharp increases in
total farm inputs: only the use of chemical fertil-
izers increased. The amount of land under cultiva-
tion declined by about 4 percent between 1978 and
1983; so did the use of other inputs, such as water
and pesticides. The area of farmland under irriga-
tion, the quantity of irrigated land served by mech-
anized pumping, and the use of tractors for land
preparation all fell in absolute terms between 1979
and 1983. Given increased employment opportu-
nities in rural small-scale enterprises, the number
of rural workers engaged in farming has probably
declined as well. Average per capita farm income
in current prices increased from 134 yuan in 1978
to 355 yuan in 1984. Even after allowing for price
increases, there is little doubt that the real income
gains in rural areas during the past seven years
have been very substantial and probably exceed
those achieved in the previous three decades.

With the possible exception of cotton, there is no
evidence of a breakthrough in farm technology
that could account for the growth in yields indi-
cated in Table 5.4. It is true that there have been
increases in the number of small tractors, in the
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out sub-Saharan Africa. The reform of the cotton
sector in Sudan illustrates how much can be
gained by taking small steps despite unfavorable
trends in the overall economy. Sudan’s irrigated
farming sector has been revitalized through
changes in the relationship between farmers and
management in irrigation schemes such as the Ge-
zira. This has involved abolishing the export tax on
cotton (the major crop in the Gezira scheme), low-
ering the nominal exchange rate applied to cotton
exports, and announcing producer prices before
the harvest and paying farmers promptly for their
cotton. Cotton production doubled between 1980-
81 and 1984-85 (see Box 5.10).

In many other African countries producer prices
for food have been increased in real terms, and it
has now become more profitable to grow staples to
substitute efficently for imports. Real producer
prices of traditional export crops have also risen.
Unskilled workers can earn higher incomes in
farming than in wage employment—a radical shift
from a decade ago. Consumer food price policies
are also changing in Africa, where urban con-
sumption has been heavily subsidized for many
decades. In countries from Madagascar to Maurita-
nia and Zambia to Mali, sharp increases in prices
have reversed long-standing subsidy policies.

More competitive marketing arrangements are
emerging. In some West African countries, export
marketing parastatals have either disappeared (for
instance, for groundnuts in Mali) or have been ex-
posed to competition. In Somalia the monopoly of
parastatals in maize, sorghum, and imported
foods has been eliminated. Madagascar has liberal-
ized domestic rice marketing, and Zaire has elimi-
nated its food marketing parastatals. The tendency
is not universal, and there are cases where market-
ing controls have been made more, rather than

less, extensive in recent years. But the trend is to-
ward more open marketing arrangements and
price policies that are more favorable for agricul-
tural growth.

Policy reforms in the pricing of fertilizers are also
noteworthy. Following the early years of the
Green Revolution, few notions took root as deeply
as the notion that fertilizers need to be subsidized
to encourage rapid technological change. Yet, re-
cently many of the East Asian countries have aban-
doned fertilizer subsidies; such subsidies are de-
clining in Bangladesh and Pakistan. They have
been cut back sharply in Benin, Burkina Faso,
Mali, Niger, Senegal, and Togo. The subsidization
of fertilizers and other inputs seems to be in clear
retreat throughout the developing world.

These examples illustrate the numerous reforms
that have been undertaken or are under consider-
ation in developing countries. Whether sweeping
in scope or restricted to particular aspects of sec-
toral policies, the reforms illustrate that political
institutions can have the capacity and the commit-
ment to devise and carry out significant policy
changes. This was also evident in the case of Sri
Lanka’s reform of its long-entrenched consumer
subsidy program for rice, as discussed in Box 5.4.

While this reformist trend also illustrates the
scope there is in developing countries for doing
better, one must not lose sight of the policies in
industrial countries which greatly influence the ex-
ternal environment. Do policies in industrial coun-
tries ease or exacerbate the difficulties faced by de-
veloping countries? What domestic objectives are
being pursued by industrial countries, and can
they be met at lesser cost to themselves and to the
developing world? These are the questions dis-
cussed in the next chapter.
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nomic shock or shift in priorities. They evolve un-
evenly, balancing changing economic circum-
stances and a variety of often conflicting interests:
the legacy of past policies, the political influence of
farm lobbies, and the constraints arising from pub-
lic spending limits, administrative convenience,
and international treaty obligations. And, while di-
rect income supplements may be the most efficient
way of raising farmers’ incomes, governments al-
most invariably try to do so by means of agricul-
tural price supports or cost-reducing subsidies.
Within that broad approach, however, there are
different policies for different circumstances:

* If a country has a large enough share of the
world market to influence the price, net importers
will favor policies that reduce world prices; net ex-
porters will favor the opposite. The EC—a large
importer of cereals when its common agricultural
policy (CAP) was designed—protects grain pro-
ducers with tariffs and import levies, which tend
to depress world prices; the United States, cur-
rently the world’s biggest grain exporter, imposes
acreage controls that are intended to raise prices.

* If public spending limits are tight, govern-
ments will—other things being equal—favor im-
port taxes over export subsidies. Both drive a
wedge between domestic and world prices, but,
while import taxes earn revenue for the govern-
ment, export subsidies absorb it.

* Some markets are easier to support than oth-
ers. Support is easiest and cheapest for crops and
products in which supply and demand are inelas-
tic, that is, quantities do not respond much to
changing prices. As a rule of thumb, land-
intensive products have lower short-run elastici-
ties of supply than others. It is no coincidence that
governments intervene more often in the market
for cereals than in those for poultry and pork. Ad-
ministrative convenience is also important. More
complicated rules are needed if products are heter-
ogeneous and markets are geographically dis-
persed. Governments can control the prices of
fruits and vegetables, which are highly perishable,
less easily than they can those of cereals, sugar,
and milk. Because sugar and milk are marketed
almost entirely through relatively centralized pro-
cessing facilities, governments are able to monitor
their output without much difficulty.

* Exchange rate and macroeconomic fluctua-
tions since 1972 have at times dominated commod-
ity policies. In the early 1970s the worldwide com-
modity boom and the weak U.S. dollar pushed
world grain prices above the levels that had been
established by U.S. price supports. In the early

1980s the strong dollar caused even nominally con-
stant U.S. support prices to be very high from the
point of view of grain importers and non-U.S. ex-
porters. This led to drastic cuts in U.S. support
prices in 1986.

*® International commitments sometimes con-
strain domestic policies. Because of international
ties dating back to colonial times, the EC still im-
ports sugar even though it has become self-
sufficient and even exports surplus sugar.

* The legacy of past policies weighs heavily
upon current ones. Policymakers are averse to dis-
mantling an administrative machinery that has
been laboriously constructed. Farm interest groups
are adept at defending gains from previous poli-
cies. It is difficult to change a policy even if its
failure can be demonstrated. Instead, a new policy
is introduced to offset its shortcomings. During the
1970s, improvements in milk yields reduced dairy
costs below official milk support prices, which
were actually raised. Governments found them-
selves flooded with milk surpluses, and spending
soared, increasing sixfold in the EC and fivefold in
the United States between 1974 and 1984. Instead
of lowering prices and letting consumers benefit
from the technical progress, however, govern-
ments have attempted to limit the amount of milk
sold at guaranteed prices (see Box 6.1).

How much protection?

The first and most obvious effect of industrial
countries” agricultural policies is to raise domestic
prices. Estimates of nominal protection coefficients
(NPCs)—domestic prices divided by border
prices—for several industrial countries and areas
are shown in Table 6.1.

These estimates need to be treated with caution.
With variable world prices but relatively stable do-
mestic ones, nominal protection coefficients vary
widely over time. Table 6.1 shows values for 1980-
82, but in 1985 protection was typically greater be-
cause world market prices were lower. Domestic
prices can be measured at several stages: the
farmgate, the intervention board, or the wholesale
market. Different countries report prices at differ-
ent stages, which makes comparison difficult.
Qualities and varieties of commodities also vary;
for example, many types of rice are consumed, and
their importance varies from country to country.
Because agricultural policies affect world prices,
the estimates do not measure what would happen
to world prices if the policies were abolished. Fi-
nally, nominal protection coefficients do not mea-
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quotas on exports from different countries almost
inevitably fail to reflect differences in costs.

A prominent set of import quotas or quantity
restrictions can be found in Japan. Behind very
tight restrictions on rice and beef imports, the Jap-
anese government has raised domestic producer
prices to around three times world prices (see Box
6.3). These prices have generated large domestic
rice surpluses, some of which have been sold as
animal feed or as subsidized exports. The losses in
this market alone totaled about $6 billion in 1980.

It is often alleged that countries use health and
quality standards to restrict imports. No one
doubts the need for such regulations, but their ex-
cessive or discriminatory use can be implicitly pro-
tectionist. Comparison of import restrictions in
four countries for which comprehensive figures are
available indicates that the percentage of food im-
ports subject to health standards is 95 percent in
Japan and 94 percent in Norway, but only 55 per-
cent in Switzerland and 60 percent in Australia.
These percentages do not tell the full story of pro-
tection, however, since they exclude the total pro-
hibition of entry for certain products.

Table 6.2 summarizes data on border policies for
agriculture pursued by industrial countries. It
shows which imports in industrial countries are
subject to nontariff barriers (NTBs). The figures do
not indicate how much each import is affected, nor
the value of imports affected, but merely the pres-
ence (or absence) of particular kinds of restriction
in each trade category. The table shows that indus-
trial countries’ imports of raw materials are largely
unimpeded by nontariff barriers; so are their im-

ports of tropical beverages. However, 70 percent of
their sugar and confectionary imports and more
than half of their meat and live animals and dairy
imports face at least one barrier. Fruits and vegeta-
bles and beverages other than tea, coffee, and co-
coa (mainly wine and fruit juice) are hardly af-
fected by variable levies; they are restricted either
quantitatively or by seasonal tariffs. Variable levies
are important for sugar, dairy products, meat, and
cereals.

Production quotas and input controls

Production quotas grant farmers the right to sell a
specified quantity of a crop at a guaranteed price. If
a farmer produces more, he must sell at lower
prices. To implement the quotas, governments
must monitor the output of individual farmers. So
far, this approach has been found administratively
feasible only for sugar, milk, peanuts, and tobacco.

Quotas are usually introduced when the budget
cost of surpluses becomes intolerable. If, for politi-
cal reasons, price levels cannot be reduced, quotas
are the only way to stem the outflow of public
funds. While production quotas have no direct
budgetary costs, they have significant economic
costs. They penalize consumers by raising prices,
they frequently allocate production rights to ineffi-
cient farmers, and they can distort the markets for
competing products. Import quotas on sugar in the
United States have artificially stimulated the pro-
duction of corn syrup. Similar consequences in the
EC have been forestalled by domestic production
quotas on corn-based substitutes.

Table 6.2 The frequency of application of various nontariff barriers in industrial countries, 1984

(percent)
Tariff quotas o Minimum price policies
and seasonal Quantitative
tariffs restrictions All Variable levies Total®
Commodity (1) 2) (3) 4) (5)
Meat and live animals 12.3 41.0 26.0 23.8 52.2
Dairy products 6.9 29.6 28.6 25.6 54.6
Fruits and vegetables 15.7 18.8 49 0.8 33.1
Sugar and confectionary 0.0 21.7 58.0 58.0 70.0
Cereals 1.7 109 21.7 21.7 29.0
Other food 0.8 16.3 13.5 13.2 27.0
Tea, coffee, cocoa 0.4 4.0 2.5 25 6.6
Other beverages 18.5 229 18.4 0.6 42.3
Raw materials 0.0 7.5 0.3 0.3 7.8
All agriculture 8.2 17.2 115 8.2 29.7
Manufactures 2.2 6.7 0.6 0.0 9.4

Note: Data are the number of import items subject to the nontariff barriers shown as a percentage of the total number of import items. The
industrial-country markets considered are Australia, Austria, the EC, Finland, Japan, Norway, Switzerland, and the United States.
a. This column will be less than the sum of columns (1), (2), and (3) if some imports are subject to more than one barrier.
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The U.S. tobacco program is the oldest system of
production quotas still in effect today. According
to a recent study, it cost consumers about $1 billion
a year from 1980 to 1984. It did not even benefit all
those who were growing tobacco. True, quota
holders were better off by $800 million, but many
of them had rented out their quotas. Producers
without quotas were worse off by $200 million.
The overall gain of $600 million to producers and
quota owners, coupled with the $1 billion loss to
consumers, implies a net loss to all concerned of
$400 million.

Once granted, production quotas are difficult to
remove because they become valuable property
rights. In British Columbia, Canada, the right to
sell the milk of a cow costs about eight times more
than the cow itself. Such rents create substantial
entry barriers to farming. They increase the
amount of initial capital required, although they
do not affect the long-term rate of return on invest-
ment in agriculture. Table 6.3 shows the prices that
tradable quotas command and the capital outlay
that they imply for family farms in Ontario, Can-
ada.

Controls on inputs are more common than con-
trols on output. Commonest of all are restrictions
on land. The United States has the longest history
of acreage controls. The first legislation, on grains
and cotton, was passed in 1933; the most recent
scheme, the payment-in-kind (PIK) program, was
started in 1983 and is in use again in 1986. Japan
has also used such measures, first to reduce rice
acreage and then to reduce citrus fruit output. The
government sometimes paid to uproot trees which
had been planted on paddy fields that had been
idled under a previous program.

In a large and open economy, voluntary acreage
controls are easier to administer than production
quotas. With quotas, all output has to be moni-
tored, and surpluses may have to be destroyed.
With acreage controls, only the land has to be
monitored, and governments can induce farmers
to join the system by paying them for each acre
they do not plant or by offering them higher prices

for their output if they leave some acres fallow (the
current practice in the United States).

The administrative costs of commodity programs
are formidable. The U.S. Agricultural Stabilization
and Conservation Service maintains a staff of
about 2,600 full-time employees, several thousand
more part-time employees, and some 3,000 county
committees, each made up of three local citizens,
usually farmers. In 1985 this cost $400 million.
Countless decisions must be made: What is each
farmer’s program acreage (the land on which pay-
ments may be made) for each crop? What is the
program yield—which determines how much the
farmer gets per acre from the legislated payment
per bushel? What can the farmer use his idled land
for, if anything? Are his storage facilities adequate?
Is he complying with the programs’ provisions?
Not surprisingly, it is too costly to monitor every
requirement, and local administrators may be
tempted to give farmers the benefit of the doubt.

Acreage controls are also wasteful because they
distort farmers’ input costs. They encourage
farmers to farm their permitted acreage more in-
tensively and at higher cost. Ironically, in order to
benefit when their program acreage is updated,
farmers may plow up land that might otherwise be
left as pasture, woodland, or swamp. Acreage con-
trols and input subsidies work at cross purposes;
each increases the cost of the other.

In the PIK program of 1983, U.S. farmers agreed
not to grow crops on a total of 77 million acres, 37
percent of the land sowed to grains, cotton, and
rice in 1982. Drought scourged the Midwest farm
states in 1983, and output in these crops fell by 41
percent. Prices rose by an average of 16 percent.
Farmers also gained because in payment for idling
their land they received up to 80 percent of the
quantity they could normally have grown. These
in-kind payments came from crops that had been
stored by the government. The total transfer from
consumers and taxpayers was worth about $20 bil-
lion. On top of this, the PIK program cost livestock
farmers and farm input industries billions of dol-
lars because increases in feed grain prices could

Table 6.3 The market value of quotas in Ontario, Canada, 1984

Size of family Quota cost
Product Unit price X farm unit = to acquire farm
Eggs $23 ahen 25,000 birds $580,000
Milk $3,500 a cow 40 cows $140,000
Tobacco $1.50 a pound 40 acres $310,000
Turkeys 54¢ a pound 25,000 birds a year $270,000

Source: Johnson, ”’ Agricultural Protection’” (background paper).
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not be fully passed on to consumers and because
farmers cut down on their use of fertilizers, seeds,
and other inputs.

Intervention and target prices

In nearly every industrial country, the government
offers to buy produce at a fixed price. This inter-
vention price represents the minimum return to
farmers and, unless they are constrained by quota,
determines their level of production. The govern-
ment finds it expensive to hold the stock it buys
and usually ends up selling it at less than cost,
either at home or abroad.

In the United States the federal Commodity
Credit Corporation (CCC) “’lends’’ cash to partici-
pating farmers, using grain held in approved stor-
age facilities as collateral. Farmers may repay the
loans, retrieve their crops, and sell them. Or they
may turn the crops over to the CCC as repayment.
The loan rate—the price at which the CCC lends—
defines farmers’ minimum prices. Because the
United States is the dominant grain exporter and
has few border measures to insulate its domestic
prices from world trading prices, the CCC loan
rate establishes a floor price in the world grain
markets. This means that when CCC stocks are
large, as they have been in the 1980s, the world
market price is fixed in dollar terms by the loan
rate, and this rate together with the value of the
dollar determines the border prices facing other
countries. Consequently, problems were created
for many grain-trading countries when, in 1986,
the loan rates for wheat and feed grains were cut
by 25 to 30 percent at the same time that the dollar
was weakening substantially. The reduction in the
support price for rice was even larger.

Since the mid-1970s, the United States has also
set a target price that is higher than the loan rate.
Deficiency payments make up the difference be-
tween market and target prices. In and of them-
selves, such payments would encourage produc-
tion and hence drive down domestic and world
prices. But this result is forestalled because farmers
must participate in acreage reduction schemes in
order to receive payments. Deficiency payments
for corn came to 48¢ a bushel in 1985—more than
20 percent of the market price. The percentage is
higher for wheat, rice, and cotton. These pay-
ments are almost certain to rise even further in the
future as new U.S. legislation cuts loan rates and
hence market prices. Deficiency payments are of-
ten defended on the grounds that they help
farmers who are in financial trouble. But in the

United States two-thirds of the payments in 1985
were estimated by the U.S. Department of Agricul-
ture to have gone to farmers who were wealthier
than the average citizen.

Consumer subsidies

Subsidies to consumers also contribute to the cost
of agricultural price supports. By making food
comparatively cheap, subsidies raise demand for
domestic output. Temporary or selective subsidies
can help reduce government stocks of surplus
commodities. European pensioners have periodi-
cally received slices of the EC’s butter mountain.
In the United States, the CCC donated $2.5 billion
in stockpiled commodities for domestic and for-
eign distribution in 1985. Subsidies shield con-
sumers from the high prices paid to producers and
probably reduce the political costs of agricultural
price support. In Japan, the official aim of support-
ing the price of rice is to ensure consumers ade-
quate quantities of reasonably priced rice. Once
the government decided on a policy of self-
sufficiency in rice—because it feared the effects of
external shocks—consumer subsidies became nec-
essary. Japanese consumer food subsidies cost
about $3.5 billion a year.

Other measures

Other policy instruments exist. Some countries
have state monopolies on imports, exports, or do-
mestic purchases, and their actions generate many
of the effects of subsidies or border measures.
State marketing boards have been important for
certain commodities in Canada, Australia, and
New Zealand. The range of subsidies is wide:
transport (in Canada, see Box 6.4), insurance (in
Canada and the United States), fertilizers (in Aus-
tralia), water (in the United States), and income tax
concessions (in France, Italy, the United Kingdom,
and the United States). Tax breaks are estimated to
have accounted for almost 20 percent of recent cap-
ital goods investment in U.S. agriculture.

The domestic gains and losses
from agricultural policies

Agricultural policies in industrial countries transfer
income from consumers and taxpayers to farmers
and landowners. They also reduce national income
in several ways. Subsidies cause farmers to use
inputs inefficiently. Artificially high food prices
mislead producers into using too many resources
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U.S. output affects world market prices, part of the
cost of the acreage controls is borne by foreign con-
sumers.

The figures in Table 6.5 suggest that agricultural
protection is an expensive way of transferring in-
come between various sections of society. In Ja-
pan, consumers and taxpayers lost $2.58 for every
$1.00 transferred to producers, not including the
efficiency losses caused by taxes raised to pay farm
subsidies. Furthermore, protection can transfer in-
come from the poor to the rich. In most countries

the main beneficiaries of price support are land-
owners and quota holders; the poor bear a dispro-
portionate share of the cost because they spend a
larger share of their income on food.

The figures in Tables 6.4 and 6.5 indicate the re-
source wastes that could be avoided if trade were
liberalized. They show what countries would
gain—after all the effects have worked through the
economy—if they abolished their agricultural poli-
cies. In the short term, however, because land,
capital, and labor would remain in farming, sup-

Table 6.4 The domestic efficiency loss from agricultural intervention in selected industrial countries

Efficiency loss
(billions of

Country or region and source Coverage Year 1980 dollars)
Canada
Josling 1981 Dairy products 1976-79 04
Barichello 1986 Wheat, barley, milk, poultry, eggs 1980 0.3
Harling 1983 Wheat, barley, oats, potatoes, beef, poultry, eggs 1976 0.1
Europe
Bale and Lutz 1981* Wheat, maize, sugar, barley, beef 1976 1.9
Buckwell and others 1982° All CAP commodities 1980 15.4
Bureau of Agricultural Economics

(Australia) 1985° All CAP commodities 1978 9.4
Bureau of Agricultural Economics

(Australia) 1985¢ All CAP commodities 1983 6.7
Tyers and Anderson (background

paper)® Grains, meats, dairy products, sugar 1980-82 24.1
Japan
Bale and Lutz 1981 Wheat, barley, sugar, beef, rice 1976 6.0
Otsuka and Hayami 1985 Rice 1980 29
Tyers and Anderson (background

paper) Grains, meats, dairy products, sugar 1980-82 27.4
United States
Rosine and Helmberger 1974 All commodities 1970-71 55
Gardner, "’Economic Consequences’’ Grains, dairy products, sugar, cotton, tobacco, 1984-85 3.9

(background paper) peanuts
Johnson, Womack, and others 1985 Grains, soybeans, cotton 1981-84 0.3

a. Data are for France, Germany, and the United Kingdom.
c. Data are for the EC, excluding Portugal and Spain.

b. Data are for the EC, excluding Greece, Portugal, and Spain.

Table 6.5 The annual domestic costs and benefits of agricultural protection to consumers, taxpayers,

and producers in the EC, Japan, and the United States

(billions of dollars unless otherwise noted)

Total
Consumer Taxpayer Producer domestic Transfer
Country and year costs + costs —  benefits = costs ratio
EC (1980)* 34.6 11.5 30.7 15.4 1.50
Japan (1976) 71 -0.4 2.6 4.1 2.58
United States (1985) 5.7 10.3 11.6 4.4 1.38

a. Excludes Greece, Portugal, and Spain.

Source: For the EC: Buckwell and others 1982; for Japan: Bale and Lutz 1981; for the United States: Gardner, ’Economic Consequences”’

(background paper).
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panding output and depressing domestic demand,
their policies reduce world prices and distort the
relative prices of agricultural and manufactured
goods. By granting special trading privileges to
remedy some of the harm, industrial countries can
make matters worse. And by destabilizing interna-
tional markets, their farm policies can amplify
rather than dampen commodity price fluctuations.
This section quantifies these effects using the
results of recent studies that look at what would
happen to trade if the policies were liberalized.

Supply and price effects

How much agricultural policies in industrial coun-
tries depress world prices depends on four things:
the level of protection, the extent to which domes-
tic surpluses lead to reduced imports or subsidized
exports, the share of world output and consump-
tion accounted for by the industrial countries, and
the responsiveness of supply and demand to price
changes in the world markets.

Agricultural prices and costs are the key to the
profitability of investment in agriculture. In indus-
trial countries, resources are diverted from other
sectors to agriculture. In developing countries,
which face low world prices for agricultural prod-
ucts but nonetheless tax domestic production, re-
sources are diverted from agriculture to industry.
As a result, agricultural production is favored in
industrial countries, even though in some of them
the costs of production are higher than in many
developing countries. This makes developing
countries export less and import more, even
though they could become—if they are not
already—efficient producers by making invest-
ments to acquire the necessary technology. The
longer agricultural protection is maintained in in-
dustrial countries, the more damaging it will be to
the world economy.

The impact of agricultural protection differs from
one developing country to another. It depends on
whether the country is a net importer or exporter
of each product. Exporters of commodities that are
in surplus in the industrial countries are most vul-
nerable. Thailand, which is heavily dependent on
exports of rice, has been severely threatened by
the recent cut in the U.S. export price of rice. To
reduce its surpluses, the United States slashed the
price almost in half—from $8.00 a hundredweight
in 1985 to about $4.20 as of mid-April 1986. In con-
trast, net food importers benefit from the low
world prices caused by current policies, and at first
sight it may appear that they would lose from lib-

eralization. But this need not be so if they liberalize
their domestic policies and allow domestic produc-
tion to substitute for imports. Moreover, some de-
veloping countries would be able to increase their
exports or become exporters for the first time.

The rate of protection varies among agricultural
products. So protection not only depresses the
overall level of world prices, but also distorts rela-
tive prices among agricultural products. Prices for
the most highly protected products—dairy prod-
ucts, beef, and sugar—are depressed more than
prices of other agricultural products. These dis-
torted prices make the use of resources in world
agriculture even less efficient. If Japan were to re-
duce its protection of rice of the varieties in which
other Asian countries have a comparative advan-
tage, they could produce more. Until recently,
farmers in the Netherlands produced vegetables in
greenhouses because energy costs were subsi-
dized. This discouraged Mediterranean countries
from exploiting their natural advantages in these
products.

Differing rates of protection hit developing coun-
tries especially hard when the rate of protection is
higher for processed agricultural products than for
unprocessed ones. Tariffs in industrial countries
are higher for wheat flour, pasta, cheese, and poul-
try than they are for wheat, milk, or feed grains
(see Box 6.7). As a result, industrial countries ex-
port larger quantities, and import smaller quanti-
ties, of processed goods than of the related raw
materials. The EC accounts for 11.4 percent of
world wheat exports but 48.9 percent of wheat
flour exports.

Subsidies and trade preferences

Some industrial countries have to give subsidies to
sell crops on world markets. Developing countries’
competitiveness, therefore, depends less on their
own efficiency than on political decisions in indus-
trial countries. And their ability to compete may be
undermined at any time by increased export subsi-
dies on industrial countries’ exports. Even when
industrial countries appear to provide developing
ones with market opportunities, the gains may not
last. High grain prices in the EC created new mar-
kets for feed grain substitutes such as cassava,
corn gluten feed, and citrus pellets. But China, In-
donesia, and Thailand, which produce cassava,
had to sign “voluntary’’ export restraint agree-
ments.

When a high-cost importing country becomes an
exporter, potential gains from trade are wasted.
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Table 6.6 Changes in export revenue, import costs, and efficiency gains for selected commodities
of developing countries caused by a 50 percent decrease in OECD tariff rates, 197577

(millions of 1980 dollars)
Absolute increase
All Middle- and
developing Low-income high-income
Commodity countries?® countries countries
Change in export revenue
Sugar 2,108 394 1,714
Beverages and tobacco 686 191 495
Meats 655 33 620
Coffee 540 123 417
Vegetable oils 400 60 339
Cocoa 287 21 265
Temperate-zone fruits and vegetables 197 60 137
Oilseeds and oil nuts 109 19 90
Other commodities 883 96 788
Total increase for all exports 5,866 998 4,867
Change in import costs
Cereals —-876 -530 -345
Other commodities —497 -152 —345
Total increase for all imports -1,373 —683 -690
Memo item: efficiency gains 922 -4 926

Note: As explained in Chapter 4, efficiency gains are estimates of the increase in the net sum of producer and consumer gains and losses, adjusted
for tax revenue changes; they are not measures of the difference between the increases in export revenues and import costs. Results of further
work on a later period reported by Zietz and Valdes (1985) for sugar and beef indicate somewhat larger gains in export revenue than shown here.
a. Includes developing countries with populations of more than 4 million in mid-1985.

Source: Valdes and Zietz 1980, pp. 31, 47.

and liberalize agricultural trade. But by how
much? Recent studies have made some progress in
quantifying the gains from liberalization.

The effects of trade and policy liberalization can
be observed when trade or domestic policies are
liberalized. Unfortunately, liberalization experi-
ments are rare. Estimates of multilateral or global
liberalization can be made only with the aid of sim-
ulation models.

Table 6.6 shows the results of a study by Valdes
and Zietz. They asked what would have happened
to developing countries if the OECD countries had
cut their tariffs on ninety-nine commodities by 50
percent. The study is based on figures for 1975-77.
According to Valdes and Zietz, developing coun-
tries” income would have increased by $922 million
in 1977 and their export revenues by almost $6
billion. Total export revenue would have risen by
11.0 percent; exports of low-income countries
would have risen by 8.5 percent. Because protec-
tion in the OECD countries has increased since
1977, the benefits of liberalization would be sub-
stantially greater in 1985.

Developing countries’ gains would have arisen
mainly from increases in the prices of tropical ex-
ports. The price of roasted coffee would have been
10.8 percent higher, that of coffee extracts 6.4 per-
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cent higher, cocoa paste cake 11 percent, and cocoa
butter oil 9 percent. Losses would have occurred
from higher prices of imported temperate-zone
crops, especially cereals. But increases in export
revenue would have more than compensated for
such losses. Valdes and Zietz estimated that prices
of most tropical products would have gone up
more than the price of wheat, the most important
agricultural import of developing countries. These
estimates ignore certain nontariff barriers to trade.
They also omit other important long-term effects.
Liberalizing agricultural policies of industrial coun-
tries would encourage outward-oriented policies
in developing countries, stimulate investment and
research in agriculture, and increase the export po-
tential of tropical products by more than the fig-
ures in Table 6.6 suggest. It is also likely that, be-
cause of cost advantages, some developing
countries would become exporters of commodities
that they import under current policies of the in-
dustrial countries. The estimates, therefore, proba-
bly represent the minimum benefits of liberaliza-
tion.

Because policies interact, it is difficult to judge
what would happen across the world as a result of
liberalization by groups of countries. European
and Japanese policies tend to reduce world prices



of wheat and rice; the acreage control policies of
the United States have tended to increase them. It
is possible that the policies could offset one an-
other so that industrial countries would lose while
the trade of developing countries remained rela-
tively unaffected. But if the policies of industrial
countries reinforced one another (as in sugar and
dairy products), the consequences for developing
countries would be more dramatic.

Interactions between commodities are also im-
portant. Industrial countries do not, on the whole,
intervene in markets for vegetable oils (such as
palm oil or coconut oil). But these may still be de-
pressed by industrial countries’ policies in other
markets. The EC’s feed grain policies increase de-
mand for feed grain substitutes, such as soybean
meal. This helps oilseed exporters such as Argen-
tina, Brazil, and the United States. But because
meal and soybean oil are joint products, these poli-
cies also affect the oil markets. Similarly, U.S.
grain price supports and acreage controls encour-
age production of soybeans, which is not con-
trolled. Thus, as a by-product of industrial coun-
tries” policies, soybean production is encouraged,
which depresses the world price of vegetable oils,
which harms export earnings of developing coun-
tries from palm oil and coconut oil.

Estimates of liberalization can reflect the com-
plexities of world markets by focusing on the con-
nections between commodity markets. That is
what a study by Tyers and Anderson does (see Box
6.8). They simulated the effects of unilateral trade
liberalization by individual countries or groups of
countries as well as of simultaneous liberalization

by both industrial and developing countries. Al-
though Tyers and Anderson cover only the main
temperate-zone commodities—and thus omit the
most important sources of gains to developing
countries—they nevertheless throw light on im-
portant aspects of trade and policy liberalization.
Qualitatively similar results were also obtained in a
study of free trade in agriculture carried out at the
International Institute for Applied Systems Analy-
sis.

Table 6.7 shows what Tyers and Anderson esti-
mate would happen to world prices and trade un-
der several scenarios: unilateral liberalization by
the EC, Japan, and the United States; multilateral
liberalization by all industrial countries and by all
developing countries; and global liberalization. All
the simulations indicate that the volume of world
trade in the group of commodities studied would
rise, although cross-price effects would entail small
reductions for a few individual commodities. Uni-
lateral liberalization by the EC would reduce world
trade in sugar because both its subsidized exports
and its preferential imports would end.

Most of the projections indicate that world prices
would rise. There are two exceptions: U.S. liberali-
zation, which would reduce world prices slightly
because ending acreage controls would increase
output of grains and rice; and developing-country
liberalization of rice and some livestock products,
which would reduce world prices by ending the
taxation of domestic producers that currently
holds down production.

Developing countries face higher import prices
when industrial countries liberalize. As a result,

Table 6.7 International price and trade effects of liberalization of selected commodity markets, 1985

Country or country

group in which Coarse Beefand Pork and Dairy

liberalization takes place Wheat grains Rice lamb poultry products Sugar
' Percentage change in international price level following liberalization

EC 1 3 1 10 2 12 3

Japan 0 0 4 4 1 3 1

United States 1 -3 0 0 -1 5 1

OECD 2 1 5 16 2 27 5

Developing countries 7 3 -12 0 -4 36 3

All market economies 9 4 -8 16 -2 67 8

Percentage change in world trade volume following liberalization

EC 0 4 0 107 3 34 -5

Japan 0 3 30 57 -8 28 1

United States 0 14 -2 14 7 50 3

OECD -1 19 32 195 18 95 2

Developing countries 7 12 75 68 260 330 60

All market economies 6 30 97 235 295 190 60

Note: Data are based on the removal of the rates of protection in effect in 1980-82. Data for the EC exclude Greece, Portugal, and Spain.

Source: Tyers and Anderson (background paper).
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Table 6.8 Efficiency gains caused by liberalization of selected commodities, by country group, 1985

(billions of 1980 dollars)
Industrial- Developing- Industrial- and
country country developing-country
Country group liberalization liberalization liberalization
Developing countries -11.8 28.2 18.3
Industrial market economies 48.5 -10.2 45.9
East European nonmarket economies -11.1 ~13.1 -23.1
Worldwide 25.6 4.9 41.1

Note: Data are based on the removal of the rates of protection in effect in 1980-82.

Source: Tyers and Anderson (background paper).

increase imports and hence prices. Liberalizing the
grain policies of developing countries would have
a bigger impact on prices than liberalization by the
OECD countries because the OECD countries’
grain policies tended to offset one another in the
period studied.

The projections show that the main beneficiaries
of unilateral liberalization are the liberalizers them-
selves (see Table 6.8). Industrial countries would
gain $48.5 billion if they liberalized unilaterally; de-
veloping countries would gain $28.2 billion if they
did the same. But each imposes losses on the
other. If both groups liberalized, neither would
gain quite as much individually, but the world
would be even better off.

So why do countries not tear down their agricul-
tural policies? The reason, of course, is that the
interest groups whose support the policies aim to
capture would lose. With OECD liberalization, the
overall gain to the industrial countries would be
$48.5 billion. But this figure comprises a net gain of
$104.1 billion to OECD consumers and taxpayers
and a $55.6 billion loss to producers.

It is interesting to note that the OECD countries
spent $27 billion annually during 1980-84 on offi-
cial development assistance. With global liberaliza-
tion, the industrial and developing countries
would together gain about $64 billion annually—

more than double the level of official development
assistance from OECD countries.

Losses to farmers would tend to be smaller if
countries liberalized together rather than on their
own. The reason is that the declines in producer
prices would be less. Consider dairy products, one
of the most protected products in industrial coun-
tries. Unilateral liberalization of the U.S. dairy pol-
icy would push up world prices by 5 percent (see
Table 6.7). This would imply a cut in U.S. producer
prices of as much as 46 percent. But if all industrial
countries were to liberalize simultaneously, world
dairy prices would rise 27 percent, and the U.S.
producer price would have to fall only 24 percent.
Indeed, if developing countries liberalized as well,
the world price would rise above the former pro-
tected price.

The biggest gains from current policies accrue
mainly to the East European nonmarket econo-
mies. They would be worse off by $11 billion if
industrial countries liberalized, by $13 billion if de-
veloping countries liberalized, and by $23 billion
with global liberalization. They would not reduce
their imports as much as the developing countries,
and they would have less scope for exporting
those goods whose prices would rise.

Would prices become more volatile if agricultural
policies and trade were liberalized? Two recent

Table 6.9 Effects of liberalization on price instability, 1985

Coefficient of variation®

With With With

Without industrial-country developing-country global market

Commodity liberalization liberalization liberalization liberalization
Wheat 0.45 0.30 0.23 0.10
Coarse grains 0.19 0.17 0.14 0.08
Rice 0.31 0.25 0.14 0.08
Beef and lamb 0.06 0.04 0.05 0.03
Pork and poultry 0.09 0.07 0.06 0.04
Dairy products 0.16 0.07 0.07 0.04
Sugar 0.20 0.17 0.07 0.04

a. The expected deviation from the long-term average price in any particular year as a percentage of the average price.

Source: Tyers and Anderson (background paper).

131



studies indicate that liberalization would make
prices more stable. According to one estimate, by
Schiff, the variability of world wheat prices could
be reduced by 48 percent if all countries were to
end their protective wheat policies. A second
study found that liberalization by industrial coun-
tries would reduce the price variability of all the
major temperate-zone commodities. The variabil-
ity of wheat prices would fall by 33 percent and
that of sugar by 15 percent (see Table 6.9). Liberali-
zation by developing countries might stabilize
prices even more, because these countries insulate
their domestic markets to a greater extent than do
some industrial ones; they also have a larger share
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of world consumption. This second study needs to
be interpreted with more caution than usual:
among other things, it assumes that internal prices
in China and India would move in line with world
prices. This seems unlikely, so consumption
would not adjust fully to scarcity or abundance in
world markets. Nonetheless, the findings of the
two studies, even if they exaggerate the impact of
developing countries, confirm that liberalized
trade is more effective at price stabilization than
even the most elaborate international commodity-
stockpiling schemes. It is to those efforts that we
turn in Chapter 7.






modity when its price is low and selling it when
the price is high, a buffer stock manager behaves
just like a profit-seeking speculator. In that case,
why should stabilization not be left to private spec-
ulators? Why do governments need to undertake
transactions that do not look attractive to private
dealers? Three possible sets of reasons exist. First,
speculation might not always be stabilizing: by
action or merely the threat of it, a buffer stock
manager may be able to offset or discourage de-
stabilizing speculation. Second, the buffer stock
manager might have better information than pri-
vate speculators and thus be able to push the mar-
ket toward the long-run price more directly than
they. The manager could have access to confiden-
tial material concerning plans for trading by cen-
trally planned countries, for example. Third, the
buffer stock manager may have access to more or
cheaper capital than private traders. These advan-
tages would allow him to trade more, or on finer
margins, and hence increase his power to stabilize
prices. These arguments are largely hypothetical.
Empirical studies have not found private specula-
tion to be destabilizing. Nor does it appear that
inside information or access to capital provides
substantial advantage to public stabilization au-
thorities in practice.

Even if greater price stability than would result
from unregulated markets is deemed desirable, an
international buffer stock would be a cost-effective
means of achieving this only if it overcame several
serious difficulties in the following tasks:

e Fixing the target range for prices. The narrower
the range, the greater the chance that it will be
breached. This possibility actually may precipitate
fluctuations that would not occur in the absence of
the buffer stock; the mere existence of a narrow
range for target prices can encourage speculation
against the ceiling and floor, as well as reduce the
level of private stocks that might be used to moder-
ate price changes outside the declared range.

® Choosing the reference price on which the target
range is centered. Over the long run, buffer stocks
should stay the same size, and so their price range
must include the long-run market-clearing price.
However, this price tends to change over time,
which makes it hard for the buffer stock manager
to know whether his current range will eventually
exhaust his physical stocks on the one hand or his
cash resources on the other.

e Defining the price range with respect to both the
location and grade of the commodity and the currency of
denomination. Even if the buffer stock stabilizes its
chosen price perfectly, producers interested in
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other grades and other currencies will still face un-
certainty.

* Deciding the size of a buffer stock. It is impossible
to guarantee that a buffer stock will never exhaust
its stocks .or its cash: there can always be runs of
good (or bad) years. For the ICA to be credible,
however, the probability of exhaustion must be
small. The optimum size of a stockpile depends on
the tradeoff between the costs of holding it and the
benefits of improved credibility.

e Taking account of the deterrent effect that buffer
stocks have on private holders of stocks. It has been
estimated that for every ton added to the United
States’ stockpile of wheat between 1977 and 1982,
between half and three-quarters of a ton was with-
drawn from private stocks. Such withdrawals ob-
viously offset much of the buffer stock’s stabilizing
influence and add considerably to the strain on its
resources.

These difficulties do not rule out a buffer stock
operation, but they do reduce its chances for suc-
cess. Against the possibility of success must be set
the known costs of running a buffer stock. These
include the administrative expenses of the organi-
zational units that negotiate and monitor the ICA,
interest forgone on the value of physical stocks,
storage costs, physical wastage, and the interest
differential between the returns to long-term pro-
ductive investment and the short-term interest
that the buffer stock manager can earn on his un-
used liquid reserves. He can, of course, make
money by buying cheap and selling dear, but only
if the buffer stock is able to achieve its goals. Since
excess stocks have to be sold, potential profits of-
ten turn out to be actual losses.

A basic problem with the buffer stock approach
is that it aims at stabilization of prices rather than
of export earnings. If a country can offset fluctua-
tions in earnings by borrowing or by using re-
serves, price instability in itself probably does little
harm. Furthermore, stabilizing prices may not sta-
bilize export earnings. This is easily seen by con-
sidering the case of weather-induced output vari-
ation in which market forces lead the price of the
commodity to rise in the same proportion as quan-
tity falls. The value of trade will then remain con-
stant if prices are allowed to vary freely, whereas
price stabilization would destabilize earnings.

PRODUCTION AND EXPORT CONTROLs. The second
objective of ICAs—to raise commodity prices—can
ultimately be achieved only with controls on pro-
duction. ICAs that adopt such controls basically
act as producer cartels and face the well-known



problems that plague all cartels. An ICA will be
ineffective if any significant suppliers remain out-
side it. It will fail to raise producers’ earnings (as
opposed to prices) if the good can easily be re-
placed by other commodities, which would make
the demand for it price responsive. And if it is to
succeed, it will have to allocate quotas among pro-
ducers and police its restrictions. Even in the case
of oil, which was thought to be the most promising
candidate for cartelization, these problems have
not been overcome.

Few ICAs for agricultural products have tried to
control output with internationally negotiated pro-
duction quotas: the early agreements on coffee
(1962) and cocoa (1972 and 1975) are perhaps the
most prominent examples. It has been more com-
mon for producers to impose production quotas
nationally so as to fulfill internationally agreed re-
strictions on exports. Examples of these include
Brazilian coffee and set-asides for wheat in the
United States. Recently, however, export controls
have been supported more by national stockpiles
than by production limits. Thus, their overall effect
is similar to that of buffer stocks, for the ICA ar-
rangements typically state that whenever the
world price rises above some limit, export quotas
may be increased and national stocks run down.
Unlike production quotas, therefore, export con-
trols principally stabilize prices rather than raise
them.

Export controls are subject to the practical prob-
lems already mentioned, as well as some more of

their own. First, quotas tend to ossify the pattern
of supply. Even if they are initially allocated to
low-cost producers, thereby minimizing the
worldwide costs of supplying a certain volume of a
commodity, they rarely continue to perform this
function as economic conditions change. Potential
newcomers are prevented from entering markets
even if they have a comparative advantage. Sec-
ond, the decentralized administration of quotas
tends to produce lumpy’ stock movements.
Once the market price rises to a point where coun-
tries are allowed to increase exports, there is a
strong incentive to expand them rapidly before
controls are reimposed. Third, policing the agree-
ments can be very difficult.

Assessment

For all the reasons discussed in this section, ICAs
have not been a success in practice. In recent years
there have been four of them in agriculture—
coffee, cocoa, rubber, and sugar—and one other in
tin. The main features of the agricultural ICAs are
summarized in Table 7.1 and their performance in
Figure 7.1. Box 7.1 discusses their recent experi-
ence in some detail. All of them except coffee face
uncertain futures. Negotiations on cocoa and
sugar have collapsed. Negotiations on rubber con-
tinue, but their future is uncertain.

The prospects for ICAs are therefore bleak. Not
only are specific agreements proving hard to op-
erate and renegotiate, but much grander plans

Table 7.1 Current international commodity agreements in agriculture

Item Cocoa Coffee Rubber Sugar
Date of first agreement 1972 1962 1980 1954
Date of current agreement 1981° 1983 1980 1978°
Duration (number of years) 3 6 5 5
Extensions (number of years) 2 2 2
World trade (billions of dollars
in 1984) 2.6 11.0 3.6 10.1
Percentage from developing
countries 79 76 93 75
Percentage from low-income
countries 14 16 6 2
Dependency? 6 21 3 9
Principal instrument buffer export buffer export
stock quota stock quota
Permitted price range (percent) +18 +15 +20 +13
Buffer stock as a percentage of
1980-83 average consumption 16 15

a. Expires September 1986; negotiations on renewal were abandoned in spring 1986.

b. Economic provisions expired December 1984.
c. Extended for an indefinite period.

d. Number of countries, based on a sample of eighty-eight, in which the commodity accounted for more than 10 percent of exports in 1980.

Source: Gilbert 1984, tables 7.1(A) to (E).
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appropriate solutions for its balance of payments
difficulties. In addition, for requests that have the
effect of raising outstanding CFF drawings above
50 percent of quota (upper tranche), the IMF must
be satisfied that the member has already been co-
operating with the IMF to find appropriate solu-
tions for its balance of payments difficulties. All of
these judgments can be difficult in practice.

A special provision relating to agriculture allows
countries to borrow when they face balance of pay-
ments problems caused by increases in the cost of
their cereal imports owing to circumstances be-
yond their control—such as weather-induced de-
clines in domestic food supplies. Under the cereal
decision the amount of a drawing is determined as
the sum of the export shortfall and the cereal im-
port excess, subject to quota limits. Since January
1984, the quota limits on drawings under the cereal
decision have been 83 percent of quota for cereal
import excesses and 83 percent of quota for export
shortfalls, subject to a joint limit of 105 percent of
quota for both components.

Since May 1981, there have been thirteen draw-
ings under the cereal decision amounting to SDR
1.1 billion, of which SDR 0.5 billion was attribut-
able exclusively to excess cereal imports. The lim-
ited use of the cereal decision largely reflects a
global food supply situation from 1981 to 1985
characterized by record world cereal production
levels, large stocks, declining cereal prices, and a
substantial volume of food aid. All thirteen draw-
ings under the cereal decision were caused by the
effects of adverse weather on domestic food sup-
plies.

The CFF is not commodity-specific, and it fi-
nances shortfalls in agricultural exports only to the
extent that these contribute to the shortfalls in total
export earnings. However, since agricultural prod-
ucts are subject to greater instability than most
other products and constitute a significant share of
the total export earnings of developing countries,
shortfalls in agricultural exports have contributed
to a large number of drawings by the developing
countries.

STABEX

The EC’s STABEX compensatory finance scheme
was established under the first Lomé Convention
of 1975. It is restricted to the EC’s African, Carib-
bean, and Pacific (ACP) states and aims to stabilize
their export earnings. Exports of forty-eight agri-
cultural products are covered, mineral exports be-
ing the subject of a separate scheme. A total of

ECU 375 million (3460 million) was allocated for
the duration of the first convention (1975-79), ECU
550 million for the second (1980-84), and ECU 925
million for the third (1985-89), with the funds in
each case divided evenly among the years con-
cerned.

Subject to the threshold limits discussed below,
compensable export shortfalls are calculated for
each commodity separately—thus excess exports
of one commodity do not offset shortfalls in ex-
ports of another. The intention is that compen-
satory payments should be directed to producers
of the shortfall commodities, and claimants of
STABEX funds must declare beforehand how they
intend to use the funds and afterward how they
did so. Usually, only exports to the EC are cov-
ered, although in certain cases coverage has been
extended to exports to other ACP states or the
world as a whole.

To qualify for compensation under the third
STABEX, in use since 1985, a commodity must
generally account for 6.5 percent of the country’s
export earnings and be 6.5 percent below the refer-
ence level. (Both limits are set at 1.5 percent for
some countries.) The reference level is calculated
as the arithmetic mean value of exports in the pre-
ceding four years. Export shortfalls must not be
due to national policy.

The repayment provisions are generous. The
least developed countries repay nothing. All loans
are interest free. In the period 1975-82, STABEX
made 205 transfers to 44 ACP countries, amount-
ing to about $800 million. STABEX transfers ex-
ceeded aid flows from the European Development
Fund (EDF) in several cases and represented a sig-
nificant portion (10-66 percent) of the aid flow
from the EDF for just under half of the ACP coun-
tries. Payments have been unevenly spread over
commodities, countries, and time. Thus, under
STABEX 1 (1975-79) three beneficiaries—Mau-
ritania, Senegal, and Sudan—accounted for 30 per-
cent of payments, and four others for another 20
percent. Prominent among the commodities sup-
ported are cotton, sisal, coffee, cocoa, and ground-
nuts. The EC Commission estimates that 69 per-
cent of the transfers were due to weakening
economic conditions and 31 percent to local cir-
cumstances, such as drought, disease, and flood.

The EC rejects a significant number of claims as
ineligible—28 percent during 1975-79 and 32 per-
cent during 1980-82. In 1980 and 1981, STABEX
exhausted its funds and was able to honor only 53
percent and 43 percent of eligible claims, respec-
tively, although unused funds from subsequent

139





















Table 7.4 Food aid in cereals, 1971-83

Percentage share
Region 1971-72 1976-77 1982-83
Africa 8.3 28.4 50.4
Sub-Saharan Africa 2.5 10.4 26.9
Asia 52.7 59.7 32.3
Bangladesh 34 17.3 13.6
India 10.1 16.2 31
Indonesia 6.1 2.0 1.7
Latin America 3.9 7.7 13.7
Colombia 0.9 3.8 0.0
Honduras 0.0 0.2 1.0
Memo items
Low-income countries 43.1 79.0 84.2
Least developed countries 1.3 26.7 323
World total (thousands of tons) 17,513 6,847 9,198

Source: FAO and World Bank data.

ture Organization (FAO) had long maintained that
food supplies were chronically inadequate to meet
the basic needs of many of the world’s people and
were also prone to periodic crises. As a result, vari-
ous international and bilateral arrangements were
made to cope with both chronic and temporary
food shortages (see Box 7.6).

Although famine relief is the most visible form of
food aid, it is much less common than project food
aid (assistance to particular development projects
given or lent in the form of food) and program
food aid (food donated as balance of payments or
budgetary support). In all its forms, food aid ac-
counts for a relatively small share of foreign assis-
tance to developing countries. With commodities
valued at world prices, food aid in recent years has
amounted to about $2.6 billion annually, about 10
percent of official development assistance. In
1984-85, twenty-five donor countries provided
more than 100 developing countries with about 12
million tons of cereals, 430,000 tons of vegetable
oil, 356,000 tons of skimmed milk powder, 98,000
tons of other dairy products, and 21,000 tons of
meat and fish products. Of this, only about 660,000
tons, less than 5 percent of food assistance, was for
emergency food aid. The United States is the larg-
est donor (about 50 percent of food aid), followed
by the EC (about 30 percent). Australia, Canada,
and Japan contribute about 14 percent collectively.

The distribution, quantity, and nature of food
aid sometimes bear little relation to dietary defi-
ciency. For example, 20 percent of all cereal aid
goes to Egypt, a middle-income country where the
average calorie intake is about 28 percent more
than needed for a healthy diet. By contrast, Togo—
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a low-income and food-deficit country—receives
only 6 percent per person of what Egypt does.
Over the past decade, donor governments have
tried to send more food aid to areas where dietary
deficits are largest, .and they have made some
progress in this direction (see the bottom part of
Table 7.4). Food aid is now generally directed to-
ward poorer countries, but some countries that are
not poor receive significant aid.

The quantity of food aid is more closely related
to the needs of donors than to those of recipients.
For example, U.S. legislation on food aid—Public
Law 480—makes explicit mention of foreign policy
considerations, surplus disposal, and the avoid-
ance of conflict between commercial and conces-
sional exports. Donors have found food aid a con-
venient way of disposing of surplus stocks,
particularly of milk products. The level of food
prices also affects the amount of food aid. In 1973-
74, when food was in short supply and prices were
high, wheat shipments were less than 4 million
tons, compared with around 10 million tons a year
in the late 1960s.

International food aid is only part of the answer
to famine. To begin with, it does not solve the mas-
sive problems of internal food distribution. India’s
recent success in avoiding famine-related deaths
has owed much to its ability to shift grains from
regions with surplus food to those with deficits
and to provide aid to the needy, either as food or in
the form of an income supplement. By contrast,
the recent relief operations in Ethiopia and Sudan
have been dogged by transport and communica-
tions failures and other problems, which have hin-
dered the flow of food to many of the worst af-






needed in extra demand. Second, they could re-
duce commercial imports by the amount of the
food aid. Donors of aid typically set terms which
prohibit both means, with the intent of ensuring
that food aid does not reduce the commercial de-
mand for their food. If this prohibition is effective,
food supplies in the recipient country will rise pro-
portionately more than incomes, making the disin-
centive effects particularly hard to avoid. How-
ever, these provisions are so little enforced that the
disincentive effects may be slight in practice.

Since food aid cannot legally be converted into
cash, much of it has to be distributed in kind. This
saddles recipient governments with extra costs of
administration, and often of transport as well. The
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food-for-work projects—by which food aid pays in
kind for infrastructural development—are at times
inefficient and poorly designed, and thus further
reduce the real benefits of food aid. To promote net
additions to demand for their surplus products,
aid-granting exporters sometimes supply com-
modities that are not part of the recipients’ normal
diets. The resulting distortions of consumption
patterns tend to increase the dependency of aid
recipients on continued food aid. While such prob-
lems do not undermine the case for food aid, they
do show how the limits on its use can sharply re-
duce its worth. There is growing awareness among

donors about these limitations, as mentioned in
Box 7.6.






The most important priority in agriculture is to
ensure that the profitability of farming is not artifi-
cially depressed because of either macroeconomic
or sectoral policies. Yet, as seen in Chapter 4, both
types of policies often create a strong bias against
agriculture.

Export taxes and quotas—whether they are used
to exploit monopoly powers in trade, to subsidize
agroprocessing, to raise revenue, or to promote
domestic production of competing crops—are com-
monplace and often excessive. They can greatly
reduce the benefits that developing countries can
attain through trade. In the case of imports, one
would expect the goal of self-sufficiency to lead
countries to support domestic producers. But state
trading in domestic and foreign markets and the
high costs of financing urban food subsidies can
lead to domestic procurement prices that are lower
than import prices—an indirect subsidy to imports
that has been very high in some cases.

Some taxation of agriculture is, of course, un-
avoidable, if only because of the need for revenue.
But there are many different forms of taxation. Tax-
ation of export and import-competing crops is per-
haps the worst of the available options in develop-
ing countries. The costs of such taxation—in terms
of real national income forgone—have been ex-
tremely high. Greater reliance is desirable on land
and income taxes or on sales and value added
taxes that bear on consumption.

Apart from moderating the taxation of farm out-
puts, it is also important to examine the principal
public spending programs that affect farm profit-
ability. Many governments have introduced subsi-
dies on modern inputs and credit because they are
thought to provide compensation for the taxation
of farm outputs. But, as Chapter 5 made clear, the
benefits of such subsidies are typically confined to
small and relatively wealthy sections of the rural
population. Excess demand at subsidized prices
leads to rationing, and the actual costs of inputs to
farmers often exceed officially sanctioned prices.
The main concern of farmers throughout the de-
veloping world is not so much the prices of these
inputs but their easy and timely availability. Input
subsidies, as well as inefficiencies in public distri-
bution agencies, tend to restrict availability. More-
over, input subsidies encourage the wrong mix of
inputs and misdirect technological change. Credit
and machinery subsidies, for example, lower the
demand for rural labor. Public spending can be sig-
nificantly reduced by eliminating or curtailing in-
put subsidy programs—and the savings can be
used to lower the taxation of farm outputs.
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Reforms of pricing and trade policies that affect
farmers cannot be separated from institutional is-
sues since, in practice, many of the problems arise
from the widespread use of public sector market-
ing agencies, which charge excessive margins, im-
plement their policies inefficiently, and often re-
quire large subsidies from the government. The
objective of price stabilization that many agencies
pursue typically leads to high costs, erratic poli-
cies, and the displacement of private operations in
stabilization and risk management. This, again, is
an area that requires a great deal of emphasis in
policy reforms.

Maintaining low food prices for urban con-
sumers is an important motivation for having pric-
ing policies that discriminate against farmers. The
benefits of urban food subsidy programs are gen-
erally distributed widely across income classes;
they are usually inefficient instruments for helping
the poorest people. Since they are often very costly
and since the costs can suddenly increase because
of world price movements, they almost always
lead to suppression of producer prices, which re-
duces incomes in rural areas where most of the
extreme poverty is often to be found.

Small and well-targeted food distribution pro-
grams are more effective in promoting specific nu-
tritional objectives in especially disadvantaged
groups. To mitigate the effects of higher food
prices in general, it is clear that governments
should pursue other policies that aim at increasing
incomes and employment; only if incomes rise can
chronic malnutrition be eliminated.

Governments provide many essential services
and facilities that private markets cannot, such as
irrigation, research, extension, rural roads, and ed-
ucation. These types of activities should account
for the bulk of public spending on agriculture. At
the same time, it must be emphasized that the ra-
tionalization of pricing and marketing policies
along the lines described above is required if the
full benefits of public spending are to be realized.

Balanced agricultural strategies in developing
countries require not only public spending on es-
sential agricultural services, but also a sound pol-
icy environment within which private markets can
efficiently function. Providing both is the basic
challenge that governments in developing coun-
tries face. Many of them have taken measures to
improve the policy environment; others need to
review their macroeconomic and sectoral policies
to avoid intersectoral biases and expensive con-
sumer and producer subsidy programs that serve
neither growth nor other objectives. They should



also examine their taxation systems in order to
lower the economic cost of raising revenues. It is
critically important for governments to reduce
their role in marketing agricultural outputs and in-
puts and to eliminate monopoly privileges for mar-
keting parastatals. This will allow a much greater
role for the private sector and improve the effi-
ciency of domestic and international marketing.

Trade liberalization

This Report has argued that the barriers to trade
that complement domestic programs—especially
in industrial countries—constitute a fundamental
policy problem for the international community.
This is not only because trade liberalization will
help developing countries attain faster rates of eco-
nomic growth, but also because the benefits to the
industrial countries will be high as well.

No firm estimates are possible of the total gains
in world income that would occur if trade in agri-
cultural and agro-industrial products were liberal-
ized. The estimates cited in Chapter 6 refer to se-
lected sets of commodities only. They do not take
into consideration the long-term gains for both in-
dustrial and developing countries that could be
achieved by allocating investment funds and re-
search activity in directions consistent with each
country’s comparative advantage; nor do they re-
flect the gains in manufacturing and agricultural
trade that would result from faster growth of
world income if trade were liberalized. The esti-
mates are nonetheless significant because they
suggest that the potential gains can be very large
indeed and would, in the first instance, accrue
mostly to countries with the highest levels of pro-
tection. While some developing countries may lose
as a result of higher import bills for some commod-
ities, the losses are likely to be more than offset by
gains in exports of other commodities—especially
if they and the industrial countries reform their
domestic policies simultaneously.

Even though the estimates of the potential gains
from free trade presented in Chapter 6 are conser-
vative, the gains to industrial countries would be
nearly double their official development assis-
tance. The adage ""Trade is better than aid’’ is
clearly of great relevance to agriculture.

Less government intervention, especially by in-
dustrial countries, will also help to stabilize inter-
national prices and will assist both industrial and
developing countries in attaining their common
objective of stability in farm incomes and prices.
International commodity agreements—discussed

in Chapter 7—are often costly and inefficient inter-
national responses to the problems caused by the
variability of world prices. They frequently degen-
erate into efforts by producer groups to raise,
rather than stabilize, prices. Compensatory ar-
rangements such as the IMF’s Compensatory Fi-
nancing Facility are superior instruments for pro-
moting stability in earnings or outlays. Chapter 7
also showed that protection in agriculture has not
been mitigated by the Generalized System of Pref-
erences or by regional schemes such as the EC's
Lomé Convention and the U.S. Caribbean Basin
Initiative. Examination of the expansion of trade
that has resulted from such schemes indicates that
the effects have been very limited, especially for
the poorest countries. The preference schemes ap-
pear also to erode the interest of their beneficiaries
in promoting general trade liberalization. A reduc-
tion in protection generally reduces the special
benefits from preferences.

While full liberalization is unlikely, there is justi-
fication for moving forward now with partial and
gradual liberalization. One approach to partial lib-
eralization for agricultural products would be for
each country to review how it could reduce protec-
tion of the most heavily protected products. A
large part of the net losses caused by agricultural
protection, as well as a large share of taxpayer and
consumer costs, is concentrated upon a small
number of products with substantially higher than
average rates of protection. In the United States
the farm products whose prices deviate most strik-
ingly from what they ought to be are sugar, cotton,
rice, wheat, and peanuts; in the EC the products
are milk, beef, sugar, and cereals. Particular efforts
should be made to lower the rates of protection for
these products, and alternative means of provid-
ing income support to farmers should be used to
ease the transition to lower levels of protection.

As is the case in developing countries, many
governments in industrial countries are consider-
ing policy reforms. This is particularly so in Can-
ada, the EC, Japan, and the United States, where
farm programs currently involve very large costs
for their citizens, both as consumers and as taxpay-
ers. The United States has cut its milk support
prices, and Japan has been gradually reducing its
rice price support relative to its avowed objective,
namely that of covering the full cost of production.
Still, the U.S. Food Security Act of 1985, which
keeps most producer price guarantees roughly at
current levels through 1990, suggests that the nec-
essary reforms have barely begun.

Without policy changes that reduce protection,
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domestic costs will continue to rise in the years
ahead, whatever means are chosen for handling
growing excess supplies. There are three main
problems:

* Adding to stocks, as the EC and the United
States have done for cereals and dairy products,
will become increasingly costly and eventually un-
sustainable as stocks grow larger in relation to an-
nual domestic use or exhaust the available storage
capacity.

® Restricting output through direct interven-
tions, such as the milk quotas in the EC or acreage
restriction programs in the United States, is unat-
tractive, economically and politically. Compulsory
measures are unpopular with producers. If the
measures are voluntary, U.S. experience indicates
that the budgetary and economic costs of obtaining
even a modest reduction in output are great.

* Encouraging consumption domestically or
abroad via subsidies will require even more bud-
getary outlays.

The main justification for agricultural protection
is to improve the incomes of farm families, espe-
cially those under financial stress. But the benefits
of protection go primarily to better-off farmers,
while the burden of higher food prices is borne
disproportionately by poorer consumers. More-
over, most of the benefits of the programs become
capitalized into the price of the land at the time the
programs are inaugurated. Farmers who buy land
once the programs are in effect benefit little, if at
all, from their continuation but, unfortunately,
face substantial losses when agricultural protection
is reduced or abandoned.

The GATT negotiations

Preparations are under way for negotiations on ag-
ricultural protection in a new round of GATT nego-
tiations. There seems to be increasing recognition
in Western Europe and North America that a con-
tinuation of recent trends in the growth of produc-
tive capacity and the very slow growth of domestic
and international demand will inevitably lead to
higher and higher costs of protection. Most OECD
members will soon find it necessary to modify
their domestic farm programs to reduce the costs
that are incurred.

The analytical studies reviewed in this Report
provide solid evidence about the costs of existing
policies and the benefits that would be realized if
the market interventions were reduced. The fact
that the various studies come to similar conclu-
sions should make it easier for governments to ac-
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cept these results as an important component of
the information base from which negotiations
could start.

The forthcoming negotiations have to deal with
extremely complex assessments of the effects of
modifying domestic farm programs. Previous
methods of estimating the reciprocal increases in
exports and imports resulting from reductions in
tariffs are quite inadequate to reflect the combined
effects of modifications of domestic policies upon
both imports into and exports from a given coun-
try. With the increased use of deficiency pay-
ments, direct export subsidies, and variable levies
and other nontariff barriers, what becomes impor-
tant is the effect of a change in programs on the net
balance of trade. This can be difficult to gauge in
light of the complexity and variety of interventions
present. The participants in the GATT negotiations
on agricultural products must be willing to negoti-
ate about the various features of their domestic
programs. This does not mean that any particular
set of price and income support programs—such as
the variable levies and export subsidies of the EC
or the target prices and deficiency payment pro-
grams of the United States—have to be aban-
doned. What governments must be willing to ne-
gotiate about are the degrees of protection
provided by their price and income support pro-
grams and the effects that the programs have upon
production, consumption, exports and imports,
and international market prices. In other words,
there must be a willingness to negotiate about the
effects particular domestic measures have upon
the markets available to others.

The role of the World Bank

The development of food and agriculture has been
an important objective of the World Bank since its
inception. In the past decade, roughly 25 to 30 per-
cent of the Bank’s lending has been for agricultural
and rural development. Irrigation, drainage, and
water control projects have been the major focus,
followed by area and rural development and credit
(see Table 8.1). Because the Bank finances only a
part of total project costs, the $33 billion lent by the
Bank for agriculture since 1975 has helped finance
total investments of about $87 billion.

The Bank’s experience with agricultural lending
has demonstrated that economic rates of return in
the agricultural sector are comparable with those
in other sectors. Agricultural credit, irrigation, re-
search and extension, rural development, and
many other projects have proved to be successful



Table 8.1 World Bank lending for agricultural and rural development, by purpose and period

1975-79 1980-85

Amount Amount

(billions (billions
Major purpose of dollars) Percent of dollars) Percent
Agricultural credit 1.64 14.2 3.71 17.5
Agricultural sector loan 0.17 1.4 1.32 6.2
Area development 2.92 25.2 4.34 20.4
Irrigation 3.72 321 6.49 30.6
Research and extension 0.59 5.1 0.92 4.3
Other (forestry) 2.54 21.9 4.44 20.9
Total agriculture 11.58 100.0 21.22 100.0
Total lending 38.02 - 81.17 —

means of raising agricultural productivity and the
incomes of the rural poor. However, there also
have been failures. Agricultural projects are vul-
nerable to many factors, one of the most important
being the policy environment.

Traditionally, Bank-supported projects, besides
financing investments, have addressed a range of
policy issues that are specific to the performance of
the project and the sector. These have included
cost recovery, interest rates, reforms of institu-
tions, and counterpart funding. It has become in-
creasingly apparent, however, that broad issues of
reform involving pricing and trade policies to facil-
itate structural change cannot be addressed or fi-
nanced through project lending.

Since 1980 the Bank has been involved in devel-
oping and supporting programs of structural and
sectoral adjustment. With structural adjustment
loans (SALs), funds are disbursed in support of a
program of broad policy reforms rather than for a
specific investment. Agreement is reached be-
tween the borrowing government and the Bank on
specific measures of reform, and progress is moni-
tored to form the basis for the release of funds.
Generally, SALs have supported changes in pric-
ing, trade, and public sector policies, as well as
changes in the extent of government controls on
various productive activities. Because economic re-
structuring normally takes several years, SALs are
designed to span five or more years and may in-
volve up to five separate loans. Since 1980 the
Bank has approved thirty-two SALs in eighteen
countries, for a total of more than $4.6 billion.

Many of these SALs address agricultural issues
through changes in macroeconomic policies and
through agricultural trade, pricing, and institu-
tional adjustments. In some countries, however,
the Bank’s support of government reforms has
been sector-specific. Since 1979 there have been
seventeen agricultural sector adjustment loans.
The majority (thirteen) were approved after 1983.
The size of the loans has ranged from $5 million for
Malawi to $303 million for Brazil. Most of these
sector adjustment loans have focused on prices
paid and received by farmers, controls on financial
markets, performance of parastatals, trade barri-
ers, and the size and composition of public expen-
ditures. In some instances—for example, in Ecua-
dor, Turkey, and Yugoslavia—the agricultural
sector adjustment loans have been coordinated
with SALs or with adjustment loans in other sec-
tors. Coordination is also maintained with other
agricultural lending, since the success of such
lending often depends on the existence of an ap-
propriate policy framework.

SALs and sector adjustment lending have
proved to be important instruments for supporting
reform programs of an economy-wide and sectoral
nature. Improving agricultural policies can be a
prolonged process; typically, a sequence of loans is
required, and in some cases both SALs and sector
adjustment loans are involved. In countries where
the adjustment process is well established, Bank
assistance generally takes the form of sector ad-
justment loans that support in-depth restructuring
of policies and programs.
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Table A.3 GDF, 1980, and growth rates, 1965-85

1980
GDP Average annual growth of GDP (percent)
(billions
Country group of dollars) 1965-73 1973-80 1981 1982 1983 19842 1985°
Developing countries 2,094 6.6 5.4 35 2.0 20 5.4 4.3
Low-income countries 549 5.6 4.7 5.0 5.3 7.8 9.4 7.8
Asia 495 5.9 5.0 5.4 5.7 8.6 10.2 8.3
China 287 7.8 5.8 49 7.7 9.6 14.0 10.6
India 162 4.0 4.1 5.8 2.8 7.7 45 4.0
Africa 53 39 27 1.6 0.8 0.3 0.7 21
Middle-income oil importers 979 7.0 5.5 21 0.8 0.8 4.1 3.0
East Asia and Pacific 214 8.6 8.1 6.5 39 6.4 6.4 2.7
Middle East and North Africa 24 5.6 71 1.0 7.8 29 19 4.1
Sub-Saharan Africa* 27 51 3.6 6.9 -1.0 -1.4 -1.1 29
Southern Europe 212 7.0 4.8 20 21 0.9 27 25
Latin America and Caribbean 422 7.1 54 -1.0 -1.5 -1.7 3.7 4.1
Middle-income oil exporters 566 7.1 5.8 4.4 1.0 -19 3.1 2.5
High-income oil exporters 225 9.2 7.7 1.6 -17 -7.1 13 -5.0
Industrial market economies 7,440 4.7 2.8 1.9 -0.6 2.3 4.6 28
a. Estimated. b. Projected. c. Excludes South Africa.
Table A.4 Population and composition of GDP, selected years, 1965-85
(billions of dollars, unless otherwise specified)
Country group and indicator 1965 1973 1980 1981 1982 1983 1984° 1985°
Developing countries
GDP 327 740 2,094 2,216 2,141 2,048 2,089 2,219
Domestic absorption® 331 747 2,141 2,288 2,198 2,066 2,083 2,223
Net exports? -4 -7 —-47 =72 -57 -18 5 -4
Population (millions) 2,207 2,691 3,124 3,187 3,255 3,319 3,386 3,451
Low-income countries
GDP 141 252 549 541 539 571 571 627
Domestic absorption® 143 253 569 557 551 584 584 654
Net exportsd -2 ~1 -20 -16 -12 -13 -13 ~27
Population (millions) 1,493 1,827 2,102 2,141 2,185 2,225 2,265 2,305
Middle-income oil importers
GDP 128 333 978 1,034 1,027 942 946 993
Domestic absorption® 130 340 1,018 1,079 1,059 953 948 986
Net exportsd - -2 -7 -40 —-45 -32 -11 -2 8
Population (millions) 412 497 580 593 605 618 631 643
Middle-income oil exporters
GDP 58 155 566 641 576 535 571 598
Domestic absorption® 58 153 553 652 587 528 551 583
Net exports? 0 2 13 -11 -11 7 20 15
Population (millions) 301 369 41 453 465 477 489 502
High-income oil exporters
GDP 7 28 225 264 257 222 211
Domestic absorption® 5 16 144 171 191
Net exports? 2 12 81 93 66 .. .. ..
Population (millions) 8 11 17 17 18 19 20 20
Industrial market economies
GDP 1,369 3,240 7,502 7,600 7,505 7,760 8,099 8,475
Domestic absorption® 1,364 3,231 7,562 7,612 7,504 7,757 8,124 8,505
Net exports? 6 9 -60 -12 1 3 =25 ~-30
Population (millions) 632 681 716 721 725 730 734 737

a. Estimated. b. Projected. c. Private consumption plus government consumption plus gross domestic investment.

d. Includes goods and nonfactor services.
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Table A.5 GDP structure of production, selected years, 1965-84

(percent of GDP)
1965 1973 1980 1981 1982 1983 1984
Agri- Agri- Agri- Agri- Agri- Agri- Agri-
cul- Indus- cul- Indus- cul- Indus- cul- Indus- cul- Indus- cul- Indus- cul- Indus-

Country group ture try ture try ture try ture try ture try ture try ture try
Developing countries 31 29 26 33 20 38 19 37 19 36 20 36 21 37
Low-income countries 44 27 40 33 36 36 36 34 36 34 37 34 36 35
Asia 42 28 39 34 35 38 35 36 36 35 36 35 36 36
India 47 22 50 20 37 25 35 26 33 26 36 26 35 27
China 39 38 33 44 33 48 35 46 37 45 36 45 36 44
Africa 47 15 42 19 41 18 41 17 43 17 43 15 38 16
Middle-income countries 22 31 17 35 14 39 14 38 14 37 14 37 14 39
QOil exporters 22 26 18 33 14 42 13 40 14 40 15 40 15 39
Oil importers 21 33 17 35 14 37 14 36 13 36 13 36 14 37

Major exporters
of manufactures 20 35 15 37 12 39 12 38 12 38 12 38 12 38
High-income oil exporters 5 65 2 72 1 77 1 76 1 74 2 64 2 62

Industrial market economies 5 40 5 39 4 38 3 37 3 36 3 35 3 37

World, excluding nonmarket
industrial economies 10 38 9 38 7 39 7 38 7 37 7 36 10 38

Table A.6 Sector growth rates, 1965-84

Agriculture Industry Service

Country group 1965-73  1973-80  1980-84  1965-73  1973-80  1980-84  1965-73  1973-80  1980-84
Developing countries 32 2.7 39 85 6.0 2.2 7.4 6.4 29
Low-income countries 3.0 2.5 6.2 8.7 7.3 7.7 6.8 4.8 6.4
Asia 31 2.6 6.5 8.8 7.6 8.0 7.3 49 7.7
India 37 2.0 2.8 37 5.0 4.2 45 5.7 8.0
China 2.8 2.8 101 12.1 8.6 9.3 11.7 34 6.2
Africa 22 22 1.1 81 1.3 -1.2 43 4.0 14
Middle-income countries 34 29 1.7 8.4 5.6 0.3 7.5 6.6 24
Oil exporters 39 2.0 22 8.3 52 -2.3 7.4 7.9 49
Oil importers 31 3.3 14 85 5.9 18 75 6.0 1.6

Major exporters of

manufactures 3.0 3.2 1.6 9.2 6.4 21 8.1 6.2 38
High-income oil exporters . . 2.0 . 29 -16.4 . . 27.4
Industrial market economies 1.7 0.9 0.4 51 2.3 1.0 4.6 3.3 2.4
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Table A.7 Consumption, savings, and investment indicators, selected years, 1965-84

(percent of GDP)
Country group and indicator 1965 1973 1980 1981 1982 1983 19842
Developing countries
Consumption 79.8 76.7 75.6 77.2 78.1 78.0 76.9
Investment 21.1 24.1 26.7 26.0 24.6 229 22.3
Savings 20.2 23.3 24.4 22.8 21.9 22.0 23.1
Low-income Asia
Consumption 79.8 75.4 75.8 76.8 75.8 75.5 75.7
Investment 21.3 24.8 27.2 254 25.7 26.1 26.5
Savings 20.2 24.6 24.2 23.2 24.2 24.5 243
Low-income Africa
Consumption 88.6 85.7 91.0 91.6 93.1 92.8 95.7
Investment 14.2 17.0 19.2 18.5 16.9 15.3 11.8
Savings 11.4 14.3 9.0 8.4 6.9 7.2 43
Middle-income oil importers
Consumption 79.1 77.0 77.2 78.5 79.4 79.7 78.3
Investment 22.0 249 26.9 25.9 23.8 21.7 20.5
Savings 20.9 23.0 22.8 21.5 20.6 20.3 21.7
Middle-income oil exporters
Consumption 79.9 76.8 71.0 74.0 76.4 76.0 75.3
Investment 19.8 22.3 26.7 27.6 254 22.8 21.6
Savings 20.1 23.2 29.0 26.0 23.6 24.0 24.7
Industrial market economies
Consumption 76.7 75.0 78.4 78.4 80.1 80.3 81.1
Investment 229 24.7 22.5 219 20.1 19.6 19.6
Savings 23.3 25.0 21.6 21.6 19.9 19.7 18.9

a. Estimated.
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Table A.8 Growth of exports, 1965-85

Average annual change in export volume (percent)

Country group and commodity 1965-73 1973-80 1981 1982 1983 1984  1985°
Export volume, by commodity -
Developing countries
Manufactures 11.6 13.8 8.6 0.1 10.0 16.6 3.3
Food 3.3 3.9 9.7 -2.3 -11 7.6 3.9
Nonfood 3.1 1.1 25 -1.6 1.5 1.0 4.5
Metals and minerals 4.8 7.0 —2.6 -2.8 0.5 34 4.8
Fuels 4.0 -0.8 -9.2 0.6 23 7.1 -14
World, excluding nonmarket
industrial economies
Manufactures 10.2 5.9 4.2 —-2.4 4.8 11.1 4.2
Food 4.7 5.9 8.7 1.6 -0.1 7.8 =32
Nonfood 34 4.0 3.7 -2.0 -1.1 5.4 0.7
Metals and minerals 6.9 8.5 -14.0 -6.4 4.6 4.9 2.8
Fuels 9.1 -0.8 -12.1 -6.8 -2.4 21 0.6
Export volume, by country group
Developing countries 5.0 4.6 2.1 -05 47 107 2.3
Manufactures 11.6 13.8 8.6 0.1 10.0 16.6 3.3
Primary goods 3.8 1.1 -2.0 -0.9 1.0 6.2 1.5
Low-income countries 1.9 5.4 5.9 31 5.8 6.3 3.5
Manufactures 23 8.3 11.0 2.8 10.7 9.2 2.7
Primary goods 1.6 3.6 2.4 3.3 2.1 4.0 4.1
Asia 0.6 6.8 9.1 6.3 7.2 6.6 3.8
Manufactures 2.0 8.7 12.6 31 11.0 9.4 2.6
Primary goods -0.6 5.2 5.4 9.9 3.2 3.5 5.1
Africa 4.6 1.3 -45 -9.3 -0.2 49 2.0
Manufactures 5.4 2.0 -20.1 -5.4 2.8 31 6.7
Primary goods 4.5 1.2 -3.1 -9.6 -0.4 5.0 1.7
Middle-income oil importers 7.1 9.0 7.4 -0.4 50 128 3.7
Manufactures 15.5 15.3 7.9 -0.4 8.6 17.0 3.2
Primary goods 3.8 3.3 6.8 -0.4 -0.1 6.0 4.6
Major manufacturing exporters 9.2 10.6 8.1 -1.2 6.6 13.1 3.2
Manufactures 15.6 15.9 7.5 -13 89 164 2.7
Primary goods 5.5 3.8 9.5 -1.1 2.0 5.9 4.5
Other middle-income oil importers 2.4 3.5 4.3 37 =21 115 6.0
Manufactures 14.8 9.1 14.4 12.6 47 257 8.7
Primary goods 1.2 24 1.6 1.1 -4.4 6.3 4.8
Middle-income oil exporters 4.3 0.0 -7.2 -1.9 3.6 86 -08
Manufactures 10.7 8.0 13.7 1.9 27.2 25.2 5.1
Primary goods 4.2 —0.4 ~8.6 -2.2 1.6 68 -15
High-income oil exporters 12.7 0.0 -106 -250 -166 -05 —4.3
Industrial market economies 9.2 5.5 24 -1.6 3.2 9.1 4.0
World, excluding nonmarket
industrial economies 8.8 3.9 0.1 -3.0 2.6 8.6 2.5

a. Estimated.
b. Projected.
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Table A.9 Change in export prices and in terms of trade, 1965-85

(average annual percentage change)

Country group 1965-73 1973-80 1981 1982 1983 19842 1985°
Change in export prices
Developing countries 6.3 14.2 06 -47 -3.7 -1.2 -2.2
Manufactures 7.2 8.1 02 -32 -25 -1.9 1.3
Food 5.0 9.6 -82 -88 5.6 2.0 -8.1
Nonfood 42 10.5 -144 -86 5.7 -20 -10.0
Metals and minerals 24 48 ~-7.6 —85 -0.1 -1.7 -4.9
Fuels 7.9 27.2 125 -32 -124 -21 -25
High-income oil exporters 7.7 25.9 140 -09 -142 -21 -45
Industrial countries
Total 49 109 -40 -42 ~33 -34 0.0
Manufactures 4.7 10.6 -60 -21 -43 -34 1.3
Change in terms of trade
Developing countries 0.8 15 -1.0 -01 -1.3 0.4 -11
Low-income countries 23 -2.3 -1.7 1.2 0.0 21 -2.4
Asia 3.2 -24 1.1 1.2 -1.2 1.5 -19
Africa 0.1 -1.8 -11.8 -09 438 5.0 ~5.6
Middle-income oil importers 0.0 -3.0 -44 -06 23 0.1 -0.1
Middle-income oil exporters -0.4 8.5 54 02 =77 03 -2.9
High-income oil exporters 2.1 13.2 199 19 -110 0.7 -4.2
Industrial countries 03 -16 -1.0 2.0 1.0 -1.0 2.0
a. Estimated. b. Projected.
Table A.10 Growth of long-term debt of developing countries, 1970-85
(average annual percentage change)
Country group 1970-73 1973-80 1981 1982 1983 19842 1985*>
Developing countries
Debt outstanding and disbursed 18.4 21.0 14.1 12.2 14.0 7.0 5.6
Official 15.6 17.3 105 108 10.3 8.2 9.0
Private 209 236 162 129 16.0 6.4 38
Low-income countries
Debt outstanding and disbursed 13.2 16.3 6.5 9.3 8.6 4.6 11.0
Official 12.8 14.5 82 107 10.1 4.4 8.1
Private 16.0 254 0.2 38 2.7 5.6 23.2
Asia
Debt outstanding and disbursed 11.3 135 44 107 9.4 7.3 12.8
Official 11.8 11.4 62 103 8.0 5.0 111
Private 41 336 ~-45 130 16.4 18.0 19.8
Africa
Debt outstanding and disbursed 20.0 23.2 10.2 6.9 7.2 -0.1 7.5
Official 17.8 249 125 117 141 34 2.4
Private 242 19.9 51 -49 -126 -13.0 30.2
Middle-income oil importers
Debt outstanding and disbursed 19.5 21.0 156 129 114 7.5 7.4
Official 17.8 18.2 134 117 12.7 11.2 10.1
Private 205 223 16.6 134 109 6.0 6.2
Major exporters of manufactures
Debt outstanding and disbursed 223 20.8 157 127 121 7.7 7.7
Official 21.0 18.1 12.3 9.9 11.3 13.4 9.8
Private 227 21.7 l6.6 135 12.3 6.2 7.1
Other middle-income oil importers
Debt outstanding and disbursed 135 214 155 133 9.9 7.1 6.5
Official 14.6 18.4 146 136 14.2 8.9 10.5
Private 12.1 25.0 164 130 6.0 53 2.4
Middle-income oil exporters
Debt outstanding and disbursed 201 23.6 148 121 20.8 7.0 0.8
Official 16.2 19.6 8.1 9.5 6.2 6.9 7.9
Private 227 25.8 178 131 26.5 71 -15

a. The increase in debt outstanding and disbursed and the shift from private to official sources are due in part to the impact of rescheduling.

b. Estimated.



Table A.11 Savings, investment, and the current account balance, 1965-84

(percent)
Gross domestic investment/GNP Gross national savings/ GNP Current account balance/GNP*
Country 1965-72  1973-78  1979-84  1965-72  1973-78 1979-84  1965-72  1973-78 1979-84
Latin America and Caribbean
*Argentina 20.4 24.6 19.3 20.3 26.2 16.7 -0.1 1.6 -2.6
Bolivia 17.5 211 13.6 12.9 16.4 3.4 -4.6 -4.7 -10.2
*Brazil 25.8 28.1 21.1 24.0 240 16.9 -0.8 -4.1 -4.2
*Chile 15.3 15.3 16.9 13.0 119 6.7 -23 -34 -10.2
Colombia 19.0 18.8 20.0 15.4 191 15.3 -3.6 -0.3 -4.7
Costa Rica 21.2 245 253 1.9 13.7 10.6 -93 -10.8 -14.7
Ecuador 18.6 26.4 239 11.3 20.4 19.6 -7.3 -6.0 -4.3
Guatemala 13.2 19.3 14.6 10.2 14.8 9.8 -3.0 -4.5 -4.8
Jamaica 322 21.0 21.9 22.3 13.2 6.1 -99 -7.8 -15.8
*Mexico 21.3 23.4 259 19.2 20.2 24.0 -2.1 -3.2 -1.9
Peru 17.3 18.0 16.8 159 10.5 129 -14 -7.5 -39
Uruguay 11.9 14.4 15.0 11.8 10.6 10.1 -0.1 -38 -4.9
*Venezuela 29.3 35.4 224 29.8 36.1 26.4 0.5 0.7 4.0
Africa
Cameroon 159 220 25.7 11.9 18.8 24.7 -4.0 -3.2 -1.0
Cote d’Ivoire 21.3 26.8 259 15.6 24.8 125 -5.7 -20 -13.4
Ethiopia 131 9.5 10.6 10.7 7.6 31 -2.4 -19 -7.5
Ghana 12.4 10.0 5.0 8.8 9.1 4.2 -43 -0.9 -0.8
Kenya 21.7 254 25.2 17.0 17.3 15.3 -4.7 -8.1 -99
Liberia 24.7 33.9 26.2 23.6 16.7 9.0 -11 ~-17.2 -17.2
Malawi 19.6 29.8 24.4 4.6 17.9 11.2 -15.0 -11.9 -13.2
Niger 15.9 29.3 29.5 6.5 12.3 13.0 -94 -17.1 -16.5
Nigeria 20.0 28.0 21.9 15.2 28.8 19.8 -4.8 0.8 -2.1
Senegal 13.7 18.6 171 6.8 7.4 -2.7 -6.9 -11.2 -19.8
Sierra Leone 14.0 13.2 12.3 8.0 31 0.0 -6.0 -10.1 -12.3
Sudan 11.9 17.3 15.7 11.0 9.1 0.4 -0.9 -8.2 -15.3
Tanzania 19.7 20.5 21.2 17.5 11.3 9.3 -2.2 -9.2 -11.9
Zaire 27.7 29.8 23.4 20.9 9.9 19.0 -6.8 -19.9 -4.4
Zambia 31.9 31.4 18.4 39.1 27.0 8.1 7.2 -44 -10.3
South Asia
*India 18.3 21.7 24.6 13.4 19.2 21.6 4.9 25 -3.0
Pakistan 16.3 159 15.8 10.2 10.0 121 -6.1 -5.9 -3.7
Sri Lanka 16.1 16.2 29.2 11.3 11.9 12.5 -4.8 -43 -16.7
East Asia
*Indonesia 12.6 20.6 228 6.9 18.8 34.2 -5.7 -1.8 114
*Korea 241 29.0 30.0 15.3 24.6 27.8 -8.8 -4.4 -2.2
Malaysia 19.8 25.3 33.6 20.8 26.7 26.8 1.0 1.5 -6.8
Papua New Guinea 31.0 201 29.0 1.8 16.7 10.2 -29.2 -34 -18.8
Philippines 20.7 28.0 28.0 18.5 235 219 -2.2 -4.5 -6.1
Thailand 238 25.4 249 211 21.3 18.3 -27 -4.1 —6.6
Europe and North Africa
Algeria 30.2 48.3 39.7 25.8 39.0 38.0 -44 -93 -1.7
*Egypt 14.1 26.1 28.3 8.8 17.4 16.6 -53 -8.7 -11.7
Morocco 14.5 249 223 12.5 16.5 12.2 -20 -84 -10.1
Portugal 259 28.2 33.3 21.5 14.7 13.5 -44 -13.5 -19.8
Tunisia 23.7 28.8 30.7 16.1 215 22.7 -7.6 -7.3 -8.0
*Turkey 18.0 219 20.3 171 17.9 16.1 -09 -4.0 -4.2
*Yugoslavia 30.2 331 35.2 27.6 27.3 30.0 -2.6 -5.8 -5.2

Note: Asterisk indicates a major borrower.
a. Excluding net unrequited transfers.
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The section on marketing and price stabilization
in Chapter 5 draws on the papers by jones, Knud-
sen and Nash, and Lewis as well as on Bates 1981
and Bauer 1954. The section on producer support
policies is primarily based on the background pa-
pers by Berg, Vogel, and Virmani as well as on
Binswanger 1984, Hanson and Neal 1985, Virmani
1982, and Virmani 1985. The discussion of the re-
forms in China is based on the paper by Lardy. Box
5.2 draws on Krishna and Chhibber 1983, and Box
5.6 on Mathew 1984.

Chapters 6 and 7

The estimates of nominal rates of protection and
nontariff barriers use World Bank data and the Ty-
ers and Anderson background paper on distor-
tions in world food markets. The discussion of pol-
icies in the OECD countries is based largely on
background papers by Gardner, Johnson, and
Koester and Tangermann and on the following
publications: Bale and Lutz 1981, Barichello 1986,
Buckwell and others 1982, Harling 1983, Hayami
and Honma 1983, Josling 1980, and Schuh 1974.
The simulation of the results of trade liberalization
draws primarily on the background paper by Tyers
and Anderson and on Valdes and Zietz 1980. The
discussion of price stability under trade liberaliza-
tion is based on Johnson and Sumner 1976 and
Schiff 1983. Box 6.6 is based on Phipps 1985 and
Traill 1980. In Chapter 7, the section on interna-
tional commodity agreements and Box 7.1 are
based on the background papers by Gardner and
MacBean and Nguyen as well as on Gilbert 1984
and UNCTAD sources. The section on compensa-
tory finance is based on material from the IMF and
on the paper by Koester and Herrmann. The prin-
cipal source for the discussion of the EC’s trade
preferences and for Boxes 7.3 and 7.4 is again the
paper by Koester and Herrmann. The paper by
Johnson covers other types of preference schemes.
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change rate for 1982, the actual exchange rate for
1982 is multiplied by the relative rate of inflation
for the country and for the United States between
1982 and 1984. For 1983, the actual exchange rate
for 1983 is multiplied by the relative rate of infla-
tion for the country and the United States between
1983 and 1984.

This average of the actual and the deflated ex-
change rates is intended to smooth the impact of
fluctuations in prices and exchange rates. The sec-
ond step is to convert the GNP at current pur-
chaser values and in national currencies of the year
1984 by means of the conversion factor as derived
above. Then the resulting GNP in U.S. dollars is
divided by the midyear population to derive the
1984 per capita GNP. The preliminary estimates of
GNP per capita for 1984 are shown in this table.

The following formulas describe the procedures
for computing the conversion factor for year t:

Pr_/”‘i_ v o (P[P
PP, T

Py PE,
and for calculating per capita GNP in U.S. dollars
for year t:

. 1
(e-21) = 3 [e:-2 + e

(Y}) =Y/ /N, + 2,

where,
Y, = current GNP (local currency) for year ¢
P, = GNP deflator for year ¢
e, = annual average exchange rate (local currency/U.S.
dollars) for year ¢
N, = mid-year population for year ¢

P3 = U.S. GNP deflator for year ¢

Because of problems associated with the avail-
ability of data and the determination of exchange
rates, information on GNP per capita is not shown
for most East European nonmarket economies.

The average annual rate of inflation is the growth
rate of the gross domestic product (GDP) implicit
deflator, for each of the periods shown. The GDP
deflator is first calculated by dividing, for each year
of the period, the value of GDP at current pur-
chaser values by the value of GDP at constant pur-
chaser values, both in national currency. The least-
squares method is then used to calculate the
growth rate of the GDP deflator for the period.
This measure of inflation, like any other, has limi-
tations. For some purposes, however, it is used as
an indicator of inflation because it is the most
broadly based deflator, showing annual price
movements for all goods and services produced in

an economy.
Life expectancy at birth indicates the number of

years a newborn infant would live if patterns of
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mortality prevailing for all people at the time of its
birth were to stay the same throughout its life.
Data are from the U.N. Population Division, sup-
plemented by World Bank estimates.

The summary measures for GNP per capita and life
expectancy in this table are weighted by popula-
tion. Those for average annual rates of inflation are
weighted by the share of country GDP valued in
current U.S. dollars for the entire period in the
particular income group.

Tables 2 and 3. Growth and structure of
production

Most of the definitions used are those of the U.N.
System of National Accounts, series F, no. 2, revision 3.

Gross domestic product (GDP) measures the total
final output of goods and services produced by an
economy—that is, by residents and nonresidents—
regardless of the allocation to domestic and foreign
claims. It is calculated without making deductions
for depreciation. For most countries, GDP by in-
dustrial origin is measured at producer prices; for
some countries, purchaser values series are used.
GDP at producer prices is equal to GDP at pur-
chaser values, less import duties. Note that in pre-
vious editions GDP at producer prices and GDP at
purchaser values were referred to as GDP at factor
cost and GDP at market prices, respectively. The
figures for GDP are dollar values converted from
domestic currency by using the single-year official
exchange rates. For a few countries where the offi-
cial exchange rate does not reflect the rate effec-
tively applied to actual foreign exchange transac-
tions, an alternative conversion factor is used.
Note that this procedure does not use the three-
year averaging computation used for calculating
GNP per capita in Table 1.

The agricultural sector comprises agriculture, for-
estry, hunting, and fishing. In developing coun-
tries with high levels of subsistence farming, much
of the agricultural production is either not ex-
changed or not exchanged for money. This in-
creases the difficulties of measuring the contribu-
tion of agriculture to GDP. Industry comprises
mining, manufacturing, construction, and electric-
ity, water, and gas. All other branches of economic
activity are categorized as services.

National accounts series in domestic currency
units were used to compute the indicators in these
tables. The growth rates in Table 2 were calculated
from constant price series; the sectoral shares of
GDP in Table 3, from current price series.

In calculating the summary measures for each indi-



cator in Table 2, constant U.S. dollar values for
each country are first calculated for each of the
years of the periods covered, and the values are
then aggregated for each year. The least-squares
procedure is used to compute the summary mea-
sure. The average sectoral percentage shares in Ta-
ble 3 are computed from group aggregates of sec-
toral GDP in current U.S. dollars.

Tables 4 and 5. Growth of consumption and
investment; structure of demand

GDP is defined in the note for Table 2.

General government consumption includes all cur-
rent expenditure for purchases of goods and ser-
vices by all levels of government. Capital expendi-
ture on national defense and security is regarded
as consumption expenditure.

Private consumption is the market value of all
goods and services purchased or received as in-
come in kind by households and nonprofit institu-
tions. It excludes purchases of dwellings but in-
cludes imputed rent for owner-occupied
dwellings.

Gross domestic investment consists of the outlays
for additions to the fixed assets of the economy,
plus net changes in the value of inventories.

Gross domestic savings are calculated by deducting
total consumption from gross domestic product.

Exports of goods and nonfactor services represent the
value of all goods and nonfactor services sold to
the rest of the world; they include merchandise,
freight, insurance, travel, and other nonfactor
services. The value of factor services, such as in-
vestment income, interest, and labor income, is
excluded.

The resource balance is the difference between ex-
ports of goods and nonfactor services and imports
of goods and nonfactor services.

National accounts series were used to compute
the indicators in these tables. The growth rates in
Table 4 were calculated from constant price series;
the shares of GDP in Table 5, from current price
series.

The summary measures are calculated by the
method explained in the notes for Tables 2 and 3.

Table 6. Agriculture and food

The basic data for value added in agriculture are from
the World Bank’s national accounts series in na-
tional currencies. The 1980 value added in current
prices in national currencies is converted to U.S.
dollars by applying the single-year conversion pro-

cedure, as described in the technical notes for Ta-
bles 2 and 3. The growth rates of the constant price
series in national currencies are applied to the 1980
value added in U.S. dollars to derive the values, in
1980 U.S. dollars, for 1970 and 1984.

The figures for the remainder of this table are
from the Food and Agriculture Organization
(FAO).

Cereal imports and food aid in cereals are measured
in grain equivalents and defined as comprising all
cereals under the Standard International Trade
Classification (SITC), Revision 1, Groups 041-046.
The figures are not directly comparable since cereal
imports are based on calendar-year and recipient-
country data, whereas food aid in cereals is based
on data for crop years from donor countries.
Where data are for 1974, they provide the earliest
available information.

Fertilizer consumption is measured in relation to
arable land, defined as comprising arable land and
land under permanent crops. This includes land
under temporary crops (double-cropped areas are
counted once), temporary meadows for mowing or
pastures, land under market or kitchen gardens,
land temporarily fallow or lying idle, as well as
land under permanent crops.

The index of food production per capita shows the
average annual quantity of food produced per cap-
ita in 1982-84 in relation to that in 1974-76. The
estimates are derived by dividing the quantity of
food production by total population. For this in-
dex, food is defined as comprising cereals, starchy
roots, sugar cane, sugar beet, pulses, edible oils,
nuts, fruits, vegetables, livestock, and livestock
products. Quantities of food production are mea-
sured net of animal feed, seeds for use in agricul-
ture, and food lost in processsing and distribution.

The summary measures for fertilizer consumption
are weighted by total arable land area. The sum-
mary measures for food production are weighted by
population.

Table 7. Industry

The percentage distribution of value added among
manufacturing industries was provided by the
United Nations Industrial Development Organiza-
tion (UNIDQ). UNIDO industrial statistics have
been used for calculating the shares with the base
values expressed in 1980 dollars.

The classification of manufacturing industries is
in accord with the U.N. International Standard In-
dustrial Classification of All Economic Activities (ISIC).
Food and agriculture comprise 1SIC Major Groups
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311, 313, and 314; textiles and clothing 321-24; ma-
chinery and transport equipment 382-84; and chemi-
cals 351 and 352. Other manufacturing generally
comprises ISIC Major Division 3, less all of the
above; however, for some economies for which
complete data are not available, other categories
are included as well.

The basic data for value added in manufacturing are
from the World Bank’s national accounts series in
national currencies. The 1980 value added in cur-
rent prices in national currencies is converted to
U.S. dollars by applying the conversion procedure
described in technical notes for Tables 2 and 3. The
growth rates of the constant price series in national
currencies are applied to the 1980 value added in
U.S. dollars to derive the values, in 1980 U.S. dol-
lars, for 1970 and 1983.

Table 8. Commercial energy

The data on energy are from U.N. sources. They
refer to commercial forms of primary energy: pe-
troleum and natural gas liquids, natural gas, solid
fuels (coal, lignite, and so on), and primary elec-
tricity (nuclear, geothermal, and hydroelectric
power)—all converted into oil equivalents. Figures
on liquid fuel consumption include petroleum de-
rivatives that have been consumed in nonenergy
uses. For converting primary electricity into oil
equivalents, a notional thermal efficiency of 34 per-
cent has been assumed. The use of firewood and
other traditional fuels, though substantial in some
developing countries, is not taken into account be-
cause reliable and comprehensive data are not
available.

Energy imports refer to the dollar value of energy
imports—Section 3 in the Standard International
Trade Classification (SITC), Revision 1—and are
expressed as a percentage of earnings from mer-
chandise exports.

Because data on energy imports do not permit a
distinction between petroleum imports for fuel
and for use in the petrochemicals industry, these
percentages may overestimate the dependence on
imported energy.

The summary measures of energy production and
consumption are computed by aggregating the re-
spective volumes for each of the years covered by
the time periods, and then applying the least-
squares growth rate procedure. For energy con-
sumption per capita, population weights are used to
compute summary measures for the specified years.

The summary measures of energy imports as a per-
centage of merchandise exports are computed from
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group aggregates for energy imports and merchan-
dise exports in current dollars.

Table 9. Growth of merchandise trade

The statistics on merchandise trade, Tables 9
through 13, are from U.N. publications and the
U.N. trade data system, supplemented by statis-
tics from the U.N. Conference on Trade and Devel-
opment (UNCTAD), the International Monetary
Fund (IMF), and, in a few cases, World Bank coun-
try documentation. Values in these tables are in
current U.S. dollars.

Merchandise exports and imports, with some excep-
tions, cover international movements of goods
across customs borders. Exports are valued f.o.b.
(free on board), imports c.i.f. (cost, insurance, and
freight), unless otherwise specified in the forego-
ing sources. These values are in current dollars;
note that they do not include trade in services.

The growth rates of merchandise exports and imports
are in real terms and calculated from quantum in-
dices of exports and imports. Quantum indices are
obtained from the export or import value index as
deflated by the corresponding price index. These
indices are obtained from different sources. For
about 40 developing economies, mostly major ex-
porters of manufactures, the indices are from the
World Bank data file. To calculate these quantum
indices, the World Bank has used its own price
indices, which are based on international prices for
primary commodities and unit value indices for
manufactures. These price indices are both
country-specific and disaggregated by commodity
groups, which ensures consistency between data
for a group of countries and those for individual
countries. Such data consistency will increase as
the World Bank improves its trade price indices for
an increasing number of countries. For the remain-
ing developing economies these indices are from
UNCTAD. For industrial economies the indices are
from the U.N. Yearbook of International Trade Statis-
tics and Monthly Bulletin of Statistics, and the IMF
International Financial Statistics.

The terms of trade, or the net barter terms of
trade, measure the relative level of export prices
compared to import prices. Calculated as the ratio
of a country’s index of average export price to the
average import price index, this indicator shows
changes over a base year in the level of export
prices as a percentage of import prices. The terms-
of-trade index numbers are shown for 1982 and
1984, with 1980 = 100. The price indices are from



the sources cited above for the growth rates of ex-
ports and imports.

The summary measures are calculated by aggregat-
ing the 1980 constant U.S. dollar price series for
each year, and then applying the least-squares
growth rate procedure for the periods shown.
Note again that these values do not include trade
in services.

Tables 10 and 11. Structure of merchandise trade

The shares in these tables are derived from trade
values in current dollars reported in the U.N. trade
data system and the U.N. Yearbook of International
Trade Statistics, supplemented by other regular sta-
tistical publications of the U.N. and the IMF.

Merchandise exports and imports are defined in the
note for Table 9.

The categorization of exports and imports fol-
lows the Standard International Trade Classifica-
tion (SITC), Revision 1.

In Table 10, fuels, minerals, and metals are the com-
modities in SITC Section 3 (mineral fuels and lubri-
cants and related materials), Divisions 27 and 28
(minerals and crude fertilizers, and metalliferous
ores) and Division 68 (nonferrous metals). Other
primary commodities comprise SITC Sections 0, 1, 2,
and 4 (food and live animals, beverages and to-
bacco, inedible crude materials, oils, fats, and
waxes) less Divisions 27 and 28. Textiles and clothing
represent SITC Divisions 65 and 84 (textiles, yarns,
fabrics, and clothing). Machinery and transport
equipment are the commodities in SITC Section 7.
Other manufactures, calculated as the residual from
the total value of manufactured exports, represent
SITC Sections 5 through 9 less Section 7 and Divi-
sions 65, 68, and 84.

In Table 11, food commodities are those in SITC
Sections 0, 1, and 4 and Division 22 (food and live
animals, beverages, oils and fats, and oilseeds and
nuts), less Division 12 (tobacco). Fuels are the com-
modities in SITC Section 3 (mineral fuels and lubri-
cants and related materials). Other primary commod-
ities comprise SITC Section 2 (crude materials
excluding fuels), less Division 22 (oilseeds and
nuts) plus Division 12 (tobacco) and Division 68
(nonferrous metals). Machinery and transport equip-
ment are the commodities in SITC Section 7. Other
manufactures, calculated as the residual from the
total value of manufactured imports, represent
SITC Sections 5 through 9 less Section 7 and Divi-
sion 68.

The summary measures in Table 10 are weighted
by total merchandise exports of individual coun-

tries in current dollars; those in Table 11, by total
merchandise imports of individual countries in
current dollars. (See note to Table 9.)

Table 12. Origin and destination of merchandise
exports

Merchandise exports are defined in the note for Table
9. Trade shares in this table are based on statistics
on the value of trade in current dollars from the
U.N. and the IMF. Industrial market economies also
include Gibraltar, Iceland, and Luxembourg; high-
income oil exporters also include Bahrain, Bruneij,
and Qatar.

The summary measures are weighted by the value
of total merchandise exports of individual coun-
tries in current dollars.

Table 13. Origin and destination of manufactured
exports

The data in this table are from the U.N. and are
among those used to compute special Table B in
the U.N.Yearbook of International Trade Statistics.
Manufactured goods are the commodities in SITC,
Revision 1, Sections 5 through 9 (chemicals and
related products, basic manufactures, manufac-
tured articles, machinery and transport equip-
ment, and other manufactured articles and goods
not elsewhere classified) excluding Division 68
(nonferrous metals).

The country groups are the same as those in Ta-
ble 12. The summary measures are weighted by man-
ufactured exports of individual countries in cur-
rent dollars.

Table 14. Balance of payments and reserves

Values in this table are in current U.S. dollars.

The current account balance is the difference be-
tween (1) exports of goods and services plus in-
flows of unrequited official and private transfers
and (2) imports of goods and services plus unre-
quited transfers to the rest of the world. The cur-
rent account balance estimates are primarily from
IMF data files and conform to the IMF Balance of
Payments Manual definitions.

Workers’ remittances cover remittances of income
by migrants who are employed or expect to be em-
ployed for more than a year in their new economy,
where they are considered residents. Those de-
rived from shorter-term stays are included in pri-
vate transfers.

Net direct private investment is the net amount in-
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vested or reinvested by nonresidents in enter-
prises in which they or other nonresidents exercise
significant managerial control. Including equity
capital, reinvested earnings, and other capital,
these net figures also take into account the value of
direct investment abroad by residents of the re-
porting country. These estimates were compiled
primarily from IMF data files.

Gross international reserves comprise holdings of
monetary gold, special drawing rights (SDRs), the
reserve position of IMF members in the Fund, and
holdings of foreign exchange under the control of
monetary authorities. The data on holdings of in-
ternational reserves are from IMF data files. The
gold component of these reserves is valued
throughout at year-end London prices: that is,
$37.37 an ounce in 1970 and $308.30 an ounce in
1984. The reserve levels for 1970 and 1984 refer to
the end of the year indicated and are in current
dollars at prevailing exchange rates. Due to differ-
ences in the definition of international reserves, in
the valuation of gold, and in reserve management
practices, the levels of reserve holdings published
in national sources do not have strictly comparable
significance. Reserve holdings at the end of 1984
are also expressed in terms of the number of
months of imports of goods and services they
could pay for, with imports at the average level for
1983 or 1984.

The summary measures are computed from group
aggregates for gross international reserves and to-
tal imports of goods and services in current dol-
lars.

Table 15. Gross external liabilities

The data on debt in this and successive tables are
from the World Bank Debtor Reporting System,
supplemented by World Bank estimates. That sys-
tem is concerned solely with developing econo-
mies and does not collect data on external debt for
other groups of borrowers, nor from economies
that are not members of the World Bank. The dol-
lar figures on debt shown in Tables 15 through 19
are in U.S. dollars converted at official exchange
rates. In previous reports, debt with an original or
extended maturity of more than a year was re-
ferred to as “medium- and long-term.” To con-
form to current usage, this debt is now denoted as
"’long-term.”’

In this edition, the data on debt cover for the first
time private nonguaranteed debt reported by
twenty developing countries, and complete or par-
tial estimates (depending on the reliability of infor-

248

mation) for an additional twenty-four countries.

External public debt outstanding and disbursed repre-
sents public and publicly guaranteed loans drawn
at year-end, net of repayments of principal and
write-offs at year-end. For estimating external pub-
lic debt as a percentage of GNP, the debt figures
are converted into U.S. dollars from currencies of
repayment at end-of-year official exchange rates.
GNP is converted from national currencies to U.S.
dollars by applying the conversion procedure de-
scribed in the technical notes for Tables 2 and 3.

In addition to public long-term debt and private
nonguaranteed long-term debt (whether reported
or estimated), this table includes information on
the use of IMF credit and estimates of short-term
debt.

Use of IMF credit denotes repurchase obligations
to the IMF for all uses of IMF resources, excluding
those resulting from drawings in the reserve
tranche and on the IMF Trust Fund. It is shown for
the end of the year specified. It comprises pur-
chases outstanding under the credit tranches, in-
cluding enlarged access resources, and all of the
special facilities (the buffer stock, compensatory fi-
nancing, extended Fund, and oil facilities). Trust
Fund loans are included individually in the Debtor
Reporting System, and thus shown within the to-
tal of public long-term debt. Use of IMF credit out-
standing at year-end (a stock) is converted to U.S.
dollars at the dollar/SDR exchange rate in effect at
year-end.

Short-term external debt is debt having an original
maturity of one year or less. Available data permit
no distinctions between public and private non-
guaranteed short-term debt.

Gross external liabilities are defined for the pur-
pose of this report as the sum of public long-term
debt, private nonguaranteed long-term debt, use
of IMF credit, and short-term debt. This is a gross
stock because external liabilities are not offset
against associated external assets.

Table 16. Flow of public and private external
capital

Data on the gross inflow (disbursements) and repay-
ment of principal (amortization) are for public, pub-
licly guaranteed, and private nonguaranteed long-
term loans. The net inflow estimates are
disbursements less the repayment of principal.
Public loans are external obligations of public
debtors, including the national government, its
agencies, and autonomous public bodies. Publicly

- guaranteed loans are external obligations of private



debtors that are guaranteed for repayment by a
public entity. These two categories are aggregated
in the tables. Private nonguaranteed loans are exter-
nal obligations of private debtors that are not guar-
anteed for repayment by a public entity.

Table 17. Total external public and private debt
and debt service ratios

Total long-term debt data in this table cover public
and publicly guaranteed debt and private non-
guaranteed debt. Procedures for estimating total
long-term debt as a percentage of GNF, average
ratios of debt service to GNP, and average ratios of
debt service to exports of goods and services are
the same as those described in the notes for Table
15.

Table 18. External public debt and debt-service
ratios

Interest payments are actual payments made on the
disbursed and outstanding public and publicly
guaranteed debt in foreign currencies, goods, or
services; they include commitment charges on un-
disbursed debt if information on those charges is
available.

Debt service is the sum of actual repayments of
principal (amortization) and actual payments of in-
terest made in foreign currencies, goods, or serv-
ices on external public and publicly guaranteed
debt. The ratio of debt service to exports of goods
and services is one of several conventional mea-
sures used to assess the ability to service debt. The
average ratios of debt service to GNP for the econ-
omy groups are weighted by GNP in current dol-
lars. The average ratios of debt service to exports of
goods and services are weighted by exports of
goods and services in current dollars.

The summary measures are computed from group
aggregates of debt service and GNP in current dol-
lars.

Table 19. Terms of external public borrowing

Commitments refer to the public and publicly guar-
anteed loans for which contracts were signed in
the year specified. They are reported in currencies
of repayment and converted into U.S. dollars at
average annual official exchange rates.

Figures for interest rates, maturities, and grace pe-
riods are averages weighted by the amounts of the
loans. Interest is the major charge levied on a loan
and is usually computed on the amount of princi-

pal drawn and outstanding. The maturity of a loan
is the interval between the agreement date, when a
loan agreement is signed or bonds are issued, and
the date of final repayment of principal. The grace
period is the interval between the agreement date
and the date of the first repayment of principal.

Public loans with variable interest rates, as a percent-
age of public debt, refer to interest rates that float
with movements in a key market rate; for example,
the London interbank offered rate (LIBOR) or the
U.S. prime rate. This column shows the borrow-
er’s exposure to changes in international interest
rates.

The summary measures in this table are weighted
by the amounts of the loans.

Table 20. Official development assistance from
OECD and OPEC members

Official development assistance (ODA) consists of net
disbursements of loans and grants made on con-
cessional financial terms by official agencies of the
members of the Development Assistance Commit-
tee (DAC) of the Organisation for Economic Co-
operation and Development (OECD) and members
of the Organization of Petroleum Exporting Coun-
tries (OPEC), with the object of promoting eco-
nomic development and welfare. It includes the
value of technical cooperation and assistance. All
data shown were supplied by the OECD, and all
U.S. dollar values converted at official exchange
rates.

Amounts shown are net disbursements to devel-
oping countries and multilateral institutions. The
disbursements to multilateral institutions are now
reported for all DAC members on the basis of the
date of issue of notes; some DAC members previ-
ously reported on the basis of the date of encash-
ment. Net bilateral flows to low-income economies ex-
clude unallocated bilateral flows and all
disbursements to multilateral institutions.

The nominal values shown in the summary for
ODA from OECD countries were converted into
1980 prices using the dollar GNP deflator. This de-
flator is based on price increases in OECD coun-
tries (excluding Greece, Portugal, and Turkey)
measured in dollars. It takes into account the par-
ity changes between the dollar and national cur-
rencies. For example, when the dollar appreciates,
price changes measured in national currencies
have to be adjusted downward by the amount of
the appreciation to obtain price changes in dollars.

The table, in addition to showing totals for
OPEC, shows totals for the Organization of Arab
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Petroleum Exporting Countries (OAPEC). The do-
nor members of OAPEC are Algeria, Iraq, Kuwait,
Libya, Qatar, Saudi Arabia, and United Arab Emir-
ates. ODA data for OPEC and OAPEC were also
obtained from the OECD.

Table 21. Official development assistance:
receipts

Net disbursements of ODA from all sources consist of
loans and grants made on concessional financial
terms by all bilateral official agencies and multila-
teral sources, with the object of promoting eco-
nomic development and welfare. The disburse-
ments shown in this table are not strictly
comparable with those shown in Table 20 since the
receipts are from all sources; disbursements in Ta-
ble 20 refer to those made by members of OECD
and OPEC only. Net disbursements equal gross
disbursements less payments to donors for amorti-
zation. Net disbursements of ODA are shown per
capita and as a percentage of GNP.

The summary measures of per capita ODA are
computed from group aggregates for population
and for ODA. Summary measures for ODA as a
percentage of GNP are computed from group to-
tals for ODA and for GNP in current U.S. dollars.

Table 22. Central government expenditure

The data on central government finance in Tables
22 and 23 are from the IMF Government Finance
Statistics Yearbook, 1986, IMF data files, and World
Bank country documentation. The accounts of
each country are reported using the system of
common definitions and classifications found in
the IMF Manual on Government Finance Statistics.
Due to differences in coverage of available data,
the individual components of central government
expenditure and current revenue shown in these
tables may not be strictly comparable across all
economies. The shares of total expenditure and
revenue by category are calculated from national
currencies.

The inadequate statistical coverage of state, pro-
vincial, and local governments has dictated the use
of central government data only. This may seri-
ously understate or distort the statistical portrayal
of the allocation of resources for various purposes,
especially in large countries where lower levels of
government have considerable autonomy and are
responsible for many social services.

It must be emphasized that the data presented,
especially those for education and health, are not
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comparable for a number of reasons. In many
economies private health and education services
are substantial; in others public services represent
the major component of total expenditure but may
be financed by lower levels of government. Great
caution should therefore be exercised in using the
data for cross-country comparisons.

Central government expenditure comprises the ex-
penditure by all government offices, departments,
establishments, and other bodies that are agencies
or instruments of the central authority of a coun-
try. It includes both current and capital (develop-
ment) expenditure.

Defense comprises all expenditure, whether by
defense or other departments, on the maintenance
of military forces; including the purchase of mili-
tary supplies and equipment, construction, re-
cruiting, and training. Also in this category is ex-
penditure on strengthening public services to meet
wartime emergencies, on training civil defense
personnel, on supporting research and develop-
ment, and on funding administration of military
aid programs.

Education comprises expenditure on the provi-
sion, management, inspection, and support of pre-
primary, primary, and secondary schools; of uni-
versities and colleges; and of vocational, technical,
and other training institutions by central govern-
ments. Also included is expenditure on the general
administration and regulation of the education
system; on research into its objectives, organiza-
tion, administration, and methods; and on such
subsidiary services as transport, school meals, and
medical and dental services in schools.

Health covers public expenditure on hospitals,
medical and dental centers, and clinics with a ma-
jor medical component; on national health and
medical insurance schemes; and on family plan-
ning and preventive care. Also included is expen-
diture on the general administration and regula-
tion of relevant government departments,
hospitals and clinics, health and sanitation, and
national health and medical insurance schemes;
and on research and development.

Housing and community amenities and social security
and welfare cover (1) public expenditure on hous-
ing, such as income-related schemes, on provision
and support of housing and slum clearance activi-
ties, on community development, and on sanitary
services; and (2) public expenditure on compensa-
tion to the sick and temporarily disabled for loss of
income; on payments to the elderly, the perma-
nently disabled, and the unemployed; and on fam-
ily, maternity, and child allowances. The second



category also includes the cost of welfare services
such as care of the aged, the disabled, and chil-
dren, as well as the cost of general administration,
regulation, and research associated with social se-
curity and welfare services.

Economic services comprise public expenditure as-
sociated with the regulation, support, and more
efficient operation of business, economic develop-
ment, redress of regional imbalances, and creation
of employment opportunities. Research, trade pro-
motion, geological surveys, and inspection and
regulation of particular industry groups are among
the activities included. The five major categories of
economic services are fuel and energy, agriculture,
industry, transportation and communication, and
other economic affairs and services.

Other covers expenditure on the general admin-
istration of government not included elsewhere;
for a few economies it also includes amounts that
could not be allocated to other components.

Overall surplus/deficit is defined as current and
capital revenue and grants received, less total ex-
penditure less lending minus repayments.

The summary measures for the components of cen-
tral government expenditure are computed from
group totals for expenditure components and cen-
tral government expenditure in current dollars.
Those for total expenditure as a percentage of GNP
and for overall surplus/deficit as a percentage of
GNP are computed from group totals for the above
total expenditures and overall surplus/deficit in
current dollars, and GNP in current dollars, re-
spectively.

Table 23. Central government current revenue

Information on data sources and comparability is
given in the note for Table 22. Current revenue by
source is expressed as a percentage of total current
revenue, which is the sum of tax revenue and cur-
rent nontax revenue, and is calculated from na-
tional currencies.

Tax revenue is defined as all government revenue
from compulsory, unrequited, nonrepayable re-
ceipts for public purposes, including interest col-
lected on tax arrears and penalties collected on
nonpayment or late payment of taxes. Tax revenue
is shown net of refunds and other corrective trans-
actions. Taxes on income, profit, and capital gain are
taxes levied on the actual or presumptive net in-
come of individuals, on the profits of enterprises,
and on capital gains, whether realized on land
sales, securities, or other assets. Social Security con-
tributions include employers’ and employees’ so-

cial security contributions as well as those of self-
employed and unemployed persons. Domestic taxes
on goods and services include general sales, turnover,
or value added taxes, selective excises on goods,
selective taxes on services, taxes on the use of
goods or property, and profits of fiscal monopo-
lies. Taxes on international trade and transactions in-
clude import duties, export duties, profits of ex-
port or import marketing boards, transfers to
government, exchange profits, and exchange
taxes. Other taxes include employers’ payroll or
manpower taxes, taxes on property, and other
taxes not allocable to other categories.

Current nontax revenue comprises all government
revenue that is not a compulsory nonrepayable
payment for public purposes. Proceeds of grants
and borrowing, funds arising from the repayment
of previous lending by governments, incurrence of
liabilities, and proceeds from the sale of capital as-
sets are not included.

The summary measures for the components of cur-
rent revenue are computed from group totals for
revenue components and total current revenue in
current dollars; those for current revenue as a per-
centage of GNP are computed from group totals
for total current revenue and GNP in current dol-
lars.

Table 24. Income distribution

The data in this table refer to the distribution of
total disposable household income accruing to per-
centile groups of households ranked by total
household income. The distributions cover rural
and urban areas and refer to different years be-
tween 1970 and 1982.

The data for income distribution are drawn from
a variety of sources including the Economic Com-
mission for Latin America and the Caribbean
(ECLAC), Economic and Social Commission for
Asia and the Pacific (ESCAP), International Labour
Organisation (ILO), the Organisation for Economic
Co-operation and Development (OECD), the U.N.
Survey of National Sources of Income Distribution Sta-
tistics, 1981, and National Account Statistics: Compen-
diums of Income Distribution Statistics, 1985, more
recent U.N. data, the World Bank, and national
sources.

Because the collection of data on income distri-
bution has not been systematically organized and
integrated with the official statistical system in
many countries, estimates are derived from sur-
veys designed for other purposes, most often con-
sumer expenditure surveys, which also collect

251



some information on income. These surveys use a
variety of income concepts and sample designs.
Furthermore, the coverage of many of these sur-
veys is too limited to provide reliable nationwide
estimates of income distribution. Thus, although
the estimates shown are considered the best avail-
able, they do not avoid all these problems and
should be interpreted with extreme caution.

The scope of the indicator is similarly limited.
Because households vary in size, a distribution in
which households are ranked according to per cap-
ita household income, rather than according to to-
tal household income, is superior for many pur-
poses. The distinction is important because
households with low per capita incomes fre-
quently are large households, whose total income
may be high, and conversely many households
with low household incomes may be small house-
holds with high per capita incomes. Information
on the distribution of per capita household income
exists for only a few countries. The World Bank’s
Living Standards Measurement Study is develop-
ing procedures and applications that can assist
countries to improve their collection and analysis
of data on income distribution.

Table 25. Population growth and projections

The growth rates of population are period averages
calculated from midyear populations.

The estimates of population for mid-1984 are
based on data from the U.N. Population Division
and from World Bank sources. In many cases the
data take into account the results of recent popula-
tion censuses. Note again that refugees not perma-
nently settled in the country of asylum are gener-
ally considered to be part of the population of their
country of origin.

The projections of population for 1990 and 2000,
and to the year in which it will eventually become
stationary, are made for each economy separately.
Starting with information on total population by
age and sex, fertility rates, mortality rates, and in-
ternational migration in the base year 1980, these
parameters are projected at five-year intervals on
the basis of generalized assumptions, until the
population becomes stationary. The base-year esti-
mates are from updated computer printouts of the
U.N. World Population Prospects as Assessed in 1982,
from the most recent issues of the U.N. Population
and Vital Statistics Report, from World Bank country
data, and from national censuses.

The net reproduction rate (NRR) indicates the
number of daughters a newborn girl will bear dur-
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ing her lifetime, assuming fixed age-specific fertil-
ity and mortality rates. The NRR thus measures
the extent to which a cohort of newborn girls will
reproduce themselves under given schedules of
fertility and mortality. An NRR of 1 indicates that
fertility is at replacement level: at this rate child-
bearing women, on average, bear only enough
daughters to replace themselves in the population.

A stationary population is one in which age- and
sex-specific mortality rates have not changed over
a long period, while age-specific fertility rates have
simultaneously remained at replacement level
(NRR=1). In such a population, the birth rate is
constant and equal to the death rate, the age struc-
ture is constant, and the growth rate is zero.

Population Momentum is the tendency for popula-
tion growth to continue beyond the time that
replacement-level fertility has been achieved; that
is, even after NRR has reached 1. The momentum
of a population in the year t is measured as a ratio
of the ultimate stationary population in the year ¢,
given the assumption that fertility remains at re-
placement level from the year t onward. For exam-
ple, the 1985 population of India is estimated at 765
million. If NRR had reached 1 in 1985, the pro-
jected stationary population would be 1,349
million—reached in the middle of the 22nd
century—and the population momentum would be
1.8.

A population tends to grow even after fertility
has declined to replacement level because past
high growth rates will have produced an age distri-
bution with a relatively high proportion of women
in, or still to enter, the reproductive ages. Conse-
quently, the birth rate will remain higher than the
death rate and the growth rate will remain positive
for several decades. It takes at least 50-75 years,
depending on the initial conditions, for a popula-
tion’s age distribution to adjust fully to changed
fertility rates.

To make the projections, assumptions about fu-
ture mortality rates are made in terms of female life
expectancy at birth (that is, the number of years a
newborn girl would live if subject to the mortality
risks prevailing for the cross-section of population
at the time of her birth). Economies are divided
according to whether their primary-school enroll-
ment ratio for females is above or below 70 per-
cent. In each group a set of annual increments in
female life expectancy is assumed, depending on
the female life expectancy in 1980-85. For a given
life expectancy at birth, the annual increments dur-
ing the projection period are larger in economies
with a higher primary-school enrollment ratio and



a life expectancy of up to 62.5 years. At higher life
expectancies, the increments are the same.

To project fertility rates, the year in which fertil-
ity will reach replacement level is estimated. These
estimates are speculative and are based on infor-
mation on trends in crude birth rates (defined in
the note for Table 20), total fertility rates (also de-
fined in the note for Table 20), female life expect-
ancy at birth, and the performance of family plan-
ning programs. For most economies it is assumed
that the total fertility rate will decline between 1980
and the year of reaching a net reproduction rate of
1, after which fertility will remain at replacement
level. For most countries in sub-Saharan Africa,
and for a few countries in Asia and the Middle
East, total fertility rates are assumed to remain
constant for some time and then to decline until
replacement level is reached; for a few countries
they are assumed to increase until 1990-95 and
then to decline.

In some countries, fertility is already below re-
placement level or will decline to below replace-
ment level during the next 5 to 10 years. Because a
population will not remain stationary if its net re-
production rate is other than 1, it is assumed that
fertility rates in these economies will regain re-
placement levels in order to make estimates of the
stationary population for them. For the sake of
consistency with the other estimates, the total fer-
tility rates in the industrial economies are assumed
to remain constant until 1985-90 and then to in-
crease to replacement level by 2010.

International migration rates are based on past
and present trends in migration flow. The esti-
mates of future net migration are speculative. For
most economies the net migration rates are as-
sumed to be zero by 2000, but for a few they are
assumed to be zero by 2025.

The estimates of the hypothetical size of the sta-
tionary population and the assumed year of reach-
ing replacement-level fertility are speculative. They
should not be regarded as predictions. They are in-
cluded to show the long-run implications of recent
fertility and mortality trends on the basis of highly
stylized assumptions. A fuller description of the
methods and assumptions used to calculate the es-
timates is available from the Bank publication:
World Population Projections 1985—Short- and Long-
term Estimates by Age and Sex with Related Demo-
graphic Statistics.

Table 26. Demography and fertility

The crude birth and death rates indicate the number

of live births and deaths per thousand population
in a year. They come from the sources mentioned
in the note for Table 25. Percentage changes are
computed from unrounded data.

The total fertility rate represents the number of
children that would be born per woman, if she
were to live to the end of her childbearing years
and bear children at each age in accordance with
prevailing age-specific fertility rates. The rates
given are from the sources mentioned in the note
for Table 25.

The percentage of married women of childbearing age
using contraception refers to women who are prac-
ticing, or whose husbands are practicing, any form
of contraception. These generally comprise female
and male sterilization, injectable and oral contra-
ceptives, intrauterine devices (IUD), diaphragms,
spermicides, condoms, rhythm, withdrawal, and
abstinence. Women of childbearing age are generally
women aged 15-49, although for some countries
contraceptive usage is measured for other age
groups.

Data are mainly derived from the World Fertility
Survey, the Contraceptive Prevalence Survey,
World Bank country data, and the U.N. report:
Recent Levels and Trends of Contraceptive Use as As-
sessed in 1983. For a few countries for which no
survey data are available, program statistics are
used; these include Bangladesh, India, Indonesia,
and several African countries. Program statistics
may understate contraceptive prevalence because
they do not measure use of methods such as
rhythm, withdrawal, or abstinence, or contracep-
tives not obtained through the official family plan-
ning program. The data refer to a variety of years,
generally not more than two years distant from
those specified.

All summary measures are country data weighted
by each country’s share in the aggregate popula-
tion.

Table 27. Life expectancy and related indicators

Life expectancy at birth is defined in the note for
Table 1.

The infant mortality rate is the number of infants
who die before reaching one year of age, per thou-
sand live births in a given year. The data are from a
variety of U.N. sources—"Infant Mortality: World
Estimates and Projections, 1950-2025"" in Popula-
tion Bulletin of the United Nations (1983) and recent
issues of Demographic Yearbook and Population and
Vital Statistics Report—and from the World Bank.

The child death rate is the number of deaths of
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children aged 1-4 per thousand children in the
same age group in a given year. Estimates are
based on the data on infant mortality and on the
relationship between the infant mortality rate and
the child death rate implicit in the appropriate
Coale-Demeny Model life tables; see Ansley J.
Coale and Paul Demeny, Regional Mode! Life Tables
and Stable Populations (Princeton, NJ: Princeton
University Press, 1966).

The summary measures in this table are country
figures weighted by each country’s share in the
aggregate population.

Table 28. Health-related indicators

The estimates of population per physician and nursing
person are derived from World Health Organization
(WHO) data. They also take into account revised
estimates of population. Nursing persons include
graduate, practical, assistant, and auxiliary nurses;
the inclusion of auxiliary nurses allows for a better
estimation of the availability of nursing care. Be-
cause definitions of nursing personnel vary—and
because the data shown are for a variety of years,
generally not more than two years distant from
those specified—the data for these two indicators
are not strictly comparable across countries.

The daily calorie supply per capita is calculated by
dividing the calorie equivalent of the food supplies
in an economy by the population. Food supplies
comprise domestic production, imports less ex-
ports, and changes in stocks; they exclude animal
feed, seeds for use in agriculture, and food lost in
processing and distribution. The daily calorie re-
quirement per capita refers to the calories needed to
sustain a person at normal levels of activity and
health, taking into account age and sex distribu-
tions, average body weights, and environmental
temperatures. Because no later figures are avail-
able, 1977 calorie requirement data are used for
these calculations. Both sets of estimates are from
the Food and Agriculture Organization (FAO).

The summary measures in this table are country
figures weighted by each country’s share in the
aggregate population.

Table 29. Education

The data in this table refer to a variety of years,
generally not more than two years distant from
those specified, and are mostly from Unesco.

The data on number enrolled in primary school refer
to estimates of total, male, and female enrollment
of students of all ages in primary school; they are

254

expressed as percentages of the total, male, or fe-
male populations of the primary school age to give
gross primary enrollment ratios. While many
countries consider primary school age to be 6-11
years, others do not. The differences in country
practices in the ages and duration of schooling are
reflected in the ratios given. For some countries
with universal primary education, the gross enroll-
ment ratios may exceed or fall below 100 percent
because some pupils are above or below the coun-
try’s standard primary-school age.

The data on number enrolled in secondary school are
calculated in the same manner, with secondary-
school age considered to be 12-17 years.

The data on number enrolled in higher education are
from Unesco.

The summary measures in this table are country
enrollment rates weighted by each country’s share
in the aggregate population.

Table 30. Labor force

The population of working age refers to the popula-
tion aged 15-64. The estimates are based on the
population estimates of the World Bank for 1984
and previous years.

The summary measures are weighted by popula-
tion.

The labor force comprises economically active per-
sons aged 10 years and over, including the armed
forces and the unemployed, but excluding house-
wives, students, and other economically inactive
groups. Agriculture, industry, and services are de-
fined in the same manner as in Table 2. The esti-
mates of the sectoral distribution of the labor force
are from the International Labour Organisation
(ILO), Labour Force Estimates and Projections, 1950-
2000, 3rd edition, and from the World Bank.

The summary measures are weighted by labor
force.

The labor force growth rates are derived from the
Bank’s population projections and from ILO data
on age-specific activity rates in the source cited
above.

The application of ILO activity rates to the
Bank’s latest population estimates may be inap-
propriate for some economies in which there have
been important changes in unemployment and un-
deremployment, in international and internal mi-
gration, or in both. The labor force projections for
1980-2000 should thus be treated with caution.

The summary measures for 1965-73 and 1973-84
are country growth rates weighted by each coun-
try’s share in the aggregate labor force in 1973;



those for 1980-2000, by each country’s share in the
aggregate labor force in 1980.

Table 31. Urbanization

The data on urban population as a percentage of total
population are from the U.N. Estimates and Projec-
tions of Urban, Rural and City Populations 1950-2025:
The 1982 Assessment, 1985, supplemented by data
from various issues of the U.N. Demographic Year-
book, and from the World Bank.

The growth rates of urban population are calculated
from the World Bank’s population estimates; the
estimates of urban population shares are calcu-

lated from the sources cited above. Data on urban
agglomeration are from the U.N. Patterns of Urban
and Rural Population Growth, 1980.

Because the estimates in this table are based on
different national definitions of what is ““urban,”’
cross-country comparisons should be interpreted
with caution.

The summary measures for urban population as a
percentage of total population are calculated from
country percentages weighted by each country’s
share in the aggregate population; the other sum-
mary measures in this table are weighted in the
same fashion, using urban population.
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