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El Seminario se centra en aspectos fiscales y del sector público, dentro del contexto 
de los programas de estabilización y ajuste estructural. Los temas a ser discutidos se han 
agrupado en nueve sesiones. Las dos primeras sirven de introducción general. En ellas 
se presenta una actualización de la evolución macroeconômica de América Latina y una 
visión general de las experiencias mundiales en relación con el sector público y las 
políticas fiscales. Las tres sesiones siguientes discuten los aspectos analíticos y los 
problemas prácticos que se encuentran cuando se trata de integrar la política fiscal con el 
programa macroeconômico general y la estrategia de desarrollo, considerando las 
restricciones impuestas por el medio ambiente socioeconómico y político. Dado este marco 
general, las sesiones que siguen se centran en tres temas específicos de las finanzas 
públicas: la reestructuración del gasto, la reforma tributaria y la reforma del sector de las 
empresas públicas. En la última sesión se analizan aspectos de la relación entre el 
problema de la deuda externa y las dificultades fiscales en los países de la región. La 
actividad de cierre es la evaluación del seminario.

Contenido de las Sesiones

Sedán 1 
“R egistro y  A rreg los A d m in istra tivos”

Sesión 2  
“E stabilización  y  A ju ste M acroeconôm ico en  A m érica  L a tin a ”

En esta sesión se presentará un análisis actualizado del proceso general de ajuste 
macroeconômico en América Latjna, y ̂ una comparación denlas experiencias défdiferentes 
países en términos del desempeño económico y de las p̂ tiĉ Sjde estál̂ lizáciáai-y ajuste 
estructural que se han aplicado. También se discutirá brevemente el marco de las 
condiciones internacionales que influyen sobre la evolución macroeconômica d!e lós* : ;; 
países de la región.

.-.Jt Slilis. íi"’“ ’ '■ ’
Sedán 3

“L as F inanzas P ú blica s: L eccion es d e la  E xp erien cia  In tem a d on ol”  /
•• i jĵ  I "• • "'ft' ^ \ «ft*-

En esta sesión se ofrecerá una'visión general del sector público, del desempeño 
fiscal y de las políticas fiscales en los países en desarrollo, con una referencia especial al
caso de América Latina. Basándose en las conclusiones del Informe del DesarrollenM  
Mundial 1988, se resaltarán los aspectos principales relacionados con elpapelde laá i 
finanzas públicas en el desarrollo, la política fiscal en los procesos de estabilización y 
ajuste, la reforma impositiva, el mejoramiento de Ip asignación del gasto público, -
decentralización y la reforma del sector de las empresas públicas.

-í;T

ü-xK i f



Sesión 4  
“L a  M acroeconom ia d el D éficit d el S ector P ú blico”

Las discusiones se centrarán en aspectos analíticos del diseño de programas 
macroeconômicos consistentes, enfatizando el componente fiscal y en particular el 
impacto del déficit del sector público. Un aspecto central es cómo articular la política fiscal 
con los objetivos de crecimiento, inflación y balanza de pagos, dadas las restricciones de 
financiamiento. Las medidas fiscales interactúan con las políticas monetarias de tasa de 
interés, de tasa de cambio y comercio internacional y de precios y salarios, generando 
diferentes efectos sobre la oferta y demandas agregadas y afectando la manera en que el 
ahorro e inversión domésticos se ajustan en línea con las restricciones de financiamiento 
externo. La presentación abarcará principalmente los aspectos estáticos y dinámicos y los 
mecanismos de transmisión macroeconômica de corto y largo plazo relacionados con 
diferentes modalidades de financiamiento del déficit fiscal.

S esion ó  
“F in an zas P ú blica s y  C am bios E xógenos: M edición  y  A n á lisis d e la s C ausas d el 

D éficit P ú blico en  A m érica  L atina”

En esta sesión se discutirán aspectos metodológicos y empíricos relacionados con 
la definición y medición de los diferentes conceptos del déficit fiscal (requerimientos de 
financiamiento del sector público, déficit operacional, déficit primario y déficit cuasi- 
fiscal). Se realizará un análisis de las causas de los déficits fiscales adecuadamente 
definidos y medidos. Algunos de los principales factores causales considerados en el 
análisis incluyen cambios en el marco económico internacional, en las políticas 
macroeconômicas nacionales y en la posición fiscal. Se presentarán ejemplos de algunos 
países en la región.

Sesión 6  
*P lanes d e D esa rrollo y  P o litico s F isca les: A spectos T écn icos y  P oliticos”

Esta presentación discutirá los aspectos metodológicos, institucionales y políticos 
relacionados con la articulación entre la estrategia de desarrollo y las finanzas públicas. 
A nivel técnico, esta sesión se centrará en los mecanismos para asegurar la consistencia 
entre los planes de desarrollo y la política fiscal. A nivel institucional y político, la 
presentación analizará las alternativas para asegurar la coordinación entre el trabajo de 
los diferentes ministerios y para desarrollar el consenso político necesario para asegurar 
la ejecución del programa.

_______________ :  Sesión  7
“G asto P ú b lico y  A ju ste M acroeconôm ico”

La discusión se centrará en los criterios y las experiencias relacionadas con el 
diSBfln̂ ia'ejecnidón̂ exffrpTagramff'de gasto público~en línea con los objetivos 
económicos y sqpiales más generales. En particular,,,sq, ̂ nfatizará el papel de la inversión 
p i^li^ l^  m pTgcê ); dê ecjmiento y desarrollo, Sé^clçúrán aspectos tales como la 
asignaq^jq^j^^s(^^tresectores, medidas para mĉ ementar la eficiencia del sector 
público, la programación clel gasto público, la decèntiĵ âción de los servicios públicos y 
la orientación del gasto hacia grupos de bajos ingresos! También se discutirá la 
experiencia de la República Federal Alemana (RFA) en la ejecución de programas de 
ajuste estructural. Esta presentación se centrará en los aspectos políticos y 
administrativos, en las condiciones legislativas y en el impacto económico de la 
descentralización del gasto público en la RFA, tratando de extraer conclusiones aplicables 
en América Latina.
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S esión 8  
“D iseño y  A dm in istración  de la  R eform a T ributaria

En esta sesión se analizarán aspectos metodológicos y operacionales relacionados 
con el diseño, ejecución y administración de reformas globales del sistema tributario. 
Después de evaluar los objetivos de la reforma tributaria, se analizarán diferentes tipos de 
impuestos considerando el rendimiento fiscal, la generación de distorsiones, el impacto 
distributivo y su influencia sobre el proceso de ahorro e inversión. En particular, se 
discutirá el impuesto al valor agregado y a los ingresos. La sesión concluirá con una 
presentación de diferentes aspectos institucionales y políticos que influyen sobre la 
implementación, administración y permanencia en el tiempo de la reforma impositiva.

Sesión 9 
“R eform a d e las E m presas P ú blicas”

La presentación se centrará en dos aspectos relacionados. Por una parte, se 
discutirán políticas y mecanismos de operación que permitan alcanzar una 
administración más eficiente del núcleo central de empresas públicas. Por otra, se 
analizarán los criterios a ser utilizados para definir las empresas que deben salir del 
ámbito público, y los problemas principales que aparecen en el proceso de liquidación o 
privatización de dichas empresas. Se discutirán experiencias relevantes en América 
Latina y fuera de la región.

Sesión 10 
uD euda E xtern a  y  P o lítica  F isca l en  A m érica  L atin a”

En varios países de América Latina el problema de la deuda externa se ha 
desarrollado paralelamente a la crisis fiscal. El sector público ha tenido que ajustarse al 
múltiple impacto de la reducción de flujos netos de financiamiento, incrementos en el 
servicio de la deuda pública debido a mayores tasas de interés, caídas en la recaudación 
fiscal ligada a productos de exportación y la absorpción de la deuda privada por el sector 
público. En esta sesión se discutirá el problema de la doble transferencia de recursos 
ocasionada por el pago de la deuda: la transferencia externa, a través de la balanza de 
pagos y la transferencia interna, a través del presupuesto público. Asimismo, se dará 
énfasis al impacto macroeconômico de las diferentes maneras de generar esa doble 
transferencia. En relación con la transferencia externa, se discutirán alternativas para 
aliviar su impacto, mejorar su secuencia temporal y, eventualmente, revertir la- dirección 
del flujo de recursos.

> IV
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Evaluación
■ -'V- ■•U’f -o'-. í + "2 . ' !■ a¡l% t J
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C H A P T E R  I

OVERVIEW

Origins of economic cris is

The world economic recession had extended to most developing 

countries by 1982. Its beginnings can be traced back to 1979 when the 

response of industrial countries to the second o il price shock precipitated 

sharp increases in interest rates, deterioration in the terms of trade for 

non-oil exporters, and stagnation of world trade. ' The new external 

conditions prompted adjustment in Latin America arid the Caribbean, especially 

after the virtual cessation of voluntary external financing in August 1982. 

But domestic policies and institutions were heading most of the region 

towards economic instability and stagnation anyway. Incongruous economic 

policies and institutions were prolonged only by a huge build-up of external 

debt in the 1975-81 period. The debt was contracted at low or negative real 

interest rates, and it  became a severe burden when international interest 

rates increased.

Although income losses from declining terms of trade and the debt 

burden precipitated and aggravated adjustment, and notwithstanding 

considerable diversity of erperience among countries, it  is the view of this 

paper that the course of events had been set by unsustainable domestic 

policies and institutions in Latin America's highly indebted countries.



Coping With the Crisis; External Finance and Adjustment

Servicing the large external debt and adjusting to new external 

conditions have been at the forefront of economic policy-making by Latin 

American governments and of portfolio management by Latin America's creditors 

since 1982. The governments of debtor countries hoped to minimize their 

adjustment efforts by negotiating some debt relief with existing creditors 

and obtaining new credits from multilateral institutions. Creditor banks, 

hoping debtor countries' adjustment efforts would permit them to service the 

debt, in itia lly  supported negotiations with debtors.

Some combination of additional external finance and adjustment has 

been the traditional approach to dealing with unsustainable expansions in 

domestic demand or unfavorable real shocks. Two characteristics rendered the 

experience of highly indebted countries exceptional, however. First, the 

existing huge debt severely limited the prospect of new external financing. 

The conflicting interests of existing creditors, in particular the 

substitutability of multilateral institutions for commercial banks, became 

crucial issues and special procedures were required to accomodate a ll 

interests. Thus, debt relief in the form of concessions by commercial banks 

to adjust debt service payments to debtor countries* capacity to pay, as well 

as financing from multilateral institutions, became part of the complex 

process of supporting debtor countries. (This process is  analyzed in E. 

Barandiaran, "The Restructuring of External Debts The Experience of Latin 

America's Highly Indebted Countries", LACVP, World Bank, April 1988).

Second, there was increasing recognition that fundamental reform of 

economic policies and institutions would be crucial to restoring the 

-  conditions for steady growth. Traditional stabilization programs focused 

largely on control of domestic demand through monetary and fiscal policies,



and sometimes devaluations and expenditure-switching policies. However, 

these policies were not enough, given recurrent macroeconomic instability, 

and low export growth and allocative inefficiency prompted by biased systems 

of incentives. The focus of adjustment shifted increasingly from 

stabilisation to broader economic reform.

The Report

This Report looks at the direction of and prospects for adjustment 

in Latin America's highly indebted countries. Adjustment efforts are 

reviewed in terms of objectives' that have to be successively achieved: 

correction of external and internal imbalances as a basis for macroeconomic 

stability; recovery of output, income and consumption to their potential 

level; and, finally, renewal of capital accumulation as the basis for steady 

economic growth. The next three chapters examine the experience with 

adjustment over the last five years. They deal, respectively, with stability  

(Chapter I I ) ,  recovery (Chapter I I I )  and steady growth (Chapter IV), a 

division that is  a useful simplification of complex adjustment objectives.

The Report highlights the significance of macroeconomic stability ; 

for the recovery of potential output, as well as the importance of this 

recovery for capital accumulation and steady growth.

Macroeconomic Stability

The in it ia l macroeconomic Imbalances caused contraction of the. 

highly indebted countries' output below potential levels. Since 1984, the 

region has-been slowly recovering towards potential output, but4is  still-w e ll 

below it^ The regional figures, however, conceal large differences a c ro s s : 

countries: in a few, recovery has been sustained; in others, recovery has



faltered; and in s t il l  others, sustained recovery has not yet started. The 

variations in performance are explained partly by the differential effect of 

changes in external conditions, but mainly by differences in sustaining and 

deepening adjustment efforts.

Macroeconomic stability is a prerequisite for sustained recovery. 

Under normal circumstances, macroeconomic stability would not preclude the 

possibility of running current account and public sector deficits. These 

would be accommodated by domestic and international financial markets without 

causing interest rates to increase and real exchange rates to appreciate to 

unsustainable levels. In the highly indebted countries, however, given the 

need to service public debt, particularly external debt, macroeconomic

stability depends on an ability to generate adequate surpluses\
net of interest payments in the public sector and the current account of the 

balance of payments. Specifically, in these countries, macroeconomic 

stability amounts to properly balancing the surplus in the public sector and 

the service of its debt.

Generation of a surplus in the current account (net of interest 

payments on public, sector's external debt) has not been accompanied by a . 

similar surplus in the public sector (net of interest payments). Even worse, 

in some countries, the public sector is not generating any surplus with which 

to pay interest on its domestic and external debt. Balance has so far been 

possible because of the credit from multilateral institutions,.borrowing from 

the domestic banking systems and accumulation of arrears with national and 

foreign creditors. However, failure to attain a sustainable balance is being 

reflected in high domestic interest rates and accelerated inflation.

Further adjustments in public expenditures and revenues are needed, 

but it  is  unlikely they w ill generate a surplus large enough to fully pay



interest on public sector’s total debt. This financial crisis  of the public 

sector remains the key constraint to macroeconomic stability in the highly 

indebted countries where recovery has faltered or has yet to start.

Recovery

Sustained recovery of output is being constrained by.insufficient 

foreign exchange for imports. Favorable external shocks could help, but the 

immediate outlook for the world economy is not promising, and any improvement 

w ill have to be regarded as temporary for some time. The supply of foreign 

exchange could also increase as a result of long-term agreements with foreign 

creditors involving a significant reduction in interest payments (and 

therefore in the present value of the cost of servicing the debt). While the 

probability of this type of agreement is increasing, it  is unlikely that any 

debtor country can negotiate .such reduction during 1988.

The need for sustained increase in the availability of foreign 

exchange s t il l  calls for reforms in the domestic structure of incentives for 

the production of tradable goods and services. Host governments have been 

relying mainly on exchange rate policy to offset the costs of policies and 

regulations that hinder allocative efficiency in both the public and private 

sectors. However, it  is  increasingly d ifficu lt to maintain this strategy 

because real wages are hardly increasing after the large decline that 

followed the correction of the external imbalances. Reform of the trade 

regimes and institutions determining the structure of incentives to the 

private sector are badly needed, especially because of the additional 

distortions introduced at the beginning of the debt c ris is .
i i

Notwithstanding the importance of reforming trade policy and 

deregulating financial and other domestic markets, the additional effort has
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to center first on restructuring the public sector. That is, on adjusting 

its size to sustainable levels of taxation, improving the allocation of 

public spending, reducing the cost of collecting taxes, and enhancing 

allocative and technical efficiency in state-owned enterprises.

In assessing the prospects for reforming economic policies and 

institutions, it  should be noted that the cris is  has imposed a heavy burden 

on the political systems of Latin America. Adjustment programs have 

generally failed to gain enough political support and they have therefore 

been Implemented poorly. Ultimately, the programs did not take sufficient 

account of the complexity of the economic crisis, which was reflected in the 

conflicts that the political systems were supposed to solve. Latin America's 

political systems have generally lacked the capacity to regulate conflicting 

interests without precipitating crises of legitimacy or participation. While 

in some countries the economic adjustment prompted political crisis, in other 

countries economic adjustment was eventually sacrificed to relative political 

stability.

In most highly indebted countries, even where macroeconomic 

stability has been slipping, there has been a growing consensus of the need 

to restructure the public sector, reform the trade regime, and deregulate 

domestic markets. This consensus has s t il l  to be reflected in an economic 

program with broad political support, however. Where consensus on some 

economic objectives has existed, its transformation into a program has been 

slowed by changes in political regimes. Further political changes are 

expected in the next two years, with important elections upcoming in most 

countries. Electoral confrontation w ill likely weaken political support for 

-economic reform, and strong leadership w ill then be crucial-for-quickly 

implementing them after elections.



The governments of the early 1980s, especially the new civilian  

governments, were committed to accelerate economic recovery, but they had to 

learn the limits of their economic powers while trying to cope with the 

cris is . The governments of the late 1980s w ill need to learn from their 

predecessors* experience.

Steady Growth

Steady growth of potential and actual output, and consequently of 

income and consumption, depends on the rate of capital accumulation and 

overall allocative efficiency. Favorable developments in the world economy 

can temporarily increase the rate of capital accumulation,, income and 

consumption, but the foundation of capital accumulation and allocative 

efficiency is  the structure of incentives provided by economic policies and 

regulations. Not surprisingly, projections for the highly indebted countries 

have consistently shown that they could generally resume satisfactory rates . 

of economic growth (perhaps as high as the rates of 1950-81, and in some 

countries even higher), while gradually reducing debt service burdens. In 

addition to reasonable expectations regarding the evolution of the world 

economy and the path of resource transfer to foreign creditors,-these - 

projections assume the recovery of the investment ratios of 1950-81. The 

crucial assumption is  that policy reforms are undertaken that significantly 

increase both the national savings ratios and the marginal productivity of 

capital, although to levels well below those of the fast-growing Asian 

developing economies.

These projections are indicative of the potential for high growthcof 

Latin America's highly indebted countries. The realization of this potential 

depends on sustaining and deepening reform of economic policies and



institutions. In addition to a growing world economy, at least a retiming of 

the resource transfer to foreign creditors w ill be necessary to facilitate  

recovery and resumption of steady growth. Economic reform without this 

contribution of the rest of the world may turn out to be politically  

impossible.



C H A P T E R  I I

STABILITY ANO MACROECONOMIC MANAGEMENT

In the early 1980s, the immédiate objective of adjustment programs 

In the highly Indebted countries of Latin America and the Caribbean 

(Argentina, Bolivia, Brazil, Chile, Colombia, Costa Rica, Ecuador, Jamaica, 

Mexico, Peru, Uruguay and Venezuela) was to correct the external and internal 

imbalances between expenditures and incomes. (For measures of the in itia l 

imbalances, see Table I I . 1). Typically, the domestic counterpart of the 

external imbalance was an unsustainable deficit of the public sector. 

Correction of the in it ia l external imbalances was, however, accompanied by 

slow and uneven pace in reducing public sector deficits. In addition, the 

correction of the external imbalance and the persistent deficit of the public 

sector resulted in higher rates of inflation. In some countries, the 

acceleration of inflation has required drastic anti-inflationary programs. 

Thus, the pursuit of macroeconomic stability is  discussed in this chapter 

under three headings: correction of the external Imbalance, reduction of the 

public sector deficit, and control of inflation.

1. Correction of External Imbalances

The current account deficit of Latin American and Caribbean 

countries peaked in 1981-82 after a sustained increase since 1975 (see Table 

A.1 in the Statistical Appendix). The changing world financial markets of



TABLE I I . 1 .  L A T IN  A M E R IC A 'S  HIGHLY IN 0E 8T E D  COUNTRIES
I n i t i a l  U a c r o a e o n o a i c  I n b a l a n e a a  ( p a r e a n t a g a s )

1980 1981 1982

Argsntina
- Doasstlc Absorptlon/OOP 1/ 103.6 101.9 93.6
-Currant Account Balanes/GDP 3/ -3.0 -3.8 -4.1
- Public Sactor Dsflclt/GDP 2/ 8.6 14.5 16.0

Bolivia
- Doasstlc Absorption/GOP X/ 94.8 101.1 94.8
- Doaaatic Absorptlon/GOP 2/ 94.8 100.6 96.7
- Currant Account Balanca/GDP 3/ -1.1 -7.7 -3.6
- Public Sactor Dafieit/COP 2/ 9.1 7.6 16.9

Brszi1
- Doaaatic Absorption/GOP 1/ 102.2 98.6 98.9
- Doasstlc Absorption/GDP 2/ 102.2 100.4 100.7
- Currant Account Balanca/GDP 3/ -6.4 -4.4 -6.1
- Public Sactor Daflcit/GDP 2/ 12.2 3.9 5.9

Chi la
- Doasstlc Absorptlon/GDP 1/ 106.7 112.9 99.8
- Doasstlc Absorptlon/GDP 2/ 104.2 110.3 101.9
- Currant Account Balanca/GDP 3/ -7.1 -14.6 -9.6
- Public Sactor Dsflclt/GDP 2/ -6.1 -0.8 3.4

Coloabia
- Doasstlc Absorptlon/GOP 1/ 99.6 102.5 106.1
- Doasstlc Absorptlon/GDP 2/ 99.6 104.6 106.2
- Currant Account Balanes/GDP 3/ 1.6 1.8 2.4
- Public Sactor Dsflclt/GDP 2/ 2.6 3.3 7.6

Costa Rica
- Doasstlc Absorptlon/GDP 1/ 110.3 97.6 93.8
- Doasstlc Absorptlon/GDP 2/ 110.8 104.9 97.1
- Currant Account Balancs/GDP 3/ -13.7 -15.7 -10.4
- Public Sactor Daficit/GOP 2/ 7.8 4.6 2.9

Ecuador
- Doasstlc Absorptlon/GDP 1/ 110.1 106.0 106.8
- Doaaatic Absorptlon/GDP 2/ 100.2 99.0 102.3
- Currant Account Bslancs/GOP 3/ -6.5 -7.2 -8.6
- Public Sactor Dsflclt/GDP 2/r 4.6 5.8 7.6

Jamaica
- Doasstlc Absorptlon/GDP 1/ 102.6 103.3 104.3
- Doasstlc Absorptlon/GDP 2/ 102.1 110.2 111.6- Currant Account Balanca/GDP 3/ -8.8 -6.8 -7.5
- Public Sactor Daflcit/GDP 2/ 16.6 16.6 14.1

Maxleo
- Doasstlc Absorptlon/GDP 1/ 106.2 107.0 99.8
- Doasstlc Absorptlon/GOP 2/ 100.9 102.5 96.9
- Currant Account Balanca/GDP 3/ -4.4 -6.8 -3.7
- Public Sactor Dsflclt/GDP 2/ 7.9 14.7 17.7

1/ Using data In constant prlcss.
2/ Using data In currant prlcss.
3/ Using dsta in currant U.S. dollars.



TABLE I X . 1 .  L A T IN  A M E R IC A 'S  H IGH LY INDEBTED COUNTRIES (C O N T 'D .)
I n i t i a l  M a c r o e c o n o m i c  I m b a l a n c e s  ( p e r c e n t a g e s )

1080 1981 1982

Poru
• Domestic Absorption/GOP 1/ 90.7 104.0 103.2
• Domestic Absorption/GDP 2/ 100.8 106.9 106.3
- Currant Account Balance/GDP 3/ -0.6 -8.3 -8.3
• Public Saetor Deficit/GDP 2/ 4.7 8.4 9.3

Uruguay -
- Domestic Absorptlon/GDP 1/ 108.1 106.2 104.3
• Domestic Absorption/GDP 2/ 108.8 108.9 103.1
- Currant Account Ba 1anee/CDP 3/ -8.8 -4.2 -4.9
- Public Sector Deficit/GOP 2/ -0.6 2.3 10.0

Venezuela
- Domestic Absorptlon/GDP 1/ 128.4 129.0 131.4
- Domestic Absorptlon/GDP 2/ 91.8 94.2 103.1
- Currant Account Balance/GOP 3/ 8.0 6.1 -8.2
- Public Sector Deficit/GOP 2/ -0.8 0.3 10.4

1/ Using data In constant prices.
2/ Using data in currant pricaa.
8/ Using data In currant U.S. dollars.
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the 1970s had financed that deficit, as well as some accumulation of reserves 

by central banks (at least until 1980) and, in some countries, significant 

acqulsiton of foreign assets by residents. The region’s external imbalance 

was evident in increasing current account deficits and, in Argentina, Mexico 

and Venezuela, increasing capital flight. The growing current account 

deficit was a reflection of the exploding growth of imports and the trade 

deficit until 1981. Corrective measures taken by Argentina and Brazil during 

1981 resulted in some contraction of the region’s overall imports and a small 

trade surplus in 1982.

In 1983-84, the region’s balance of payments drastically changed in 

response to new external conditions (deterioration in the terms of trade, 

increase in interest rates and sharp reduction in external financing) and 

corrective policies by most countries. The current account deficit quickly 

declined and was almost eliminated by 1984, while drawdowns of reserves 

financed an important part of the declining deficit in 1982-84. Generalized 

capital flight stopped by 1983. The composition of the current account 

paralleled the behavior of the deficit: the sharp contraction in imports and 

the moderate increase in export earnings resulted in a large trade surplus, 

enough to finance a large fraction of the increased interest payments. Thus, 

by 1984, the highly indebted countries had succeeded in correcting their 

external imbalances, except for Colombia, where the in it ia l imbalance was 

lower and correction could be postponed until late 1984.

As'noted, the correction of the external imbalance in 1983-84 was 

achieved by sharply contracting imports (see Table I I . 2). It  is  not an 

exaggeration to say the imbalance was totally corrected by contracting 

imports, by as much as 50 percent in some countries. This, however, conceals 

the remarkable increase in the volume of exports in some countries, which has



TABLE II.2 LATIN AMERICA'S HIGHLY INDEBTED COUNTRIES External Adjustment (changes between annual averages of 1980-81 and indicated years)

Change in 
Current Account 
Deficit

Change inInterestPayments
Change in 
Trade
€aa MM I u s

Change in Exports Change in 
Imports

Change in 
Merchandise Exports

Change
Merchandise

Argentina
1983-84-US* Billion -2.3 2.4 S.3 -1.4 -8.8 ---  ---  ---

- Percentage   78.9   -12.4 -S8.0 18.0 -22.7 -48.8
1986-87-US« Bill tor -2.2 1.6 4.3 -2.0 -8.3 ---  ---  ---

- Percentage   47.8   -17.8 -47.2 9.0 -32.6 -62.4
Bolivia

1983-84- USI Billion -8.1 0.0 0.1 -0.2 -0.8 ---  ---  ---- Percentage   0.0   -17.7 -32.7 -17.4 -3.6 -82.1
1986-87-US8 Billion 0.2 -0.1 -0.2 -0.8 -0.2 ---  ---  ---- Percentage   -60.4   -84.2 -18.6 -29.7 -10.7 -18.7

BrazlI 
1983-84-US8 Billion -8.9 0.0 11.6 2.6 -0.9 ---  ---  ---

- Percentage   8 . 0   10.7 -32.6 10.0 -1.4 -21.1
1986-87-USt Billion -10.1 -1.0 12.8 2.9 -9.4 ---  ---  ---

- Percentage   -10.0   12.1 -34.8 21.3 4.2 -17.8
Chi le 

1983-84- USt Billion -1.8 0.4 2.6 -0.9 -8.4 ---  ---  ---
- Percentage   32.8   -10.9 -48.7 17.6 -26.6 -36.6

1986-87- USS Billion -2.2 0.4 2.9 -0.3 -8.2 ---  ---  ---
- Percentage   37.0   -6.9 -41.8 39.3 -26.0 ‘ -32.2

Colombia
1983-84-US* pillion 1.6 0.3 -0.0 -0.7 0.0 ---  ---  ---

- Percentage   60.3   -14.7 0.2 -1.4 -7.9 68.0
1986-87- USS Billion -0.0 0.6 1.6 0.7 -0.7 ---  ---  ---

-Percentage   101.0   14.6 -12.3 67.0 -7.4 -3.6
Costa! Rica 

1983-84- USS Billion -0.3 0.2 0.3 0.0 -0.3 ---  ---  ---
-Percentage   162.7   1.6 -10.0 -7.4 -6.8 -18.61986-87- US8 Billion -0.8 0.1 0.3 0.2 -0.1 ---  ---  ---
- Percentage   96.9   16.1 -6.0 18.4 -13.0 -18.6

in
Imports
Price

-10.9

-9.2

-7.1

0.8

-20.2

-26.9

-19.7

-13.7

-12.0

-12.2

-6.3

- 7 . 1



TABLE II.2 LATIN AMERICA'S HIGHLY INDEBTED COUNTRIES (CONT'D.) External Adjustaant (chanflas batwaan annual 
avaragas of 1980-81 and indicated yaars)

Ecuador
1988-84-USS Billion- Parcantefla 
1986-87- USS Billion

- Parcantefla
Jaaalca

1989-84
- USS Biliian
- Parcantefla 

1986-87- US9 Biliian
- Parcantefla

Haxica1989-84
- USS Biliian
- Parcantefla 1986-87
- USS Biliian
- Parcantefla

Paru1889-84
- USS Biliian
- Parcantefla 

1986-87- USS Biliian
- Parcantefla

Uruguay1989-84
- USS Biliian
- Parcantefla 

1986-87- USS Biliian
- Parcantefla

Venezuela
1989-84

- USS Biliian
- Parcantefla 1986-87
- USS Biliian
- Parcantefla

Changa in Currant 
Account Deficit

Changa in
Changa in Changa in Changa in Chanfla in Marchand!na Exports
Internat Trada Exports laparta -- ------- ------Payaants Surplus GNFS GNFS QuantityPrice

Chanfla in Marchand!sa laparts
Quantity Pries

-8.8

-8.9

8.1

8.8

-16.8

-12.7

-8.4

-8.2

-8.4

-8.6

-8.8

4.1

8.2
97.9
8.9

69.8

8.199.8
8.1

84.6

2.794.8
8.8

18.9

8.222.9
-8.1
-9.7

8.2
188.1

NA
NA

1.9
69.1
1.1

69.6

1.8

-8.1

8.1

18.1

12.2

8.6

8.2

8.7

8.7

2.4

-2.4

-8.1-4.2
-8.1-9.8

-8.1-18.8
-8.1
-6.7

2.4
9.1

-8.»
-1.9

,-8.8-12.8
-8.8

-17.8

-8.9
-18.9
-8.2

-11.2

-4.1
-28.2
-8.7

-42.7

-1.1
-96.9
-8.7

-22.7

-8.1
-6.1
-8.2

-12.8

-16.7
-62.1
-12.6
-41.7

-1.1-24.2
-8.9

-28.9

-1.8
-48.2
-8.9

-49.6

-8.6
-48.9
-8.6

-99.6

16.1

98.9

-19.6

-24.1

61.8

68.6

-1.8

-4.1

6.8

8.9

-2.1

-8.7

-14.4

-91.4

-11.6

-7.2

-8.6

-19.6

-12.1

-21.7

-14.6

-17.1

-2.6

29.2

-97.9

-19.7

9.9

19.1

-49.9

-48.2

-21.7

-16.9

-69.9

-42.2

-98.6

-21.6

9.9

-8.9

-9.9

-14.2

-4.8

1.9

-4.7

-16.7

-8.2

-11.9

98.8

86.9

•P-
I



been offset by a decline in export prices (see also Table 11.2). Correction 
involved a combination of expenditure-reducing and expenditure-switching 
policies* but the mix of instruments greatly differed across countries. Each 
country’s policies were shaped by its particular conditions, rather than by 
some common approach supported by the multilateral financial institutions.

The reduction in domestic expenditures was prompted first by the 
income losses from the deterioration in the terms of trade and the increase 
in international interest rates. The income losses directly affected the 
public sector because state companies produced a large share of the main 
export commodities, because export taxes were an Important source of current 
revenues, and because it had contracted most of the country's external debt
(or assumed its service through exchange rate guarantees and bail-outs of

\private companies). The reduction in domestic expenditure was also 
precipitated by the virtual cessation of voluntary external financing. In 
the highly indebted countries, this cessation was at i1 east as important as 
the income losses from the external shocks. In particular, the lack of 
voluntary foreign credit affected the sectors which had been expanding, which 
in most countries was the public sector. Thus, the adjustment of public 
sector, with the immediate purpose of reducing its deficit, became 
fundamental to correcting the external imbalance in the highly indebted 
countries (Chile was a clear exception). .

The switch in domestic expenditures from-tradable to non-tradable 
goods and services played a key role in restoring external balance. A gross 
indicator of the contribution of expenditure-switching at the region il level 
is the very low elasticity of output to the change in imports between 1981 
and 1984s while the’volume of imports declined 35 percent, total- output c_ 
declined only 1 percent. This low elasticity— a common feature of adjustment



in most countries— reflected the sharp increase of imports during the late 
1970s rather than a long-run value. (As shown in Table A.l of the 
Statistical Appendix, in 1970-79 output increased at an annual rate of 5.7 
percent while the volume of imports increased at an annual rate of 6.8 
percent). The main policy instruments used to switch expenditure were 
devaluations of national currencies accompanied by multiple exchange rates 
and specific restrictions on imports (see section III.2).

Table II.2 summarizes the changes in the current account balance and 
the trade balance between 1980-81 and the two subperiods 1983-84 and 1985-87. 
Despite further changes in the world economy in 1985-87, especially the sharp 
decline in the price of oil in late 1985, the same patterns described above 
for 1983-84 held for the last three years. Thus, both the current account 
deficit and the trade surplus have maintained their 1983-84 levels or 
slightly improved, and the changes with respect to 1980-81 continue to be 
explained largely by the contraction in imports rather than by increases in 
exports. However, in Brazil and Costa Rica, the increase in export returns 
explains part of the improvement in the trade surplus. In 1985-87, the 
average terms of trade improved only for Brazil, while they further declined 
in most countries, especially oil-exporters.1/ In 1985-87, the current 
account balance of the highly indebted countries benefited little from the 
decline in international interest rates, mainly because of the additional 
indebtedness of 1982-84. By early 1988, only Mexico and Venezuela have a 
current account surplus, while Bolivia and Peru, are the only countries with a 
trade deficit.

ll In late 1987 the terms of trade improved for Chile and Jamaica. The 
Statistical Appendix shows estimates of the terms of trade for each 
country.



2. Reduction of Public Sector Deficits

Data shortcomings do not allow conclusive judgements about public 
sector finances, but it appears that Chile and Venezuela were the only highly 
indebted countries in which the public sector had a surplus before the 
economic crisis (see the country tables in the Statistical Appendix).2/ In 
Chile the reforms of the 1970s involved a large restructuring of the public 
sector. In Venezuela oil revenues produced a surplus in the years 
insnediately after each of the two oil price shocks (first in 1974-76 and then 
in 1979-81). In other countries, public sector deficits varied from less 
than 2 percent of GDP in 1980-81 (Uruguay) to more than 6 percent of GDP in 
1980-81 (Argentina, Bolivia, Brazil, Jamaica and Mexico).

In countries where public sectors had to cope with the incase losses 
from external, shocks and with the halt in commercial banks * external 
financing, their adjustment became a crucial issue. Public sector deficits

- 17 -

2/ How the public sector is defined has become an important analytical 
issue. The traditional definition refers^anly to government (all 
levels) because of its monopoly over taxation. Since-current and 
future tax revenues can be used to finance the production and 
distribution of all goods and services, an alternative definition is to 
focus on the goods and services whose production or distribution can be 
financed by taxes in accordance with prevailing rules. According to 
this alternative definition, the public sector also includes all 
enterprises, financial intermediaries and state agencies that can 
supplement their: revenues from the market with assistance provided by 
the government through regular channels. This idea underlies Kornai's 
definition of the soft budget constraint and his views on the fate of 
chronic loss-makers in Hungary (see J. Kornai, "The Hungarian Reform 
Process," Journal of Economic Literature. December 1986). Because of 
lack of appropriate data, the definition of public-sector- lathis paper 
and in most current empirical work is usually limited to government and 
non-financial public enterprises.

t



did not, however, contract in the initial years of adjustment, when the • 
external imbalance, was being corrected. Even worse, in some countries 
initially the deficits rose because the loss in revenues from export earnings 
and the increase in interest payments were not offset by adjustments in other 
expenditures and revenues.3/ These patterns have been observed in most 
highly indebted countries, although in Brasil and Venezuela the deficit 
declined in 1983-84 and later increased over the 1980-81 level (see Table
II.3).4/

Actual adjustment of public sector expenditures and revenues was 
influenced by conditions in each country, but there were some general 
patterns. The main sources of additional revenues were increased taxation

3/ Even in Chile and Venezuela, the public sector deficits became 
significant. The Chilean public sector was directly affected by 
changes in external conditions because of the income loss from the 
decline in the price of copper, and indirectly by the decline in 
revenue that resulted from the fall in private sector expenditures, 
particularly in imports. In Chile, the reduction in domestic 
expenditures was largely a problem of the private sector, which had to 
adjust to the income loss from the increase in -international interest 
rates and to the halt in external financing. Adjustment of the private 
sector was facilitated by the financial assistance the government 
provided to cope with the huge domestic and external debt. Contrary to 
the experience of other Latin American countries, where governments 
crowded out the private sector to avoid a significant reduction in 
public sector expenditure, the Chilean government mobilized domestic 
and foreign resources to bail out the private sector from its debt 
crisis.

4/ The data in Table II.3 refer to the non-financial public sector, that 
is, they exclude the fiscal expenditures of central banks. For a 
cross-country comparison these quasi-fiscal expenditures: and: other 
adjustments need to be included, in particular to correct for the 
effect of inflation on domestic interest payments. The Statistical 
Appendix shows estimates of central bank losses for a few countries.



TABLE II.3. LATIN AMERICA'S HIGHLY INDEBTED COUNTRIES • 
Publie financée (changée between annual 
averagee of 1980-81 and indicated yeare; 
in percentage pointa of OOP) 1/

Change
in

Deficit 3/
Change in 
Currant 
Revenue

Change in 
Current 

Expenditure
Change in 
Internet 
Payaente 2/

Change in 
Capital 

Expedituré

Argentina
1988-84 2.9 -0.8 3.3 -3.0 -1.0
1986-87 -6.7 4.1 0.8 -0.7 -2.3

Bolivia
1988-84 12.6 -8.9 6.1 NA -2.7
1988-87 -0.6 0.0 0.7 NA -3.2

Brazi1
1988-84 -1.0 -3.6 -0.2 3.2 -3.7
1988 4.1 -4.9 4.2 8.9 -3.7

Chile
1988-84 7.2 -1.7 6.9 2.8 0.2
1986-80 6.7 -1.3 2.2 2.6 2.1

Coloabia
1988-84 4.0 4.0 8.8 1.4 4.9
1986-87 -1.1 7.9 8.8 2.8 3.6

Coeta Rica 
1988-84 -2.9 4.0 1.7 0.4 -0.6
1988-86 -3.6 8.6 0.7 0.1 -0.8

Ecuador
1988-84 -4.7 0.8 -1.1 1.2 -2.9
1988-80 -0.2 1.1 -1.9 1.7 -8.1

Jamica
1988-84 -6.1 -0.9 -1.6 2.2 -6.2
1986-87 -14.8 8.7 -6.5 NA -4.4

Mexico
1988-84 -2.4 6.5 7.8 7.8 -4.2
1988-80 2.1 2.9 10.5 10.3 -6.6

Peru
1988-84 3.8 -0.7 1.9 1.2 0.8
1988-80 -2.1 -8.4 -8.7 -0.4 -2.1

Uruguay
1988-84 8.8 -3.1 2.6 NA -1.9
1986-80 1.8 -2.0 1.4 NA -2.1

Venezuela
1908-84 -0.6 -8.7 0.9 1.3 -4.6
1908-86 1.0 -4.4 0.8 1.6 -3.0

1/ Only the non-ftnanclal public aeeter. Zn m o m  countrt e a t the deficit and interact pay e a nts my b e  
eubatantially undereetiaated becauae the accounte of the Central Bank are net Included.

2f Zn aoae countrice, the interact payaente on internal debt have increcaed becauae of the 
acceleration in inflation. te.-.

S/ The Changõ in Uiõ dofíeit my  not alwaye be equal to the eua of the current and capitel expenditure» 
' afnua the current revenue due to the inclueion of other Item (i.e., capital revenue and granta).



and increased prices of the many goods and services produced by the public 
sector. Higher taxation of export earnings was common in countries where 
devaluation of the national currency was significant (a common practice was 
to exact part of the private windfall gain on traditional exports>.5/ In the 
initial years of adjustment, increases in public sector prices were limited 
by strong political opposition, and quite often governments were forced to 
reverse them. Typically, the additional revenues were viewed as temporary, 
in the sense that new taxes and price increases were reluctantly accepted 
only to cope with the emergency. The adjustments of public expenditures 
largely involved cuts in real wages and delays in investment projects. They 
were also viewed as temporary because they did not derive from any long-term 
planning of the public sector's provision of goods and services.

The financing of deficits also required changes once external 
financing was limited to the new money agreed to under restructuring 
exercises with creditor banks and to credit from multilateral institutions.
In adjusting revenues and expenditures, governments shifted part of the 
burden to the private sector. This shift was compounded by a reliance on the 
inflation tax and borrowing at controlled interest rates. The increased 
revenue from the inflation tax was maintained by an accelerated rate of 
inflation, since the increases in inflation and real interest rates eroded

5/ However, devaluations generally had a negative effect, jqn public 
c_" financée .because the subsequent increase in interest payments-more than - 

compensated the additional revenue from public enterprises' net'exports 
and export taxes.



the bese of the inflation tax.6/ Eventually inflation became so high that it 
created its own pressures to reduce the public sector deficit» as happened in 
Argentina and Bolivia in mid-1985 and Mexico in late 1987. (For a gross 
measure of the revenue from the inflation tax* see Table II.4).

Deposit interest rates have been adjusted often to take into account 
high inflation and the need to bring financial resources back into the 
controlled banking system. The public sector has received most of the 
additional resources of the banking system through increased reserve 
requirements» forced investments in public sector bonds and loans at 
controlled interest rates. In general» the public sector has had to pay 
higher domestic interest rates than before the crisis» although real rates of 
interest were negative in the initial years of adjustment. To compensate the

4

banking system for providing credit to the public sector at'low interest 
rates» the rates on private sector loans were freed. Their real values have 
exploded (see the estimates of real interest rates in the country tables of 
the Statistical Appendix).. Where loan interest rates continued to be 
controlled» the private sector turned more and more to non-regulated 
financial markets» and interest rates in these markets also exploded.

The distribution of the burden between the public and private 
sectors became a crucial issue in the viability of the adjustment process.
The failure of governments- to establish and maintain credibility for their 
new economic policies meant additional capital flight» and they eventually

6/ The acceleration of inflation negatively affected the collection of 
taxes in several countries» increasing the public sector deficit.
: However» this effect was significant only in the few countries where 
inflation quickly reached high levels and tax collection was not 
indexed.



TABLE IZ.4. LATIN AMERICA'S HIGHLY INDEBTED COUNTRIES 
. Inflation

• 1966-80 19SB 19S1 1992 1963 1984 1986 1986 1987

Part A: Inflation Rates (averege annual rates for 1966-80 
and annual rates for 1960-97; percentages)

Ve.iezuela S.7 19.6 11.0 7.3 7.0 19.3 6.7 12.3 36.1
Costa Rica 11.2 17.9 66.1 61.7 10.7 17.3 11.1 16.4 13.6
Ecuador n.s 14.S 17.9 24.3 62.6 26.1 24.4 27.3 30.6
Jseeice 12.S 29.6 4.9 7.0 16.7 31.2 23.9 10.4 6.6
Monies IS.2 29.9 29.7 99.9 60.9 69.2 63.7 106.7 143.6
BolIvia IS.7 2S.9 26.2 296.6 329.6 2177.2 6170.6 66.0 10.6
Coloabla 17.S 26.6 27.6 24.1 16.6 16.3 22.3 21.0 24.7
Peru 20.S 69.7 72.7 72.9 126.1 Ul.S 168.3 62.9 104.8
Brazi 1 SI. 6 96.S 91.2 97.9 172.9 203.3 226.0 68.6 396.0
Uruguay S7.7 42.6 29.4 20.6 61.6 66.1 83.0 70.6 67.4
Argentina 78.S 67.6 131.2 209.7 433.7 699.0 386.4 81.9 178.3
Chile 129.» 31.2 9.6 20.7 23.6 23.0 26.4 17.4 22.9

Pert B: Revenue from the Inflation Tan 
(as percent of GOP)

Venezuela 3.6 2.0 1.4 1.6 4.1 1.4 2.9 NA
Costa Rica 2.9 10.3 12.3 1.6 3.0' 1.6 2.6 NA
Ecuador 3.? NA NA
Jaaaiea 4.1 0.7 1.0 2.3 4.0 3.0 1.4 NA
Monies 2.9 2.7 9.7 6.6 3.6 3.9 6.2 7.6
Coloabla 3.2 S.S 2*9 1.9 2.1 2.4 2.0 NA
Peru 6.6 6.0 6.0 0.0 6.7 11.0 6.6 NA
Brazi1 7.7 0.7 6.4 9.6 9.1 10.0 3.9 22.4
Uruguay 3.6 2.3 1.9 4.0 4.2 6.4 4.9 NA
Argentina 6.4 6.9 14.9 29.0 34.3 16.9 4.8 9.1
Chile NA
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Had to increase domestic interest rates further to control, capital flight. 
Both the capital flight and the high interest rates in turn had a depressing
effect on private demand for goods and services. Independently of other

«

reasons for restructuring the public sector.» its size has become
unsustainable in most countries} taxation cannot provide sufficient funds for
public expenditures.7/ In several countries» the failure of attempts to
reduce the public sector has become a source of uncertainty that constrains
the private sector.

In all highly indebted countries» the public sector has run large
deficits during the last five years. Only in a few countries (Chile»
Colombia» Uruguay and lately Mexico) are the deficits being quickly reduced,

»

to sustainable levels. The financing of these deficits has been reflected in 
a growing internal debt which the public sector has to service jointly with 
the huge external debt (the public sector had either contracted most of the 
country’s external debt or assumed its service in the early years of the 
crisis). The external debt crisis is actually a reflection of the financial 
crisis of the public sectort even in countries where the trade surplus could 
be large enough to service the external debt» the public sector is not able 
to generate an operational surplus to pay interest on its total (internal and 
external) debt which continues to grow.

7/ Even if efficiency in the public sector increased Significantlyy it» - - 
current sise could hardly be financed without increasing the present or 
future tax burden.
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3. Control of Inflation

Increased inflation rates were a main feature of the initial stage of 
adjustment. As shown in Table II.4, the higher levels of inflation were not 
limited to those countries that traditionally experienced inflation, but were 
quite general. The increase in inflation in Latin America, at a time when it 
was declining in the industrial countries, was largely attributable to the 
price adjustments, especially the devaluation of the national currency and the 
increases in controlled prices. Once-and-for-all adjustments of prices of 
tradable goods and services were sometimes followed by compensatory increases 
in wages and prices of some non-tradable goods and services, which further 
increased inflation. After an initial devaluation was successful in changing 
the structure of relative prices (especially in depreciating the real exchange 
rate), the nominal exchange rate was de facto indexed to actual inflation to 
maintain the new structure of relative prices. The new exchange rate policy 
reinforced the downward inflexibility of nominal prices, and changes in 
relative prices had to cone from differential increases in nominal prices.

Even if inflation generally increased as a result of .initial price 
adjustments, the subsequent behavior of inflation differed across countries, 
depending mainly on differences in the inflation tax needed to finance public 
sector deficits and in inflationary inertia.8/ In countries with a tradition

8I The role of inertia in inflationary processes has become a major 
analytical issue. Inertia amounts to an inflationary bias in the 
process of changing relative prices: these changes are possible only 
through differential increases in nominal prices. Eydefinition, the ~ 
larger inflationary inertia is, the larger the inflationary effect of 
any change in relative prices. Individual expectation» are the 

~ ultimate cause of inflationary inertia, but its significance is
determined by the institutions and contracts that protect real incomes 
in chronic-inflation countries.



of low or moderate Inflation, inflation rates declined~~after the initial 
increase, although not always to previous levels (the situation in Colombia, 
Costa Rica, Ecuador, Jamaica and Venezuela). However, there were exceptions: 
in Bolivia, Mexico and Peru, control of inflation turned out to be a major 
issue.9/ The case of Bolivia was exceptional: the inflation tax needed to 
finance the public sector deficit, which sharply increased pari passu with 
the service of the external debt, was so high that hyperinflation became a 
reality by mid-1985. The Bolivian government undertook a drastic anti- 
inflationary program based on strict control of the public sector deficit 
while leaving prices free. Inflation has fallen to an annual rate of 10 
percent for more than a year, but it has been increasingly difficult to 
control the public*sector deficit. '

After low-inflation until the early 1970s and moderate-inflation 
until 1982, Mexico is now confronting high inflation. In the first stage of 
adjustment, inflation jumped as a result of a series of devaluations and some 
compensatory increases in wages. The high inflation of 1982 was followed by 
a slow deceleration, and later by another sharp increase when additional 
price adjustments were necessary because of the fall in the price of oil.
The slow deceleration— first after 1982 and then after the price adjustments

9/ In August 1985, the Peruvian government implemented a new economic 
program to accelerate economic recovery. The program also aimed to 
control inflation through price controls, while absorption was to 
expand through fiscal incentives. The initial results were positive in 
terms of both recovery of output and control of inflation. However, by 
mid-1987 recovery was frustrated by a lack of foreign exchange, and 
inflation once more accelerated.



of late 1985 and early 1986— reflected an attempt to maintain the new 
depreciated value of the real exchange'rate through indexation of the nominal 
exchange rate. In both episodes, this policy resulted in the accumulation of 
reserves financed by the inflation tax, which also financed part of the 
remaining public sector deficit. In December 1987, the Mexican government 
started an anti-inflationary program based on the elimination of the public 
sector deficit, tighter control of the money supply and some correction of 
relative prices and wages. In January and February 1988, some prices and 
wages were controlled and occasionally adjusted. The government has now 
announced that the controlled prices (including the exchange rate) will 
remain fixed during March, «hile m-tn-tmmn wages will be adjusted 3 percent. 
Inflation is expected to decline to 3-4 percent in March, and to lower rates 
afterwards.

In Argentina and Brazil, inflation quickly accelerated after the 
price adjustments of 1981-82, and its control became eventually the main 
economic goal.10/ The anti-inflationary programs of Argentina (June 1985) 
and Brazil (February 1986) addressed their high and accelerating inflation in 
a drastic way. Both programs called for general freezes of prices and wages

10/ Chirle was the only high-inflation country in which inflation did not 
accelerate (in Uruguay inflation accelerated at first but has slowly 
declined since late 1985). Price adjustments in Chile did not lead to 
accelerated inflation for two reasons. First, although the-public 
sector eventually ran a significant deficit (including central bank 
losses), it could be financed by borrowing abroad and the newly 
privately-managed social security system. Second, the- increased role 
of markets in determining private sector wages and strict control of 
wages in the public sector facilitated the adjustment of relative 
prices to the successive devaluations of the peso.



a f t e r  soma i n i t i a l  a d ju stm en ts  w h ich  t o o k  d i f f e r e n t  d i r e c t i o n s  in  ea ch  

c o u n t r y :  w h i le  r e a l  w ages s l i g h t l y  d e c l in e d  i n  A r g e n t in a , th e y  s i g n i f i c a n t l y  

in c r e a s e d  i n  B r a z i l  ( s e e  T a b le  I I I . 2 ,  p a r t  B ) .  H ow ever, e s p e c i a l l y  i n '  

B r a z i l ,  t h e  program s d id  n o t  c a l l  f o r  s t r i c t  c o n t r o l  o f  p u b l i c  f in a n c e s ,  and 

th e  in c r e a s e  i n  th e  demand f o r  money th a t  f o l lo w e d  th e  f r e e z i n g  o f  p r i c e s  was 

q u ic k ly  accom m odated b y  exp an d in g  d o m e s t ic  c r e d i t  and r e d u c in g  r e s e r v e  

re q u ire m e n ts  on  d e p o s i t s .

D e s p ite  th e  g r e a t  d e c l i n e  i n  i n f l a t i o n  im m ed ia te ly  a f t e r  th e  

im p le m e n ta tio n  o f  b o th  p rog ra m s, p r i c e  s t a b i l i t y  c o u ld  n o t  b e  s u s ta in e d  and 

i n f l a t i o n  i s  o n c e  a g a in  a m a jo r  p rob lem  f o r  b o th  A r g e n t in a  and B r a z i l .  In  

A r g e n t in a , th e  lo w  i n f l a t i o n  o f  th e  se co n d  h a l f  o f  1985 c o u ld  n o t  b e  

m a in ta in e d  o n c e  th e  governm ent changed  i t s  g o a l  from  p r i c e  s t a b i l i t y  t o

e con om ic  r e c o v e r y ,  and fu r t h e r  a d ju stm en ts  i n  r e l a t i v e  p r i c e s  w ere  needed
i

( p a r t l y  b e ca u s e  o f  r e a l  s h o c k s ,  in c lu d in g  a  d e c l i n e  i n  th e  term s o f  t r a d e  and 

a g r i c u l t u r a l  p r o d u c t io n ,  b u t  p a r t l y  b e ca u se  o f  th e  I m p o s s i b i l i t y  o f  

c o n t r o l l i n g  a l l  p r i c e s ) .  B r a z i l* s  C ruzado program  a c t u a l ly  r e p r e s s e d  th e  

i n f l a t i o n a r y  e f f e c t  o f  th e  e x p a n s iv e  p o l i c i e s  t h a t  p re c e d e d  th e  e l e c t i o n  o f  

November 1986 . W hatever th e  r o l e  o f  o t h e r  f o r c e s ,  i n  p a r t i c u l a r  o f  th e  

i n f l a t i o n a r y  i n e r t i a  th a t  prom pted th e  f r e e z i n g  o f  p r i c e s  and w ages i n  th e  

tw o p r o g r a m s .1 1 / th e  fundam enta l ca u se  o f  i n f l a t i o n  i n  b o th  c o u n t r ie s  

c o n t in u e s  t o  b e  th e  p u b l i c  s e c t o r  d e f i c i t .

11 /  The program s aim ed a t  b re a k in g  i n f l a t i o n a r y  i n e r t i a  b e ca u s e  i n f l a t i o n  
had becom e s e l f - g e n e r a t in g  th rou g h  i t s  e f f e c t  on  p u b l i c  s e c t o r  d e f i c i t s  
and b e c a u s e  th e  p e r s i s t e n c e  o f  i n f l a t i o n a r y  e x p e c t a t io n s  w ou ld  in c r e a s e  
th e  c o s t  o f  c o n t r a c t io n a r y  f i s c a l  and m on etary  p o l i c i e s . . .  H ow ever,, as ~

: shown i n  p a r t i c u l a r  b y  th e  B r a z i l ia n  e x p e r ie n c e ,  f r e e z i n g  o f  p r i c e s  and
w ages i s  n o t  an a p p r o p r ia te  p o l i c y  t o  b re a k  i n f l a t i o n a r y  i n e r t i a  
b e ca u s e  i t  ca n  e a s i l y  r e s u l t  i n  r e p r e s s e d  i n f l a t i o n .



C H A P T E R  I I I

RECOVERT AND STRUCTURAL REFORMS

S in e *  1984 , th e  r e g io n  has b een  s lo w ly  r e c o v e r in g  th e  l e v e l  o f  I t s  

p o t e n t i a l  o u tp u t  b u t I s  s t i l l  w e l l  b e lo w  I t  ( s e e  T a b le  I I I . l  and T a b le  A . 1 In  

th e  S t a t i s t i c a l  A p p e n d ix ) . The r e g io n a l  f i g u r e s ,  h ow ev er , c o n c e a l  la r g e  

d i f f e r e n c e s  a c r o s s  c o u n t r i e s .1 2 / In  a fe w , r e c o v e r y  has b een  s u s ta in e d  s in c e  

e a r ly  1985 (C h i le  and C olom bia ) o r  e a r ly  1986 (C o s ta  R ic a ,  Jam aica  and 

U ru gu ay ). In  o t h e r s ,  r e c o v e r y  has f a l t e r e d  (E cu ador and M ex ico  In  l a t e  1985, 

B r a z i l  i n  l a t e  1986 , and A r g e n t in a  and P eru  i n  m id -1 9 8 7 ) . In  s t i l l  o t h e r s ,  

s u s ta in e d  r e c o v e r y  has n o t  y e t  s t a r t e d  ( B o l iv i a  and V e n e z u e la ) . The 

v a r ia t i o n s  i n  p er fo rm a n ce  a re  e x p la in e d  p a r t l y  b y  th e  d i f f e r e n t i a l  e f f e c t  o f  

ch an g es In  e x t e r n a l  c o n d i t i o n s  ( e s p e c i a l l y  th e  d e c l i n e  In  th e  p r i c e  o f  o i l  in  

l a t e  1985) b u t  m a in ly  b y  d i f f e r e n c e s  i n  s u s t a in in g  and d eep en in g  ad ju stm en t 

e f f o r t s .

1 2 / In  B r a z i l  anã C o lom b ia , p e r  c a p i t a  GDP o f  1979-81  u n d e re s t im a te s
p o t e n t i a l  o u tp u t  b e ca u se  in v estm en t was r a th e r  h ig h  in  th e  l a t e  1970s 

- o r  e a r ly  19 8 0 s . T r e n d -a d ju s te d  m easures o f  p e r  c a p i t a  GDP may 
-- . o v e r e s t im a te  p o t e n t i a l  o u tp u t ,  b u t  th e y  in d i c a t e  t h a t  o u t p u t ; in  B r a z i l  
- ren d 'C o lom b ia  i s  s t i l l  b e lo w  i t s  p o t e n t i a l .  On th e  o t h e r  hand, ~ .

A r g e n t in a ’ s  p o t e n t i a l  o u tp u t  i n  1987 may h ave b een  lo w e r  th a n  a v era g e  
p e r  c a p i t a  GDP o f  1979-81  b eca u se  o f  low  in v es tm en t i n  th e  l a s t  te n  
y e a r s .



TABLE XXI.1. - LATIN AMERICA'S HIGHLY INDEBTED COUNTRIESMain Indicators, 1980- 87

1980 1981 1982 1983 1984 1985 1986 1987

Argentina 
- GDP Growth rats (X) 0.8

OUTPUT, CONSUMPTION, 

-8.3 -6.1

AND INCOME 1/ 

1.2 1.0 -6.9
a
3.7 -0.8

- As X of Potsntial 2/ 
- GOP 103.1 94.6 88.8 89.8 90.7 86.3 88.5 87.8
- Private Consuaption 102.3 97.9 87.4 86.8 93.2 84.3 93.4 94.1
- Total Consuaption 3/ 104.3 96.8 87.1 88.1 95.4 86.5 96.4 97.2
- Incoas (GNP) 104.6 98.1 86.1 86.4 86.9 82.0 87.7 87.3

Bolivia
- GDP Growth rats (X) -3.6 -2.7 -6.9 -9.4 -3.6 -4.1 -6.1 -1.3
- As X of Potsntial 2/

- GDP 99.7 97.0 90.3 81.8 79.0 76.7 71.9 70.9
- Private Consuaption 96.9 107.2 90.2 87.8 79.8 91.8 81.2 79.2
- Total Consuaption 3/ 96.1 103.7 89.9 87.2 85.3 90.3 76.6 77.1
- Incoas (GNP) 99.3 95.9 88.3 80.4 78.1 78.8 70.6 70.0

Brazi1 
- GDP Growth rats (X) 4.1 -5.5 -1.3 -4.7 3.4 6.9 6.9 0.7
- As X of Potsntial 2/

- GDP 103.3 97.6 96.3 91.8 94.9 100.5 106.4 107.2
- Private Consuaption 103.2 96.7 95.6 93.6 92.6 97.6 107.1 NA
- Total Consuaption 3/ 102.7 95.7 96.9 93.6 91.6 98.1 106.8 NA
- Incoas (GNP) 108.4 96.8 94.3 89.5 92.6 98.6 106.0 NA

Chi Is
- GDP Growth rats (X) 5.7 3.8 -16.6 -2.4 4.6 0.8 3.9 3.6
- As X of Potsntial 2/ 

- GDP 100.5 104.3 88.1 86.0 89.9 90.6 94.1 97.5
- Private Consuaption 98.5 107.3 92.7 88.0 87.7 86.2 87.8 90.7
- Total Consuaption 3/ 98.7 107.3 82.3 78.7 83.9 78.8 81.3 84.6
- Incoas (GNP) 100.8 103.4 84.0 82.4 84.3 86.4 87.2 96.3

Coloabla
- GDP Growth rats (91) 2.0 0.2 -1.1 -0.4 1.3 0.4 3.1 3.4
- As X of Potsntial 2/ 

- GOP 100.6 100.8 99.7 99.3 100.6 101.0 104.2 107.7
- Private Consuaption 99.8 101.3 102.1 * 103.0 103.5 104.6 101.4 103.0
- Total Consuaption 3/ 99.6 102.6 104.1 103.8 103.0 102.9 100.6 101.4
- Incoas (GNP) 101.0 100.6 98.7 98.0 98.8 98.4 100.8 103.3

Costa Rica
- GDP Growth rats (X) -2.8 -3.1 -9.0 -2.3 8.1 -1.8 -2.4 0.1
- As X of Potsntial 2/

- GOP 100.1 96.9 88.2 86.2 93.2 91.6 89.4 39.5
- Private Consuaption 100.6 98.1 83.2 83.8 90.7 91.2 88.6 88.8- Total Consuaption 3/ 108.6 92.1 84.1 85.9 91.4 91.2--- 89.3*-  83.6
- Incoas (GNP) 100.3 96.4 84.0 83.6 90.9 89.3 87.3 87.6

1/ All varlabios ara on a par capita basis in constant priesa.
2/ Tha potsntial valus of ths varlabls la dsfinsd as the average par capita variabls 

in constant pricss for ths years 1979-81.
8/ Total consuaption includsa private eonauaption, public eonsuaptlon, and ths changa in stocks.



TABLE III.l. - LATIN AMERICA'S HIGHLY INDEBTED COUNTRIES (CONT'D)Main Indicators, 1980 - 87

1980 1981 1982 1983 1984 1986 1986 1987

OUTPUT, CONSUMPTION, AND INCOME 1/

Ecuador
- GOP Growth rate (X) 1.9 1.0 -1.8 -6.6 - 1.3 1.6 0.0 -6.8- As X of Potential 2/

- GOP 100.3 101.3 99.5 94.0 96.2 96.6 96.6 91.1- Private Consueption 100.7 102.6 101.4 96.1 96.0 96.3 96.9 • NA- Total Consueption 3/ 102.0 101.1 102.8 94.4 93.7 92.8 91.6 NA- Incoes (GNP) 100.2 100.8 96.8 91.3 90.6 92.2 94.3 NA
Jamaica

- GOP Growth rate (X) -8.7 1.3 -0.2 0.5 -2.2 -6.2 0.9 2.6- As X of Potential 2/
- GOP 97.3 98.5 98.3 98.7 96.6 90.6 91.4 93.8- Private Consueption 99.3 96.2 96.3 94.2 93.1 91.7 91.7 90.3- Total Consueption 3/ 98.4 97.9 96.2 96.4 91.1 86.0 90.2 90.1- Incoes (GNP) 96.5 99.3 99.1 100.8 90.0 81.5 84.5 87.2

Mexico
- GOP Growth rate (X) 5.2 6.1 -3.1 -7.8 1.2 0.5 -6.0 -1.3- As X of Potsntisl 2/

- GOP 100.0 106.1 101.8 ' 94.1 96.2 96.7 90.9 89.8\- Private Consueption 99.0 104.5 102.9 92.8 92.9 92.7 88.1 86.8L - Total Consueption 3/ 100.4 106.9 98.6 90.3 91.2 92.6 84.3 81.5f - Income (GNP) 99.9 104.1 . 97.3 90.4 92.5 94.2 89.0 88.3
Peru

- GOP Growth rate (X) 1.8 1.8 -2.4 -14.6 2.1 -0.1 5.8 4.3- As X of Potential 2/
- GOP 100.0 101.8 99.3 84.8 86.6 86.6 91.6 96.4- Private Consueption 99.8 102.6 100.7 89.5 88.9 88.0 97.3 99.7- Total Consueption 3/ 101.4 106.4 102.6 86.7 84.4 82.3 91.2 94.7- Incoes (GNP) 100.7 102.5 100.1 84.1 86.9 86.8 93.2 97.2

Uruguay
- GOP Growth rate (X) 5.3 1.2 -10.0 -6.5 -2.1 -0.7 7.4 4.9- As X of Potential 2/

- GDP 101.3 102.6 92.2 86.3 84.4 88.9 90.0 94.4- Private Consueption 101.9 103.6 92.9 83.4 77.5 78.6 84.0 NA- Tots! Consueption 3/ 101.6 102.7 92.6 83.8 80.4 81.6 87.4 NA- Incoes (GNP) 101.1 102.6 90.9 83.6 80.7 80.1 86.7 NA
VenezueIs

- GOP" Growth rate (X) -5.1 -3.3 -2.2 -8.2 -4.0 -2.4 2.4 -1.1- As X of Potential 2/ 
- GOP 99.3 96.1 94.0 86.2 82.8 80.7 82.6 81.7- Private Consueption 100.7 97.0 96.0 84.2 82.1 82.1 81.6 NA- Total Consueption 3/ 100.6 97.0 98.4 80.2 84.4 82.8 83.2 NA- Incoes (GNP) 99.5 96.7 91.0 82.2 80.1 76.8 81.7 NA

1/ AM variables are on a par capita basis In constant prices.
2/ The potential value of the variable Is defined as the average per capita variable 

in constant prices for the years 1979-81.
3/ Total consuaption includes private consueption, public consumption, and the change in stocks.



The b in d in g  c o n s t r a in t  on  r e c o v e r y  has b een  th e  a c u te  s h o r ta g e  o f  

f o r e i g n  e x ch a n g e : a ttem p ts  t o  a c c e l e r a t e  r e c o v e r y  have b een  f r u s t r a t e d  by  a 

la c k  o f  f o r e i g n  exch an ge  t o  m a in ta in  th e  l e v e l  o f  im p orts  demanded by  h ig h e r  

u t i l i z a t i o n  o f  la b o r  and c a p i t a l .  F or a lo n g  t im e , th e  i n c e n t iv e  s t r u c t u r e s  

had h in d e re d  th e  c r e a t i o n  o f  new s o u r c e s  o f  f o r e i g n  exch an ge  in  m ost L a t in  

A m erican  c o u n t r i e s , w h i le  a t  th e  same tim e  e n co u ra g in g  p r o d u c t io n  s t r u c t u r e s  

t h a t  c o u ld  e a s i l y  b e  d is r u p te d  b y  a d e c l i n e  in  th e  a v a i l a b i l i t y  o f  f o r e i g n  

ex ch an ge  f o r  im p o r ts . The d i s r u p t io n  in  th e  e a r ly  1980s was s e v e r e  b eca u se  

. o f  th e  sudden  d e c l i n e  in  e x p o r t  e a r n in g s  and f o r e i g n  c r e d i t  and th e  in c r e a s e d  

demand f o r  f o r e i g n  exch an ge  t o  s e r v i c e  th e  d e b t .  P a rt  o f  th e  d e c l i n e  i n  th e  

a v a i l a b i l i t y  o f  f o r e i g n  exch an ge  may b e  t r a n s i t o r y ,  b u t  th e r e  has b een  a 

perm anent ch an ge t o  w h ich  th e  h ig h ly  in d e b te d  c o u n t r ie s  have t o  a d ju s t .

G iven  th e  a lr e a d y  la r g e  c o n t r a c t i o n  i n  im p orts  i n  1 9 8 3 -8 4 , th e  p rob lem  ca n n ot 

b e  s o lv e d  b y  fu r t h e r  r e d u c in g  demand: im p orts  r e q u ir e d  b y  f u l l  em ploym ent o f  

la b o r  and c a p i t a l  ca n n ot b e  red u ced  much fu r t h e r  w ith o u t  s i g n i f i c a n t l y  

s a c r i f i c i n g  o u tp u t .

The c r e a t i o n  o f  new s o u r c e s  o f  f o r e i g n  exch an ge  r e q u ir e s  a 

s i g n i f i c a n t  r e a l l o c a t i o n  o f  r e s o u r c e s  th a t  i n  tu r n  c a l l s  f o r  r e fo r m  o f  th e  

s t r u c t u r e  o f  i n c e n t iv e s .  S in c e  th e  e f f e c t i v e n e s s  o f  any r e fo rm  o f  th e  t r a d e  

reg im e  depends u l t im a t e ly  on  th e  w h o le  s t r u c t u r e  o f  i n c e n t iv e s ,  i t  i s  

n e c e s s a r y  t o  c o n s id e r  as w e l l  as th e  s t r u c t u r e s  f o r  a l l o c a t i n g  r e s o u r c e s  

betw een  th e  p u b l i c  and p r iv a t e  s e c t o r s  and f o r  e f f i c i e n t l y  u s in g , the , 

r e s o u r c e s  i n  ea ch  s e c t o r .  F u r th e r , as developm en t o f  new s o u r c e s  o f  f o r e i g n  

ex ch an ge  ta k e s  t im e , th e  w ork in g s  o f  th e  f o r e i g n  exch an ge  reg im e d u r in g  th e , 

t r a n s i t i o n  p e r io d  a r e  c r u c i a l .  T h is  c h a p te r  open s t h e  a n a ly s is  o f , r e c o v e r y  :: 

w i t h - a  d i s c u s s i o n  o f  th e  f o r e i g n  exch an ge  re g im e , f o l lo w e d  b y  a d i s c u s s i o n  o f  

th e  t r a d e  reg im e and th e  in c e n t iv e s  f o r  e f f i c i e n c y  i n  th e  p u b l i c  a n d  p r iv a t e  

s e c t o r s .



1 . The F o re ig n  Exchange Regime

So f a r « what l i t t l e  r e c o v e r y  th e  h ig h ly  in d e b te d  c o u n t r ie s  have

a c h ie v e d  has r e s t e d  m ore on  th e  s m a ll m argin  f o r  im p ort s u b s t i t u t i o n  th an  on

a s u s ta in e d  in c r e a s e  in  th e  a v a i l a b i l i t y  o f  f o r e i g n  ex ch a n g e . In  g e n e r a l ,  

th e  s u p p ly  o f  f o r e i g n  exch an ge  f o r  im p orts  has b een  in c r e a s in g  o n ly  s lo w ly  

s in c e  th e  a b ru p t d e c l in e  a t  th e  b e g in n in g  o f  th e  c r i s i s  and i s  s t i l l  q u i t e  

lo w . 1 3 / M ore im p o r ta n t ly , th e  su p p ly  o f  f o r e i g n  exch an ge has b een

f l u c t u a t in g  w id e ly  b eca u se  o f  changes in  e x t e r n a l  c o n d i t i o n s  (term s o f  t r a d e ,

i n t e r e s t  r a t e s  and new money a g re e m e n ts ), d o m e s t ic  a d ju stm en t p o l i c i e s  and 

d e b t - s e r v i c i n g  p o l i c i e s .  E veryw here in  th e  r e g io n ,  t h e s e  f lu c t u a t io n s  

th r e a te n  r e c o v e r y .

In  th a t  c o n t e x t ,  c o n s is t e n c y  betw een  th e  f o r e i g n  exch an ge  reg im e and 

m acroecon om ic management i s  c r u c i a l  f o r  th e  s u c c e s s  o f  re fo rm s aim ed a t  a 

s u s ta in e d  in c r e a s e d  in  th e  su p p ly  o f  f o r e i g n  ex ch a n g e . In  p a r t i c u l a r ,  

exch an ge  r a t e  p o l i c i e s  th a t  a ttem p t t o  r e p r e s s  th e  i n f l a t i o n a r y  p r e s s u r e s  o f  

p u b l i c  s e c t o r  d e f i c i t s  and e x p a n s io n a ry  m onetary  p o l i c i e s  have a lo n g  r e c o r d  

o f  f a i l u r e ,  r e a f f ir m e d  j u s t  r e c e n t ly  by  th e  e x p e r ie n c e s  o f  B r a z i l  (1 9 8 6 ) and 

P eru  (1 9 8 5 -8 7 ) .1 4 /  In  t h e i r  exch an ge r a t e  p o l i c i e s ,  th e  h ig h ly  in d e b te d

13 /  T h ere  a re  tw o s e t s  o f  m easures o f  t h i s  s u p p ly . One s e t  lo o k s  a t
l i q u i d i t y ,  and i t s  in d i c a t o r s  may b e  u s e fu l  f o r  s h o r t -r u n  management o f  
f o r e i g n  ex ch a n g e . The o th e r  s e t  f o c u s e s  on  th e  im p ort c a p a c i t y  th a t  
ca n  b e  s u p p o r te d  by  e x p o r t  e a r n in g s ,  and m easures may b e  u s e fu l  in  
a p p r a is in g  th a t  c a p a c i t y  in  th e  medium and lo n g  term . B oth  s e t s  o f  
m easures in d i c a t e  s lo w  r e c o v e r y  o f  th e  su p p ly  o f  f o r e i g n  ex ch a n ge .

14 /  A r g e n t in a ’ s  A u s t r a l  P la n  (June 1985) f i x e d  th e  nom inal exch an ge r a t e  as 
p a r t  o f  th e  g e n e r a l  f r e e z e  o f  p r i c e s  and w ages. H ow ever, a f t e r  p r i c e s  
and w ages s t a r t e d  t o  r i s e ,  th e  governm ent has a d ju s te d  th e  exchange 
r a t e  r e g u la r ly  t o  a v o id  sharp  f lu c t u a t io n s  in  r e l a t i v e  p r i c e s .



c o u n t r ie s  h ave t r i e d  t o  b a la n c e  th e  " f u l l  u t i l i z a t i o n "  o f  a l l  f o r e i g n  

ex ch an ge  w ith  th e  i n c e n t iv e  t o  in c r e a s e  i t s  s u p p ly . G e n e r a l ly ,  governm ents 

h ave s a c r i f i c e d  th e  fo rm er  t o  th e  l a t t e r .  The d e p r e c ia t e d  v a lu e s  o f  r e a l  

ex ch an ge  r a t e s  i n  th e  l a s t  f i v e  y e a r s  r e f l e c t  t h i s  c h o i c e ,  a lth o u g h  annual 

v a r ia t i o n s  i n  th e  r a t e s  have b een  s i g n i f i c a n t  ( s e e  T a b le  I I I . 2 ) .  M a in ta in in g  

t h i s  b a la n c e  has r e q u ir e d  a h ig h  d e g r e e  o f  upward f l e x i b i l i t y  in  nom inal 

exch an ge  r a t e s  th a t  has c o n t r ib u t e d  t o  th e  downward i n f l e x i b i l i t y  o f  nom inal 

p r i c e s . 1 5 / T h is  exch an ge  r a t e  p o l i c y  may b e  a p p r o p r ia te  d u r in g  re fo rm  o f  th e  

t r a d e  r e g im e , b u t  i f  i n f l a t i o n  i s  t o  be  low ered  t o  I n t e r n a t io n a l  l e v e l s , 

exch an ge  r a t e  p o l i c y  ca n n ot b e  aim ed a t  m a in ta in in g  some l e v e l  o f  th e  r e a l  

ex ch a n ge  r a t e  (a n d , i n  g e n e r a l ,  a p a r t i c u l a r  s t r u c t u r e  o f  r e l a t i v e  p r i c e s ) .1 6 /  

Governm ents e s t a b l i s h e d  m u lt ip le  exch an ge r a t e s  as an i n i t i a l  

r e a c t i o n  t o  th e  a b ru p t d e c l i n e  in  th e  su p p ly  o f  f o r e i g n  ex ch a n g e . T y p i c a l l y ,  

th e y  d iv id e d  o f f i c i a l  exch an ges i n t o  t r a d e - r e la t e d  t r a n s a c t io n s  and c a p i t a l -  

r e l a t e d  t r a n s a c t i o n s .  R e s t r i c t i o n s  on  th e  c o n v e r t i b i l i t y  o f  n a t io n a l

“ 15 /  The g row in g  a c c e p ta n c e  o f  upward f l e x i b i l i t y  i n  n om in a l exch an ge  r a te s  
has n o t  l e d  t o  ex p er im en ts  w ith  f r e e l y  f l o a t i n g  exch an ge  r a t e s .  They 
h ave b e e n  t r i e d  o n ly  in f r e q u e n t ly  and th e n  o n ly  f o r  s h o r t  p e r i o d s .

16/  On th e  b a s is  o f  th e  e x p e r ie n c e  o f  th e  S ou th ern  Cone c o u n t r ie s  i n  th e  
l a t e  1 9 7 0 s , i t  i s  o f t e n  argu ed  th a t  exch an ge r a t e  p o l i c y  sh o u ld  n o t  be  
u sed  t o  re d u ce  i n f l a t i o n .  The argum ent i s  c o r r e c t  o n ly  t o  th e  e x te n t  
th a t  f i x i n g  ( o r  m a n ip u la t in g ) th e  exch an ge  r a t e  aim s a t  r e p r e s s in g  
i n f l a t i o n ,  i . e . ,  a t  n e g a t in g  th e  e f f e c t s  o f  i n f l a t i o n a r y  f in a n c in g  on  
p r i c e s  ( a c t u a l l y ,  t h i s  p r o p o s i t i o n  i s  v a l i d  f o r  any p o l i c y  b a sed  on  
c o n t r o l  o f  some p r i c e s  and w ages t o  r e p r e s s  i n f l a t i o n ) .  That o b j e c t i v e  
was n o t  th e  c a s e  o f  C h i le  i n  F ebru ary  1978 when th e  governm ent 
im plem ented th e  s o - c a l l e d  t a b l i t a  t o  b re a k  i n f l a t i o n a r y  i n e r t i a  (n o r  
when i t  f i x e d  th e  exch an ge  r a t e  i n  June 1 9 7 9 ) , b u t  i t  was th e  c a s e  o f  
A r g e n t in a  in  January 1979 , when th e  governm ent s t a r t e d  i t s  own t a b l i t a  
and was a l s o ,  t o  a  l e s s e r  e x t e n t ,  th e  c a s e  in  Uruguay in  l a t e  1978.



TABLE III.2. LATIN AMERICA'S HIGHLY INDEBTED COUNTRIESRoi ativo Prices and Wagas (1980*100)

1981 1982 1983 1984 1986 1986 1987

PART A: Real Exchangio Rate
Argentina 77.0 ■ 60.7 42.7 49.7 44.0 44.1 39.3
Bolivia 12S.9 136.6 126.6 172.2 268.9 82.1 77.2
Brazi1 121.5 128.4 104.2 104.3 100.1 94.4 96.2
Chi la 116.0 101.6 86.8 86.3 68.8 58.1 64.0
Coloabla 102.4 110.6 114.2 104.6 91.3 68.0 60.0
Costa Rica 63.6 72.5 83.4 81.9 80.8 72.7 64.8
Ecuador 111.8 109.4 104.1 86.9 89.3 71.9 53.0
Jaaaica 106.5 110.6 104.3 72.9 63.8 68.5 66.9
Mexico 109.3 81.6 71.7 83.8 86.3 60.4 57.8
Paru 118.5 122.6 114.4 114.3 94.0 105.9 130.2
Uruguay 108.9 117.5 72.2 69.2 66.9 65.9 64.3
Venezuela 111.9 121.1 110.3 93.6 89.9 76.1 55.0

Argentina 89.4
PART B: 

80.1
Real Wages

100.5 127.1 107.8 109.5 100.3- Miniaua Wage 95.8 97.6 137.7 173.5 117.1 111.1 122.6
Bolivia NA NA NA NA NA NA NA
Brazil (Sao Paulo) 104.7 107.2 94.0 96.7 118.9 149.8 142.0- Rio do Janeiro 108.6 121.6 112.7 106.1 112.7 121.8 106.8- Miniauw Wage 104.4 104.6 93.8 86.6 87.0 87.1 72.2
Chile 108.9 108.6 97.1 97.2 93.5 96.1 93.7- Mi nimia Wage 116.7 117.2 94.2 80.7 76.4 73.6 69.2
Coloabia 101.4 104.8 110.3 118.5 114.9 120.2 121.9- Miniante Wage 98.9 103.6 107.9 113.6 109.4 114.2 116.3
Costa Rica 88.3 70.8 78.6 84.7 92.2 97.8 NA- Mlnieua Wage 90.4 86.9 99.3 104.4 112.2 119.0 120.3
Ecuador (Mlnieua Wage) 86.2 75.9 63.6 62.8 60.8 66.4 61.8
Jaaaica NA NA NA NA* NA NA NA
Mexico 108.5 104.4 80.7 76.4 76.6 72.8 NA

• Minlaua Wage 101.9 92.7 76.6 72.3 71.1 64.9 56.9
Peru 98.3 100.5 83.7 70.1 69.6 75.6 80.6- Miniaua Wage 84.2 77.8 89.2 69.0 60.3 62.6 63.4
Uruguay 107.6 107.1 84.9 77.1 88.1 94.0 97.5- Miniaua Wage 103.4 104.6 89.6 89.9 94.1 89.2 84.6
Venezuela (Miniaua Wage) 86.8 80.1 76.1 66.7 91.4 86.6 101.0



c u r r e n c ie s  l e d ,  how ever» t o  th e  em ergence o f  p a r a l l e l  m a rk e ts . More 

r e c e n t ly »  i n  some c o u n t r ie s »  governm ents have u n i f i e d  o f f i c i a l  m a rk e ts . Even 

i f  th e  m u l t ip le  exch an ge  r a t e s  w ere  e f f e c t i v e  i n  a l l o c a t i n g  f o r e i g n  exch an ge 

a t  th e  b e g in n in g  o f  th e  c r i s i s »  th e y  h ave fu r t h e r  a g g ra v a te d  th e  d i s t o r t i o n s  

i n  in c e n t iv e s  f o r  th e  p r o d u c t io n  o f  g ood s  and s e r v i c e s  ( s e e  s e c t i o n  I I I . 2 ) 

and e x a c e r b a te d  th e  u n c e r t a in t y  o v e r  th e  p a th  o f  r e a l  exch an ge  r a t e s  in  

c o u n t r ie s  w here m acroecon om ic s t a b i l i t y  was h ard  t o  s u s t a in .

A co m p a r iso n  o f  C h i le  and A r g e n t in a  i s  i l l u s t r a t i v e  o f  th e  e f f e c t  o f  

m u l t ip le  ex ch an ge  r a t e s  on  u n c e r t a i n t y .1 7 / W h ile  in  C h i le  th e  p a r a l l e l  

ex ch an ge  m arket h as b een  e f f e c t i v e  i n  a b s o rb in g  t r a n s i t o r y  ch an ges in  th e  

demand f o r  and su p p ly  o f  f o r e i g n  exch an ge  (a s  w e l l  as t r a n s a c t io n s  in v o lv in g  

d e b t -p e s o  sw aps) w ith o u t  a f f e c t i n g  e x p o r t s  and im p o rts»  th e  e r r a t i c  

f l u c t u a t i o n s  o f  A r g e n t in a 's  p a r a l l e l  exch an ge  r a t e  have b een  a m a jo r  

i n d i c a t o r  o f  p r iv a t e -  s e c t o r  s p e c u la t io n  a b ou t governm ent p o l i c i e s  and have 

added t o  th e  u n c e r t a in t y  a b ou t th e  o f f i c i a l  exch an ge  r a t e . 1 8 / In  a l l  h ig h ly  

in d e b te d  c o u n t r ie s »  u n i f i c a t i o n  o f  th e  exch an ge  r a t e s  w i l l  b e  d i f f i c u l t  as

17 /  The p a r a l l e l  r a t e  in  C h i le  i s  u s u a l ly  around 5 -1 0  p e r c e n t  o v e r  th e  
o f f i c i a l  r a t e »  w h i le  i n  A rg e n t in a  i t  i s  u s u a l ly  much h ig h e r  th a n  10 
p e r c e n t  o v e r  th e  o f f i c i a l  r a t e .

18 /  The u lt im a t e  ca u se  o f  th e  f l u c t u a t io n s  in  A r g e n t in a 's  p a r a l l e l  exch an ge 
r a t e  i s  e r r a t i c  econ om ic  p o l i c i e s .  However» s p e c u la t io n  l i k e l y - - . - ,  --
com pounds th e  u n c e r t a in t y  ca u sed  b y  e r r a t i c  p o l i c i e s .  - T h ^  e l im in a t io n  
o f  th e  p a r a l l e l  exch an ge  m arket th rou g h  c o n v e r t i b i l i t y  a t - a  " v e r y  h ig h "  
o f f i c i a l  exch an ge  r a t e  may b e  q u i t e  c o s t l y  b e ca u se  la r g e  in t e r n a t io n a l  
r e s e r v e s  w ou ld  b e  n eeded  t o  a b so rb  s p e c u la t io n .



lo n g  as th e  s e r v i c e  o f  p u b l i c  s e c t o r  d e b t  demands s u b s t a n t ia l  f o r e i g n  

ex ch an ge  and th e  u lt im a te  s o u r c e s  o f  i n s t a b i l i t y  a re  n o t  c o n t r o l l e d .

A n oth er  s e r io u s  em erging  i s s u e  in  some c o u n t r ie s  i s  th e  management 

o f  u n e x p e c te d  in f lo w s  o f  f o r e i g n  exch an ge  b e ca u se  o f  th e  l i k e l y  e f f e c t s  on  

s t a b i l i t y  and r e c o v e r y .  In  M e x ico , th e  in f lo w  o f  r e p a t r ia t e d  c a p i t a l  

r e s u l t e d  i n  th e  a ccu m u la t io n  o f  la r g e  r e s e r v e s  in  1987 . P a r a d o x ic a l ly ,

M e x ico  i s  a ccu m u la tin g  th o s e  r e s e r v e s  a t  a tim e  when i t  i s  em barking on  

s i g n i f i c a n t  re fo rm s  t o  c r e a t e  new s o u r c e s  o f  f o r e i g n  exch an ge  and o f  hard  

n e g o t ia t io n s  w ith  i t s  f o r e i g n  c r e d i t o r s  t o  re d u ce  th e  bu rden  o f  th e  p u b l i c  

s e c t o r  d e b t .  In  C h i le ,  i f  p r e c e d e n t  w ere  f o l l o w e d ,  th e  incom e g a in  from  th e  

r e c e n t  in c r e a s e  i n  th e  p r i c e  o f  c o p p e r  w ou ld  le a d  t o  e x p a n s io n a ry  p o l i c i e s .  

The governm ent e s t a b l i s h e d  a c o p p e r  s t a b i l i z a t i o n  fu n d  in  1985 t o  manage t h i s  

m a jo r  s o u r c e  o f  u n e x p e cte d  in f lo w s  o f  f o r e i g n  e x ch a n g e . H ow ever, th e  a c t u a l  

m echanism  has l im i t e d . t h e  v a lu e  o f  th e  fund  b e ca u se  th e  r e fe r e n c e  p r i c e  f o r  

i t s  o p e r a t io n  i s  th e  governm ent b u d g et p r i c e  f o r  ea ch  f i s c a l  y e a r ,  r a th e r  

th a n  a  p r i c e  r e f l e c t i n g  lo n g e r -t e r m  f a c t o r s .

2 . E x p ort Growth and th e  T rade Regim e

The e x p e n d itu r e -s w it c h in g  p o l i c i e s  im plem ented a t  th e  b e g in n in g  o f  

th e  c r i s i s  w ere  e x p e c te d  t o  a f f e c t  th e  c o m p o s it io n  o f  expen ditu res~ as~  w e l l  as 

p r o v id e  some i n c e n t iv e  t o  s h i f t  r e s o u r c e s  t o  th e  p r o d u c t io n  o f  t r a d a b le  goods 

and s e r v i c e s .  D e v a lu a t io n s  w ere  e f f e c t i v e  i n  s w it c h in g  e x p e n d itu r e s ,  b u t  th e  

r e s p o n s e  o f  p r o d u c t io n  has b een  l im i t e d ,  e s p e c i a l l y  i n  th e  c a s e  o f  p r o d u c t io n  

r e q u ir in g  la r g e  in v es tm en ts  w ith  lo n g  g e s t a t i o n  p e r i o d s .  So f a r ,  th e  

r e s p o n s e  o f  e x p o r t s  has b een  d eterm in ed  m a in ly  b y  d e c l in e s  in  d o m e s t ic  demand



r a th e r  th a n  b y  In c r e a s e s  in  p r o d u c t io n .  T h is  p a t t e r n  has b een  th e  c a s e  w ith  

n o n t r a d i t i o n a l  m a n u fa ctu r in g  e x p o r t s  i n  p a r t i c u l a r  (a s  i n  B r a z i l  in  1983 -85  

and a g a in  i n  1 9 8 7 ) , -but i t  has a l s o  b een  th e  e a s e  w ith  com m odity e x p o r t s  th a t  

h ave a  s i g n i f i c a n t  d o m e s t ic  m arket ( f o r  exam p le , b e e f  in  A r g e n t in a ) .  W h ile  

t h o s e  e x p o r t s  have b een  r e s p o n s iv e  t o  th e  a p p r e c ia t io n  o f  th e  r e a l  exch an ge 

r a t e ,  th e  e x p a n s io n  o f  com m odity e x p o r t s  w ith  l i t t l e  d o m e s t ic  demand has 

depended  on  in v estm en t program s u n d erta k en  b e f o r e  th e  c r i s i s  ( t h e  c a s e  w ith  

c o p p e r ,  f o r e s t r y  and f r u i t s  in  C h i le ,  and o i l  i n  M ex ico  and l a t e l y  in  

C o lo m b ia ) . H ow ever, th e  p r o d u c t io n  o f  m a n u fa ctu res  s t a r t e d  t o  re sp on d  t o  th e  

new p r i c e  in c e n t iv e s  in  1987 , e s p e c i a l l y  in  B r a z i l ,  C h i le  and M e x ico .

D e v a lu a t io n s  w ere  e f f e c t i v e  i n  c o r r e c t i n g  th e  i n i t i a l  e x t e r n a l

im b a la n ce s , b u t  m a in ta in in g  th e  new v a lu e s  o f  th e  r e a l  exch an ge  r a t e s  has
\

b een  i n c r e a s i n g l y  d i f f i c u l t .  The lo w  r e a l  w ages th a t  accom pan ied  th e  r e a l  

d e v a lu a t io n s  c r e a t e d  p r e s s u r e s  f o r  a r e v e r s a l  o f  th e  ch an ges i n  r e l a t i v e  

p r i c e s .  T hat r e d u c t io n  i n  r e a l  w ages was p a r t l y  th e  r e s u l t  o f  th e  incom e 

l o s s e s  from  th e  e x t e r n a l  s h o c k s , b u t  a l s o  o f  th e  r e s o u r c e  r e a l lo c a t io n *  

n e c e s s a r y  t o  c o p e  w ith  th e  s h o r ta g e  o f  f o r e i g n  ex ch a n g e . As shown in  T a b le  

I I I . 2 ,  r e a l  w ages h ave d e c l in e d  s i g n i f i c a n t l y  i n  m ost c o u n t r ie s ,  and 

p r e s s u r e s  t o  r e tu r n  t o  p r e v io u s  l e v e l s  have b een  em erg in g  w e l l  b e f o r e  th e  

r e a l l o c a t i o n  o f  r e s o u r c e s  t o  th e  p r o d u c t io n  o f  t r a d a b le  g ood s  and s e r v i c e s  i s  

c o m p le te d . I f  p r o d u c t iv i t y  w ere  t o  in c r e a s e  q u i c k ly ,  r e a l  w ages c o u ld  

r e c o v e r  w ith o u t  p r e s s u r in g  th e  s t r u c t u r e  o f  r e l a t i v e  p r i c e s ,  e s p e c i a l l y  th e  

r e a l  exch an ge  r a t e .  O th e rw ise , a d d i t io n a l  in c e n t iv e s  t o  r e a l l o c a t e  r e s o u r c e s  

tow ard  th e  p r o d u c t io n  o f  t r a d a b le  g ood s  and s e r v i c e s  w i l l  b e  n e c e s s a r y .

The p o s s i b l e  need  f o r  o th e r  in c e n t iv e s  i s  r e in fo r c e d  b y  th e  g r e a t  

d i s p a r i t y  i n  th e  e f f e c t i v e  p r o t e c t i o n  o f  p r o d u c t io n  th a t  e x is t e d  b e f o r e  th e



c r i s i s  and b y  th e  a d d i t io n a l  e f f e c t s  o f  th e  i n i t i a l  m easures t o  r e s t r i c t  

im p o r t s . The d i s t o r t e d  in c e n t iv e s  p r o v id e d  b y  th e  s t r u c t u r e  o f  e f f e c t i v e  

p r o t e c t i o n  has n e g a t iv e ly  a f f e c t e d  p r im a ry  a c t i v i t i e s , as w e l l  as th e  

e x p a n s io n  and d i v e r s i f i c a t i o n  o f  e x p o r t s .  In  1 9 8 2 -8 4 , governm ents in  m ost 

c o u n t r ie s  in t r o d u c e d  q u a n t i t a t iv e  r e s t r i c t i o n s  on  im p o rts  and d i f f e r e n t i a l  

in c r e a s e s  in  im p ort t a r i f f s  as p a r t  o f  t h e i r  e x p e n d itu r e -s w it c h in g  p o l i c i e s .  

W h ile  t h e s e  m easures w ere  e f f e c t i v e  i n  c o n t r o l l i n g  im p o r ts , th e y  l i k e l y  

r e i n fo r c e d  th e  d i s t o r t i o n s  i n  th e  t r a d e  r e g im e , and made r e fo rm  o f  t h i s  

reg im e ev en  m ore im p e r a t iv e  on ce  th e  new e x t e r n a l  c o n d i t i o n s  w ere  p e r c e iv e d  

as perm an en t. Some c o u n t r ie s  have ta k en  a f i r s t  s t e p  b y  p a r t i a l l y  rem oving  

th e  em ergency  m ea su res . M ex ico  h as b een  d is m a n t lin g  i t s  sy stem  o f  

q u a n t i t a t iv e  r e s t r i c t i o n s  and has j u s t  red u ced  Im port t a r i f f s  t o  a maximum 

l e v e l  o f  20 p e r c e n t .  C h i le  red u ced  th e  u n ifo rm  t a r i f f  on  im p o rts  from  35 

p e r c e n t  t o  20 p e r c e n t  and m ore r e c e n t ly  t o  15 p e r c e n t  ( i t  was 10 p e r c e n t  

b e f o r e  th e  c r i s i s ) .

I n  m ost h ig h ly  in d e b te d  c o u n t r ie s ,  th e r e  i s  g row in g  a c c e p ta n c e  th a t  

s i g n i f i c a n t  r e fo rm  o f  th e  t r a d e  reg im e i s  n e c e s s a r y . H ow ever, th e  d i r e c t i o n  

o f  r e fo rm  i s  n o t  y e t  c l e a r .  S in c e  th e  im m ediate g o a l  i s  t o  expand e x p o r t s ,  

on e  a p p roa ch  w ou ld  b e  t o  im it a t e  th e  p o l i c i e s  o f  s u c c e s s f u l  e x p e r ie n c e s  l i k e  

K orea . The same i n t e r e s t  g rou p s  th a t  y e a r s  ag o  p r e s s e d  f o r  p r o t e c t i o n  in  

L a t in  A m erica  now p e r c e iv e  th e  r o l e  o f  th e  governm ent i n  a l l o c a t i n g  

r e s o u r c e s ,  e s p e c i a l l y  f i n a n c i a l  r e s o u r c e s ,  as h a v in g  b een  c r u c i a l  f o r  th e  

s u c c e s s  o f  th e  K orean  econom y. On th e  o th e r  hand , th e  a l t e r n a t i v e  o f  t r a d e  

l i b e r a l i z a t i o n  as p u rsued  in  th e  l a t e  1970s i n  C h i le ,  w h ich  r e s u l t e d  in  a 

u n ifo rm  t a r i f f  o f  10 p e r c e n t ,  m in im izes  th e  r o l e  o f  governm ent in  r e s o u r c e  

a l l o c a t i o n  and aim s a t  a l l o c a t i v e  e f f i c i e n c y ,  r a th e r  th an  s p e c i f i c a l l y  e x p o r t



g row th . The C h ile a n  e x p e r ie n c e  ia  m en tion ed  aa e v id e n c e  th a t  t h ia  

l i b e r a l i z a t i o n  c a r r i e s  la r g e  a d ju stm en t c o s t s , p a r t i c u l a r l y  i n  term s o f  

unem ploym ent, b u t  th e  e v id e n c e  ia  f a r  from  c o n c l u s i v e .1 9 / The m e r it s  o f  th e  

tw o s t r a t e g i e s  c o n t in u e  t o  b e  c o n te n d e d , b u t  s o  f a r ,  w ith  th e  e x c e p t io n  o f  

M e x ic o , t h e r e  h as b e e n  l i t t l e  p r o g r e s s  i n  r e fo r m in g  th e  t r a d e  reg im e  th a t  

e x i s t e d  b e f o r e  th e  c r i s i s .

3 .  R e so u rce  R é a l lo c a t io n ?  P u b l ic  and P r iv a t e  S e c t o r s

The e f f e c t i v e n e s s  o f  t r a d e  reg im e  re fo rm s  i s  c o n d i t io n e d  b y  th e  

r e s o u r c e s  d i r e c t l y  c o n t r o l l e d  b y  th e  p u b l i c  s e c t o r  and b y  o t h e r  in c e n t iv e s  

t h a t  c o n s t r a in  th e  b e h a v io r  o f  th e  p r iv a t e  s e c t o r .  In  m ost h ig h ly  in d e b te d  

c o u n t r i e s ,  y e a r s  o f  c o n t in u o u s  grow th  have l e f t  th e  p u b l i c  s e c t o r  i n  c o n t r o l  

o f  a  l a r g e  number o f  e n t e r p r i s e s ,  e i t h e r  d i r e c t l y  ( p u b l i c  e n t e r p r i s e s )  o r  

i n d i r e c t l y  th ro u g h  g r a n ts  o r  s u b s id iz e d  c r e d i t .  P r o d u c t io n  o f  many p r iv a t e  

g o o d s  ‘and s e r v i c e s  ( i n  a d d i t io n  t o  p u b l i c  o n e s )  i s  c o n t r o l l e d  b y  p u b l i c  

i n s t i t u t i o n s .  The grow th  o f  th e  p u b l i c  s e c t o r  has b e e n  fu r t h e r  c o m p l ic a te d , 

from  a f i n a n c i a l  v ie w p o in t ,  b y  i t s  p e r v a s iv e  r o l e  i n  r e d i s t r i b u t i n g  incom e,~  

p a r t i c u l a r l y  th ro u g h  th e  s o c i a l  s e c u r i t y  sy stem .

19/  The la r g e  unem ploym ent o f  1975 -80  has b een  a t t r ib u t e d  t o  s e v e r a l  
f a c t o r s :  in com e l o s s e s  from  th e  e x t e r n a l  s h o c k s , u n c o v e r in g r o f  th e  

:  ̂ in c r e a s e  i n  d is g u is e d  em ploym ent i n  1 9 7 0 -7 3 , r e fo rm  o f - t h e ¿ p u b l i e  - 
s e c t o r  ( e s p e c i a l l y  p r i v a t i z a t i o n ) , c o n t r a c t i v e  m on etary  p o l i c y ,  r e fo r m - 

■ — o f  la b o r  law s and re fo rm  o f  th e  t r a d e  reg im e . The r e l a t i v e  im p orta n ce  
o f  t h e s e  f a c t o r s  has b een  d i f f i c u l t  t o  e s t a b l i s h .



R e s t r u c tu r in g  th e  p u b l i c  s e c t o r  i s  a p r e r e q u i s i t e  f o r  a s u c c e s s f u l  

t r a d e  p o l i c y  r e fo rm . 2 0 / In  a d d i t io n  t o  u n c e r t a in t y  o v e r  th e  d i s t r i b u t i o n  o f  

th e  b u rd en  o f  a d ju s tm e n t , s e v e r a l  o t h e r  f a c t o r s  su p p o r t  t h i s  h y p o t h e s is .  

F i r s t ,  e x p o r t  ta x e s  and im p ort t a r i f f s  a re  im p orta n t s o u r c e s  o f  governm ent 

r e v e n u e , and any a ttem p t t o  change them w i l l  have t o  b e  p a r t  o f  an o v e r a l l  

t a x  r e fo rm . In d e e d , th e  d e c l in e  o f  in t e r n a t io n a l  p r i c e s  may n e c e s s i t a t e  

r e d u c in g  th e  t a x a t io n  o f  some t r a d i t i o n a l  com m odity e x p o r t s  in d e p e n d e n t ly  o f  

any o t h e r  t r a d e  p o l i c y  re fo rm s ( t h e  c a s e  w ith  w heat and o th e r  c e r e a l s  in  

A r g e n t in a ) . S econ d , t r a d e  re fo rm s may le a d  t o  la r g e  l o s s e s  in  im p o r t -  

s u b s t i t u t i o n  a c t i v i t i e s  c o n t r o l l e d  o r  f i n a n c i a l l y  s u p p o r te d  by  th e  s t a t e .

The p r o s p e c t  o f  th e s e  e n t e r p r i s e s  becom in g  c h r o n ic  lo s s -m a k e rs  w i l l  c r e a t e  

p r e s s u r e  t o  r e v e r s e  th e  r e fo r m s . T h ir d , th e  p r o s p e c t s  f o r  s u c c e s s f u l  

c o m p e t i t io n  in  w o r ld  and d o m e s t ic  m ark ets a l s o  depend on  th e  e f f i c i e n c y  o f  

th e  p u b l i c  s e c t o r ,  e s p e c i a l l y  in  th e  p r o d u c t io n  o f  in p u ts  f o r  p r iv a t e  

p r o d u c t io n  o f  t r a d a b le  g ood s  and s e r v i c e s .  F or ex am p le , com p en sa tin g  f o r  

p u b l i c  s e c t o r  i n e f f i c i e n c y  b y  ta k in g  advan tage  o f  m o n o p o l i s t i c  pow er in  

p r i c i n g  i s  l i k e l y  t o  h u r t  th e  c o m p e t it iv e n e s s  o f  p r iv a t e  p r o d u c t io n .

The econ om ic  r o l e  o f  t.he s t a t e  i s  n o t  l im i t e d  t o  p r o d u c t io n  and 

incom e r e d i s t r i b u t i o n  b u t in c lu d e s  r e g u la t io n  o f  p r iv a t e  s e c t o r  a c t i v i t i e s .

A number o f  l e g a l  and a d m in is t r a t iv e  c o n s t r a in t s  t o  p r iv a t e  a c t i v i t i e s  have

2 0 /. In  C h i le ,  th e  t r a d e  re fo rm  o f  1975-79  was p re ce d e d  by  im p orta n t re form s 
1 o f  th e  p u b l i c  s e c t o r ,  in c lu d in g :  a new ta x  sy stem , p r i v a t i z a t i o n  o f  
! e n t e r p r i s e s  (a lth o u g h  o f  some th e  l a r g e s t  c o n t in u e d  t o  be . owned and • 

c o n t r o l l e d  b y  th e  s t a t e ) ,  and a p p r o p r ia te  in c e n t iv e s  f o r  th e  management 
i o f  p u b l i c  e n t e r p r i s e s .  A f t e r  th e  t r a d e  re fo rm  was com p le ted ^  fu r t h e r  

r e fo r m  o f  th e  p u b l i c  s e c t o r  was u n d erta k en , e s p e c i a l l y  p r i v a t i z a t i o n  o f  
th e  management o f  th e  s o c i a l  s e c u r i t y  sy stem .



accom pan ied  th e  grow th  o f  th e  p u b l i c  s e c t o r ,  in c lu d in g  s e v e r e  r e s t r a i n t s  on  

th e  e n t r y  o f  f o r e i g n  in v e s t o r s  i n t o  m ost p r o d u c t io n  a c t i v i t i e s .  The m ain 

co n se q u e n ce s  o f  th e s e  r e g u la t io n s  have b een  v e r y  l im i t e d  m o b i l i t y  o f  human, 

p h y s i c a l  and f i n a n c i a l  r e s o u r c e s  and th e  c r e a t i o n  o f  r e n t s .  T hus, th e  

e f f e c t s  o f  t r a d e  p o l i c y  re fo rm s  ca n n ot b e  ta k en  f o r  g r a n te d : th e  w h o le  

s t r u c t u r e  o f  in c e n t iv e s  may c o n t in u e  t o  h in d e r  e f f i c i e n c y ,  c a p i t a l  

a c cu m u la t io n  and in n o v a t io n . R e c o g n it io n  o f  t h i s  s i t u a t i o n ,  as w e l l  as a 

d e s i r e  t o  op en  th e  econom y o n ly  in  s p e c i f i c  a c t i v i t i e s  and a r e a s ,  have 

s t im u la te d  th e  e s ta b lis h m e n t  o f  f r e e  t r a d e  a re a s  and e x p o r t  p ro m o tio n  

sch em es. T h e se , h ow ev er , have c r e a t e d  new d i s t o r t i o n s  i n  th e  s t r u c t u r e  o f  

e f f e c t i v e  p r o t e c t i o n  and a re  l i k e l y  t o  e n tre n ch  th e  r e g u la t o r y  r o l e  o f  

governm ent fu r t h e r .

The c u r r e n t  r e g u la t o r y  fram ew ork o f  f i n a n c i a l  in te r m e d ia t io n  i s  a 

m a jo r  o b s t a c l e  t o  r e a l l o c a t i n g  r e s o u r c e s  t o  th e  p r o d u c t io n  o f  t r a d a b le  g ood s 

and s e r v i c e s  i n  L a t in  A m e r ic a 's  h ig h ly  in d e b te d  c o u n t r ie s .  That r e g u la t o r y  ■ 

fram ew ork has b een  th e  r e s u l t  m a in ly  o f  th e  f i n a n c i a l  n eed s o f  th e  p u b l i c  

s e c t o r  and o f  th e  a ttem p ts  t o  c o n t r o l  th e  a l l o c a t i o n  o f  f i n a n c i a l  r e s o u r c e s .  

In  th e  l a s t  f i v e  y e a r s ,  in  m ost h ig h ly  in d e b te d  c o u n t r ie s ,  governm ents have 

b een  f o r c e d  t o  change f i n a n c i a l  p o l i c i e s  w ith  th e  im m ediate o b j e c t i v e  o f  

in c r e a s in g  th e  su p p ly  o f  d o m e s t ic  f in a n c in g  t o  th e  p u b l i c  s e c t o r ,  r a th e r  th an  

o f  en h a n cin g  e f f i c i e n c y  i n  th e  a l l o c a t i o n  o f  f i n a n c i a l  r e s o u r c e s .  The 

p u r s u i t  o f  th a t  o b j e c t i v e  has fu r t h e r  in c r e a s e d  th e  c o s t  o f  f i n a n c i a l  

r e s o u r c e s  f o r  th e  p r iv a t e  s e c t o r ,  t o  u n s u s ta in a b le  l e v e l s  th a t  a re  

th r e a te n in g  th e  s o lv e n c y  o f  banks and o th e r  f i n a n c i a l  in t e r m e d ia r ie s .  In  

C h i la ,  th e  f i n a n c i a l  c r i s i s  o f  th e  p r iv a t e  s e c t o r  was a m ain c h a r a c t e r i s t i c  

o f  th e  in t e r n a l  and e x t e r n a l  im b a la n ces  th a t  p r e c i p i t a t e d  th e  r e c e s s i o n  o f  

1982 , b u t  i n  o th e r  h ig h ly  in d e b te d  c o u n t r ie s ,  th e  in c r e e s in g  p r o b a b i l i t y  o f  a



f i n a n c i a l  c r i s i s  i n  th e  p r iv a t e  s e c t o r  i s  a co n seq u en ce  o f  th e  f a i l u r e  t o  

p r o p e r ly  and q u ic k ly  c o r r e c t  th e  p u b l i c  s e c t o r  im b a la n ce . F u r th e r , re fo rm  o f  

th e  f i n a n c i a l  sy stem  t o  enhance i t s  a l l o c a t i v e  e f f i c i e n c y  w i l l  h a r d ly  b e  

s u c c e s s f u l  u n t i l  th e  f i s c a l  c r i s i s  i s  e f f e c t i v e l y  s o lv e d .



C H A P T E R  I V

INVESTMENT» SAVINGS AND STEADY GROWTH

W h ile  t h e  a n a ly s is  o f  m acroecon om ic s t a b i l i t y  i n  C h apter  I I  was t i e d  

t o  th e  a c t u a l  e x p e r ie n c e  o f  a d ju stm en t p o l i c i e s »  th e  d i s c u s s i o n  o f  r e c o v e r y  

i n  C h ap ter I I I  fo c u s e d  m ore on  i s s u e s  th a t  governm ents a r e  j u s t  b e g in n in g  t o  

d e a l  w i t h :  r e fo rm  o f  th e  f o r e i g n  exch an ge  and t r a d e  reg im es»  r e s t r u c t u r in g  o f  

th e  p u b l i c  s e c t o r »  and d e r e g u la t io n  o f  th e  p r i v a t e  s e c t o r .  The o n g o in g  

d e b a te  o v e r  th e s e  i s s u e s  s u g g e s ts  th e  r e c o v e r y  o f  p r o d u c t io n  i s  s t i l l  i n  an 

e a r l y  s ta g e »  a c o n c lu s io n  s u p p o r te d  b y  th e  d a ta  in  T a b le  I I I . l .  T hose d a ta  

a l s o  show  t h a t  incom e and con su m p tion  have r e c o v e r e d  v e r y  l i t t l e .  I t  sh o u ld  

n o t  th e n  b e  a  s u r p r i s e  th a t  in v es tm en t and n a t io n a l  s a v in g s  (a s  r a t i o s  o f  GDP 

and n a t io n a l  incom e» r e s p e c t i v e l y )  h ave a l s o  n o t  re a ch e d  t h e i r  h i s t o r i c a l  

l e v e l s .

T h is  c h a p te r  f o c u s e s  on  th e  d e c l i n e  i n  in v es tm en t and n a t io n a l  

s a v in g s  d u r in g  t h e  l a s t  f i v e  y e a r s .  The d i s c u s s io n  i s  a  p r e lu d e  t o  a n a ly s is  

o f  th e  r o l e  o f  f o r e i g n  s a v in g s  as a  c o n s t r a in t  on  th e  r e c o v e r y  o f  o u tp u t  and 

in v e s tm e n t . The r e s o u r c e s  th a t  h ig h ly  in d e b te d  c o u n t r ie s  have b e in g  

t r a n s f e r r i n g  ab roa d  t o  s e r v i c e  t h e i r  d e b ts  have red u ced  n a t io n a l  d is p o s a b le  

in com e and c o n s e q u e n t ly  b o th  con su m p tion  and n a t io n a l  s a v in g s .  T h is  t r a n s f e r  

p o s e s  an Im p ortan t q u e s t io n :  i f  a d d i t io n a l  d e b t  r e l i e f  had b een  g ra n te d  in  

th e  l a s t  f i v e  y e a r s »  how w ou ld  i t  have b een  d is t r ib u t e d :  betw een  con su m p tion  

and in v e s tm e n t?  The answ er depends on  th e  e x p la n a t io n  o f  th e  b e h a v io r  o f  

In v estm en t and n a t io n a l  s a v in g s .



1. B eh a v io r  o f  In v estm en t

The r e d u c t io n  i n  d o m e s t ic  e x p e n d itu r e s  in  19 8 3 -8 4  was q u i t e  h ig h  in  

m ost h ig h ly  in d e b te d  c o u n t r ie s .  O nly in  C olom bia  th e y  in c r e a s e d  r e l a t i v e  t o  

1980 -81  ev en  a f t e r  th e  a d ju stm en t o f  l a t e  1984» w h i le  in  Jam aica th e y  

s l i g h t l y  in c r e a s e d  r e l a t i v e  t o  1980 -81» m a in ly  b e ca u se  d o m e s t ic  e x p e n d itu re s ' 

had a lr e a d y  d e c l in e d  r e l a t i v e  t o  th e  l e v e l s  o f  th e  l a t e  19 7 0 s . G iven  th e  

la r g e  r e l a t i v e  im p orta n ce  o f  con su m p tion  in  d o m e s t ic  e x p e n d itu r e s »  i t  i s  n o t  

s u r p r is in g  th a t  m ost o f  th e  r e d u c t io n  in  d o m e s t ic  e x p e n d itu r e s  i s  a cco u n te d  

f o r  b y  a r e d u c t io n  in  con su m p tion  ( s e e  p a r t  A o f  T a b le  I V .1 ) .  However» as 

shown i n  p a r t  B o f  T a b le  I V .1» th e  d e c l i n e  in  in v es tm en t has b een  much la r g e r  

th an  t h a t  i n  con su m p tion . In d eed» lo w  in v estm en t r a t i o s  i n  th e  l a s t  f i v e  

y e a r s  h ave  becom e a m a jo r  c h a r a c t e r i s t i c  o f  L a t in  A m e r ic a 's  e con om ic  c r i s i s .  

D e s p ite  sh o r tco m in g s  o f  th e  d a ta»  th e  g e n e r a l  im p r e s s io n  i s  t h a t  b o th  th e  

p u b l i c  and p r iv a t e  s e c t o r s  h ave s i g n i f i c a n t l y  red u ced  t h e i r  c a p i t a l  

e x p e n d it u r e s .

The c o n t r a c t i o n  i n  p r iv a t e  in v estm en t i s  e x p la in e d  b y  th e  in c r e a s e  

i n  th e  c o s t  o f  c a p i t a l »  b y  th e  u n c e r t a in t y  o v e r  in v es tm en t p r o s p e c t s »  by  th e  

in c r e a s e  i n  th e  r e p o s i t i o n in g  c o s t  o f  c a p i t a l  g ood s  and b y  th e  e x c e s s  

c a p a c i t y  i n  a number o f  s e c t o r s .  F i r s t »  th e  in c r e a s e d  c o s t  o f  c a p i t a l  was 

th e  r e s u l t  o f  th e  c e s s a t io n  o f  v o lu n ta r y  f o r e i g n  c r e d i t »  a g g ra v a te d  by  th e  

incom e l o s s e s  from  th e  e x t e r n a l  sh o ck s»  in c lu d in g  th e  s u b s t a n t ia l  i n c r e a a a i n  

in t e r n a t io n a l  i n t e r e s t  r a te s »  and b y  th e  g e n e r a l  u n c e r t a in t y  o v e r  a d ju stm en t 

p o l i c i e s »  e s p e c i a l l y  o v e r  th e  c o n t r a c t i o n  o f  th e  p u b l i c  s e c t o r  and a ttem p ts  

t o  s h i f t  th e  bu rden  o f  a d ju stm en t t o  th e  p r iv a t e  s e c t o r ,  Second» a ttem p ts  t o  

re fozm -t-ra d e  reg im es  have b e e n  a p a r t i c u l a r  s o u r c e  o f  u n c e r t a in t y  th a t  

a f f e c t e d  in v es tm a n t d i r a c t l y . F or exam ple» u n c e r t a in t y  o v e r  th e
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TABLE IV. 1. UTIN AMERICA'S HIGHLY INDEBTED COUNTRIESDeaastic Expandí tur* (changa* batwaan annual 
avaragas of 1980-81 and indi catad yaars; parcantag**)

Total Changa 
In Doaastie Expanditura

Changa in Consuaption Changa in Invastmant
Total Privata Public Total Privata Public

Argantina 
1983 - 84

Part A:

-11.9

Coapoaition of Changa 

-10.2 -8.4

in DoaMstic Expanditura 

-1.8 -1.7 -1.2 -0.5
1986 - 87 -9.4 -8.2 -8.8 -1.5 -1.2 -0.9 -0.2

Bolivia
1983 - 84 -13.2 -12.4 -9.8 -2.6 -0.9 -0.2 -0.S
1986 - 87 -12.6 -11.8 -10.0 -1.7 -0.8 -0.4 -0.5

Braxi1 
1983 - 84 -8.6 -6.6 -4.9 -0.6 -1.0 NA NA
1986 - 88 9.4 7.8 6.9 0.9 1.6 NA NA

Chi 1*
1983 - 84 -20.3 -17.0 -14.9 -2.7 -2.7 NA NA
1985 - 87 -13.7 -11.4 -9.8 -1.6 -2.2 NA NA

Coloabia
1983 - 84 8.3 6.9 6.1 0.8 1.4' NA NA1986 - 87 11.9 9.9 8.8 •1.1 2.0 NA NA

Costa Rica 
1983 - 84 -7.0 -6.8 -4.6 -1.2 -1.2 NA NA1986 - 87 3.8 3.1 2.6 0.6 0.8 NA NA

Ecuador 
1983 - 84 -1.1 -1.1 -0.9 -0.2 -0.1 -0.1 0.01985 - 88 2.9 2.7 2.3 0.4 0.2 0.1 0.1

Jaaaica
1983 - 84 4.0 3.3 2.4 1.0 0.7 NA NA1986 - 87 2.2 1.8 1.3 0.6 0.4 NA NA

Maxico
1983 - 84 -11.6 -9.6 -8.4 -1.2 -2.0 -1.1 -0.91986 - 87 -11.7 -9.6 -8.6 -1*2 -2.0 -1.4 -0.6

Paru
1983 - 84 -14.8 -11.7 -ir.0 -1.7 •3.2 NA NA1986 - 87 -8.2 -4.9 -4.3 -0.7 -1.3 NA NA

Uruguay 
1983 - 84 -22.9 -20.3 -16.8 -3.6 -2.6 -1.6 -1.01986 - 88 -22.8 -20.9 -17.2 -3.7 -1.9 -1.2 -0.7

Vanazuala 
1983 - 84 -16.1 -12.4 -10.1 -2.3 -2.7 -0.9 -1.81986 - 88 -10.7 -8.9 -7.4 -1.6 -1.8 -0.7 -1.1



TABLE IV.1. LATIN AMERICA’S HIGHLY INDEBTED COUNTRIES (CONT’D.) Doawstic Expandí tur* (changas batwaan annual 
avaragas of 1980-81 and Indi catad yaars; parcantagas)

Total Changa In Doaaati c Expandítura Changa in Consuaption 
Total Privata Public

Changa in Invastmant 
Total Privata Public

Part B: Changas in Coaponants of Doawstic Expanditura

Argantina
1985 - 84
1986 - 87

Bolivis 1988 - 84 
1986 - 87

BraziI 1983 - 84 
1986 - 80

Chi la1988 - 84 
1986 - 87

Coloafcia .1988 - 84 
1986 - 87

Coata Rica 1988 - 84 
1986 - 87

Ecuador 
1988 - 84 
1986 - 86

Jaawica 1988 - 84 
1986 - 87

Uaxico 
1988 - 84 1986 - 87

Paru
1988
1986

84
87

Uruguay 1988 - 84 
1986 - 86

Vanaziiala 1988 - 84

-11.9-9.4

-18.2
- 1 2 .6

- 6 . 6
9.4

- 2 0 .8
-18.7

8 .8
11.9

-7.0
S .S

- 1 . 1
2.9

4.0
2 .2

-1 1 .6-11.7

-14.8
- 6 . 2

-22.9
- 2 2 .8

-16.1

-4.2
0 . 6

-6.4
- 6 . 0

- 0 . 2
16.0

-17.0
-18.1

8 .6
1 2 .1 ,

- 2 . 6
4.8

1 .0
4.8

- 0 . 6
- 1 . 8

- 6 . 1
- 6 . 8

- 1 0 .6
- 0 . 1

-18.0-16.2

-9.1

- 6 . 8
- 1 . 6

- 1 2 .2
-6.4

0 .1
16.0

-19.1-14.4

8.7
12.9

- 1 . 8
6 .6

2 .6
8 .8

- 2 . 8
-8.7

- 6 . 8
-6.7

- 1 2 .1
- 0 . 8

-20.7-18.6

- 1 0 .8

6 .812.4

26.8
-9.8

-3.1
14.8

-2.7-4.4

7.7
6 .2

-7.2
- 1 . 8

- 6 . 2
-12.3

6 .1
8 .3

9.4
6.5

0 .2
4.6

- 1 . 6
6 .6

- 0 . 6

-40.8
-46.8

-67.8
-66.7

-29.9
- 1 1 .6

-36.6
-16.6

7.1
1 1 .0

-24.3
0 .1

-24.7
-18.9

36.0
28.7

-33.6
-33.0

-27.6
-24.2

-47.4
-61.2

-34.8

-38.2-36.7

-71.2
-66.7

NA
NA

NA
NA

NA
NA

NA
NA

-28.8
-23.2

NA
NA

-27.8
- 1 1 .8

NA

-64.6
-66.3

-60.4

-46.2-67.4

-47.8
- 6 6 .0

NA
NA

NA
NA

NA
NA

NA
NA

- 1 2 .3
- 6 . 1

NA
NA

-39.6
- 5 6 .9

NA
NA

-30.8
-61.8

- 2 1 .8



s u s t a i n a b i l i t y  o f  th e  re fo rm s  i s  d is c o u r a g in g  in v es tm en t i n  th e  p r o d u c t io n  o f  

t r a d a b le  g o o d s  and s e r v i c e s  and th e  r e p o s i t i o n i n g  o f  c a p i t a l  i n  th e  

p r o d u c t io n  o f  n o n -t r a d a b le  g o o d s  and s e r v i c e s .  T h ir d , th e  s h o r ta g e  o f  

f o r e i g n  ex ch an ge  has s i g n i f i c a n t l y  b o o s te d  th e  p r i c e  o f  im p orted  c a p i t a l  

g o o d s  f o r  w h ich  t h e r e  a r e  no d o m e s t ic  s u b s t i t u t e s .  F i n a l l y ,  th e  new 

c o n d i t i o n s  h ave c a l l e d  f o r  a redeploym ent* o f  a s s e t s , b u t  th a t  t o o  has been  

d e t e r r e d  b y  u n c e r t a in t y ,  e s p e c i a l l y  w here ow ners w ou ld  h ave t o  a b s o rb  la r g e  

l o s s e s  b e ca u s e  t h e i r  a s s e t s  h ave no a l t e r n a t i v e  u s e .

The c o n t r a c t i o n  i n  p u b l i c  in v e s tm e n t , w h ich  has b een  as im p orta n t as 

t h a t  i n  p r i v a t e  in v e s tm e n t , i s  e x p la in e d  by  p o l i t i c a l  p r o c e s s e s  th a t  

c o n s t r a in  th e  l e v e l  and c o m p o s it io n  o f  p u b l i c  e x p e n d itu r e s .  H ow ever, th e  

e co n o m ic  argum ents t h a t  e x p la in  th e  r e d u c t io n  i n  p r iv a t e  in v es tm en t a l s o  

a p p ly  t o  p u b l i c  in v e s tm e n t . The c o s t  o f  c a p i t a l  and th e  p r i c e  o f  im p orted  

c a p i t a l  g o o d s  h ave in c r e a s e d  f o r  b o th  s e c t o r s ,  and u n c e r t a in t y  a b ou t th e  

s u s t a i n a b i l i t y  o f  th e  new s t r u c t u r e  o f  r e l a t i v e  p r i c e s  s h o u ld  a l s o  have 

a f f e c t e d  p u b l i c  in v e s tm e n t . In d e e d , u n c e r t a in t y  ab ou t p r i c e s  s h o u ld  a t  l e a s t  

h ave  d e la y e d  s p e c i f i c  in v e s tm e n ts  ( i . e . ,  in v e s tm e n ts  i n  a s s e t s  t h a t  c o u ld  n o t  

b e  r e d e p lo y e d  w ith o u t  a la r g e  s a c r i f i c e  i n  p r o d u c t iv e  v a l u e ) ,  th e  c a s e  w ith  

m oat i n f r a s t r u c t u r e  p r o j e c t s ,  w h ich  a r e  u n d erta k en  b y  th e  p u b l i c  s e c t o r .  On 

th e  o t h e r  hand , th e  r e tu r n  on  some p u b l i c  in v es tm en ts  ( e s p e c i a l l y  i n  human 

c a p i t a l )  s h o u ld  n o t  have b een  a f f e c t e d  much b y  u n c e r t a in t y ,  and t h e i r  

r e d u c t io n  may b e  e x p la in e d  b y  th e  in c r e a s e d  c o s t  o f  c a p i t a l  ( o f  c o u r s e ,  t h e i r  

a c t u a l  r e d u c t io n  i s  e x p la in e d  m a in ly  b y  n on -e co n o m ic  r e a s o n s ) .

The r e c o v e r y  o f  p r iv a t e  in v es tm en t depends m a in ly  on  th e  same 

f a c t o r s  t h a t  in f lu e n c e  th e  r e c o v e r y  o f  o u tp u t ;  p r iv a t e  in v es tm en t sh o u ld  

f o l l o w  s u s ta in e d  r e c o v e r y  o f  o u tp u t  w ith  a l a g .  W h ile  a  r e d u c t io n  in  

u n c e r t a in t y  w i l l  e n cou ra g e  a r e a l l o c a t i o n  o f  r e s o u r c e s  and a c c e l e r a t e  th e



p a c e  o f  r e c o v e r y ,  an in c r e a s e  i n  th e  a v a i l a b i l i t y  o f  f o r e i g n  exch an ge  w i l l  

e v e n t u a l ly  le a d  t o  a  r e d u c t io n  in  th e  r e p o s i t i o n in g  c o s t  o f  c a p i t a l  g o o d s .

The e x p e r ie n c e  o f  C h ile  d u r in g  th e  l a s t  tw o y e a r s  s u p p o r ts  t h i s  v ie w , 

a lth o u g h  i t  a l s o  r e a f f i r m s  th e  s i g n i f i c a n c e  o f  t h e  p o l i t i c a l  c l im a t e  in
a

c o n s t r a in in g  th e  r e c o v e r y  o f  p r iv a t e  in v e s tm e n t , e s p e c i a l l y  in  term s o f  

p r o j e c t s  w ith  lo n g  g e s t a t i o n  p e r i o d s .

The s u s ta in e d  r e c o v e r y  o f  p u b l i c  in v es tm en t w i l l  depend on  how 

q u ic k ly  th e  p u b l i c  s e c t o r  i s  r e s t r u c t u r e d .  A h a rd en in g  o f  th e  p u b l i c  s e c t o r  

b u d g et c o n s t r a in t  i s  p u sh in g  th e  governm ents o f  h ig h ly  in d e b te d  c o u n t r ie s  t o  - 

in t r o d u c e  s i g n i f i c a n t  r e fo r m s . In  th e  m eantim e, h ow ev er , in v es tm en t i s  

l i k e l y  t o  b e  th e  r e s id u a l  v a r ia b le  t h a t  b a la n c e s  e x p e n d itu r e s ,  rev en u es  and 

in d e b te d n e s s . The c o n f l i c t  betw een  th e  p u b l i c  and p r i v a t e  s e c t o r s  w i l l  

p e r s i s t  a s  lo n g  a s  governm ents f a i l  t o  r e s t r u c t u r e  th e  p u b l i c  s e c t o r ,  as i t s  

s i z e  and dom inant p o s i t i o n  i n  th e  econ om ies  d is c o u r a g e  in v e s tm e n t . In  sum, 

th e  p r o s p e c t s  f o r  s u s ta in e d  r e c o v e r y  in  t o t a l  in v es tm en t u l t im a t e ly  depend on 

th e  a b i l i t y  o f  governm ents t o  p u rsu e  v i a b l e  a d ju stm en t program s th a t  red u ce  

u n c e r t a in t y .  In  a c o n t e x t  o f  a  c o n f r o n t a t i o n  betw een  th e  p r iv a t e  and p u b l i c  

s e c t o r s ,  t o t a l  in v es tm en t w i l l  n o t  in c r e a s e  p a r i  p a ssu  w ith  p u b l i c  in vestm en t 

b e c a u s e  th e  c o n t in u e d  e x p a n s io n  o f  th e  p u b l i c  s e c t o r  i s  l i k e l y  t o  d i s p la c e  

p r i v a t e  in v e s tm e n t .

2 . B eh a v io r  o f  N a t io n a l S a v in gs

The d e c l i n e  in  con su m p tion  in  a l l  c o u n t r ie s  has n o t  b een  as la r g e  as 

t h e - r e d u c t i o n  i n  n a t io n a l  d is p o s a b le  in com e. A t l e a s t  th e  i n i t i a l  r e d u c t io n  

i n  d is p o s a b le  Incom e was accom pan ied  b y  a m a rg in a l p r o p e n s it y  t o  consume w e l l  

b e lo w  o n e , and th e  a v era g e  r a t i o s  betw een  n a t io n a l  s a v in g s  and incom e



d e c l i n e d .  The r e d u c t io n  i n  n a t io n a l  s a v in g s  r e l a t i v e  ' t o  GDP was ev en  la r g e r  

( f o r  th e  r a t i o s  betw een  n a t io n a l  s a v in g s  and GDP, s e e  T a b le  I V .2 ) . 2 1 /  W h ile  

s a v in g s  r a t i o s  i n  m ost c o u n t r ie s  have r e c o v e r e d  somewhat i n  th e  l a s t  th r e e  

y e a r s ,  i t  a p p ea rs  th e  r e c o v e r y  has b een  s te a d y  o n ly  in  C h i le .  The m ain 

r e a s o n  f o r  th e  e r r a t i c  b e h a v io r  o f  s a v in g s  r a t i o s  i s  th e  la r g e  f l u c t u a t io n s  

i n  p u b l i c  s e c t o r  s a v in g s ,  an i n d i c a t i o n  n o t  o n ly  o f  p o l i c y  ch an ges b u t a l s o  

o f  m easurem ent p ro b le m s .

The m ain ca u se  o f  th e  r e d u c t io n  i n  n a t io n a l  s a v in g s  was th e  d e c l in e  

i n  n a t io n a l  in com e t h a t  r e s u l t e d  from  b o th  th e  e x t e r n a l  sh o ck s  and th e  

c o r r e c t i o n  o f  m a croecon om ic  im b a la n ce s . The d e c l i n e  in  s a v in g s  r a t i o s  i s  

e x p la in e d  b y  o t h e r  f a c t o r s ,  su ch  as p e r c e p t io n s  a b ou t th e  l o s s  o f  w e a lth  th e  

in com e l o s s e s  im p l ie d ,  th e  r e d i s t r i b u t i v e  p o l i c i e s  o f  governm ents and th e  

r e l a t i v e  im p orta n ce  o f  p u b l i c  and p r iv a t e  s e c t o r s  s a v in g s  ( t h e  in c r e a s e  in  

i n t e r e s t  r a t e s  may h ave p a r t i a l l y  com pensated  f o r  t h e s e  f a c t o r s ) .  I t  i s  

l i k e l y  t h a t ,  a t  l e a s t  i n i t i a l l y ,  incom e l o s s e s  w ere  p e r c e iv e d  as tem p ora ry . 

C o n s e q u e n t ly , th e  l o s s  o f  w e a lth  was m in o r , and con su m p tion  l e v e l s  w ere  

red u ced  o n ly  s l i g h t l y .  As tim e  e la p s e d  and th a t  p e r c e p t io n  ch a n g ed , th e  

in c r e a s e d  l o s s  o f  w e a lth  m igh t h ave fu r t h e r  lo w e re d  con su m p tion  r e l a t i v e  t o  

c u r r e n t  in com e . The r e s p o n s e  o f  d i f f e r e n t  g rou p s  t o  th a t  l o s s  o f  w e a lth  has 

depended  i n  p a r t  on  u n s ta b le  r e d i s t r i b u t i v e  p o l i c i e s .  The " p r o t e c t e d "  g rou p s 

v a r ie d  a c r o s s  c o u n t r ie s ,  b u t  no group  was t o t a l l y  p r o t e c t e d  from  incom e 

l o s s e s .  The ch a n g in g  d e g re e  o f  p r o t e c t i o n  may have d e la y e d  th e  r e c o g n i t i o n  

o f  l o s s e s  a t  th e  c o u n tr y  l e v e l .  F i n a l l y ,  d e s p i t e  d a ta  s h o r tc o m in g s , i t  seems 

th e  d e c l i n e  i n  p u b l i c  s e c t o r  s a v in g s  was m ore marked th an  th «  d e c l i n e  in

2 1 /  The c o u n tr y  t a b le s  o f  th e  S t a t i t i s c a l  A ppen dix  show e s t im a te s  o f  th e  
r a t i o s  betw een  n a t io n a l  s a v in g s  and GDP and GNP a t  c u r r e n t  p r i c e s .



-  5 0  -

TABLE IV.2. LATIN AMERICA’S HIGHLY INDEBTED COUNTRIES 
Savings (changas between annual avsragss of 
1980-81 and Indicated ysars; psresntags points of GDP)

Changa In 
Doasstlc 
Savings 
Surplus

Changa In 
Doasstlc 
Savings

Changa in 
National 
Savings 
Surplus

Changa In 
National 

Savings
Changa in 

Invastmant

Argentina
1988-84 8.3 0.1 4.0 -4.3 -8.2
1988-87 6.1 -3.6 3.9 -6.8 -9.7

Bol iva
1983-84 0.6 -6.6 0.6 -6.7 -7.2
1986-87 -6.4 -11.2 -6.4 -12.3 -6.8

BraziI
1983-84 6.3 0.0 3.2 -2.1 -6.3
1986-86 6.3 2.3 6.6 1.6 -4.0

Chi la
1983-84 8.1 2.6 2.6 -2.8 -6.6
1986-86 10.6 7.3 2.9 -0.3 -3.2

Colombia
1988-84 -2.5 -2.8 -4.1 -4.2 -0.1
1986-87 4.3 3.9 0.3 -0.1 -0.4

Côtti fflca'
1983-84 6.8 2.4 6.1 0.7 -4.4
1986-87 6.3 2.5 6.3 2.6 -3.8

Ecuador
1983-84 4.8 -2.1 1.8 -6.2 -6.9
1986-86 3.1 -2.5 -».l -6.7 -6.6

Jaaaica
1983-84 -3.2 1.4 -7.1 -2.6 4.6
1986-87 2.2 8.8 -9.7 -6.1 3.6

Maxico
1983-84 10.6 2.8 8.0 0.1 -7.9
1986-87 7.4 1.8 5.7 0.1 -6.6

Paru
1983-84 6.0 3.4 3.3 1.7 -1.6
1986-86 5.6 6.1 6.2 4.6 -0.7

Uruguay
1988-84 7.7 1.6 2.4 -8.7 -6.1
1986-86 9.3 0.4 4.5 -4.4 -8.9

Venezuela,
1983-84 2.6 -6.7 -1.6 -9.7 -8.2
1986-86 -8.7 -11.2 -7.2 -14.7 -7.5



p r i v a t e  s a v in g s .  Ths lo w e r  p u b l i c  s e c t o r  s a v in g s  a r e  m a in ly  e x p la in e d  b y  th e  

d e c l i n e  i n  p u b l i c  in v e s tm e n t .

W h ile  th e  r e c o v e r y  o f  p u b l i c  s e c t o r  s a v in g s  w i l l  l a r g e l y  p a r a l l e l  

t h a t  o f  p u b l i c  in v e s tm e n t .2 2 /  th e  p a ce  o f  r e c o v e r y  o f  p r iv a t e  s a v in g s  w i l l  

b e  d e te rm in ed  b y  th e  a c t u a l  p a th  o f  d is p o s a b le  incom e and e x p e c t a t io n s  abou t 

i t s  fu t u r e .  G iven  th e  p r o s p e c t  f o r  s lo w  r e c o v e r y  o f  d is p o s a b le  in com e , a 

s i g n i f i c a n t  in c r e a s e  i n  s a v in g s  r a t i o s  ca n n ot b e  e x p e c t e d ,  ev en  th ou gh  th e  

r a t i o s  a r e  l i k e l y  t o  move b a ck  tow ard  t h e i r  p r e - c r i s i s  l e v e l s .  D e s p ite  

e x t e n s iv e  d i s c u s s i o n  a b ou t in c e n t iv e s  f o r  p r i v a t e  s a v in g s ,  t h e r e  i s  no 

e v id e n c e  t h a t  any s p e c i f i c  p o l i c y  ( in c lu d in g  f r e e i n g  th e  i n t e r e s t  r a t e s )  w i l l  

h ave  p o s i t i v e  e f f e c t s .  U lt im a t e ly ,  th e  s u s ta in e d  r e c o v e r y  o f  s a v in g s  r a t i o s  

w i l l  depend on  m a croecon om ic  s t a b i l i t y .

3 .  F o r e ig n  S a v in gs  and D ebt R e l i e f

The r e c e n t  e v o lu t i o n  o f  s a v in g s  in  L a t in  A m erica ’ s  h ig h ly  in d e b te d  

c o u n t r ie s  i s  p r e s e n te d  i n  T a b le  I V .2 . Two c o n c e p ts  o f  s a v in g s  a r e  shown: 

d o m e s t ic  and n a t i o n a l ,  w ith  th e  fo rm er  e q u a l t o  n a t io n a l  s a v in g s : p lu s  n e t  . 

f a c t o r  in com e paym ents t o  f o r e i g n e r s .  B ecau se o f  th e  in c r e a s e  i n  i n t e r e s t  

paym en ts , d o m e s t ic  s a v in g s  h ave n o t  d e c l in e d  as much a s  n a t io n a l  s a v in g s ;l 

a c t u a l l y ,  d o m e s t ic  s a v in g s  r a t i o s  h ave in c r e a s e d  in  some c o u n t r ie s .  The 

d i f f e r e n c e  betw een  d o m e s t ic  s a v in g s  and g r o s s  f i x e d  in v es tm en t i s  e q u a l t o  

th e  t r a d e  s u r p lu s  ( o r  r e s o u r c e  b a l a n c e ) , w h ich  i s  i n d i c a t i v e  o f  th e  n e t  

t r a n s f e r  o f  r e s o u r c e s  t o  f o r e i g n e r s .  The e x c e s s  o f  g r o s s  f i x e d  in v es tm en t

2 2 I  A c t u a l ly ,  i f  th e  p u b l i c  s e c t o r  d e f i c i t  i s  t o  d e c l i n e ,  p u b l i c  s a v in g s  
ca n  b e  e x p e c te d  t o  in c r e a s e  m ore th an  in v estm en t f o r  some t im e .



o v e r  n a t io n a l  s a v in g s  i s  e q u a l t o  th e  c u r r e n t  a cco u n t  d e f i c i t ,  w h ich  by  

d e f i n i t i o n  i s  e q u a l t o  f o r e i g n  s a v i n g s .2 3 I

The n e t  t r a n s f e r  o f  r e s o u r c e s  t o  f o r e ig n e r s  has been  s i g n i f i c a n t  

s in c e  1983 , a lth o u g h  th e  c u r r e n t  a cco u n t  d e f i c i t  i n d i c a t e s  th a t  f o r e i g n
i

s a v in g s  have c o n t in u e d  t o  f l o w  i n t o  m ost h ig h ly  in d e b te d  c o u n t r ie s .  F or th e  

12 h ig h ly  in d e b te d  c o u n t r ie s  shown in  th e  t a b l e ,  th e  a ccu m u la ted  t r a n s f e r  

o v e r  1983 -87  am ounted t o  US$ 1 3 2 .6  b i l l i o n ,  o r  4 .2  p e r c e n t  o f  GDP. In  tu r n , 

th e  a ccu m u la ted  c u r r e n t  a cco u n t  d e f i c i t  amounted t o  US$ 2 2 .9  b i l l i o n  o v e r  

t h a t  p e r i o d ,  o r  0 .9  p e r c e n t  o f  GDP. As t o  th e  f in a n c in g  o f  t h i s  c u r r e n t  

a cco u n t  d e f i c i t ,  n e t  d isb u rsem en ts  from  o f f i c i a l  c r e d i t o r s  (e x c lu d in g  th e  

IMF) p r o v id e d  US$ 1 6 .1  b i l l i o n ,  w h i le  IM F 's n e t  d isb u rsem en ts  and th e  

d e p le t i o n  o f  in t e r n a t io n a l  r e s e r v e s  a cco u n te d  a t  l e a s t  f o r  th e  rem ain in g  

am ount. G ross  e s t im a te s  o f  com m ercia l b a n k s ' n e t  d isb u rsem en ts  in d i c a t e  

t h a t ,  o n ce  repaym ents o f  s h o r t - t e r m  and lo n g -te r m  c r e d i t  t o  d eb p or  c o u n t r i e s ' 

p r i v a t e  s e c t o r  a re  ta k en  i n t o  a c c o u n t , th e y  w ou ld  h ave b e e n  s l i g h t l y  

n e g a t iv e .

B oth  com m ercia l banks and o f f i c i a l  c r e d i t o r s  h a v e , h ow ev er , b een  

c r i t i c i z e d  f o r  f a i l i n g  t o  p r o v id e  enough f in a n c in g  in  th e  l a s t  f i v e  y e a r s  so  

a s  t o  p o s tp o n e  th e  r e s o u r c e  t r a n s f e r  u n t i l  e con om ic  r e c o v e r y  i s  w e l l  

a d v a n ced . D ebt r e l i e f  u n der r e s t r u c t u r in g  agreem ents has in v o lv e d  th e  

p r o v i s i o n  o f  new money t o  en su re  th e  payment o f  i n t e r e s t ,  w h ich  i s  r e c o r d e d

2 3 /  B ecau se o f  d a ta  s h o r tc o m in g s , th e  change in  s t o c k s  has been  added t o  
co n su m p tion . Thus, b o th  n a t io n a l  s a v in g s  and g r o s s  f i x e d  in v estm en t 
a r e  n e t  o f  th e  change in  s t o c k s .



a s f o r e i g n  s a v in g s  2 4 / A d d it io n a l  d e b t  r e l i e f  in  th e  form  o f  new money w ou ld  

h ave  b een  d i s t r i b u t e d  betw een  in v estm en t and co n su m p tion , assum ing th e  d e b to r  

c o u n tr y  was n o t  in  a r r e a r s  w ith  c r e d i t o r  banks and ig n o r in g  th e  p o s s i b i l i t y  

o f  c a p i t a l  f l i g h t . 2 5 /

The d i s t r i b u t i o n  o f  th a t  a d d i t io n a l  d e b t  r e l i e f  ( o r  f o r e i g n 's a v i n g s )  

w ou ld  h ave  b een  dep en den t on  th e  s p e c i f i c  form  o f  th e  f o r e i g n  s a v in g s  and th e  

c o n t e x t  i n  w h ich  th e  f l o w  t o o k  p l a c e .  F o r e ig n  s a v in g s  n o t  t i e d  t o  p a r t i c u l a r  

in v e s tm e n t p r o j e c t s  l i k e l y  w ou ld  h ave b een  u sed  m a in ly  t o  in c r e a s e  

con su m p tion . T h is  i s  s o  b e ca u se  th e  b in d in g  c o n s t r a in t  on  th e  r e c o v e r y  o f  

o u tp u t  h as b een  a s h o r ta g e  o f  f o r e i g n  exch an ge  r a th e r  th an  o f  c a p i t a l  g o o d s , 

and b e ca u s e  con su m p tion  has b een  r e s t r i c t e d  t o  a l e v e l  b e lo w  t h a t  c o n s i s t e n t  

w it h  a  r e tu r n  t o  m ore norm al c o n d i t i o n s .  The a d d i t io n a l  f o r e i g n  s a v in g s  

w ou ld  h ave  am ounted t o  com p en sa tory  f in a n c in g  in  th e  p r e s e n c e  o f  an e x t e r n a l  

s h o c k . B e s id e s ,  i t  w ou ld  h ave p o se d  t o  c r e d i t o r s  th e  dilem m a b etw een  

a d d i t io n a l  e x t e r n a l  f in a n c in g  and a d ju stm en t t h a t  has p erv a d ed  th e  th e o r y  and 

h i s t o r y  o f  b a la n ce «o f«p a y m e n ts  c r i s i s :  when d o e s  a d d i t i o n a l  f in a n c in g  becom e 

a n e g a t iv e  i n c e n t iv e  f o r  a d ju stm en t?  I f  th e  a d d i t io n a l  f in a n c in g  had n o t

2 4 /  In  a d d i t i o n ,  d e b t  r e l i e f  has in c lu d e d  th e  r e s c h e d u lin g  o f
a m o r t iz a t io n s .  I t  s h o u ld  b e  n o te d  th a t  th e  f in a n c in g  from  m u l t i l a t e r a l  
i n s t i t u t i o n s  ca n  b e  c o n s id e r e d  d e b t  r e l i e f ,  a t  l e a s t  t o  th e  e x te n t  th a t  
i t s  amount has b een  d e term in ed  as p a r t  o f  th e  r e s t r u c t u r in g  p r o c e s s .  
S in ce , d e b t  r e s t r u c t u r in g  assum es th a t  d e b t o r  c o u n t r ie s  a re  fa c e d  w ith  a 
" l i q u i d i t y "  p ro b le m , r e l i e f  i s  n o t  e x p e c te d  t o  im p ly  a r e d u c t io n  i n  th e  
p r e s e n t  v a lu e  o f  th e  c o s t  o f  th e  d e b t .  H ow ever, c u r r e n t  d i s c u s s io n s  
a b ou t r e d u c in g  th e  d e b t  bu rden  fo c u s  on  r e l i e f  i n  th e  s e n s e  o f  r e d u c in g  
i t s  p r e s e n t  v a lu e .

2 5 /  I f  this c o u n tr y  had b een  in  a r r e a r s ,  th e  new money w ou ld  h ave b een  t i e d  
t o  s e r v i c e  th e  d e b t  (a s  i n  th e  r e c e n t  p r e l im in a r y  agreem ent betw een  
B r a z i l  and i t s  c r e d i t o r  ban k s) and d o m e s t ic  e x p e n d itu r e s  c o u ld  have n o t  
in c r e a s e d .



d e t e r r e d  o n g o in g  d e b t o r  c o u n t r ie s *  a d ju stm en t e f f o r t s ,  con su m p tion  o f  th e  

a d d i t io n a l  f o r e i g n  s a v in g s  w ou ld  have in c r e a s e d  th e  w e l f a r e  o f  th e s e  

c o u n t r ie s  m ore th a n  in v e s tm e n t . The e x p e r ie n c e  o f  c o u n t r ie s  th a t  e v e n tu a lly  

r e c e iv e d  a la r g e r  in f l o w  o f  f o r e i g n  c r e d i t ,  as  A rg e n t in a  s in c e  June 1985 , 

seesis t o  s u p p o r t  t h i s  v ie w .

A d d it io n a l  d e b t  r e l i e f  c o u ld  have a l s o  ta k en  th e  form  o f  a  r e d u c t io n  

i n  i n t e r e s t  paym en ts , th e  im p l ic a t io n  b e in g  an in c r e a s e  in  n a t io n a l  

d is p o s a b le  in com e , p a r t  o f  w h ich  w ou ld  have b een  consum ed im m e d ia te ly .

D e s p ite  an i n i t i a l  in c r e a s e  i n  n a t io n a l  s a v in g s  (b u t  c e r t a i n l y  a r e d u c t io n  in  

d o m e s t ic  s a v i n g s ) ,  th e  s h o r t - r u n  e f f e c t  o f  t h i s  r e l i e f  on  in v es tm en t w ou ld  

h ave b een  m in o r . The d e p re s s e d  c o n d i t io n s  w it h in  w h ich  th e  r e l i e f  w ou ld  have 

ta k e n  p la c e  im p ly  th a t  a d d i t i o n a l  s a v in g s  w ou ld  f i r s t  have gon e  t o  in c r e a s e
t

th e  demand f o r  d o m e s t ic  a s s e t s  and l a t e r ,  w ith  a  s i g n i f i c a n t  l a g ,  in v e s tm e n t. 

The in c r e a s e  i n  n a t io n a l  s a v in g s  w ou ld  have r e s u l t e d  i n  an a ccu m u la t io n  o f  

r e s e r v e s  b y  th e  c e n t r a l  bank u n t i l  th e y  had b een  e i t h e r  consum ed (a  w e a lth  

e f f e c t ,  r e s u l t i n g  from  th e  in c r e a s e  i n  a s s e t  p r i c e s )  o r  in v e s t e d  (a  

co n se q u e n ce  o f  a s s e t  p r i c e s  in c r e a s in g  o v e r  t h e i r  r e p o s i t i o n i n g  c o s t s ) .  

H ow ever, d e b t o r  governm ents m igh t h ave  succum bed t o  t h e  te m p ta t io n  t o  u se  th e  

r e s e r v e s  t o  t r y  t o  a c c e l e r a t e  r e c o v e r y ,  and a l l  th e  d e b t  r e l i e f  w ou ld  have 

ended up s u p p o r t in g  a t r a n s i t o r y  e x p a n s io n  o f  con su m p tion . The e x p e r ie n c e  o f  

c o u n t r ie s  th a t  u n i l a t e r a l l y  red u ced  t h e i r  i n t e r e s t  paym ents t o  f o r e i g n  

c r e d i t o r s  ( f o r  ex am p le , Peru  s in c e  A ugust 1985) i s  i l l u s t r a t i v e  o f  t h i s  

p o s s i b i l i t y .

In  sum, a d d i t io n a l  d e b t  r e l i e f — in  th e  form  o f  e i t h e r  new money o r  a 

r e d u c t io n  i n  i n t e r e s t  paym ents— i s  l i k e l y  t o  in c r e a s e  con su m p tion  r a th e r  than  

in v e s tm e n t . R e l i e f  i s  o f t e n  a d v o ca te d  on  th e  b a s is  th a t  i t  w i l l  p r o v id e  th e  - 

r e s o u r c e s  n eeded  f o r  in v estm en t and s te a d y  g row th , b u t  th e  d i s c u s s i o n  ig n o r e s



t h a t  th a  n e t  r e s o u r c e  t r a n s f e r  o f  th e  l a s t  f i v e  y e a r s  have s i g n i f i c a n t l y  

a f f e c t e d  con su m p tion . F u r th e r , th e  assessm en t o f  a d d i t io n a l  d e b t  r e l i e f  

s h o u ld  ta k e  a c c o u n t  o f  i t s  d e t e r r e n t  e f f e c t  on  a d ju stm en t e f f o r t s .  Some 

a d d i t io n a l  r e l i e f  may h ave l i t t l e  e f f e c t ,  on  t h e s e  e f f o r t s ,  b u t  i n  m ost h ig h ly  

In d e b te d  c o u n t r i e s ,  th e  co m p le m e n ta r ity  o f  e x t e r n a l  f in a n c in g  and ad ju stm en t 

i s  a lr e a d y  v e r y  l im i t e d  and th e y  w i l l  q u ic k ly  s u b s t i t u t e  f o r  ea ch  o t h e r .

4 .  P o t e n t ia l  f o r  Growth

L a t in  A m e r ic a 's  h ig h ly  in d e b te d  c o u n t r ie s  m ust f i r s t  c o n f r o n t  th e  

p rob lem  o f  r e c o v e r in g  p o t e n t i a l  o u tp u t ,  a  g ood  m easure o f  w h ich  i s  a v era g e  

p e r  c a p i t a  GDP o f  1 9 7 9 -8 1 , and th e n  c o n fr o n t  th e  p rob lem  o f  s u s t a in in g  h ig h  

grow th  o f  p e r  c a p i t a  GDP (s a y  as h ig h  as th e  a v e ra g e  r a t e  o f  1 9 5 0 -8 1 ) . 

P erform a n ce  i n  th e  1990s w i l l  th e n  b e  d e term in ed  b y  how q u ic k ly  t h a t  r e c o v e r y  

i s  a c h ie v e d  and t h e r e a f t e r  b y  th e  r a t e  o f  s t e a d y  g row th . I f  th e  12 h ig h ly  

in d e b te d  c o u n t r ie s  w ere  t o  r e c o v e r  p o t e n t i a l  o u tp u t  b y  1990 and grew  a t  th e  

a v e ra g e  r a t e  o f  1 9 5 0 -8 1 , b y  th e  y e a r  2000 p e r  c a p i t a  GDP w ou ld  b e  a b ou t on e  

t h i r d  h ig h e r  th a n  i n  1987 and a b ou t on e  f o u r t h  h ig h e r  th a n  i n  1 9 7 9 -8 1 .

M ost c o u n t r ie s  ca n  r e c o v e r  p o t e n t i a l  o u tp u t  b y  1990 . H ow ever, th e r e  

a r e _ a  fe w  c o u n t r ie s  i n  w h ich  r e c o v e r y  o f  a v e ra g e  p e r  c a p i t a  GDP o f  1979 -81  

may ta k e  w e l l  beyon d  1990 b e ca u se  o f  s i g n i f i c a n t  ch an g es i n  th e  e x t e r n a l  

en v iro n m e n t, o r  b e ca u s e  o f  v e r y  low  r a t e s  o f  in v es tm en t o v e r  s e v e r a l  y e a r s  

( t h e  p o s s i b i l i t y  o f  d e s t r u c t io n  o f  c a p i t a l  a s  a r e s u l t  o f  n a tu r a l  d i s a s t e r s  

o r  w ar i s  n o t  r e le v a n t  i n  th e s e  c o u n t r i e s ) .  F or ex am p le , B o l i v i a 's  c u r r e n t  

p e r  c a p i t a  GDP i s  30 p e r c e n t  lo w e r  th an  th e  1979 -81  l e v e l ;  g iv e n  th e  sh arp  -  

d e t e r i o r a t i o n  i n  th e  p r o s p e c t s  f o r  i t s  t r a d i t i o n a l  e x p o rts - ,, r e c o v e r in g  f u l l - - '  

em ploym ent o f  la b o r  w ou ld  r e q u ir e  la r g e  in v es tm en t i n  new p r o d u c t io n s  o f



t r a d a b le  g ood s  and s e r v i c e s .  A n oth er  exam ple I s  A r g e n t in a , w here c u r r e n t  p e r  

c a p i t a  GDP I s  12 p e r c e n t  lo w e r  th an  th e  1 9 7 9 -8 1 ; th e  a c c e l e r a t i o n  o f  r e c o v e r y  

i s  c o n d i t io n e d  b y  th e  a v a i l a b i l i t y  o f  f o r e i g n  ex ch a n g e , b u t  a l s o  by  th e  

d e c l i n e  i n  th e  p r o d u c t iv e  c a p a c i t y  o f  s e c t o r s  w here p r iv a t e  in v es tm en t has 

b e e n  n e g l i g i b l e  f o r  s e v e r a l  y e a r s .  In  A rg e n tin a  and B o l i v i a ,  and p erh ap s in  

V e n e z u e la , p e r fo rm a n ce  in  th e  1990s c o u ld  h a r d ly  im prove o v e r  p e r  c a p i t a  GDP 

o f  1 9 7 9 -8 1 , w h ich  may w e l l  o v e r e s t im a te  p o t e n t i a l  o u tp u t .

In  a l l  h ig h ly  in d e b te d  c o u n t r ie s ,  th e  r a t e  o f  s te a d y  grow th  c o u ld  

e v e n t u a l ly  su rp a ss  th e  a v e ra g e  grow th  r a t e  o f  1 9 5 0 -8 1 . In  T a b le  I V .3 ,  g r o s s  

in v es tm en t r a t i o s  and in cre m e n ta l c a p i t a l  o u tp u t  r a t i o s  (ICORs) a re  p re s e n te d  

f o r , 1950 -81  and s u b p e r io d s .  N otw ith s ta n d in g  th e  v a r i a b i l i t y  o f  b o th  r a t i o s  

in  m ost c o u n t r i e s ,  th e  a v e ra g e s  c o u ld  b e  a t t a in e d  i n  a l l  c o u f t t r ie s  (e v e n  in  

t h o s e  w here  p o t e n t i a l  o u tp u t  has s u f f e r e d  a o n c e - a n d - f o r - a l l  r e d u c t i o n ) . Two 

exam ples i l l u s t r a t e '  t h i s  p o t e n t i a l .  In  1 9 5 0 -8 1 , B r a z i l  had th e  h ig h e s t  p e r  

c a p i t a  GDP grow th  r a t e  in  th e  r e g io n  (arou n d  4 p e r c e n t  p e r  y e a r ) .  B r a z i l 's  

p e r  c a p i t a l  GDP i s  now h ig h e r  th an  th e  1979-81  l e v e l  ( t h i s  a v era g e  

u n d e re s t im a te s  B r a z i l 's  p o t e n t i a l  o u tp u t  b eca u se  o f  th e  la r g e  in v e s tm e n ts  o f  

th e  l a t e  1 9 7 0 s ) .  W i l l  B r a z i l  b e  a b le  t o  resume grow th  a t  a s te a d y  r a t e  o f  

4 p e r c e n t  p e r  y e a r ?  B r a z i l 's  grow th  i n  1950-81  w as b a sed  on  on e  o f  t h e  

h ig h e s t  in v es tm en t r a t i o s  i n  th e  r e g io n  (arou n d  25 p e r c e n t  o f  GDP), and a 

( r e l a t i v e l y )  s t a b le  ICOR o f  around 3 .8 .  I t  may b e  d i f f i c u l t  f o r  B r a z i l  t o  

r e g a in  t h a t  h ig h  in v estm en t r a t i o  b e ca u se  n a t io n a l  s a v in g s  w ou ld  h ave t o  

in c r e a s e  w e l l  a b ov e  h i s t o r i c a l  l e v e l s .  H ow ever, a  lo w e r  in v es tm en t r a t i o  can  

b e  o f f s e t  b y  an in c r e a s e  i n  th e  p r o d u c t iv i t y  o f  c a p i t a l ,  p a r t i c u l a r l y  in  th e  

'  p u b l i c  s e c t o r .



LATIN AMERICA: GROSS DOMESTIC INVESTMENT RATES ANO INCREMENTAL
CAPITAL OUTPUT RATIOS IN SELECTED COUNTRIES, 1960-1981

Country 1960-1986 a/ 1966-1973 a/ 1974-1981 b/ 1960-1981
GDIc/ ICORd/ GOIc/ ICORd/ GOIç/ ICORd/ GDIc/ ' ICORd/

Argent!na 16.9 6.6 20.2 4.5 20.9 16.0 18.8 7.0
Brazi1 24.9 4.0 26.6 2.6 23.9 4.2 24.8 3.8
Co 1 ombi a 21.3 4.7 19.2 3.1 18.4 3.9 20.0 3.9
Costa Rica 18.7 2.9 20.6 3.0 22.6 5.3 20.2 3.6
Chile 10.7 2.7 14.1 6.3 17.0 3.3 13.2 3.6
Mexico 18.6 3.0 21.5 3.3 25.4 3.8 21.1 3.2
Peru 22.1 4.0 16.0 4.7 31.7 10.9 23.0 5.0
Uruguay 14.0 11.6 10.4 6.4 13.8 3.2 13.0 6.8
Venezuela 43.0 6.2 30.4 6.6 29.8 16.6 36.3 7.8

Soure*: ECLAC, en the basis of official data.

Nota: GDI a Gross Doesstic Investment.
. ICOR * Incrementa I Capital Output Ratio.

a/ 1970 prices,
b/ 1980 prices.
e/ Period average of ratio of gross domestic investment to gross domestic product,
d/ Ratio of the annual average rat* of gross domestic investment to the trend

growth rat* of gross domestic product.



C h i le ’ s  a v era g e  g r o w t b T a t e  o f  p e r  c a p i t a  GDP was 1 .5  p e r c e n t  p e r  

y e a r  i n  1 9 5 0 -8 1 , and p e r  c a p i t a  GDP i s  now around 4 p e r c e n t  b e lo w  th e  a v era g e  

th e  a v e ra g e  o f  1 9 7 9 -8 1 . C h i le  has th e  p o t e n t i a l  f o r  q u ic k ly  r e c o v e r in g ;  i t  

i s  e x p e c te d  t h a t  b y  th e  end o f  1988 p e r  c a p i t a  GDP w i l l  b e  e q u a l t o  th e  

1 9 7 9 -8 1 . F u rth er*  r e c e n t  o v e r a l l  e con om ic  p e r fo rm a n ce  ( e s p e c ia l l y *  th e  

in c r e a s in g  l e v e l s  o f  n a t io n a l  s a v in g s  and in v e s tm e n t) i n d i c a t e s  th a t  an 

in v e s tm e n t r a t i o  o f  22 p e r c e n t  o f  GDP may b e  s u s t a in a b le .  Even i f  th e  

m a rg in a l p r o d u c t iv i t y  o f  c a p i t a l  d id  n o t  fu r t h e r  in c r e a s e  w ith  r e s p e c t  t o  th e  

a v e ra g e  o f  1950-81* th a t  r a t i o  c o u ld  im p ly  a grow th  r a t e  o f  p e r  c a p i t a  GDP o f  

a t  l e a s t  3 p e r c e n t  p e r  y e a r .

The c h a l le n g e  i s  th e n  t o  a c c e l e r a t e  r e c o v e r y  and r e a l i z e  th a t  

p o t e n t i a l  f o r  grow th* The r e s t  o f  'th e  w o r ld  ca n  f a c i l i t a t e  i t s  a ch ievem en t 

b y  a t  l e a s t  r e t im in g  th e  r e s o u r c e  t r a n s f e r  t o  f o r e i g n  c r e d i t o r s  and c r e a t in g  

th e  c o n d i t io n s  f o r  s te a d y  grow th  o f  an open  w o r ld  econom y. That r e t im in g  

w i l l  h ave t o  in c lu d e  b o th  an i n i t i a l  r e d u c t io n  i n  th e  bu rden  o f  th e  

o u ts ta n d in g  d eb t*  w h ich  w ou ld  a c c e l e r a t e  r e c o v e r y  th rou g h  an in c r e a s e  in  

con su m p tion *  and l a t e r  th e  p r o v i s i o n  o f  f i n a n c i a l  r e s o u r c e s  t o  com plem ent 

n a t io n a l  s a v in g s  i n  th e  f in a n c in g  o f  in v e s tm e n t . S tea d y  grow th  o f  th e  w o r ld  

econom y w ou ld  f a c i l i t a t e  th e  s u s ta in e d  r e c o v e r y  o f  p r i c e s  o f  m ost p rim a ry  

c o a n o d i t i e s  and th e  sm ooth  accom m odation  o f  in c r e a s in g  c o m p e t i t io n  i n  th e  

w o r ld  p r o d u c t io n  o f  m a n u fa ctu res  and s e r v i c e s .

However* L a t in  A m e r ic a 's  h ig h ly  in d e b te d  c o u n t r ie s  w i l l  have t o  

assum e th e  c h a l le n g e  o f  d o m e s t ic  e con om ic  re fo rm  t o  prom ote  m acroecon om ic 

s t a b i l i t y  ( s e e  C h apter I I )  and p r o v id e  in c e n t iv e s  f o r  a l l o c a t i v e  e f f i c i e n c y ,  

in v es tm en t and in n o v a t io n  ( s e e  C hapter I I I ) .  W ith ou t e con om ic  r e fo r m , th e  

c o n t r ib u t io n  o f  th e  r e s t  o f  th e  w o r ld  w ou ld  a l lo w  o n ly  r e c o v e r y  o f  

con su m p tion  and s t a g n a t io n .  E conom ic re fo rm  w ith o u t  th e  c o n t r ib u t io n  o f  th e  

r e s t  o f  th e  w o r ld  may tu rn  o u t  t o  b e  p o l i t i c a l l y  im p o s s ib le .
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TABLE A.l; MAIN ECONOMIC INDICATORS OF UTIN AMERICA AND THE CARIBBEAN

A««rig« Average
1970-7» 1980-87 1980 1981 1982 1983 1984 198S 1988 1987

Real OOP 1/
Par Capita Raal GOP 1/
Groaa Capital Formation 2/
Consumer P r i caa-ia 1 ghted Avaraga 1/ 
Consuiaar Prlces-Medlan Eatlaatas 1/ 
Broad Monay Aggregates 1/

Madlan Estimate*
Contrat Government Fiscal Balanças 2/ 

Modian Eatlaatas
Export VoIunas 1/ 
laport Voluaas 1/
Export Unit Valúas 8/ 
laport Unit Valúas 8/
Taras of Trada 1/
Non-Oil Coaaodlty Pricas 1/

Bananas 8/
Bauxits 7/
Baaf (Frozen) 8/

' Baaf (Corned) 8/
Cocoa Baans 9/
Coffaa 9/
Coffaa 10/
Coppar 11/
Cotton 12/
Iron Ora 9/
Sugar 13/
Sugar 9/
Tin 14/
Wheat 9/
Zinc 14/
Zinc 16/

6.7 2.0 6.1 0.2 -1.0
3.1 -0.4 2.8 -1.9 -3.6

23.6 19.3 23.4 22.8 20.7
84.8 98.1 64.8 60.7 68.8
11.8 13.1 19.2 14.7 8.0

101.0 62.2 71.0 74.4
18.1 18.4 18.0 14.8
-4.4 -0.7 -4.1 -8.8-4.2 -3.0 -6.3 -6.4

1.9 3.3 2.1 6.6 -3.0
8.8 -2.1 9.3 4.0 -17.018.0 0.6 28.6 0.1 -6.8

11.8 2.4 19.» 4.8 -2.13.8 -2.1 7.2 -4.4 -4.8
10.6 -2.7 6.1 -14.4 -8.1
8.0 2.3 16.1 7.0 -6.614.2 2.6 39.2 1.8 -3.7

18.1 4.2 7.1 -17.6 9.7
14.7 -2.1 28.6 -8.3 -26.0
22.8 -4.1 -23.» -18.3 -22.0
24.8 8.0 -7.1 -42.0 13.818.8 1.8 17.6 -24.7 10.6
8.9 -0.1 10.7 -20.2 -16.014.8 2.2 12.3 -10.2 -13.7
8.4 -0.4 16.3 -8.7 6.626.1 13.8 196.9 -41.1 -60.218.7 8.3 148.0 -22.4 -44.317.» -10.2 13.1 -16.0 * -8.314.0 -8.8 28.2 11.7 -17.712.0 0.7 0.2 ’ 14.0 -4.7

14.3 3.8 17.6 18.4 0.3

-2.6 3.6 3.1 4.0 2.3
-4.6 1.2 0.8 1.7 0.1
17.0 17.1 17.6 18.3 17.6

108.2 131.9 143.2 88.4 130.8
8.8 12.0 16.0 11.4 14.7

104.8 141.» 136.6 84.6 132.6
16.1 10.6 18.7 24.7 17.8
-6.8 -3.» -3.6 -6.1 -6.7
-6.1 -4.7 -3.0 -3.4 -3.9
7.6 8.1 0.7 -0.9 6.2

-22.6 3.0 1.5 3.0 2.6
-0.8 2.3 -6.2 -15.3 7.7
-3,3 -1.4 -3.5 -1.3 6.4
-3.0 3.8 -2.8 -14.2 1.2
6.0 -0.4 -8.6 6.0 -6.4

14.6 -13.8 2.9 3.9 -4.7
-13.8 -8.1 -0.4 NA NA
-1.6 9.4 -4.7 27.1 NA
-8.7 -9.7 -1.4 14.1 NA
21.7 26.7 -9.8 -3-1 NA
6.6 11.4 -7.8 66.7 NA

-6.3 6.7 1.1 60.0 -44.0
7.6 -13.6 8.0 -3.4 30.0

20.7 NA NA NA NA
-8.0 -3.6 -1.9 -3.4 1.6
0.7 -38.6 -22.1 49.3 11.6
0.6 -3.1 -27.4 6.6 NA
2.1 -6.6 -2.7 -62.2 NA

-14.0 -7.1 -11.3 -16.9 NA
-6.4 26.3 -14.1 -9.3 NA
7.7 13.2 -12.3 -14.4 NA

1/ Annual changas, In psresnt.
2/ In parcant of GOP.
3/ Annual changas, in parcant of US dollars.
4/ In billions of US dollars.
6/ In parcant, on 8-aonth daposits of US dollars.
6/ Origin: Latin America, Indax basa: US cants/pound.
7/ Origin: Guyana. Indax basa: US S/metric ton.
8/ Origin: Argentina, Indax basa: US cants/pound (Whaat: US 8/bushal)

Source: IMF

9/ Origin: Brazil, Index basa: US cants/pound.
(Coffaa: Basad on Naa York prica for Brazilian coffaa) 

10/ Origin: Colombia, Indax basa; US cants/pound.
(Coffaa: Basad on Naa York prica for Colombian coffaa) 

11/ Basad on London markat prica, Indax basa: US cants/pound. 
12/ Origin: Maxico, Indax basa: US cants/pound.
13/ Origin: Caribbean, Indax basa; US cants/pound.
14/ Origin: Bolivia, indax basa: US cants/pound.
16/ Origin; Paru, Indax basa: US cants/pound.

World Economic Outlook and International Financial Statistics, Various Issuas.



TABLE A.I: MAIN ECONOMIC INDICATORS OF UTIN AMERICA AND THE CARIBBEAN

e Avorago Average 
1979-79 1980-87 1980 1981 1982 1988 1984 1986 1980 1987

Oil Export Unit Value 1/ 27.0 8.0 08.6 9.9 -4.8 -11.9 -2.1 -6.0 -49.8 28.0
Export Unit. Value of Manufactures 1/ 10.0 8.7 10.4 -8.9 -2.1 -2.8 -8.0 1.1 18.0 12.0
Interest Rates (LIBOR) 6/ 8.4 11.0 14.0 10.7 18.0 9.9 11.8 8.0 0.9 7.3
Current Account Transactions 4/

Exports of Goods and Services 126.9 187.1 121.7 117.9 180.7 124.8 108.7 120.6
Xaports of Goods and Services 140.9 166.9 180.0 98.0 100.8 98.0 99.0 100.2

Trade Balance -14.9 -18.9 -8.9 19.9 20.9 26.7 9.1 14.8
Interest Payaente -20.4 -88.0 -46.9 -40.0 -44.8 -42.0 -80.6 -33.6
Other Xnvestaent Incoas, Net 10.8 18.0 11.1 8.0 9.6 8.7 7.8 0.0
Unrequited Transfers 1.2 1.6 1.2 1.8 2.4 2.9 8.7 8.9
Current Account Balance -29.0 -42.9 -42.4 -10.9 -2.6 -4.7 -10.4 -9.8
Financing 

Use of Reserves -8.4 1.0 19.9 -8.4 -12.4 -8.2 8.7 -4.9
Asset Transactions, net 10/ -2.0 -0.1 -0.9 -1.4 -0.6 -0.4 0.2 0.0
Errors and Oaisslons 17/ -9.8 -17.4 -18.0 -0.4 -2.7 -S.S 0.9 0.4
Non-Debt-Creating Flows 10/ 0.2 7.6 0.4 8.4 8.7 4.7 2.0 8.6
Net External Borrowing » 88.6 67.4 41.7 21.0 14.4 0.9 9.0 10.2

Long-Tera Borrowing froa Official Creditors 19/ 8.9 4.8 6.0 8.4 8.8 7.4 9.8 11.3
Reserve-Related Liabilities 29/ 1.7 1.2 10.8 7.2 2.9 1.7 0.1 0.8

' Other Borrowing 21/ 82.9 61.4 26.0 0.0 2.7 -2.2 -5.8 -1.8

1/ Annual changes, In percent.
• 4/ Xn billions of US dollars.

6/ Xn percent, en S-aonth deposite of US dollars.
IB/ Pertains prlaarily to export credit.
17/ Positioned here on, the the presuaptlon that estiaates reflect prlaarily unrecorded capital outflows.
IS/ Excludes private and efficial transfers which are included In the current account deficit.
19/ Estiaates, baaed on IMF debt statistics of net disburseaenta by official creditors (other than aonetary

Institutions) Including the increase in official cíalas caused by the transfer of officially-guaranteed 
cíalas to the guarantor agency In the creditor country (usual I y In the context of debt reschedulings).

20/ Coaprised of liabilities constituting foreign authorities reserves (short-tera borrowing by aonetary
authorities froa other aonetary authorities), use of Fund credit (Including prospective prograaa), and arrears.

21/ Residually calculated. Except for discrepancies In coverage, aaounts shown reflect aainly net external borrowing 
froa private creditors and short-tera flows.

Sourest IMF World Econoaic Outlook and International Financial Statistics, Various Issues.



TABLE A.2: EXTERNAL DEBT OF LATIN AMERICA AND THE CARIBBEAN

1989 1981 1982 1988 1984 
USS Billion* and Percentage*

1986 1986 1987 p/ 1987 1/

. r t . 1

TOTAL EXTERNAL DEBT (EDT) 242.2 296.6 882.6 869.7 876.9 886.4 899.4 862.6 418.1' / 1 . r P  1 w w w w w w w w w w w w w w w •*••• —— w w w w w WW WWW w w w w w w w w w w

Uae of IMF Credit 1.8 1.6 2.9 8.8 11.6 14.6 16.8 18.1 18.1
Short-Ter* Debt 68.S 86.2 91.4 86.1 47.7 48.6 81.8 81.1 2/ 81.1
Long-Ter* Debt 172.4 268.7 287.7 296.7 - 817.7 828.8 861.8 862.8 868.9

- Private Nonguaranteed . 48.1 69.8 62.8 69.1 66.9 66.2 66.6 41.8 e • • *
- Public and Publlely-Ouaranteed 129.8 149.4 176.4 221.7 266.9 272.1 861.8 261.4 #0*0

- Official Creditor* 86.4 84.8 89.8 47.4 62.7 66.9 72.6 71.6 89.6
- Multilateral 14.2 16.6 19.7 21.9 26.4 29.9 86.6 87.7 *  * * *

IBRD 7.7 8.9 16.2 II.6 18.9 16.8 18.7 19.6 • o • •
IDA 6.4 6.6 6.6 6.6 6.6 6.6 6.6 6.7 e  o e  •

- Bilateral 16.2 18.4 26.1 26.6 27.8 81.6 36.9 83.3 e e o *
- Private Creditor* 98.9 114.6 186.6 174.8 198.2 211.1 229.8 196.4 279.4 8/

- Supplier* 6.7 6.4 6.8 7.6 7.2 8.6 8.6 6.4 0*00
- Financial Market* 98.2 169.2 129.8 188.8 191.6 263.1 226.8 183.9 264.4 4/

EDT: COMPOSITION (Percentage*) 166.6 166.6 166.6 166.6 166.6 166.6 166.6 166.6 166.6
Uae of IMF Credit 6.6 6.6 6.9 2.4 8.1 8.8 4.1 6.2 4.8
Short~Ter* Debt 28.8 28.8 27.6 16.7 12.6 11.8 7.8 8.8 2/ 7.4
Long-Term Debt 71.2 76.6 71.6 86.8 84.8 86.6 88.1 86.6 88.2

- Private Nonguaranteed 17.8 26.1 16.8 19.2 17.7 14.6 12.7 11.7 • *  « •
- Public and Publicly-Ouarantead 68.4 66.6 62.8 61.6 66.6 76.4 76.4 74.3 #0*0

- Official Creditor* 12.6 11.8 12.6 18.2 14.6 16.8 18.6 26.2 21.4
- Multilateral 6.9 6.6 6.9 6.1 6.7 7.7 9.6 16.7 s e e *

*BRO 8.2 8.6 8.1 S.8 8.7 4.1 4.7 6.6 • *  e a
IDA 6.2 6.2 6.2 6.2 6.2 6.2 6.2 6.2 * *  *  *

- Bilateral 6.7 6.2 6.6 7.1 7.2 8.6 9.6 9.6 e  e * a

i - Private Creditor* 46.8 88.8 46.8 48.6 62.6 64.6 67.4 64.1 66.8 3/
- Suppliera 2.4 1.8 1.7 2.1 1.9 2.1 2.1 1.8 e  a • «

- Financial Market* 88.6 87.6 89.1 46.4 66.7 62.6 66.8 62.2 48.9 4/
. _________M_________ t ______ — n r - . ____ ___________ , - p - i r r r — r,____ __________ ___________________ _____________________ | [ ____  w ^ . n » w w m n » r a . M W ■ » !» ■ ■ ■ * ■ ■ * w w w w w w w w . w w w w w w w w w w w w w w w w * - w w w w w w w w w w w

1/
2/
*/
♦/

BiMd on IMF figuro* In th* World Economic Outlook and International Financial Statiatic* (February 1988).
For 1987, figure ia baaed on data in the IMF World Econoale Outlook.
For 1987 IMF data, figure* include all private non-guaranteed debt on the preaunption that thla ta owed nainly to private creditor*. 
For 1987 IMF data, figure* pertain only to the public and publicly guaranteed debt.

Source: World Bank, World Debt Tablea, 1987-88 Edition.
p/ 1987 figure* are World Bank projection* baaed on the tena* and coneiteenta of loan* aa of Doce*bar 1986.



TABLE A.2: EXTERNAL DEBT Of UTIN AMERICA AND THE CARIBBEAN

1 : ! / ¡ 1980 1981 1982 1983 1984 1986 1986 1987 p/ 1987 1/
— ------ --------

US8 Billions and Percentages
----------------------------------- ------------------------ ---------------—

TQTAl, LONO-TERM DEBT
Debt Outstanding and Disbursed 172.4 208.7 287.7 290.7 817.7 828.3 361.8 802.8 368.9
Disbursesents 44.• 80.9 60.8 31.0 28.6 20.1 19.8 e e • •
Principal Repaysents 21.8 22.6 21.8 16.1 14.5 13.6 16.2 e e a e e e e e

Net Floss 22.8 88.4 29.8 16.9 14.0 6.6 4.6 e e e a e e e e
- Private Non-Guaranteed Debt 8.1 16.8 4.1 -1.9 -0.6 -2.2 -2.0 e e e e e e a a
- Public and Guaranteed Debt 18.7 22.6 26.0 17.8 14.6 8.8 6.6 e a e a

- Official Creditors 4.1 « • * 6.8 4.7 6.7 4.7 6.7
- Private Creditors 12.8 17.7 19.7 13.1 8.9 4.1 0.8 e a a a

Interest Paysenta 17. S 22.2 27.2 26.4 28.4 28.6 26.6 27.6 a e e a

Net Transfers 6.6 18.1 2.1 -9.6 -14.3 -22.0 -22.0 a e a a
- Private Non-Guaranteed Debt 1.8 9.1 -4.1 -8.7 -8.6 -8.1 -6.4
- Public and Guaranteed Debt 8.8 7.1 8.2 -0.8 -6.8 -18.8 -16.6 e e e e

- Official Creditors 2.8 2.9 3.0 2.2 2.9 1.6 1.4 e e o e
- Private Creditors 1.6 4.2 8.2 -8.1 -8.7 -16.3 -17.0 e e e e

PRINCIPAL RATIOS (Weighted Average)
Total External Debt

EOT/XGS (X) 191.8 212.4 268.9 804.7 287.9 308.9 867.4 292.1 6/ 347.0 6/EDT/GNP (X) 
INT/XGS (X) 5/ 86.7 88.2 48.4 80.7 60.9 62.8 61.3 62.8 7/ 62.8 7/

28.8 27.7 37.1 84.4 83.8 83.6 33.6 27.8 6/ 27.8 6/
INT/GNP (X) 6/ 8.9 6.0 6.7 6.9 7.2 6.8 6.6 6.0 7/ 6.0 7/

Public and Publicly Guaranteed Debt 
DOO/XGS (X)

(DOD)
182.0 107.4 142.1 187.8 191.7 217.6 277.1 a a a aDOC/GNP (X) 19.1 19.8 25.6 37.4 40:6 43.8 46.3 o e • e a a e aINT/XGS (X) 10.2 11.1 16.2 16.8 16.6 18.1 20.4 19.1 6/ a a a aINT/GNP (X) 1.9 2.0 2.7 3.1 3.8 8.7 3.4 3.6 7/ . . . .

1/ Based on IMF figures in the World Econoelc Outlook end International Financial Statistics (February 1988).
6/ Interest paysanta on the total external debt are baaed on figuren in the IMF World Econosic Outlook.
6/ Exporta of goods and services in 1987 is based on figures in the IMF World Econosic Outlook.
7/ CNF, In 1987 is assused to increase 3.31 in US dollar terns based on figures in the IMF World Econosic Outlook.
Source: World Bank, World Debt Tables, 1987-88 Edition.

p/ 1987 figures are World Bank projections baaed on the terns and cossitsents of loans as of Docesber 1986.



Table B: ARGENTINA: MAIN INDICATORS OF THE ADJUSTMENT PROCESS

Part I; National Accounts

1980 1981 1982 1983 1984 1985 1986 1987

Pooulation (millions) 28.2 28.7 29.2 29.6 30.1 30.6 31.0 31.6

A. OUTPUT, ABSORPTION ANO INCOME (Australes «¡Ilion, at 1980 Prices)

1. COP
(growth rats, X)
(per capita, Australes)

28.3
1,000.9

26.3
—6.8

918.2
25.1
=777

861.8
25.8
“777

871.9
26.5
2.6

880.6
26.3

828.3
26.7
5.3

869.0
26.9
0.8

862.4
Sectoral OOP
- Agriculture
- Manufacturing
- Construction

2.4
7.1
2.0

2.S
5.9
1.7

2.7
6.7
1.7

2.7 
6.3
1.8

2.8
6.6
1.6

2.8
5.8
1.4

2.7
6.6
1.5

2.7
6.4
1.6

2. Domestic Absorption 
Private Consumption 
(per capita, Australes) 
Public Consumption 
Private Fixed Investment 
Public Fixed Investment 
Change in Stocks ■

29.3
18.9

687.0
3.7
4.4
2.1
0.2

26.8
18.3

638.7
3.3
3.5
1.8

-0.1

23.5
16.0

570.6
2.8
2.4
1.5 
0.2

23.9
16.6

569.9
3.6
2.4
1.3
0.0

25.6
18.3

608.0
3.9
2.5
0.8

-0.0

23.0
16.8

649.8
3.6
2.1
0.7

-0.2

26.3
18.9

609.4
4.1
2.8
0.6

-0.1

27.0
19.4

613.9
4.2
2.6
0.6
0.2

3. Current Account 
Resource Balance
- Exports CNFS
- Imports GNFS 
Net Factor Income

-0.6
2.0
2.6

-0.3

-0.3
2.1
2.4

-0.7

0.7
2.1
1.4

-0.9

0.9
2.3
1.4 

-1.0

0.9
2.3
1.4 

-1.1

1.4
2.6
1.2

-1.0

1.0
2.4
1.4 

-0.8

0.7
2.3
1.5

-0.8
4. Income (GNP)

(per capita, Australes)
28.0

990
25.3

882.3
23.8

81377
24.3

8Ï77I
24.8

82777
23.8

77774
26.8

831.0
26.1

827.0

B. CONSUMPTION, SAVINGS AND INVESTMENT (as X of GDP at current prices)

1. Consumption 1/ 
Private 
Public

80.6
5774
13.2

81.5 
6977
12.6

78.2
6771
11.1

78.1
3477
13.8

83.8
68.9
14.9

79.9
5777
14.3

86.9
7777
16.3

88.2
7777
15.6

2. Domestic Savings (DS) 
National Savings (NS; 
(NS as X of CMP)
- Private
- Public

19.4
18.4 
18.6 
16.6
1.8

18.6
1577
16.0
22.9
-7.3

21.8
Ï577
17.8
26.1
-9.2

21.9
1777
16.7
23.3
-7.6

16.2
“777
10.4
14.3
—4.0

20.1
13.9
14.9 
12.0
1.9

14.1 
10.8
11.2 
7.0 
3.2

11.8
8.8
9.1
5.6
3.3

3. Fixed Investment 
Private 
Public

23.0
Î775
7.4

20.3
1377
6.8

15.5
“777
6.0

14.2
“577
4.9

12.6
“577
3.1

11.0
"577
2.7 .

12.8
10.6
2.2

12.1
9.7
2.4

4. DS Surolus (4*2-3) 
NS Surplus 
- Private 
-Public

-3.6
-4.0
1.0

-5.0

-1.9
—4.5
9.4

-14.1

6.4
Ï77

16.6
-16.2

7.0
o

14.0
-12.6

3.6
-2.9
4.8

-7.7

9.1
777
3.7

-0.8

1.3
-2.0
-3.0
1.0

’ —0.3 
-3.3 
-4.2 
0.9

1/ Plus change in stocks.



Part II: ExternaI Accounts

. 1988 1981 1982 1983 1984 1986 1986 1987

A. INTERNATIONAL TRADE (1980-100)

1. Exports: Volume 100.0 113.2 110.4 127.2 124.3 144.0 108.9 96.7
2. Exports: Prices 100.0 102.8 86.6 77.0 79.7 72.2 68.0 66.9
3. Imports: Volume 100.0 100.2 68.1 62.4 64.6 ' 46.4 48.0 61.4
4. Imports: Prices 100.0 97.8 96.9 89.1 87.0 88.3 88.1 92.8
6. Terms of Trade 100.0 10S.4 89.2 88.4 91.6 81.8 76.0 72.0
S. Real Exehsnae Rats 100.0 77.0 60.7 42.7 49.7 44.0 44.2 39.3

B. BALANCE OF PAYMENTS (USS billion)

1. Resource Balance -3.3 -1.0 2.3 2.9 3.3 4.4 1.6 0.5
Exports ¿NFS 10.8 ÏÏ75 575 575 1075 l575 577 8.6Imports GNFS 14.0 12. S 7.2 , 8.6 8.7 6.9 7.0 8.1

2. Interest Payments 2.2 4.0 4.9 6.4 •6.6 6.1 4.3 4.1
3. Current Account -4.8 -4.7 -2.4 -2.6 -2.4 -1.0 -2.8 -4.0

Direct investment T i "075 ■575 "575 "575 “575 0.6 0.1Change in Foreign Debt 2.7 8.0 4.4 8.7 1.2 3.1 2.8 3.2
Use Net Reserves 2.8 3.6 0.8 -1.4 r-0.2 -1.9 0.8 0.8Other Financing -1.8 -6.8 -3.0 -6.0 1.1 -1.2 -1.4 -0.1

C. CREDITWORTHINESS

1. Total Debt (USS. bi 1.) 
Debt (USS brillen,

27.2 36.7 43.6 46.1 46.9 48.3 61.7 64.8
1980 prices) 27.2 32.7 39.2 40.0 40.6 42.1 46.4 47.8Real debt growth (X) 13.6 20.3 19.9 2.0 1.6 3.6 10.2 3.2

Real cost of debt (X) 
Debt/GDP (current 10.8 20.4 22.6 9.1 16.1 13.3 4.7

exchange rate) 
Debt/GDP (1980 PPP

17.3 28.7 76.6 69.6 60.1 73.4 66.6 86.4
exchange rate) 17.3 22.2 26.8 26.9 26.3 26.4 26.2 26.8

2. Interest Payments 
As X GOP (current

exchange rate)
As X GDP (1980 PPP

1.4 3.2 8.6 . 6.4 7.1 7.8 6.5 6.6
exchange rate) 1.4 2.6 8.0 3.1 3.0 2.8 2.0 2.2

As X Exports GNFS 20.2 34.2 61.7 67.0 66.2 60.1 49.7 48.2
3. Rssouree Balance

- As X Int. Payments -149.8 -26.1 47.8 64.0 69.9 84.0 38.0 11.6
As X Total Debt -12.0 -2.8 6.3 6.5 7.1 9.0 3.2 0.9



Part III: Other Macroeconoalc ViriiblM

1989 1981 1982 1983 1984 1986 1986 1987

A. PUBLIC SECTOR FINANCES (as X of GDP at currant prices)

1. Currant Revenue 38.8 34.7 32.3 34.3 34.8 49.6 38.0 39.3
2. Currant Exoendlture 34.5 39.4 39.8 42.1 38.3 49.6 36.6 36.0

Publie Consueption 5 0 21.4 5 0 5175 5 0 25.6 5 0 2275
Internet Payaente 3.5 7.4 19.4 5.9 6.9 6.5 3.7 3.4
- Internal 2.7 6.2 6.7 9.9 9.8 9.8 0.3 0.7
- External 9.8 2.2 4.7 6.9 4.2 4.7 3.4 2.7
Tranefere 9.3 19.8 8.7 11.9 9.8 9.6 9.8 10.0

3. Currant Savlnae 1.1 -4.7 -7.6 -7.8 -3.5 -9.1 1.6 3.3
4. Caoltal Exoandltura 9.8 9.8 8.6 9.6 8.9 6.9 7.4 7.9
5* Public Sector Deficit 8.5 14.5 16.9 17.3 11.6 7.9 6.9 4.6

(excluding interact
payaente) 6.9 7.1 6.6 11.4 6.9 1.5 2.2 1.2

6. Flnanelnc 
- Internal

*e
m 5 5 5 5 5 5 5

- External « - - - - - - -
7. Central Bank Loaeee 8.6 6.1 4.8 16.6 2.5 2.2 1.6 2.0
3. Total Deficit (*B+n ill* 19.8 29.8 33.9 14.9 9.2 7.6 6.6
9. Inflation Tax (Ml) 8.4 8.9 14.8 29.9 34.3 16.9 4.8 9.1
19. Total Public Debt - - ee - - - - , -

B. MONEY GROWTH, INFLATION AND INTEREST RATES (X)

1. Money Growth (Dec/Dec) 
Monetary Base 84.8 112.6 749.9 366.4 436.7 386.9 34.7 64.3
Money (Ml) 92.9 74.1 244.7 363.9 501.6 671.6 84.8 69.5
Doaaatic Credit (net 156.8 297.8 288.9 391.8 481.8 - - -
of quasi aoney)

2. Pricee (Oec/Dee)
V I 87.8 131.2 299.7 433.7 688.9 385.4 81.9 178.3
Exchange Rate 26.9 269.9 673.6 379.6 668.4 347.9 67.0 198.3

9. Noainal Intereet Rate 99.9 297.1 242.4 682.4 748.9 621.4 106.8 .a,
(lending rate) «̂ ^■aaaa —  -

Real Intereet'Rate 8.1 32.8 19.6 48.6 8.2 61.9 17.7 -



TableC: BOLIVIA: IIAIN INDICATORS OF THE ADJUSTMENT PROCESS

Part I: National Account»

1980 1981 1982 1983 1984 1986 1986 1987

Poou1ati on (ai 111ons) 6.6 6.8 5.9 6.1 6.3 6.4 6.6 6.7

A. OUTPUT, ABSORPTION ANO INCOME (Bolivianos at 1980 Prices)

1. GOP
(growth rate, X)
(per capita, Bolivianos)

122.947
'■é.t

0.022
123.046

0.Í
0.021

117.737
-475

0.020
109.569

-6.9
0.018

108.743
-a.è

0.017
107.281

-1.5
0.017

103.696
-3.3

0.016
105.035

1.3
0.016

Sectors 1 OOP
- Agriculture
- Mining (inel Oil)
- Manufacturing
- Construction
- Services

22,661
19,410
17,974
4,621

64,387

22,348
19,290
16,664
4,026

56,374

23,326
18,339
14,344
3,928

66,331

17,507
18,108
13,387
3,751

66,246

20,782
15,602
11,814
3,500

56,202

21,417
13,967
10,729
3,691

55,306

20,365
12,134
10,622
3,692

54,140

20,367
11,351
11,217
3,913

54,786
2. Domestic Absorotion 

Private Consumption 
(per capita, Bolivianos) 
Public Consumption 

^  Private Fixed Investment 
Public Fixed Investment 

V  Change in Stoeks

116.607
81,989
0.016

17,268
9,007
8,567
-204

124.461
94,317
0.016

14,887
4,680
9,839

738

111.592
81,555
0.014

18,616
6,866
7,792

-2,237

106.220
81,526
0.013

19,869
2,128
6,642

-3,834.

103.924
76,208
0.012

20,579
1,817
4,065
1,306

112.189
90,099
0.014

17,691
1,303
3,964
-368

101.061
81,232
0.012

11,969
4,161
4,528
-829

102.750
81,322
0.012

14,075
3,424
3,928

1
3. Current Account 

Resource Balance
- Exports GNFS
- Imports GNFS 
Net Factor Income

6,340
26,900
19,660
-7,250

-984
25,977
26,961
-8,029

6,826
24,479
17,653
-8,948

4,924
22,972
18,048
-7,870

6,978
22,166
16,177
-7,129

-3,668
19,811
23,369
-8,476

-3,044
15,3*1
18,405
-7,400

-3,917
12,690
16,607
-7,012

4. Income fQNPl
(per capita, Bolivianos)

115.697
0.021

116,018
0.020

108.794
0.018

101.699
"3Î01/

101.614
0.016

98.806
0.015

96.296
0.016

98.023
0.015

B. CONSUMPTION, SAVINGSAND INVESTMENT (as Xof GOP at current prices)

1. Consumotion 1/ 
Private 
Publle

80.6
3375
14.0

89.0
7773
11.8

84.1
68.4
16.7

90.6 
7377
16.7

92.4
7 0
20.6

97.9
5473
13.1

94.1 
83.9
10.2

96.0 
8470
12.0

2. Domestic Sayinaa (OS) 
National Savings (NS) 
(NS as X of QNR)
- Privât*
- Public

1 9 .4  
1 3 7 7
14.4 
16.8 
- 2 . 2

1 1 .8
~T7

6 . 0
6.3

- 8 . 6

16.9
" O
9.0

17.2
-8.9

9.6
O
3.0

19.4
•16.0

7.6
573
2 . 1

2 2 .2
-20.3

2 . 1
-373
- 6 . 1
2.4

-7.1

S.9 
-173 
- 1 . 6  
- 0 . 8  
-0.7

3. Fixed Investment 
Private 
Publie

14.3
7.0

1 1 .6
"575
7.7

1 1 .6
“ 573

6 . 6

6.7
573
4.6

4.7
173
3.1

4.3
175
3,0

9.0
377
4.3

4. OS Surolus (4*2-3i 
NS Surplus
- Private
- Publte

6 . 2
-377
8.4

-9.2

- 0 . 6
-0.9
1.4

-8.3

4.3
-575
1 2 .2

-16.4

2.9
- Î 1
17.4

- 2 1 . 2

2.9
-571
2 0 .6

-23.4

- 2 . 2

1 . 1
- 1 0 . 2

-3.1
-Ï373
-6.5
- 6 . 0

1/ Pius change in stoeks.



Part II; EXTERNAL ACCOUNTS

1980 1981 1982 1988 1984 198S 1988 1987

A. INTERNATIONAL TRADE (1980*100)

1. Exports: Volumo 
- nn (Mottal !c)

100.0 98.6 92.7 84.6 79.6 67.9 78.5 ' 62.8
100.0 13Ï77 131.2 9672 109.8 82.3 57.7 62.6

- Tin (Concentrated) 100.0 68.5 39.0 30.2 66.1 53.3 103.7 112.6
- Zinc 100.0 96.6 96.3 89.4 79.7 73.4 76.9 81.8

. - Si Ivor 100.0 116.9 86.8 89.8 46.5 29.6 89.2 132.2
- Natural Gas 100.0 107.6 112.6 109.2 108.4 108.6 108.6 87.5

2. Exports: Prieos 100.0 98.3 94.7 94.8 96.6 97.3 73.8 76.7
3. Imports: Volumo 100.0 160.4 98.6 91.6 78.6 89.9 102.6 112.8
4. Imports: Prtess 100.0 96.6 87.4 92.0 90.6 89.3 100.9 106.9
S. Toros of Trado 100.0 101.9 108.4 103.1 106.8 109.0 73.1 71.8
6. Roal Exchanoo Rato 100.0 126.9 136.6 128.6 172.2 268.9 82.1 77.2

B. BALANCE OF
Rosourco Balança 228.2 -110.0 223.3
Exports GNFS 1 , 5 2 0 é i i . i 904.0
Imports GNFS 796.4 1,109.6 680.7
Intorost Pavmonts 261.0 331.2 290.6
Currant Account -64.1 -492.0 -219.1
Direct Invootmont “7 0 7 0 31.0
Chango In Foreign

Debt 317.3 438.7 647.3
UsaNet Reserves -95.8 168.8 73.2
Other Financing -211.3 -181.1 -22.4

PAYMENTS (USS all I ton)
166.7
¿52.2
686.5

214.9
812.0
697.1

11.5
750
709.9

-189.9
663.6
853.5

-164.3
611.9
766.2

300.3 292.1 162.6 143.7 134.3
-204.1
" "O

-194.6
7.0

-347.4
“"TO

-481.8
“T O

-466.3
20.0

666.3
-288.5
-69.6

26.2
-147.5
309.8

343.7 
-66.9 
60.6

266.0
-220.8
436.6

248.0
74.1

113.2

1. Total Dobt (USS bll.ï 
Debt (USS bi11 ion,

1980 prIcoo)
Roa I dobt growth _(X) 
RoaI cost of dobt (X) 
Debt/GDP (current 

oxchango rato) 
Dobt/GOP (1980 PPP 

oxchango rato)
2. Interest Payments 

As % GOP (currant
oxchango rata)

Ao X OOP (1980 PPP 
oxchango rato)

As X Exports GNFS
3. . Rosourco Balança

As X Int. Paysants 
As X Total Dobt

L i 3.1

C.

3.2

CREDITWORTHINESS

3.8 3.8 3.9 4.3 4.6
2.7 2.9 2.8 3.3 3.3 3.4 3.9 4.0

-7.2 6.9 -0.6 17.7 -0.6 3.1 12.7 3.4
- 13.4 16.6 2.8 7.9 7.1 10.8 -0.7

53.8 48.6 61.7 59.0 36.6 66.8 103.0 109.8
63.8 66.7 66.5 69.7 68.9 69.3 76.6 78.1

5.2 6.2 4.7 4.7 2.8 2.7 3.4 3.2
6.2 6.0 6.2 6.6 6.2 2.9 2.6 2.3

26.6 33.1 32.1 36.2 36.0 22.6 21.7 21.9

87.4 -33.2 76.9 66.5 73.6 7.1 -132.2 -114.9
8.4 -3.6 7.0 4.4 6.6 0.3 -4.1 -3.4



Part III: OthT UwfMeoiwle VirltUt

1989 1981 1982 1983 1984 1986 1988 1987

A. PUBLIC SECTOR FINANCES 1/ (as % of GOP at current prices)

1. Current Revenue 13.2 . 14.8 19.8 8.3 4.9 8.9 18.8 18.4
2. Current Exoandltura 

Public Consumption 
Interest Payments 
• Internal 
- External 
Transfers

18.9 17.4 22.4«m

«

24.9 22.1 17.2 17.1 18.7

3. Current Savinas -2.2 -9.8 -8.9 -18.8 -29.3 -7.1 -9.7 -S.8
4. Caoital Exoandltura 2/ 7.1 7.S 7.8 S.3 4.9 3.9 4̂ 3 6.9
S. Public Sector Deficit 

(excluding interest payments) 3/
9.1 7.8 IS.9 17.7 24.9 9.9 3.9 9.7

6. Flnaneina
- Internal
- External 4/

9.1 
373
5.1

7.8
-377
12.3

IS.9
TO
-9.8

17.7
TO
-9.7

24.9
TO
5.9

9.9
O
3.8

3.9
-1.3
6.3

9.7
375
6.2

7. Central Bank Losses * * «• z z •z - -
S. Total Deficit f*S*71 z z am z z *
9. Inflation Tax All) Z Z - -
If. Total Public Debt - - - - - - -

B. MONEY GROWTH, INFLATION AND INTEREST RATES (X)

1. Uoney Growth ÍDee/Oeel 
Monetary Base 
Money (Ml)
Domestic Credit (net 
of quasi money)

39.8
42.7
38.7

17.9
19.7
22.1

298.S
228.4
398.5

298.9 
297.1
188.9

1.816.4
1.798.5 
1,974.4

6,999.9
6.796.8
1.928.9

89.1
82.9

-355.8 -

2. Prices (Dec/Dec)
w
Exchange Rate

23.9
.9

2S.2
.9

298.S 
799.9

328.5
166.1

2,177.2 8,179.6 
1,799.9 19,799.9

88,9
13.7

19.6
14.9

3. Nominal Interest Rate 
(lending raie)
Reel Interest Rate

“ — — — — -
' aa

1/ Currant revenue and expenditure la for tha Contra I Administration, Social Security,
other dacantra11zad agencies, and local government oparatlona. Tha rest of tha data 
Includes the nonflnancial state enterprises.

2/ Also Includes net lending.
5 / Also Includes capital revenue.
3/ Also includes short-tera foreign loane.



Tabla D: BRAZIL: MAIN INDICATORS OF THE ADJUSTMENT PROCESS

Parti: National Accounts

1980 1981 1982 1988 1984 1986 1986 1987

Population (ail I Ions) 121.3 124.0 126.8 129.7 132.6 136.6 138.6 141.6

A. OUTPUT, ABSORPTION AND INCOME (Cruzado* ai 11 Ion, at 1980 Priesa)

OOP 12.639 12.216 12.328 12.016 12.701 13.760 14.877 15.323
(growth rats, X) 9.1 -3.4 0.9 ' ¿2 J S.7 8.3 8.2 3-0
(par espita, Cruzados) 104 98 97 93 96 101 107 108
Sectoral GOP
- Agricultura 1,232 1,808 1,282 1,306 1,346 1,466 1,368 •
- Manufacturing 3,601 3,227 3,213 3,016 3,201 3,467 3,868 -
- Construction* 813 760 742 637 664 727 866 -
- Services 6,498 5,486 6,696 6,663 6,884 6,333 6,908 -
Doaestie Absorption 12.918 12.043 12.198

8,66S
11.547
8,67é

11.786 12.968 14.327
10,694

«

Private Consuaption 8,942 8,768 ”054 r
(per capits, Cruzados) 74 68 68 67 66 70 76 -
Public Consuaption 1,139 1,129 1,296 1,162 1,047 1,334 1,270
Gross Doaastlc Investasnt 2,836 2,439 2,249 1,724 1,971 2,200 2,403 -
Current Account 
Resource Balance -279 133 82 460 800 919 484
- Exports GNFS 1,121 1,360 1,236 1,412 1,724 1,843 1,446 «
- Imports GNFS 1,400 1,227 1,163 962 924 924 962 »
Net Factor Incoas -404 -601 •663 -696 -710 -720 -660 -
Incoas (GNP) 12.238 11.714 11.666 11.321 11.983 13.030 14.317
(per capita, Cruzados) 101 ~ l-94 92 — - Ls s 103 -

B. CONSUMPTION, SAVINGS ANDINVESTMENT (as X of GDP at current prices) •

Consuaption 1/ 80.2 78.2 80.1 80.5 77.9 76.9 76.9
Private " t o 69.0 SO 7 0 69.6 SO STiS
Public 9.0 9.2 10.6 9.6 8.2 9.7 9.9 :
Doaestie Savinas (DS): 
National Savings (NS;

19.8 21.8 . 19.9 19.6 22.1 23.1 23.1
TO TO TO TST7 TO TO 19.3 r

(NS as X of CNP) 17.2 18.6 16.3 14.6 17.5 18.9 20.1 •
- Private 14.4 16.5 12.7 12.8 15.8 18.7 17.2 «
- Publie 2.2 2.2 1.8 0.9 0.7 -0.8 2.1 -
Fixed Investment 22.0 22.2 20.6 17.1 16.5 18.0 18.1
Private ” TO 14.6 13.1 TO TO TO - z
Public 9.8 7.6 7.6 6.6 6.2 6.4 - -
DS Surplus (4e2-3l -2.2 -0.4 -0.7 2.4 5.6 5.1 6.0 »
fi? Surplus Z -6.1 - o o -STT.. O z
- Private * 2.2 0.9 -0.4 1.2 4.6 6.1 - •
- Public -7.0 -6.4 -5.7 -4.6 -4.5 -6.2 *

Plus change in stocks. In 1984-87, change in stocks is not available.. . . .



Pirt II; Externa I Accounts

1980 1981 1982 1983 1984 1985 1986 1987

A. INTERNATIONAL TRADE (1980*100)

1. Exports: Volume 100.0 117.2 107.0 109.0 130.0 135.0 121.0 139.3- Coffee 100.0 106»? 114. i 120.0 130.0 129.0 71.0 -
- Soybeans . 100.0 135.5 101.0 122.0 114.0 147.0 92.0 -
- Iron ore 100.0 108.6 108.0 96.0 115.0 119.0 114.0 -
- Sugar 100.0 107.6 101.0 98.0 118.0 100.0 91.0 «
- Manufactures 100.0 - 160.0 226.0 309.0 279.0 232.0 -

2. Exports: Priess 100.0 105.9 94.0 99.9 103.1 94.6 105.3 121.8
8. Imports: Volume 100.0 92.7 85.0 77.0 75.0 68.0 84.0 86.3
4. Imports: Prices 100.0 111.1 100.0 87.7 80.7 84.2 72.5 77.9
5. Terms of Trade 100.0 96.3 94.0 113.8 127.8 112.2 146.1 156.4
6. Real Exchanae Rate 100.0 121.5 128.4 104.2 104.3 100.1 94.5 95.2

1 .

B. BALANCE OF PAYMENTS (USB bl11 Ion)
Resource Bal anee -6.9 -1.6 -2.8 4.1 11.3 10.8 6.2 8.6
Exports (WPS 2 0 2 0 5 0 2 0 20.9 5777 24.3 2778Imports GNFS 27.8 27.2 24.8 19.6 17.6 16.9 18.1 19.2
Interest Payments 7.9 10.3 11.5 9.3 8.9 9.0 9.0 6.4
Current Aceount -12.8 -11.8 -16.3 -6.8 0.0 -0.3 -4.9 -1.5Direct Investment “ T 7Ï “ O - T ? o 1.3 0.3 “OChange In Foreign Debt 5.1 8.0. 8.8 7.8 8.3 1.5 6.1 4.7Use Net Reservee 3.7 -0.8 6.8 0.6 ' -4.9 0.1 3.6 0.0Other Financing 2.5 2.3 -1.9 -2.9 -6.0 -2.6 -5.1 -3.8

C. CREDITWORTHINESS

1. Total Debt (US8 bll.) 
Dabi (USI billion,

1980 prteee)
Real debt growth (X) 
Real cost of debt (X) 
Debt/GOP (currant 

exchange rate) 
Debt/GDP (1980 PPP 

exchange rate)
2. Interest Payaente 

As X GDP (current
exchange rate)

As X GOP (1980 PPP 
exchange rate)

As X Exports GNPS
8. Resource Balance

As X Int. PaymentsAs X Total Debt

70.3 90.0 91.3 97.8 103.5 106.7 110.7 113.9
70.3
2.1

73.3
4.3
4.0

82.0
11.8
26.8

86.8
5.8

18.6
89.7
3.4

11.0
92.9
3.6

11.5
99.2
6.8
8.8

99.5
0.2

-6.9
29.5 30.1 34.1 47.7 49.8 47.1 39.4 37.2
29.5 31.7 33.6 85.6 84.3 31.6 29.5 28.8

3.3 8.9 4.8 4.6 4.2 4.0 3.2 2.1
3.3

30.1
4.1

40.2
4.2

52.4
3.4

89.4
2.9

30.8
2.7

32.6
2.4

37.0
1.6

28.0

-75.1
-8.4

-15.6
-2.0

-24.3.
-3.1

48.8
4.2

127.4
10.8

.119.8
10.1

69.0
6.6

,,134.4
7.6



Part III: Other Macroeconoaic Variables

1980 1981 1982 1983 1984 1986 1986 1987

A. PUBLIC SECTOR FINANCES (as X of GDP at currant prices)

1. .Currant Ravanua 42.2 36.2 37.8 36.3 34.8 34.3 - -
2. Currant Exoandltura 42.1 36.1 38.6 39.0 37.9 42.8

Public Consuaption 2575 2 0 2 0 21.6 19.8 5 0 - z
Xntarast Payants 1.9 2.2 3.5 4.2 6.3 10.9 - «
- Intarnal - - - • - - - -
- Extarnal - - - - - a - »
Tranafara 17.6 12.3 13.6 13.2 11.8 11.3 - -

3. Currant Savings 0.8 3.0 1.2 ¿3 -1.2 -6.2 Z z
4. Casita 1 Exoandltura 10. S 7.6 7.5 6.5 6.2 6.4 Z z
5. Public Sactor Deficit 12.2 3.9 5.9 6.6 6.9 12.1

(¡excluding interest
payants 10.3 1.7 2.4 1.4 0.6 1.2 - •

6. Financing - - - - - - - z- Internal — • — •a •• — — •
- Externa1 - - - * - - -

7. Csntral Bank Losses * Z «as *
«. Total Deficit («8+71 Z z z z z z z z
9. Inflation Tax Oil) 7.7 6.7 6.4 8.6 8.1 10.6 3.9 14 o 8
10. Total Public Debt - - -• - - - -

B. MONEY GROWTH, INFLATION AND INTEREST RATES (*)

1. lionav Growth (Dec/Dec) Monetary Base 67.3 70.6 86.6 106.0 227.9 260.9 293.5 185 « 1
Money (Ml) 69.7 82.7 68.4 96.2 198.6 334.7 303.8 136.0
Doasstlc Credit (net 87.7 90.0 104.1 168.7 151.4 290.8 - -
of quasi aoney)

2. Priesa (Dec/Dae)
CPI 96.3 91.2 97.9 172.8 203.3 228.0 68.6 396.0
Exchange Rata 66.0 93.9 97.7 288.9 223.6 229.6 42.0 385.1

3. Noainal Interest Rata 104.9 159.2 199.4 300.6 304.9 90.0
(landing rata)
Real Interest Rata - 30.9 27.4 24.3 28.7 23.6 15.9 -



Table E: CHILE: MAIN INDICATORS OF THE ADJUSTMENT PROCESS

Part I: National Aceounta

1980 1981 1982 1983 1984 1986 1986 1987

PoDulation (aillions) U.l 11.3 11.6 11.7 11.9 12.1 12.3 12.6

A. OUTPUT, ABSORPTION ANO INCOME (Pesos bi1 lion, at 1977 Prices)

1. COP 363.4 383.6 329.6 327.2 347.9 356.4 376.6 396.9(growth rato, X) 771 6.4 -14.1 6.3 —S77 5.4(par capita, Pasos thousand) 32.6 33.9 28.6 27̂ 9 29.2 29Í4 30.5 31.7
Saetera1 OOP
- Agricultura 27.9 28.7 28.1 27.1 29.0 30.6 33.3 34.8- Fishing 2.1 2.6 2.7 3.0 3.3 3.6 3.8 3.4- Mining (incl. oil) 26.1 28.1 29.7 29.1 30.4 31.1 31.6 31.4- Manufacturing 78.3 80.3 63.5 66.6 71.9 72.7 78.5 82.9• Construction 19.4 23.6 17.9 17.0 17.7 20.6 20.9 23.1

2. Doaaatic Absorntion 387.8 433.0 328.8 313.7 340.3 333.8 361.7 377.3Private ¿onsuaption 26371 283.6 249.2 24077 243.8 241.0 252.7 265.4(par espita, Pasos thousand) 23.0 26.0 21.6 20.6 20.6 19.9 20.6 21.2Public Consueption 44.9 43.5 42.9 42.7 43.3 43.2 42.3 41.3Gross Fixed Investaent 64.1 74.8 49.4 42.1 46.9 52.6 66.3 64.9Change in Stocks 22.7 31.1 -12.7 -11.8 7.3 -3.0 0.3 6.7
3. Currant Account

Resource Balance -24.4 -49.4 0.7 13.6 7.7 22.7 26.0 19.3- Exports GNF5 86.1 78.4 82.1 82.6 88.2 94.3 103.6 110.6- laports CNFS 110.6 127.8 81.4 69.1 80.6 71.6 78.5 91.3Nat Factor Incoas -13.0 -19.4 -26.3 -25.9 -34.6 -29.6 -29.9 -24.1
4. 'Incoas (GNP) 360.6 366.4 301.8 301.3 313.4 326.9 336.6 372.8(par capita, Pesos thousand) "SITS "SO 26. i "2577 26.3 27. i "5775 29.7

B. CONSUMPTION, SAVINGS AND INVESTMENT (aii X of GDP at eurrent pri cos)

1. Consuaotion 1/ 87.6 91.8 87.2 86.3 88.7 83.0 81.6 81.7Private 75TT 7 0 7 0 7I7T 7 0 68.¿ 69.0 7377Public 12.4 13.2 15.3 14.2 14.6 14.2 12.6 11.0
2. Doaestic Savinos (DS) 12.6 8.2 12.8 14.7 11.3 17.0 18.4 18.3Nationai Savings (NS) "57T O "O "O T7T "5TT "775 10.3(NS as X of GNP) 9.4 4.0 6.6 6.7 1.2 6.8 8.1 10.9- Private -1.6 -1.4 6.3 6.1 0.6 1.3 2.3 6.2- Public 10.6 5.2 -1.3 -0.0 0.6 3.9 4.9 4.8
3. Fixed Investaent 16.6 18.6 14.6 12.0 12.3 14.2 14.6 16.2Private ITS TO T 5 "77S 6.S “777 "771 "777Public 6.2 6.1 4.7 4.7 6.0 7.0 * 7.5 7.6
4. DS Surolus (4*2-3) -4.2 -16.3 -1.9 2.7 -1.0 2.8 3.8 3.1NS Surplus =775

- Private -14.0 -14.9 -3.6 -1.2 -6.8 -6.9 -4.8 -2.5-Public 6.4 0.1 -6.0 -4.7 -6.4 r3.2 -2.6 -2.7

1/ Plus chango in stocka.



Part II: External Accounts

1980 1981 1982 1988 1984 198S 1986 1987

A. INTERNATIONAL TRADE (1980-100)

1. Exports: Volume
- Mining Products
- Agricultural and

100.0 96.6 109.7 118.8 116.6 128.1 137.6 146.2
iéé.é IW X ISO ill. 6 n o I5T75 121.8 -

Sea 100.0 104.0 117.6 120.0 138.2 166.7 196.6 -
- Industrial 100.0 88.7 108.0 121.7 118.0 131.9 166.2 -

2. Exeorts: Prices 100.0 86.6 72.4 71.1 67.8 68.6 66.3 78.6
8. Inserts: Vo¡une 

Conauapti on Goods
100.0 121.0 76.5 66.1 76.6 66.2 71.3 87.2
Í00.0 Í42.0 3 0 3 0 3 0 7 0 4471 -

Capital Goods 100.0 123.7 61.2 34.6 64.0 60.2 64.7 -
Intermediate Goods 100.0 111.2 78.7 78.1 88.3 78.8 84.8 -

4. Inoort: Prices 100.0 102.7 90.1 81.3 81.6 80.9 79.6 101.9
6. Terms of Trade 100.0 84.3 80.4 87.6 83.2 78.6 82.0 77.0
6. Real Exchanoe Rate 100.0 116.0 101.6 86.8 86.3 68.8 68.1 64.0

B. BALANCE OF PAYMENTS (USB ai 11 Ion)

2 .

8 .

B—ou reo Balança 
Exporia GNFS 
Iaporta GNFS
Intaraat Pavaanta
Currant Account Diract Investment 
Changa in Foreign 

Debt 
Usa Nat Reserves 
Other Financing

1 .

2 .

8 .

Total Debt OJS8 bill
5eEt-(U5i br! I Ton,I960 pricaa)
Real debt growth (X) 
Real cost of debt (X 
Debt/OOP (currant 

axchsnga rata) 
Debt/GOP (1980 PPP 

exchange rata)
Interest Payants 
As 4 GDP (currant 

exchange rata)
As X COP (1980 PPP 

exchange rate)As X Exports CNPS
Resource BalanceAs X Int. PayeentsAs X Total Debt

-1.163"1*385
7,122

-3.378
£,¿09
8,387

-492
47373
6,134

634
4,335
4,096

-141
47737
4,636

611
4,733
3,968

712
6,173
4,328

6066,383
6,375

932 1.434 1.760 1.349 1.793 1.702 1.740 1.420
-1.971

T73
-4.73236Î -2.304

187
-1.118
“T Ï3

-2.060
37

-1.329
0 3

-1.092
0 7

-892
83

2,073
1,244

-1,616
3,220

67
1,088

1,297
-1,166
1,788

2,283
-641
-766

1,142
17

834*
1,061

-4
93

786
-164
148

672
180
41

C. CREDITWORTHINESS

,) 12.1 16.7 17.3 18.2 20.9 20.4 20.7 21.0
12.113.4

1

14.4
18.8
19.2

16.6
8.3

38.4
16.1
3.6

17.1
17.3
7.1

14.7
17.8
2.8

13.4
18.6
4.6
8.3

18.3
-1.4

-13.0
43.9 48.1 71.3 92.1 104.0 127.7 123.3 114.6
43.9 49.2 69.6 60.6 60.1 68.0 64.4 60.9

3.4 4.4 7.2 6.8 9.3 10.6 10.3 7.8
3.4

16.6
4.6

28.2
6.0

37.7
4.6

29.1
6.4

39.9
4.8

», 38.
-- 4.6

34.5
3.4

23.7

-123.7
-9.6

-236.6
-20.9

-28.1
-2.8

39.6
2.9

-7.9
-0.7

30.0
2.5

40.93.4 42.6
2.9



Part III: Other Macroeconoarc Variables

1980 1981 1982 1983 1984 1986 1986 1987

A. PUBLIC SECTOR FINANCES (as X of GDP St current prices)

1. Current Revenue 30.9 34.2 33.9 33.6 34.3 36.7 31.9 z
2. Current Expenditure 26.3 29.0 36.2 33.6 33.7 32.9 27.0Publie Consuaption 13.0 TO Ï573 1077 Ï07* “577 T Z z

Interest Payaents 1.6 1.6 2.3 3.9 4.7 .6.7 2.4 -
- Internal - - - _ _ — - •
- External - - — - - - _ -
Transfers 11.9 16.8 20.6 19.0 18.6 17.4 16.2 -

3. Current Savings 10.6 6.2 -1.3 -0.6 6.6 3.9 4.9 -
4. Capital Expenditures 8.2 6.1 4.7 4.8 6.6 7.1 7.6
6. Public Sector Deficit -6.1 -0.8 3.4 3.6 4.3 2.6 1.8 _■

(excluding interest
payaents -7.0 -2.3 1.1 -0.9 -0.4 -3.1 -0.6 -

e. Financing -6.1 -0.8 3.4 3.0 4.3 2.6 1.8- Internal -3.6 ITT 4.1 T7F -1.4 1.4- Externa 1 0.1 2.8 2.2 -1.1 2.7 4.0 0.4 -
7. Central Bank Losses - z 2 z -
8. Total Deficit * - z - z -
9. Inflation Tax (Ml) 1.9 6.6 1.3 1.4 1.3 1.3 6.8 -
10. Total Public Debt - - - z  ■ - - z  ' Z

B. MONEY GROWTH, INFLATION ANO INTEREST RATES (*>

1. Money Growth (Dec/Dec) 
Monetary Base 38.9 -9.2 -26.6 18.2 21.8 8.6Money (Ml) 66.8 -6.0 9.4 26.6 13.1 11.3 41.4 —
Doaestie Credit (net 41.9 16.7 107.8 16.6 40.3 - — _

2.
of quasi aoney)
Prices (Dec/Dee) 
« '  ' J l' 31.2 9.5 20.7 23.6 23.0 26.4 17.4 22.«PI 28.1 -3.9 39.6 26.2 36.5 30.3 18.2 17.Exchange Rate 0.0 0.0 88.3 19.2 46.5 . 43.4 11.4 16.

3. Noainal Interest Rate 47.1 52.0 63.» 42.8 38.3 46.4 26.2 _
(lending rate) "
Real Interest Rate 12.1 38.8 36.8 16.0 12.4 11. lr 7.6



TableF: C0L0M8IA: MAIN INDICATORS OF THE ADJUSTMENT PROCESS

Parti: National Accounts

1980 1981 1982 1988 1984 198S 1986 1987

Population (aillions) £§¿9 26.4 27.0 27.S 28.1 28.6 29.2 29.8
A. OUTPUT, ABSORPTION AND INCOME (Posos ai 11 Ion, at 1980 Prices)

1. OOP 1.S79 
(growth rats, X) 4.1 
(par capita, Pesos thousand) 61

1.616
“ 273

61
1,636

60
1.666

1.6
60

1.712
3.4
61

1.763
2.4
61

1.843
5.1
63

1.944
5.6
66

Sectoral GOP
- Agriculture 80S
- Industry 396
- Construction 71 
• Services 720

316
399
77

746

310
396
80

764

318
411
90

767

327
433
96

774

337
467
99

784

363
496
94

812

367
527
98

850
2. Doaestie Absorption 1.672 

Private Consuaption 1,112 
(per capita, Pesos thousand) 43 
Public Consuaption 169 
Gross Fixed Investaent 266 
Change in Stoeks 36

1.666 
1,153 

44 
166 
282 - 
56

1.713
Ï7ÎS5

44
173
290
64

1.739
1,219

44
172
293
66

Ï75SÏ
46

177
293
37

1.778
1,288

46
167
286
37

1.786
17275

44
175
300
36

1.856
1,321

44
174
325
36

3. Current Account
Resource Balance 7
- Exports of GNFS 272
- laports of GNFS 266 
Net Factor Incoas -10

-41
246
286
-19

-82
260
332
-33

-83
220
303
-39

-48
246
294
-66

-19
268
287
-70

67
340
273
“81

88
375
287
-99

4. Incoas (CNP) 1.669 
(per capita, Pesos thousand) 61

1.596 1.597
" T 5

1.617
” T 5

1.664
“ 65

1.689
" T 5

1.766
~ 6 0

1.845
“^ 2

B. CONSUMPTION, SAVINGS ANDINVESTMENT (as X of GDPat current priees)

1. Consuaption 1/ 82.8 86.9 88.7 88.6 86.3 84.8 79.5 78.7Pr’.v.ti J 7T7 7575 7 0 7777 7 0 7 0 7 0 5 0
Public 10.1 10.4 10.9 11.0 10.9 10.7 7.9 9.7

2. Doaestie Savings (OS) 17.2 13.1 11.3 11.4 13.7 16.2 20.6 21.3
National Savings (NS) T O T O ■ o T ! 10.9 I O T O T O
(as X of GNP) 16.7 12.4 9.8 9.6 11.2 12.1 16.2 16.9
- Private 13.9 10.7 9.3 7.0 7.8 6.1 7.1 10.6
- Public 2.6 1.6 0.3 2.6 3.1 6.6 8.3 6.4

3. Fixed Investaent 16.8 17.7 17.6 17.2 17.0 16.6 16.6 18.3
- Private “ 577 I O T Î T7T “O ~ o 8.8 “O
- Public 7.1 7.3 7.7 10.1 8.8 8.6 6.8 8.9

4. DS Surplus (4«2-8) 0.4 -4.6 -6.2 -6.8 -3.3 -1.9---- —4.9... r .r
IS Surplus -0.2 = 0 = o -777 = o -4.9 -0.3 -2.4

- Private 4.2 0.3 -0.6 -0.1 —0.4 -1.9 -1.8 1.2
- Public -4.4 -6.7 -7.4 -7.6 -6.7 -3.0 1.5 -3.6

Jk

1/ Plus change in stocks.



Part II: External Accounts

1980 1981 1982 ’ 1983 1984 1986 1986 1987

A. INTERNATIONAL TRADE (1980*100)

1. Exports: Voluae 100.0 82.8 88.7 84.8 96.4 109.1 143.2 180.1
2. Exports: Prices 100.0 9«L1 88.1 88.7 88.4 88.3 88.5 87.3
3. laports: Voluae 100.0 106.1 133.3 116.3 208.8 104.6 96.0 97.4
4. Iaoorts: Prices 100.0 101.0 93.8 96.4 88.4 83.8 87.8 93.1
6. Teras of Trade 100.0 89.2 93.9 96.9 102.2 105.3 100.8 93.8
6. Real Exehance Rate 100.0 102.4 110.6 114.2 104.6 91.3 68.0 60.0

B. BALANCE OF PATIENTS (USS ei 11 ion)

1. Resource Balance -123 -1.637 -2.267 -2.072 -1.109 „ -696 1*691 1,020
Exports GNFS 6,474 4,678 4,785 4,053 4,606 4,782 6,398 6,266
laports GNFS 6,697 6,216 7,062 6,122 6,715 6,478 4,807 5,246

2. Interest Pavaents 496 666 ' 940 880 866 1.103 1.121 1.277
3. Current Account 104 -1.722 -2.886

337
-2,826 -2.860 -1.639 826 126

Direct Investaent 
Change in Foreign

"ST 228 614 661 1,016 564 308
Debt 747 1,340 1,239 971 1,266 1,526 2,090 1,178

Use Net Reserves -1,236 -242 701 1,723 1,261 -284 -1,466 -872
Other Financing 338 396 608 -382 -1,028 -620 -2,014 -788

1. Total Debt (USS bi I.) 
Debt (USi brillen, '

1980 prices)
Real debt growth (X) 
Real cost of debt (X) 
Debt/GOP (current 

exchange rate) 
Debt/GOP (1980 PPP 

exchange rate)
2. Interest Pavaonts 

As % GDP (current
exchange rate)

As X GDP (1980 PPP 
exchange rate)

As X Exports GNFS

S. Resource Balance
As X Int. PayaentsAs X Tota I Debt

6.9 8.7

C. CREDITWORTHINESS 

10.3 11.4 12.3 14.0 16.3 16.0
6.9 8.0 9.3 10.1 10.6 12.2 13.7 14.0
3.6 16.1 16.9 9.4 6.1 14.9 12.3 1.9
- 14.6 17.1 12.1 9.3 11.0 6.1 6.9

20.9 23.9 26.4 29.6 32.1 41.0 46.4 48.2
20.9 23.3 26.6 26.9 26.9 29.1 29.4 28.4

1.6 1.8 2.4 2.3 2.3 3.2 3.4 3.8
1.6 1.9 2.3 2.1 1.9 2.3 2.2 2.3
9.1 14.2 19.6 21.7 18.8 23.1 17.6 20.4

*-24.8 -231.1 -241.2 -236.6 -128.2" -0S.I 141.9 - 79.9
-1.8 -17.6 -22.0 -18.2 -9.0 - -6.0 10.4 6.4



Part III: Other Macroeconomic Indicators

1980 1981 1982 1983 1984 1986 1986 1987

A. PUBLIC SECTOR FINANCES (as X of GOP at current prices)

1. Currsnt Revenue 14.4 14.4 16.8 17.9 19.0 21.2 23.9 21.8
2. Currant Exoenditure 11.8 12.9 16.6 16.4 16.9 16.7 15.6 16.4

Public Consumption “O "O “O 8.9 “577 "O ~775 ~777
Interest Payments 0.6 0.7 1.8 1.7 2.4 2.9 3.2 4.2~- Internal - - me - - - - -
- External - - - - - - - -

Transfers 2.9 2.9 4.6 4.8 4.8 4.6 4.6 4.6
3. Current Savinas 2.6 1.8 0.3 2.6 3.1 6.6 8.3 5.4
4. Caoitsl Exoendlture S.l 4.9 8.2 10.2 9.6 9.3 8.1 8.3
S. Public Sector Deficit 2.S 3.3 7.6 7.6 6.3 3.5 -0.6 2.6

(excluding interest
payments) 1.8 2.6 6.8 5.8 3.9 0.6 -3.8 -1.7

6. Financina 3.3 7.2 7.* 6.8 4.3 -0.5 2.6
- Internal z o 4.1 775 4.9 0.5 -2.7 2.4
- External - 0.2 3.1 2.5 1.9 3.8 2.2 0.2

7. Central Bank Losses * * 2 2 2 2
8. Total Deficit («S+Ti * *
9. Inflation Tax (Mil 3.2 3.3 2.8 1.9 2.1 2.4 2.0 2
10. Total Public Debt

- - Z - - - - -

B. MONEY GROWTH, INFLATION AND INTEREST RATES (X)

1 . Money Growth (Dec/Dec)
Monetary Base 29.4 24.3 17.6 18.6 23.6 17.4 28.2 -

Money (Ml) 28.0 20.7 26.4 23.4 24.1 10.7 22.8 -

Domestic Credit (net 20.S 16.6 66.6 50.6 68.6 14.8 - -

of quasi money)
2 . Prices (Dec/Dec)

26.6 27.6 24.1 16.5 18.3 22.3 21.0 24.7
Exchange Rate 16.7 16.0 19.0 26.3 28.3 61.2 27.2 20.4

3. Nominal Interest Rate 26.6 28.3 28.6 28.0 26.6 30.2 —,

(lending rate) -----SP.

Real Interact Rate 0.6 1.6 8.7 9.8 6.9 6.4 • -



Table Qt COSTA RICA: MAIN INDICATORS OF THE ADJUSTMENT PROCESS
Part I: National Account»

1980 1981 1982 1983 1984 1986 1986 1987

Podu1 at!on fa)111ons) 2.2S 2.27 2.32 2.44 2.42 2.49 2.67 2.75
A. OUTPUT, ABSORPTION ANDINCOME (Colones million, at 1980 Pricas)

1. COP 41.400 40.470 37.648 38.694 41.491 41.930 43.900 45,217¿growth rata, X) 0.7 -O -7.4 O 7.2 ” *1.1 4.7 3.0(par capita, Colona») 18,402 17,828 16,227 16,868 17,146 16,840 16,442 16,463
Sactoral GOP
• Agricultura 7,372 7,748 7,384 7,079 8,239 8,132 8,197 7,787
- Industry 11,166 10,697 9,264 9,632 10,793 10,907 11,673 12,174- Construction 2.S84 2,023 1,378 1,442 1,768 1,724 - .
- Sarvicas 22,867 22,026 21,010 21,383 22,469 22,891 24,130 25,329

2. Doaaatic Absorntion 46.687 39.517 35.326 37.977 41.266 42.520 45,369 44,830Privata Consumption 27,144 26,354 23,144 54,457 24,30? 27,214 28,313 ¿9,252(par capita, Colonas) 12,062 11,166 9,976 10,040 10,871 10,930 10,604 10,644Public Consumption 7,544 7,121 6,940 6,736 6,879 7,031 7,178 7,394Cross FIxad Invsstasnt 9,896 7,430 6,364 6,808 . 7,310 7,670 8,780 9,557Changa in Stocks 1,109 -368 -122 936 769 699 1,098 -1,373
Currant Account
Resource Balance -4,282 963 2,322 717 226 -689 -1,469 -185- Exports CNFS 10,963 12,182 11,618 11,366 12,204 11,609 11,876 14,662• Importa GNFS 16,246 11,229 9,196 10,649 11,978 12,198 13,345 14,847Nat Factor Income -1,988 -2,627 -3,683 -3,060 -3,061 -3,099 -3,192 -3,216

4. Income fGNP) 39.418 37.843 34.064 33.644 38.430 38.832 40.708 42,077
(par capita, Colones) ÏT,Sl4 16,071 14,683 14,608 16,884 15,596 15,240 15,311

B. CONSUMPTION, SAVINGS ANO INVESTMENT (as Xof GDP at currant prices)

X. Consumption 1/ 86.4 80.9 76.8 82.8 79.7 82.1 83.4 77.9Privais 68.3 65.1 62.2 577 547 557 67.4 61.6Public 18.2 16.7 14.6 15.1 16.6 16.2 16.4 16.3
2. Domastic Savincs (DS) 13.6 19.1 23.2 17.2 20.3 17.9 16.6 22.1National Savings (NS) O 775 “57 "57 o “57 “57Í ÏO(NS as X of GNP) 9.2 8.9 8.1 7.5 12.6 10.2 8.8 16.1- Privata 11.9 8.8 7.3 6.4 11.1 8.3 7.6 -
— - Public -3.1 -0.9 -0.0 0.3 0.3 1.0 0.5
s.- Fixed Investment 23.9 24.1 20.3 18.1 21.2 19.4 20.0 21.1Privata «

-Public - - - - - - -
4. DS Surplus f4*2-3) -10.3 -4.9 2.9 -0.7 -0.8 -1.5 -3.4 1.0ite Surplus = irr —16.2 -1375 -TO =57 -Ï57Ï -ÏT7 -53

- Prívate « - — _
- Public

Plus chang* In atocks.



Part II; EXTERNAL ACCOUNTS

1980 1981 1982 1983 1984 198S 1986 1987

A. INTERNATIONAL TRADE (1980*100)

1. Exoorts: Volume 100.0 100.8 86.9 86.1 99.8 93.0 107.3 141.3
- Coffee 100.0 ïf5!0 131.4 lSO liO 170 124.2 198.3
- Bananas 100.0 103.0 104.1 104.0 104.8 87.4 92.9 96.8
- Meat 100.0 128.0 93.5 63.7 79.0 104.9 134.2 87.5
- Sugar 100.0 102.8 76.7 76.6 143.7 62.4 81.3 100.7
- Manufacturas 100.0 100.3 78.4 80.2 84.5 77.9 -

2. Exports: Pricss 100.0 94.5 91.3 92.9 90.4 90.4 91.4 72.0
3. Imocrts: Vo luma 100.0 78.9 60.3 68.4 77.2 78.5 74.2 79.4
4. Iaoorts: Pricas 100.0 101.9 97.1 96.0 93.5 92.5 91.9 96.1
6. Taras of Trade 100.0 93.4 94.0 97.8 96.7 97.7 99.4 74.9
6. Real Exehano# Rata 100.0 63.6

B.

72.5

BALANCE

83.4 

OF PAYMENTS

81.9 80.8 

(USS million)

72.7 64.8

1. Rasourca Batanes -460 -129 74 -15 24 -58 57 -119
Exports GNFS 17Ï35 I7I 75 1,117 1,135 1,275 1,555 1,415 • 17457
Imports GNFS 1,668 1,304 1,842 1,148 1,262 1,279 1,368 1,683

2. Interest Payments 171 135 109 629 243 342 231 326
3. Currant Account -664 -413 -272 -286 -166 -130 -164 -359

Direct Investment ” 75 “ 55 “ 17 ” 55 ” 55 ” 55 ” 55 ” 57
Changa In Foreign Debt 406 478 228 765 32 276 7 40
Use Nat Reserves 40 71 -110 -69 5 -130 -66 66
Other Financing 172 -203 127

C.

-466 67 

CREDITWORTHINESS

-81 139 196

1. Total Debt AIS8 bl 1.) 
Debt (USS billion,

2.7 3.2 3.4 4.2 4.0 4.4 4.4 4.3
1980 prices) 2.7 2.9 3.1 3.8 3.5 3.9 3.9 3.7

Real debt growth (X) 13.4 7.9 6.0 21.7 -7.3 10.5 1.4 -4.6
Real cost of debt (X) 
Oebt/GDP (current

• 13.6 16.6 5.4 10.6 7.4 7.4 17.5
exchange rate) 

Debt/GDP (1980 PPP
66.6 122.6 132.2 134.9 113.1 116.3 106.4 86.1

2.
exchange rate)

Interest Payments 
As X- GDP (current

66.6 62.1 67.2 77.6 66.1 69.7 63.8 59.2

exchange rate) 
As X COP (1980 PPf

3.6 6.1 4.2 16.8 6.8 9.0 6.3 6.6
exchange rate) 3.6 2.6 2.1 9.7 4.0 6.4 3.4 4.6

3»-
As X Exports GNPS 

- Resourcs Ba 1 anca_
14.2 11.6 9.8 46.7 19.1 28.0 16.3 22.2

As X Int. Payments -269.7 -96.1 68.2 -2.8 10.0 -I7:t ""24.8— ~= 3 9 7 7 ~
As X Total Debt -16.8 -4.0 2.2 -.4 .0 -1.3 1.3 -2.8



Part III: Other Macroseononi c Yariabloa

1980 1981 1982 1983 1984 1986 1986 1987

A. PUBLIC SECTOR FINANCES (as X of GDP at currant prices)

1. Currant Revenue 12.2 13.4 1 14.2 18.8 17.0 16.6 15.9 -
2. Currant Exoandltura 16.3 14.3 14.8 18.3 16.7 16.6 16.4Public Conauaption "778 "578 "575 "773 "775 6.9Xntaraat Payaanta 2.2 2.6 2.7 2.9 2.6 2̂ 4 2.6- Intarna1 • - •

- Extarnal - _ _ • *
Tranafara 6.3 6.8 8.2 8.1 6.5 6.2 6.0 -

8. Currant Savlnaa -3.1 -8.9 -0.8 0.3 0.3 1.0 6.5
4. Caoltal Exoandltura 3.7 2.3 3.9 3.4 3.0 3.9
S. Public Sector Deficit 4.8 2.9 3.8 3.1 2.0 3.4(excluding intereat ""

payaanta) Dow 2.1 0.2 0.7 0.5 -0.4 0.9 -
6. Finaneina f «V 4.7 2.8 8.7 3.0 2.0 3.6- internal 575 57T 975 571 175 575 T75 ■B

- Extarnal liO 1.7 1.3 0.6 1.7 -0.6 1.7 -
7. Central Bank Loeaee * * -
8. Total Deficit fe5+71 * ** - - - -
9. Inflation Tax fill) 2.9 10.3 12.3 1.8 3.0 1.8 2.6 - -
10. Total Public Debt - -  • m - - - -

B. MONEYGROWTH, INFLATION ANDINTERESTRATES (X)

1. Money Growth fDee/Dec)
Monetary Baaa 18.8 121.8 9.0 38.2 21.1 43.0 26.6Money (Ml) 18.8 49.0 70.3 38.9 17.6 7.7 31.0Doaaatic Credit (net 38.4 -71.3 142.8 199.9 17.0 -9.6 39.4of quasi aoney)

2. Prices (Dec/Dec)
CM 17.8 86.1 81.7 10.7 17.3 11.1 16.4 13.6Exchange Rata i. i 321.1 11.6 7.8 10.0 12.5 9.6 17.6

8. Noainal Interest Rata
(landing rata) * ** "* —
Real Interest Rata • • . « OS • «



Table Hi ECUADOR: MAIN INDICATORS OF THE ADJUSTMENT PROCESS
Part I: Nation»I Account»

1980 1981 1982 1983 1984 1986 1986 1987

Podu 1 ati on fail 111 ons) 8.1 8.4 8.6 8.9 9.1 9.4 9.7 9.9
A. OUTPUT, ABSORPTION AND INCOME (Sucras Million,, at 1976 Prices)

1. OOP 147.022 153.443 155.265 150.885 167.226 164.258 168.995 163.925
(growth rats, X) 3.9 *T.i -2.8 4.6 3.7 1.7 -3.0
(por espita, Sueros ..*000) 18,180 18,354 18,033 17,030 17,259 17,512 17,612 16,506
Sectoral OOP
- Agricultura 21,198 22,647 23,101 19,891 22,007 24,043 25,924 *
- Potroloua and Mining IS,070 15,992 15,527 19,893 21,879 24,027 26,475 -
- Manufacturing 26,807 29,169 29,584 29,183 28,643 28,741 28,615 -
- Construction 6,906 7,239 7,286 6,728 6,583 6,710 6,378 -

2. Domestic Absorption 162.513 162.649 168.918 162.907 164.508 158.668 161.471
Private Consuaption ¿9,¿¿6 104ÍSÜ 106,333 ltó)j8fi i03tS97 Il0)lâ2 112,790 T
(par capita, Sueros *000) 12,277 12,501 12,366 11,714 11,701 11,741 11,688 -
Public Consumption 23,611 24,186 24,299 22,828 21,997 21,037 20,863 «
Privats Fixed Investment 26,643 23,464 24,838 17,821 16,941 17,431 19,100
Public Fixed Investment 8,432 8,988 7,829 6,306 6,094 7,133 6,253 «
Change In Stocks 4,241 1,511 6,569 2,167 2,879 2,935 2,465 -

8. Current Account
Resource Balance -14,891 -9,206 -13,653 -2,022 2,718 5,590 7,524 •
- Exports GNFS* 30,792 32,247 30,647 31,396 35,331 40,531 42,481 •
- Imports GNFS 45,683 41,463 44,300 33,418 32,613 34,941 34,967 -
Net Factor Income -7,316 -8,068 -11,537 -11,320 -14,817 -16,040 -12,060 r

4. Income (GNP) 140.306 146.386 143.728 139.566 142.409 149.218 156.935
Tpsr capita, Sucres '000} 17^579 17,391 16,393 16)763 "15ÎS33 15,90é 16,¿63 **

B. CONSUMPTION, SAVINGS AND INVESTMENT
(As X of GDP at current prices)

1. Consuaption 1/ 76.6 76.7 79.6 79.4 78.2 77.3 81.0
Private 6271 627? S O ® 75 66.9 6579 69.4
Public 14.6 14.3 14.0 12.5 12.3 11.4 11.6 -

2. Domestic Savinas (DS) 23.4 23.3 20.4 20.6 21.8 22.7 19.0
National Savings (NS) 18.4 1870 ÏS79 Ï O Ï575 141 Ï57Ï *
(NS as * of CNP) 19.4 19.0 14.0 14.2 14.2 16.2 ll. l «
- Private 13.0 13.5 10.3 7.6 4.8 3.7 5.3 «
- Public 5.5 4.6 2.6 6.7 8.1 11.3 4.8 -

3. Fixed Investment 23.6 22.3 22.7 16.6 15.4 16.1 18.7
Private Ï772 Ï O Ï O ÏÏ7S / 11.0 Ï O 14.0
Public 6.4 7.3 6.5 4.8 4.4 4.9 4.7 •

4. DS Sure1 us (4*2-3} -0.2 1.0 -2.3 4.0 6.4 6.6 0..*
rs ¿ur?hr. L -T Ï ^577 - O - O -1.1 -871 •

- -  Private -4.2 -1.5 -6.8 -4.3 -0.2 -7.6 -8.7 -
-  Public -1.0 -2.8 -3.9 0.9 3.7 6.4 0.1

1/ Plus change in stocks.



Part II: EXTERNAL ACCOUNTS

1980 1981 1982 1988 1984 198S 1986 1987

A. INTERNATIONAL TRADE (1980-100)

1. Exporta: Voluoo 100.0 102.S 100.S 109.9 123.1 139.8 160.3 123.7- Potrolouo 100.0 122.4 101.0 133.0 142.0 168.0 164.0- Bananaa 100.0 87.S 94.0 68.0 69.0 80.0 104.0 _

- Coffoo 100.0 108.8 137.0 139.0 133.0 141.0 189.0- Shrinp and Ftoh 100.0 - 129.0 141.0 153.0 161.0 368.0 _
- Manufacturan 100.0 - 119.0 60.0 78.0 93.0 43.0

2. Exoorta: Prlcoa 100.0 97.8 91.9 84.8 84.6 81.4 57.7 64.6
8. Inoorta: Voluoo 108L0 108.6 10S.4 60.2 70.6 81.3 83.9 104.9
4. Inoorta: Prlcoa 100.0 97.0 92.3 104.4 99.1 94.6 86.7 89.7
6. Toros of Trade 100.0 100.8 99.6 81.2 86.3 86.1 66.6 72.0
6. Roal Exchanco Rato 100.0 111.8 109.4 104.1 86.9 89.3 71.9 63.0

B. BALANCE OF PAYMENTS (USB mi 11 Ion)

1 .

2 .

8 .

Rooourco Balança -67 -266 -220 834 866 1.692 417 -216Exporta GNFS 2,339 279Î9 27317 2,643 2,895 3,294 2,623 2,442loporta GNFS 2,923 3,160 2,906 1,809 2,040 2,202 2,206 2,658
Intoroat Payoonta 368 839 686 467 790 762 697 705
Currant Account -642 -1.002

60
-1.196 -126 -248 114 -648 -1.183Direct Invostoont S 3 ~*-40 “ IS S 3 62 73 76Chango In Foreign 

Debt 1,040 1,380 -131 498 769 246 810 1,240Use Not Reaervea -226 287 460 60 • -19 -26 52Other Financing -249 -726 826 -476 -642 -396 -384 -

C. CREDITWORTHINESS

1. Total Dobt AJSS b! I.) 
Dobt (US* billion,

1980 prtcea) - 
RoaI dobt growth (X) 
Roal cost of dobt (X) 
Oebt/GOP (eurront 

oxchango rato) 
Dobt/GOP (1980 PPP 

oxchango rato)
2. Intoroat Payoonta 

Àa ï  W  (currant
oxchango rato)

Aa X OOP (1980 PPP 
oxchango rato)

Aa X Exporta GNFS
8Í Rooourco BalançaAa X Int. PayoontaAa X Total Dobt

6.6 7.6 7.9 7.6 8.4 8.6 9.6 10.0
6.0 7.2 7.1 6.7 7.3 7.4 8.0 8.816.1 19.6 -1.6 -6.2 9.8 1.2 8.4 9.1- 14.1 19.1 6.7 13.5 14.0 33.3 3.0

61.1 66.1 66.8 69.4 66.0 63.2 80.5 95.8
51.1 60.6 64.6 61.9 53.7 60.1 49.9 66.2

3.1 3.9 6.0 8.6 6.1 4.8 6.3 6.7
3.1 4.0 4.8 3.1 5.0 4.6 3.9 3.912.7 18.6 26.6 17.3 27.3 23.1 26.6 28.9

■16.6 -47.2 -31.9 182.6 108.2 143.2 69.9 -30.6-0.9 -3.8 -2.8 11.1 10.1 12.8 4.7 -2.2



Part III: OthT Macrooconoaic Variable»

1986 1981 1982 1983 1984 1985 1986 191

A. PUBLIC SECTOR FINANCES (aa X of COP at currant pricaa)

1. Currant Revenue 27.6 26.6 2S.S 26.3 28.1 36.2 25.0 -
2. Currant Exoandltura 21.S 21.4 22.9 26.7 26.6 19.6 26.2

Public Conauaption 16.8 Ï5T7 Ï5TS Î7T5 14.4 12.9 13.6 *
Xntaraat Payaanta 2.3 2.8 4.4 4.6 3.5 4.6 4.6 •
- Intarnal « » — _ _
- Extarnal - - • «>
Tranafara 2.4 2.6 2.6 2.2 2.1 2.1 2.1 -

3. Currant Savinaa S.S 4.6 2.6 S.7 8.1 11.3 4.8 -
4. Caoital Exoandltura 16.6 16.3 16.1 7.9 6.7 6.8 7.3 z
5. Public Sector Deficit 4.6 S.8 7.S 2.2 -1.4 -4.5 2.5 m

(excluding internet
payaanta) 2.2 3.6 3.1 -1.8 -4.9 -8.5 -2.0 -

•• Pinanclnc
- Internal Z Z z - - - — Z
- Extarnal - - - - - - - -

7. Central Bank Loasaa —, - N 2 - - 2
3. Total Deficit f>5+7) z z z * _
». Inflation Tax Oil) 2.4 8.6 8.9 8.1 3.5 3.2 - 2
16. Total Public Debt * - - 2 - - 2

B. MONEY GROWTH, INFLATION AND INTEREST RATES (*>

1. Honey Growth fDec/Dec) 
Monetary Base 18.0 6.5 8.6 23.6 37.6 24.9 36.1Money (Ml) 27.7 16.3 18.3 36.6 30.2 24.1 - •
Doaaatic Credit (net 28.6 36.9 36.9 70.6 20.5

2.
of quaai aenay)
Pricaa (Dec/Dee) 
CPI 14.5 17.9 24.3 52.5 26.1 24.4 27.3 30Exchange Rata 6.0 0.0 32.6 63.2 24.2 42.5 53.0 51.

3. Non¡nal Xntaraat Rata « _
(landing rata) “ * ** * * • •
Real Internat Rata - <* • - • « • ' -



Table I: JAMAICA: MAIN INDICATORS OF THE ADJUSTMENT PROCESS
‘ Part I: National Account»

Doaestic Savi noa 
National Savings 
(NS as X of GNP)
- Privât#
- Publie
Fixed Invostaont
Privaba---------
Publie
PS Surolua f4«2»31 
NS Surplus
- Privât#
- Publie

12.4
“577

6 . 2
8 . 6

- 2 . 8

14.6
Ï375
4.4

- 2 . 1
= o
- 1 . 6
-7.2

7.8
O
2 . 8  

- 6 . 8
2 . 6

18.1
Ï O

6 . 8

-16.2
^ Ï O
-11.7
-4.8

8.4
O
2 . 9
2 . 8

- 0 . 1

2 0 . 61571
7.5

- 1 1 . 6
=IT5
-9.6
-7.6

8 . 6
o
8 . 2
8 . 8

- 6 . 8

2 0 . 6
ÏÔ
4.9

- 1 2 . 1
-17.5

- 6 . 8
-10.7

14.6
- 0 . 2
4.8

- ? . 0

2 1 . 2
18.0

8 . 2

-6.7
-5 0
-13.2

- 8 . 2

1 2 .6

-4.8
0.7

-4.7
2 2 .2
Î5 1
2.7

-16.2
-26.5
-18.8
-7.4

1980 1981 1982 1983 1984 1985 1986 1987

Poou 1 ati on fail 111 onsl 2.17 2.20 2.23 2.27 2.30 2.34 2.37 2.41
A. OUTPUT, ABSORPTION ANDINCOME (Dollars aiIIion, at 1974 Prices)

1. GDP
(growth rats, X)
(par capita, Dollars)

1.827.8
J O

842.3
1.876.7

o
863.0

1.897.8
rrr

861.0
1.940.9

2.5
865.0

1.924.1
-0.5

836.6
1.836.7

-4.5
784.9

1.876.2
2.2

791.6
1.953.1

4.1
812.1

Sectoral GDP
- Agricultura
- Manufacturing
- Construction
- Services

152.7
281.3
98.6

1,182.4

156.1
283.9
99.0

1,230.0

143.7
303.7
114.7 

1,218.6

164.2
309.4
122.4 

1,237.2

168.6
293.9
113.7

1,229.4

162.8
296.5
97.6

1,184.6

159.6
306.7
100.7 

1,208.0

186.1
318.2
104.8

1,258.2
2. Doasstlc Absorption 

Privata Consumption 
(psr capita, Dollars) 
Public Consuaption 
Gross Fixed Investaent 
Change in Stocks

1.875.6
644.8
464.3
226.2
13.7

1.937.9
I? IS O  

627.5
464.2
274.2 
39.0

1,980.2
ÍÍÍ6 0

622.6
479.2
323.0
12.7

2.006.0
r ,tn .s

616.5
484.9
332.2
16.4

1.960.8
¿174.1

510.8 
480.0
341.9 
-36.9

1.913.0
¿1Í7.Í

603.0
476.0
368.0 
-97.0

1.943.1
1.191.1 

602.8 
475.3 
291.9 
-16.7

1.989.9
1,191.6

496.4
472.2
314.6
11.6

^  Currant Aceount 
■  Resource Balance 
W  - Exports GNFS 

- laports GNFS 
Net Factor Incoas

-46.2
636.9
683.1

-123.1

-63.0
662.1
725.1
-97.6

-87.1
647.6
734.7 
-97.8

-74.6
626.6
701.1
-77.5

-37.0
636.0
672.0 

-239.1

-76.0
639.0
616.0 

-284.5

-66.0
657.9
623.9 

-246.9

-80.2
602.8
683.0

-248.1-
4. Incoas (ChPI

(per capita, Dollars)
1.704.7

786.6
1.779.1

800
1.800.0

¿07.2
1.863.7

821.0
1.684.7 

732 ."6
1.652.6 

663. S
1.630.2

687.8
1.706.8

709.7

B. CONSUMPTION, SAVINGSAND INVESTMENT (as Xof GDP at current prices)

1. Consuaption 1/ 
Private 
Public

87.6
67.2
20.3

92.2
7 0
20.8

91.6
22.0

91.5
7 0
20.1

86.4
68.8
16.6

88.07575
15.6

82.2
66.7
16.5

82.06 0
15.4

17.8
= o
- 1 . 6
- 1 . 6
0.3

18.1
l O
4.6

- 0 . 3
-TO
-16.0
-4.3

18.0
-1Í4
- 2 . 1

1 . 0

19.4
1 4 7 5

S . l

-1.4
-5 0
-16.4
-4.1

Plus efcan9s in stoeks.



Part II: EXTERNAL ACCOUNTS

1980 1981 1982 1983 1984 1986 1986 1987

A. INTERNATIONAL TRADE (1980*100)

1. Exporta: Voluoo 100.0 101.8 88.5 79.9 83.4 69.0 76.9 83.7
- Baux¡to 100.0 88.6 5575 49.0 757Ï 5775 4975 66.3
- Alunina 100.0 104.2 74.8 78.9 70.6 86.4 48.8 60.2
- Sugar 100.0 98.3 104.9 108.7 119.2 116.0 108.9 106.0
- Bananaa 100.0 64.4 83.6 70.2 33.7 39.4 66.8 112.4

2. Exaorta: Prtcaa 100.0 99.8 90.1 89.1 87.5 86.6 94.0 98.3
S. Inoorta: Voluoo 100.0 120.4 128.7 117.8 111.2 110.0 124.8 139.1
4. Inoorta: Prleoa 100.0 106.9 98.7 98.8 91.8 89.7 83.0 92.2
6. Toma of Trade 100.0 94.1 98.2 96.1 96.3 96.6 113.2 106.6
6. Roal Exchanaa Rato 100.0 108.5 110.5 104.8 72.9 83.7 68.6 66.9

B. BALANCE OFPAYMENTS eo*i

1. Rooourco Balança -27 -282 -368 -274 -163 -206 90 8
Exporta GNFS 1,553 17400 17245 1,220 1,264 17173 1,285 1,444
loporta GNFS 1,380 1,882 1,808 1,494 1,417 1,377 1,198 1,438

2. Intoroat Payoonta 161 213 248 207 277 818 266 316
8. Currant Account -180 -337 -409 -369 -336 -304 -192 -210

Direct Invootnont 25 ■ =n -16 "=I5 —5 IS — 3 1
Chango in Foreign Debt 197 397 643 471 210 333 23 218
Uae Not Rooorvoo -88 188 94 118 -74 4 . -80 -89
Other Financing 24 -237 -212 -211 188 -24 227 60

C. CREDITWORTHINESS

1. Total Dobt flJSS bll.l 
ftebt (USX billion,

1980 prleos)
Roal dobt growth (X) 
Roal cost of dobt (X) 
Dobt/OOP (currant 

oxchango rato) 
Dobt/GOP (1980 PPP 

oxchango rato)
2. Intoroat Pav ante 

Ao X GDP (currant
oxchango rato)

Aa X GOP (1980 PPP 
oxchango rato)

Aa X Exporto GNPS
2. Rooourco Balança 

Ao X Int. Payoonta

1.9 2.3 2.9 3.3 3.6 3.9 3.9 l i i
1.9 2.1 2.6 2.9 8.1 8.4 3.5 3.6

-2.3 10.7 21.1 16.1 8.9 10.0 3.6 2.9
- 4.3 18.4 9.6 10.3 10.4 6.3 0.4

43.6 48,8 62.3 61.0 40.9 87.1 31.3 29.3
43.6 48.9 63.8 69.0 61.0 67.6 64.9 63.6

3.6 4.3 4.6 3.2 3.2 3.1 2.1 2.3
8.5 4.8 4.7 3.7 4.8 5.6 4.4 4.9

11.1 16.2 19.9 17.0 21.9 27.L 20.6 21.9

-17.9 •182.2 -144.2 •182.1 •65.2 -84.6 34.0 2 . 5



P«rt XII; Other Macrosconoaic Variables

1980 1981 1982 1983 . 1984 1986 1986 1987

A. PUBLIC SECTOR FINANCES 1/ (as X of GDP at current prices)

1. Current Revenue 28.0 27.9 26.9 23.7 27.3 26.2 30.4 33.8
2. Current Exoenditure 

Publie Consuaption 
Internet Paysents
-  Internal
-  External 
Transfers 2/

31.8
Ï O
7.7

6.4

31.8
Ï O
7.8
6.1
2.7
4.7

30.3
I T 7
8.3
6.3 
3.0
8.3

31.6
1578
10.3
6.9
3.4
8.5

28.6
10.9
9.7 
4.9
4.8 
8.0

27.2
10.9
3.9
7.0
7.3

26.9
8.7 

10.4
4.7
6.7
6.8

25.7

3. Current Savinas -8.8 - 3.8 - 3.4 - 7.9 - 1.3 -1.0 4.5 8.1
4. Caoital Exoenditure 9.7 11.9 10.7 6.7 4.6 4.9 6.4 7.7
6. Public Sector Deficit 

(excluding interest 
paysents) 3/

18.6
9.8

16.8
7.8

14.1
5.8

15.8
6.6

6.3
- 3.4

6.6
-4.4

1.4
- 9.0

-1.6

6. Financino
-  Internal
-  External

18.6
12.0
4.6

16.7
“57?
9.3

14.1
" T Î
6.8

16.8
~T5
6.6

6.3
- Î1
11.3

6.6
O
6.3

1.4
575

-1.1
- 1.5
3̂ 0

7. Central Bank Losses 8.0 0.0 0.7 1.9 6.8 7.1 5.7 6.4
8. Total Deficit 

4/ 13.9 16.9 16.7 19.6 16.1 13.8 6.6 -

9. Inflation Tax ÍM1V 4.1 0.7 1.0 2.3 4.0 3.0 1.4 -
10. Total Public Debt - - - - - - -

B. MONEY GROWTH, INFLATION ANO INTEREST RATES (X)

1. Money Growth (Dec/Dec)
Monetary Base 
Money (Ml)
Doaestie Crédit (net 
of quasi sonsy)

41.0
13.9
•4.0

-4.2
8.1

48.8
- 11.4
13.1
14.1

71.6
21.6 
31.1

92.0
23.7
8.6

34.9
16.2

- 29.3
18.7
40.8
10.3 -

2. Prices (Dec/Dec)
cpi -  1— L
Exchange Rate

28.8
0.0

4.8
0.0

7.0
0.0

16.7
84.0

31.2
60.4

23.9
11.2

10.4
0.0

5.6
0.4

3. Noeinal Interest Rate 
(lending rate)
Real Interest Rate

• ** — — - - -

1/ Central Covernsent data on á flaca I yaar baala.
2/ Alao Includaa othar currant axpandituraa.
3/ Alao Includaa granta and pass-throughs.
4f Alao Includes the deficits of the rest of the General Governaent, Public Enterprises,

- and the discrepancy. — r.—



Table J: MEXICO: MAIN INDICATORS OF THE ADJUSTMENT PROCESS

Part I : National Accounts

1980 1981 1982 1983 1984 198S 1986 1987

Population foi I lions) 69.4 71.3 73.1 7S.0 76.8 78.S 79.6 81.4

A. OUTPUT, ABSORPTION AND INCOME (Pesos billion, at 1970 Prices)

1. OOP
(growth rato, X)
(por capita, Posos thousand)
Sectoral COP
-  Agriculture
-  Mining (incl. oil)
-  Manufacturing
-  Construction

2. Dooastic Absorptlon 
Private Consueption
(per capita, Pesos thousand) 
Public Consunption 
Private Fixad Invootoont 
Public Fixed Invootoont 
Chango in Stocks

3. Current Account 
Resource Balance
-  Exports of GNFS
-  loporta of GNFS
Not Factor Incoas froo Abroad

4. Incops (GNP)
(par capita, Pesos thousand)

841.9 908.8 903.8 866.2
~ O 7.9 -0.6 ~-§73
12.1 12.8 12.4 11.4

7S.7 80.3 79.8 82.1
27.4 31.6 34.6 33.6

209.7 224.3 217.9 202.0
46.4 61.8 49.3 40.4

886.5 972.0 90S.3 806.0
674.6 616.7 623.4 67577

8.3 8.7 8.6 7.7
76.0 82.6 84.4 83.3

114.6 106.5 90.7 70.0
82.8 120.9 99.6 67.2
38.6 46.4 4.2 8.8

-43.6 -63.2 1.6 60.2
76.7 81.6 92.6 103.3

120.3 144.7 91.1 53.1
- 28.4 - 38.1 -69.7 -60.3
813.6 870.7 835.1 796.9
“ÏÏ77 12 . i “ÏI75 10.6

887.6 912.3 878.1 887.0
3.7 2.8 - 3.7 1.0

11.6 11.6 11.0 10.9

84.1 86.0 84.2 84.6
34.2 34.5 32.5 33.8

211.7 224.0 211.5 216.9
41.8 42.8 38.9 38.1

837.1 871.9 797.1 792.5
55Ï7Ï 603.4 580.^ 578.4

7.7 7.7 7.3 7.1
89.0 90.2 81.7 77.4
89.0 104.2 93.6 93.6
56.8 50.3 41.2 43.2
12.2 23.8 - -

60.6 39.6 59.6 71.9
114.1 110.7 117.9 136.2
63.6 71.1 58.3 64.3

-64.1 -43.0 -46.9 -40.9
833.5 868.5 831.0 843.2
“Ï O 11.1 10.4 10.4

B. CONSUMPTION, SAVINGS ANO INVESTMENT (as X of GOP at current prices)

1. Conaupption 1/ 
Private 
Public

2. Doooetic Savlnoa (DS) 
National Savings (NS) 
(NS as X of GNP)
-  Private
-  Public

3. Fixed Invootoont 
F r T v i t ;  1—
PubIic

4. DS Surplus f4*2- 3i 
...... NS Surplus

-  Private
-  Public

76.8 76.8 74.6 72.6 76.9 73.1 77.1 74.9
5 0 5 0 63.3 5 0 5 0 5 0 5575 5 0
10.8 10.2 11.3 9.1 9.6 9.3 9.0 9.0
23.2 23.2 26.4 27.4 24.1 26.9 22.9 25.1
2575 Ï O Ï O .  2 0 18.4 22.1 Ï77Ï 20.2
21.0 19.7 20.2 22.6 19.6 23.2 18.2 21.2
18.3 20.3 26.8 23.0 20.2 25.0 18.6 19.6
2.2 - 1.4 - 7.9 -1.8 -1.8 - 2.9 - 1.4 0.6

24.2 25.7 22.3 17.8 16.2 21.9 18.6 17.6
11.4 Ï577 Ï O 10.6 “O Ï575 Ï O 12.5
12.7 13.0 9.7 7.3 6.4 6.7 ■ 6.2 6.0
-0.9 - 2.5 3.1 9.6 7.9 6.0 4.4 7.5

-6.8 - 3.4 O O O - 1.3 2.6
6.8 7.1 12.3 10.9 10.6 9.6 14.2 7.6

•10.6 - 14.0 - 15.7 - 7.6 -8%6 - 9.4 - 16.5 -6.0

1/  Plus change in stocks. In 1985-87, change in stocks is included in private fixod invootoont.



Pirt II : External Accounts

1980 1981 1982 1983 1984 198S 1986 1987

A. INTERNATIONAL TRADE (1980- 100)

Exoorta: Volume
-  Crudo Oi1
-  011 Products
-  Cotton
-  Coffoo
-  Ifanufacturos

100.0
100.0
100.0
100.0
100.0
100.0

103.4 
1 3 0  
139.2
106.4 
98.0 
97.3

138.4
180.0
91.0
74.1 

120.2
95.8

157.1
185.0
181.0 
42.4

135.4
150.0

172.3
186.0
241.0
73.2

141.9
192.2

160.3
173.0
291.0 
38.3

158.8
186.4

154.0
155.0
260.0 
68.9

284.0
223.7

169.4
153.5

277.2
Exoorts: Prices 100.0 107.3 100. S 94.0 93.0 90.5 68.8 90.1
Zeoorts: Volume 100.0 120.3 79.3 47.3 63.8 77.5 59.4 60.8
Imoort: Prices 100.0 99.4 96.6 95.7 94.2 92.7 102.1 107̂ 2
Terms of Trade 100.0 108.0 104.0 98.2 98.8 97.6 67.4 84.1
Real Exchanae Rate 180.9 109.3 81.6 71.7 83.8 86.3 60.4 57.8

B. BALANCE OF PAYMENTS (USB bi11 Ion)

Resource Balance 
Exports GNFS ■ 
Imports GNFS

-2.2
S O
2S.7

-5.3
S O
34.4

6.3
2675
19.9

14.5
S O
12.7

* 14.1
S O
16.1

9.2
2 0
18.4

5.8
22.0
16.2

10.3
28.3 
18.0

Interest Payments 6.1 9.8 11.2 10.0 11.3 10.3 8.1 7.9
Current Account -8.2 
Direct Investment 2.2 
Change In Foreign Debt 6.6 
Used Net Reserves -1.0 
Other Financing 0.4

- 13.9
12Í0 
-1.1 
0.6

-6.2
~T7
6.5
8.6 

- 6.4

5.4
o

21.8
- 6.5

-22.2

4.2
0.4
6.1

- 3.0
- 7.7

1.2
O
1.1
3.4

-6.2

-0.7
0.9
2.3
1.1

- 3.7

4.4
STS
8.2

-6.6
-8.6

C. CREDITWORTHINESS

Total Debt OJSS bll.l 
DobtIUSl bTnïon, 

1980 prices)
Real debt growth (X) 
Real cost of debt (X) 
Debt/GDP (current 

exchange rate) 
Debt/GOP (1980 PPP 

exchange rate)

57.5
57.5
17.6

30.8
30.8

78.3
71.7
24.8
10.7
32.7 
36.6

86.1
77.3
7.8

19.1
51.6
36.9

93.0
82.5 
6.6

15.5
62.4
40.5

96.4
83.6 
1.3

13.6
54.9
39.0

97.1
84.6
1.2

13.0
52.6
37.0

101.7
91.2 
7.9

16.3
78.4 
39.2

109.1
96.3
4.5

-6.2
80.0
40.6

Interest Payments 
As X GDP (current 

exchange rate)
As X GDP (1980 PPP 

exchsnge rate)
As X Exporter GNFS

3.3
3.3 

26.0

4.1
4.4

33.7

6.7
4.8 

42.7

6.7
4.4

36.8

6.4
4.6

37.4

6.6
3.9

37.3

6.2
3.1

36.8

6.8
2.9

27.9
Resource Balance 
As X Int. Payments 
As X Total Debt

- 36.1
-8.8

- 64.1
-6.8

66.3
7.3

145.0
15.6

124.8
14.6

89.3
9.8

71.6
5.7

130.4
9.4



P a rtIII : Other Maeroeeonoaie Variables

1986 1981 1982 1983 1984 1986 1986 1987

A. PUBLIC SECTOR FINANCES (as % of GDP at current priees)

1. Current Revenue 22.4 20.4 23.8 27.2 26.6 24.9 23.6 ;
2. Current Exoenditure 20.2 21.4 29.8 27.6 28.6 28.6 33.8

Publie Consuaption " O 7.4 8.0 S X "77Ã 7.3 7.9 z
Interest Paysents 3.6 6.2 8.7 12.0 12.5 12.6 10.7 -
-  Internal 1.6 3.0 4.2 7.0 7.7 8.4 12.0 •
-  External 2.1 2.2 4.6 4.9 4.8 4.1 4.8 •
Transfers 9.8 8.8 13.1 9.0 8.7 8.8 9.2 -

3. Current Savinas 2.2 -1.0 -6.0 -0.3 -2.1 - 3.7 - 10.3 z
4. Casita 1 Exoenditure 10.1 13.7 11.7 9.6 6.9 6.8 6.1 z
6. Publie Seetor Deficit 7.9 14.7 17.7 8.8 9.0 10.6 16.4 16,6

(exeluding interest
payasnts) 4.3 9.6 9.0 - 9.2 - 3.6 -2.6 -0.3 -

6. Ft noneIna 
• Internal m ~
-  External m - - - - - -

r. Central Bank Losses mm m - •
3. Total Deficit faS+n «a X z, Z X' Z Z Z
9. Inflation Tax All) h i 2.7 8.7 6.6 3.8 3.9 6.2 7.S
If, Total Publie Debt « - aa - ï - - -

. B. MONEY GROWTH, INFLATION AND INTEREST RATES (*)

1. Uonev Growth (Dec/Dec)
Monetary Base 40.7 . 44.7 97.9 66.9 61.3 17.0----- 48.0 113.0
Money (MI) 32.1 33.1 62.4 40.3 60.0 49.6 67.4 138.7
Doaestie Credit (net 38.4 38.0 171.4 41.7 28.4 111.0 118.6 96.7
of quasi aeney)

2. Prices (Dee/Dee)
■ 29.8 28.7 98.8 80.8 69.2 08.7 106.7 143*6

Exchange Rate 2.0 12.8 267.8 49.2 33.8 93.0 148.6 139.3

3. Noalna1 Interest Rate 42.4 73.1 76.9 62.0 106.8 141.4 -
(on coaaercial paper) *
Real Interest Rate - 10.7 - 12.9 -2.7 1.8 26.3 18.2 -



Table K; PERU: MAIN INDICATORS OF THE ADJUSTMENT PROCESS

Pert I: National Accounts

1980 1981 1982 1983 1984 Í98S 1988 1987

Population (Millions) 17.3 17.8 18.2 18.7 19.2 19.7 20.2

A. OUTPUT, ABSORPTION AND INCOME (Intis si 11 ion, at 1979 Prlcss)

20.7

1. GDP 3646.8 3807.7 3817.3 3346.3 3505.9 3694.6 3900.3 4173.3
(growth rate, X) 4.5 4.4 — O -12.à 4.8 2.S 8.5 — O
(per capita, Intis) 210.8 214.6 209.4 178.9 182.6 182.5 193.0 201.2
Sectoral GDP
-  Agriculture 362.6 396.4 404.2 366.2 402.6 412.3 425.1 443.3-  Fishing 18.9 20.6 24.2 17.0 24.9 28.4 35.4 36.9-  Mining 468.7 464.3 469.9 414.7 434.6 465.5 437.1 419.6
-  Manufacturing 866.8 872.6 863.9 718.0 757.4 809.2 929.4 1013.0-  Construction 202.3 226.3 229.6 181.7 183.2 164.5 204.6 235.2

2. Domestic Absorption 3635.0 3960.0 3939.6 3257.6 3211.6 3151.5 3625.3 3911.4
Private Consumption 2236.4 2366.8 2376.4 2167.1 2209.0 2244.7 2545.4 2677.8
(per capita, Intis) 129.3 132.7 130.4 116.8 116.1 113.9 126.9 129.4
Public Consumption 367.8 362.0 410.2 374.2 367.1 369.2 380.4 406.6
Gross Fixed Investaent 882.0 1024.1 1003.4 712.1 668.2 606.4 732.9 828.0
Change in Stocks 148.9 218.2 149.6 4.2 - 22.7 -68.8 - 33.5 0.0

8. Currant Account
Resource Balance 11.6 - 152.3 - 122.3 88.7 294.3 443.1 276.0 271.0
-  Exports GNFS 879.3 863.5 906.7 812.1 886.1 930.2 854.8 862.6-  laports GNFS 867.7 1006.8 1028.0 723.4 691.8 487.1 579.8 591.6
Net Factor Income - 143.7 - 160.9 - 160.0 - 181.8 - 189.3 - 197.5 - 115.6 - 122.4

4. Income (GNP1 3602.9' 3666.8 3667.3 3164.6 3316.6 3397.1 3784.6 4060.9
(per capita, Intis) 202.6 206.4 201.2 T 557T 172.7 1 7 0 ÍÔ7.I "15575

B. CONSUMPTION, SAVINGS AND INVESTMENT (as X of GDP at currant pricos)

1 .

2 .

3.

4v

Consunption 1/
Private
Public
Doeestic Savings (OS) 
National Savings (NS) 
(NS as X of GNP)
-  Private
-  Public
Ffxed Invosteent
Private
Public
DS Surphis f4»2- 8i 
NS Surplus
-  Private
-  Public

77.1 80.8 78.6 77.9 73.3 71.6 76.2 a»

5575 68.0 5575 5575 5375 61.6 66.0
11.8 12.2 13.2 12.6 11.1 9.9 10.2 -
22.9 19.2 21.4 22.1 26.7 28.5 23.8
Ï573 Ï57Ï 1775 16.4 21.0 2575 20.6 r
19.7 16.8 18.1 17.4 22.2 23.7 21.2 «

16.0 14.6 17.5 19.1 20.0 18.6 20.3 -

3.0 0.6 -0.1 - 2.7 1.0 3.9 0.2 -
23.5 26.0 27.7 23.2 23.0 24.0 24.1
16.2 1773 1773 1273 Ï575 Ï5T7 18.0 Z
7.3 9.0 10.3 10.3 9.5 7.3 6.1 -

-0.6 -6.9 -6.3 -1.1™. 9JI 4.5 -0.3- —
-4.6 -ïS73 -1375 -6.8 -2.0 - 1.4 =575 z
-0.2 - 2.5 0.1 6.2 6.6 2.0 2.3 ee

-4.3 -0.4 - 10.4 -43.0 -8.6 - 3.4 - 6.9

1/ Plus change In atocha.



P a r t l l :  External Accounts

1980 1981 1982 1983 1984 1986 1986 1987

A. INTERNATIONAL TRADE (1980>100)

1. Exoorts: Volume 100.0 92.9 106.0 89.2 100.3 96.2 96.6 86.9
2. Exoorts: Prices 100.0 89.3 79.3 86.3 88.1 78.7 67.1 76.S
3. Imoorts: Volume 100.0 128.4 127.9 96.2 83.7 78.3 108.0 118.8
4. Imoort: Prices 100.0 96.6 94.1 92.6 93.9 87.6 86.8 88.8
5. Terms of Trade 100.0 98.4 84.3 93.3 86.3 90.6 78.2 86.2
6. Real Exchange Rite 100.0 118.6 122.6 114.4 114̂ 3 94.0 16S.9 130.2

B. BALANCE OF PAYMENTS (USS sill ion)

1 .

2 .

8 .

Resource Balance 
Exports GNFS 
Imports GNFS

661
4,630
3,969

-870
4,019
4,889

-737
47377
4,814

40
3,727
3,687

786
3,8l7
8,031

1.002
37755
2,790

-320
37I33
3,626

-621 
37373 

. 4,091
Intersst Paymsnts 1.000 1.100 1.160 1.246 1.322 1.144 924 776
Current Account 
Direct Investment 
Change in Foreign 
Use Net Reserves 
Other Financing

-101
” 57

Debt 309 
-722 
487

i 5S
-12
604

1,111

- 1.609
1,208
-124
482

-871
-=Ã7

1,628
40

-660

-221
^20f
921

-247
-260

126
-123
739

-280
-461

- 1.066
l7

678
469

1

- 1.132
141
414
612
-36

CREDITWORTHINESS

1 .

2 .

3.

Total Dobt fUSS bit.) 
Debt (US3 billion, 

1980 prices)
Real debt growth (X) 
Real cost of debt (X) 
Debt/GDP (current 

exchange rate) 
Debt/GDP (1980 PPP 

exchange rate).
Interoat Páyente 
As X GDI* (current 

exchange rate)
As * GDP (1980 PPP 

exchange rate)
As X Exports GNFS
Resource Balance
As X Int. Payments
As X Total Debt

10.0 10.3 12.3 12.4 13.3 13.8 14.5 16.1
10.0 9.4 11.0 11.0 11.6 12.0 13.0 13.2
- 4.7 -6.6 17.1 0.0 4.7 3.6 8.6 1.3
- 19.8 17.1 8.6 8.5 9.2 12.1 -6.1

48.4 40.7 47.8 62.3 63.6 ~ 76.4 64.6 34.9
48.4 48.6 48.7 64.2 63.4 51.9 49.2 46.6

4.8 4.4 4.3 6.2 6.3 6.4 3.6 1.8
4.8 4.7 4.4 5.4 6.8 4.3 3.1 2.4

21.6 27.4 27.0 33.4 34.6 30.2 28.0 21.7

66.1 - 79.1 -67.0 3.2 69.5 87.60 - 34.6 -67.1
6.6 -8.6 -6.0 0.3 6.9 7.3 -2.2 - 3.6



Part II I ; Other Uacroeconosic Variables

1980 1981 1982 1983 1984 1988 1986 1987

A PUBLIC SECTOR FINANCES (as X of GDP at current pricss)

X. Current Revenue S4.3 48.2 49.S 63.2 47.9 63.6 42.1 2
2. Current Exoenditure SI.3 47.6 49.6 66.9 46.9 49.7 41.9. Public Consuaption S O i n 36.6 3 0 5 0 I Í75 5773 —

Interest Paysents S.7 • S.9 5.5 7.0 6.9 6.8 4.1-  Internal - - « _
-  External _
Transfers 9.2 7.4 7.6 8.5 10.4 11.7 10.8

3. Current Savinas 3.0 9.6 -0.1 -2.7 1.0 3.9 0.2 2
4. Cao¡tal Expenditures 8.4 9.8 10.6 10.4 9.4 7.6 6.6 . 2
S. Public Sector Deficit 4.7 8.4 9.3 12.1 7.6 3.0 6.0(excluding interest —

paysents) -1.0 2.S 3.8 5.1 0.7 - 3.8 1.9 -
6. Financina 4.7 8.4 9.3 12.1 7.6 3.0 6.0-  Internal 577 375 573 “O* 2.0 - O Î 73 —

-  External 2.0 2.1 7.3 6.9 5.6 6.0 3.0 -
7. Central Bank Losses m

■■ -» — —
8. Total Deficit (*6*71 z z z z z X z 2
9. Inflation Tax (1111 S.8 6.0 6.0 8.0 6.7 11.6 6.6 2
10. Total Public Debt z X z 2 - 2 2 2

B. MONEY GROWTH, INFLATION AND INTEREST RATES (X)

1. Money Growth (Dec/Deel 
Monetary Bas* 82.6 63.2 60.5 106.8 139.9 200.3 66.0Money (Ml) 67.7 46.6 34.7 96.2 116.0 286.5 86.7Dosestic Credit (net 27.5 93.9 19.6 276.1 39.2 75.8 199.8

2.
of quasi aoney)
Prices (Dec/Dec)
CPI ,,V ■*- L 59.7 72.7 72.9 126.1 111.5 158.3 62.9 104.Exchange Rate 36.8 40.2 96.3 129.4 150.8 144.8 0.0 136.

3. Noainal Interest Rate m
(lending rate) * * ** —
Real Interest Rate - - • • «  -



Table L: URUGUAY: MAIN INDICATORS OP THE ADJUSTMENT PROCESS

Part I : Nation»! Account»

1980 1981 1982 1983 1984 1985 1986 1987

Pooulatlon (ml 11 Ions) 2.91 2.93
A. OUTPUT, ABSORPTION AND INCOME

2.96 2.97 
(New Pesos ai 11 ion,

2.99 
at 1978

3.01
Prices)

2.98 2.99

34.808 36.469 32.138
- 9.4

30.267 29.816 29.811 31.689 33.369
(growth rats, X) 8.0 1.9 -¿.9 -1.6 0.0 6.3 6.3
(por capita, Now Posos *000) 11,962 12,105 10,894 10,188 9,972 9,904 10;634 11,160
Sectoral GDP|

|
<IL
1 

1 3,276 3,439 3,200 3,246 3,026 3,163 3,271 -
133 167 132 157 146 152 149 -

-  Manufacturo 6,980 6,662 5,536 5,148 5,292 5,207 6,837 -
-  Housing 1,830 1,848 1,869 1,864 1,882 1,897 1,912 -
• Others 17,382 18,067 16,592 16,306 14,764 14,846 - -
Indirect Taxes 6,208 6,296 4,819 4,537 4,471 4,470 4,752 -

2. Doeestlc Absorption 36.937
26,232

37.304 33.524
24,257

29.300 27.966 27.798 29.506
22,141Private Consumption 26,864 21,926 20,497 20,920 -

(per capita, New Pesos *000) 9,014 9,165 8,223 7,382 6,865 6,960 7,430 -
Public Consuaption 4,244 4,562 . 4,452 4,322 4,347 4,479 4,820 -
Private Fixed Investment 4,312 4,287 2,680 2,205 1,699 1,469 1,526 -
Public Fixed Investaent 1,943 1,780 2,486 1,266 1,310 836 .967 -
Change in Stocks 206 -179 -360 -419 102 104 62 -

S. Current Account
Resource Balance -2,129 - 1,835 - 1,386 957 1,861 2,013 2,183 -
-  Exports GNFS 6,106 6,483 6,801 6,697 6,744 6,892 8,164 -
-  Inports GNFS 8,236 8,318 7,187 6,740 4,883 4,879 6,981 -
Net Factor Incoas -389 -288 -776 - 1,231 -1,688 - 1,589 - 1,453 -

4. Incoas (GNP) 34.419 36.181
12,007

31,363 29.026 28.228 28.222 30.236
([per capita, New Pesos ’000) 11,828 10,632 9,773 9,441 9,376 10,146 -

B. CONSUMPTION, SAVINGS AND INVESTMENT (As X of GDP at current prices)

1. Consuaotlon 1/ 88.9 88.3 88.1 87.3 86.6 89.0 87.2
Private 7574 7771 7575 TITS 77ÎT 7577 7 0 »
Public 12.6 14.2, 16.6 13.9 12.6 13.3 13.7 -

2. Doeestlc Savinas IDS) 11.1 11.7 11.9 12,7 13.4 11.0 12.8
National Savings (NS) 1071 ÏT7Ï "571 “ 771 175 4.1 8.4 *
(NS as X of GNP) 10.3 11.2 10.0 7.7 7.0 4.5 8.8 -
-  Private 4.4 7.3 14.4 8.2 7.2 3.9 5.7 -
-Public 6.8 3.8 -4.0 -0.9 -0.7 0.2 2.7 -

S. Fixed Investaent 16.7 16.7 16.1 11.0 9.3 7.4 7.3
Private Ï Î 74 Ï577 "775 T 7 575 4.6 4.4 -
Public 6.3 6.0 7.2 4.1 4.1 2.7 2.9 -

4. DS Surolus (4*2-31 - 5.6 -3.9 - 3.1 1.7 4.1 3.6 6.4
N¿ Surplus 171 -4.6 171 -177 -571 -175 1.0 r
-  Private - 7.0 - 3.4 6.6 1.3 2.0 -0.7 1.2 »
-  Pub Iie 0.5 -1.2 -11.8 -6.0 - 4.8 -2.6 -0.2

1/ Plus change In stocks.



Part II ; EXTERNAL ACCOUNTS

1980 1981 1982 1983 1984 198S 1986 1987

A. INTERNATIONAL TRADE (1980*100)

1. Exoorta: Volunta 100.0 118.5 129.7 128.7 102.4 101.8 127.7 127.5
-  Wool 100.0 116.4 18878 96.0 93.0 96.0 119.0 -
-  Moat 100.0 151.2 144.0 197.0 118.0 108.0 148.0 -
-  FI ah 100.0 122.7 116.0 128.0 130.0 130.0 143.0 -
-  Hidaa 100.0 164.3 221.0 256.0 284.0 184.0 199.0 -
-  Manufacturaa 100.0 - / 74.0 78.0 82.0 76.0 86.0 -

2. Exoorta: Prleoa 100.0 98.0 91.6 84.9 86.3 79.2 80.4 86.5
*• laoorta: Volunto 100.0 96.8 94.3 91.9 88.8 91.1 79.3 89.6
4. Inoorta: Prleaa 100.0 96.8 94.3 91.9 88.8 91.1 79.3 89.6
5. Torna of Trada 100.0 101.2 97.0 92.4 96.1 87.0 101.5 96.5
6. Roal Exchanoa Rata 100.0 108.9 117.5 72.2 69.2 66.9 65.9 64.3

B. BALANCE OF PAYMENTS (USS
i

all lion)

1. Raaourca Balança -600 -414 -282 106 222 220 320 156
¿xporta GNFS 1,526 1766? 1,304 1,300 1,289 1,253 1,500 1,501
Inporta GNFS 2,126 2,081 1,686 1,194 1,067 1,033 1,180 1,345

2. Intoroat Payaanta 168 220 344 360 449 428 371
3. Currant Account -692 -478 -449 -188 -142 -108 94 -189

biract Invoataant ”558 ""45 ”-Î4 6 3 -8 =5
Chango In Foraign Dobt 221 337 232 763 6 73 56 -

Uaa Nat Roaarvaa -114 -20 586 -82 61 66 -272 _

Othor Financing 296 113 -363 -498 83 -11 126 -

C. CREDITWORTHINESS

1. Total Dobt fUS« bi1.) 
Debt (USS billion,

1.7 2.2 2.6 3.3 3.3 3.9 3.8
i960 prleaa) . 1.7 2.0 2.4 2.9 2.8 3.4 3.4 -

Roal dobt growth (X) 9.9 20.0 19.3 22.8 - 2.4 19.6 -0.7 -

Roal coat of dobt (X) 
Dobt/GOP (currant

14.9 18.1 17.7 12.6 13.9 16.7 —
axehanga rata) 

Dabt/GDP (1980 PPP
16.4 19.2 28.6 61.6 62.7 76.2 60.6 —

axehanga rata) 16.4 19.2 24.2 30.8 *6.1 34.6 30.6 -
2» Intoroat Payments 

As X GDP (currant 
axehanga rata) 

Aa X OOP (1980 PPP 
oxchango rata)

Aa S Exporta GNFS
3. Raaourca Balança

  l ã * I«t- Payaanta
Aa X Total Dobt

1.7 1.9 3.7 6.5 8.0 6.4 6.0
1.7 1.9 3.2 3.3 4.1 3.8 3.0

11.0 13.2 26.4 26.9 34.8 34.2 24.7

- 367.1 - 188.6 - 81.9 30.2 49.0 61.3 86.3
- 36.2 - 19.0 -10.6 3.2 6.8 6.6 ‘ 1.5



Part l i l i  Other Macroeconomic Variation

1980 1981 1982 1988 1984 1986 1986 1987

A. PUBLIC SECTOR FINANCES (as X of COP at currant prices)

1 Current Revenue 24.1 24.8 21.9 21.8 20.9 21.0 24.0 -
2. Current Exoenditure 18.3 21.0 26.6 22.7 21.6 20.8 21.3

Public Consumption - . - - - - -
Interest Payments - - - - - - - -
-  Internal - - - - - - - “
-  External mm <■* - - « - - -
Transfers - - - - - - - •

S. Current Savings 6.8 3.8 -4.6 -0.9 -0.7 0.2 2.7 z
4. Caoital Exoenditure 6.3 6.1 6.4 4.0 3.7 8.8 3.9 z
6. Public Sector Deficit -0.6 2.3 10.0 4.9 4.4 8ml 1.2 z
6. Financing » SB « *

-  Internal mm Z Z z T r -
-  External - ? - - « - - -

7. Central Bank Losses 0.0 0.0 8.3 11.6 4.9 3.4 3.8
8. Total Deficit f*6*71 -0.6 2.3 18.3 16.4 9.3 6.6 s.e z
9. Inflation Tax (Mil 3.6 2.3 1.9 4.0 4.2 6.4 4.3 z
10. Total Public Debt 2 m 2 2 • -

B. MONEY GROWTH, INFLATION AND INTEREST RATES (X)

1. Money Growth (Dec/Dec) 
Monetary Base 46.1 31.0 10.0 46.4 66.9 101.7 74.4 61.
Money (Ml) 47.4 8.4 39.2 9.0 48.4 107.5 83.0 22.
Domestic Credit (net 43.6 - 16.2 740.6 41.5 66.0 41.9 17.9 -

2.
of quasi money) 
Prices (Dee/Dec)
en— 1 *— 42.8 29.4 20.5 61.6 66.1 83.0 76.4 67,
Exchange Rate 18.4 15.7 191.1 28.1 71.7 68.4 44.8 54

3. Nominal Interest-Rate 66.1 69.8 61.6 94.4 83.2 96.0 94.7
(lending rate)
Real Interest Rate 32.0 38.5 51.2 63.8 34.6 36.3 46.8 *



Table U: VENEZUEU: MAIN INDICATORS OF THE ADJUSTMENT PROCESS

Part I: Nation»! Account»

1980 1981 1982 1983 1984 1986 1986 1987

Pooulatlon fail lions) 16.0 1 S.S 16.9 16.4 16.9 17.3 ,17.8 18.3

1.

A. OUTPUT

GDP

, ABSORPTION AND INCOME (Bolívares ai Ilion, at 1968 Prices) 

7S.8S7 7S.628 76.144 71.867 70.894 71.089 74.756 76,027
(groeth rats, X) -2.0 -.3 .7 -B.é - 1.4 O " * n 1.7
(par capita, Bolivaras) 6,060 4,886 4,777 4,386 4,207 4,104 4,202 4,156
Sectoral GOP 

Agricultura 4,766 4,676 4,843 4,863 4,901 6,180 6,489 5,710
-  Cruda Patroloua 6,466 6,320 4,816 4,666 4,593 4,306 4,687 4,370
-  Manufacturing 12,277 12,028 12,642 12,340 12,970 13,189 13,931 14,450
• Construction 4,609 4,611 4,131 3,683 2,360 2,263 2,608 2,660• Services 46,940 48,293 47,998 46,178 46,639 46,845 48,577 50,030

2.
a

Doaaatic Abaorotlon 97.404 97.686 100.086 81.643 83.922 86.400 88.717
Privata Consueption 63,230 62,764 63,93? 67ÍS?4 eft 800 69,443 60,563(par capita, Bol !varas) 4,210 4,066 4,011 3,619 3,430 3,432 3,404 -
Public Consueption 12,269 12,934 12,810 12,469 12,573 12,314 12,299
Privata Fixed Investaent 11,462 9,196 7,023 4,140 6,111 5,944 5,366 •
Public Fixed Investaent 10,828 13,763 16,079 12,140 7,098 8,222 . 9,781Change In Stocks -376 - 1,072 1,237 -4,770 340 -623 709 -

3. Currant Account 
Raaourca Balance -21,647 - 21,967 - 23,942 - 9,776 - 13,028 - 14,311 - 13,960-  Exports GNFS 4,876 4,760 4,803 4,814 4,849 4,621 5,000 •
-  laports GNFS 26,423 26,707 28,746 14,690 17,877 18,832 18,960 •
Nat Factor Ineoaa 395 733 - 2,168 - 8,071 -2,000 - 3,208 -691 -

4. Incoas (GNP) 76.262
5,077

76.361 73.976
4,641

68.796
4,197

68.894 67.881 74.166
(par capita, Bolívares) 4,983 4,089 3,919 4,169

- B. CONSUMPTION, SAVINGS AND INVESTMENT (as X of GDP at currant prices)

1. Conpuaption 1/ 66.6 69.7 79.0 72.6 76.0 78.6 80.0Prívate 51TÏ B O 62.0 B O 5 0 65.1 5B75
Public 16.1 16.3 17.0 14.1 12.9 13.6 14.4 -

2. Doaaatic Savinas fl>S) 
National Savings (tò)

33.6 30.3 21.0 27.4 26.0 21.4 20.0
3 0 3 0 Ï O 53TB 5 0 I O 19.2

(NS sa X of GNP) 33.8 30.8 19.2 24.4 22.8 17.3 19.4 _

-  Private 14.3 14.0 9.1 8.2 6.1 -2.8 2.4
-Public 19.6 17.1 9.6 16.2 17.0 19.3 16.8 -

3. Fixed Investaent 26.2 24.6 24.1 19.1 14.3 15.4 . 19.2
Privata ï O T ! T 77 - O “O " O
Public 12.8 14.7 16.4 14.6- r  7.7 9.0 2.4 -

4. DS Suralua (4*2-2) 8.2 6.8 - 3.1 8.4 10.7 5.9 0.8NS Surplus ST7 o = o O ~77S n r O
-Private* 1.3 4.2 1.6 3.8 -1.6 - 9.3 -4.4 «

»

-  Public 7.4 2.4 -6.8 0.7 9.3 10.3 4.4

1/ Plus changa In stocks.



Part II : EXTERNAL ACCOUNTS

1986 1981 1982 1988 1984 1985 1988 1987

A. INTERNATIONAL TRADE (1980*108)

1. Exoorts: Volume 100.0 97.8 95.7 95.4 97.8 98.8 96.5 88.8

2. ' Exoortss Prices 100.0 187.8 89.5 82.5 119.7 128.2 111.5 143.9
8. Imoorts: Volume 100.0 99.8 184.1 53.9 68.8 76.8 78.7 88.4
4. Imoorts: Prices Í00.0 111.9 128.1 127.3 149.9 172.9 204.6 212.1
6. Terms of Trade 100.0 96.2 74.5 64.8 79.9 74.1 54.7 87.8
8. Real Exehanoe Rate 100.0 111.9 121.1 ÍM LÍ 93.6 89.9 75.1 55.0

B. BALANCE OF PAYMENTS (USS billion)
1. Resource Balance 4.9 3.8 -2.8 0.7 6.9 6.4 -0.4 1.0

Exports ¿NFS 20.0 2 0 Ï O 1 0 1 0 1 0 “O l O
Imports GNFS 15.1 17.1 19.6 9.1 9.9 9.6 9.9 9.6

2. Interest Paveenta 1.6 2.7 3.7 3.4 8.4 3.9 3.1 2.8
3. Current Account 4.7 4.0 -4.2 4.5 5.4 3.1 -2.0 -0.3

Direct Investaent 0.1 O ~ o O 0ÎÏ 0.0 0.1
Change In Foreign Debt 1.5 1.2 2.2 5.5 4.1 -1.1 6.7 -0.8
Use Net Reserves -8.0 -2.8 -0.5 -8.3 - 1.9 -1.8 3.8 1.1
Other Financing -8.3 -2.8 2.3 - 9.8 -7.7 -8.4 -8.6 -0.1

C. CREDITWORTHINESS

1. Total Debt <USt bil.l
KasnrerEnTSon,

1980 prices)
29.4 32.8 31.9 37.3 36.2 34.7 33.9 31.8
29.4 29.3 28.7 83.1 81.4 30.2 30.4 27.8

Real debt grosth (X) 6.9 -0.2 -2.8 16.2 -6.1 - 8.7 0.6 -8.6
Real cost of 

debt (X) -4.2 11.3 8.5 - 16.2 -2.1 4.1 -4.7
Debt/GDP (current 

exchange rata) 49.7 48.2 47.1 86.1 78.1 70.0 67.8
Debt/GDP (1988 PPP 

exehsnge rata) 49.7 49.5 46.0 54.8 62.0 48.1 48.5 39.1
2. Interest Pavwsnts 

As k GDP (current 
exchange rata) 2.7 4.0 5.4 6.1 6.8 7.9 6.2

As X GDP (1988 PPP 
exehsnge rate) 2.7 4.1 6.3 5.0 4.8 6.4 4.0 3.4

As X Exports GNPS 8.1 12.7 21.0 21.6 28.0 26.1 32.6 26.4
8. Resource Balance 

As X Ini. Payments 382.9 146.2 -66.2 197.1 206.0 137.8 -12.0 35.7
As X Total Debt 16.6 12.0 -6.4 18.1 19.1 16.6 -1.1 3.1



Part III : Other Macroeconomic Variables

1980 1981 1982 1983 1984 1986 1986 1987

A. PUBLIC SECTOR FINANCES (as X of GDP at currant prices)

1. Currant Revenue 89.0 84.2 32.6 39.2 38.3 32.0 -
2. Currant Exoandltura 21.8 23.2 24.2 22.6 23.8 23.4 22.6

Publie donsumption Ï4TÏ ÏS7Ï • Î O Ï574 13.4 Ï Î7I 13.8 •
Zntaraat Payments 8.8 4.3 6.3 4.1 6.6 6.0 5.2
-  Zntarnai • - - •
-  Extarnal «m - — — _
Tranafara 2.9 3.6 2.0 3.0 3.9 3.9 3.6 -

8. Currant Savinea 18.9 16.8 10.0 10.1 16.4 14.9 9.4
4. Caoital Exoandltura 18.8 16.2 20.7 14.4 11.2 12.1 16.4 z
6. Public Sector Deficit -0.6 0.3 10.4 8.6 -4.8 - 3.3 6.1

(excluding 'interest *
payments) -4.4 -4.0 6.1 -0.6 - 11.3 - 9.9 0.9 -

6. Flnsneinc 
-  Internal 5 ’ 5 z — z z —
-  Extarnal - - - - - - - -

7. Central Bank Losses am am 2 «a - 2 .
8. Total Deficit (>6+7) z z z z z z z
9. Inflation Tax (111) 8.6 2.0 1.4 1.6 4.1 1.4 2.9 -
Ul. Total Public Debt - = -  • mm - = - -

B. MONEY GROWTH, INFLATION AND INTEREST RATES (X)

1. Money Growth (Dec/Dec)
Monetary Base 6.6 17.1 17.6 28.2 26.8 2.7 - 18.2 16.4Money (Ml) 18.8 9.6 6.6 20.7 23.8 8.1 5.1 23.1
Domestic Credit (net 68.0 18.2 26.0 - 16.6 21.4 -66.1 34.6 -8.1of quasi money)

2. Prices (Dac/Dec)
9 1 19.6 11.0 7.8 7.0 18.3 6.7 12.3 36.1
Exchange Rata 0.0 0.0 0.0 0.2 74.4 . 0.0 98.3 0.0

8. Nominal Interest Rato _
(landing rata) * "■* *
Real Interest Rata ca - • as • « » •



*
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A b s t r a c t

This paper discusses several aspects of Latin America's adjustment 
process following the debt crisis. Some of the issues addressed include the 
role of the international financial system, the role of the IM F and the 
World Bank, and the costs of the adjustment. The discussion also deals 
with individual countries’ experiences, with special emphasis on the 
heterodox anti-inflationary programs.



Sebastian Edwards 
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I . Introduction

As we enter the final years of the 1980s we find the Latin American 

countries struggling to get back on their feet. After what seemed to be an 

auspicious beginning, the decade has become an economic nightmare for the 

region; in the last few years it has suffered the worst recession since the 

1930s. What in August 1982 -- when Mexico disclosed its financial d ifficu l­

ties -- seemed to be an isolated case of temporary illiquidity soon spread 

out to most of the developing world, placing the stability of the 

international financial system in serious jeopardy. The adjustment process 

followed between 1982 and 1987, which can best be described as emergency 

stabilization, has been extremely costly; real income per capita experienced 

steep declines in most countries.^

A direct effect of the crisis has been the mushrooming of books, 

pamphlets and manifests dealing with different aspects of the problem. Some 

of this literature is of a remarkably high quality, some will be quickly 

forgotten and a non-trivial proportion is plainly awful. In this article I 

review a small number of volumes that in one way or another deal with the 

crisis. Many of them are collections of articles, making the reviewer's 

task rather difficult. The different components of these books not only 

differ in quality, but many times they also lack unity. For this reason I 

will deal with these collections in a rather selective way; I will dwell on 

some of the essays and will almost ignore others. I will try, however, to 

provide an assessment of each volume as a whole.

T H E  D E B T  C R I S I S  A ND E C O N O M IC  A D J U S T M E N T  I N  L A T IN  A M E R IC A



The article is organized as follows: in Section II I deal with the

role of the international monetary system in the unleashing of the crisis. 

Section III focuses on the specific role of the International Monetary Fund 

(IMF) and its policies. In Section IV I review individual country 

experiences, placing particular emphasis on the recent attempts to implement 

unorthodox stabilization programs ( i .e . ,  the Austral and Cruzado plans and 

the APRA experience in Peru).

I I . The International Monetary System T-afMn America's Development
Strategies and the Debt Crisis

The book by Griffith-Jones and Sunkel (Debt and Development Crises in 

Latin America: The End of an Illusion) constitutes an ambitious attempt to

insert the debt crisis within the evolution of the international monetary 

system. In a nutshell the authors' position can be summarized as follows: 

the debt crisis is a representation of a broad and deep crisis of the inter­

national monetary system and of the development strategies followed by the 

developing world in the last decades. Consequently, they argue, a solution 

to the debt crisis presupposes reforming the international monetary system 

and drastically changing the focus of the developing strategies. With 

respect to the international monetary system the authors point out three 

areas of failure: f ir s t ,  it  has been unable to provide to the LDCs the

amounts of funds "required" to achieve their development targets. Second, 

capital flows to the developing countries have been procyclical, making it  

difficult for these countries to use foreign funds to face world recessions. 

And third, contrary to the 1950s, 1960s and 1970s, in the 1980s we have not 

witnessed the emergence of a new financial sector that would have led the 

world out of the crisis . The book contains abundant statistical  

information, and the authors provide a fairly detailed plan for reforming



che international system.

Griffith-Jones and Sunkel have written a nostalgic book whose tone 

evokes the earliest structuralists thoughts of the 1950s and 1960s. None of 

the criticisms of structuralism of the last two decades, nor the develop­

ments introduced by the neostructuralists in the last few years can be found 

here. The book contains a number of claims that are either inaccurate or 

unsupported by empirical evidence. For instance, on page 11 the authors 

sustain that in response to the crisis the Latin American nations implement­

ed "restrictive policies . . .  to stabilize the balance of payments and keep 

the economies open" [emphasis added]. However, it  is well-known by careful 

bbservers of the Latin American economic scene that the vast majority of 

countries in the region imposed extremely restrictive trade, capital and 

exchange controls ( i . e . ,  they closed their economies) as a response to the

crisis. Only very recently, and slowly, some countries are venturing into
2trade liberalization reforms. Another example can be found on pages 61-62 

where the authors claim that banks made large monopolistic rents in the 

rescheduling process. Certainly, the brief paragraph in Chapter 8 (pages 

113-114) does not provide a rigorous empirical verification of the hypo­

thesis. In fact, in a recent extensive empirical study that covers a large 

number of banks and loans to the LDCs, Ozler (1988) found that although 

banks made above normal profits for the reschedulings of the 1970s, they 

made below normal profits during the reschedulings that followed the 1982 

crisis .

Given the authors backgrounds and previous writings, it is puzzling 

that this book makes so l i t t le  reference to historical events. Latin 

America's economic history is replete with debt crises. Although very few 

episodes exhibited the depth and seriousness of the current crisis , there



are many lessons that can be learned from the past. A fascinating 

literature on the subject has emerged in the last few years. Just to 

mention two studies, Eichengreen (1988) discusses why in the 1930s the 

debtor countries failed to form a united front to negotiate with their 

creditors; at the end in the 1930s, as in the 1980s (at least up to now) the 

case-by-case approach was adopted. Lindert and Morton (1988) have shown 

that after the debt crisis of the 1930s the international financial 

community failed to differentiate between "well" and "bad" behaved debtors. 

Even those countries that kept current in their payments were subject to 

"penalties", and did not have access to voluntary lending. Naturally, this 

information is extremely valuable when evaluating the costs involved in not 

paying all or part of the debt.

Tsoukalis and Posner have put together collections dealing with the 

international monetary system. Although the aim of both of these volumes 

goes beyond the developing countries and the debt crisis, they contain some 

interesting articles on the poorer nations. The Tsoukalis volume (The 

Political Economy of International Money) contains three articles that are 

particularly relevant. In a highly informative paper Susan Strange analyzes 

the evolution of the monetary system from the mid-1970s to the mid-1980s.

This paper provides a much needed survey on the evolution of the views of 

different schools of thought. According to Strange monetary mismanagement 

in the industrialized world is at the core of many of the current interna­

tional problems. She persuasively argues that the current wave of 

protectionism in much of the industrialized world is one of the most serious 

consequences of their lax monetary policies. In the same volume Bird and 

Killick provide a summary of their research on the role of the International 

Monetary Fund in developing countries' macroeconomic adjustment. (Section



Ill of this review article deals specifically with the IMF.)

Finally, Lewellyn discusses the role of private banks. There is no 

doubt that understanding the behavior of private banks is an essential 

component of any serious evaluation of the role played by the international 

monetary system in the unleashing of the debt crisis. Lewellyn provides 

some helpful elements towards the fulfillment of this task. He starts by 

pointing out that two major developments in the 1970s were the shift from 

bond to bank financing, and from official to private sources of funds. He 

argues that after some years of smooth functioning the system faced a 

confidence problem in the early 1980s. There was mounting concern on the 

poorer countries' ability to service their debts. Lewellyn goes on to 

question the adequacy of the case-by-case approach towards solving the 

crisis that followed in 1983-84. He argues in favor of a long term solution 

that would include some reforms of the international monetary system, 

including taking provisions to avoid a similar crisis in the future.

Overall Tsoukalis has put together a useful volume. Among the chapters 

fcot reviewed above I particularly recommend Williamson's piece. By focusing 

os the role and activities of international economists he masterfully 

discusses important aspects of the sociology of the economic profession.

The Posner book (Problems of International Money. 1972-1985) is a 

Mtural complement for the Tsoukalis volume. Many authors appear in both 

SOllections, and there is an unavoidable sense of delà vu. What makes 

Bssaer’ s book interesting in its own right is that it  brings together art- 

ItU» by a number of senior IMF officials  and some of the most persévérant 

Itad critics. The book is in fact a joint venture of the IMF and the 

OUT seas Development Institute, a London research institution directed by

Killick a well-known Fund critic . Although not directly related to the



LDC debt the paper by G.G. Johnson on Fund surveillance is particularly 

interesting since it  clearly explains the evolution of the Fund's role after 

the abandonment of the Bretton Woods system. One gets a clear impression 

that the abandonment of the fixed exchange rates system in 1973 provoked a 

serious process of soul-searching at the Fund; all of a sudden it was not 

clear what was the role of the institution. What is ironic, perhaps, is 

that the debt crisis and the concomitant need for massive macroeconomic 

adjustment in the LDC's has given a new and important role to the Fund. In 

another paper, Michael Dooley provides an interesting study of the role of 

international reserves in the international monetary system. His analysis 

of the currency composition of reserves holdings by a large number of LDCs 

is particularly interesting, since it  uses data not generally available to 

academic researchers. Dooley, however, says very l i t t le  about the nature of 

the optimizing problem that gives rise to a demand for international liquid­

ity by the developing countries. What he says is , in fact, tautological: 

"Countries tend to adjust their reserves holdings until the benefits derived 

from such holdings are equal, at the margin, to the net cost of holding 

them" (p. 108). One can only hope that any junior majoring in economics 

would, under pressure ( i . e . ,  in an exam), be able to say that much!

Killick and Tsoukalis argue in their respective contributions that one 

of the most serious flaws of the international monetary system is the lack 

of symmetry in international adjustment; surplus countries should share the 

burden of adjustment with deficit countries. By doing this, they argue, the 

world economy as a whole would benefit. The authors, however, don't discuss 

bow this symmetric adjustment can be enforced. I f  surplus countries have 

Sot yet willingly participated in a major program along these lines, what 

Muld make them participate? How can free-rider problems be avoided? None



of these questions is addressed in this book. In fact, ignoring the 

international political economy dimensions of this problem constitutes the 

major shortcoming of an otherwise interesting volume.

Perhaps one of the most important question regarding the debt problem 

is why the unfavorable external terms of trade and interest rate shocks -- 

which had a recent historical precedent in the 1975 world recession *- have 

resulted in the unleashing of such a major crisis that has brought regional 

growth to a halt for a number of years? Why weren’ t the Latin American 

countries able to quickly recover as they had done after the even more 

severe 1975 world recession? In a characteristically stimulating article in 

the Thorp and Whitehead volume, Diaz-Alejandro argues that the shocks of the 

1980s were greatly compounded by the "breakdown" of the international 

financial system that occurred in 1982. Contrary to 1975, when the Latin 

American nations "borrowed" themselves out of the recession, in 1982 the 

financial community cut the flow of loans to Latin America, rather than 

increasing i t .  Diaz-Alejandro goes as far as saying: " [W]hat could have 

been a serious but manageable recession during the early 1980s in Latin 

America has turned into a major developing crisis mainly because of the 

breakdown of international financial markets and an abrupt change in condi­

tions and rules for international lending" (Thorp and Whitehead, 1986, 

p. 12). This is , in fact, the view taken by the majority of the 

contributors to the volumes reviewed in this section.

Although these authors are right when pointing out that the 

international financial system exhibited some serious deficiencies in the 

period surrounding the crisis , it  is not clear whether there was a complete 

'breakdown". Of course, the reason why Latin America could "borrow" itse lf  

out of the recession in 1975 and could not do it  in 1982 is that in the late



1970s and the first years of the 1980s Latin America borrowed so much that, 

when the 1982 recession erupted, most of these countries had already used 

their borrowing capacity. Perhaps the main inefficiency of the system was 

that international banks failed tc exercise the nrudence traditionally 

associated with bankers. They massively lent to Latin America in the mid- 

to late-1970s, disregarding issues as important as how the funds were being 

used ( i .e . ,  to finance investment or to fuel capital flight), and whether 

the countries were following "sound" policies. Indeed, in the process of 

competing to recycle the abundant petrodollars the banks literally "pushed" 

loans down the throats of the Latin American countries. The result was a 

highly procyclical lending pattern. A second area of inefficiency was that 

when the crisis actually erupted, the banks failed to distinguish between 

the different Latin American nations; the banks exhibited a remarkable herd 

instinct pulling out simultaneously from the region as a whole. Even 

Colombia, a country without major problems is finding it  increasingly 

difficult to get their loans rolled over.

Now that the collapse of the international monetary system has been 

aborted the most important outstanding issue refers to working out debt 

relief packages (including debt forgiveness) that would alleviate the burden 

of making huge transfers and would solve the debt overhang problem. Whether 

banks will participate willingly in such a scheme is not clear. Sadly, 

recent evidence suggests that shortsightedness is one of the banks more 

prominent characteristics.

I l l . The Role of the International Monetary Fund

The International Monetary Fund (IMF) is a mysterious, and often feared 

institution. Among the many myths that surround it ,  perhaps the best known



and least accurate is that its staff: members fly around the world (First 

Class, naturally) imposing unnecessarily harsh adjustment policies to the 

poor countries. This, of course, is far from the truth. Strictly speaking

the Fund has no real power to impose any policy. The Fund is, however, a

combination of a financial examiner and an international lender of last 

resort. Member countries that face financial difficulties approach the Fund 

for short and medium term financial help. Before providing such assistance, 

and this is the catch, the Fund requires from the country an agreement that

the "house will be put in order". This usually means undoing the policies

that in the first place led into financial trouble, or adjusting to new 

international circumstances in those cases when the difficulties have an 

external origin. Most times these programs call for devaluation, credit 

restraints, regaining fiscal discipline and hiking public enterprises 

prices. Only when this agreement has been reached does the IMF disburse 

part of the money. Further disbursements are made after the Fund is 

satisfied that the country is indeed following the agreed upon policies.

This concept of tying financial assistance to a certain policy package is 

know as IMF conditionality. Three of the books and several of the essays 

reviewed here deal with this issue.

Critics of the Fund have traditionally argued that IMF policies 

narrowly focus on short term financial and external targets paying l i t t le ,  

i f  any, attention to growth. In his new book (The International Monetary 

Fund and Latin America: Economic Stabilization and Class Conflicts) , Manuel

Pastor criticizes both the Fund and its traditional critics. Taking a neo- 

Marxian perspective Pastor argues that the critics excessive focus on growth 

(or lack of it) is misplaced, and that the most serious limitation of Fund 

programs refers to their disregard for income distribution and for poverty.



In many ways Pastor's book is a refreshing contribution. First, he has 

attempted to make his neomarxian view accessible to those that are not 

initiated into the political slang of the marxian le ft . Second, and 

contrary to so many Latin American marxists, Pastor makes a serious effort 

to document with empirical evidence his theoretical and analytical claims. 

However, the author's enormous enthusiasm -- which is what makes the book 

refreshing -- is also its main limitation. The style and the inability to 

follow the arguments all the way through constantly remind the reader that 

this book has grown directly (and with l i t t le  revisions, I would guess) from 

the author's doctoral dissertation. Obviously, the fact that this work is 

based on a Ph.D. thesis is not a drawback on itse lf . Many modern classics 

in the social sciences had their origins in doctoral research. Pastor, 

however, has not polished the material sufficiently.

The most interesting part of this book is contained in Chapter 4 where 

Pastor presents empirical findings regarding the effects of Fund programs 

(both stand-by and Extended Fund Facility) in 18 Latin American countries. 

Using a battery of statistical tests he finds that Fund programs have 

improved the balance of payments, have not improved the current account, and 

have reduced labor shares in real incomes. With regard to real growth he 

finds that there is no clear cut evidence. The most important new result, 

and the one on which Pastor focuses most of his remarks, is that Fund Dro- 

grams b=^e a negative e f^ 'V  on income distribution. Although highly useful 

the analysis has some methodological limitations. First, it  is concentrated 

on the very short run, looking only at what happens one year after the 

program. Undoubtedly some of the Fund policies, and especially those geared 

at aggregate supply, take a longer period of time to bear fruit. Second, 

the analysis is based on a before and after methodology, where values of the



key indicators before and after the programs are compared; no effort is made

to separate the effect of Fund programs from those stemming from other

disturbances. Third, the author does not provide a coherent "counterfact-
3ual” adiustment policy.

Margaret de Vries was, until her recent retirement, the official

historian of the International Monetary Fund. In her new book she traces

the evolution of the Fund's involvement with adjustment programs from 1945

to 1986. The approach followed is historical, and de Vries makes great

efforts to document a number of small details regarding Fund operations.

This attention to minutia makes the book somewhat boring to those interested

in the big picture and not in the day-to-day working of the Fund. However,

what is interesting about this book is the chronicle of the evolution of the

Fund from its original role, as envisaged by the Articles of Agreement, to

its recent participation in the debt crisis. What emerges from these pages

is a rather dynamic institution that has been able to adapt to new times and

even to invent new tasks for itse lf  (surveillance, for example) when, after

the breakdown of the Bretton Woods system its own raison d'etre was under

question. The book failed, however, in addressing any of the criticisms
4that have been made about Fund operations throughout the years.

SELA's El FMI, el Banco Mundial v la Crisis Latino Americana includes a 

collection of articles, mostly by prominent Latin American economists, 

dealing with the Fund and the World Bank relations with the Latin American 

countries. The general tone of the book is critical and a number of reform 

proposals are offered. The book contains three general articles by Edmar 

Bacha and Miguel Rodriguez Mendoza, Bacha, and Richard Feinberg and Bacha, 

as well as articles dealing with specific countries relations with these 

institutions -- Argentina, Brazil, Colombia, Jamaica, Mexico, Peru and the



Dominican Republic. Although the criticisms of the Fund presented here are 

not new, I found Bacha's article on reforming IMF operations particularly 

interesting. The most important changes he advocates refer to: (1) imple­

menting two-tier conditionality -- one tier for variables expressed in 

foreign exchange and one for variables in domestic currency; (2) adopting 

"inverted conditionality" where the local authorities offer their program 

and the IMF monitors its achievement; and (3) adopting an analytical 

framework to formulate programs that incorporate the development of the 

1960s and 1970s on disequilibrium macroeconomics. There is no doubt that 

Bacha is a formidable critic of the Fund; he understands its operation and 

has thought carefully about alternatives. His proposals, however, are 

impractical and, I would even say somewhat naive. Why would the IMF (or, to 

put it  more brutally, its larger members), agree on adopting the most 

radical reform propositions?^ The answer to this question lies on the realm 

of international political economy, an area completely absent from this 

volume. In addition a number of Bacha's propositions are doubtful from a 

purely economic point of view. For example, the economics profession has 

largely abandoned disequilibrium models. After a promising beginning it  has 

been found that these models are difficult to manipulate and that they often 

fa il  to provide useful insights. Also, it  is unclear whether it is useful 

to dichotomize the functioning of an economy between "variables expressed in 

foreign exchange" and "variables in domestic currency". The general 

equilibrium interrelations in modern economies are extremely complex; there 

is l i t t le  doubt that the evolution of "domestic currency" variables such as 

inflation will have an impact on foreign sector variables.

In spite of its limitations which include the disregard for 

international political economy aspects and considerations about the modern



theory of policy making in an uncertain environment, this is a valuable 

volume. The country chapters provide a number of details regarding Fund 

operations in Latin America -- including the contents of many letters of 

intent -- that cannot be found elsewhere.

IV. Country Experiences with Adjustment

Thorp and Whitehead's volume (Latin American Debt and the Adjustment 

Crisis) is the third in a series dealing with different aspects of adjust­

ment in Latin America. As its two predecessors this book contains a number 

of country specific chapters as well as a couple of essays dealing with the 

region as a whole. The countries covered are Argentina, Brazil, Chile, 

Colombia, Peru and Mexico; in addition there is a chapter on the Central 

American nations. The unifying theme is the limitations of "orthodox" 

adjustment policies. These are described as policies centered around the 

need to impose fiscal discipline and restraining domestic credit creation. 

What makes this volume particularly interesting is that these essays were 

written before the different "heterodox" programs (the Cruzado and Austral 

plans and the APRA program) were implemented in full force. In fact a 

recurrent theme throughout the volume is the belief that inflation is an 

"inertial" phenomenon. The authors of these essays express great confidence 

that such heterodox plans would succeed and greatly help adjustment in the 

region. History has shown that their confidence mainly reflected wishful 

thinking. At the time of these writing there is wide agreement that these 

plans were a big flop. Their failure, however, does not necessarily reflect 

an incorrect diagnosis --  in fact there is l i t t le  doubt that in Brazil 

inertia is a crucial force -- but rather very poor implementation. I will 

return to this theme below when reviewing the special issue of El Trimestre



Económico devoted to the heterodox programs.

On the whole Thorp and Whitehead have produced a valuable volume that 

not only contains a wealth of information about recent macroeconomic deve­

lopments in the region, but also provides a glimpse of what some prominent 

Latin American economists -- some of which may be called to hold public 

office in the years to come -- think about a number of key issues. It 

should be noticed that the selection of the contributors reflects the 

particular views of the editors; there is a fair amount of Fund bashing and 

skepticism on the efficiency of markets.

The chapter by Carneiro on Brazil provides an interesting account of 

the Brazilian negotiations with the IMF. He clearly points out how this 

process can be draining for the local authorities, and agrees with the 

authors of the SELA volume about the difficulties usually found in achieving 

the domestic targets. Perhaps the most important point made by Carneiro is 

that since most of the Brazilian debt is government debt, its payment will 

require a transfer from the private to the public sector. This is in fact 

one of the most serious and least understood aspects of the crisis: the

debt crisis is as much a domestic fiscal problem as an externa] problem. 

Carneiro's chapter is full of references to the inertial aspects of 

inflation and the needs to tackle the indexation mechanism in order to 

achieve a semi- permanent solution to the inflation problem. The Ros 

chapter on Mexico provides a large amount of information, and focuses on the 

role of capital flight in the Mexican crisis. This is an important issue 

since it  clearly points out that those that benefited from the acquisition 

of the debt are not the ones that are now shouldering most of the cost_s 

implied in paying it . Surprisingly the essays in this volume do not devote 

much space to discussing this key issue.



In his chapter on Chile's economic policy under Pinochet, Whitehead 

analyzes the causes behind the collapse of the Chilean economy in 1982.

After discussing the roles of exchange rate and monetary policies he devotes 

a section of the chapter to analyze the relation between the economic policy 

and the political nature of the Chilean regime. He argues that given the 

dictatorial and right wing nature of the government we should not be surp­

rised by the inflexibility and dogmatism exhibited by the Chilean economic 

team -- the so-called "Chicago boys"1.^ Whitehead's argument goes as 

follows: since Pinochet's initial goal was to destroy the Allende legacy

and to institute a free market system, the "Chicago boys" pushed the free 

market reforms at maximum speed, without any regard for their short and 

medium term consequences. He goes as far as -aying that "high unemployment 

might actually have some attractions for the Chilean regime as a policy 

objective” (page 146). I find this view so far-fetched, that I can only 

compare it  to the hypothesis entertained by the Chilean extreme right 

regarding the economic policies of the Allende government. According to 

this hypothesis Allende's Economics Minister Pedro Vuskovic deliberately 

designed a policy package aimed at destroying the Chilean capitalist 

economy; from its ashes a new socialist economy was to be built. Of course 

all of this is rubbish.

In interpreting economic policymaking during Pinochet, Whitehead 

altogether misses a crucial point: although Pinochet and the Chilean armed

forces were strongly anti- communist, or more accurately anti-Marxist, 

initially they were not in favor of a free market system. In fact it  is 

well known that the Chilean military had traditionally been highly national 

istic  in economic matters, and that they favored some type of indicative 

planning and an important government role in the economy (see Edwards and



Edwards, 1987, Ch. 4). a key question is why did the military end up 

embracing the policies of the "Chicago boys"? Why didn’ t they draw from the 

Christian Democrats program? After all, that party initially supported the 

coup and many of its militants participated in the government economic team. 

The "Chicago boys" were able to retain the military's confidence only to the 

extent that their policies "worked” in the sense of reducing inflation, and 

especially after 1975, generating growth. The policy mistakes that 

contributed to the collapse of 1982 were not the result of a conspiracy to 

starve the working classes, but rather the result of technical miscalcula­

tions that were fueled by arrogance. As I have argued elsewhere the 

dictatorial nature of the regime contributed to the maintenance of these 

incorrect policies for a long period of time (Edwards and Edwards, 1987).

WTiitehead's article ends with a pessimistic assessment of the medium 

terms prospects for the Chilean economy. However, and to most observers 

surprise, in the last few years the Chilean economy has recovered with great 

vigor. At this junction Chile's problem is not strictly the economy but 

more fundamentally the political future of the country. When this article 

is published we will already know whether the Chilean people has succeeded 

in defeating the odds, and manage to head back towards democracy.

Although due to space considerations 1 cannot go in detail into the 

other chapters in this book, I strongly recommend Ocampo's chapter on 

Colombia. In a characteristically lucid style Ocampo analyzes how (and why) 

Colombia was spared from the general collapse of the Latin American econom­

ies. Unfortunately, recent developments, and in particular the hard-to- 

understand attitude of the private banks, may show that Ocampo's cautious 

optimism for Colombia’ s future was premature.



One of the most important lessons emerging from Latin America's 

macroeconomic experiences during the 1980s has to do with the dynamics of 

high inflation. As the IMF staff dealing with Brazil learned the hard way, 

in highly indexed economies inflation acquires a life  of its own; inertial 

forces become dominant and the monetary authorities have l itt le  alternative 

but to validate these inertial pushes. The book by Bresser Pereira and 

Nakano (The Theory of Inertial Inflation: The Foundation of Economic Reform

in Brazil and Argentina') deals with the theory of inertial inflation, while 

the articles of the special issue of El Trimestre Economico edited by Jose 

Antonio Ocampo deals with recent anti-inflationary programs in Latin America 

with special emphasis on the heterodox programs of Argentina, Brazil and 

Peru. Both volumes are highly recommended; they clearly capture an 

important new view on inflation.

In their book Bresser-Pereira and Nakano rightly note that in order to 

fully understand chronic inflationary processes it  is necessary to go beyond 

the narrow realm of economics and tackle political and distributive issues. 

Indexation is nothing more than the institutionalization of a defense 

mechanism. Indexation can, however, become so entrenched as to alter the 

dynamics of inflation. In these cases ( i .e . ,  Brazil), inflation can only be 

reduced i f  the economy is de-indexed. There is l i t t le  doubt that the 

Cruzado and Austral plans were based on the correct diagnosis regarding the 

role of indexation. The implementation of both plans, however, badly erred 

in not enforcing the reauired demand management policies alongside the 

incomes policies and the heterodox shocks. Bresser-Pereira and Nakano have 

a point when they argue that the orthodox approach that relates fiscal 

deficits to money creation, and money creation to inflation is very 

simplistic anH almost tautological. But, it  is exactly because it is a



tautology that it cannot be ignored when implementing a stabilization 

program. It doesn't matter how many heterodox shocks are applied, i f  the 

fiscal finances are not put in order inflation will not go down; ignoring 

this principle is not only bad economics but also irresponsible politics. 

Most of the Latin American democracies are too fragile as to put them at 

risk with irresponsible economic policies.

The more interesting, and troubling, contributions to the special issue 

of El Trimestre Economico are the articles on Peru by Richard Webb, Jurgen 

Schuldt and Rosemary Thorp. In August of 1985 the newly elected government 

of President Alan Garcia instituted a new and "heterodox" anti-inflationary 

plan. The APRA had inherited a crippled economy with an annual rate of 

inflation that exceeded 200%. The Peruvian experience, however, has been 

significantly different from that of the other two heterodox cases --  

Argentina and Brazil. First, in Peru wage and price indexation was not 

generalized and did not constitute a serious problem. Second, in Peru the 

economy had become highly "dollarized" during the last couple of years of 

the Belaunde government. Third, early on Peru reduced its foreign debt 

burden by limiting interest payments to approximately 10% of exports. And 

fourth and most important, the Peruvian program went well beyond reducing 

inflation; it was really a development plan whose ultimate aim was to 

redirect the Peruvian economy. Of the three articles on Peru in this 

collection Rosemary Thorp's is the most interesting one. Thorp has for a 

long time been a student of the Peruvian economy, and in this article she 

provides a clear description of the rationale behind the APRA program. It 

is difficult to understand, however, why even in the light of the very poor 

results of the program she insists on calling it a "success" (page 366).



The Peruvian program consisted of the following key measures: price

freeze, wage rate increases, tax cuts, exchange rate pegging, reduced pay­

ments on foreign debt interest, and an increase in government expenditure.

The program was put together in a hurry. As Webb explains it  was only 

presented to Garcia on July 31, 1985; the main measures were implemented 

during the first week of August, 1985.

As Dornbusch (1988) has recently pointed out, the Peruvian program 

completely disregarded every basic principle in economics. For instance, 

its architects argued that the fiscal deficit has no effect on inflation.

As an act of faith they pointed out that the Peruvian fiscal deficit was not 

a cause, but rather a consequence of inflation. What evidence backed this 

assertion? Certainly not the existence of indexation, since as Thorp 

recognizes this was not important in Peru. An important element of the 

Peruvian program was the belief that the economy had large "unutilized 

capacity" and that, consequently, higher aggregate demand -- stimulated via 

hikes in domestic credit -- need not be inflationary. All it takes, the 

argument goes, is to freeze prices and increase wages to the right groups. 

However, history has shown time and time again that this policy has a very 

short-run positive effect on output. As soon as inventories are exhausted 

and foreign exchange is used up, a serious process of repressed inflation 

takes over. The external sector enters into a crisis, the real exchange 

rate becomes seriously overvalued, severe exchange and trade controls are 

imposed and the productive side becomes highly distorted. The formal sector 

shrinks and the underground economy thrives. As activities shift into the 

informal sector, sources of taxation disappear. The fiscal deficit broadens 

and inflationary pressures become more important. Sadly, a vicious circle 

develops, and getting out of it becomes increasingly difficult. This is



exactly what has happened in Peru; the country is rapidly approaching 

economic and political suicide.

Why didn't the architects of the program or their academic advisors 

anticipate these developments?7 The problem, I think, is that they failed 

to learn the lessons from recent Latin American history. As it  turns out 

the Peruvian program has a recent predecessor in the Unidad Popular program 

in Chile. The unutilized capacity diagnosis, the skepticism regarding the 

fiscal sources of inflation, the price freezes, the overvaluation of the 

exchange rate and the populist hike in wages, just to mention some elements, 

were all present in_Allênde' s program. As any careful student of Latin 

America knows, the Unidad Popular program quickly resulted in unsustainable 

economic pressures, repressed inflation and a major crisis that ultimately 

helped trigger the coup that led to 15 years of Pinochet. One can only hope 

that President Garcia will have the vision as to change course before it  is 

too late. Democracy is too precious to risk it  by implementing economic 

policies that have proven to be a disaster.



f o o t n o t e s

Ôn the debt crisis see, for example, the collection of articles

forthcoming in Edwards and Larrain (1989) and Sachs (1988).
2
See, for instance, the discussion in my forthcoming article in Sachs 

(1988) debt volume.
3
The emphasis here is on "coherent". Pastor, of course, pushes the 

Marxist view that only structural (revolutionary) changes will in the end 

solve these problems. History, however, is stubborn and has shown that even

socialist countries cannot escape the need to adjust when facing imbalances.
4Notice, however, that through the years the Fund has been receptive to 

criticisms and has made effort to establish an intellectual dialogue with 

the critics. In fact, the Posner volume reviewed above is a good example of 

this.

^The emphasis here is on "radical". The Fund has, in fact, already 

adopted some of the less radical proposals such as contingent 

conditionality.

^In this section Whitehead is partially reacting to my own view on the 

dogmatism of the "Chicago boys". See pages 140-145 of Whitehead’ s article 

as well as my 1984 article.

^In a recent book, El Perú Heterodoxo: Un Modelo Económico the 

architects of the plan expose the technical underpinnings of the program.

The volume is full of equations and statistical jargon, and a number of 

econometric models of a 1960s vintage are presented and discussed. However, 

these technicalities fail to disguise the lack of economic coherence and 

j udgment.
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1 I n t r o d u c t i o n

T h *  p r o c e s s e s  o f  s t a b i l i s a t i o n  a n d  s t r u c t u r a l  a d j u s t m e n t  i n  d e v e l o p i n g  

c o u n t r i e s  a n d  t h e  f i s c a l  p o l i c y  o p t i o n s  t h a t  a r e  a v a i l a b l e  c a n  b e  

u n d e r s t o o d  o n l y  b y  r e c o g n i s i n g  t h e  o f t e n  e x t r e m e  i n i t i a l  c o n d i t i o n s  f a c i n g  

m any o f  t h e  c o u n t r i e s  c o n c e r n e d .  T h e s e  i n i c i a l  c o n d i t i o n s  a t *  

m a c r o e c o n o m i c  d i s e q u i l i b r i u m ,  b o c h  i n c a r n a i  a n d  e x t e r n a l ,  a n d  s t r u c t u r a l  

d i s e q u i l i b r i u m .

M a c r o e c o n o m i c  d i s e q u i l i b r i u m  i s  a  s y n d r o m e  c o n t a i n i n g  m any o r  m o s t  o f  

c h *  f o l l o w i n g  i n g r e d i e n c s .  ( S e e  e g  A h a a e d  [ 1 9 8 6 1 .  D e r v i s  a n d  P e c r i  

{ 1 98 7  J a n d  S a c h s  [ 1 9 8 7 ] .  A l a r g e  ( a n d  o f c e n  u n s u s t a i n a b l e )  p u b l i c  s e c t o r  

f i n a n c i a l  d e f i c i t .  A l a r g e  s t o c k  o f  e x t e r n a l  d e b t  ( o f c e n  p u b l i c  o r

d e - f a c c o  p u b l i c l y  g u a r a n t e e d ) ,  a n d  s e v e r e l y  r e s t r i c t e d  f u r t h e r  a c c e s s  t o

e x t e r n a l  c r e d i t  o n  c o m m e r c ia l  t e r m s  A h i s t o r y  o f  c a p i c a l  f l i g h t ,

r e s u l t i n g  i n  a  s c o c k  o f  e x t e r n a l  a s s e t s  t h a t  i s  b e y o n d  t h e  r e a c h  o f  th e

d . u e s c i c  f i s c a l  a u c h o r l c i e s .  A l a r g e  i n c i p i e n t  c u r r e n t  a c c o u n t  d e f i c i t ,  

s o m e t im e s  r e p r e s s e d  b y  e x t e r n a l  c r e d i c  r a t i o n i n g  a n d  b y  f o r e i g n  e x c h a n g e  

c o n t r o l s  im p o s e d  b y  c h *  d o m a s c i c  a u t h o r i t i e s .  An o v e r v a l u e d  r e a l  e x c h a n g e  

r a c e .  A h i g h ,  a l t h o u g h  s o m e t im e s  p a r t i a l l y  r e p r e s s e d ,  r a c e  o f  i n f l a t i o n  

a n d  s i g n i f i c a n t  r e c o u r s e  t o  c h *  i n f l a t i o n  t a x  a s  a  s o u r c e  o f  p u b l i c  s e c t o r  

r e v e n u e .  A l a r g e  i n t e r n a l  p u b l i c  d e b t  ( i n  t h e  m o re  a d v a n c e d  d e v e l o p i n g  

c o u n t r i e s )  c o m p e t in g  f o r  s c a r c e  d o m e s c i c  s a v i n g s  i n  a g e n e r a l l y  r e p r e s s e d  

d o m a s c i c  f i n a n c i a l  s y s t e m .  A n a r r o w  a n d  o f c e n  i n e q u i t a b l e  a n d  i n e f f i c i e n t  

p u b l i c  s e c t o r  r e v e n u e  b a s e .  R e a l  w a g e s  i n  e x c e s s  o f  m a r k e c - c l e a r i n g  l e v e l s  

(a n d  f r e q u e n t l y  h i g h l y  i n d e x - l i n k e d )  i n  t h e  f o r m a l  o r  t h e  u r b e n  s e c c o r  a n d  

w i d e s p r e a d  u n a m p lo y a u n c  a n d  u n d e r e m p lo y m e n t  o f  l a b o u r .

S t r u c t u r a l  d i s e q u i l i b r i u m  r e f e r s  t o  c h e  n e e d  f o r  s i g n i f i c a n t  c h a n g e s  i n  

c h *  p a t t e r n s  o f  r e s o u r c e  a l l o c a t i o n ,  p r o d u c t i o n  a n d  a b s o r p t i o n ;  f o r  m a jo r  

c h a n g e s  i n ‘ t h e  m od u s  o p e r a n d !  o f  i m p o r t a n t  m a r k e t s ,  i n c l u d i n g  t h e  d o m e s t i c



f i n a n c i a l  m a r k e c s .  ch a  f o r e i g n  e x c h a n g e  m a r k e t  a n d  c h e  c e r c i s  o f  p r i v a t e  

a c c e s s  c o  e x t e r n a l  c r e d i t ) ,  t h e  d o m e s t i c  l a b o u r  m a r k e t  a n d  t h e  d o m e s t i c  

g o o d s  m a r k e t s :  f o r  f a r - r e a c h i n g  c h a n g e s  : n  t h e  s y s t e m  o :  p r o p e r t y  r i g h c s .

r u l e s .  r e g u l a t i o n s  a n d  la w s  t h a c  g o v e r n  p r o d u c t i o n .  e x c h a n g e  a n d  

d i s t r i b u t i o n  a n d  f o r  c h a n g e s  i n  t h e  s i z e  a n d  s c o p e  o f  t h e  t a s k s  p e r f o r m e d  

b y  t h e  p u b l i c  s e c t o r .

T h e s e  t w i n  d i s e q u i l i b r i a ,  w h ic h  o f t e n  i n t e r a c t  a n d  r e i n f o r c e  e a c h  

o c h e r ,  t e n d  c o  o c c u r  a g a i n s t  a  b a c k g r o u n d  o f  m ass  p o v e r t y ,  r a p i d  p o p u l a t i o n  

g r o w t h ,  a n d  m a j o r  s o c i a l .  c u l t u r a l  a n d  p o l i t i c a l  t r a n s f o r m a t i o n s  

P o l i c l c a l  s t a b i l i t y  i s  o f t e n  i n  d o u b t ,  b o t h  a s  r e g a r d s  t h e  s u r v i v a l  o f  

in c u m b e n t  a d m i n i s t r a t i o n s  a n d  a s  r e g a r d s  t h e  v i a b i l i t y  o f  t h e  v e r y  

i n s t i t u t i o n s  o f  g o v e r n m e n t .  C r e d i b l e  p r e c o m m ic m e n t s  c o  a n y  l o n g - t e r m  

e c o n o m ic  s t r a t e g y  a r e  h a r d  Co com a  b y  i n  s u c h  a n  e n v i r o n m e n t  S c a r c e  

a d m i n i s t r a t i v e  a n d  m a n a g e r i a l  s k i l l s  c r e a t e  f u r t h e r  o b s t a c l e s  c o  t h e  d e s i g n  

a n d  i m p l e m e n t a t i o n  o f  e c o n o m ic  r e f o r m s .

M any o f  t h e  d i s e q u i l i b r i a  a n d  p o l i c y  d i le m m a s  J u s t  r e f e r r e d  c o  h a v e  

b e a n  e n c o u n t e r e d  a l s o  i n  Che i n d u s t r i a l  c o u n t r i e s .  T h e  USA t o d a y  i s  

c h a r a c t e r i s e d  b y  u n s u s t a i n a b l e  f i s c a l  a n d  e x t e r n a l  c u r r e n t  a c c o u n t  

d e f i c i t s .  H y p e r i n f l a t i o n s  o c c u r r e d  i n  A u s t r i a .  G e rm a n y . H u n g a r y  a n d  P o la n d  

i n  t h e  1 9 2 0 s .  M any W e s t e r n  E u r o p e a n  e c o n o m ie s  h a v e  b e e n  d i a g n o s e d  a s  

s u f f e r i n g  d u r i n g  t h e  1 9 7 0 s  a n d  1 9 8 0 s  f r o m  a  w h o le  a r r a y  o f  s t r u c t u r a l  

r i g i d i t i e s ,  s o m e t im e s  r e f e r r a b l e  t o  c o l l e c t i v e l y  a s  " E u r o s c l e r o s i s " , c h a c  

p r e v e n t  a  f u l l  u t i l i s a t i o n  a n d  e f f i c i e n t  ( r e ) a l l o c a t l o n  o f  r e s o u r c e s .

T h e  r a n g e  a n d  s a v e r l c y  o f  Che s t a b i l i s a t i o n  a n d  s t r u c t u r a l  a d j u s t m e n t  

p r o b l e m s  f a c e d  t o d a y  b y  e . g .  t h e  I M F 's  IS  h i g h l y  I n d e b t e d  c o u n t r i e s *  a n d  b y  

a  l a r g e  ntm d>er o f  s u b - S a h a r a n  A f r i c a n  c o u n t r i e s *  a r e  s u c h ,  h o w e v e r ,  c h a t  a 

f r e s h  r e s t a t e m e n t  a n d  a d a p t a t i o n  o f  c o n v e n t i o n a l  m a c r o e c o n o m i c  a n a l y s i s  

f o c u s s e d  o n  t h e s e  c o u n t r i e s '  p r o b l e m s  seem  w s r r a n t e d .



T h i*  p a p a r  i s  b o t h  s e l e c t i v e  a n d  e c l e c t i c  i n  i t s  c o v e r a g e  a n d  i s  o n l y  

i n t e n d e d  a s  a  c a t a l y s t  f o r  a w i d e r - r a n g i n g  a n d  d e e p e r  d i s c u s s i o n  o f  t h e  

i s s u e s  ( s e e  S u i t e r  ¡1 9 8 6 ¡  f o r  a n  a n a l y s i s  f o c u s s e d  o n  d e v e l o p i n g  c o u n t r y  

r e s p o n s e s  t o  a  r a n g e  o f  e x t e r n a l  s h o c k s ) .  T h e  v a r i e t y  o f  e c o n o m ic  s y s t e m s ,  

s t a g e s  o f  e c o n o m ic  d e v e l o p m e n t ,  p r o b l e m s  a n d  p o l i c y  i s s u e s  a m on g  t h e  

d e v e l o p i n g  a n d  n ew  i n d u s t r i a l  c o u n t r i e s  i s  s u c h ,  c h a c  i c  i s  v e r y  h a r d  

I n d e e d  t o  f i n d  a  u s e f u l  m id d le  g r o u n d  b e t w e e n  t h e  S . c y l l a  o f  n i n e t y - o d d  

b o o k - l e n g t h  c o u n t r y  s t u d i e s  a n d  a  d o z e n  e x h a u s t i v e  c o m p a r a t i v e  a n a l y s e s  a n d  

t h e  C h a r y b d i s  o f  a - h i s t o r i c a l . i n s t i t u t i o n - f r e e  a b s t r a c t i o n s . S e c c i ó n  2 

c o v e r s  t h e  e x t e r n a l  a n d  i n t e r n a l  t r a n s f e r  p r o b l e m s .  S e c t i o n  3 c o n s i d e r s  

p o s s i b l e  c a u s e s  f o r  t h e  b r e a k d o w n  o f  t h e  i n t e r n a l  a n d  e x t e r n a l  t r a n s f e r  

p r o c e s s e s .  S e c t i o n  A d e a l s  w i t h  n a t i o n a l  s o l v e n c y  a n d  S e c t i o n  S w i t h  

g o v e r n m e n t  s o l v e n c y  In  S e c t i o n  6 t h e  I n f l a t i o n  t a x  i s  c o n s i d e r e d  i n  som e 

d e t a i l  a n d  i n  S e c t i o n  7 a  r e c e n t  q u a n t i t a t i v e  a p p r o a c h  u s e d  b y  t h e  W o r ld  

B ank  t o  e v a l u a t e  t h e  c o n s i s t e n c y  o f  c e r t a i n  a s p e c t s  o f  a g o v e r n m e n t 's  

f i s c a l ,  f i n a n c i a l  a n d  m o n e t a r y  s t r a t e g y  i s  e v a l u a t e d .

2 .  F i s c a l  p o l i c y  a n d  t h e  e x t e r n a l  a n d  i n t e r n a l  t r a n s f e r  p r o b l e m s

T o  r e d u c e  t h e  e x c e m a l  c u r r e n t  a c c o u n t  d e f i c i t  o r  t o  I n c r e a s e  t h e  

s u r p l u s  i s  t o  i n c r e a s e  t h e  e x t e r n a l  t r a n s f e r .  T o  r e a l i s e  t h i s  i n c r e a s e d  

t r a n s f e r  o f  r e a l  p u r c h a s i n g  p o w e r  c o  t h e  r e s t  o f  t h e  w o r l d  a n  I n f m m l  

r é a l l o c a t i o n  r e a l  r e s o u r c e s  i s  r e q u i r e d :  p r o d u c t i o n  a n d  p r o d u c t i v e

r e s o u r c e s  m u s t  b e  m o v e d  fr o m  t h e  n o n - t r a d e d  g o o d s  s e c t o r  t o  c h e  t r a d e d  

g o o d s  s e c t o r ,  i . e .  t o  t h e  p r o d u c t i o n  o f  e x p o r t s  o r  im p o r t  c o m p e t in g  g o o d s .  

T t i ls  r e q u i r e s  a  d e c l i n e  I n  t h e  r e l a t i v e  p r i c e  o f  n o n - t r e d e d  g o o d s  a n d .  I f  

t h e  c o u n t r y  h a s  a n y  I n t e r n a t i o n a l  m a r k e t  p o w e r ,  a  l o w e r  r e l a t i v e  p r i c e  o f  

e x p o r t s :  t h e  I n c r e a s e d  e x c e m a l  t r a n s f e r  c a n  b e  e f f e c c e d  o n l y  t h r o u g h  a 

l o w e r  r e a l  e x c h a n g e  a n d  a w o r s e n i n g  o f  t h e  t e r m s  o f  t r a d e .  I t  h a s  b y  now



b e c o m e  e s t a b l i s h e d  ( i f  s l o p p y )  u s a g e ,  t o  r e f e r  t o  t h e  i n c r e a s e  i r \  th e  

e x t e r n a l  t r a n s f e r  a s  t h e  e x t e r n a l  t r a n s f e r  I r e l u c t a n t l y  a d o p t  t h i s  u s a g e  

w h e r e  i t  d o e s  n o t  l e a d  t o  a m b i g u i t y  o r  e r r o r

I n  many d e v e l o p i n g  c o u n t r i e s  ( a n d  I n d e e d  i n  s u c h  I n d u s t r i a l  c o u n t r i e s  

a s  t h e  U S A ), an  u n s u s t a i n a b l e  o r  u n d e s i r a b l e  e x t e r n a l  d e f i c i t  t e n d s  t o  b e  

a s s o c i a t e d ,  b o t h  s t a t i s t i c a l l y  a n d  c a u s a l l y ,  w i t h  an  u n s u s t a i n a b l e  o r  

u n d e s i r a b l e  p u b l i c  s e c t o r  f i n a n c i a l  d e f i c i t  T h e r e d u c t i o n  o f  c h e  e x t e r n a l  

d e f i c i t  i n  s u c h  c a s e s  r e q u i r e s  t h e  r e d u c t i o n  o f  t h e  p u b l i c  s e c t o r  d e f i c i t . 3 

T h is  c a n  b e  a c h i e v e d  e i t h e r  t h r o u g h  c u t s  i n  p u b l i c  s p e n d i n g  o r  t h r o u g h  an 

i n c r e a s e  i n  p u b l i c  s a c t o r  c u r r e n t  r e v e n u e s :  t a x e s ,  in c o m e  fr o m  t a r i f f s ,

p u b l i c  s e c t o r  f e e s  a n d  c h a r g e s  e t c .  T h e e x p r e s s i o n  ( i n c e m * ! )  f i s c a l  

t r a n s f e r  w i l l  b e  u s e d  t o  r e f e r  b o t h  t o  g o v e r n m e n t  r e v e n u e  i n c r e a s e s  a n d  t o  

p u b l i c  s p a n d ln g  c u t s . *

T h e  f u n d a m e n t a l  e c o n o m y - w i d e  f i n a n c i a l  b a l a n c e s  i d e n t i t y  i n  e q u a t i o n  

( l a , b )  I s  a  g o o d  p l a c e  t o  s t a r t  a n  a n a l y s i s  o f  t h e  c e n t r a l  r o l e  o f  f i s c a l  

p o l i c y  i n  s t a b i l i s a t i o n  a n d  s t r u c t u r a l  a d j u s t m e n t .

S p  -  I p  ♦ Sc  -  I e  n  CA ( l a )

5

CA ■  TB ♦ ^  p  d ( R * - D * )  ( l b )

S p  i s  p r l v a c a  s a v i n g ,  I p  p c i v a c a  d ó n a s e l e  c a p i c a l  f o r m a c i ó n ,  SG p u b l i c

s a c t o r  s a v i n g .  I G p u b l i c  t a c t o r  d o a s s t i c  c a p i t a l  f o r m a c i ó n .  CA ch a  c u r r a n c  

a c c o u n t  s u r p l u s  o n  C ha b a l a n ç a  o f  p a y a a n c a  a n d  TB ch a  e r a d a  b a l a n ç a  

s u r p l u s ,  a l l  a a a a u r a d  i n  C a r a s  o f  r a a l  GDP u n i t s .  A * I s  n e t  f o r s l g n  a i d

a n d  o c h a r  c u r r a n c  c r a n a f s r  r a c a i p c a  ( s u c h  a a  r a a l t c a n c a a ) ® ,  D* th a  s t o c k  o f  

f o r s i g h  d a b c  a n d  R *  c h a  a c o c k  o f  f o r a l g n  a x c h a n g a  r a s a r v a s .  a l l  d e n o a in a t a d  

i n  C a r a s  o f  f o r a l g n * c u r r a n c y . E 1 *  c ^ *  n o m in a l  a p o c  a x c h a n g a  r a c a ,  p  t h a

d ó n a s e l e  CDP d a f l a t o r  a n d  1 *  t h a  f o r a l g n  n o n l n a l  i n c a r a s c  r a c a .



I c  i s  s o m e t im e s  i n f o r m a t i v e  t o  p r e s e n c  t h e  f i n a n c i a l  f l o w s  in  e q u a t i o n s  

( l a . b )  " c o r r e c t e d "  o r  " a d j u s t e d "  f o r  a s s e t  r e v a l u a t i o n s ,  i  e .  f o r  c a p i t a l  

g a i n s  a n d  l o s s e s  o n  o u t s t a n d i n g  s t o c k s  o f  a s s e t s  *nd  l i a b i l i t i e s  In  

p r a c t i c e  t h i s  m ea n s  c o r r e c t i n g  f o r  t h e  e f f e c c  o f  i n f l a t i o n  o n  t h e  r e a l  

v a l u e  o f  n o m in a l  a s s e t s  a n d  l i a b i l i t i e s  a n d  f o r  t h e  e f f e c t  o f  e x c h a n g e  r a t e  

c h a n g e s  a n d  i n f l a t i o n  o n  t h e  r e a l  v a l u e  o f  f o r e i g n - c u r r e n c y - d e n o m i n a t e d  

f i n a n c i a l  c l a i m s .  W h i le  t h e r e  a r e  n o  i s s u e s  o f  p r i n c i p l e  i n v o l v e d  i n  t h e s e  

m e a s u r e m e n t  o r  p r e s e n t a t i o n a l  c o n v e n t i o n s ,  i t  i s  o f t e n  h e l p f u l ,  s i n c e  

e c o n o m ic  t h e o r y  s p e c i f i e s  p r e f e r e n c e s  a n d  p r o d u c t i o n  t e c h n o l o g i e s  a s  

d e f i n e d  o v e r  r e a l  c o m m o d i t i e s ,  t o  e x p r e s s  o u r  u s e s  a n d  s o u r c e s  o f  f u n d s  i n  

t h e  sam e m a n n e r . S i m i l a r l y ,  m e a s u r in g  t h e s e  a s s e t  r e v a l u a t l o n s - c o r r e c t e d  

s t o c k s  a n d  f l o w s  r e l a t i v e  t o  som e " s c a l e  v a r i a b l e "  s u c h  a s  ( t r e n d )  r e a l  

COP i s  h e l p f u l  w h en  t h e  s c a l e  v a r i a b l e  i s ,  i m p l i c i t l y  o r  e x p l i c i t l y ,  u s e d  

t o  d e f i n e  a  s o l v e n c y  c o n s t r a i n t  o r  o t h e r  f e a s i b i l i t y  c o n s t r a i n t .  T h e s e  

i s s u e s  a r e  c o n s i d e r e d  f u r t h e r  i n  S e c t i o n s  k  a n d  5 .

E q u a t io n s  ( 2 a , b )  b e l o w  i n t r o d u c e  t h e  d i s t i n c t i o n  b e t w e e n  p r i v a t e  a n d  

p u b l i c  e x t e r n a l  d e b t .  T h is  d i s t i n c t i o n  h a s  o f t e n  b e e n  m o re  i m p o r t a n t  

f o r m a l l y  t h a n  s u b s t a n t i v e l y .  T h e d e b t  c r i s i s  s i n c e  1 9 8 2  h e s  b e e n  a  r e c e n t  

r e m in d e r  o f  t h e  f a c t  t h a t  m any d e  J u r e  o r  f o r m a l l y  p r i v a t e  l i a b i l i t i e s  a r e  

d e  f a c t o  p u b l i c l y  g u a r a n t e e d .  P r i v a t e  f o r e i g n  a s s e t s  o f t e n  e s c a p e  t h e  

g r a s p  o f  t h e  d o m e s t i c  f i s c a l  a u t h o r i t i e s .  W h e th e r  o n e  l a b e l s  t h i s  

( p r i v a t e l y  r a t i o n a l )  e x t a r n a l  p o r t f o l i o  d i v e r s i f i c a t i o n  o r  c a p i t a l  f l i g h t ,  

o n e  o f  i t s  c o n a e q u e n c e s  l a  t h a t  t h e  t a x  b a s e  b e c o m e s  n a r r o w e r ,  i m p l y i n g  t h e  

n e e d  f o r  h i g h e r  t a x  r a t e s  o n  t h e  r e m a in in g  t a x  b a s e ,  i n c r e a s e d  r e c o u r s e  t o  

s e i g n i o r a g e  ( t h e  i n f l a t i o n  t a x )  o r  l n c r e a s a d  b o r r o w i n g .

P r i v a t e  a n d  p u b l i c  s a v i n g  a r a  d a f i n a d  i n  ( 2 a . b )



SG » J * T ♦ - i I - i* p (D*c-R*) - CG (2b)

Q i s  d o m e s t i c  in c o m e  o r  p r o d u c e ;  J i s  c h e  c a s h  r e t u r n  o n  t h e  p u b l i c  

s e c t o r  c a p i t a l  s t o c k ;  i  i s  t h e  n o m i n a l  i n t e r e s t  r a t e  o n  d o m e s t i c - c u r r e n c y -  

d e n o a i n a t e d  p u b l i c  d e b t ,  a s s u m e d  t o  b e  h e l d  o n l y  b y  t h e  d o m e s t i c  p r i v a t e  

s e c t o r  ( t h e  C e n t r a l  B ank  i s  i n c l u d e d  i n  t h e  c o n s o l i d a t e d  p u b l i c  s e c t o r  

i d e n t i t y  ( 2 b ) > .  T i s  d o m e s t i c  t a x e s  n e t  o f  c u r r e n t  d o m e s t i c  t r a n s f e r s  a n d  

s u b s i d i e s ;  C ?  i s  p r i v a t e  c o n s u m p t i o n  a n d  CG p u b l i c  s e c t o r  c o n s u m p t i o n .  

i s  p r i v a t e  e x t e r n a l  d a b t  ( i n c l u d i n g  p r i v a t e  s e c t o r  a r r e a r a g e s  a n d  0* G 

p u b l i c  e x t e r n a l  d e b t  ( i n c l u d i n g  p u b l i c  s e c t o r  a r r e a r a g e s ) .  M ote  t h a t

D * •  D *p ♦ D *c  ( 3 )

T h e  t r a d e  b a l a n c e  s u r p l u s  i s  t h e  e x c e s s  o f  t h e  v a l u e  o f  e x p o r t s  o v e r  

t h e  v a l u e  o f  I m p o r t s .  L e t  X a n d  M d e n o t e  e x p o r t  a n d  im p o r t  v o lu m e  

r e s p e c t i v e l y  a n d  P g ,  P jj a n d  P^ t h e  d o m e s t i c  c u r r e n c y  p r i c e s  o f  e x p o r t s .  

I m p o r t s  a n d  n o n - t r a d e d  g o o d s .

A l s o ,  I g n o r i n g  I m p o r t e d  ra w  m a t e r i a l s  s n d  I m p o r t e d  i n t e r m e d i a t e  I n p u t s

PX PK 
TB -  r  X  -  r  M (<*)

v h a r a

a n d

«  -  CH ♦ I »  ♦ 4  *
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( 5 b )



#

Q •  ( FjcQx* PmQn > P ^

F o r  s i a p l i c i c y .  we a p p r o x im a c e  c h a  GDP d a f l a c o r .  P . v i c h  a C o b b - D o u g l a s  

w a ig h c a d  a v a r a g a  o f  ch a  p r i c e s  o f  c r a d e d  g o o d s  P-p a n d  n o n - c r a d a d  g o o d s  P ^ .  

w h e r e  a  I s  t h e  s h a r e  o f  n o n - c r a d a d  g o o d s  I n  CDP.

T h e c r a d e d  g o o d s  GDP d a f l a c o r  I s  a l s o  a p p r o x i a a c e d  w lc h  a  C o b b - D o u g l a s  

w a ig h c a d  a v e r a g e  o f  c h e  p r i c e s  o f  e x p o r c s  a n d  l a p o r c s  w h e r a  0  i s  t h e  s h a r e  

o f  i a p o r c a b l e s  p r o d u c c i ó n  i n  ch a  c o c a l  p r o d u c c i ó n  o f  c r a d a d  g o o d s

F r o a  ( l a , b )  a n d  ( 2 a , b )  we o b c a i n  c h a  f a a i l l a r  a b s o r p c i o n  i d a n c i c i a s  in  

( 9 a , b ) ,  c h a t  c h a  c u r r e n c  a c c o u n c  s u r p l u s  i s  Che e x c e s s  o f  n a c i o n a l  in c o m e  

o v e r  d ó m e s e l e  a b s o r p c i o n  a n d  c h a c  c h e  e r a d a  b a l a n c e  s u r p l u s  e q u a l s  ch e  

e x c e s s  o f  d o a e s c i c  i n c o a s  o v a r  d o a a s c i c  a b s o r p c i o n .

F r o a  ( l a )  a n d  ( 9 a )  wa s e e  c h a c  a n  i n c r e a s e  i n  c h e  c u r r e n c  a c c o u n c  

s u r p l u s  r e q u i r e s  a n  l n c r a a s a  i n  c h a  c o a b l n e d  p r i v a r e  a n d  p u b l i c  s e c c o r  

f i n a n c i a l  s u r p l u s e s  o r ,  a q u l v a l a n c l y , a n  l n c r a a s a  i n  n a c i o n a l  in c o m a  

r e l a C l v e  c o  d o a a s c i c  ( p r l v a c a  p l u s  p u b l i c )  a b s o r p c i o n  T h i s  u n d e r l i n e s  Che 

l i k e l i h o o d  o f  a  f i s c a l  d im e n s io n  c o  a  c u r r e n c  a c c o u n c  I m p r o v e m e n c  : m o s c

m o d a I s  o f  p r l v a c a  • c o n s u a p C io n  b e h a v i o u r  s u g g e s c  c h a c ,  h o l d i n g  c o n s c a n c  

c a s c a ,  c e c h n o l o g y  a n d  a x c e r n a l  p a r a m e c e r s ,  p u b l i c  r e v e n u e  i n c r a a s a s  a n d / o r

0 < a  C 1
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s p e n d i n g  c u t s  w i l l  i n  g e n e r a l  b e  n e c e s s a r y  a n d  s u f f i c i e n t  t o  i n c r e a s e  th e  

sum o f  c h e  p u b l i c  s e c c o r  f i n a n c i a l  s u r p l u s  a n d  p r i v a t e  s a v i n g  The u n  

e x c e p t i o n s  a r e  c h o s e  m o d e ls  o f  p r i v a t e  c o n s u m p t i o n  b e h a v i o u r  t h a t  e x h i b i t  

d e b c  n e u c r a l i c y  s u c h  a s  r e p r e s e n t a t i v e  a g e n c  m o d e ls  o r  o v e r l a p p i n g  

g e n e r a t i o n s  m o d e ls  w i t h  o p e r a c i v e  i n c e r g e n e r a c i o n a l  g i f t  ar.d b e q u e s t  

m o t i v e s .  S u ch  m o d e ls  a r e  e x t r e m e l y  u n l i k e l y  t o  d e s c r i b e  a c c u r a t e l y  p r i v a t e  

c o n s u m p t i o n  b e h a v i o u r  i n  d e v e l o p i n g  a n d  s e m i - i n d u s t r i a l  c o u n t r i e s  

I g n o r i n g  th em  i n  w h a c  f o l l o w s ,  a n d  a s s u m in g  t h a t  p u b l i c  r e v e n u e  i n c r e a s e s  

o r  s p e n d i n g  c u t s  d o  n o t  b o o s t  p r i v a t e  c a p i c a l  f o r m a c i ó n .  f i s c a l  

r e t r e n c h m e n t  w i l l  r e d u c e  n a t i o n a l  a b s o r p t i o n  r e l a t i v e  c o  n a t i o n a l  in c o m e .

E q u a c io n  ( 9 a )  u n d e r l i n e s  t h e  d e s i r a b i l i t y  o f  a c h i e v i n g  a c u r r e n c  

a c c o u n t  im p r o v e m e n t  v i a  a n  i n c r e a s e  i n  in c o m e  r a t h e r  c h a n  t h r o u g h  a 

r e d u c t i o n  i n  a b s o r p t i o n .  T h r e e  c h a n n e l s  a r e  p o t e n t i a l l y  a v a i l a b l e  f o r

t h i s :  ( i )  i n c r e a s e d  d o m e s c i c  o u t p u c ,  ( 2) i n c r e a s e d  f o r e i g n  a i d  a n d  ( 3 )  a

r e d u c t i o n  i n  f o r e i g n  i n t e r e s t  o b l i g a t i o n s ,  e i t h e r  b y  r e d u c i n g  t h e  i n t e r e s t  

r a t a  o n  t h e  e x t e r n a l  d e b t  o r  b y  w r i t i n g  dow n  t h e  d e b c .

A b o o s t  t o  d o m e s t i c  o u t p u t ,  Q . c a n  o e  a c h i e v e d  e i t h e r  b y  t a k i n g  up a n y

s l a c k  d u e  t o  d e f i c i e n t  a g g r e g a t e  dem an d  o r  b y  f i s c a l  o r  o c h e r  m e a s u r e s

a im e d  a t  b o o s t i n g  a g g r e g a t e  s u p p l y .  S i n c e  o u t p u t  a n d  a b s o r p c i o n  n e e d  n o t  

b e  b e h a v i o u r a l l y  i n d e p e n d e n t  o f  e a c h  o c h e r ,  i t  i s  e s s e n t i a l  t o  a d o p t  a 

g e n e r a l  e q u i l i b r i u m  a p p r o a c h  w h en  e v a l u a t i n g  a l t e r n a t i v e  p o l i c i e s  t o  

i m p r o v e  t h e  c u r r e n t  a c c o u n t .  E . g .  s u c c e s s f u l  s u p p l y - s i d e  m e a s u r e s ,  b y  

r a i s i n g  b o t h  c u r r a n t  a n d  p e r m a n e n t  I n c o m e ,  c a n  b e  e x p e c t e d  t o  s t i m u l a t e  

p r i v a t e  c o n s u m p t i o n .  T h e y  m ay a l s o  i n d u c e  a  p o s i t i v e  r e s p o n s e  o f  d o m e s c i c  

p r i v a t e  i n v e s t m e n t .  T h e  n e t  e f f e c t  o n  Che c u r r a n t  a c c o u n t  n e e d  n o t  b e  

p o s i t i v e ,  a b s e n c  f u r t h e r  m e a s u r e s  c o  r a s c r a l n  a b s o r p c i o n .

F i s c a l  X M a s u re s  c o  s t i m u l a t e  o u t p u t  u n d e r  c o n d i t i o n s  o f  K e y n e s ia n

e x c e s s  c a p a c i t y  w i l l  I n v o l v e  e x p a n s i o n a r y  a c t i o n s  s u c h  a s  t a x  c u t s ,  p u b l i c



s p e n d i n g  i n c r e a s e s  o r  e x p a n s i o n a r y  m o n e t a r y  o r  c r a d l e  p o l i c y  m e a s u r e s  t h a t  

( s u b j e c t  t o  w a l l  k n ow n  q u a l i f i c a t i o n s  c o n c e r n i n g  t h a  e x c h a n g e  r a t a  r e g im e  

a n d  t h e  d e g r a a  o f  i n t e r n a t i o n a l  c a p i t a l  m o b i l i t y )  a r a  l i k e l y  t o  w o r s e n  th a  

c u r r a n c  a c c o u n t .

I n c r e a s e d  f o r a l g n  a i d  w i l l  o n l y  im p r o v e  t h a  c u r r a n c  a c c o u n t ,  g i v e n  

o u t p u t ,  i f  som a f r a c t i o n  o f  t h e  a i d  i n f l o w  i s  n o t  s p e n t .  I f  t h e  i n c r e a s e d  

a i d  r e l a x a s  a  f o r e i g n  a x c h a n g a  b o c c l a n a c k  a n d  i f  ch a , a d d i t i o n a l  e x t e r n a l  

r e s o u r c e s  a r a  d e d i c a t e d  t o  t h e  i m p o r t a t i o n  o f  a a s a n c i a l  f o r a l g n  p r o d u c t i v e  

i n p u t s ,  i t  c a n  b o o s t  s u p p l y .  T o  t h a  e x t a n t  c h a t  t h e  i n c r e a s e d  v o lu m a  o f  

p r o d u c t i o n  d o e s  n o t  g e n e r a t e  a m a t c h in g  i n c r e a s e  i n  p r l v a c a  o r  p u b l i c  

s p e n d i n g ,  t h i s  w i l l  im p r o v a  ch a  c u r r a n c  a c c o u n c .

E x a c t l y  ch a  sam a h o l d s  a s  r e g a r d s  ch a  c u r r a n c  a c c o u n c  c o n s e q u e n c e s  o f  a 

r e d u c t i o n  I n  e x c e r n a l  i n t e r e s t  p a y m e n c s .  T ha o n e - f o r - o n a  im p r o v e m e n t  i n  

t h e  c u r r e n t  a c c o u n c  c a u s a d  b y  i n t e r e s t  r a c e  o r  d e b t  r e l i e f  a t  g i v e n  l e v e l s  

o f  o u t p u t  a n d  a b s o r p t i o n ,  w i l l  b a  a u g m e n te d  b y  a n y  p o s i t i v e  s u p p l y  r e s p o n s e  

i n  c o u n t r i e s  w h e r e  p r o d u c t i o n  i s  f o r a l g n - a x c h a n g a - c o n c r a i n a d .  I t  w i l l  ba  

c o r r e s p o n d i n g l y  d i m i n i s h e d  b y  a n y  p o s i t i v a  a f f e c t  o f  d e b t  r e l i e f  o n  p u b l i c  

o r  p r i v e t s  s p e n d i n g .

E q u a t io n  ( 9 a )  a l s o  e m p h a s i s e s  c h a t ,  e v e n  i f  a  r e d u c t i o n  i n  a b s o r p t i o n  

i s  t h e  c u r r e n t - a c c o u n e - i m p r o v i n g  p o l i c y  o f  c h o l e a ,  t h a r a  a r a  s c l l l  a  n u m ber 

o f  w a y s  o f  s k i n n i n g  c h a t  c a t ,  e a c h  o f  w h ic h  w i l l  h a v e  d i f f e r e n t  s h o r t - r u n  

a n d  l o n g - r u n  s u p p l y  c o n s a q u a n c a s  a n d  d i s c r i b u c i o n s l  i m p l i c a t i o n s .  

A b s o r p t i o n  c u t s  c a n  b a  a im e d  a t  p u b l i c  s p e n d i n g  o r  a t  p r i v a t e  s p e n d i n g  a n d , 

w i t h i n  e a c h  o f  c h a s a  c a t e g o r i a s , a t  c o n s u m p t i o n  o r  a t  in v e s t m e n t .  P r i v é e s  

s p e n d i n g  c a n  b a  c u e  b y  r a i s i n g  t a x a s  o r  t a r i f f s ,  b y  c u t t i n g  s u b s i d i a s  o r  b y  

r a i s i n g  t h a  c o s e  a n d / o r  a v a i l a b i l i t y  o f  c r a d l e  t o  t h a  p r i v a t e  s e c t o r .  

T a x in g  I m p o r t e d  l u x u r y  c o n s u m a r  d u r a b l e s  w i l l  h a v e  v e r y  d i f f e r e n t  

d i s t r i b u t i o n a l  I m p l i c a t i o n s  f r o m  c u t t i n g  s u b s i d i e s  o n  th a  s t a p l e  f o o d s



c o n s u m e d  i M l n l y  b y  t h e  p o o r .  T h e  d i s t r i b u t i o n a l  c o n s e q u e n c e s  o í  c h a n g e s  in  

e x h a u s t i v e  p u b l i c  s p e n d i n g  ( e d u c a t i o n ,  h e a l t h  e t c )  stay b e  a s  i m p o r t a n t  a s  

t h o s e  o f  v a r i a t i o n s  i n  c r a n s f e r  p a y m e n t s  o r  t a x e s .  T h e v  s h o u l d  b e  

c o n s i d e r e d  t o g e t h e r  w i t h  Che a l l o c a c i v e  c o n s e q u e n c e s  a n d .  in  

d e m a n d - c o n s t r a i n e d  s e c t o r s  o f  t h e  e c o n o m y ,  t h e  K e y n e s ia n ,  c y c l i c a l  o u t p u t  

e f f e c t s .

T h e s e  d i s t r i b u t i o n a l  e f f e c t s  o f  a b s o r p t i o n - r e d u c i n g  p o l i c y  m e a s u r e s  

c a n  b e  r e i n f o r c e d  o r  o f f s e t  b y  c h a n g e s  i n  t h e  d i s t r i b u t i o n  o f  f a c t o r  

in c o m e s  (w a g e s  o f  d i f f e r e n t  t y p e s  o f  l a b o u r ,  r e n t a l  i n c o m e s  f r o m  th e

o w n e r s h ip  o f  d i f f e r e n t  t y p e s  o f  l a n d ;  p r o f i t s  a c c r u i n g  c o  t h e  o w n e r s  o f  

d i f f e r e n t  t y p e s  o f  c a p i t a l  a n d  r e n t i e r  i n c o m e s ) .  T h is  i s  c o n s i d e r e d  

b r i e f l y  b e l o w  i n  S e c t i o n  3 .

T h e  f i s c a l  d im e n s io n  o f  a  c u r r e n t  a c c o u n t  im p r o v e m e n t  c a n  o n l y  b e  

u n d e r s t o o d  p r o p e r l y  b y  r e c o g n i s i n g  C h a t  p o l i c i e s  c o  I n f l u e n c e  t h e  c u r r e n t  

a c c o u n t  a r e  i p s o  f a c t o  c o n c e r n e d  w i t h  t h e  n a t i o n 's  i n t e r t e m p o r a l  a l l o c a t i o n  

o f  r a s o u r e m a .  I n t e r t e m p o r a l  r e l a t i v e  ( s h a d o w )  p r i c e s  s u c h  a s  t h e  r e a l

i n t e r e s t  r a t a ,  t h e  r a t e s  o f  r e t u r n  o n  o t h e r  a s s e t s  a n d , i n  r e p r e s s e d

f i n a n c i a l  s y s t e m s  w i t h  w i d e s p r e a d  c r e d i t  r a t i o n i n g ,  b o t h  t h e  c o s t  a n d  

a v a i l a b i l i t y  o f  c r e d i t  w i l l  p l a y  a  c e n t r a l  r o l e  i n  t h e  t r a n s m i s s i o n  

m e c h a n is m  b e t w e e n  f i s c a l  p o l i c y  a c t i o n s  a n d  c u r r a n t  a c c o u n t  o u t c o m e s .  When 

e . g .  c h a  d o m e s t i c  f i n a n c i a l  m a r k e t s  a r e  n o t  p e r f e c t l y  i n t e g r a t e d  i n t o  w i t h  

t h e  g l o b a l  f i n a n c i a l  m a r k e t s ,  b o n d - f i n a n c e d  f i s c a l  t i g h t e n i n g  w i l l  t e n d  t o  

r e s u l t  i n  l o w e r  d o m e s t i c  r e a l  i n t e r e s t  r a t e s  o r  l e s s  s e v e r e  c r e d i t  

r a t i o n i n g .  E v e n  w h e n  d o m e s t i c  a s s e t  r e t u r n s  a r e  f i x e d  b y  t h e  r e s t  o f  t h e  

w o r l d ,  c h a  n a t i o n ' s  s o l v e n c y  c o n s t r a i n t  a n d  t h a t  o f  t h e  p u b l i c  s e c t o r

( d l s c u s . s e d  i n  S e c t i o n s  4  a n d  S )  I m p ly  t h a t  f i s c a l  t i g h t e n i n g  t o d a y  i m p l i e s  

f i s c a l  r e l a x a t i o n  ( f e l a t l v a  t o  w h a t  o t h e r w i s e  w o u ld  h a v e  b e e n  t h e  c a s e )  i n  

t h e  f u t u r e .

- 1 0 -
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E q u a C io n s  (*•) a n d  ( 3 a . b )  b r i n g  o u c  - h e  s c a c l c  r e l a t i v e  p r i c a  a n d  

r e s o u r c e  r a a l l o c a c i o n  d i a a n s l o n s  o f  a  c u r r e n c  a c c o u n c  im p r o v e m e n t  In  ch a  

s h o r e  r u n ,  g i v a n  c h e  f o r e i g n  t n c e r e s c  r a c e ,  c h e  n e c  s t o c k  o f  e x c e r r . a l  d e b t  

a n d  Che a i d  f l o w ,  a  c u r r e n c  a c c o u n c  im p r o v e m e n t  i s  c h e  s a n e  c h l n g  a s  a 

C r a d a  b a l a n ç a  i n p r o v e a e n e . ® h .  e r a d a  b a l a n ç a  I a p r o v a a a n c  r e q u i r e s  an  

l n c r a a s a  i n  c h e  p r o d u c c i ó n  o f  c r a d a a b l e s  a n d / o r  a  r e d u c c i ó n  i n  ch a  

a b s o r p c i o n  o f  c r a d a a b l e s .  T h i s  w i l l  i n  g e n e r a l  r e q u i r e  c h a n g e s  i n  c h a  r e a l  

e x c h a n g e  r a c e  ( c h a  r e l a c l v e  p r i c e  o f  c r a d a d  a n d  n o n - c r a d a d  g o o d s )  a n d .  i f  

c h a  c o u n C r y  i n  q u a s c i o n  h a s  s o a a  l n c e m a c i o n a l  m a r k e r  p o w e r ,  i n  Che e a r n s  

o f  c r a d a  ( c h e  r e l a c i v e  p r i c e  o f  e x p o r c s  a n d  i n p o r e s ) .

F i s c a l  c i g h c e n i n g  ( a n  i n c r e a s e  i n  c a x a s  o r  a  c u e  i n  p u b l i c  s e c c o r

a l s o r p c i o n )  w i l l  a l n o s c  c e r c a i n l y  r e d u c e  c h e  d e n a n d  f o r  n o n - c r a d e d  g o o d s  a c  

c h a  i n i c i a l  r a a l  a x c h a n g a  r a c e .  I n c o n a  c a x  o r  l n d l r a c c  c a x  i n c r e a s e s  w i l l  

r e d u c á  p r i v a r e  c o n s u a p t i o n .  p a r e  o f  w h ic h  w i l l  f a l l  o n  n o n - c r a d e d  g o o d s .

H ig h e r  c a x a s  o n  p r o f l c s  a n d  c l g h c a r  p r i v a c e  s a c c o r  c r e d i c  r a c i o n i n g  w i l l

d i s c o u r a g e  p r i v a c e  ln v a s c n a n c  w h ic h  o f t e n  h a s  a  s i g n i f i c a n c  n o n - c r a d e d  

g o o d s  c o n p o n a n c .  P u b l i c  s p e n d i n g  c u e s  a r a  a l s o  l i k a l y  c o  f a l l  Co a

s i g n i f i c a n c  a x c e n c  o n  n o n - c r a d a d  g o o d s .  I n  a  w e l l - f u n c e i o n i n g  e c o n o m y  w ic h  

a  f l e x i b l e  r e l a c i v e  p r i c e  o f  c r a d e d  Co n o n - c r a d a d  g o o d s  a n d  r e s o u r c e  

m o b l l l c y  b e c w e a n  Che c r a d e d  a n d  n o n - c r a d e d  g o o d s  s e c C o r s .  a f i s c a l  

c o n c r a c c l o n  w i l l  r e d u c e  Che r e l a c i v e  p r i c e  o f  n o n - c r a d e d  g o o d s  a n d  c a u s e  a  

m ovem enC  o f  r e s o u r c e s  l n c o  Che c r a d e d  g o o d s  s a c c o r .  T h i s  e l i m i n a r e s  Che 

I n c i p i e n t  e x c e s s  s u p p l y  o f  n o n - c r a d e d  g o o d s  e c  c h e  o l d  r e a l  e x c h a n g e  r a c e .

T h e  n o n - c r a d e d  g o o d s  m a rk eC  e q u i l i b r i u m  c o n d i t i o n ,  g i v e n  i n  e q u a t i o n  

( 1 0 )  p e r m i t s  o n e  Co in n m ai I i s  Che p r o x lm a C e  d e t e r m i n a n t s  o f  C he r e a l  

e x c h a n g e  r a c e  i n  a  c o n v e n i e n t  m s n n e r .

ON "  CN + rH + CH + I M ( l 0 )



G iv e n  ch a  e c o n o n y - w i d e  r a s o u r c a  e n d o w m e n ts  a n d  ch a  d e g r e e  o f  

i n c a r s e c c o r a l  r a a o u r c a  n o b i l i t y .  Q«j i s  a  d e c r e a s i n g  f u n c t i o n  o f  t h a  r e a l  

a x c h a n g a  r a c a  »  ■  P f / f y  * n d  ^T  an  i n c r e a s i n g  f u n c t i o n  . 's e e  e  g  O o r n b u s c h

( 1 9 8 0 ) ) .  T ha c ó n c a v a  p r o d u c c i ó n  p o s s i b i l i t y  f r o n c l a r  i s  c h a  c u r v a  AB i n

F ig u r a  1 .

G iv e n  a g g r a g a c a  r a a l  p r l v a c a  c o n s u a i p c i o n ,  p r i v a t e  c o n s u a p c l o n  o f  

n o n - c r a d a d  g o o d s  i s  a n  l n c r a a s i n g  f u n c c l o n  o f  ch a  r a a l  a x c h a n g a  r a c a .  In

ch a  C o b b - D o u g l a s  ( c o n s c a n c  s x p a n d i c u r a  s h a r e s )  c a s a  c h i s  y l a l d s :

c£ -  a «<1-a)c* o < a < i u n

T h a s h a r a  o f  n o n - c r a d a d  c o n s u a p c l o n  i n  c o c a l  c o n s u a p c l o n  i s  d e n o c a d  a . *

A c u r r a n c  t a x  i n c r a a s s  r a d u c a s  a g g r a g a c a  c o n s u a p c l o n  ( b a r r i n g  d a b c  

n a u c r a l i c y ) . I n  F i g u r a  1 .  c h i s  c a u s a s  a  n o v a a a n c  o f  p r o d u c t i o n  f r o n  a 

p o i n c  s u c h  a s  O j  Co a  p o l n c  s u c h  a s  f l2 ^  A b s o r p c l o n  w o u ld  n o v a  f r o n  a 

p o i n t  s u c h  a s  ( w i t h  a  C ra d a  b a l a n ç a  d a f i c l c  m a a s u r e d  b y  ch a  v a r c i c a l

d i s t a n ç a  (1| -  t l^ )  c o  a  p o l n c  s u c h  a s  A j  ( w l c h  a  c r a d a  b a l a n ç a  s u r p l u s  

a s a s u r s d  b y  c h a  v a r c i c a l  d i s t a n ç a  O 2 -  A [ ) . T h a  r a l a c l v a  p r i e s  o f  

n o n - c r a d a d  g o o d s  ( a a a a u r s d  b y  c h a  a b s o l u e s  v a l ú a s  o f  c h a  t a n g a n e s  c o  ch a  

p r o d u c c i ó n  p o s s l b l l l c y  f r o n c l a r  ( T j T j  a n d  T 2T 2)  a n d  c h a  l n d l f f a r a n c s  c u r v a s  

U l ^ l  a n d  F 2 F 2 ) )  f a l l a ,  1 . a .  r  r i s a s .  T h a  s a n a  q u a l i t a t i v a  a f f a c c s  f o l l o w  

f r o a  a  c u e  I n  p u b l i c '  s p e n d i n g  o n  n o n - c r a d a d  g o o d s ;  s v a n  I f  c h l s  w a r s  

t a x - f i n a n c e d ,  c h a  m a r g i n a l  p r l v a c a  s p e n d i n g  s h a r a  o n  n o n - c r a d a d  g o o d s  I s  

l o s s  c h a n  1 0 0  p a r  c a n e .

R e s t r i c t i o n s  o n  f a c c o r  m o b i l i t y ,  b u c  s t i l l  u n r a s c r l c c e d  f l e x i b i l i t y  o f  

f a c t o r  p r i c e s  a n d  - c i v s  g o o d s  p r i c e s ,  w o u ld  r a s u l c  I n  a  p r o d u c t i o n



p o s s ib i l i t y  f r o n t i e r  such as  A ' 5'  th a t  l i e s  e ve ryw h ere  in s id e  the  ' f u l l  

m o b i l i t y  f r o n t i e r "  Afi. excep t a t  the  i n i t i a l  " s c a tu s  quo" p o s i t io n

R i g i d  r e l a t i v e  p r i c e s  o r  t h e  e m e r g e n c e  o f  K e y n e s ia n  d e m a n d - c o n s t r a i n e d  

e q u i l i b r i a  w o u ld  sh ow  u p  a s  m o v e m e n ts  i n s i d e  t h e  p r o d u c t i o n  p o s s i b i l i t y  

f r o n t i e r  i n  r e s p o n s e  t o  a  c o n t r a c t i o n  o f  a g g r e g a t e  d e m a n d . £ g  i n  t h e  

s m a l l  c o u n t r y  c a s e  w h e re  t r a d e d  g o o d s  o u t p u t  i s  n e v e r  d e m a n d - c o n s t r a i n e d ,  

o n e  c o u l d  g e t  a  p r o d u c t i o n  e q u i l i b r i u m  a t  O 3 i n s t e a d  o f  a t  O 2 a f t e r  a 

f i s c a l  c o n t r a c t i o n :  e x c e s s  c a p a c i t y  a n d  u n e m p lo y m e n t  e m e r g e  i n  th e

n o n - t r a d e d  g o o d  s e c t o r .  W h ere  t h e  c o u n t r y  h a s  som e m a r k e t  p o w e r  i n  th e  

m a r k e t s  f o r  i t s  t r a d e a b l e * , d e m a n d - d e f i c i e n t  e x c e s s  c a p a c i t y  a n d  

u n e m p lo y m e n t  c a n  e m e r g e  a l s o  i n  t h e  t r a d e d  g o o d s  s e c t o r  f o l l o w i n g  a f i s c a l  

c o n t r a c t i o n .

A n i s s u e  r e q u i r i n g  b o t h  m o r e  e m p i r i c a l  a n d  m o re  a n a l y t i c a l  r e s e a r c h  

c o n c e r n s  t h o s e  c h a r a c t e r i s t i c s  o f  c o u n t r i e s  c h a t  r e n d e r  th em  m o re  l i k e l y  c o  

e x p e r i e n c e  " K e y n e s i a n "  o r  d e m a n d - c o n s t r a i n e d  e x c e s s  c a p a c i t y  a n d  

u n e m p lo y m e n t  w h en  s u b j e c t e d  c o  p o l i c i e s  a i ih e d  a t  r e d u c i n g  a b s o r p c i o n .  T h e 

e x i s t e n c e  o f  a  l a r g e  m o d e r n  o r  " f o r m a l "  n o n - t r a d e d  g o o d s  s e c t o r  w i t h  

p r o d u c t i o n  f o r  t h e  m a r k e t  r a t h e r  ch a n  f o r  s u b s i s t e n c e  o r ,  i n  t h e  t r a d e d  

g o o d s  s e c t o r ,  a  d o w n w a r d - s l o p i n g ,  r a t h e r  i n e l a s t i c  w o r l d  d e m a n d  s c h e d u l e  

f o r  e x p o r t a b l e s ,  s e e m  n e c e s s a r y  f o r  t h e  e m e r g e n c e  o f  d e m a n d - c o n s t r a i n e d  

e q u i l i b r i a .  S o  i s  t h e  e x i s t e n c e  o f  n o m in a l  i n e r t i a  o r  s c i c k i n e s s  o f  m on ey  

w a g e s  o r  o u t p u t  p r i c e s .  T h e  l a r g e r  a n d  m o re  d e v e l o p e d  S o u t h e r n  C on e  

c o u n t r i e s ,  a n d  c o u n t r i e s  s u c h  a s  K o r e a  a n d  T a iw a n  t h e r e f o r e  s e e m  m ore  

l i k e l y  t o  u n d e r g o  e p i s o d e s  o f  K e y n e s ia n  e x c e s s  c a p a c i t y  w h en  f i s c a l  a n d / o r  

m o n e t a r y  p o l i c y  a r e  t i g h t e n e d  t h a n  t h e  p o o r e r  a n d  s m a l l e r  d e v e l o p i n g  

c o u n t r i e s  w i t h  l e s s  e x t e n s i v e  f o r m a l  s e c t o r s .  E v e n  i n  t h e  L a t i n  A m e r i c a n  

a n d  E a s t  A s i a n  N f C 's ,  w a g e  a n d  p r i c e  f l e x i b i l i t y  c o u l d  r e d u c e  t h e  

l i k e l i h o o d  a n d  s e v e r i t y  o f  d e m a n d - d e f i c i e n t  r e c e s s i o n s .  L i t t l e  i s  k n ow n  o f



e h *  p e c u l i a r i t i e s  o f  w a g e  a n d  p r i c e  d e t e r m i n a t i o n  i n  d e v e l o p i n g  c o u n t r i e s ,  

a n d  o f  c h e  e x c e n c  c o  w h ic h  t h e  i n d u s t r i a l  c o u n t r y  p a r a b l e s  b a s e d  o n  n o m in a l  

o r  r e a l  w a g e  r i g i d i t i e s  n e e d  t o  b e  a d a p t e d  c o  f i r  t h e  i n s t i t u t i o n s  a n d  

e x p e r i e n c e s  o f  a b o u t  1 0 0  v e r y  h e t e r o g e n e o u s  d e v e l o p i n g  a n d  new  i n d u s t r i a l  

c o u n c r i e s .

W i t h i n  c h e  c r a d e d  g o o d s  s a c c o r .  c h a n g e s  i n  t h e  c o m p o s i t i o n  o f  

p r o d u c t i o n  a n d  d e s w n d  a r e  l i k e l y  i n  r e s p o n s e  c o  a  f i s c a l  c o n c r a c c i o n  ( s e e

e . g .  S u i t e r  ( 1 9 8 8 b )  f o r  a  r e c e n c  t h e o r e t i c a l  a n a l y s i s  u s i n g  a n  

l n c e r c e m p o r a l  m o d e l ) . F i g u r e  2A s h o w s  a n  i n i t i a l  p r o d u c t i o n  e q u i l i b r i u m  

f o r  I m p o r t a b l e s  a n d  e x p o r t a b l e s  a c  O j  o n  c h e  QQ l o c u s .  D o m e s t i c  d em a n d  f o r  

e x p o r c a b l a s  a n d  I m p o r t - c o m p e t i n g  g o o d  i s  a c  . w i t h  a  t r a d e  b a l a n c e  

d a f l c l c  ( m e a s u r e d  i n  i m p o r t s )  o f  bA j . T h e  f i s c a l  c o n c r a c c i o n  m o v e s  

r e s o u r c e s  o u t  o f  t h e  n o n - t r a d a d  g o o d s  s e c t o r  i n t o  t h e  t r a d e d  g o o d s  s e c t o r .  

T h e  p r o d u c t i o n  p o s s i b i l i t y  f r o n t i e r  f o r  e x p o r t a b l e s  a n d  i m p o r t a b l e s  m o v e s  

t o  Q ' Q ' . I n  c h e  s m a l l  c o u n t r y  c a s e  c o n s i d e r e d  i n  F i g u r e  2 A . t h e  t e r m s  o f  

t r a d e  a r e  u n c h a n g e d .  I f  t h e  r e s o u r c e s  r e l e a s e d  b y  t h e  n o n - c r a d e d  g o o d s  

s e c t o r  d o n ' t  f a v o u r  e i t h e r  t h e  e x p o r t i n g  o r  i m p o r t - c o m p e t i n g  s e c t o r ,  t h e  

n ew  p r o d u c t i o n  p o i n t  w i l l  b e  o n e  l i k e  f l j  i n  F i g u r a  2 A : b o t h '  e x p o r t

p r o d u c t i o n  a n d  l m p o r t - c o s q i e t l n g  p r o d u c t i o n  w i l l  I n c r e a s e .

T h e  f i s c a l  c o n c r a c c i o n  w h ic h  s t a r t e d  o f f  c h e  w h o le  p r o c e s s  w i l l  r e d u c e  

t h e  d em a n d  f o r  i m p o r t s  a s  w e l l  a s  f o r  e x p o r t a b l e  g o o d s  ( b a r r i n g  v e r y  

d i f f e r e n t  I n c o m e  e f f e c t s  o n  t h e  d em a n d  f o r  e x p o r t a b l e s  a n d  i m p o r t s ) .  The

n ew  d o m e s t i c  •* ■* p o i n t  I s  a t  A 2 w t c h  •  t r a d e  b a l a n c e  s u r p l u s  ( m e a s u r e d

I n  I m p o r t s )  o f  A 2B ’ .

A c o u n t r y  f a c i n g  a  d o w n w a r d - s l o p i n g  e x p o r t  d em a n d  s c h e d u l e  w o u ld  

e x p e r i e n c e  a  w o r s e n i n g  I n  I t s  t e r m s  o f  c r a d a  a s  r e s o u r c e s  m o v e d  i n t o  t h e  

t r a d e a b l e s  s e c t o r .  *  C o m p a re d  w i t h  t h e  c o n s t a n t  t a n s  o f  t r a d e  c a s e ,  t h e  

I n c r e a s e  i n  t h e  p r o d u c t i o n  o f  t r a d e a b l e s  w o u ld  f a v o u r  I m p o r t - c o m p e t i n g
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g o o d s  c a c h a r  c h a n  ch a  p r o d u c c i ó n  o f  e x p o r t a b l e s  In  F i g u r a  2 3  c h a  

p r o d u c c i ó n  p o i n c  w o u ld  a o v a  f r o m  c o  a  p o i n c  s u c h  a s  O j  r a c h a r  c h a n  f ¡2' 

w h ic h  w o u ld  h a v a  b a a n  c h o s a n  a c  c o n s c a n c  c a r a s  o f  e r a d a . ^  D ó m a s e le  dam an d 

( n o c  sh ow n  i n  F i g u r e  2 3 )  w o u ld  b e  m ov ed  c o w a r d s  a x p o r c a b i a s  a n d  aw ay  f r o m  

t a p o r C - c o m p e c in g  g o o d s ,  c o m p a r e d  c o  w h a c  w o u ld  h a p p e n  a c  c o n s c a n c  r e r m s  o f  

e r a d a .

3 .  B r e a k d o w n s  i n  c h e  I n c a r n a i  a n d  e x c e r n a l  t r a n s f e r  p r o c e s s e s

U h ae  c a n  g o  w r o n g  i n  c h a  a x c a r n a l - i n c e r n a l  c r a n s f a r  p r o c e s s ?  F i r s c ,  i c  

m ay b a  e c o n o m i c a l l y  o r  p o l i c i c a l l y  I m p o s s i b l e  c o  e f f a c e  Che i n c a r n a i  

f i s c a l  c r a n s f a r .  T h is  m ea n s a l c h a r  c h a c  c h a  g o v e r n m e n t s  f i s c a l  

l n s c r u a a n c a r i u a  i s  i n s u f f i c i e n t  o r  c h a c  l c  I s  u n w i l l i n g  o r  u n a b l e  c o  u s a  i c  

i r  c h a  m a n n e r  a n d  c o  c h e  e x t a n t  r e q u i r e d .

On c h a  p u b l i c  a x p a n d i c u r a  s i d a ,  c h a r e  i s  l i t c l e  p o i n c  i n  a  g o v e r n m e n e  

c o m m i t t in g  i c s a l f  Co a  p r o g r a m e  o f  s p e n d i n g  c u e s  i f  a n y  a c e e m p e  Co 

I m p le m e n t  s u c h  c u e s  l e a d s  Co ch a  f a l l  o f  c h a  g o v e r n m e n e  a n d  i t s  r e p l a c e m e n t  

b y  a  g o v e r n m e n e  u n w i l l i n g  c o  c o n t e m p l a t e  s e r i o u s  c u e s .  E . g .  s e v e r e  c u e s  in  

s p e n d i n g  o n  c h e  m i l i t a r y  r a i s e  Che d a n g e r  o f  a  m i l i t a r y  c o u p .  C u e s ' i n  f o o d  

s u b s i d i e s ,  I n  p u b l i c  s e c t o r  c i v i l i a n  p a y  o r  e m p lo y m e n t  o r  i n  T r e a s u r y  

s u b s i d i e s  c o  l o s s - m a k i n g  s t a t e  e n t e r p r i s e s ,  c a n  l e a d  c o  u n r e s c ,  e s p e c i a l l y  

a m on g  c h e  u r b a n i s e d ,  u n i o n i s e d  a n d  b e t t e r  e d u c a t e d  s e c t i o n s  o f  s o c i e t y  

c a p a b l e  o f  u n d e r m in i n g  o r  t o p p l i n g  g o v e r n m e n t s  D e b t o r  c o u n c r y  g o v e r n m e n t s  

o f t e n  p l a y  c h e  ' p o l i t i c a l  c o n s t r a i n c s  o n  p u b l i c  s p e n d i n g  c u e s "  c a r d  q u i c e  

s k i l l f u l l y  I n  c h a i r  n é g o c i a t i o n s  w i t h  m u l t i l a t e r a l  l a n d i n g  a g e n c i e s ,  a n d  

f o r e i g n  p r l v a c e  a n d  o f f i c i a l  c r e d i t o r s .  W h i le  c h a s e  c o n s c r a l n c s  m ay b e  

r e a l ,  t h e y  a r e  n o c  I n d e p e n d e n t  o f  t h e  p a s t ,  p r e s e n c  a n d  a n t i c i p a c e d  f u t u r e  

a c c i o n a  o f  c h a  g d V e r n m e n ts  i n  q u a s c i o n  e n d  t h e  s c o p e  f o r  s t r a c e g i c  

b e n a v i o u r  I s  c o n s i d e r a b l e .



R a i s i n g  c u r r a n c  r e v e n u e s  i s  d i f f i c u l t  i n  m o s c  d e v e l o p i n g  c o u n c r i e s ,  

g i v e n  c h a i r  n a r r o w  c a x  b a s a  F o r  d e c a d e s ,  w id e n in g  t h e  t a x - b a s e  ( t h r o u g h  a 

m o re  b r o a d l y - b a s e d  in c o m e  c a x ;  c h r o u g h  m o re  e f f e c t i v e  e n f o r c e m a n c  o f  

e ' i l s c i n g  in c o m e  c a x  r u l e s ;  c h r o u g h  a  b r o a d l y - b a s e d  s a l e s  t a x :  t h r o u g h  

a x p a n d i c u r e  c a x e s  a c c )  h a s  b e a n  a  s t a n d a r d  r e c o m m a n d a t io n  f r o m  a n y o n e  

c o n s i d e r i n g  o p t i o n s  f o r  f i s c a l  r e f o r m  i n  d e v e l o p i n g  c o u n c r l e s ,  b u c  

r e l a t i v e l y  l i t t l e  h a s  h a p p e n e d  c h u s  f a r .  T h a  r e c o m m a n d a t io n  i s  

n a v a r c h a l a s s  r a p a a c a d  h a r a .

F i g u r e s  3 ,  4  a n d  5 a n d  T a b la  1 sh o w  h ow  c h a  o v a r a l l  c a x  b u r d a n  a n d  l e s  

c o m p o s i t i o n  d i f f e r s  a c r o s s  d e v e l o p i n g  c o u n t r i e s  a n d  b a tw a a n  d e v e l o p i n g  a n d  

i n d u s t r i a l  c o u n t r i e s .  T h e  g r e a c a r  r o l a  o f  d i r e c t  c a x a s  o n  l a b o u r  in c o m e  

( i n c l u d i n g  s o c i a l  s a c u r l c y  c a x e s )  i n  c h a  i n d u s c r i a l  c o u n c r l e s  s t a n d s  o u c  a s  

d o e s  c h e  q u i t s  i m p o r t a n t  r o l a  o f  c a x a s  o n  i n t e r n a c i o n a l  c r a d a  i r .  c h e  

d e v e l o p i n g  c o u n t r i e s ,  e s p e c i a l l y  ch a  p o o r a s c  o n e s  a n d  ch a  m ora  o p e n  o n e s

C a p i c a l  f l i g h t  i s  a n o t h e r  f a c t o r  c o n t r i b u t i n g  t o  a  n a r r o w  r e v e n u e  b a s e .  

U h i l e  c a p i C a l  f l i g h t  o c c u r s  p a r t l y  i n  r a s p o n e a  c o  m a c r o e c o n o m ic  

m is m s n a g a m a n c  ( s u c h  a s  c h a  m a in t e n a n c e  o f  a n  o v e r v a l u e d  e x c h a n g e  r a c a )  

p a r t  o f  1C i s  l i k a l y  c o  b a  m o t i v a t e d  b y  a  d a s i r a  c o  a v a d a  c a x e s  T h e  

i n d u s t r i a l  c o u n t r i e s  c h a t  a r a  ch a  r e c i p i e n c e  o f  m uch o f  c h i s  f l l g h c  c a p i c a l  

c o u l d  s c r a n g c h e n  t h a  f i s c a l  p o s l c l o n  o f  m any d e v e l o p i n g  c o u n t r i e s  b y  

r e p o r t i n g  f o r a l g n  I n v e s t m e n t  in c o m e  c o  c h a  f i s c a l  a u t h o r i t i e s  o f  ch a  

d e v e l o p i n g  c o u n t r i e s  o r  a v a n  b y  a c t i n g  a s  c h e i r  a g e n c s  i n  c o l l e c t i n g  c a x a s  

c h a t  a r a  d u e .

T h r o u g h  a s s e t  s a l e s ,  i n c l u d i n g  p r i v a t i s a t i o n  o f  p u b l i c l y - o v n a d  

l n d u a t r l a a ,  t h a  g o v e r n m e n t  c a n  a c h i e v e  a n  a p p a r e n t  o n c a - o f f  im p ro v e m e n t  o f  

i t a  r e v e n u e .  I f  c h a s e  a s s e t s  y i e l d e d  a  p o s i t i v e  n e t  c a s h  f l o w  c o  c h a  

g o v e r n m e n t , t h a  s h o r t - r u n  im p r o v e m e n t  o f  i t s  f i n a n c i a l  p o s l c l o n  w i l l  b e  

r e v e r s e d  i n  t h e  l o n g e r  r u n .  T ha a s s e t  s a l e  i s  a  f i n a n c i n g  i t e m  a n d  I l k a



p u b l i c  s e c t o r  b o r r o w i n g ,  b e l o n g s  " b e l o w  t h e  l i n e "  T h e r e  m ay o f  c o u r s e  b e  

e x c e l l e n t  r e a s o n s  f o r  w i s h i n g  t o  p r i v a t i s e .  I n c l u d i n g  h o p e d - f o r  p o s i t i v e  

i n c e n t i v e  e f f e c t s  l e a d i n g  t o  e f f i c i e n c y  a n d  p r o d u c t i v i t y  g a i n s  i n  t h e  

p r i v a t i s e d  i n d u s t r i e s .  R e v e n u e  c o n s i d e r a t i o n s  s h o u l d ,  h o w e v e r ,  n o t  p l a y  a 

r o l e  e x c e p t  t o  t h e  e x t e n t  t h a t  t h e  g o v e r n n e n t  c a n  s e l l  t h e  a s s e t s  t o  t h e  

p r i v a t e  s e c t o r  a t  a  p r i c e  i n  e x c e s s  o f  t h e  p r e s e n t  d i s c o u n t e d  v a l u e  o f  

f u t u r e  n e t  c a s h  f l o w s  u n d a r  c o n t i n u e d  p u b l i c  o w n e r s h i p

E v e n  i f  t h e  i n t e r n a l  f i s c a l  t r a n s f e r  i s  e f f e c t e d ,  t h e  e x t e r n a l  t r a n s f e r  

may n o t  m a t e r i a l i s e  b e c a u s e  c h a r e  i s  f u l l  f i n a n c i a l  c r o w d i n g - o u t  ( o r  

" c r o w d i n g - i n " )  o r  b e c a u s e  r e s o u r c e s  d o  n o t  f l o w  i n t o  t h e  r i g h t  d i r e c t i o n  

a n d  r e l a t i v a  p r i c e s  d o  n o t  a d j u s t .

T h e  f i n a n c i a l  c r o w d i n g - o u t  m e ch a n is m  i s  L i k e l y  t o  b e  q u i t e  d i f f e r e n t  in  

a  f i n a n c i a l l y  r e p r e s s e d ,  c r e d i t - r a t i o n e d  d e v e l o p i n g  c o u n t r y  f r o a  w h e t  i t  i s  

I n  i n d u s t r i e l  c o u n t r y  w h e r e  i n t e r e s t  r a t e s  a n d  f i n a n c i a l  a s s e t  p r i c e s  

a p p r o x im a t e  t h e  n a r k e c - c l e a r i n g  p a r a d ig m  m ore  c l o s e l y .  W ith  p r i v a t e  

s p e n d i n g  c o n s t r a i n e d  b y  t h e  a v a i l a b i l i t y  o f  r a t i o n e d  c r e d i t ,  t h e  e f f e c t  on  

Che c u r r e n c  a c c o u n c  o f  a n  I n c r e a s e  I n  t a x e s  w o u ld ,  w i t h  a  m a r g in a l  

p r o p e n s i t y  t o  s p e n d  o f  u n i t y ,  n o t  b e  o f f s e t  ( e v e n  i n  p a r t )  b y  a  r e d u c t i o n  

i n  p r i v a c e  s a v i n g .  " D e b t  n e u t r a l i t y " ,  t h e  i n d e p e n d e n c e  o f  p r i v a c e  

c o n s u m p t i o n  a n d  i n v e s t m e n t  o f  t h e  g o v e r n m e n t 's  m ix  o f  b o r r o w i n g  a n d  c a x  

f i n a n c i n g ^ ?  w o u ld  a - p r i o r i  s e e m  e x t r e m e l y  u n l i k e l y  i n  c r e d i t - r a t i o n e d  

d e v e l o p i n g  c o u n t r i e s .  T h e p r e l i m i n a r y  f i n d i n g s  o f  H aqu e [ 1 9 8 6 ]  a n d  o f  

H aque e n d  H o n t l e l  [ 1 9 8 7 ]  w h ic h  d o  n o t  r e j e c t  t h e  n u i i - h y p o c h e s i s  o f  d e b t  

n e u t r a l i t y  f o r  a  n u m b er  o f  d e v e l o p i n g  c o u n t r i e s ,  e r e  t h e r e f o r e  v e r y  

s u r p r i s i n g .  W ith  d e b t  n e u t r a l i t y ,  g o v e r n m e n t  d e f i c i t  r e d u c t i o n s  b r o u g h t  

a b o u t  t h r o u g h  t a x  i n c r e a s e s  w o u ld  l e s d  t o  a n  e q u a l  r e d u c t i o n  i n  p r i v a c e  

s a v i n g ,  l e a v i n g  t f i e  c u r r e n t  a c c o u n c  u n c h a n g e d .  P e r m a n e n t  c u t s  i n  

" e x h a u s t i v e ”  p u b l i c  s p e n d i n g  a l s o  w o u ld  m e r e l y  r e s u l t  i n  a n  e q u a l  i n c r e a s e



i n  p r i v a t e  c o n s u m p t i o n  a n d  n o  e f f a c e  o n  ch a  e r a d a  b a l a n c e  l e  seem s  

e x t r e m e l y  u n l i k e l y  c h a c  d e v e l o p i n g  c o u n c r l e s  o r  i n d e e d  i n d u s t r i a l  

c o u n t r i e s )  e x h i b i t  d e b t  n e u t r a l i t y ,  b u t  m o re  r o b u s t  e m p i r i c a l  e v i d e n c e  o n  

t h e  n a t u r e  a n d  d e g r e e  o f  " f i n a n c i a l  c r o w d i n g - o u t "  o n  c h e  dem and s i d e  w o u ld  

b e  m o s t  u s e f u l .

E c o n o m i s e s  o f  t h e  s t r u c t u r a l i s t  s c h o o l  f o r  a l o n g  c im e  h a v e  e m p h a s is e d  

t h e  p o s s i b i l i t y  o f  " s u p p l y - s i d e "  f i n a n c i a l  c r o w d i n g - o u t  a n d  t h i s  

p o s s i b i l i t y  h a s  a l s o  b e e n  r e c o g n i s e d  m ore  r e c e n t l y  i n  " m a in s t r e a m ” 

m a c r o e c o n o m i c s  ( s e a  e g .  B l i n d e r  f ! 9 8 7 { )  T h e s i m p l e s t  v e r s i o n  o f  t h i s  

I n v o l v e s  a n  " A u s t r i a n "  p r o d u c t i o n  m o d e l  w i t h  l a g s  b e t w e e n  t h e  a p p l i c a t i o n  

o f  I n p u t s  a n d  t h e  e m e r g e n c e  o f  s a l e a b l e  o u t p u t .  S u c h  l a g s  c r e a t e  a  n e e d  

f o r  w o r k in g  c a p i t a l  c o  f i n a n c e  Che p r o c e s s  o f  p r o d u c t i o n ;  c h e  c o s t  a n d  

a v a i l a b i l i t y  o f  t h i s  w o r k in g  c a p i t a l  c a n  a f f e c t  ( o r  e v e n  c o n s t r a i n )  s u p p l y  

R e d u c t i o n s  i n  p u b l i c  s e c t o r  b o r r o w i n g  p e r m i t t e d  b y  l o w e r  p u b l i c  s e c t o r  

d e f i c i t s  b r o u g h t  a b o u t  c h r o u g h  s p e n d i n g  c u t s  c a n  t h e r e f o r e  b o o s e  s u p p l y  

e v e n  i n  Che s h o r t  r u n .  T h e  e f f e c t  o f  t h i s  s u p p l y - s i d e  s t i m u l u s  o n  th a  

c u r r e n t  a c c o u n c  w i l l  d e p e n d  o n  t h e  e x t e n t  Co w h ic h  i t  I n d u c e s  a n  i n c r e a s e  

i n  p r i v a t e  a b s o r p t i o n .  ( U h a t ' s  g o o d  n ew s  f o r  t h e  e c o n o m y  n e e d  n o t  \>e g o o d  

n ew s f o r  t h e  c u r r e n t  a c c o u n c ) .

T h a  r e s o u r c e  r e a l l o c a t i o n  f r o m  t h e  n o n - t r a d e d  g o o d s  s e c t o r  i n t o  t h e  

t r a d e d  g o o d s  s e c t o r  m ay n o t  c a k e  p l a c e  c o  t h e  r e q u i r e d  e x t e n t ,  o r  a c  a l l  

W h ere  I n t e r s e c t o r a l  r e s o u r c e  I m m o b i l i t y  r e f l e c t s  r e a l  e c o n o m ic  r i g i d i t i e s  

( s k i l l  m is m a t c h ,  s p a t i a l l y  s e p a r a t e d  l a b o u r  m a r k e t s  e c c )  w i t h o u t  s e r i o u s  

e x t e r n a l i t i e s  t h e r e  I s  n o  p r l M - f a c l e  c a u s e  f o r  p o l i c y  I n t e r v e n c i ó n  o n  

e f f i c i e n c y  g r o u n d s .  W h e re  i n e f f i c i e n t  l a w s ,  r u l e s  a n d  r e g u l a t i o n s  i n  

l a b o u r  m a r k e t s ,  h o u s i n g  m a r k e t s  a n d  c r e d i t  m a r k e t s  u n n e c e s s a r i l y  r e s t r i c t  

t h e  m o b i l i t y  o f  l a b o u r  a n d  o t h e r  r e s o u r c e s ,  t h e  u s u a l  " f i r s t - b e s t "  p o l i c y  

p r e s c r i p t i o n s  a p p l y :  e l i m i n a t e  t h e  s o u r c e s  o f  t h e  i n e f f i c i e n c y .



The i m p l i c a t i o n s  o f  f i s c a l  a d ju s tm e n t  f o r  f a c t o r  p r i c e s  and  th e  

d i s c r i b u c i o n  o f  "p rim a ry "  in com es  ) d ep e n d s  b o th  or. th e  d e g r e e  o f  

i n t e r s e c t o r a l  f a c t o r  n o b i l i t y  and on  th e  f a c t o r  i n t e n s i t i e s  o f  p r o d u c t i o n  

in  th e  d i f f e r e n t  s e c t o r s  Owners o f  f a c t o r s  " s p e c i f i c  to '"  th e  c o n t r a c t i n g  

s e c t o r s  ( t y p i c a l l y  th e  n o n - t r a d e d  g o o d  s e c t o r  in  th e  c a s e  o f  a f i s c a l  

c o n t r a c t i o n )  w i l l  s u f f e r  a l o s s  o f  r e n e s  t o  t h e s e  f i x e d  f a c t o r s .  Even 

w h ere and when f a c t o r s  a r e  m o b i le  and p r i c e d  c o m p e t i t i v e l y ,  th e  o w n e rs  o f  

f a c t o r s  u s e d  r e l a t i v e l y  i n t e n s i v e l y  in  th e  c o n t r a c t i n g  s e c t o r s  w i l l  s u f f e r  

a f a l l  in  r e a l  in co m e . I f  t h e s e  p o t e n t i a l  l o s e r s  a r e  w e l l  o r g a n i s e d  o r  

e a s i l y  m o b i l i s e d  and i f  th e y  c a n n o t  b e  b o u g h t  o f f  w it h  an a c c e p t a b l e  

c o m p e n s a t io n  s ch em e , th e y  may be  a b le  c o  b l o c k  th e  p o l i c y  c h a n g e s  and  

p r e v e n t  th e  n e c e s s a r y  a d ju s tm e n t .

Even i f  c o m p e n s a t io n  o f  l o s e r s  i s  f e a s i b l e ,  i c  i s  l i k e l y  t o  be  

d i s t o r t i o n a r y  an d  th e  e f f i c i e n c y  l o s s e s  in v o lv e d  in  t h e  s id e -p a y m e n t s  

m echanism s s h o u ld  b e  ta k en  i n t o  a c c o u n t  in  a c o m p r e h e n s iv e  c o s t - b e n e f i t  

a n a l y s i s .

R e n t - s e e k in g  b e h a v io u r  may becom e e s p e c i a l l y  in t e n s e  when th e  

s t a t u s -q u o  i s  t h r e a t e n e d ;  th e  r e a l  r e s o u r c e  c o s t  o f  DUPE a c t i v i t i e s  w i l l  

h a ve  t o  b e  a d d e d  t o  th e  c o s e  o f  f a l l i n g  c o  im p lem en t th e  f i s c a l  p ro g r a m , i f  

th e  a c t i v i t i e s  a r e  s u c c e s s f u l .

O ft e n  ( b u t  n o t  a lw a y s ) th e  s ig n a l  t h a t  b o t h  i n d i c a t e s  th e  n e e d  f o r  

r e s o u r c e  m ovem ents and  m o t iv a t e s  them , i s  a ch a n g e  in  r e l a t i v e  p r i c e s .  The 

a d ju s tm e n t  p r o c e s s  f o l l o w i n g  a  f i s c a l  c o n t r a c t i o n  ca n  be  f r u s t r a t e d  b y  th e  

f a i l u r e  t o  a c h i e v e  a  s u f f i c i e n t l y  l a r g e  d e p r e c i a t i o n  o f  th e  r e a l  e x c h a n g e  

r a c e ,  I . e .  a  d e c l i n e  In  Che r e l a t i v e  p r i c e  o f  n o n - t r a d e d  g o o d s .  T h i s  i s  

n o t  Coo s u r p r i s i n g  o n ce  on e  r e a l i s e s  c h a c  a d e p r e c i a t i o n  o f  th e  r e a l  

e x c h a n g e  r a t e  t e n d s * t o  be a s s o c i a t e d  w it h  a  r e d u c t i o n  In  r e a l  c o n s u m p t io n  

w a g e s . P
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R ig i d  r e a l  w ages in  e x c e s s  o f  m arkec c l e a r i n g  v a lu e s  a re  o f t e n  

m a in ta in e d  in  th e  fo rm a l s e c t o r  th rou gh  a c o m b in a t io n  o f  u n io n  p r e s s u r e ,  

p v b l i c  s e c t o r  em ploym ent and pay r u le s  and a h ig h  d e g r e e  o f  i n d e x - l i n k i n g  

o f  money w ages t o  Che c o s t  o f  l i v i n g  A c h ie v in g  a r e a l  d e p r e c i a t i o n  in  

su ch  a s e t t i n g  m eans r a t h e r  m ore th a n  im p le m e n tin g  a n om in a l 

" m a x l-d a v a lu a c lo n "  and  v a l i d a t i n g  t h i s  th ro u g h  a p p r o p r ia t e  s u p p o r t in g  

f i s c a l  p o l i c i e s  ( s e e  e . g .  Khan and L lz o n d o  (1 9 8 7 )  and van U i jn b e r g e n

[ 1 9 8 6 ] ) .  I t  m eans a c h i e v in g  a ch an ge  in  th e  b a la n c e  o f  p ow er in  ch e la b o u r  

m ark et b y  w e a k e n in g  o r g a n is e d  la b o u r  and s t r e n g t h e n in g  e m p lo y e r s , p r i v a t e  

and p u b l i c ,  th ro u g h  l e g i s l a t i o n  and o c h e r  m e a s u r e s . H avin g a l c e r e d  Che 

fu n d a m en ta l d e t e r m in a n ts  o f  i n d u s t r i a l  b a r g a in in g  (a n d  lo b b y in g )  p ow er (a  

p r o c e s s  l i k e l y  t o  i n v o lv e  s i g n i f i c a n t  p o l i t i c a l  and s o c i a l  c o n f l i c t ) ,  a 

n o m in a l m a x l - d e v a lu a t i o n  may o f  c o u r s e  w e l l  be  h e l p f u l  in  a c h ie v in g  any 

t a r g e t  r e a l  d e v a l u a t i o n  a t  l e a s t  c o s t .  F or a n om in a l d e v a lu a t io n  t o  be 

s u p e r i o r  t o  a  n o m in a l wage and  p r i c e  r e d u c c i ó n ,  some form  o f  n om in a l 

i n e r t i a  In  wage o r  p r i c e  d e t e r m in a t io n  m ust be  p r e s e n t ,  o r  che a s s e t  

r e v a l u a t i o n s  a s s o c i a t e d  w ith  n om in a l m a x i -d e v a lu a t io n s  muse be l e s s  

d l s r u p c l v f  ( o r  c o n t r a c t i o n a r y )  than  ch o se  a s s o c i a t e d  w ich  r e d u c t io n s  in  

d o m e s c ic  n o m in a l c o s t s  and  p r i c e s .  The r i g i d i t i e s  s c r e s s e d  in  m osc 

d i s c u s s i o n s  o f  d e v e l o p i n g  c o u n t r i e s '  la b o u r  m a rk e ts  a r e ,  h o w e v e r , r e a l ,  n oc  

r. s i n a l  r i g i d i t i e s .  'N om inal I n e r t i a  (b o c h  in  Che l e v e l  and r a c e  o f  ch an ge  

o f  money w ages a n d  p r i c e s )  may h ow ev er  r e s u l c  from  la g s  in  th e  in d e x a t io n  

p r o c e s s ,  s t a g g e r e d ,  o v e r la p p in g  wage c o n t r a c t s  and s lo w  a d ju s tm e n t  in  

I n f l a t i o n a r y  e x p e c t a t i o n s .  P o s s i b l e  s h o r t - r u n  c o n t r a c t i o n a r y  e f f e c t s  o f  

m a x i -d e v a lu a t l o n s  h a ve  b e e n  s c r e s s e d  b y  many e x p e r t s  ( s e e  e . g .  

D la z -A le J a n d r o  [1 9 6 5 ] , Krugman and T a y lo r  [ 1 9 7 8 ] ,  van  U i jn b e r g e n  [1 9 8 6 ] ,  

E dw ards [1 9 8 6 ] ) .  Etfen a s  a f a c i l i t a t i n g  in s tr u m e n t  in  a r e a l  e x ch a n g e  r a c e



-2 1 -

ad j  uscm en c t h a t  i s  w a rr a n te d  by che fu n d a m e n ta ls , n o m in a l m a x i - d e v a lu a t i o n *  

d o n 't  a p p e a r  c o  b e  an a u to m a t ic  p o l i c y  c h o i c e

M ote c h a t  " o n c e - o f f "  m a x i -d e v a lu a t io n s  a r e  q u i t e  d i s t i n c t  from  c h o o s i n g  

a h ig h e r  r a c e  o f  c r a w l in  a c r a w lin g  p e g  e x c h a n g e  r a t e  r e g im e . I f  th e  

g o v e r n m e n t 's  f i s c a l  and f i n a n c i a l  p o l i c y  c h o i c e s  im p ly  a p e r m a n e n t ly  h ig h e r  

r a t e  o f  m o n e ta ry  g ro w th  and ( e v e n t u a l l y )  a p e rm a n e n t ly  h ig h e r  r a c e  o f  

i n f l a t i o n ,  a h ig h e r  r a c e  o f  d e p r e c i a t i o n  o f  ch e  n o m in a l e x c h a n g e  r a t e  1 * 

im p l ie d ,  e v e n t u a l l y .  D i f f e r e n t  r a t e s  o f  ( a n t i c i p a t e d )  i n f l a t i o n  im p ly  

d i f f e r e n t  am ounts o f  " s e i g n i o r a g e "  o r  ( a n t i c i p a t e d )  i n f l a t i o n  t a x  

e x t r a c t i o n .  The f i s c a l  a s p e c t s  o f  th e  i n f l a t i o n  t a x  a r e  c o n s i d e r e d  in  

S e c t io n  6 b e lo w .

In com es p o l i c y ,  i . e .  d i r e c t  wage (a n d  p o s s i b l y  p r i c e )  c o n t r o l s  t o o  w i l l  

n o t  be  h e l p f u l  in  a c h ie v in g  a l a s t i n g  r e a l  d e p r e c i a t i o n  u n le s s  i t  c h a n g e s  

th e  u n d e r ly in g  b a la n c e  o f  pow er in  th e  la b o u r  m a rk e t . I t  may. o f  c o u r s e ,  

s t i l l  be  h e l p f u l  in  f a c i l i t a t i n g  th e  t r a n s i t i o n  fro m  a h ig h  r a c e  o f  

i n f l a t i o n  ( o r  e v e n  a h y p e r - i n f l a t i o n )  c o  a  lo w e r  r a c e  o f  i n f l a c i ó n  a  l e a s e  

c o s t  in  te rm s  o f  o u t p u t  and  em ploym ent f o r e g o n e ,  b y  b r e a k in g  th e  v i c i o u s  

" a f t e r - y o u "  e q u i l ib r i u m  o f  o l i g o p o l i s t i c  wage and p r i c e  d e t e r m in a t io n  and , 

p e r h a p s , b y  a d d in g  t o  th a  c r e d i b i l i t y  o f  th e  a cco m p a n y in g  f i s c a l - m o n e t a r y -  

ex ch a n g a  r a t a  p o l i c y  p a c k a g s . B oth  in com a s p o l i c y  and n om in a l e x c h a n g e  

r a t e  p o l i c y  ca n  ba  u s e d  t o  " s i g n a l "  gov e rn m e n t i n t e n t i o n s  and t o  " b r e a k "  a 

n o n - c o o p e r a t i v e  wage and p r i c e  s e t t i n g  e q u i l ib r i u m  by a c c i n g  a s  a 

c o - o r d i n a t i n g  d a v lc a  f o r  o l i g o p o l i s t i c  u n io n s  and f i r m s .

F i n a l l y ,  e v e n  i f  th e  r i g h t  f i s c a l  c o r r e c t i o n  I s  u n d e r ta k e n , a n d  th e  

p r l v a c a  f i n a n c i a l  s u r p lu s  d o e s  n o t  d a c l i n e  on e  f o r  on e  w ith  th e  p u b l i c  

s e c t o r  f i n a n c i a l  d e f i c i t ,  and th e  r e a l  e x ch a n g e  r a c e  d e p r e c i a t e s  and 

r e s o u r c e s  f l o w  o u t  * o f  th e  n o n -c r a d e d  i n t o  Che t r a d e d  g o o d s  s e c t o r ,  th e  

r e s u l t i n g  im p rovem en t in  th e  t r a d e  b a la n c e  may h a ve  th e  w rong c o m p o s i t io n

1



a*  r e g a r d s  i n c r e a s e s  in  e x p o r t s  v e r s u s  r e d u c t i o n s  in  im p o r ts  W ith o u t 

d e t a i l e d  i n f o r m a t i o n  on  th e  p r o d u c t iv e  t e c h n o l o g i e s ,  e co n o m y -w id e  f a c t o r  

s u p p l i e s ,  i n t e r s e c t o r a l  f a c t o r  m o b i l i t y ,  g l o b a l  .and  d o m e s t ic  dem ands, i t  i s  

i m p o s s i b l e  t o  d e t e r m in e  w h eth er  th e  r e s o u r c e s  f l o w i n g  in t o  th e  t r a d e d  g o o d s  

s e c t o r s  s h o u ld  b e  a l l o c a t e d  t o  th e  p r o d u c t i o n  o f  e x p o r t a b l e s  o r  o f  

im p o r t - c o m p e t in g  g o o d s .  The 1987 WDR s u g g e s t e d  t h a t ,  a s  an e m p ir i c a l  

m a t t e r ,  many d e v e l o p i n g  c o u n t r i e s  had  c o n tr a v e n e d  t h e i r  t r u e  i n t e r n a t i o n a l  

c o m p a r a t iv e  a d v a n ta g e  b y  f a v o u r in g  im p o r t  c o m p e t i t i o n  o v e r  e x p o r t  p r o m o t io n  

th r o u g h  o v e r v a lu e d  e x c h a n g e  r a t e s ,  t a r i f f s ,  n o n - t a r i f f  b a r r i e r s  t o  t r a d e ,  

s e l e c t i v e  u s e  o f  s u b s i d i e s  and  c r e d i t  r a t i o n i n g  e t c  Even w here t h i s  i s  

t r u e ,  th e  m a g n itu d e  o f  th e  c o r r e c t i v e  p o l i c y  r e s p o n s e  th a t  i s  r e q u i r e d  i s  

b ' '  no  m eans o b v i o u s .  The i d e n c i f i c a t l o n  and  p u r s u i t  o f  c o m p a r a t iv e  

a d v a n ta g e  in  a h i g h l y  d i s t o r t a d  econ om y i s  v e r y  d i f f i c u l t ,  n o t  o n ly  

p o l i t i c a l l y ,  b u t  a l s o  as  a n a r r o w ly  t e c h n i c a l  o r  c o n c e p t u a l  i s s u e .

Th« s o lv e n c y  o f  «  m e lo n

In  c h i s  S e c c i ó n  ch e  s o lv e n c y  o f  a n a c i o n a l  econom y i s  s c u d ie d  n o c  

b e c a u s e  s o lv e n c y  I s  n e c e s s a r i l y  ( o r  e v e n  f r e q u e n t l y )  e  b in d in g  c o n s t r a i n t  

on  e x c e r n a l  b o r r o w in g  s c r a c e g l a s ,  b u c  b e c a u s e  Che " f o r w a r d - l o o k i n g ” 

a c c o u n c ln g  fra m e w o rk  i n v o lv e d  In  s o lv e n c y  a s s e s s m e n cs  ca n  b e  u s e d  c o  

e v a lu a c e  Che i n c a r n a i  c o n s l s c e n c y  o f  any s e c  o f  p la n s  f o r  e x c e r n a l  

b o r r o w in g ,  d e b c  s e r v i c e ,  e x p o r c s ,  Im p o r ts  an d  o c h e r  c u r r e n c  e x c e r n a l  

t r a n s a c t i o n s .

T l m e -c o n s ls c e n c  e x c e m a l  d e b c  s c r a c e g i e a .  i . e .  p la n s  f o r  e x c e r n a l  

b o r r o w in g  and  ra p a y a a n c  w h ic h  a r e  a c  e a c h  ln s c a n c  in  Che p e r c e i v e d  

e e l f - l n c e r e s c  o f  th e  s o v e r e ig n  b o r r o w e r s  and  ch e  c r e d i t o r s  ( a b s e n t  " t h i r d  

p a r t y "  e n fo r c e m e n t*  o f  Che la w s  o f  c o n c r a c t  ( i n c l u d i n g  ch a  law a o f  

b a n k r u p t c y ) ) ,  may w a l l  11a s c r l c c l y  in  Cha l n t a r l o r  o f  w hat w o u ld  b a  cha



f e a a i b l e  s e t  in  ch e p r e s e n c e  o f  c r e d i b l e .  b in d in g  com m itm ents b v  d e b t o r s  

and c r e d i t o r s  Even su ch  ( s o c i a l l y  s u b -o p t im a l )  t i m e - c o n s i s t e n t  p la n s  

m u st, h o w e v e r , b e  f e a s i b l e  o r  i n t e r n a l l y  c o n s i s t e n t  T h is  S e c t i o n  and th e  

n e x t  f o c u s  a lm o s t  e x c l u s i v e l y  on  ch e  n a rro w  is s u e  t h a t  c u r r e n c  and  fu t u r e  

p la n s  s h o u ld  "a d d  u p " . F or th e  a n a l y s i s  o f  th e  p o s i t i v e  and  n o r m a t iv e  

i s s u e s  o f  s o v e r e i g n  b o r r o w in g , a b i l i t y  and  w i l l i n g n e s s  c o  p a y  s e e  e g 

E aton  a n d  G e r s o v l t z  [1 98 1  ( a . b ) .  1 9 8 3 ] ,  E a to n , G e ^ s o v ic z  and  S c l g l i c z

(19861  and  K l e c z e r  [1 9 8 4 ] ,

C o n s id e r  th e  c u r r e n t  a c c o u n c  i d e n t i t y  in  e q u a t io n  ( l b )  L e t  F* a R *-D * 

be  Che n a t i o n 's  s t o c k  o f  n e t  f o r e i g n  a s s e t s ,  f *  ■ EF*/PQ th e  s t o c k  o f  n e t  

f o r e i g n  a s s e t s  as a f r a c t i o n  o f  GDP. cb  ■ TB/Q cha t r a d e  b a la n c e  s u r p l u s  as 

a f r a c t i o n  o f  GDP and a* ■ EA*/PQ f o r e i g n  a i d  and o c h e r  c u r r e n c  t r a n s f e r s  

from  a b r o a d  a s  a p r o p o r t i o n  o f  CDP. L e t  n be Che p r o p o r t i o n a l  g r o w th  r a c e  

o f  r e a l  GDP, x th e  d o m e s t ic  r a c e  o f  GDP i n f l a t i o n ,  x *  th e  w o r ld  r a t e  o f  GDP 

i n f l a t i o n ,  « th e  p r o p o r t i o n a l  r a c e  o f  d e p r e c i a t i o n  o f  th e  n o m in a l e x c h a n g e  

r a c e ,  y  t h e  p r o p o r t i o n a l  r a c e  o f  d e p r e c i a t i o n  o f  ch e  r e a l  e x c h a n g e  r a t e  

( d e f i n e d  h e r e  a s  Cha r a t i o  o f  Che f o r e i g n  GDP d e f l a t o r  t im e s  th e  n o m in a l 

e x ch a n g e  r a t e  Co th e  d o m e s t ic  GDP d e f l a t o r )  and r *  th e  f o r e i g n  r e a l  

i n t e r e s t  r a t e .* - *  I t  f o l l o w s  ch a c

*y •  t  *  x *  -  x

and

r *  a  i *  -  , *
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U s in g  t h e s e  n o t a t i o n a l  c o n v e n t i o n s ,  e q u a t io n  ( l b )  c a n  b e  r e w r i t t e n  a s :  

d f *  ■ t b  ♦ a *  ♦ (r * + 7 ~ n ) f *  ( 1 2 )



#

N ote  c h i c  i  d e p re c  l a c i n g  r e a l  e xch a n g e  ra ce  7  > r a i s e s  che d ó m e se le  

r e a l  r e s o u r c e  c o s t  o f  any g iv e n  f o r e i g n  r e a l  i n t e r e s e  r a c e  The 

" a s s e t - r e v a l u a t i o n s - a n d - r e a l - g r o w t h - c o r r e c t e d "  c u r r e n c  a co u n c  i d e n t i t y  in

( 1 2 ) im p l i e s  ch e  in t e r t e m p o r a l  n a c io n a l  b u d g e t  c o n s c r a i n c ,  p re s e r .c  v a lu e  

n a c io n a l  b u d g e t  c o n s c r a i n c  o r  n a c io n a l  s o lv e n c y  c o n s c r a i n c  g iv e n  in  (1 3 )  

P V ( s ; c b * a * ; r * * y - n )  d e n o c a s  ch e  p r e s e n t  d is c o u n t e d  v a l u e ,  a c  cirae s .  o f  che 

e n t i r e  p la n n e d  o r  e x p e c c e d  f u t u r e  s crea m  o f  t r a d e  b a la n c e  s u r p lu s e s  p lu s  

n e c  f o r e i g n  c u r r e n c  c r a n s f e r s  (a s  f r a c c i o n s  o f  GDP) cb  »  a * , w h ere che 

d is c o u n c  r a c e  i s  Che r e a l - e x c h a n g e - r a c e - d e p r e c i a c i o n - c o r r e c c e d  f o r e i g n  r e a l  

in t e r e s e  r a c e  ( r * + y )  m inus th e  g ro w th  r a c e  o f  r e a l  GDP, n

- f * ( s )  e  P V (s ; c b + a * ; r * » y - n )  (1 3 )

E q u a t io n  ( 1 3 )  means c h a t  th e  p r e s e n t  d is c o u n t e d  v a lu e  o f  fu c u r e  tra d e  

b a la n c e  s u r p lu s e s  p lu s  n e c  in f l o w s  o f  f o r e i g n  a i d  and r e m it t a n c e s  (a s  a 

p r o p o r t i o n  o f  G D P )  i s  J u s t  e q u a l  t o  th e  n a c i ó n 's c u r r e n c  n e t  e x t e r n a l  d e b t  

( a s  a  p r o p o r t i o n  o f  G D P ) .  15>16 T h e  Iu a  c h » t r a d e  b a la n c e  s u r p lu s  and 

ch e  n e t  c u r r e n t  t r a n s f e r s  w i l l  b e  r e f e r r e d  c o  h e n c e f o r t h  as  che n a c ió n ' s 

p r im a r y  s u r p l u s .

The n a t i o n 's  p r im a r y  s u r p lu s  i s  o c c a s i o n a l l y  c a l l e d  th e  n a t i o n 's  nec 

r e s o u r c e  C r a n s fe r .  In  p r i n c i p l e  names d o n 't  m e c c e r , a lth o u g h  p o o r l y  ch o s e n  

names c a n  som e tim e s  c o n f u s e  th e  un w ary . The p r im a r y  s u r p lu s  i s  ch e  e x c e s s  

o f  d ó m a s e le  In com e o v e r  n a c i o n a l  a b s o r p t i o n .  The c u r r e n t  a cco u n c  s u r p lu s  

i s  th e  e x c e s s  o f  n a t i o n a l  In com e o v e r  n a c i o n a l  a b s o r p t i o n .

Tha p r im a r y  s u r p lu s  m e a s u re s  cha n a c i ó n 's n e c  r e s o u r c e  c r a n s f e r  c o  th e  

r e s t  o f  th e  w o r ld  when d o m e s t i c  Incom e i s  ta k e n  a s  th e  "ben ch m a rk " o r  

" o r i g i n *  r e l a t i v e  t o  w h ic h  c r a n s f e r s  a r e  m ea su red . The c u r r e n c  a c co u n c  

s u r p lu s  oM asuras cfie n a t i o n 's  n e t  r e s o u r c e  c r a n s f e r  t o  th e  r e s t  o f  th e  

w o r ld  i f  n a t i o n a l  Incom e i s  ta k e n  a s  th e  benchm ark  o r  o r i g i n .  The f i r s t

- 2 - -



t r a n s f e r  c o n c e p t  e m p h a s is e s  th e  l o c e c i o n  o f  r e s o u r c e s  and th e  in com e  

s crea m s th e y  y i e l d  w i t h in  th e  n a t i o n 's  b o u n d a r ie s  The s e c o n d  c o n c e p t  

f o c u s e s  on th e  o w n e r s h ip  o f  r e s o u r c e s  and th e  a s s o c i a t e d  Incom e s cre a m s  by  

n a t i o n a l  r e s i d e n t s ,  i r r e s p e c t i v e  o f  th e  l o c a t i o n  o f  th e  r e s o u r c e s

An e m p h a sis  on  th e  " t e r r i t o r i a l "  d e f i n i t i o n  o v e r  th e  ’’ o w n e rs h ip "  

d e f i n i t i o n  ( o r  v i c e - v e r s a )  i s  som etim es  a d o p te d  b y  c h o s e  w it h  s t r o n g  v ie w s  

on  th e  ( 1 1 ) l e g i t i m a c y  o r  p r i o r i t y  o f  f o r e i g n  o w n e r s h ip  c la im s  on  n a t i o n a l  

r e s o u r c e s  ( d i r e c t l y  o r  th ro u g h  th e  ta x  s y s t e m ) .  I t  i s  ( f o r t u n a t e l y )  n o t  

n e c e s s a r y  f o r  what f o l l o w s  t o  g e e  s i d e t r a c k e d  any f u r t h e r  i n t o  t h e s e  

s e m a n t ic  d i s c u s s i o n s .

E q u a tio n  (1 3 )  f o l l o w s  from  th e  a s s e t - r e v a l u a t i o n s  and  r e a l - g r o w c h -  

c o r r e c t e d  c u r r e n t  a c c o u n t  i d e n t i t y  ( 1 2 ) o n ly  i f  th e  f o l l o w i n g  r a t h e r  

t e c h n i c s . 1 -s o u n d in g  c o n d i t i o n  h o l d s :  The p r e s e n t  d i s c o u n t e d  v a lu e  o f  th e

n a t i o n 's  n e t  e x t e r n a l  d e b t  in  th e  v e r y  d i s t a n t  ( s t r i c t l y  s p e a k in g  

i n f i n i t e l y  f a r )  f u t u r e  i s  z e r o U h a t  t h i s  m eans i s  c h a t ,  u l t i m a t e l y ,  the  

e x t e r n a l  d eb t/G D P  r a t i o  h a s  t o  grow  a t  a  r a c e  l e s s  ch an  r *  *■ y  -  n o r .  

e q u i v a l e n t l y ,  c h a t  u l t i m a t e l y ,  th e  r e a l  e x c e r n a l  d e b c  has t o  grow  a t  a ra ce  

l e s s  chan r *  ♦ y .  o r  a g a in  c h a c . u l t i m a t e l y ,  th e  f o r e i g n  c u r r e n c y  v a lu e  o f  

th e  e x c e r n a l  d e b c  s h o u ld  grow  a t  a  r a c e  b e lo w  i + .  U l t i m a t e l y ,  t h e r e f o r e ,  

th e  c o u n t r y  w i l l  h a v e  t o  ru n  p r im a r y  s u r p lu s e s  in  o r d e r  t o  s e r v i c e  (p a y  the  

i n t e r e s t  o n ) i t s  d e b c .  S o lv e n c y  d o e s  n o t  r e q u i r e  c h a c  th e  d e b c  be  r e p a id ,  

o n ly  Chat i t  i s  n o t  p o s s i b l e  I n d e f i n i t e l y  c o  f i n a n c e  th e  i n t e r e s t  b i l l  

th ro u g h  f u r t h e r  b o r r o w in g :  a t  soma s ta g e  p r im a r y  s u r p lu s e s  m ust b e  a c h ie v e d  

and an y  f u r t h e r  b o r r o w in g  w i l l  n o t  b e  s u f f i c i e n t  c o  p ay  th e  e n t i r e  e x i s t i n g  

i n t e r e s t  b i l l .  The n a t i o n  c a n n o t  p la y  a  s u c c e s s f u l  P o n z i  gam e.

A d e b t o r  c o u n t r y  (w it h  f* < 0 )  f a c i n g  a r e a l  I n t e r e s t  r a c e  o n  i t s  d e b t  in  

e x c e s s  o f  th e  r e e f  g row th  r a c e  n e e d , in  p r i n c i p l e ,  n e v e r  a c h ie v e  any 

c u r r a n t  a c c o u n t  s u r p lu s e s  in  o r d e r  t o  p u rs u e  a  s t r a t e g y  c o n s i s t e n t  w ith



s o lv e n c y i^ ®  i c  musc be  c a p a b le  o f  g e n e r a t in g .  a c  some p o m e .  p r im a r y  

s u r p l u s e s  A r i s i n g  debc-G D P  r a t i o  i s  n o t  by i t s e l f  e v id e n c e  o f  im m inenc 

o r  u l t i m a t e  i n s o lv e n c y ;  o n ly  a d e b t  COP r a t i o  s c h e d u le d  t o  r i s e  

i n d e f i n i t e l y  a c  a r a c e  in  e x c e s s  o f  r *  + 7  -  n w ou ld  s p e l l  e v e n t u a l  d e f a u l t  

o r  r e p u d i a c i ó n .

C iv e n  th e  e x i s t i n g  d e b t ,  th e  p r im a r y  s u r p lu s e s  p r o j e c t e d  f o r  th e  fu t u r e  

and th e  p r o j e c t e d  f u t u r a  i n t e r e s e  r a c e s ,  e x p r e s s i o n s  su ch  as  ( 1 3 ) .  'o r  

( 1 3 ' )  o r  ( 1 3 " )  in  f o o t n o t e  1 6 ) ca n  b e  u s e d  t o  a s s e s s  th e  c o n s i s t e n c y  o f  the  

e x t e r n a l  d e b t  s t r a t e g y  I f .  u n d er c u r r e n t  p o l i c y  p r o j e c t i o n s ,  e q u a t io n

(1 3 )  i s  v i o l a t e d  ( s p e c i f i c a l l y  i f  th e  l e f t - h a n d  s id e  e x c e e d s  th e  

r i g h t - h a n d - s i d e )  t h i s  d o e s n 't  mean c h a c  d e f a u l c  i s  i n e v i t a b l e ,  o n l y  ch a c 

t h e  s t r a t e g y  u n d e r  c o n s i d e r a t i o n  w o n 't  w ork  Uhac w i l l  " g i v e "  t o  a c h ie v e  

e q u a l i t y  i n  ( 1 3 )  i s  w hat th e  d e b a t e  d u r in g  th e  c u r r e n t  d e b t  c r i s i s  i s  a l l  

a b o u t .  T he l e n d e r s  w o u ld  l i k e  t o  s e e  l a r g e r  t r a d e  b a la n c e  s u r p lu s e s  b y  che 

b o r r o w e r s  ( l a r g e r  tb  v a lu e s  in  e q u a t i o n  (1 3 )  and In d e e d  c u r r e n t  a c c o u n c  

s u r p l u s e s  t o  re d u c e  th e  c r e d i t o r s '  e x p o s u r e  in  th e  d e b t o r  c o u n t r i e s ) .  The 

b o r r o w e r s  w o u ld  l i k e  Co s e e  som e c o m b in a c ió n  o f  m ore a i d  ( l a r g e r  a * ) ,  lo w e r  

i n t e r e s t  r a t e s  ( l o w e r  r * ) . b e t t e r  te rm s  o f  t r a d e  ( n e g a t iv e  7 ) . '  h ig h e r  

g r o w th  ( l a r g e r  n ) o r  a  w r it e -d o w n  o r  w r i t e - o f f  o f  ( p a r t  o f )  th e  d e b t  (a  

s m a l l e r  v a lu e  o f  - f * ) .

C a p i t a l  f l i g h t  I n t r o d u c e s  an im p o r ta n t  f u r t h e r  d im e n s io n  t o  e q u a t io n s  

(1 2 )  and  ( 1 3 ) .  N at f o r e i g n  a s s e t s .  F* c o n s i s t  o f  o f f i c i a l  f o r e i g n  e x ch a n g e  

r e s e r v e s  R * a n d , in  many d e v e l o p i n g  c o u n t r i e s ,  o f  a  l a r g e  amount o f  p r i v a t e  

f o r e i g n  c l a i m s  o r  a s s e t s  -D * ?  a g a i n s t  w h ich  i s  s e t  a l a r g e  amount o f  p u b l i c  

o r  p u b l i c l y  g u a r a n te e d  d e b t ,  D*** The incom e from  th e  p r i v a t e  o v e r s e a s  

a s s e t  h o l d i n g s  o f t e n  e i t h e r  s t a y s  a b r o a d  o r ,  i f  r e p a t r i a t e d ,  m anages to  

e s c a p e  t h e  d om estlE  f i s c a l  a u t h o r i t i e s .  New p r i v a t e  c a p i t a l  o u t f l o w s  

s i m i l a r l y  a r e  o f t e n  b e y o n d  th e  c o n t r o l  o f  th e  d o m e s t ic  a u t h o r i t i e s .  Much
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o f  th e  d e b c  c r i s i s  d e b a te  ch en  e f f e c t i v e ! * /  f o c u s e s  on ch e ! e f c - h a n d - s i d e  o f  

c^ e  r e a r r a n g e d  b a la n c e  o f  paym encs e q u a t io n  ; !•* >

¿D *c  ■ ¿1R* -  [ ^ 5  ♦ A *] ♦ i* ( D * c -R * )  «■ { i * D * p -d D * p}  ('*.-•)

The le n d e r s  a r e  c o n c e r n e d  w it h  th e  d e v e l o p i n g  c o u n t r y 's  d e b t s  ( D * ^ ) . 

n o t  w it h  i t s  u n a c ta c h a b le  a s s e t s .  Incom e f r o n  t h e s e  , a s s e t s  t e n d s  t o  s ta y  

a b r o a d  ( i* D * ^ , w h ich  i s  n e g a t i v e ,  a u t o m a t i c a l l y  " d i s a p p e a r s "  i n t o  -4 D * ? )  

E ven Che b u i l d i n g  up o f  r e s e r v e s  b y  th e  m o n e ta r y  a u t h o r i t i e s  i s  o f t e n  

v ie w e d  w ith  s u s p i c i o n ,  as  b e in g  " a t  th e  e x p e n s e  o f "  d e b c  s e r v i c e  o r .  w o r s e , 

i n  a n t i c i p a t i o n  o f  a p o s t - r e p u d i a t i o n  c a s h - in - a d v a n c e  i n t e r n a t i o n a l  t r a d in g  

r e g im e  f o r  th e  c o u n t r y .

O th e r  c r i t i c s  h a ve  p o in t e d  o u t  c a u s a l  l i n k s  b e tw e e n  4 0 * ^  and ¿O***, w it h  

new f o r e i g n  le n d in g  to  th e  p u b l i c  s e c t o r  o f  h i g h l y  i n d e b t e d  d e v e l o p i n g  

c o u n t r i e s  d i s a p p e a r in g  v i r t u a l l y  in s t a n t a n e o u s ly  a s  p r i v a t e  c a p i t a l  f l i g h t ,  

a nd  a t  t l a e s  r e t u r n in g  t o  th e  l e n d in g  ban k s b y  r e t u r n  o f  e l e c t r o n i c  m a l l .

In  th e  l i a i t ,  c a p i t a l  f l i g h t  and th e  a s s o c i a t e d  t a x  e v a s i o n  mean c h a t ,  

e f f e c t i v e l y ,  th e  n a t i o n 's  p r i v a t e  e x t e r n a l  a s s e t s  c e a s e  t o  b e  p a r t  o f  i t s  

t r u e  e c o n o a i c  b a s e  and  c e r t a i n l y  o f  i t s  p u b l i c  s e c t o r  r e v e n u e  b a s e ,  l e a v i n g  

o n l y  th e  p u b l i c  e x t e r n a l  l i a b i l i t i e s .  T h is  t h r e a t e n s  t h e  s o lv e n c y  o f  

p o t e n t i a l l y  v i a b l e  n a t i o n s .  T h a t th e  p r o b le m  i s  s e r i o u s  c a n  b e  i n f e r r e d  

fro m  T a b le  2 w h ich  r e p r o d u c e s  som e e s t im a t e s  b y  Cumby and L e v ic h  f 198 7 ) o f  

t h e  e x t e n t  o f  f l i g h t  c a p i t a l  f o r  a  number o f  c o u n t r i e s .

5 . The s o lv e n c y  o f  th e  p u b l i c  s e c t o r

The d i s c u s s i o n  o f  " n a t i o n a l  s o lv a n c y "  In  cha p r e v io u s  s a c c l o n  s h o u ld  

n o c  l e a d  ona  Co c h in k  o f  any c o u n C r y , d e v e lo p in g  o r  I n d u s C r l a l ,  a s  b e in g  

w a l l  c h a r a c t e r i s e d  b y  a s i n g l a  r e p r e s e n t a t i v e , n a t i o n a l  a g e n t ,  i . e .  a



b e h a v i o u r a l l y  c o n s o l i d a t e d  p r iv a t e - c u i n - p u b i i c  s e c t o r  w ith  f u l l  command o v e r  

a l l  n a c i o n a l  r e s o u r c e s .  As ch e e x c e r n a l  t r a n s f e r  ;r. most d e v e lo p in g  

c o u n c r i e s  i s  m e d ia ce d  ch ro u g h  ch e p u b l i c  s e c t o r ,  s e p a r a t e  c o n s i d e r a t i o n  o f  

ch e  f i n a n c i a l  a c c o u n t s ,  s o lv e n c y  c o n s c r a i n c .  s p e n d in g  programme and rev en u e  

b a s i s  o f  ch e  p u b l i c  s e c c o r  i s  in  o r d e r  A *

E qu aC ion  ( 1 5 )  g i v e s  ch e  b u d g e t  i d e n t i t y  o f  che c o n s o l i d a t e d  p u b l i c  

s e c c o r ,  i . e .  g e n e r a l  g o v e rn m e n t , c e n t r a l  bank and s c a c e  e n t e r p r i s e s .

p 5  + ♦ | (4 D * G-4 R * )  • CG ♦ iC  .  E A *. T -  J ♦ ♦ i *  j (D *g-R * )  (1 5 )

H i s  ch e  n o m in a l s t o c k  o f  h ig h -p o w e r e d  money o r  r e s e r v e  m oney, i . e .  che 

m o n e ta r y  b a s e .  I c  c o n s i s t s  o f  c o i n  and  c u r r e n c y  h e ld  by  che p u b l i c  and 

r e s e r v e s  h e l d  b y  th e  co m m e rc ia l b a n k in g  syscem  and b e a r s  a z e r o  n om in a l 

i n c e r e s c  r a c e .  G r o ss  p u b l i c  s e c c o r  c a p i t a l  f o r m a t io n  I e . che p u b l i c  s e c c o r  

c a p i t a l  s c o c k  Kc  and ch e  d e p r e c i a c i ó n  r a c e  o f  ch e  p u b l i c  s e c c o r  c a p i c a l  

s c o c k  ¿  a r e  r e l a c e d  by

dKc  ■  I e  -  «K c .

F*G ■ r *  -  d* c  I s  th e  g o v e m n e n c 's  n s t  s c o c k  o f  f o r e i g n  a s s e t s  The 

g o v e r n n e n c 's  g r o s s  r e c u m  f r o n  ch s  p u b l i c  s e c c o r  c a p i c a l  s c o c k .  J .  ca n  be 

v r l c c a n  a s  Cha p r o d u c t  o f  cha c a p i c a l  s c o c k  Kc  and i t s  g r o s s  r a c e  o f  

r e t u r n  q , l . a .

■I ■ q*C .

Ue a l s o  d e f i n e  ch a  f o l l o w i n g  r a c i o s  c o  COF:

h ■ H /P Q ; kG-  g C /Q ; b  ■ J g ; c °  -  1= -  r -  f * G -  ^  ;
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The gov ern m en t b u d g e t  i d e n t i t y  (1 5 )  ca n  th e n  be r e w r i t t e n  a s :

¿lb -  ,l£ * G -  J k G ■ c G -  ( a * * r )

♦ ( r * - n ) ( b - f * G- k G)

♦ ( r - r * ) b  -  y f * G ♦ ( r * - ( i j - 4 )  )k G 

-  (J h * (n + » )h |

L ac 0 d e n o ta  ch e n e c  n o n -m o n e ca ry  l i a b i l i t i e s  o f  ch e  g o v e rn m e n t , 

c h a i r  r a t i o  c o  CD?, l a

0 a »  -  -  Kg

and

*-!■
The b u d g e t  i d e n t i t y  ca n  ch an  b e  w r lc t e n  m ore c o m p a c t ly  a s  in  (1 6 )  

d d  ■ c G -  (a * + r )  ♦ (r * + 7 ~ n )d  ♦ i  -  a  

w h ere

t  ■ ( r - ( r * + y ) ) b  + ( r * + y - ( i | - * ) ) k c

and

a  ■ dh  ♦ (n + » )h

and d

(1 6 )

(1 7 a )

(1 7 b )



The i n c r e a s e  in  ch e p u b l i c  s e c t o r 's  n e t  debt-G D P  r a t i o  c a n . from  

e q u a t i o n  ( 1 6 ) ,  b e  e x p r e s s e d  a s  ch e su a  o f  fo u r  co m p o n e n ts  The f i r s t  i s  

c ^ - ( a * * r ) ,  th e  b a s i c  p u b l i c  s e c t o r  p r im a r y  n o n - i n t e r e s t '  c u r r e n t  o r  

c o n s u m p t io n  a c c o u n t )  d e f i c i t  as a p r o p o r t i o n  o f  GO? The s e c o n d . 

( r * + -y -n )d ,  i s  th e  r e a l  i n t e r e s t  paym ents on th e  d e b c  c o r r e c t e d  f o r  th e  

6 g r o w th  o f  r e a l  GOP. a s  a p r o p o r t i o n  o f  GDP. The r e a l  i n c e r e s c  r a t e  im pu ted

t o  th e  d e b c  i s  th e  w o r ld  r e a l  i n t e r e s t  r a t e  r *  ■ i *  -  ▼+ p lu s  the

p r o p o r t i o n a l  r a t e  o f  d e p r e c i a t i o n  o f  th e  r e a l  e x ch a n g e  r a c e  y  The t h i r d .  

<2 c o n s i s t s  o f  th e  a d d i t i o n a l  i n t e r e s t  l o s s e s  (w h ic h  may o f  c o u r s e  be 

n e g a t i v e )  a c c r u in g  on  th e  v a r i o u s  a s s e t s  and l i a b i l i t i e s  due t o  th e  f a c t  

t h a t  th e  r e a l  r a c e  o f  r e t u r n  on  th e s e  a s s e t s  and l i a b i l i t i e s  d i f f e r s  from  

t h e  w o r ld  r e a l  i n c e r e s c  r a t e  c o r r e c t e d  f o r  r e a l  e x c h a n g e  r a c e  c h a n g e s . I f  

d o m e s t i c  d e b c  p a ys  a r e a l  i n t e r e s t  r a c e  in  term s o f  home g o o d s  ( r )  in  

e x c e s s  o f  th e  w o r ld  r e a l  i n t e r e s t  r a c e  c o r r e c t e d  f o r  r e a l  e x ch a n g e  ra c e  

d e p r e c i a t i o n  (r* * -y ) th e n  <2 in c r e a s e s  by  an anounc ( r - ( r * * - y ) ) b  I f  the  

f o r e i g n  r e a l  i n t e r e s t  r a t e  c o r r e c t e d  f o r  r e a l  e x ch a n g e  r a t e  d e p r e c i a t i o n  

e x c e e d s  th e  n e t  r e a l  r a t e  o f  r e t u r n  on  p u b l i c  s e c t o r  c a p i t a l .  17 -  6, 

d in c r e a s e s  b y  an am ount (r* -* 7 - ( i f - i ) ) k ^ .  F i n a l ly ,  th e  in c r e a s e  in  th e  

d eb t-G D P  r a t i o  w i l l  b e  s m a l l e r ,  th e  l a r g e r  <r, r e a l  s m lg n io r ã g a o r  th e  r e a l  

v a lu e  o f  th e  I n c r e a s e  In  th e  n o m in a l h ig h -p o w e r e d  m oney s t o c k  (a s  a 

p r o p o r t i o n  o f  G D P ).

From (1 6 )  and  (1 7 a ,  1.7b) a  few  o b v io u s  f a c t s  s ta n d  o u t  

S u b s t l c u t l n s  d o — « t i c  d s b t  f o r  f o r e l a n  d e b t .

The s u b s t i t u t i o n  o f  d o m e s t i c  d s b t ,  b ,  f o r  f o r e i g n  d e b t  ( - f » G ) , w i l l  

w o r s e n  th e  b u d g e t a r y  p o s i t i o n  o f  th e  gov ern m en t I f  th e  d o m e s t ic  r s e l  

I n t e r e s t  r a t e  e x c e e d s  t h e  f o r e i g n  r e a l  I n t e r e s t  r a t e  c o r r e c t e d  f o r  r e e l  

e x c h a n g e  r a c e  d e p r e c i a t i o n .  B oth  T u rk ey  and  B r a z i l  h a v e  In  r e c e n t  y e a r s
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p u rs u e d  su ch  a s t r a t e g y ,  w h ich  uav n o t  have b e e n  v e r y  s e n s i b l e  '.s e e  Anand 

and van  w ijn b e r g e n  !1 9 8 7 ¡ )

I f  th e  s u b s t i t u t i o n  o f  d o m e s t ic  gov ern m en t d e b t  f o r  f o r e i g n  p u b l i c  d e b t  

c a k e s  th e  form  o f  a " s c o c k - s h i f c "  o p e n -m a rk e t  sw ap, th e  n a t i o n 's  t o t a l  n e t  

f o r e i g n  in d e b te d n e s s  a t  ch a c  in s t a n t  w i l l  n o t  - o f  c o u r s e  nave b e e n  

a f f e c t e d .  P r iv a c e  e x t e r n a l  in d e b te d n e s s  m ust h a v e  in c r e a s e d  b y  th e  same 

am ount a s  th e  r e d u c t i o n  in  f o r e i g n  in d e b te d n e s s  The g o v e r n m e n t 's  b a la n c e  

s h e e t  w i l l  h a ve  b e e n  w eakened w h ile  ch a c  o f  th e  p r i v a c e  s e c t o r  h a s  becom e 

s t r o n g e r .  T h is  c r e a t e s  a p ro b le m  i f  and t o  th e  e x t e n t  c h a t  th e  gov ern m en t 

h e s  t r o u b l e  e f f e c t i n g  th e  i n c r e a s e d  in c a r n a i  f i s c a l  t r a n s f e r  r e q u i r e d  c o  

s e r v i c e  i t s  c o s t l i e r  d e b t .

I f  th e  s u b s t i t u t i o n  o f  m ore e x p e n s iv e  d o m e s t i c  p u b l i c  d e b t  f o r  f o r e i g n  

p u b l i c  d e b t  ca k e s  th e  form  o f  th e  gov e rn m e n t f i n a n c i n g  a l a r g e r  s h a r e  o f  

i t s  f l o w  d e f i c i t  b y  b o r r o w in g  d o m e s t i c a l l y ,  c h a r e  w i l l  b e .  as t im e  p a s s e s ,  

f i r s t - o r d e r  e f f e c t s  on  Che e v o l u t i o n  o f  th e  n a t i o n 's  n e t  e x t e r n a l  

in d e b t e d n e s s ,  ( 1 ) th ro u g h  Che h ig h e r  fu t u r e  p u b l i c  s e c t o r  d e f i c i t s  c h a c  

w o u ld  r e s u l t  b e c a u s e  r  > r *  + y (e v e n  i f  s e i g n i o r a g e ,  th e  p r im a r y  d e f i c i t  

and  ch e  r e s t  o f  Î  a r e  u n ch a n g e d ); and ( 2 ) th r o u g h  any e f f e c t s  o f  th e  ch a n g e  

i n  th e  i n t e r n a l - e x t e r n a l  f i n a n c i n g  m ix on  p r i v a t e  s a v in g  and  in v e s t m e n t . 

I f  ch e  p r i v a t e  s e c t o r  c a n n o t  b o r r o w  a b r o a d  ( o r  c a n n o t  i n c r e a s e  i t s  

b o r r o w in g  a b r o a d ) , th e  i n c r e a s e d  gov ern m en t b o r r o w in g  in  ch e  d o m e s t ic  

c a p i t a l  m a rk e ts  w i l l  cro w d  o u t  p r i v a t e  in v e s t m e n t ,  e i t h e r  b y  p u s h in g  up 

d o m e s t i c  r e a l  i n t e r e s t  r a t e s  o r  b y  t i g h t e r  c r e d i t  r a t i o n i n g .  The r e s p o n s e  

o f  p r i v a t e  s a v in g  i s  l e s s  c l e a r - c u t ,  b u t  u n d e r  th e  c o n d i t i o n s  j u s t  s t a t e d ,  

th e  p r i v a t e  s e c t o r  f i n a n c i a l  s u r p lu s  w i l l  h a v e  t o  I n c r e a s e  b y  t h e  f u l l  

am ount o f  th e  s w i t c h  o f  gov e rn m e n t b o r r o w in g  fro m  th e  e x t e r n a l  c o  cha 

I n t e n t a i  f i n a n c i a l  'm a r k e t s .  Uhan p r i v a t e  a c c e s s  t o  th e  I n t e r n a t i o n a l  

f i n a n c i a l  m a rk e ts  i s  l i m i t e d  b u t  n o n - z e r o ,  th e  s h o r t - r u n  r e s p o n s e  o f  the



c u r r « n c  a cco u n c  i s  s t i l l  l i k e l y  z o  be an im provem ent a lth o u g h  i t  a g a in  i s  

l i k e l v  t o  have b een  p u rch a se d  a t a c o s t  in  : e n s  o f  d o m e s t ic  in v e stm e n t  

O ver c im a , che g o v e rn n e n c  w ou ld  a l s o  e n c o u n t e r  th e  more a c u te  in t e r n a l  

f i s c a l  t r a n s f e r  p ro b le m s  d i s c u s s e d  b e f o r e  

The d e b t  b urden  and Che r e a l  e xch a n g e  r a c e

As was d i s c u s s e d  In  c o n n e c t i o n  v i c h  n a c io n a l  s o lv e n c y  in  S e c c ió n  U, a 

d e p r e c i a t in g  r e a l  e x c h a n g e  r a c e  ( y  > 0 ) I n c r e a s e s  ch e r e a l  d o o e s c i c  

r e s o u r c e  c o s e  o f  s e r v i c i n g  f o r e i g n  d e b t  ( a t  any g iv e n  w o r ld  r e a l  i n c e r e s c  

r a t e  r * ) .  T h is  c o n f r o n t s  d e b to r  c o u n t r i e s  w ith  t h e  u n p le a s a n t  dilem m a ch a c 

th e y  m ust a c h ie v e  an im p ro v e d  l e v e l  o f  c o m p e t i t i v e n e s s  in  o r d e r  t o  g e n e r a te  

th e  t r a d e  s u r p lu s e s  c o  r e q u ir e d  s e r v i c e  t h e i r  d e b t ,  w h ile  th e  v e r y  p r o c e s s  

o f  Im p r o v in g  t h e i r  c o m p e t i t i v e n e s s  in c r e a s e s  th e  r e a l  b u rd en  o f  t h a t  d e b c . 

The r e t u rn  on  ch e p u b l i c  s e c t o r  c a p i t a l  s t o c k

Tha I m p l i c a t i o n s  o f  d i f f a r a n c  r a c e s  o f  r e t u r n  on  th e  p u b l i c  s e c c o r  

c a p i t a l  s cock ^ O  ca n  b e  b ro u g h c  o u t  m ost e a s i l y  by c o n s i d e r i n g  two e x c re m e s . 

The f i r s t ,  o p c l m i s c l c ,  s c e n a r i o  has th e  n e t  r a t e  o f  r e t u r n ,  y -  6 . e q u a l to  

th a  o p p o r t u n i t y  c o s t  o f  gov ern m en t b o r r o w in g , r *  ♦ y  I f  in  a d d ic io n  

r  -  r *  -  y ,  th a  p r im a r y  d e f i c i t  d r i v i n g  th e  d e b t  d yn am ics  in  t h i s  c a s e  i s  

s im p ly  ch e  c u r r e n c  o r  c o n s u m p t io n  a c c o u n c  d e f i c i t ,  c c  -  (a * + r )

The s e c o n d , p e s s i m i s t i c  ( o r  r e a l i s t i c ? ) ,  s c e n a r i o  has th e  g r o s s  r a c e  o f  

r e t u r n  ij e q u a l  t o  z e r o .  C a p i t a l  a f f e c t i v e l y  c e a s e s  t o  be an a s s e t  and 

g r o s s  in v e s tm e n t  ( i G ■  d k G+ ( 4 » n )k G) I s  l i k e  p u b l i c  co n su m p t io n  e x p e n d itu r e  

L e t  n e t  p u b l i c  d e b t  e x c l u d i n g  c a p i t a l  a s  a p r o p o r t i o n  o f  GDP be 

3  ■ (B -E F ^ e l/P Q . I f  I n  a d d i t i o n  we h a ve  r  -  r *  + y .  th e  b u d g e t  I d e n t i t y  

b ecom es

¿ 3  ■  c G ♦ I e  -  £ a * + r )  ♦ ( r * + y - n ) d  -  a .  (1 8 )



The p r im a r y  d e f i c i t  d r i v i n g  the  d e b t  dvr.am tcs row  i r . c l - d e s  g r o s s  p u b l i c  

s e c t o r  c a p i t a l  fo r m a t io n  * i t h  17 < 0 the  t r u e  p r im a ry  h e r i c i t .

c^  - ( a * + r ) ♦ Q w ou ld  be e v e n  la r g e r  

The s o lv e n c y  c o n s t r a i n t  o f  che p u b l i c  s e c t o r

From e q u a t io n  (1 6 )  we ca n  o b t a in  th e  in t e r t e m p o r a l  b u d g e t  c o n s t r a i n t ,

p r e s e n t  v a lu e  b u d g e t  c o n s t r a i n t  o r  s o lv e n c y  c o n s t r a i n t  o f  th e  p u b l i c  s e c t o r  

in  th e  same way as was don e  f o r  Che n a t i o n  a s  a w h o le  in  S e c t io n  I t  i s

g iv e n  in  e q u a t i o n  (1 9 )

d ( s )  — P V (s ; r + a * - 6 - c ^ ;  r*-* -y-n)  *■ P V (s ; a  ; r*-*-y-n)  ( 1 9 )

The p r e s e n t  d is c o u n t e d  v a lu e  o f  f u t u r e  p r im a ry  gov e rn m e n t s u r p lu s e s

( i n c l u d i n g  Q,  th e  d r a in  on  p u b l i c  s e c t o r  re v e n u e s  c a u s e d  b y  c o s t l y  d o m e s t i c  

d e b t  and l o w - y i e l d i n g  p u b l i c  s e c t o r  c a p i t a l )  p lu s  th e  p r e s e n t  v a lu e  o f

fu t u r e  r e s o u r c e s  a p p r o p r ia t e d  by  p r i n t i n g  money s h o u ld  be e q u a l t o  the  

o u t s t a n d in g  n e t  p u b l i c  d e b t . ^ l

As in  S e c t i o n  4 .  th e  s o lv e n c y  c o n s t r a i n t  (1 9 )  s h o u ld  be v ie w e d  as an 

e x -a n t e  c o n s i s t e n c y  c h e c k  on  th e  g o v e r n m e n t 's  s p e n d in g , re v e n u e  r a i s i n g  and 

m o n e t is a t io n  p la n s ,  g iv e n  i t s  I n i t i a l  o u t s t a n d in g  d e b t .

Uhen s p e n d in g  and re v e n u e  p r o j e c t i o n s  a r e  made and e v a lu a t e d ,  i t  i s  

im p o r ta n t  t o  b e  aw are o f  th e  s p e n d in g  and re v e n u e  i m p l i c a t i o n s  o f  v a r i o u s  

s t r u c t u r a l  a d ju s tm e n t  p o l i c i e s .

T ra d e  l i b e r a l i s a t i o n ,  when i t  ca k e s  th e  form  o f  r e d u c in g  t a r i f f s  o r  

e x p o r t  t a x e s  e n d  when th e  re v e n u e  b a s e  i s  l e s s  ch an  u n i t  e l a s t i c  w it h  

r e s p e c t  t o  ca x  and t a r i f f  r a c e s ,  w i l l  r e d u c e  r e v e n u e s  and w eaken s o lv e n c y  

u n le s s  f u t u r e  p r im a ry  d e f i c i t s  a r e  r e d u c e d  o r  fu t u r e  s e ig n i o r a g e  re v e n u e s  

a r e  b o o s t e d .  I f  n e i t h e r  o c c u r s ,  th e  d e b t  w i l l  n o t  b e  s e r v i c e d  in  f u l l  and 

w e 'I T  s e e  e i t h e r  e x p l i c i t  ( p a r t i a l )  r e p u d i a t i o n  o r  c a p i t a l  l e v i e s  e t c .  

T h is  i s  n o t  n e c e s s a r i l y  a  b a d  t h in g ,  a l t h o u g h  i t  i s  l i k e l y  t o  a f f e c t



a o v a r s e l y  ch a  g o v e rn m e n t ' s fu t u r a  a b i l i t y  t o  b o r r o u  The c a s e  : o r  a m ora 

a x p l l c i c l y  c o n c in g a n c  p u b l i c  d a b c  ( i n c a r r .a i  and e x t e r n a l ;  h as  b e e n  nada 

f o r c a f u l l y  among o ch a r a  b v  R. O orn b u sch  1986 p p . l 3 1 - l ó C  and pp i ' 5 - l t í '  

F r o v ld a d  cha c o n c i n g e n c i a s  a ra  c l c a r l v  d a f in a d  and o b s e r v a b le  and n o c  u n d er 

cha c o n c r o l  o f  cha b o r r o w in g  gov e rn m e n e . cha  c a s a  f o r  m ak ing d a b c  h o id a r s  

s h a ra  (w lc h  la b o u r  and  cha  ow n ars  o f  c a p l c a l )  in  cha b u rd a n  o f  a d ju s c l n g  co  

in c a r n a i  an d  e x c e r n a l  e x o g e n o u s  s h o c k s  w o u ld  s s e a  c o  b e  a s t r o n g  ona

R a p la c ln g  q u o c a s  and l a p o r c  l i c e n s e e  (w h ic h  c y p l c a l l y  a r e  n o c  a u c c lo n a d  

o f f  c o m p e t i t i v e l y )  b y  u n l f o r a  t a r i f f s ,  a s  i s  c u r r e n t l y  b e in g  recom m ended b y  

ch a  U o r ld  Bank, w i l l  r a i s e  gov e rn m e n t re v e n u e  in  a d d i t i o n  c o  h a v in g  

a l l o c a c l v e  o r  e f f i c i e n c y  e f f a c e s  and  may re d u c e  ch a  r e t u r n s  co  

r e n t - s e e k i n g  a c t i v i t y .

Tha c o n s e q u e n c e s  o f  i n c a r n a i  and  a x c a r n a l  f i n a n c i a l  l i b e r a l i s a t i o n  f o r  

Cha g o v e r n m e n t 's  a b i l i t y  c o  a x c r a c c  s e ig n i o r a g e  w i l l  b e  c o n s id e r e d  in  

S a c c io n  6 .

6 . S a l m l o r a e e  a s  a ta x

S e ig n i o r a g e ,  a . cha in c r e a s e  in  cha n o m in a l h ig h -p o w e r e d  money s t o c k  

(a s  a  p r o p o r t i o n  o f  GDP) c a n  b e  w r i t t e n  i n  a  number o f  w ays a s  shown in  

a q u a t io n  ( 2 0 ) .  n  •  ÚH/H i s  ch a  p r o p o r c i o n a l  r a t e  o f  g row ch  o f  th e  n o m in a l 

h ig h -p o w e r e d  m oney s c o c k  and  V m PQ/H i s  ch a  in com e v e l o c i t y  o f  c i r c u l a c i ó n  

o f  h ig h -p o w e r e d  m on ey .1



A t c a n  b a  saa n  f r o a  th a  s a c o n d  l i n a  o f  ( 2 0 , c o t a i  s e i g n i o r a g e  ca n  ba  

b ro k a n  down ln c o  2 c o a p o n a n c s . cha r e d u c t i o n  in  cha h ig h -p o w e r e d  m oney -  

GDP r a c l o  ch a c  w o u ld  o c c u r  as a r e s u l c  o f  n o m in a l GOP g r o w c h , h o ld in g  

c o n s t a n t  cha n om in a l s t o c k  o f  h ig h -p o w a r a d  monav ( ( n » w ) h )  and  ch a  ch an ga  in  

cha h ig h -p o w a r a d  aoney-G D P r a t i o  (d h  ■ - A V /V ? ) . I f  monay d a a a n d  a q u a ls  

m onay s u p p ly ,  (n + s )h  ca n  ba  ln c a r p r a c a d  a s  cha  g ro w ch  in  n o m in a l monay 

damand dua Co i n f l a t i o n  and r a a l  GDP grow ch  a c  a g iv a n  v a l o c i c y .  dh  i s  cha 

ln c r a a s a  in  r e a l  money damand dua c o  d e c l i n i n g  v a l o c i c y .  Tha two 

com p on a n cs  w i l l  o f c a n  nova  in  o p p o s l c a  d l r a c c i o n s .  H ig h e r  a c c u a i  i n f l a c i ó n  

w i l l  c a r . p a r .  in c r e a s e  ( n * » ) h .  D i r e c t l y  and v i a  h ig h e r  n o m in a l i n t e r e s e  

r a c e s ,  h ig h e r  e x p e c t e d  i n f l a c i ó n  w i l l  a l s o  ca n d  c o  i n c r e a s e  v a l o c i c y  

( r e d u c e  m oney demand a c  any g iv e n  l e v e l  o f  ih c o m e ) . Tha c h l r d  l i n e  o f  (2 0 )  

p r o v id a s  a d e c o m p o s it io n  o f  s e ig n i o r a g e  ( o r  ch a  i n f l a c i ó n  c a x )  i n c o  an 

i n f l a c i ó n  t a x  r a c e ,  p  a dH/H and an I n f l a t i o n  c a r  b a e e ,  h  ■ V 1 . A h ig h e r  

i n f l a c i ó n  c a x  r a c e  w i l l ,  g iv a n  ch a  t a x  b a s a , r a i s e  s e ig n i o r a g e  r e v e n u e .  To 

ch e  e x c e n c  c h a c  a  h ig h e r  v a lu e  o f  p r a i s e s  cha a x p e c c e d  r a c e  o f  i n f l a c i ó n  

(a n d  f o r  in c r a a s e a  i n  p ch a c  a ra  p e r c e i v e d  a s  p e rm a n e n t, i t  w i l l  d o  so  

s o o n a r  o r  l a t e r ) ,  1C w i l l  a l s o  r a i s e  v a l o c i c y  and  r e d u c e  ch a  c a x  b a s a . 

O n ly  i f  Che e l a s c l c l c y  o f  v e l o c i t y  w ich  r a s p e c c  c o  p i s  l a s s  ch a n  u n i c y ,  

w i l l  s e i g n i o r a g e  re v e n u e  g o  up a s  p in c r e a s e s

C o n s id e r  ch e  n o n a C ary b a s e  damand f u n c t i o n  g iv a n  in  a q u a t io n  ( 2 1 )

h  -  f ( l . Q ; p )  f t  < 0 ( 2 1 )

y  i t  s  s e e  o f  v a r i a b l e s  su ch  a s  e x p a c e e d  i n f l a c i ó n ,  a x p e c c e d  n o m in a l 

e x c h a n g e  r a c e  d e p r e c i a c i ó n ,  f o r e i g n  i n t e r e s e  r a c e s ,  o f f i c i a l  b a n k  r e s e r v a  

r e q u i r e m e n t s , c a p lC a l  c o n c r o l s  e t c .  c h a c  may i n f l u e n c e  ch a  dam and f o r  b a s e  

m onay i n  a d d i t i o n  t o  1  and Q.



- 3 6 -

Í q  w i l l  ba  p o s i c i v e  ( n e g a t i v e '  i f  th e  e l a s t i c i t y  o f  r a a l  money b a sa  

dem and w it h  r a a p a c t  t o  r a a l  in com e ta g r e a c e r  chan l a s s  th a n ; u n it y .  F or 

th a  n o u a n t , assuma a  u n i t a r y  In con a  a l a s t r e i tv  and a  r a a l  i n t a r a s t  r a t a  

t h a t  i s  ln d e p a n d a n t  o f  tha  r a ta  o f  i n f l a t i o n .  In  th e  lo n g  ru n . t  -  ¡i -  n. 

F or  a  number o f  com m only u sa d  money d eaan d  f u n c t io n s  su ch  as tha  l i n e a r  ona 

i n  ( 2 2 a )  and th a  l o g - l l n a a r  ona in  ( 2 2 b )  th a  lo n g - r u n  r a l a t i o n s h l p  b e tw e e n  

m on eta ry  g r o w th  and  r e a l  s e ig n i o r a g e  h a s  th a  " L a f f a r  c u r v e *  sh ape  show n in  

F ig u r e  6 .^ 2

h -  a  -  b i  a . b ,  > 0 ; 1 < a b ~ l  ( 2 2 a )

In  h -  a '  -  b '  1  b ' > 0  ( 2 2 b )

F or th e  l i n e a r  demand f u n c t i o n ,  shown in  F ig u r e s  6a ,  6 B. and f o r  tha 

l o g - l i n e a r  dem and f u n c t i o n ,  shown in  F ig u r e s  6C. 6 D, t h e r e  I s  a u n iq u e , 

f i n i t e ,  l o n g - r u n  s e ig n i o r a g e  m a x im is in g  r a t a  o f  I n f l a t i o n  ( a / 2b  in  tha 

l i n e a r  c a s e ,  1 / b '  in  th a  l o g - l i n e a r  c a s e )  No r a t i o n a l  p o l ic y -m a k in g  

p r o c e s s  w o u ld  d r i v e  tha  l o n g - r u n  i n f l a t i o n  r a t e  b e y o n d  t h i s  p o in e  as  in  

a d d i t i o n  t o  th e  c o s t s  o f  h ig h e r  i n f l a t i o n ,  th e r e  w o u ld  b e  a  r e d u c t i o n  in  

i n f l a t i o n  t a x  r e v e n u e s . Many p a a t  and  r e c a n t  h y p e r - i n f l a t i o n a r y  o r  

n a a r - h y p e r - l n f l a t i o n a r y  e p i s o d e s  n e v e r t h e l e s s  saw th e  r a t e  o f  i n f l a t i o n  

p u s h e d  w e l l  b e y o n d  th a  p o i n t  o f  n e g a t iv e  s e ig n i o r a g e  r e t u r n s .  Tha 

p o l i t i c a l  e con om y  o f  s u c h  m o n e ta r y  i r r a t i o n a l i t y  i s  n o t  v e r y  w e l l  

u n d e r s t o o d .

The Im p o r ta n c e  o f  s e ig n i o r a g e  a s  a s o u r c e  o f  g ov ern m en t rev en u e  v a r ia s  

w i d e l y  a c r o s s  c o u n t r i e s  a t  a  p o i n t  in  t im e  and o v e r  tim a  f o r  any g iv e n  

c o u n t r y .  O n ly  th e  c r o a s - s a c t l o n a l  v a r i a t i o n  i s  show n i n  T a b le  3 . N ote  

t h a t  a l l  t h e s e  d a ta  u n d e r s t a t e  s e ig n i o r a g e  re v e n u e , a s  th e y  o n ly  r e f e r  t o  

c u r r e n c y  o u t s id e  b a n k s . C u r re n c y  h e ld  b y  th e  ban k s  a s  ’ t i l l  m oney* and



r t s t r v t s  h « l d  e i t h e r  a s  ca sh  o r  in  th e  form  o f  b a n k e r s ' b a la n c e s  w it h  th e  

C e n t r a l  Bank a r e  o m it t e d  b e ca u s e  th e  d a ca  te n d  co  b e  v e r y  u n r e l i a b l e

The s e ig n i o r a g e  c a x  b a se  ca n  b e  a f f e c t e d  p o w e r fu l ly  b y  d i r e c c  

in t e r n a c i o n a l  c u r r e n c y  s u b s c i c u c i o n  ( " d o l l a r i s ã c i o n " ) and b y  d o a e s c  l c  

f i n a n c i a l  d e v e lo p m e n ts  and r e fo r m s . D óm asele  f i n a n c i a l  d e r e g u l a t i o n  and 

eha d e v e lo p m e n t  o f  d e p o s i t - c a k i n g  i n s t i t u t i o n s  p a y in g  a t t r a c t i v e  i n t e r e s t  

r a t e s  u i l l  s h r in k  th e  demand f o r  c u r r e n c y  h e l d  o u t s id e  th e  b a n k in g  sy s te m  

(C u r ) .  U lth  a g i v e n  r e s e r v e  re q u ir e m e n t  ( ! )  a g a i n s t  d e p o s i c s  (D a p ) 

(a ssu m ed  b i n d i n g ) ,  ch e  r e s e r v e  com ponenc o f  th e  m o n e ta r y  b a s e  (R e s )  u i l l  

g r o u  uhan bank d e p o s i t e  g ro w , as

R es a 0Dep.

S in c e  H ■ Cur + R e s , e v e n  th e  s ig n  o f  th e  n e t  e f f a c e  o f  d o m e s t ic  f i n a n c i a l  

d e r e g u l a t i o n  and th e  g r o w th  o f  bank d e p o s i c s  on  th e  s e ig n i o r a g e  ca x  b a s e  i s  

an e m p ir i c a l  m a t t e r .  F l i g h t  o u t  o f  d o m e s t ic  c u r r e n c y  and o u t  o f  d o m e s t ic  

bank d e p o s i t a  i n t o  f o r e i g n  c u r r e n c y  a n d /o r  f o r e i g n  ban k  d e p o s i t s  in  

r e s p o n s e  c o  i n t e r n a t i o n a l  i n t e r e s t  d i f f e r e n t i a l s  a n d /o r  e x p e c t a t i o n s  o f  

ex ch a n g e  r a c e  d e p r e c i a t i o n  w i l l  u n am b igu ou a ly  s h r in k  th e  s e i g n i o r a g e  ca x  

b a s a . M ore q u a n t i t a t i v e  in fo r m a t io n  on  th e  demand f o r  h ig h -p o w e r e d  m oney 

a s  a  f u n c t i o n  o f  e x p e c t e d  i n f l a t i o n ,  d o m e s t ic  and f o r e i g n  i n t e r e s t  r a c e s ,  

e x p e c t e d  e x ch a n g e  r a c e  d e p r e c i a t i o n ,  th e  d e v e lo p m e n t  and d e g r e e  o f  

s o p h i s t i c a t i o n  o f  ch e  b a n k in g  sy s te m  en d  th e  c lg h c n e s s  and  e f f e c t i v e n e s s  o f  

e x c h a n g e  c o n t r o l s  w o u ld  b e  v e r y  h e l p f u l .

In  an  econ om y in  w h ich  a l l  s o u r c e s  o f  gov ern m en t re v e n u e  a re  

d i s t o r t l o n a r y , o p t im a l  p o l i c y  w i l l  m in im is e  t h e  u n a v o id a b le  d e a d -w e lg h c  

l o s s e s  in v o lv e d  in  r a i s i n g  a  g iv e n  t o t a l  re v e n u e  b y  u s in g  a l l  a v a i l a b l e  

r e v e n u e  in s t r u m e n t s ?  i n c l u d i n g  th e  i n f l a t i o n  c a x . M ore r e l i a b l e  k n o w le d g e

* 3 7 -



c ^ n c a r n in g  th a  a f f e c t  o f  ch a n g a s  in  th a  i n f l a t i o n  t a x  r a t a  on  th a  i n f l a t i o n  

t a x  y i e l d  I s  r e q u i r e d  i f  t h i s  in s tr u m e n t  i s  t o  b a  u sa d  p r o p a r l y .

S a lg n io r a g a  a s  d a f ln a d  h a ra  ca n  ba v ie w e d  a s  th a  a x p a c c a d  I n f l a t i o n  

t a x .  I f  ch a  g o v a rn n a n c  h a s  a s i g n i f i c a n t  a n ou n c o f  l o n g -d a c a d  n o m in a lly  

d a n o a ln a c a d  ( n o n - in d e x - l i n k e d )  d a b t  o u t s t a n d in g ,  i t  ca n  in  a d d i t i o n  usa 

u n a n t l c l p a c a d  i n f l a t i o n  as  a  c a p i c a l  la v y  on  tha  h o ld a r s  o f  t h i s  d a b t .

S ln c a  th a  a x t a r n a l  d a b t  i s  d a n o a ln a c a d  in  f o r a l g n  c u r r a n c y  and  much o f  tha 

d ó m a s e le  d a b t  i s  a f f a c t i v a l y  ln d a x - l l n k a d ,  t h i s  may n o t  ba  a s  im p o r ta n t  a 

s o u r c e  o f  ravanu a a s  i c  c o u ld  b a  in  many o f  th a  i n d u s t r i a l  c o u n t r i e s .  In  

a d d i t i o n ,  t h i s  p o l i c y  s u f f e r s  fr o m  th a  d e fa c e  c h a t  r e p e a t e d  u sa  w i l l  le a d  

t o  i n f l a t i o n  r i s k  prem ium s b e i n g  b u i l t  i n t o  th a  n om in a l y i e l d s  on  n ew ly  

i s s u e d  n o m in a l d a b c .

F i n a l l y ,  i n f l a t i o n  w i l l  a f f a c t  th a  r a a l  y i a l d  o f  o c h a r  c a x a s  and 

ra v a n u a  s o u r c e s  ( s p e c i f i c  d u t i e s ,  c h a r g e s ,  t a r i f f s  a t e . )  and  th a  r a a l  v a lu a  

o f  p u b l i c  s p e n d in g  b e c a u s e  many s p e n d in g  p r o g r a m a s ,  ta x  s c h e d u le s  a t e .  a re  

n o t  l n d a x - l ln k a d  and  a d ju s t  c o  i n f l a t i o n  o n ly  w it h  a la g .

The b l a s a s  d o  n o t  a lw a y s  g o  in  th a  same d i r e c t i o n .  I n f l a t i o n  w i l l  

r a i s e  th a  r a a l  y i a l d  o f  a  p r o g r e s i v a  in com e c a x  whan tha  p r o g r e s s i v e  ra ca  

s c h e d u le  i s  n o t  i n d e x - l i n k e d  a n d  a d ju s t e d  c o  i n f l a t i o n  o n l y  w i t h  a la g .  

O a la y s  i n  cha c o l l e c t i o n  o f  C axas c a n ,  u n le s s  th a  r i g h t  l n c a r a s c  p e n a lt y  

f o r  a r r a a r a g a a  i s  im p o s e d , r e d u c e  th e  r a a l  t a x  ta k e  s i g n i f i c a n t l y  in  an 

i n f l a t i o n a r y  e n v ir o n m e n t . A g a in  o u r  q u a n t i t a t i v a  k n o w le d g e  o f  th e  a f f e c t  

o f  i n f l a t i o n  on  r e a l  p u b l i c  s p e n d in g  and  re v e n u e s  i s  v a r y  in c o m p le ta ,  

a l t h o u g h  T a n z l 's  [1 9 7 8 ]  w ork  s u g g e s t s  t h a t  v a r y  h ig h  r a t a s  o f  i n f l a t i o n  

u n a a d ilg u o u a ly  and  s i g n i f i c a n t l y  r a d u c a  r a a l  p u b l i c  s a c t o r  r a v a n u a s .

W hat i s  c l e a r  i s  t h a t  t h e  p u r s u i t  o f  r a d u c c lo n s  in  th a  r a c a  o f  

I n f l a t i o n  in  tha  ra n g e  w h ere t h i s  r e d u c e s  s e ig n i o r a g e  may h a v e  s e r i o u s  

f i s c a l  c o n s e q u e n c e s . I f  n o  m a tch in g  r e d u c t i o n  in  th a  p r im a r y  govern m en t

• 4
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d e f i c i t  I s  s c h l s v s d ,  th e  g ro w ch  o f  i n c e r e s c - b e a r l n g  p u b l i c  d e b t  ( i n c a r n a i  

o r  e x t e r n a l )  w i l l  ba I n c r e a s e d .  I f  ca x a s  a re  r a i s e d  o r  s p e n d in g  c u e  c o  

p r e v e n t  an I n c r e a s e  in  Che g ro w ch  o f  ch e  p u b l i c  d e b e . Che d e m a n d -d e p r e s s in g  

e f f e c t  o f  Che m on eta ry  c ig h c e n in g  w i l l  b e  augm enead b y  a c o n t r a c t i o n a r y  

f i s c a l  im p u ls e  and a s a r lo u s  r e c e s s i o n  may r e s u l t .  V h i l e  c h i s  may be 

ju d g e d  co  b e  a p r i c e  w o r th  p a y in g  f o r  a  r e d u c t i o n  I n ' ch e  I n f l a c i ó n  r a c e ,  

Che c h o i c e  s h o u ld  be  made in  f u l l  a w a re n e ss  o f  th e  e n t i r e  ra n g e  o f  l i k e l y  

c o n s e q u e n c e s .

7 . The c o n s i s t e n c y  o f  i n f l a t i o n  t a r z e c s  and f l n a n c e a b l e  d e f i c i t s

R e c e n t ly  th a  H o r ld  Bank h a s  d e v e lo p e d  a  " s h o r t -h a n d  c o n s i s t e n c y  c h e c k "  

o p  c e r t a i n  a s p e c t s  o f  a g o v e r n m e n t 's  f i s c a l ,  f i n a n c i a l  and  m o n e ta r y  

s t r a t e g y .  T h is  a p p ro a ch , b a s e d  on  ch e  w ork  o f  Anand a n d  va n  U i jn b e r g e n

( 1 9 8 7 ) ,  K n ig h t  (1 9 8 6 )  and  C o u c ln h o  (1 9 8 6 , 1 9 8 8 ) w i t h in  th e  Bank and  c l o s e l y  

r e l a t e d  t o  soma r e c a n t  w ork  o f  m ine ( B u i t e r  [1 9 8 3 a ,b )  [ 1 9 8 5 ] ,  ( 1 9 8 7 a ,b ] )  

c a n  b e  I n t e r p r e t e d  r e a d i l y  u s in g  th e  a c c o u n t in g  fra m e w o rk  o f  S e c t i o n s  6 

a n d  7 .

L e t  z  d e n o t e  tha  r e a l - g r o w t h - c o r r a c t a d  o p e r a t i o n a l  d e f i c i t  a s  a 

p r o p o r t i o n  o f  GDP, I . e .  th e  sum o f  th a  p r im a r y  d a f l c i c  and  th e  

a a s e t - r e v a l u a t l o n s - a n d - r e a l -  g r o w t h - c o r r e c t e d  l n c e r e s c  p a id  o n  th e  d e b t ,  as 

a p r o p o r t i o n  o f  GDP:

z  m CG + I e  -  ( a * * r )  ♦ 8  ♦ ( r ^ + y - n ) ( b + d ^ - p * )  ( 2 3 )

The p u b l i c  s a c c o r  b u d g e t  i d e n t i t y  g iv e n  e . g .  In  e q u a t i o n  ( 1 8 )  c a n  ba  

r e w r i t t e n  as

w •  z  -  (d b * d d * Ç -d p * )  ( 2 4 )



T h is  I d e n c l c y  ca n  ba usad  in  a number o f  ways Cna i s  bo t r e a c  

a n e c a r y  f i n a n c i n g ,  a .  a s  cha r e s i d u a l .

T o la p la a a n c  c h i s ,  p r o j a c c i o n s  a re  p r o v id e d  f o r  z .  l a .  f o r  cha 

p r im a r y  d a f l c i c  and cha in c a r a s c  p a y a e n cs  on  che o u c s c a n d in g  s t o c k s  o f  

I n c a r n a i  and  e x c e r n a l  p u b l i c  d a b c . T h is  r e q u i r e s  p r o j a c c i o n s  o f  r s a l  

i n c a r a s c  r a c e s ,  i s .  o f  d o a s s c i c  and  f o r e i g n  n o a ln a l  I n c a r a s c  r a c a s ,  o f  

d o a a s c l c  and  f o r e i g n  i n f l a c i ó n  r a c e s  and  o f  ch a n g e s  in  cha r e a l  ( o r  

n o a l n a l )  e x c h a n g e  r a c e .  The " f ln a n c e a b la  d a f l c i c "  i s  chan c a l c u l a c a d ,  

b a s i c a l l y  ch e  d e s i r e d  ( o r  p e r a l c c e d )  ch a n g e s  in  d o a s s c i c  in d e b c e d n e s s , d b , 

e x c e r n a l  in d e b c e d n e s s ,  d d * c , a ln u s  any d e s i r e d  I n c r e a s e  in  e x c e r n a l  f o r e i g n  

e x c h a n g e  r e s e r v e s ,  d p * . T h is  u n iq u e ly  d e c e r m ln e s  a .  ch e  v a lu e  o f  ch e  r e a l  

r e s o u r c e s  ( a s  a p e r c e n c a g e  o f  GDP) ch a c  cha g o v e r n a e n c  u i l l  h a ve  Co 

a p p r o p r ié e s  b y  r u n n in g  ch e  p r l n c ln g  p r e s s e s .

U lc h  ch e  r e q u i r e d  a a o u n c  o f  s e ig n i o r a g e  f r o a  e q u a t io n  ( 2 4 ) ,  p lu s  a s e c  

o f  e q u a c lo n s  r e l a d n g  b a s e  a o n e y  c o  i n f l a c i ó n ,  ( e y p l c a l l y  c e n c r e d  a ro u n d  a 

h ig h -p o w e r e d  a o n e y  d ea a n d  f u n c c l o n )  ch e  ’ i n f l a c i ó n  r a c e  im p lie d  b y  ch e 

f i s c a l - f i n a n c i a l  p r o g r a a a e  on  ch e r l g h c - h a n d - s l d e  o f  e q u a c io n  (2 4 )  c a n  be 

d e c e r a ln e d .  A p o p u la r  c a n d id a c a  u s e d  in  U o r ld  Bank a n a ly s e s  '  i s  ch e  

l o n g - l i n e a r  b a s e  a o n e y  d ea a n d  f u n c c l o n  ( i n  Che exa m p le  c o n s id e r e d  h e r e ,  che 

in c o a s  e l a s t i c i t y  o f  a o n e y  d eaan d  i s  c o n s t r a i n e d  c o  e q u a l u n i t y ) . The 

i n f l a t i o n  r a t e  i s  th e  o n ly  o c h e r  a r g u a e n c  in  c h is  f u n c c l o n .  h in  e q u a t io n

(2 S )  d e n o t e s  t h e  d e s i r e d  o r  l o n g - r u n  d ea a n d  f o r  b a s e  a o n e y  as a f r a c t i o n  o f  

GDP.

ft -  0 -X )  ( 25)

The e c C u a l  i n f l a c i ó n  r a c e  »  i s  assum ed c o  e x c e e d  ( f a l l  s h o r e  o f )  Che 

e x p e c t e d ,  l n e r c l a l  o r  ‘ c o r e ’ i n f l a t i o n  r a c e  * w h en ever  h e x c e e d s  h . T h is



r e l a t i o n s h i p  ca n  b e  p e r t u r b e d  by  a d d i c iv e  e x o g e n o u s  s h o ck s  x .

r  -  f ( h - h )  * * + X f> 0  ( 2 6 )

F i n a l l y ,  i n e r t i a l  i n f l a t i o n  » i s  assum ed to  be  a s im p le  f u n c t i o n  o f  

p a s t  i n f l a t i o n ,  s a y ,

î  -  1 * ( -1 )  0 < l * l '  (2 7 )

G iv e n  a  from  e q u a t io n  ( 2 6 )  and e q u a t i o n s  ( 2 5 ) ,  ( 2 6 )  and  ( 2 7 ) .  we can  

c a l c u l a t e  th e  i n f l a t i o n  r a t e  c o n s i s t e n t  w ith  th e  d e f i c i t  s c e n a r i o  and che 

a s s u m p tio n s  a b o u t Che f ln a n c e a b le  d e f i c i c .  T h is  I m p l ie d  o r  c o n s i s t e n t  r a t e  

o f  i n f l a t i o n  ca n  th e n  b e  com p ared  w it h  th e  t a r g e t  r a t e  o f  i n f l a t i o n  (and  

w ith  Che i n f l a t i o n  a ss u m p tio n s  t h a t  a r e  l m p l i c i c  in  Che p r o j e c t i o n s  made Co 

o b t a i n  th e  r ig h t -h a n d - s i d e  o f  e q u a t io n  (2 6 ) .

The c o n v e r s e  a p p ro a ch  i s  c o  s t a r t  w ith  a t a r g e t  p a th  f o r  i n f l a c i ó n  and 

t o  d e r i v a  th e  p a th  i t  im p l ie s  f o r  s e ig n io r a g e  a  g i v e n  e q u a t i o n s  ( 2 5 ) .  (2 6 ) 

and ( 2 7 ) .  G iv e n  th e  am ounts c h a t  ca n  b e  b o r ro w e d  a t  home an d  a b r o a d  and 

g iv e n  ch e  t a r g e t  ch a n g e  in  i n t e r n a t i o n a l  r e s e r v e s ,  t h i s  I m p l ie s  a p a th  f o r  

Che o p e r a t i o n a l  d é f i c i t .  T h is  ca n  th e n  be  com p a red  w ith  ch e  a c t u a l  p la n  

f o r  t h e  o p e r a t i o n a l  d e f i c i t .

Any i n c o n s i s t e n c i e s  ( i n  p r a c c l c e  m ost l i k e l y  t o  ca k e  th e  fo r m  o f  an 

I m p l ie d  i n f l a t i o n  r a c e  in  e x c e s s  o f  th e  t a r g e t  r a t e  o r  an  i m p l i e d  d e f i c i t  

i n  e x c e s s  o f  th e  t a r g e t  o n e )  w i l l  h a v e  t o  b e  r e c o n c i l e d  b y  some c o m b in a t io n  

o f  r a v i s i o n s  i n  i n f l a t i o n  p r o j e c t i o n s ,  c u t s  in  ch e  p r im a r y  d e f i c i t ,  

r e d u c t i o n s  in  th e  I n t e r n a l  o r  e x t e r n a l  i n t e r e s t  b u r d e n , I n c r e a s e d  I n t e r n a l  

o r  e x t e r n a l  b o r r o w in g  ( i n c l u d i n g  a r r e a r a g e s )  o r  lo w e r  f o r a l g n  e x c h a n g e  

r e a e r v e s .

H o ts  t h a t  fro m  Che p u b l i c  s e c t o r  s o lv e n c y  c o n s c r a i n c  g i v e n  i n  e q u a t i o n  

( 1 9 ) .  g i v e n  th e  i n i t i a l  n e t  d e b t  and  th e  p r o j e c t e d  p a th  o f  fu c u r e



( c o r r e c t e d )  p r im a r y  d e f i c i t s  and o f  fu t u r a  r e a l  i n t e r e s e  r a r a s  and gro w th  

r a t a s ,  ch a  p r a s a n t  d l s c o u n c a d  v a lu e  o f  fu t u r a  s e ig n i o r a g e  r e q u i r e d  t o  make 

ch a s e  p r o j e c t i o n s  c o n s i s c a n c  w ith  g ov ern m en t s o lv e n c y  car. be c a l c u l a t e d .  

T h is  PDV c a n  o f  c o u r s e  ba  a c h ie v e d  w it h  many d i f f e r e n t  tim a p a th s  f o r  a . 

Tha a p p r o a c h  o u c l l n e d  In  c h l s  s e c t i o n  p i c k s  among ch e.se  many f e a s i b l e  tim e 

p a th s  f o r  a  b y  s p e c i f y i n g  p a th s  f o r  Sb  ♦ d d * c  -  J p *  ( I . e .  f o r  th e  

f ln a n c a a b la  d e f i c i t ) .

I  c o n s i d e r  t h i s  a p p r o a c h  ( b a s i c a l l y  a s im p le  " u s e s  and s o u r c e s  o f  

fu n d s ” a c c o u n t in g  e x e r c i s e  f o r  th e  c o n s o l i d a t e d  p u b l i c  s e c t o r  w it h  m in im al 

b e h a v io u r a l  f l l l - l n  ( j u s t  th e  b a s e  m oney demand f u n c t i o n  and th e  i n f l a t i o n  

e q u a t i o n s ) ) ,  t o  b e  p o t e n t i a l l y  u s e f u l  b e c a u s e  I t  Im p oses  th e  e s s e n c i a l  

d i s c i p l i n e  o f  l o o k i n g  a c  th e  t o t a l i t y  o f  p la n s  f o r  p u b l i c  s e c t o r  o u t l a y s ,  

r e c e i p t s  and  f i n a n c i n g .  S uch  an i n t e g r a t e d  a p p ro a ch  i s  th e  o n ly  on e  th a t  

m akes s a n c a . G r a n te d  t h i s  ' g l o b a l '  a p p r o v a l  o f  th a  m eth od , I h a ve  some 

w o r r i e s  a b o u t  m is l e a d in g  I n f e r e n c e s  th a t  m ig h t  b e  drawn from  i t s  

p r i m e - f a c l e  lo w  b e h a v io u r a l  c o n t e n t .  T h e re  a l s o  a r e .  i n e v i t a b l y ,  s e r i o u s  

p ro b le m s  w it h  any a c t u a l  e m p ir i c a l  Im p le m e n ta tio n .

H o th ln a  fro m  n oC h in s

The a p p ro a ch  c a r r i e s  w it h  I t  th e  d a n g e r  c h a c  a c a s u a l  r e a d e r  o r  

c a r e l e s s  u s e r  m ig h t I n f e r  t h a t  In  o r d e r  c o  e n g a g e  In  m a c ro e co n o m ic  p o l i c y  

e v a l u a t i o n  a l l  ona  n e e d s  I s  a  b a s e  m oney damand f u n c t i o n  and an i n f l a t i o n  

e q u a t i o n .  ( I f  p r i c e s  w e re  p e r f e c t l y  f l e x i b l e ,  on e  c o u ld  e v e n  d is p e n s e  w lch  

th e  s e p a r a t e  I n f l a t i o n  a q u a t i o n ) .  I n  f a c t ,  In  o r d e r  t o  d o  ch e  e x e r c i s e ,  a 

v a s t  am ount o f  ( I m p l i c i t )  e c o n o m ic  and  e c o n o m e t r i c  m o d e l l in g  I s  r e q u i r e d  c o  

p r o d u c e  p r o j e c t i o n s  f o r  th e  r l g h t - h a n d - s l d e  o f  e q u a t i o n  ( 2 4 ) .  T h e re  we 

f i n d  a  number o f  k e y  e n d o g e n o u s  v a r i a b l e s  w h ose d e t e r m in a t i o n  r e q u i r e s  

( i m p l i c i t l y  o r  e x p l i c i t l y )  th a  k in d  o f  g e n e r a l  e q u i l ib r i u m  m a c r o e c o n o m e tr lc  

m o d e l l i n g  t h a t  th a  c o n s i s t e n c y  c h e c k  a p p e a r s  c o  s h o r t - c u t .



Among t h o s o  k o y  «n d o g o n o u s  v a r i a b l e s  a r e  th e  d o m e s t ic  r e a l  i n t e r e s t  

r a t a ,  tha  r a a l  axch an ga  ra ce  (ch ro u g h  > )  and th e  grow th  r a ta  and  l e v e l  o f  

r a a l  e c o n o m ic  a c t i v i t y .  Tha l a t t e r  e n t e r  th ro u g h  n and b e c a u s e  r a a l  ta x  

r e c e i p t s  and  o c h e r  c u r r e n t  re v e n u e s  and o u t l a y s  a re  f u n c t i o n s  o f  (am ong 

o t h e r  t h i n g s )  ch e  l e v e l s  o f  o u t p u t  and  em p loym ent ' The c o n s i s t e n c y  c h e c k  

s h o u ld  in  p r i n c i p l e  be  e x te n d e d  c o  I n c lu d e  t h e s e  v a r i a b l e s .  When t h i s  i s  

n o t  d o n e , th e  d a n g e r  e x i s t s  t h a t  ch a n g e s  i n  p o l i c y  t h a t  a r e  in t e n d e d  t o  

e l im in a t e  an e x - a n t e  i n c o n s i s t e n c y  b e tw e e n  i n f l a t i o n  p la n s  and  b u d g e t  

d e f i c i t  p la n s  w i l l  o n ly  do s o  b y  e n l a r g in g  Che i n c o n s i s t e n c y  b e cw e e n  ch e 

I n f l a t i o n  and d e f i c i t  p r o j e c t i o n s  on  th e  o n e  hand and th e  r e a l  i n t e r e s t  

r a t e ,  r e a l  e x c h a n g e  r a t e  and r e a l  e c o n o m ic  a c t i v i t y  a s s u m p tio n s  o n  th e  

o c h e r  hand.

T ht b a s e  a o n e v  demand fu n c t io n

H a vin g  e s t im a t e d  basa  laonay d aaand  f u n c t i o n s  f o r  cha UK and USA f o r  cha 

p o s t - U o r l d - t f a r - I I  p a r l o d ,  l c  I s  a a s y  Co becom e ln p r a s s a d  (a n d  d a p r a s s e d )  

v l c h  Cha I n s c a b l l l c y  o f  c h ls  r e l a t i o n s h i p :  Much o f  c h is  c a n  no d o u b c  ba

a x p la ln a d  ( a x - p o s c )  as  r a f l a c C l n g  I r r e g u l a r  s p u r c s  o f  f i n a n c i a l  I n n o v a t i o n  

a - d  d e v e lo p m e n t . In  a d d i t i o n  c h a r e  a r a  l l k a l y  Co b e  e p i s o d e s  o f  

( d i s ) l n c e n s a d l a c l o n  In  r e s p o n s e  c o  ch a n g e s  In  r e g u l a t o r y  p o l i c y .  In  a nav 

I n d u s t r i a l  c o u n c r y  su ch  a s  e . g .  B r a z i l  a l l  ch a s a  s o u r c e s  o f  I n s c a b l l l c y  a r e  

l l k a l y  Co b a  p r a s a n c  In  f o r e s ,  p lu s  s o a a  o t h e r s .  V a r ia t i o n s  In  ch a  d a g ra a  

o f  s t r in g e n c y  o f  c a p i t a l  c o n t r o l s  a r e  l l k a l y  c o  ba  r s f l a c c a d  In  v a r i a t i o n s  

I n  Che d a g ra a  o f  ( d l r a e c )  I n t e r n a t i o n a l  c u r r e n c y  s u b s t i t u t i o n .  C h anges In  

r e s e r v a  r a q u i r a a a n c s  a ra  a l s o  l l k a l y  t o  s h i f t  a  s t a p l e  b a s e  m oney d a a a n d  

f u n c t i o n  s u c h  a s  th a  ona g lv a n  In  a q u a t io n  ( 2 5 )

Tha I n f l a t i o n  f u n c t i o n

E q u a c io n a  ( 2 6 )*  and ( 2 7 )  d a f ln e  a  c o a p l a c a l y  ‘ b a c k w a r d - l o o k in g ’ 

I n f l a t i o n  and  p r i c e  p r o c e s s .  T h e re  i s  no  r o o a  f o r  a n n o u n ca a a n t a f f e c t s .



c r e d i b i l i t y  «ce. c o  a f f e c c  th e  r a c e  o f  i n f l a c i ó n  o c h a r  chan th ro u g h  cha 

s h i f t  dummy x . Thar a i s  a l s o  no r o o a  in  cha a q u a c io n  (a g a in  a x c a p c  th ro u g h  

x )  f o r  a r o la  f o r  i n d e x a t i o n  a r r a n g e a n t t , d i r a c c  o r  i n d l r a c c  e f f a c e s  o f  

e x c h a n g e  r a c e  b e h a v io u r  o r  c o s e  p r e s s u r a s  ( d o a a s c i c  o r  im p o r te d ) V h ila  i t  

i s  e a s y  c o  c r l c l c i s a  any p la c e  o f  a a p l r i c a l  w ork  f o r  e r r o r s  o f  o m is s io n  

(a n d  a r r o r s  o f  c o m m is s io n ) , ch a se  s p e c i f i c  c r l c i c l s a s  a ra  b o r n  n o c  o u t  o f  a 

s c h o l a r l y  c h i r s c  f o r  p u r i t y ,  b u t  o u c  o f  w o r r i e s  r e s u l t i n g  f r o a  cha f a c e  

c h a c  ch a sa  p a r t i c u l a r  o a i c c e d  f a c t o r s  a r e  w id e ly  r e c o g n i s e d  a s  h a v in g  

p la y e d  (a n d  c o n t i n u in g  c o  p la y )  a  m a jo r  r o l a  in  th e  e co n o m ic  p r o c a s s a s  

g o v e r n in g  c o n te m p o r a r y  B r a z i l ,  A r g e n t in a ,  M e x ic o , e t c .

The s e ig n i o r a g e  L a f f e r  c u r v e

As was p o i n t e d  o u c  in  S e c t io n  6 , many t h e o r e t i c a l l y  and e m p ir i c a l l y  

a c c e p c a b l e  m oney dem and f u n c t i o n  h a ve  th e  p r o p e r t y  c h a c  ch a re  i s  m ore chan 

o n e  r a c e  o f  i n f l a c i ó n  c h a t  ca n  g e n e r a c e  any g iv e n  amount o f  s e ig n i o r a g e .  

T h is  i s  m ost e a s i l y  s e e n  i f  we c o n s i d e r  s t a t i o n a r y  e q u i l i b r i a  in  w h ich  che 

( a c t u a l  and  e x p e c t e d )  r a c e  o f  i n f l a t i o n  I s  c o n s c a n c  o v e r  c im a. (N oc a l l  

p l a u s i b l e  an n ey dem and fu n c c i o n a  h a ve  c h is  p r o p e r t y ;  e g .  che h y p e r b o l i c  

f u n c t i o n  h -  a " / ( b “ » x )  w i t h  a " . b " > 0  h a s  s e ig n i o r a g e  in d e p e n d e n t  o f  che ra c e  

o f  i n f l a c i ó n ;  th e  c o n a c a n t  v e l o c i t y  v e r s i o n  h -  a . a > 0  h a s  s e ig n io r a g e  

I n c r e a s i n g  w ith  i n f l a t i o n  f o r e v e r ;  o t h e r  r e a s o n a b le  f u n c t io n s  y i e l d  many 

l o c a l  s e ig n i o r a g e  p e a k s  e n d  t r o u g h s ) .

The l o n g - l i n e a r  f u n c t i o n  o f t e n  u s e d  in  th e  B a n k 's  a n a ly s e s  has th e  

u n im o d a l l o n g - r u n  s e i g n i o r a g e  L a f f e r  c u r v e  d e p i c t e d  in  F ig u re  ( 6 c , d ) .  When 

t h e  i n f l a t i o n  r a c e  i s  c a l c u l a t e d  t h a t  y i e l d s  a g iv e n  am ount o f  s e ig n i o r a g e ,  

t h e  lo m a r  o f  th e  two r a c e s  i s  t y p i c a l l y  c h o s e n  i n  Bank a n a ly s e s .  U h ile  

t h i s  may ba  g o o d  p r e s c r i p t i v e  e c o n o m ic s  (n o  r a c i o n a l  p o l ic y -m a k in g  p r o c e s s  

w o u ld  d r i v e  th e  r a l e  o f  i n f l a t i o n  b e y o n d  ch e  p o i n t  a c  w h ich  1 c  y i e l d s  

m axim al r e v e n u e ) ,  i t  i s  l i k e l y  t o  b e  b e d  p o s i t i v e  e c o n o m ic s . E very



h y p e r i n f l a t i o n  in  h i s t o r y  c l e a r l y  p u t th e  c o u n t r y  e v p e r i e n c i n g  i t  o n  t h e  

r e v e n u e - i n e f f i c i e n t  s id e  o f  th e  s e ig n i o r a g e  L a f f e r  c u r v e .  The same i s

l i k e l y  c o  h a ve  b e e n  t r u e  v i c h  th e  v e r y  h ig h  r a t e  o f  i n f l a t i o n  s e e n  in  a 

number o f  S o u th e rn  Cone c o u n t r i e s  in  r e c e n c  y e a r s .

I n f l a t i o n  and ch e  p r im a r y  d e f i c i t

I c  i s  l i k e l y  Co be  e m p ir i c a l l y  im p o r ta n t  t o  a l l o w  f o r  th e  e f f e c t  o f  

i n f l a t i o n  o n  ch e  p r im a r y  d e f i c i t .  As p o i n t e d  o u t  in  S e c t i o n  6 , we know 

from  th e  w ork  o f  T a n z i (1 9 7 8 ]  and o t h e r s  c h a c  w ich  v e r y  h ig h  r a c e s  o f  

i n f l a t i o n ,  gov e rn m e n t r e a l  ta x  r e v e n u e s  w i l l  d e c l i n e ,  q u i t e  o f t e n  

d r a m a t i c a l ly .  I f  t h e r e  a r e  any e le m e n ts  o f  n o m in a l p r o g r e s s i o n  i n  t h e  

in com e c a x  s t r u c t u r e ,  c h is  r e a l  r e v e n u e - r a i s in g  e f f a c e  w i l l  b e  swamped by  

Che a f f e c t  o f  c o l l e c t i o n  la g s  and ! • « »  in  th e  i n f l a t i o n  a d ju s tm e n t  o f  

s p e c i f i c  d u t i e s  e t c .  L ess  i s  known a b o u t  th e  e f f e c t  o f  h ig h  (a n d  v a r i a b l e )  

r a t e s  o f  i n f l a t i o n  on  gov ern m en t e x p e n d i t u r e s .  E m p ir i c a l  s t u d i e s  m ust 

a l lo w  f o r  f e e d b a c k  from  th e  i n f l a t i o n  r a c e  Co b e  f i r s c  te rm  on  th e  

r i g h t - h a n d - s i d e  o f  a q u a t io n  ( 2 6 ) .

W ore la c k  o f  s u o e r n e u t r a l l t v

O l f f e r a n c  r a c e s  o f  i n f l a t i o n  may a f f e c t  Che r i g h t - h a n d - s i d e  o f  e q u a t i o n

( 2 6 )  n o t  o n ly  th r o u g h  Che p r im a ry  d e f i c i t  b u t  a l s o  th r o u g h  th e  r e a l  

i n t e r e s t  r a t a  and  th e  d e p r e c i a t i o n  o f  th e  r e a l  e x c h a n g e  r a c e .  I  d o n ' t  know 

how c o  e v a lu a t e  th e  q u a n t i t a t i v e  s i g n i f i c a n c e  o f  t h i s  p o i n t .

U n c le v a r  b u d s e t  c u t »

I t  may b e  u n n e c e s s a r y  t o  p o i n t  o u t  t h a t  e v a n  w i t h i n  th a  p r im a r y  d a f l c i c  

t o t a l ,  th e  v a r i o u s  s p a n d ln g  and  ra va n u e  c o m p o n e n ts  a r e  n o t  in d e p e n d e n t  o f  

e a c h  o t h e r ,  i n  t h e  a h o r t  ru n  and in  ch a  l o n g  r u n . S p e n d in g  c u t s  c h a t  

d a p ra a s  a c t i v i t y  a l s o  d a p ra a s  o u c p u c - o r - i n c o m e - s e n s i c l v e  r e c e i p c s .  Evan 

w it h o u t  e x t r e m e  L a f f e r i a n  ra s p o n a a a . s u p p l y - s i d e - f r i e n d l y  c a x  c u t s  o r  

s u b s i d i a s  may r a c o u p  p a r t  o f  th a  i n i t i a l  b u d g a ta r y  c o s t .  C u ts  in



p r o d u c t i v e  p u b l i c  « a c t o r  c a p i c a l  f o r m a t io n  may damage th e  s u p p ly  s id e  o f  

th a  e co n o m y , c o n c e i v a b ly  c o  th e  p o ln c  c h a t  th e  p u b l i c  d e f i c i t  r i s e s  r a t h e r  

ch an  f a l l s  ( s a a  B u ic e r  [ 1 9 8 7 b ] )  W h ile  c h e s e  p ro b le m s  a r e  n o t  s p e c i f i c  c o  

cha a p p r o a c h  u n d e r  c o n s i d a r a c l o n ,  t h e y  a r e  im p o r ta n t  when che p o l i c y  

r e s p o n s a  c o  an " I n c o n s i s t e n c y  v e r d i c t ’  I s  b e in g  p o n d e r e d .

8 . C o n c lu s io n

T h is  p a p e r  i s  a n o n -s y s c a m a c lc  p e r u s a l  o f  soma o f  th a  k ey  i s s u e s  i n  th e  

d e s i g n  and  c o n d u c t  o f  f i s c a l  p o l i c y  f o r  s t a b i l i s a t i o n  and  s t r u c t u r a l  

a d ju s tm e n t  In  d e v e l o p i n g  c o u n t r i e s .  I t s  c o v e r a g e  u n d o u b te d ly  i s  s u b je c t  c o  

b o t h  T yp e  I  and  Typa I I  e r r o r s .  I  n e v e r t h e l e s s  hop e  c h a t  i t s  f o c u s  o n  tha  

e x t e r n a l  a n d  I n t e r n a l  c r a n a f a r  p r o b le m s , n a t i o n a l  s o lv e n c y  and  p u b l i c  

s e c t o r  s o l v e n c y  (w i t h  a f a i r l y  e x t e n d e d  d i s c u s s i o n  o f  th e  i n f l a t i o n  ca x  and 

th a  c o n s i s t e n c y  o f  f i s c a l ,  f i n a n c i a l  and  m on eta ry  p la n s )  d o e s  p r ó v id a  a 

u e a f u l  s t a r t i n g  p o i n t  f o r  f u r t h e r  d i s c u s s i o n .
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w r i t t e n  as  a b a ck g ro u n d  p a p e r  f o r  th a  1988 U .D .R . Among them  w ere

G u il le r m o  C a lv o . V i t o  T a n z l ,  Sw adar van  w l jn b e r g e n ,  A la in  I z a  and  B r ia n  

P i n t o .  Gus R a n is  a l s o  mada a num ber o f  h e l p f u l  s u g g e s t i o n s  on  an 

e a r l i e r  d r a f t .  The W orld  Bank d o e s  n o t  a c c e p t  r e s p o n s i b i l i t y  f o r  Che 

v ie w s  e x p r e s s e d  h e r e in  w h ich  a r e  c h o s e  o f  th e  a u th o r  and s h o u ld  n o t  ba 

a t t r i b u t e d  c o  th e  W orld  Bank o r  c o  i t s  a f f i l i a t e d  o r g a n i z a t i o n s .  The 

f i n d i n g s ,  i n t e r p r e t a t i o n s ,  and c o n c l u s i o n s  a r e  th e  r e s u l t s  o f  r a s a a r c h

s u p p o r t e d  b y  th e  Bank, th e y  d o  n o c  n e c e s s a r i l y  r e p r e s e n t  o f f i c i a l

p o l i c y  o f  th a  Bank. Tha d e s i g n a t i o n s  e m p lo y e d , th e  p r e s a n c a c i o n  o f

m a t e r i a l ,  and an y  maps u sa d  In  t h i s  docum ent a r e  s o l e l y  f o r  the

c o n v e n ie n c e  o f  th e  r e a d e r  and d o  n o t  Im ply  th e  e x p r e s s i o n  o f  any 

o p i n i o n  w h a ts o e v e r  on  Che p a r t  o f  cha W orld  Bank o r  i t s  a f f i l i a t e s  

c o n c e r n i n g  ch e l e g a l  s t a t u s  o f  a n y  c o u n t r y ,  t e r r i t o r y ,  c i t y ,  a r e a ,  o r  

o f  i t s  a u t h o r i t i e s ,  o r  c o n c e r n in g  ch e  d e l i m i t a c i ó n  o f  i t s  b o u n d a r ie s ,  

o r  n a t i o n a l  a f f i l i a t i o n .

1 T h e s e  a r a  A r g e n c in a ,  B o l i v i a ,  B r a z i l ,  C h i l e ,  C o lu m b ia , C o te  D ' I v o i r e ,

E c u a d o r , M e x ic o , M o r o c c o , N i g e r i a ,  P e ru , P h i l i p p i n e s ,  U ru gu ay,

V e n e z u e la  and  Y u g o s la v ia .  The W orld  B a n k 's  g ro u p  o f  s a v a n ca e n  

" H e a v i ly - i n d e b t e d  c o u n t r i e s "  a d d s  C o s ta  R ic a  and  J a m a ic a . F u rch a r

m a jo r  d a b t o r s  a r e  S ou th  K o ra a , T h a i la n d  and  T u rk ey

2 Tha W o rld  B a n k 's  W orld  D e v e lo p m e n t R a p o rc  I d e n t i f i a s  24 c o u n c r l e s  as 

L o w -In com e  S u b -S a h a ra n  A f r i c a  a n d  10 m ora aa ( l o w e r )  m id d la - ln c o m e  

S u b -S a h a ra n  A f r f c a .



A r e d u c c i ó n  in  th e  p r i v a t e  s e c t o r  f i n a n c i e i  d e f i c i t  w i l l  t e c .  ? * ?  a l s o  

Im prove  che c u r r e n c  a c c o u n t  d e f i c i t  '«"here t h i s  ca n  be a c h ie v e d  

th r o u g h  an I n c r e a s e  In  th e  s a v in g s  r a c e ,  i c  u i l l  in  g e n e r a l  be  w e lco m e . 

In  many o f  th e  p o o r e r  d e v e lo p in g  c o u n t r i e s ,  th e  s c o p e  f o r  c h i s  i s  

r a c h e r  l l m i c e d .  A r e d u c t i o n  in  th e  p r i v a t e  s e c t o r  f i n a n c i a l  d e f i c i t  

th ro u g h  e  c u t  in  p r i v a t e  s e c t o r  c a p l c a l  f o r m a t io n  i s  u n l i k e l y  c o  be 

d e s i r a b l e .

A g a in  t h i s  o u g h t  c o  b e  c a l l e d  th e  in  c r e a s e  in  th e  ( i n t e r n a l )  f i s c a l  

t r a n s f e r ,  b u t  e s t a b l i s h e d  u sa g e  and v e r b a l  h y g ie n e  c o n f l i c t  h e r e  c o o .

I c  i s  assum ed f o r  s i m p l i c i t y  ch a c  th e  i n c e r e s c  r a c e  on  f o r e i g n  e x ch a n g e  

r e s e r v e s  i s  th e  same a s  ch a c  on  f o r e i g n  d e b c .

F or s i m p l i c i t y  e l l  n e t  e x t e r n a l  c u r r e n c  t r a n s f e r s  a r e  assum ed co  a c c r u e  

t o  th e  g o v e rn m e n t . T h is  a ss u m p tio n  i s  m ost in a p p r o p r ia t e  in  th e  ca s e  

o f  p r i v a t e  r e m it t a n c e s .

Q g, Qm and  Qjj a r e  d ó m e s e le  p r o d u c t io n  o f  th e  e x p o r t a b l e  g o o d , che

tc Vcim p o r ta b le  g o o d  and  t h e  n o n -tr a d a d  g o o d  r e s p e c t i v e l y .  Cj and I j ; 

k -  P .C ; j  -  X .H .N  a r e  d o m e s t ic  dem ands f o r  th a  t h r e e  g o o d s  b y  th e  

p r l v a c a ,  ( F ) ,  and  p u b l i c  (C ) s e c t o r s  r e s p e c t i v e l y .

In  th e  lo n g  ru n , a  s m a l le r  s t o c k  o f  e x t e r n a l  d e b c  o b c a in e d  a s  th e  

r e s u l t  o f  a p e r i o d  o f  c u m u la t iv e  c u r r e n c  a c c o u n c  s u r p lu s e s  p e r m its  a 

c o u n t r y  c o  ru n  a  s u s t a i n a b l e  s m a l le r  t r a d e  b a la n c e  s u r p lu s  o r  a l a r g e r  

d a f l c i c .

N ote  t h a t  C* I s  a g g r e g a t e  con su a q p clon  s p e n d in g  m easu red  in  GDP u n i t s ,  

i . e .  CP -  [Px <£ ♦ PMc g  ♦ PS4 ¡ P - 1 .

P r i v a t e  in v e s tm e n t  s p e n d in g  on  n o n - t r a d e d  g o o d s  i s  h e l d  c o n s t a n t  in  

c h l s  th o u g h t  e x p e r im e n t  and  th e  n e x t  on e  i n v o l v i n g  ch a n g e s  i n  p u b l i c  

s p e n d in g  o n  n o n - t r a d e d  g o o d s .



11 The p r o d u c c ió n  o f  e x p o r t a b le s  n eed  n o c  f e l l  a b s o lu t e !* / .  a s  in

F ig u r e  2A.

12 G iv e n  Che vo lu m e  and ch e c o m p o s i t i o n  o f  ch e  g o v e r n m e n t 's  " e x h a u s t iv e "

p u b l i c  s p e n d in g  program m e on  g o o d s  and s e r v i c e s ,  and I g n o r in g  th e

d i s c o r c l o n a r y  e f f e c t s  o f  n on -lu m p  sum c a x e s .

13 I f  ch e  m oney wage i s  W, th e  r e a l  c o n s u m p t io n  w age O i s  d e f i n e d  b y :

Ww ■ -  
P

p -  P f1* "  pn°  o < a  < i

1 - 3  i
P f -  p*  P(j o  < 3 < i

P i s  ch e  (C o b b -D o u g la s )  con sum er p r i c e  in d e x ; P-j i s  ch e  co n su m e r  p r i c e  

in d e x  f o r  c r a d e d  g o o d s . 6  i s  Che s h a re  o f  Im p o r ts  in  c r a d e d  g o o d s  

s p e n d in g  and  ã  Che s h a re  o f  n o n -c r a d e d  g o o d s  in  c o c a l  co n su m p t io n  

s p e n d in g . I f  ch e  n o n -c r a d e d  g o o d s  p r i c e  i s  a  markup on  u n ie  la b o u r  

c o s e  Chen Pjj -  (l+ jO U Ln^Q g w h ere  p i s  ch e  p r o p o r c i o n a l  m arkup and  Lg i s  

la b o u r  e m p lo y e d  i n  Che n o n -c r a d e d  g o o d e  s e c t o r .  T h is  im p l i e s

I - aw - i-a]—  mUTJ
I f  c h è r e  a r e  n o  l n c e r s e c c o r a l  d i f f e r e n c e s  i n  f a c t o r  i n t e n s i t i e s  ( s o  

Q jf/Lfl i s  in d e p e n d e n t  o f  Qjj) , and I f  ch a  m arkup i s  c o n s t a n t  th e n  a 

d e c l i n e  i n  ch e  r e l a c i v e  p r i c e  o f  n o n - c r a d e d  g o o d s  lo w e r s  ch e  r e a l  

co n su m p t io n  w a g e . T h is  w i l l  b e  r e i n f o r c e d  i f  ch e  a v e r a g e  p r o d u c e  o f  

la b o u r  i n  Che n o n -t r a d a d  g o o d s  s a c c o r  d e c l i n e s  a s  P|j/ ? t  d e c l i n e s  and  Qg 

c o n c r a c c s ,  w h ic h  i s  l i k e l y  c o  h a ppen  i f  th e  n o n -c r a d e d  g o o d s  s e c c o r  la  

r e l a t i v e l y  l a b o u r  i n t e n s iv e .

14 H a p su red  i n  te rm s  o f  f o r e i g n  GOP.
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IS  In  " lo n g - h a n d "  a lg a b r a .

V

F V (s ; c b * a * ; r * + 7 - n )  ■ t b ( v ) * a * ( v ) >
| r * ( u ) « y  ( u ) - n ( u ; ' du

dv.

16 Two a q u lv a la n c  w ays o f  w r i t i n g  ( 1 3 )  a ra

E ( s ) F * ( s )
P (a ) P v [ s ;  TB ♦ r *  ♦ 7 ] ( 1 3 ' )

and

-  F * ( s )  -  P v [ s ;  ™  ♦ A * ; 1 * ] ( 1 3 " )

E q u a t io n  ( 1 3 ' )  h a s  th a  c u r r a n t  r a a l  v a lu a  o f  th a  a x t a r n a l  d a b t  m archad 

b y  th a  p r a a a n t  d la c o u n t a d  v a lu a  o f  fu t u r a  r a a l  p r im a r y  a u r p lu a a s ,  u s in g  

th a  r a a l  a x c h a n g a - r a c a - d a p r a c l a c l o n - c o r r a c t a d  f o r a l g n  r a a l  i n t a r a s t  

r a t a  r *  ♦ 7  t o  d i s c o u n t  th a  f u t u r a  p r im a r y  r a a l  a u r p lu a a s . E q u a t io n  

( 1 3 " )  h a s  th a  c u r r a n c  f o r a l g n  c u r r a n c y  v a lu a  o f  th a  n a t i o n 's  a x t a r n a l

d a b t  m a tch ad  b y  th a  p r a a a n t  d la c o u n t a d  v a lu a  o f  fu t u r a  p r im a ry

a u r p lu a a s  m aaaurad In  f o r a l g n  c u r r a n c y ,  u s in g  th e  f o r e i g n  n o m in a l

I n t a r a s t  r a ca  1 *  m r *  ♦ » *  t o  d i s c o u n t  tha  fu t u r a  p r im a r y  ' f o r a l g n

c u r r a n c y  a u r p lu a a s .

17 T a c h n i c a l l y ,  tha  c o n d i t i o n  i s :

T

( r * ( u ) + y ( u ) - n ( u ) ] du
0

o r

T

E ( T ) F * ( r ) a
— FT75—

- { ( r * ( u ) * y ( u ) ] d u

0



- / l * ( u ) d u
l i a  -  F * ( t ) e  -  û
T -m

18 I aa  c o n c e r n e d  w ith  a o lv a n c y  o n l y ,  n o t  v i c h  o p t im a , o r  c i a e - c o n s i s c e n t  

b o r r o w in g  a c r a c a g la a .  I c  a a y  w a l l  ba  o p t im a l .  -in d ar c a r c a l n  

c o n d i c i o n a ,  c o  ru n  c u r r a n c  a c c o u n t  a u r p lu a a a  o r ' a va n  c o  b a c o a a  a  n a c  

e x t e r n a l  c r a d l c o r .

19 T h la  a a c c l o n  draw a on  B u ic a r  [1 9 8 3 . 1 9 8 5 ’ and  Anand and  v a n  W IJn bargan  

{ 1 9 8 7 ) .

20 O a p a n d ln g  on  ch a  a c c o u n t in g  c o n v a n c lo n a  ona  a d o p e a , J c o u l d  I n c  lu d a  cha 

o p a r a c ln g  a u rp lu a a a  ( d e f i c i t s )  o f  cha a c a c a  a n c a r p r la a  a a c c o r .  

A l c a m a t l v a l y  ona  c o u ld  in c lu d e  ch aaa  i n  r .  Moca c h a c  i c  i a  ca a b  

r e r u r a a  c h a c  a n e a r  ln c o  ch a  a c c o u n c a  th ro u g h  p . n o t  ch a  i a p l i c i c  s o c i a l  

r a c a  o f  r a c u r n .

21 T h e ra  a g a in  l a  a  c r a n a v e r a a l l c y  o r  t e r m in a l  c o n d i t i o n  Co g a c  f r o a  (1 6 )  

Co ( 1 9 )  g iv e n  b y

r
l i a  d ( r ) e x p ( - J ( r * ( u ) - * y ( u ) - n ( u )  Jdu) -  0

22 F o r  s i m p l i c i t y  r  •  O .a a d  1 -  r  •  a  in  F ig u ra  6 .
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FIGURE 3

T r e n d »  i n  c a x  z o  G D P  

» )  By I n c o —

: ? ~ 5 - : ? 9 3

« 1
t* J

11» h î »  i t r T  i* 7 « u n

b )  By R e a l o n  ( D e v e l o p i n g  c o u n c r l e »  o n l y )

■ M a: T lauree ara  aau elebted . m m — l l m  the m n ( a  p a ita ra  (o r  co u a lr la a  ta tha aaaala
The I W M .  t e t t - M .  T i t i l a  Um  la r ia t t  Q ta a trth la  aaaala beeed oa n a l l i t l a  data .

a . l adua t r la l  ta a t la  la o ladee aaaaataaa naaatr t a a . a ld d la -ta co a a  lacludaa th lr tp  fa ar 
w a a tr ta a . aad la a - ia o t —  laaladaa a laaaa o e a a tr la a .
h. la a ladaa turh lea  Vaaa. tu  ruad 1, Caa a raaa. L ib a r la , la a ta , H a ll, Saaaaal, Taaaaala. l e t r a , 
aad H abahaa
a . laaladaa ladaaaata, la ra a , N a la re la . SI aparara, aad Thallaad.
d . laaladaa A reuatlaa. tr e a t  I .  C h ile . Ce le e d la . Coa ta  I t o a . O aalaloaa ta  p a b ilo . Oaataaala,
H adlee, Htoaraaaa, « ----------  T ararear. truaaap . aad taaaaaata .
a . laaladaa ta ra * . Iraa, la r a a l , earaaaa. Oaaa, t r r la .  T ra la la . Turbar, aad Y area,
r . laaladaa la d la . Matai. T a b le tee . aad » r t  Laab a .
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R .g l o n . l  - /« r U t i o n  in  d i r e c t  -.**•%. 1983 
(as « par ca n t o f  c o c a l  r iv en u a )

a ) P erson a l In co M  Taxas C o»panv ¿acama .a x a s

c )  S o c ia l  S a cu r lty  Taxas d ) P ro p e r ty  and W ealth  Taxas

>79973 V7Z7A 7777A  777771 m m

A ie: flfama m  vserasaattae Uw m rn >  w ttan  («r csaatrtsa U Um m*»!*.
f b  parlas. ItT I-ll, ptaISo Dm laissai ■■as»rails saapls lassS sa avalisais lata
s. Sal Salaria «frisa laalaSaa Arlta* fass. BsasMI. Casarsaa . Casais. I savais. ttlsrta. Mail. 
Saaaeal. Taaaaala. aaS Salts-
I. «ala laalsSaa laSIa. laSasaala. Iaras. Halavsla. Basai, failsiaa. Sla«aesr«. Sri kska. m 4 
tBsllaaS.a. baila léarlaa laslséas «rsaallaa. SsrlaSaa. Brasil. A lla . AlaaBla. Casia lies. Baalateaa 
BaaaBlla, Saalaaala. Arasa. Baatsa. Btaarasaa. Passes. faraawr, Siasaai. aaS faaaaaala.
4. Blasts AelTAalB Afriaa laalaSaa lo N . traa. Israal. Ara ■» . Testais. Tsrlsv. aaé Yssaa 
lAvaB BasaBIUIa. laSaalrlal laalsSaa SM leAairtal aataal ■aasasiaa vassal Ja*aa aa4 Mas IsalaaS
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FIGURE 5

R .g lo n x l  v x r lx t io n  in  I r .d i r t c ;  - H 2
(o o  p or  cone o f  c o c o l  co x  rovonuo)

o )  B rood -b osod  Toxoa ( S o l i o .  VAX, ond 
T urnovor)

.1

I ‘ I
!  -1_____

!  «

s aMvd ,

t>) E x c lso  Toxoa

a • ’
• •• i

: Q i mm* i

c '  I « p o r t  l u u  d ) E xport T i u i

Pata: ílfirM  aro PtfrMMllM Dm araraja pattar» far caaatrlaa la t*a aaaola.
tía parlaá. IPTP-OP. flalOa Ua Unf al eaaoaralla aaapla laaad aa avallaOla dala
a. Oal'-Palaraa Afrla» laalaOaa Parllaa Faaa. Oaraadl. Caaaraaa. OaaOla. LaaatAa. (.liarla. Malt, 
taaaoal. Taasaata. aad talra.
b. Aala taalaéaa falla. laOaaaata. Caraa. Maltrata. I. PaHataa, tiaaapara. Sri Ua|«, amé 
tlallM i.
a. Latía Aaartaa laalaOaa ároaaitaa. Parlada». Oraatl. Cilla. Cataalia. Caata Blea. Daalateaa Pardilla. Oaataaala. Pavaaa. Maalaa. Ntaarmaa. faaaaa. Paralar, tim a r , aad faaaaaaia. 
d. Mlddla Paat/Mart* Afrtoa laalaOaa larri. Iraa. Israal. Maraaaa. Taatala. Tvrfear, amé tamaa (Aval Papal!tal.
• . laOaatrlal laalaOaa «PP laOaatrlal aarlat aaw aataa aaaaot Japaa amé Maa laalaad.
<«»" ■ ' >»• ü .M w m i  ..........  » w .
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V a r ia c i ó n »  In  t a x  c o m p o s i t i o n  f o r  c o u n t r i e s  c r c u o e d  

b y  I n c o n e . 1975  and  1 9 3 3 a

L o w -i n c o n e c  M id d le - in c o m e d  I n d u s t r i a l *

T a x  c a t e g o r y b  197S 1983 1 975  1983 1975  1983

D o a s s c i c  i n c o a s 19 6 19 9 30 5 31 . 6 36 0 33 .3

I n d i v i d u a l (9 9 ) (9 6 ) (9 6 ) ( 1 0 7) (2 6 . 6 ) (2 6 . 2 )

C o r p o r a c a <8 ■ 6 ) ( 8 4 ) 113 1 ) (1 3 5) í 7 3 ) (7 1 )

O ch a r d l r a c c  t a x a s 7 9 7 3 18 5 17 . 0 31 7 33 1

S o c i a l  s a c u r l c y ( 1 . 0 ) ( 2 . 2 ) ( 1 2 .9 ) ( 1 0 1 ) (2 8 2 ) (2 9 . 6 )

P r o p e r t y (3 . 6 ) ( 2 .5 ) ( 2 8 ) ( 2 . 6 ) ( 2 1 ) ( 1 8 )

D o a s s c i c  c o a a o d i c y 29 . 0 35 . 8 26 6 30 . 8 29 .9 30 6

S a l a s ,  VAT, c u r n o v a r ( 1 1 . 1 ) (1 8 8 ) (7 9 ) ( 1 0 5) (1 6 . 0 ) (1 6 . 6 )

E x c i s a s ( 1 1 . 1 ) (1 3 1 ) (1 3 1 ) (1 3 3) ( 1 0 9 ) ( 1 1 1 )

I n t e r n a c i o n a l  e ra d a 63 . 6 37 . 0 26 . 6 2 0 8 6 . 5 2 . 9

I a p o r c (3 2 .9 ) (3 2 . 6 ) ( 1 9 . 6 ) (1 6 2 ) ( 6 . 6 ) ( 2 . 7)

E x p o r c (7 .7 ) ( 3 . 8 ) ( 3 . 5 ) ( I . 6 ) ( 0 . 1 ) ( 0 . 2 )

N oca s  :
a . F ig u r a s  a ra  u n v a ig h c a d  r a p r a s a n c ln g  cha a v a ra g a  p a c c a m  f o r  c o u n c r i a s  

in  cha s a a p la .
b .  F ig u r a s  f o r  s u b e a c a g o r la s  d o  n o c  a d d  up c o  ch a  f i g u r a  f o r  a a c h  c a c a g o r y  

dua  c o  cha p r a s a n c a  o f  s a a l l e r  u n a l l o c a t e d  t a x e s .
c .  L o w -in co m e  s a a p la  i n c l u d e s  a la v a n  c o u n c r i a s .
d . M id d la - ln c o a a  s a a p la  l n c lu d a s  t h i r t y - s i x  c o u n t r i e s ,
a .  I n d u s t r i a l  a a r k a c  l n c l u d a s  n in a ca a r . c o u n c r i a s .

S o u r c a :  C o ra n a m e  F in a n ç a  S e a c i s c i c s .



SflDt e s c ir a a c a s o f  c a o i

TA3L£ 2 

c a l  f l i a h t  ! n r.ew in d u s  c r :Lai c o u r .c r :ia s
( B i l l i o n s  U. S S '

1979 1980 1981 1982 1983 1984

A r g a n c ln a 2 . 2 3 5 4 5 7 .6  ' 1 .3 - 3  4

B r a z i l 1 .3 2 . 0 - 1 . 4 1 . 8 0 5 4 .0

K oraa - 0 . 5 - 0 . 7 - 0 . 8 0 .5

Oi - 0  6

H a x lc o - 1 . 1 2 , 2 2 . 6 4 .7 9 .3 2  6

P h i l i p p i n e s 0 . 0 - 0  1 1 3 0 . 0 - 1 .  5 - 1 . 8

V a n a z u a la 3 .0 a.8 5 4 3 .2 3 1 4 . 0

N o c a s : T h asa  a s c l a a c e s  u sa  Ua. C l l n a 's  d a f l n i c i o n  o f  c a p i c a l  f l i g h c  as
c o a p u c a d  b y  Cuaby and  L a v lc h .

S o u r c a :  C u a by  a n d  L a v ic h  ( 1 9 8 7 ) .
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TABLE 3

R evenu e f r o a  í t l m o r i M  o n  c u r r e n c y  in  s e l e c t e d  c o u n c i l » »  
(a v e r a g e  1 9 8 0 -8 5 )

S a lg n o r a g a  
ra va n u a s  

( l n c r a a a a  In  
c u r r a n c y  a s  

p a r  ca n e  
o f  GDP)

R a t io  o f  
c u r r a n c y  
h o l d i n g s  

c o  GDP 
( p a r  c a n e )

C u r re n c y  
g r o w th  

(p a r  c a n t )  
p a r  y a a r

I n f l a t i o n  
(p a r  c a n t )  

p a r  y a a r

H ig h  s a lg n o r a g a  ra v a n u a s
A r g a n e ln a  4 .0
B o l i v i a  6 2
Ghana 2 .2
S l a r r a  L aona  2 .4

H o d a ra ta  s a lg n o r a g a  ra v a n u a s  
B r a z i l  1 .0
I s r a a l  1 .1
N a x lc o  1 . S
P a ru  1 .9
T urkay 1 . 2

Low a a lg n o r a g a  ra v a n u a s
B a n g la d a s h  0 . 6
C o lo a b la  0 .8
C o ca  d ’ l v o l r a  0 .7
D o a ln lc a n  R e p u b l i c  0 .7
K o re a  0 .5
N i g e r i a  0 8
V e n e z u e la  0 .4

3 .8  269 274
6 .1  4 3 8  506
6 .1  45  54
7 .7  35 43

1 .4  129 147
1 .3  165 181
3 .7  50 58
3 .1  92 97
3 .8  38 46

4  0 16 12
4 .7  18 22
9 .2  8 7
4 6  16 15
4 3 13 * 9
7 2 13 16
4 5 8 12

N o c a s : Tha f i r s t  c o l u a n  I s  c a l c u l a c a d  a s  th a  e n d - o f - y e a r  c u r r a n c y  o u t s id e
b a n k s  ( IF S  l i n a  1 4 a ) a ln u a  th e  a n d - o f - y e a r  v a lu e  o f  th e  p r e v io u s  
y a a r ,  d i v i d e d - b y  ch a  c u r r e n c  y a a r  GDP. Tha s e c o n d  c o lu a n  I s  th a  
r e c i o  o f  Che a v e r a g e  o f  b e g i n n i n g - o f - y e a r  and  e n d - o f - y e a r  c u r r e n c y  
o u c a ld a  b a n k a  c o  c u r r e n c  GDP. Tha c h l r d  c o lu a n  I s  cha p a r c a n c a g a  
ch a n g e  i n  c u r r e n c y  o u c a ld e  b a n k s  f r o a  a n d - o f - y a a r  c o  a n d - o f - y a a r .  
Tha f i n a l  c o l u a n  I s  ch a  p a r c a n c a g a  ch a n g a  In  CPI (IF S  l i n e  6 4 )  
f r o a  D e c e a b e r  Co D e c a a b e r . Tha g a o s M t r lc  a v e r a g e  o f  g ro w ch  r a c a s  
I s  u a a d  f o r  c o lu a n s  ch ra a  and  f o u r ;  ch a  a r t c h a e c l c  a v e r a g e  o f  
r e c i o s  I s  u s e d  f o r  c o lu a n s  1 and  2 .

S o u r c e  : IF S
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T H E  E C O N O M I C S  O F  T H E  G O V E R N M E N T  3 U D C E T  C O N S T R A I N T  

S t a n l e y  F i s c h e r ^ -

I  a m  b o t h  h o n o r e d  a n d  g r a c e f u l  t o  h a v e  b e e n  i n v i t e d  c o  d e l i v e r  t h e  

Z a h i d  H u s a i n  M e m o r i a l  L e c t u r e .  M r .  H u s a i n ' s  a c h i e v e m e n t s  a s  t h e  f i r s t  

G o v e r n o r  o f  t h e  S t a t e  B a n k ,  a n d  a s  t h e  f i r s t  C h a i r m a n  o f  t h e  P l a n n i n g  

C o m m i s s i o n  o f  P a k i s t a n ,  h i s  r e m a r k a b l e  s t r e n g t h  o f  c h a r a c t e r ,  h i s  e r u d i t i o n ,  

a n d  h i s  c o m b i n a t i o n  o f  t h e  c e n t r a l ,  b a n k e r ' s  c o n s e r v a t i s m  w i t h  a  p r a g m a t i c  

l o n g - t e r m  p e r s p e c t i v e  t o w a r d s  t h e  p r o b l e m s  o f  d e v e l o p m e n t ,  h a v e  b e e n  

a d m i r i n g l y  d e s c r i b e d  t o  m e  b y  h i s  f o r m e r  e m p l o y e e  a n d  m y  c o l l e a g u e ,  M o e e n  

Q u r e s h i .  T h e  f a c t  c h a t  I  f o l l o w  t h r e e  o f  m y  W o r l d  B a n k  p r e d e c e s s o r s ,  I r v i n g  

F r i e d m a n ,  H o l l i s  C h e n e r y  a n d  A n n e  K r u e g e r ,  i n  d e l i v e r i n g  t h i s  l e c t u r e  

a t t e s t s  t o  t h e  l o n g - t e r m  r e l a t i o n s h i p  b e t w e e n  P a k i s t a n  a n d  t h e  W o r l d  3 a n k ,  a  

r e l a t i o n s h i p  w h i c h  i s  h i g h l y  v a l u e d  b y  t h e  B a n k .

T h e  t o p i c  o f  t h i s  Z a h i d  H u s a i n  M e m o r i a l  L e c t u r e ,  t h e  e c o n o m i c s  o f  

t h e  g o v e r n m e n t  b u d g e t  c o n s t r a i n t ,  i s  n o t  t h e  m o s t  o b v i o u s  c h o i c e  f o r  a  

c e n t r a l  b a n k  a u d i e n c e .  S u r e l y  i c  w o u l d  b e  m o r e  a p p r o p r i a t e  t o  t a l k  o f  t h e  

s t a p l e  q u e s t i o n s  o f  m o n e t a r y  p o l i c y ,  w h e t h e r  c o  t a r g e t  t h e  m o n e y  s t o c k  o r  

r a c e s  o f  r e t u r n  o n  a s s e t s ,  w h e t h e r  c o  f i x  t h e  e x c h a n g e  r a c e  o r  a l l o w  i t  c o  

f l o a t ,  a n d  i f  t o  f i x  i t ,  t o  w h a t  c u r r e n c y  b a s k e t ,  h o w  c o  m a i n t a i n  p r u d e n t i a l  

c o n t r o l  o f  t h e  f i n a n c i a l  s y s t e m  w h i l e  o b t a i n i n g  t h e  b e n e f i c i a l  e f f e c t s  o f  

c o m p e t i t i o n ,  a n d  s o  f o r t h .

W i c e  P r e s i d e n t ,  D e v e l o p m e n t  E c o n o m i c s  a n d  C h i e f  E c o n o m i s t ,  t h e  W o r l d  3 a n k .  

T h i s  p a p e r  w a s  p r e p a r e d  f o r  p r e s e n t a t i o n  a s  t h e  Z a h i d  H u s a i n  M e m o r i a l  

L e c t u r e  a t  t h e  S t a t e  B a n k  o f  P a k i s t a n ,  K a r a c h i ,  M a r c h  2  1 9 3 9 .  T h e  v i e w s  

e x p r e s s e d  a r e  c h o s e  o f  t h e  a u t h o r  a n d  a r e  n o c  o f f i c i a l  v i e w s  o f  t h e  W o r l d  

B a n k  m a n a g e m e n t  o r  B o a r d  o f  D i r e c t o r s .  C o l l a b o r a t i o n  f r o m  W i l l i a m  E a s t e r l y  

o f  t h e  M a c r o e c o n o m i c s  a n d  G r o w t h  D i v i s i o n  o f  t h e  W o r l d  B a n k  i s  g r a t e f u l l y  

a c k n o w l e d g e d .



p r u d e n c e .  C e n t r a l  b a n k e r s  k n o w  t h a t  f i s c a l  d e f i c i t s  a r e  t h e  u l t i m a t e  s o u r c e  

o f  m a c r o e c o n o m i c  i n s t a b i l i t y  a n d  i n f l a t i o n ,  w h i l e  f i n a n c e  m i n i s t e r s  a r e  m o r e  

i n c l i n e d  c o  a t t r i b u t e  t h e i r  m a c r o e c o n o m i c  p r o b l e m s  c o  i n a d e q u a t e  m o n e t a r y  

p o l i c y ;  t h e r e  i s  t h e r e f o r e  n o t h i n g  s a f e r  t h a n  t a l k i n g  a b o u t  t h e  d a n g e r s  o f  

f i s c a l  e x c e s s  i n  a  c e n t r a l  b a n k .  3 u t  p r u d e n c e  i s  n o t  c o n s c i o u s l y  t h e  r e a s o n  

f o r  c h o o s i n g  t h i s  t o p i c .  R a t h e r  i c  i s  t h a t  f i s c a l  p o l i c y  i s  i n d e e d  k e y  c o  

m a c r o e c o n o m i c  s t a b i l i t y  a n d  o n e  o f  t h e  k e y s  t o  d e v e l o p m e n t  - -  a n d  c h a t  

r e c e n t  d e v e l o p m e n t s  i n  t h e  a n a l y s i s  o f  t h e  c o n s e q u e n c e s  o f  d e f i c i t  f i n a n c e  

r e i n f o r c e  c h a c  m e s s a g e .

' v l i e n  g o v e r n m e n t  s p e n d i n g  a n d  t a x a t i o n  a m o u n t  a s  t h e y  d o  i n  m a n y  

i n d u s t r i a l i z e d  e c o n o m i e s  t o  a r o u n d  4 0 %  o f  G N P ,  i c  i s  i n e v i t a b l e  c h a t  c a x  a n d  

e x p e n d i t u r e  d e c i s i o n s  e x e r t  a  m a j o r  i m p a c t  o n  t h e  a l l o c a t i o n  o f  r e s o u r c e s .  

G o v e r n m e n t  s p e n d i n g  i n  l o w - i n c o m e  d e v e l o p i n g  c o u n t r i e s  a v e r a g e s  2 0 %  o f  G N P ^ ,  

s t i l l  q u i t e  s u f f i c i e n t  c o  a f f e c t  t h e  a l l o c a t i o n  o f  r e s o u r c e s  t h r o u g h o u t  t h e  

e c o n o m y .  T h e  m e t h o d  o f  f i n a n c i n g  o f  t h a t  s p e n d i n g  a l s o  a f f e c t s  t h e  

a l l o c a t i o n  o f  r e s o u r c e s ,  b o t h  b e c a u s e  t a x e s  a n d  t a r i f f s  a f f e c t  r e l a t i v e  

p r i c e s ,  a n d  a l s o  b e c a u s e  t h e  f i n a n c i n g  o f  t h e  g o v e r n m e n t  b u d g e t  d e f i c i t  

a f f e c t s  i n f l a t i o n ,  r e a l  i n t e r e s t  r a t e s ,  t h e  i n t e r n a l  a n d  e x t e r n a l  d e b c .  a n d  

t h e  d e v e l o p m e n t  o f  t h e  f i n a n c i a l  s y s t e m .

I  s h a l l  c o n c e n t r a t e  i n  t h i s  l e c t u r e  o n  t h e  m a c r o e c o n o m i c  e f f e c t s  o f  

g o v e r n m e n t  b u d g e t  d e f i c i t s ,  f o c u s s i n g  o n  t h e  c o n s e q u e n c e s  o f  d i f f e r e n t  

m e t h o d s  o f  f i n a n c i n g  t h e  d e f i c i t ,  a n d  c h e  l i n k s  b e t w e e n  t h e  b u d g e t  d e f i c i t

^ w o r l d  D e v e l o p m e n t  R e p o r t  1 9 8 8 ,  C h a p t e r  2 ,  c o n t a i n s  c o m p a r a t i v e  d a t a  o n  

g o v e r n m e n t  r e v e n u e s  a n d  e x p e n d i t u r e .  T h e  R e p o r t  p r e s e n t s  a n  a u t h o r i t a t i v e  

m o d e r n  a c c o u n t  o f  t h e  r o l e  o f  f i s c a l  p o l i c y .
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a n d  i n f l a c i ó n .  .  , h e  l e c t u r e  i s  b u i l t  a r o u n d  t h r e e  s t m p - e  r e l a c i o r . s m p s  : t h e  

n a t i o n a l  i n c o m e  a c c o u n t s  b u d g e t  d e f i c i t  i d e n t i t y ;  t h e  b u d g e t  d e f i c i t  

f i n a n c i n g  i d e n t i t y ;  a n d  t h e  d y n a m i c  e q u a t i o n  f o r  t h e  e v o l u t i o n  o f  t h e  d e b t  

t o  G N P  r a t i o .

I . M a c r o e c o n o m i c  E f f e c t s  o f  t h e  D e f i c i t :  S t a n d a r d  A n a l y s i s .

T h e  K e y n e s i a n  r e v o l u t i o n  b r o u g h t  t h e  b u d g e t  d e f i c i t  o u t  o f  t h e  

c l o s e t  a s  a  m a c r o e c o n o m i c  v a r i a b l e .  W h i l e  g o v e r n m e n t s  h a d  r u n  b u d g e t  

d e f i c i t s  w i t h o u t  t h e  a i d  o f  K e y n e s i a n  t h e o r i e s  b e f o r e ,  t h e  p r e - K e y n e s i a n  

p r e s u m p t i o n  w a s  t h a t  t h e  b u d g e t  s h o u l d  g e n e r a l l y  b e  b a l a n c e d ,  o r  p e r h a p s  

e v e n  i n  s u r p l u s  i n  p e a c e t i m e  i n  o r d e r  c o  p a y  o f f  t h e  g o v e r n m e n t  d e b t  

g e n e r a t e d  b y  w a r t i m e  d e f i c i t s .  T h e  d e v o t i o n  t o  b a l a n c e d  b u d g e t s  i s  e v i d e n t  

f r o m  t h e  d e s i r e  o f  p o l i t i c a l  c a n d i d a t e s  a n d  g o v e r n m e n t s  c o  b a l a n c e  t h e  

b u d g e t  e v e n  d u r i n g  t h e  G r e a t  D e p r e s s i o n .  T h o u g h  f e w  s u c c e e d e d  i n  b a l a n c i n g  

t h e  b u d g e t ,  s o m e  g o v e r n m e n t s  r a i s e d  c a x  r a c e s  d u r i n g  c h a t  p e r i o d .

O n e  o f  t h e  c o n t r i b u t i o n s  o f  K e y n e s  w a s  c o  p r o v i d e  a  f r a m e w o r k  - -  

a l b e i t  i n c o m p l e t e  - -  i n  w h i c h  i t  i s  p o s s i b l e  c o  a n a l y z e  t h e  q u e s t i o n  o f  h o w  

t h e  d e f i c i t  s h o u l d  b e h a v e .  T h e  e a r l i e s t  e m p h a s i s  w a s  o n  f i s c a l  p o l i c y  a n d  

t h e  d e f i c i t  a s  c o m p o n e n t s  o f  a g g r e g a t e  d e m a n d .  F r o m  c h a c  p e r s p e c t i v e ,  

K e y n e s i a n s  s a w  n o  n e e d  t o  b a l a n c e  t h e  b u d g e t  d u r i n g  p e r i o d s  o f  r e c e s s i o n .  

I n s t e a d  t h e  n o t i o n  o f  t h e  c y c l i c a l l y  b a l a n c e d  b u d g e t ,  c h a c  t h e  b u d g e c  s h o u l d  

b e  i n  b a l a n c e  o n  a v e r a g e  o v e r  t h e  b u s i n e s s  c y c l e ,  i n  s u r p l u s  d u r i n g  b o o m s  

a n d  i n  d e f i c i t  d u r i n g  r e c e s s i o n s ,  w a s  d e v e l o p e d  a s  a  n o r m  f o r  f i s c a l  

b e h a v i o r .



T h e r e  w e r e  o f  c o u r s e  w e l l - k n o w n  r e f i n e m e n t s  t o  c h i s  c o n c e p t i o n .  I n  

t h e  f i r s t  i n s t a n c e ,  t h e  b a l a n c e d  b u d g e t  m u l t i p l i e r  s h o w s  t h a t  t h e  d e f i c i t  i s  

n o t  a n  u n a m b i g u o u s  m e a s u r e  o f  t h e  i m p a c t  o f  f i s c a l  p o l i c y  o n  a g g r e g a t e  

d e m a n d ;  g i v e n  t h e  b u d g e t  d e f i c i t ,  a n  e q u a l  i n c r e a s e  i n  g o v e r n m e n t  s p e n d i n g  

a n d  r e v e n u e s  i n c r e a s e s  a g g r e g a t e  d e m a n d .  S e c o n d ,  t h e  b u d g e t  d e f i c i t  i s  

i t s e l f  e n d o g e n o u s ,  a f r e c t e d  b y  t h e  s t a t e  o f  t h e  e c o n o m y  a s  w e l l  a s  a f f e c t i n g  

i t .  A s  a  r e s u l t ,  t h e  n o t i o n  o f  t h e  f u l l  e m p l o y m e n t ,  o r  h i g h  e m p l o y m e n t ,  o r  

s t r u c t u r a l  d e f i c i t  w a s  d e v e l o p e d .  T h i s  e s t i m a t e s  t h e  s i z e  o f  t h e  b u d g e t  

d e f i c i t  a s  i t  w o u l d  b e  i f  o u t p u t  w e r e  a t  t h e  f u l l  e m p l o y m e n t  l e v e l ^ .

O n c e  t h e  t h r e a t  o f  w i d e s p r e a d  p o s t - W o r l d  W a r  I I  u n e m p l o y m e n t  h a d  

r e c e d e d ,  t h e  e m p h a s i s  s h i f t e d  f r o m  a g g r e g a t e  d e m a n d  t o  t h e  e f f e c t s  o f  f i s c a l  

p o l i c y  o n  t h e  c o m p o n e n t s  o f  d e m a n d .  H e r e  t h e  o v e r a l l  s a v i n g - i n v e s t m e n t  

i d e n t i t y  o r  r e s o u r c e  c o n s t r a i n t  f a c i n g  t h e  e c o n o m y  i s  a  u s e f u l  g u i d e  c o  

a n a l y s i s  :

( 1 )  3 u d g e t  d e f i c i t  -  ( S a v i n g  -  I n v e s t m e n t )  +• ( C u r r e n t  a c c o u n c  d e f i c i t )

S i n c e  e q u a t i o n  ( 1 )  i s  a n  i d e n t i t y ,  t h e r e  i s  n o t  m u c h  a r g u i n g  w i t h  

i c * .  T o  i l l u s t r a t e  i t s  u s e s ,  s u p p o s e  t h e  e c o n o m y  i s  a t  f u l l  e m p l o y m e n t ,  a n d  

f o r  t h e  m o m e n t  t a k e  t h e  r a t e  o f  s a v i n g  a s  g i v e n .  E q u a t i o n  ( 1 ) ,  t h e  s a v t n g -  

i n v e s t m e n c  i d e n t i t y ,  t h e n  i m p l i e s  t h e  c r o w d i n g - o u t  p r o b l e m ;  a n  i n c r e a s e  i n  

t h e  b u d g e t  d e f i c i t  w i l l  r e s u l t  i n  e i t h e r  a  r e d u c t i o n  i n  i n v e s t m e n t  o r  a n  

i n c r e a s e  i n  t h e m i ^ á í ^ d e f i c i t . U n t i l  t h i s  d e c a d e ,  t e x t b o o k s  - -  a t  l e a s t

■ ^ A p p e n d i x  2  c o n t a i n s  a  d i s c u s s i o n  o f  b u d g e t  d e f i c i t  m e a s u r e m e n t  a n d  

d e f i n i t i o n s .

* I t  i s  h o w e v e r  n e c e s s a r y  c o  d e f i n e  t e r m s  c o n s i s t e n t l y ;  t h e  b u d g e t  d e f i c i t  i n

( 1 )  i s  c h a t  o f  t h e  c o n s o l i d a t e d  p u b l i c  s e c c o r ,  a n d  s a v i n g  a n d  i n v e s t m e n t  a r e  

c h o s e  o f  t h e  p r i v a t e  s e c c o r .



U . S .  t e x t b o o k s , - -  t e n d e d  c o  e m p h a s i z e  c h e  p o s s i b i l i t y  o f  c r o w d i n g  o u t  

i n v e s t m e n t . T h e  c l e a r  r e l a t i o n s h i p  i n  c h i s  d e c a d e  b e t w e e n  c h e  U . S .  b u d g e t  

d e f i c i t  a n d  i t s  c u r r e n c  a c c o u n t  d e f i c i t  h a s  r e m i n d e d  u s  t h a t  t h e r e  a r e  t w o  

t e r m s  o n  t h e  r i g h t  h a n d  s i d e .

I c  v o u l d  b e  a  m i s t a k e  t h o u g h  c o  o v e r c o m p e n s a c e  b v  a s s u m i n g  t h e r e  i s  

a n  a u t o m a t i c  o n e - c o - o n e  l i n k  b e t w e e n  t h e  b u d g e t  a n d  c u r r e n t  a c c o u n t  

d e f i c i t s .  T o  c a k e  o n e  e x a m p l e ,  t h e  U . K .  h a s  b e e n  r u n n i n g  a  l a r g e  t r a d e  

d e f i c i t  i n  r e c e n t  m o n t h s  w h i l e  m a i n t a i n i n g  a  s t r o n g  f i s c a l  p o s i t i o n .  T h e  

e f f e c t  o n  t h e  t r a d e  d e f i c i t  o f  a  r e d u c t i o n  i n  t h e  b u d g e t  d e f i c i t  d e p e n d s  o n  

t h e  a c c o m p a n y i n g  m o n e t a r y  p o l i c y  a n d  i t s  i m p a c t  o n  t h e  e x c h a n g e  a n d  r e a l  

i n t e r e s t  r a t e s .  F i s c a l  c o n t r a c t i o n  a c c o m p a n i e d  b y  m o n e t a r y  e a s i n g  w o u l d  

r e d u c e  t h e  i n c e r e s c  r a t e  a n d  l e a d  c o  a  d e p r e c i a t i o n  o f  t h e  e x c h a n g e  r a c e ,  

t h u s  t e n d i n g  t o  i n c r e a s e  i n v e s t m e n t  w h i l e  r e d u c i n g  t h e  t r a d e  d e f i c i t .

T h e  s t a n d a r d  K e y n e s i a n  a n a l y s i s  o f  t h e  i m p a c t  o f  f i s c a l  p o l i c y  h a s  

b e e n  a f f e c t e d  b y  t w o  i m p o r t a n t  t h e o r e t i c a l  d e v e l o p m e n t s .  T h e  f i r s t  i s  t h e  

m o r e  s o p h i s t i c a t e d  m o d e l  o f  s a v i n g  b e h a v i o r  c h a c  e m e r g e s  f r o m  t h e  l i f e - c y c l e  

a n d  p e r m a n e n t  i n c o m e  t h e o r i e s  o f  c o n s u m p t i o n  o f  M o d i g l i a n i  a n d  F r i e d m a n .  T o  

t h i s  p o i n c  w e  h a v e  t a k e n  t h e  r a t e  o f  s a v i n g  a s  d e t e r m i n e d  b y  t h e  l e v e l  o f  

d i s p o s a b l e  i n c o m e ,  a n d  h a v e  n o t  f o c u s s e d  o n  t h e  l i n k  b e t w e e n  t h e  b u d g e t  

d e f i c i t  a n d  s a v i n g .  T h e  l i f e  c y c l e  a n d  p e r m a n e n t  i n c o m e  t h e o r i e s  b o t h  

r e l a t e  c u r r e n c  c o n s u m p t i o n  c o  a  m e a s u r e  o f  p e r m a n e n t  o r  l i f e - t i m e  d i s p o s a b l e  

i n c o m e .  A c c o r d i n g l y ,  a  c u r r e n c  c h a n g e  i n  t a x e s  c h a c  d o e s  n o t  c h a n g e  t h e  

p r e s e n t  v a l u e  o f  t a x e s  s h o u l d  n o t ,  c e t e r i s  p a r i b u s ,  r e d u c e  c u r r e n c  

c o n s u m p t i o n .  T h u s  a  t e m p o r a r y  t a x  c h a n g e  s h o u l d  h a v e  a  s m a l l e r  e f f e c t  o n  

c o n s u m p t i o n  c h a n  a  p e r m a n e n t  c a x  c h a n g e .  T h i s  o f  c o u r s e  i m p l i e s  c h a c  t h e
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i m p a c t  o f  c h a r g e s  ; . n  t h e  b u d g e t  d e f i c i t  o n  s p e n d i n g  - s  a - . e c - e d  b_« 

e x p e c t a t i o n s  o f  c h e  p e r m a n e n c e  o f  t h e  d e f i c i t .

P u r s u i n g  c h e  a r g u m e n c  t o  i t s  l o g i c a l  c o n c l u s i o n .  3 a r r o  ( i 9 / - * )  s n o w e d  

c h a c  u n d e r  a  v e r y  s p e c i f i c  s e c  o f  a s s u m p c i o n s ,  l u m p - s u m  c h a n g e s  i n  t a x e s  

w o u l d  h a v e  n o  i m p a c t  o n  c o n s u m e r  s p e n d i n g .  e q u i v a l e n t l y ,  a n d  t h i s  i s  a  m o r e  

s t r i k i n g  s t a t e m e n t ,  a  c u t  i n  t a x e s  t h a t  i n c r e a s e s  d i s p o s a b l e  i n c o m e ,  w o u l d  

a u t o m a t i c a l l y  b e  a c c o m p a n i e d  b y  a n  i d e n t i c a l  i n c r e a s e  i n  s a v i n g .  T h i s  i s  

t h e  s o - c a l l e d  R i c a r d i a n  e q u i v a l e n c e  r e s u l t ,  t h a t  d e f i c i t s  a n d  t a x e s  a r e  

e q u i v a l e n t  i n  t h e i r  e f f e c c s  o n  c o n s u m p t i o n .

T h e  e x p l a n a t i o n  i s  q u i t e  s i m p l e :  t h e  f a r - s e e i n g  c o n s u m e r  r e c o g n i z e s  

t h a t  t h e  g o v e r n m e n t  d e b t  g e n e r a t e d  t h r o u g h  d e f i c i t  s p e n d i n g  w i l l  e v e n t u a l l y  

b e  p a i d  o f f  b y  i n c r e a s e d  t a x e s ,  t h e  p r e s e n t  v a l u e  o f  w h i c h  i s  e x a c t l y  e q u a l  

c o  t h e  p r e s e n t  v a l u e  o f  t h e  r e d u c t i o n  i n  t a x e s .  T a k i n g  t h e  i m p l i e d  i n c r e a s e  

i n  f u t u r e  t a x e s  i n t o  a c c o u n t ,  h e  o r  s h e  s a v e s  t h e  a m o u n t  n e c e s s a r y  t o  p a y  

t h e m .

T h e  i m p o r t a n c e  o f  t h e  R i c a r d i a n  e q u i v a l e n c e  h y p o t h e s i s  c a n n o t  b e  

e x a g g e r a t e d .  I f  t h e  h y p o t h e s i s  h o l d s ,  t h e n  b u d g e t  d e f i c i t s  d o  n o t  a f f e c t  

n a t i o n a l  s a v i n g ,  n o r  i n t e r e s t  r a t e s ,  n o r  t h e  b a l a n c e  o f  p a y m e n t s ,  a n d  n o r  

d o e s  t h e  m e t h o d  o f  f i n a n c i n g  o f  s o c i a l  s e c u r i t y  a f f e c t  c a p i t a l  a c c u m u l a t i o n .  

I n  t e r m s  o f  e q u a t i o n  ( 1 ) ,  t h e  h y p o t h e s i s  i m p l i e s  t h a t  a n  i n c r e a s e  i n  t h e  

b u d g e t  d e f i c i t  w o u l d ,  u n d e r  c e r t a i n  c i r c u m s t a n c e s ,  b e  a c c o m p a n i e d  b y  a n  

i n c r e a s e  i n  p r i v a t e  s a v i n g  - -  a n d  t h a t  b o t h  i n v e s t m e n t  a n d  t h e  t r a d e  b a l a n c e  

w o u l d  b e  u n a f f e c t e d .



D e s p i t e ^ t h e  s h a r p n e s s  o f  i t s  p r e d i c t i o n s ,  i t  h a s  n o t  b e e n  p o s s i b l e  

t o  r e j e c t  R i c a r d i a n  e q u i v a l e n c e  s u f f i c i e n t l y  d e c i s i v e l y  t o  p e r s u a d e  

p r o p o n e n t s  o f  t h e  t h e o r y 3  c o  c h a n g e  t h e i r  v i e w s .  O t h e r s  r e g a r d  t h e  e v i d e n c e  

a s  s u f f i c i e n t  t o  r u l e  o u t  R i c a r d i a n  e q u i v a l e n c e  a s  m o r e  t h a n  a n  e x t r e m e l y  

i n t e r e s t i n g  t h e o r e t i c a l  p o s s i b i l i t y .  I  b e l i e v e  t h e  e v i d e n c e ,  i n c l u d i n g -  t h a t  

f r o m  t h e  U n i t e d  S t a t e s  i n  t h i s  d e c a d e ,  s t i l l  s u p p o r t s  t h e  v i e w  t h a t  t a x  c u t s  

i n c r e a s e  a g g r e g a t e  d e m a n d ,  t h o u g h  t h e  i m p a c t  d o e s  d e p e n d  o n  t h e  e x p e c t a t i o n  

o f  t h e  p e r m a n e n c e  o f  t h e  c h a n g e .

T h e  s e c o n d  d e v e l o p m e n t  c a k e s  o f f  f r o m  C h e  e x t r e m e l y  s h o r t - r u n  n a t u r e  

o f  t h e  K e y n e s i a n  a n a l y s i s  o f  f i s c a l  p o l i c y .  B e c a u s e  a s s e t  s t o c k s  a r e  

a s s u m e d  f i x e d  i n  t h e  K e y n e s i a n  m o d e l ,  t h e  c o n s e q u e n c e s  o f  t h e  m e t h o d  b y  

w h i c h  t h e  b u d g e t  d e f i c i t  i s  f i n a n c e d  a r e  n o t  p u r s u e d .

w
I I .  F i n a n c i n g  t h e  B u d g e t  d e f i c i t .

T h e r e  a r e  f o u r  w a y s  o f  f i n a n c i n g  t h e  p u b l i c  s e c t o r  d e f i c i t :  b y  

p r i n t i n g  m o n e y ,  r u n n i n g  d o w n  f o r e i g n  e x c h a n g e  r e s e r v e s ,  b o r r o w i n g  a b r o a d ,  

a n d  b o r r o w i n g  d o m e s t i c a l l y .  I n  a  w o r d  e q u a t i o n ^ :

( 2 )  3 u d g e c  d e f i c i t  -  M o n e y  p r i n t i n g  +■ ( f o r e i g n  r e s e r v e  u s e

+  f o r e i g n  b o r r o w i n g )  +■ d o m e s t i c  b o r r o w i n g

3 B e r n h e i m  ( 1 9 8 7 )  r e v i e w s  a n d  e x t e n d s  t h e  t h e o r y  a n d  e v i d e n c e ,  a r g u i n g  

s t r o n g l y  a g a i n s t  R i c a r d i a n  e q u i v a l e n c e .

° I n  b o t h  e q u a t i o n s  ( 1 )  a n d  ( 2 )  g o v e r n m e n t  r e v e n u e  f r o m  t h e  p r i n t i n g  o f  m o n e y  

i s  c r e a t e d  a s  a  f i n a n c i n g  s o u r c e .  P r i v a t e  s a v i n g  i n  a q u a t i o n  ( 1 )  i s  d e f i n e d  

c o  i n c l u d e  a d d i t i o n s  t o  m o n e y  h o l d i n g .



T h e  c e r m s  o n  c h e  r i g h t  h a n d  s i d e  c a n  b e  g r o u p e d  i n  d i f f e r e n t  w a y s .

F o r  i n s t a n c e ,  t h e  p a r e n t h e s e s  a r o u n d  t h e  f o r e i g n  c o m p o n e n t s  e m p h a s i z e  t h e  

L i n k  b e t w e e n  t h e  b u d g e c  d e f i c i t  a n d  t h e  c u r r e n c  a c c o u n c ,  a s  i n  e q u a c i o n  ( 1 ) .  

A l t e r n a t i v e l y ,  p a r e n t h e s e s  c o u l d  b e  p l a c e d  a r o u n d  ( m o n e y  p r i n t i n g  +  f o r e i g n  

r e s e r v e  u s e ) , w h i c h  i s  e q u a l  t o  d o m e s t i c  c r e d i t  c r e a t i o n ;  t h i s  e m p h a s i z e s  

t h a t  d o m e s t i c  c r e d i t  c r e a t i o n  i s  t h e  a l t e r n a t i v e  t o  b o r r o w i n g .

T o  a  u s e f u l  f i r s t  a p p r o x i m a t i o n ,  w e  c a n  a s s o c i a t e  e a c h  o f  t h e  f o r m s  

o f  f i n a n c i n g  i n  e q u a t i o n  ( 2 )  w i t h  a  m a j o r  m a c r o e c o n o m i c  i m b a l a n c e .  M o n e y  

p r i n t i n g  i s  a s s o c i a t e d  w i t h  i n f l a t i o n ;  f o r e i g n  r e s e r v e  u s e  i s  a s s o c i a t e d  

w i t h  t h e  o n s e t  o f  e x c h a n g e  c r i s e s ;  f o r e i g n  b o r r o w i n g  i s  a s s o c i a t e d  w i t h  a n  

e x t e r n a l  d e b t  c r i s i s ;  a n d  d o m e s t i c  b o r r o w i n g  i s  a s s o c i a t e d  w i t h  h i g h e r  r e a L  

i n t e r e s t  r a c e s  a n d  p o s s i b l y  e x p l o s i v e  d e b t  d y n a m i c s .  T h e  f i r s t  

a p p r o x i m a t i o n  i s  h o w e v e r  n o c  t h e  e n t i r e  s t o r y ,  f o r  t h e r e  a r e  i m p o r t a n t  l i n k s  

b e t w e e n  t h e s e  p r o b l e m s :  f o r  i n s t a n c e  b e t w e e n  f o r e i g n  e x c h a n g e  a n d  e x t e r n a l  

d e b t  c r i s e s ;  a n d  b e t w e e n  d o m e s t i c  b o r r o w i n g  a n d  i n f l a t i o n .  I n  t h e  n e x t  

s e c t i o n  w e  f o c u s  p a r t i c u l a r l y  o n  t h e  d e f i c i t - i n f l a t i o n  l i n k .

W e  n o w  e x a m i n e  e a c h  o f  t h e  m e t h o d s  o f  d e f i c i t  f i n a n c i n g  a n d  i t s  

c o n s e q u e n c e s .

M o n e v  p r i n t i n g .

I t  i s  s t r a i g h t f o r w a r d  t o  r e l a t e  t h e  c r e a t i o n  o f  b a s e  m o n e y  t o  

i n f l a t i o n  i n  t h e  u s u a l  m o n e t a r i s t  w a y .  T h e  p r i n t i n g  o f  m o n e y  a t  a  r a c e  t h a t  

e x c e e d s  t h e  d e m a n d  f o r  i t  a c  t h e  c u r r e n c  p r i c e  l e v e l  c r e a t e s  e x c e s s  c a s h  

b a l a n c e s  i n  t h e  h a n d s  o f  t h e  p u b l i c .  T h e  p u b l i c ' s  a t t e m p t s  c o  r e d u c e  e x c e s s  

c a s h  h o l d i n g s  e v e n t u a l l y  d r i v e  u p  t h e  o v e r a l l  p r i c e  l e v e l ,  u n t i l  e q u i l i b r i u m

»
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L s  r e s c o r e d .  0 /  c o u r s e ,  C h e  L i n k  b e t w e e n  m o n e v  a n d  p r i c e s  i s  r . o c  p r e c i s e ,  

i n i t i a l l y  a n  i n c r e a s e  i n  t h e  r e a L  m o n e y  s t o c k  m a v  r e d u c e  i n t e r e s t  r a t e s .

p a r t i c u l a r l y  i n  a  l o w - i n f l a t i o n  e c o n o m y .

T h e  a m o u n t  o f  r e v e n u e  t h a t  t h e  g o v e r n m e n t  c a n  e x p e c t  c o  o b c a i n  f r o m  

t h e  p r i n t i n g  o f  m o n e y  i s  d e t e r m i n e d  b y  t h e  d e m a n d  f o r  b a s e  o r  h i g h - p o w e r e d  

m o n e y  i n  t h e  e c o n o m y ,  c h e  r e a l  r a c e  o f  g r o w t h  o f  t h e  e c o n o m y ,  a n d  t h e  

e l a s t i c i t y  o f  t h e  d e m a n d  f o r  r e a l  b a l a n c e s  w i t h  r e s p e c t  c o  i n f l a t i o n  a n d  

i n c o m e .  A s s u m e  f o r  c o n v e n i e n c e  c h a t  t h e  i n c o m e  e l a s t i c i t y  o f  c h e  d e m a n d  f o r  

b a s e  m o n e y  i s  u n i t y .  A s s u m e  a l s o  c h a t  t h e  c u r r e n c y  t o  G N P  r a t i o  i s  1 3 % 7  , a s  

i c  i s  i n  P a k i s t a n  - -  t h i s  i s  h i g h  b y  i n t e r n a t i o n a l  s t a n d a r d s .

T h e n  f o r  e v e r y  o n e  p e r c e n t a g e  p o i n t  c h a t  G N P  i n c r e a s e s ,  t h e  

g o v e r n m e n t  c a n  o b c a i n  0 . 1 3  p e r c e n t a g e  p o i n t s  o f  G N P  i n  r e v e n u e  t h r o u g h  t h e  

p r i n t i n g  o f  m o n e y  c h a t  j u s t  m e e t s  t h e  i n c r e a s e d  d e m a n d  f o r  r e a l  b a l a n c e s .

A t  a n  a n n u a l  g r o w t h  r a t e  o f  6 . 5 % ,  t h e  g o v e r n m e n t  s h o u l d  b e  a b l e  c o  o b t a i n  

n e a r l y  0 . 9 %  o f  G N P  f o r  f i n a n c i n g  t h e  b u d g e t  d e f i c i t  c h r o u g h  t h e  n o n -  

i n f l a c i o n a r y  p r i n t i n g  o f  m o n e y ,  i n c r e a s i n g  t h e  h i g h - p o w e r e d  m o n e y  s t o c k  a t  

a n  a n n u a l  r a c e  o f  6 . 5 % .

h i g h - p o w e r e d  m o n e y ,  i n f l a t i o n  w i l l  r e s u l t .  I f  t h e  r a t i o  o f  b a s e  c o  G N P  w e r e  

i n v a r i a n t  t o  t h e  i n f l a t i o n  r a c e ,  i c  w o u l d  b e  e a s y  t o  e s t i m a t e  t h e  a m o u n t  o f  

r e v e n u e  c o l l e c t e d  a t  d i f f e r e n t  i n f l a t i o n  r a t e s .  F o r  i n s t a n c e ,  a t  a  1 0 %  

i n f l a t i o n  r a c e  t h e  g o v e r n m e n t  w o u l d  b e  a b l e  c o  f i n a n c e  a n  e x t r a  1 . 3 %  o f  G N P  

o f  b u d g e t  d e f i c i t  t h r o u g h  s e i g n o r a g e ,  t h e  g o v e r n m e n t ' s  r i g h t  t o  p r i n t  m o n e y .

7 I  h a v e  c h a n g e d  h e r e  f r o m  h i g h - p o w e r e d  m o n e y  c o  c u r r e n c y  d e m a n d ,  b e c a u s e  

r e d i s c o u n t s  t o  t h e  b a n k i n g  s y s t e m  o f  a b o u t  6 %  o f  G N P  e f f e c t i v e l y  r e d u c e  t h e  

b a s e  o n  w h i c h  t h e  g o v e r n m e n t  e a r n s  s e i g n o r a g e .

B e y o n d  t h a t  r a t e  o f  g r o w t h ,  a n d  g i v e n  a  s t a b l e  d e m a n d  f u n c t i o n  f o r
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H o w e v e r ,  c h e  d e m a n d  f o r  h i g h - p o w e r e d  m o n e y  d e c i i r . e s  a s  c r . e  i n f l a c i ó n  

r a c e  r i s e s .  E v e n t u a l l y  c h e  g o v e r n m e n t ' s  r e v e n u e  f r o m  s e i g n o r a g e  r e a c h e s  a  

m á x i m u m ,  a s  s e e n  i n  F i g u r e  I .  T h e r e a f t e r  i n c r e a s e s  i n  c h e  g r o w c h  r a c e  o f  

m o n e y  l e a d  c o  m o r e  i n f l a t i o n  a n d  l a s s  r e v e n u e .  I n  c h i s  s i t u a c i ó n  c h e r e  i s  a  

c r u e  L a f f e r  c u r v e :  b e y o n d  p o i n t  A  i n  F i g u r e  1 ,  c h e  g o v e r n m e n t  c a n  o b c a i n  

m o r e  r e v e n u e  b y  p r i n t i n g  m o n e y  l e s s  r a p i d l y .

A c  w h a c  r a c e  o f  i n f l a c i ó n  i s  t h e  g o v e r n m e n t ' s  r e v e n u e  f r o m  m o n e y  

p r i n t i n g  m a x i m i z e d ?  T h e  h i s t o r i c a l  r e c o r d  s h o w s  a v e r a g e  ( n o c  m a x i m u m )  r a c e s  

o f  s e i g n o r a g e  o f  a b o u c  1 %  o f  G N P  f o r  t h e  i n d u s t r i a l i z e d  c o u n t r i e s ,  a n d  l e s s  

t h a n  2 . 5 %  o f  GNTP  f o r  c h e  d e v e l o p i n g  c o u n t r i e s  ( F i s c h e r ,  1 9 8 2 ) .  E s t i m a t e s  o f  

t h e  i n f l a t i o n  r a c e  a c  w h i c h  m a x i m u m  r a c e s  o f  s e i g n o r a g e  i s  a t t a i n e d  r a n g e  

f r o m  3 0 %  t o  m o r e  t h a n  1 0 0 % .  H o w e v e r ,  t h e s e  e s c i m a c e s  a r e  m i s l e a d i n g ,  f o r  

t h e r e  a r e  l a g s  i n  t h e  p r o c e s s  o f  a d a p t a t i o n  o f  m o n e y  d e m a n d  t o  i n f l a t i o n .

I n  t h e  v e r y  s h o r t  r u n  o f  a  f e w  w e e k s ,  t h e  g o v e r n m e n t  c a n  a l m o s t  a l w a y s  

i n c r e a s e  i t s  r e v e n u e  b y  p r i n t i n g  m o n e y  m o r e  r a p i d l y .  B u t  t h e  l o n g e r  a  

p r o c e s s  o f  h i g h  i n f l a t i o n  c o n t i n u e s ,  t h e  m o r e  t h e  d e m a n d  f o r  r e a l  b a l a n c e s  

a t  a n y  g i v e n  i n f l a t i o n  r a t e  d e c l i n e s .  P e o p l e  f i n d  o c h e r  w a y s  o f  d o i n g  

b u s i n e s s ,  e s p e c i a l l y  b y  t r a n s a c t i n g  i n  f o r e i g n  c u r r e n c i e s .

T h e  d y n a m i c  p r o c e s s  a s s o c i a t e d  w i t h  h i g h  i n f l a t i o n ,  i n  t h e  h i g h  

d o u b l e  d i g i t s ,  i s  i n h e r e n t l y  u n s t a b l e .  T h e  g o v e r n m e n t  m a y  i n i t i a l l y  o b t a i n  

l a r g e  a m o u n t s  o f  r e v e n u e ,  p e r h a p s  e v e n  7 - 8 %  o f  G N P  b y  i n c r e a s i n g  t h e  m o n e y  

s t o c k  r a p i d l y .  B u t  a s  t h e  i n f l a t i o n  p r o c e e d s  a n d  i n d i v i d u a l s  f i n d  w a y s  o f  

r e d u c i n g  t h e i r  h o l d i n g s  o f  l o c a l  c u r r e n c y ,  t h e  g o v e r n m e n t  h a s  t o  p r i n t  m o n e y  

m o r e  r a p i d l y  t o  o b t a i n  t h e  s a m e  r e v e n u e .  T h u s  i t  i s  s a f e  c o  a r g u e  t h a t  

r a c e s  o f  s e i g n o r a g e  o f  m u c h  m o r e  c h a n  2 . 5 %  o f  G N P  w o u l d  n o c  b e  s u s t a i n a b l e ,  

a n d  c h a c  e v e n  c h a c  r a t e  w o u l d  o n l y  b e  p o s s i b l e  i n  a  r a p i d l y  g r o w i n g  e c o n o m y .

»



G o v e r n m e n t
R e v e n u e

«

F i g u r e  1 : S e i g n o r a g e  R e v e n u e .



I n  c h e  . e x t r e m e  c a s e s ,  r e l i a n c e  o n  s e i g n o r a g e  r e v e n u e  c o  f i n a n c e  t h e  

d e f i c i c  L e a d s  c o  h y p e r i n f l a t i o n .  A  r e c e n c  e x a m p l e  i s  3 o l i v i a  i n  1 9 3 4 - 3 5 .  

I n f l a t i o n  i n  B o l i v i a  s o a r e d  c o  o v e r  1 1 , 0 0 0  p e r c e n t  i n  1 9 3 5 ,  a l t h o u g h  r e v e n u e

f r o m  c u r r e n c y  c r e a t i o n  f e l l  t o  3 %  o f  G D P  i n  1 9 3 5  f r o m  1 4 %  o f  G D P  i n  1 9 3 4 .

3 u t  B o l i v i a  i s  o n l y  o n e  e x t r e m e  e x a m p l e ,  a n d  m a n y  o t h e r  g o v e r n m e n t s  - -  

i n c l u d i n g  r e c e n t l y  N i c a r a g u a  a n d  P e r u  - -  h a v e  s u f f e r e d  f r o m  t h e  s a m e  

p h e n o m e n o n  i n  r e c e n c  y e a r s ,  a s  v e i l  a s  d u r i n g  t h e  g r e a t  h y p e r i n f l a t i o n s .

T h e  i n s t a b i l i t y  o f  t h e  p r o c e s s  i s  r e i n f o r c e d  b y  t h e  f a c t  t h a t  t h e  e f f i c i e n c y  

o f  t h e  c a x  s y s t e m  d e c l i n e s  a s  t h e  i n f l a t i o n  r a c e  r i s e s ,  t h e  s o - c a l l e d  

K e y n e s - T a n z i  e f f e c t  ( T a n z i ,  1 9 7 7 ) .

R e s e r v e  u s e .

r u n  d o w n  f o r e i g n  e x c h a n g e  r e s e r v e s .  3 y  r u n n i n g  d o w n  r e s e r v e s  i n s t e a d  o f  

p r i n t i n g  m o n e y ,  t h e  g o v e r n m e n t  c a n  h o p e  f o r  a  t i m e  c o  m i t i g a t e  t h e  

i n f l a t i o n a r y  e f f e c t s  o f  a  d e f i c i c .  T h i s  p o l i c y  s l o w s  a p p r e c i a t e s  t h e  

e x c h a n g e  r a t e  r e l a t i v e  t o  t h e  l e v e l  i c  w o u l d  o c h e r w i s e  h a v e  h a d .  T h e  p o l i c y  

o f  s l o w i n g  e x c h a n g e  d e p r e c i a t i o n  t o  s l o w  d o w n  i n f l a t i o n  ( c a r r i e d  o u t  n o t  

o n l y  t h r o u g h  r e s e r v e  u s e  b u t  a l s o  t h r o u g h  i n c r e a s e d  f o r e i g n  b o r r o w i n g )  i s  

o n e  c h a t  h a s  b e e n  t r i e d  t i m e  a n d  a g a i n  a n d  o n e  t h a t  c a n n o t  b e  m a i n t a i n e d  

u n l e s s  t h e  e s s e n t i a l s ,  n a m e l y  f i s c a l  p o l i c y ,  a r e  m a d e  c o m p a t i b l e  w i t h  t h e  

l o w e r  i n f l a t i o n .

l i m i t .  P r i v a t e  s e c t o r  a n t i c i p a t i o n  t h a t  t h e  l i m i t  i s  a b o u t  t o  b e  r e a c h e d  

c a n  p r o v o k e  c a p i t a l  f l i g h t  a n d  a  b a l a n c e  o f  p a y m e n t s  c r i s i s ,  s i n c e  

e x h a u s t i o n  o f  r e s e r v e s  w i l l  b e  a s s o c i a t e d  w i t h  c u r r e n c y  d e v a l u a t i o n .  T h e

T h e  s e c o n d  m e a n s  o f  f i n a n c i n g  t h e  g o v e r n m e n t  b u d g e t  d e f i c i t  i s  t o

U s e  o f  i n t e r n a t i o n a l  r e s e r v e s  t o  f i n a n c e  c h e  d e f i c i c  h a s  a  c l e a r

»
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d e v a l u a c i ó n  c h a t  t a k e s  p l a c e  i n  r e s p o n s e  c o  a  r u n  o n  t h e  c u r r e n c y  n a y  b e  

b l a m e d  o n  s p e c u l a t o r s ,  b u c  i s  m o s t  l i k e l y  a n  e n t i r e l y  r a t i o n a l  p r i v a t e  

s e c t o r  r e s p o n s e  t o  u n s u s t a i n a b l e  p u b l i c  p o l i c i e s  ( s e e  K r u g m a n ,  1 9 7 9 ) .

T h i s  i s  a  p l a u s i b l e  e x p l a n a t i o n  f o r  t h e  e v e n t  t h a t  p r e c i p i t a t e d  t h e  

d e b t  c r i s i s  - -  t h e  e x h a u s t i o n  o f  r e s e r v e s  i n  M e x i c o  i n  A u g u s t  1 9 8 2 s . A  l o s s  

o f  f i s c a l  c o n t r o l  r e s u l t e d  i n  d e f i c i t s  o f  1 4 %  o f  G D P  i n  1 9 8 1  a n d  1 3 %  i n  

1 9 8 2 .  C a p i t a l  f l i g h t  w a s  p r o c e e d i n g  a t  t h e  r a t e  o f  $ 7  b i l l i o n  a  y e a r  o v e r  

t h e  1 9 7 9 - 8 2  p e r i o d .  F i n a l l y ,  a  s p e c u l a t i v e  a t t a c k  o n  t h e  r e m a i n i n g  r e s e r v e s  

t o o k  p l a c e  i n  A u g u s t  1 9 8 2 ,  l e a d i n g  t o  t h e  s u s p e n s i o n  o f  p a y m e n t s  a n d  t h e  

b e g i n n i n g  o f  t h e  r e s c h e d u l i n g  p r o c e s s .

F o r e i g n  b o r r o w i n g .

T h e  t h i r d  m e t h o d  o f  f i n a n c i n g  t h e  p u b l i c  s e c t o r  d e f i c i t  i s  d i r e c t  

f o r e i g n  b o r r o w i n g .  A s  i n  t h e  c a s e  o f  r e s e r v e  u s e ,  e x t e n s i v e  r e c o u r s e  t o  

f o r e i g n  b o r r o w i n g  t e n d s  t o  a p p r e c i a t e  t h e  e x c h a n g e  r a c e ,  d a m a g i n g  e x p o r t s  

a n d  e n c o u r a g i n g  i m p o r t s .  T h e  d a n g e r s  o f  e x c e s s i v e  r e l i a n c e  o n  e x t e r n a l  

b o r r o w i n g  c o  f i n a n c e  t h e  b u d g e t  d e f i c i t ,  a n d  o f  l a r g e  b u d g e t  d e f i c i t s ,  a r e  

c o n v i n c i n g l y  i l l u s t r a t e d  b y  t h e  d e b t  c r i s i s .  M o s t  o f  t h e  c o u n t r i e s  t h a t  

d e v e l o p e d  d e b t  s e r v i c i n g  d i f f i c u l t i e s  w e r e  r u n n i n g  e x c e s s i v e l y  l a r g e  p u b l i c  

d e f i c i t s .  P a s t  o v e r b o r r o w i n g  a n d  t h e  p e r c e p t i o n  o f  u n c r e d i t w o r t h i n e s s  o f  

m o s t  m a j o r  b o r r o w e r s  h a v e  c a u s e d  t h i s  s o u r c e  o f  f i n a n c e  c o  b e  s e v e r e l y  

l i m i t e d  f o r  m o s t  h i g h l y - i n d e b t e d  c o u n t r i e s  a t  p r e s e n t .

W e  h a v e  a l r e a d y  n o t e d  t h a t  t h e r e  i s  n o  n e c e s s a r y  l i n k  b e t w e e n  b u d g e t  

d e f i c i t s  a n d  t r a d e  d e f i c i t s .  B u d g e t  d e f i c i t s  c a n  b e  f i n a n c e d  b y  p r i n t i n g

^ O f  c o u r s e ,  t h e  e x h a u s t i o n  o f  M e x i c a n  r e s e r v e s  w a s  n o t  t h e  u n d e r l y i n g  c a u s e  

o f  t h e  d e b t  c r i s i s .
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m o n e y  a n d  b y  d o m e s t i c  b o r r o w i n g .  H o w e v e r  w h e n  d o m e s t i c  c a p i t a l  m a r k e t s  a r e  

t h i n ,  a n d  d o m e s t i c  b o r r o w i n g  p o s s i D Í l i c i e s  * . * t t u ô á ,  a  s i t u a t i o n  t h a t  e x i s t s  

i n  s o m e  d e v e l o p i n g  c o u n t r i e s ,  t h e  l i n k  b e t w e e n  t h e  b u d g e t  d e f i c i t  a n d  

e x t e r n a l  b o r r o w i n g  i s  m o r e  l i k e l y  t o  b e  c l o s e .  F o r  e x a m p l e ,  l a r g e  f i s c a l  

d e f i c i t s  ( b e t w e e n  7  a n d  1 1 %  o f  G D ? )  i n  3 a n g l a d e s h  d u r i n g  t h e  1 9 3 0 s  h a v e  b e e n  

m i r r o r e d  i n  s i z e a b l e  c u r r e n c  a c c o u n c  d e f i c i c s .  R e c e n t  f i s c a l  a d j u s t m e n t  

t h r o u g h  e x p e n d i t u r e  c u t b a c k s  h a v e  r e s u l t e d  i n  a  s u b s t a n t i a l  c u r r e n c  a c c o u n c  

i m p r o v e m e n t .  L o o k i n g  a t  t h e  r e l a t i o n s h i p  i n  t h e  r e v e r s e  d i r e c t i o n ,  

r e d u c t i o n s  i n  t h e  a v a i l a b i l i t y  o f  e x t e r n a l  f i n a n c i n g ,  a s  f o r  s o m e  o f  t h e  

d e b c o r  c o u n t r i e s ,  f o r c e  e i t h e r  f i s c a l  c o n t r a c t i o n  o r  i n f l a t i o n .

D o m e s t i c  b o r r o w i n g .

T h e  f i n a l  f o r m  o f  f i n a n c e ,  a v a i l a b l e  c o  s o m e  d e v e l o p i n g  c o u n t r i e s ,  

i s  i s s u a n c e  o f  d o m e s t i c  d e b t .  T h i s  i s  u s u a l l y  i n t e r m e d i a t e d  b y  t h e  b a n k i n g  

s y s t e m ,  a l t h o u g h  i n  a  f e w  c a s e s ,  s u c h  a s  M e x i c o  a n d  B r a z i l ,  g o v e r n m e n t  b o n d s  

h a v e  b e e n  s o l d  d i r e c t l y  t o  t h e  p r i v a t e  s e c t o r .  T o  b e  c o n s i d e r e d  n o n m o n e t a r y  

d e b t ,  b o r r o w i n g  f r o m  t h e  b a n k i n g  s y s t e m  m u s t  n o c  b e  f i n a n c e d  b y  c e n t r a l  b a n k  

r e d i s c o u n t s .  W h i l e  g o v e r n m e n t  d o m e s t i c  b o r r o w i n g  i s  o f t e n  t h o u g h t  o f  a s  a  

w a y  t o  a v o i d  b o t h  i n f l a t i o n  a n d  e x t e r n a l  c r i s e s ,  i t  c a r r i e s  i t s  o w n  d a n g e r s  

i f  u s e d  e x c e s s i v e l y  - -  a  p o i n t  t o  w h i c h  w e  t u r n  b e l o w .  B y  d e f i n i t i o n ,  

g o v e r n m e n t  b o r r o w i n g  r e d u c e s  t h e  c r e d i t  w h i c h  w o u l d  o t h e r w i s e  b e  a v a i l a b l e  

t o  t h e  p r i v a t e  s e c t o r ,  p u t t i n g  p r e s s u r e  o n  d o m e s t i c  i n t e r e s t  r a c e s .

I n  c o u n t r i e s  a s  d i v e r s e  a s  T u r k e y  a n d  T h a i l a n d ,  r e l i a n c e  o n  d o m e s t i c  

d e b t  h a s  i n d e e d  b r o u g h t  h i g h  r e a l  d o m e s t i c  i n t e r e s t  r a t e s .  I n  T u r k e y  t h e  

r e a l  d o m e s t i c  l e n d i n g  r a t e  r e a c h e d  5 0  p e r c e n t  i n  1 9 8 7 .  M o r e  m o d e r a t e  

d o m e s t i c  b o r r o w i n g  i n  T h a i l a n d  l e d  c o  r e a l  l e n d i n g  r a t e s  r a n g i n g  f r o m  1 5  t o  

1 9  p e r c e n t  d u r i n g  t h e  1 9 8 2 - 8 6  p e r i o d .



W h e r e  i n t e r e s t  r a t e s  a r e  c o n t r o l l e d ,  d o m e s t i c  b o r r o w i n g  s t i l l  l e a d s  

t o  c r e d i t  r a t i o n i n g  a n d  c r o w d i n g  o u t  o f  p r i v a t e  s e c t o r  i n v e s t m e n t .  I f  t h e  

e c o n o m y  i s  w e l l  i n t e g r a t e d  w i t h  i n t e r n a t i o n a l  c a p i t a l  m a r k e t s ,  t h e n  

g o v e r n m e n t  d o m e s t i c  b o r r o w i n g  w i l l  t e n d  t o  p u s h  t h e  p r i v a t e  s e c t o r  i n t o  

b o r r o w i n g  m o r e  a b r o a d .

W e  t u r n  n o w  t o  d e b t  d y n a m i c s ,  c o  e v a l u a t e  t h e  s t a b i l i t y  o f  t h a t

p r o c e s s .

I I I .  D e b t  D y n a m i c s .

W e  h a v e  n o t  s o  f a r  c o n f r o n t e d  t h e  q u e s t i o n  o f  h o w  l a r g e  a  b u d g e t  

d e f i c i t  m i g h t  b e  s u s t a i n a b l e  i n  t h e  l o n g  r u n .  I c  i s  c l e a r  t h a t  v e r y  l a r g e  

d e f i c i t s  c a n n o t  c o n t i n u e  f o r e v e r ,  b u t  i t  i s  m u c h  e a s i e r  t o  s a y  t h a t  t h a n  t o  

s a y  w h e n  d e f i c i t s  b e c o m e  d a n g e r o u s  t o  m a c r o e c o n o m i c  s t a b i l i t y .

T o  e x a m i n e  t h e  l o n g - t e r m  c o n s e q u e n c e s  o f  r u n n i n g  d e f i c i t s ,  w e  u s e  

i d e n t i t y  ( 3 ) ,  w h i c h  s h o w s  t h e  d e t e r m i n a n t s  o f  t h e  c h a n g e  i n  g o v e r n m e n t  d e b t .  

I t  i s  m o s t  u s e f u l  t o  c o n c e n t r a t e  o n  t h e  r a t i o  o f  t h e  d e b t  t o  a  m e a s u r e  o f  

t h e  s c a l e  o f  t h e  e c o n o m y ;  a c c o r d i n g l y  w e  f o c u s  o n  t h e  r a t i o  o f  g o v e r n m e n t  

d e b t  t o  G U P ,  w h i c h  w e  d e n o t e  b .  D e b t  i s  n o w  d e f i n e d  t o  i n c l u d e  b o t h  t h e  n e t  

e x t e r n a l  a n d  d o m e s t i c  d e b t s .  I n  t e r m s  o f  e q u a t i o n  ( 2 ) ,  w e  c o n s o l i d a t e  

f o r e i g n  a n d  d o m e s t i c  b o r r o w i n g ,  a n d  t r e a t  c h a n g e s  i n  f o r e i g n  r e s e r v e s  a s  

e q u i v a l e n t  t o  n e t  e x t e r n a l  b o r r o w i n g .

T h e  c h a n g e  i n  t h e  d e b t  r a t i o  ( b )  i s  e q u a l  t o  t h e  n o n - i n t e r e s t  ( o r  

p r i m a r y )  d e f i c i t  o f  t h e  t o t a l  p u b l i c  s e c t o r ,  m i n u s  t h e  p a r t  t h a t  i s  f i n a n c e d  

b y  p r i n t i n g  m o n e y ,  p l u s  t h e  c u r r e n t  d e b t  r a t i o  ( b )  t i m e s  t h e  a v e r a g e  r e a l  

i n t e r e s t  r a t e  o n  t h e  d e b t  m i n u s  t h e  g r o w t h  r a t e  o f  G N P  ( t h i s  i s  t h e  l a s t  

t e r m  i n  ( 3 ) ) ;
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( 3 )  C h a n g e  i n  b  «  ( P r i m a r y  d e f i c i c / G N P )  -  ( S e i g n o r a g e / G N ? )

+  ( R e a l  i n c e r e s c  r a c e  -  g r o w t h  r a c e )  x  b

T h i s  e q u a t i o n ,  w h i c h  i s  c h e  k e y  c o  u n d e r s t a n d i n g  d e b c  d y n a m i c s ,  h a s  

a  s i m p l e  i n c u i c i v e  e x p l a n a c i ó n 9 . T h e  n o n - i n t e r e s e  d e f i c i c  h a s  c o  b e

f i n a n c e d  w i t h  n e w  d e b e  c o  c h e  e x c e n c  c h a c  t h i s  d e f i c i t  e x c e e d s  C h e  a m o u n t  o f  

m o n e y  c r e a t i o n  b y  c h e  c e n c r a l  b a n k .  I n  a d d i c i o n ,  n o m i n a l  i n c e r e s c  

e x p e n d i t u r e s  h a v e  c o  b e  r e f i n a n c e d  w i t h  n e w  d e b t .  H o w e v e r ,  t h e  d e n o m i n a t o r  

o f  t h e  d e b t  r a t i o  i s  n o m i n a l  G N P ,  s o  t h e  d e b c  r a c i o  w i l l  d e c l i n e  w i t h  e i t h e r  

i n f l a c i ó n  o r  r e a l  G N P  g r o w t h  i n  c h e  a b s e n c e  o f  n e w  b o r r o w i n g .

c h e  g r o w c h  r a c e  o f  G N P .  A s s u m e  f i r s t  c h a c  c h e  r e a l  i n t e r e s t  r a t e  o n  d e b c  

e x c e e d s  c h e  g r o w t h  r a t e .  T h e n  d e b c  d y n a m i c s  a r e  u n s  c a b l e .  I t  i s  n o t  t h e n  

p o s s i b l e  c o  r u n  a  p e r m a n e n t  p r i m a r y  d e f i c i c  c h a c  e x c e e d s  c h e  a m o u n t  o f  

r e v e n u e  c h e  g o v e r n m e n t  c a n  o b t a i n  t h r o u g h  s e i g n o r a g e .  T h e  c o n c l u s i o n  

d e s e r v e s  e m p h a s i s :  i f  c h e  g o v e r n m e n t  i s  r u n n i n g  a  p r i m a r y  d e f i c i c  l a r g e r  

c h a n  c h e  a m o u n t  o f  s e i g n o r a g e  i t  c a n  o b t a i n ,  a n d  i f  c h e  r e a l  i n t e r e s t  r a c e  

e x c e e d s  c h e  e c o n o m y ' s  g r o w t h  r a t e ,  t h é  d e b c  c o  G N P  r a c i o  w i l l  c o n t i n u e  

r i s i n g  w i t h o u t  l i m i t .  A c  s o m e  p o i n c  i c  w i l l  b e  i m p o s s i b l e  f o r  c h e

^ T h i s  e q u a t i o n  c a n  b e  d e r i v e d  s t a r t i n g  f r o m  e q u a t i o n  ( 2 ) ,  r e c o g n i z i n g  c h a c  

c h e  s u m  o f  d o m e s t i c  a n d  n e t  f o r e i g n  b o r r o w i n g  i s  e q u a l  c o  t h e  c h a n g e  i n  c h e  

g o v e r n m e n t  d e b c ,  a n d  t h a t  t h e  g o v e r n m e n t  b u d g e t  d e f i c i c  i s  e q u a l  c o  c h e

p r i m a r y  d e f i c i c  p l u s  i n t e r e s t  p a y m e n t s .  A  v e r y  s i m i l a r  e q u a t i o n  i s  u s e f u l

f o r  u n d e r s t a n d i n g  e x t e r n a l  d e b c  d y n a m i c s :  i n  c h a t  c a s e  c h e  d e p e n d e n t  

e q u a t i o n  i s  t h e  ( f o r e i g n )  d e b c  c o  e x p o r t s  r a c i o ,  t h e  p r i m a r y  d e f i c i c  o n  c h e  

r i g h t  h a n d  s i d e  o f  ( 3 )  i s  r e p l a c e d  b y  c h e  n o n - i n t e r e s t  c u r r e n c  a c c o u n t  

d e f i c i c ,  t h e r e  i s  n o  a n a l o g  o f  s e i g n o r a g e ,  a n d  c h e  g r o w c h  r a c e  o n  t h e  r i g h c

h a n d  s i d e  i s  c h a c  o f  e x p o r t s .

T h e  d y n a m i c s  o f  d e b t  a n d  c h e  s u s c a i n a b i l i c y  o f  d e f i c i t s  a r e  

p a r t i c u l a r l y  a f f e c t e d  b y  c h e  d i f f e r e n c e  b e c w e e n  c h e  r e a l  i n t e r e s t  r a t e  a n d
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g o v e r n m e n t  c o  s e l l  i o a  d e b t ,  a n d  c h e  p r o c e s s  w i l l  h a v e  c o  b e  b r o u g h t  c o  a n  

e n d  b y  c u t t i n g  t h e  b u d g e t  d e f i c i t .  T h e  p o i n t  a c  w h i c h  t h e  p r o c e s s  h a s  c o  

e n d  d e p e n d s  o n  c h e  e x p e c c a c i o n s  o f  c h e  p u b l i c .  W h e n  c h e  p u b l i c  r e c o g n i z e s  

c h e  u n s u s c a i n a b i l i c y  o f  c h e  g o v e r n m e n c ' s  f i s c a l  p o l i c y ,  i t  w i l l  c e a s e  b u y i n g  

g o v e r n m e n t  d e b t ,  a n d  f o r c e  a  c h a n g e  i n  p o l i c y .

T h e  d e b t  d y n a m i c s  e q u a t i o n  ( 3 )  h a s  a n  i n c e r e s c i n g  i m p l i c a t i o n ,  f c r s c

p o i n t e d  o u c  b y  S a r g e n t  a n d  W a l l a c e  ( 1 9 8 1 ) .  S u p p o s e  c h a c  t h e  g o v e r n m e n t  

t i g h t e n s  m o n e t a r y  p o l i c y  b y  r e d u c i n g  t h e  r a c e  o f  p r i n t i n g  o f  m o n e y  a n d  

i n c r e a s i n g  b o r r o w i n g .  T h e  d e b t  i n c r e a s e s ;  e i t h e r  d e f i c i t s  w i l l  b e  h i g h e r  i n  

f u t u r e ,  o r  t h e  g o v e r n m e n t  w i l l  h a v e  t o  p r i n t  m o r e  m o n e y  i n  f u t u r e  c o  k e e p  

t h e  d e f i c i t  c o n s t a n t .  I f  f u t u r e  d e f i c i t s  a r e  c o  b e  h e l d  c o n s t a n t ,  t h e n  t h e  

i n c r e a s e d  p r i n t i n g  o f  m o n e y  i n  f u t u r e  w i l l  m e a n  m o r e  i n f l a t i o n  i n  f u t u r e .  

G e n e r a l l y ,  t h e  e x p e c t a t i o n  o f  f u t u r e  i n f l a t i o n  i n c r e a s e s  c u r r e n t  i n f l a t i o n .  

A n d ,  a s  S a r g e n t  a n d  W a l l a c e  s h o w ,  i c  i s  e v e n  p o s s i b l e  i n  c e r t a i n  - -  c h o u g h  

n o c  a l l  - -  c i r c u m s t a n c e s  c h a c  c h e  i m p a c t  o f  c h e  e x p e c t e d  i n c r e a s e  i n  f u t u r e  

i n f l a t i o n  o u t w e i g h s  c h a t  o f  t h e  l o w e r  r a t e  o f  m o n e y  p r i n t i n g  t o d a y ,  s o  t h a t  

a n  a p p a r e n t l y  c o n t r a c t i o n a r y  m o n e t a r y  p o l i c y  c o d a y  w i l l  i n c r e a s e  c u r r e n t  

i n f l a t i o n .

W e  h a v e  a l r e a d y  d i s c u s s e d  m a x i m u m  s u s t a i n a b l e  r a c e s  o f  s e i g n o r a g e ,  

a n d  h a v e  s u g g e s t e d  c h a t  g o v e r n m e n t s  c a n n o t  p e r m a n e n t l y  f i n a n c e  p r i m a r y  

d e f i c i t s  m u c h  i n  e x c e s s  o f  2 . 5 %  o f  G N P  w i t h o u t  e x p e c t i n g  i n f l a t i o n  t o

a c c e l e r a t e  - -  s o  l o n g  a s  t h e  r e a l  i n t e r e s t  r a c e  e x c e e d s  c h e  g r o w t h  r a t e  o f

G N P .

m
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W h a t  h a p p e n s  i f  t h e  r e a l  i n t e r e s t  r a r e  i s  ¿ e s s  c h a n  m e  g r o w t h  r a t e ?  

T h i s  i s  a  v o r i d  v h e r e  t h e  p a i n f u l  t r a d e o f f s  j u s t  d i s c u s s e d  d o  n o t  e x i s t .

D e b t  i s  e r o d e d  o v e r  t i m e  c h r o u g h  g r o w t h ,  s o  p r i m a r y  d e f i c i t s  i n  e x c e s s  o f  

s e i g n o r a g e  r e v e n u e  a r e  s u s t a i n a b l e .  A  s o - c a l l e d  P o n z i 5- 0  s c h e m e  o f  b o r r o w i n g  

t o  p a y  i n t e r e s t  i s  a l w a y s  p o s s i b l e .  T h i s  c e r t a i n l y  s e e m e d  c o  b e  t h e  c a s e  i n  

t h e  l a c e  s e v e n t i e s ,  a s  h i g h  i n f l a t i o n  r a c e s  p r o d u c e d  n e g a t i v e  e x  p o s t  r e a l  

i n t e r e s t  r a c e s .  T h e r e  a r e  e v e n  s o m e  w h o  b e l i e v e  t h a t  t h e  r e a l  i n t e r e s t  r a c e  

s h o u l d  n o r m a l l y  b e  b e l o w  t h e  g r o w t h  r a c e .  B u t  a n  e c o n o m i s t ' s  i n s t i n c t s  a r e  

t h a t  s u c h  a  f r e e  l u n c h  i s  n o t  p o s s i b l e ,  a n d  t h e  i n s t i n c t s  a r e  r i g h t .  W h i l e  

r e a l  i n t e r e s t  r a c e s  c a n  b e  t e m p o r a r i l y  b e l o w  t h e  g r o w t h  r a c e ,  m a r k e t  f o r c e s  

p r e v e n t  t h i s  f r o m  h a p p e n i n g  i n  t h e  l o n g - t e r m .  A s  m o r e  d e b t  p i l e s  u p ,  t h e  

p r e s s u r e  o n  b o n d  m a r k e t s  d r i v e s  u p  t h e  i n t e r e s t  r a c e .

I t  m i g h t  s e e m  t h a t  t h e  g o v e r n m e n t  c o u l d  m a k e  a  P o n z i  s c h e m e  p o s s i b l e  

b y  c o n t r o l l i n g  d o m e s t i c  i n t e r e s t  r a c e s .  B u t  t h i s  i s  a  c a x  o n  d o m e s t i c  b o n d ­

h o l d e r s  i n  t h e  a m o u n t  b y  w h i c h  t h e  c o n t r o l l e d  r a t e  i s  b e l o w  t h e  l o n g - r u n  

e q u i l i b r i u m  r a c e .  S a v e r s  r e s p o n d  b y  c a k i n g  t h e i r  s a v i n g s  e l s e w h e r e ,  a n d  t h e  

g o v e r n m e n t  f a c e s  a  l i m i t  o n  h o w  m u c h  i t  c a n  b o r r o w .  T h e  e x p e r i e n c e s  o f  

c o u n t r i e s ,  s u c h  a s  A r g e n c i n a ,  M e x i c o ,  a n d  V e n e z u e l a  w i t h  i n t e r e s t  r a c e  

c o n t r o l s  a n d  c a p i c a l  f l i g h t  c o n f i r m s  t h i s  l i m i t a t i o n .  W e  a r e  b a c k  a g a i n  t o  

t h e  w o r l d  o f  t o u g h  c h o i c e s  a n d  u n f o r g i v i n g  t r a d e o f f s .

*

^ C h a r l e s  P o n z i  w a s  a  B o s t o n  r e s i d e n t  w h o  i n  t h e  1 9 2 0 s  m a d e  a  f o r t u n e  

c h r o u g h  a  p y r a m i d i n g  s c h e m e ,  b u t  w h o  t h e n  e n d e d  u p  i n  j a i l ,  a n d  w a s  l a t e r  

p e n n i l e s s .
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Ç ' . i s g a i r . a h l e  d e f i c :  r - g

H o w  l a r g e  s h o u l d  c h e  d e f i c i c  b e ?  T h i s  i s  n o c  a  q u e s t i o n  c h a c  c a n  c e

a n s w e r e d  w i c h o u c  d o i n g  c a r e f u l  a n a l y s i s  o f  c h e  c o s e s  a n d  b e n e f i c s  o f  c h e

g o v e r n m e n t ' s  e x p e n d i t u r e  p r o g r a m s ,  a n d  t h e  c o s t s  a n d  b e n e f i c s  o f  t a x e s .  3 u c  

i c  s h o u l d  b e  r e c o g n i z e d  t h a t  i f  c h e  i n t e r e s t  r a c e  e x c e e d s  c h e  g r o w c h  r a c e ,  

i n c r e a s e s  i n  t h e  d e f i c i c  a r e  e q u i v a l e n t  c o  f u t u r e  t a x a t i o n ,  i n c l u d i n g  c h e  

i n f l a t i o n  t a x .

g r o w t h  r a c e  o f  t h e  e c o n o m y .  E x a m i n i n g  e q u a t i o n  ( 3 ) ,  a  h i g h e r  g r o w c h  r a t e  

a l l o w s  c h e  g o v e r n m e n t  t o  o b t a i n  m o r e  r e v e n u e  b y  p r i n t i n g  m o n e y ,  a n d  i c  

r e d u c e s  t h e  l a s t  t e r m  i n  t h e  e q u a t i o n .  R a p i d  g r o w c h  p e r m i t s  a  l a r g e r  

d e f i c i c .

P a k i s t a n ,  a n d  T h a i l a n d  w h e r e  g r o w t h  w a s  a t  o r  a b o v e  5 %  o v e r  1 9 8 0 - 8 6 ,  h a v e  

b e e n  a b l e  t o  r u n  s i z e a b l e  d o m e s t i c a l l y - f i n a n c e d  d e f i c i t s  w h i l e  i n f l a t i o n  h a s  

b e e n  i n  t h e  s i n g l e  d i g i t s ,  w h e r e a s  A r g e n t i n a  a n d  B r a z i l  - -  w i t h  v i r t u a l l y  n o  

g r o w t h  b u t  w i t h  s m a l l e r  d e f i c i t s  - -  h a v e  b e e n  p l a g u e d  w i t h  t r i p l e - d i g i t  

i n f l a t i o n .  T h i s  i s  n o c  t o  s a y  c h a t  p u b l i c  d e f i c i t s  d o  n o t  m a t t e r  i n  h i g h -  

g r o w t h  e c o n o m i e s ,  o n l y  t h a t  t h e y  c a n  b e  b i g g e r ,  s o  l o n g  a s  t h e  g r o w t h  

c o n t i n u e s .

b e  a n s w e r e d  b y  d o i n g  d e t a i l e d  p r o j e c t i o n s  o f  t h e  f u t u r e  c o u r s e  o f  t h e  d e b c -  

c o - G N P  r a c i o .  E q u a t i o n  ( 3 )  p r o v i d e s  t h e  e s s e n t i a l  a n a l y t i c  c o o l  f o r  d o i n g  

t h i s ;  t h e  a n a l y s i s  r e q u i r e s  s u b s i d i a r y  a s s u m p t i o n s  a b o u t  t h e  d e m a n d  f u n c t i o n  

f o r  m o n e y ,  t h e  d e s i r e d  i n f l a t i o n  r a c e ,  t h e  r e a l  i n t e r e s t  r a t e ,  a n d  t h e

w h e t h e r  t h e  d e f i c i c  i s  s u s t a i n a b l e  d e p e n d s  o n  i t s  s i z e ,  a n d  o n  c h e

T h i s  a r g u m e n t  h e l p s  e x p l a i n  w h y  c o u n t r i e s  s u c h  a s  I n d i a ,  M a l a y s i a ,

W h e t h e r  a  g i v e n  f i s c a l  p o l i c y  i s  s u s t a i n a b l e  i s  a  q u e s c i o n  t h a t  c a n



g r o w c h  r a t e  o f , t h e  e c o n o m y .  I f  c h e  a n a l y s i s  s h o w s  c h e  d e b c - t o - G ' , ?  c a r i o  t o  

b e  r i s i n g  c o n t i n u a l l y ,  c h e n  c h e  f i s c a l  p o l i c y  h a s - t o  b e  c h a n g e d .

I c  a s  s o m e t i m e s  a r g u e d  c h a c  a  d e f i c i t  c h a t  r e s u l t s  f r o m  h i g h  p u b l i c  

i n v e s t m e n t  w i l l  b e  s u s t a i n a b l e .  H o w e v e r ,  t h i s  a r g u m e n t  c a n  e a s i l y  b e  

o v e r d o n e .  I n  t h e  f i r s t  i n s t a n c e ,  w h i l e  p u b l i c  i n f r a s t r u c t u r e  s p e n d i n g  o f t e n  

h a s  a  v e r y  h i g h  r e t u r n ,  m a n v  l o w - r e c u r n  o r  n o - r e c u r n  i t e m s  m a y  a l s o  b e  

i n c l u d e d  i n  t h e  c a t e g o r y  o f  " i n v e s t m e n t ' ’ . M o r e  i m p o r t a n t ,  e v e n  i f  p u b l i c  

i n v e s t m e n t  h a s  a  h i g h  r e t u r n ,  i t  i s  n e c e s s a r y  c h a t  t h e  g o v e r n m e n t  c a p t u r e  

t h e  a d d i t i o n a l  r e t u r n s  f r o m  t h e  i n v e s t m e n t  i f  i c  i s  c o  b e  s e l f - s u s t a i n i n g .

F o r  e x a m p l e ,  s u p p o s e  c h a c  a  p r o j e c t  y i e l d s  t h e  r e m a r k a b l y  h i g h  r e a l  r e t u r n  

o f  1 5 % ,  t h a t  c h e  m a r g i n a l  t a x  r a t e  i s  2 0 % ,  a n d  t h a t  t h e  g o v e r n m e n t  b o r r o w s  

a t  7 %  c o  f i n a n c e  t h e  p r o j e c t .  T h e  g o v e r n m e n t  w i l l  b e  r e c e i v i n g  o n l y  a  3 %  »

p e c u n i a r y  r e t u r n  o n  t h e  c o s t  o f  t h e  p r o j e c t  i n  t a x  r e v e n u e s ,  e v e n  t h o u g h  i t s  

s o c i a l  y i e l d  i s  1 5 %  ( a s s u m i n g  c h a t  t h e  e n t i r e  s o c i a l  y i e l d  i s  p e c u n i a r y ) .

T h u s  t h e  i n v e s t m e n t  p r o j e c t  s t i l l  a d d s  c o  f u t u r e  d e f i c i t s ,  d e s p i t e  i t s  h i g h  

y i e l d  - -  c h o u g h  t o  b e  s u r e  i t s  i m p a c t  o n  f u t u r e  d e f i c i t s  i s  s m a l l e r  c h a n  

t h a t  o f  c u r r e n c  g o v e r n m e n t  s p e n d i n g  f i n a n c e d  t h r o u g h  d e f i c i t s .

O f  c o u r s e ,  t h e  f a c t  c h a c  a  f i s c a l  p o l i c y  i s  s u s t a i n a b l e  d o e s  n o c  

m e a n  c h a t  i c  i s  o p t i m a l .  A  f i s c a l  d e f i c i t  c r o w d s  o u t  p r i v a c e  i n v e s t m e n t ,  

a n d  i t  m i g h t  w e l l  b e  d e s i r a b l e  t o  r e d u c e  t h e  d e b t - t o - G N P  r a t i o  i n  o r d e r  c o  

c r o w d  i n  p r i v a c e  i n v e s t m e n t .  S i m i l a r l y  i c  i s  n o c  o p t i m a l  t o  c o l l e c t  t h e  

m a x i m u m  p o s s i b l e  a m o u n t  o f  r e v e n u e  f r o m  s e i g n o r a g e ,  b u t  r a t h e r  a  s m a l l e r  

a m o u n t  c o r r e s p o n d i n g  t o  a  l o w e r  i n f l a t i o n  r a c e .
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«

E c o n o m i e s  c a n  p r o c e e d  f o r  l o n g  p e r i o d s  w i t  

I t a l i a n  e c o n o m y  h a s .  i c  h e l p s  i n  t h e s e  c a s e s  i f  t h e  d o m e s t i c  s a v i n g  r a t e  i s

h i g h ,  s o  t h a t  i n d i v i d u a l s  a r e  w i l l i n g  t o  a b s o r b  r e l a t i v e l y  l a r g e  a m o u n t s  o f  

g o v e r n m e n t  d e b t  i n  t h e i r  p o r t f o l i o s .  ( T h i s  w a s  t r u e  a l s o  i n  t h e  h i g h - g r o w t h

c a s e s  o f  I n d i a ,  M a l a y s i a ,  P a k i s t a n  a n d  T h a i l a n d  c i t e d  e a r l i e r . )  B u t  t h e

r e l e n t l e s s  i n c r e a s e  i n  t h e  d e b t - c o - C N P  r a t i o  m e a n s  t h a t  e v e n  i n  t h e  I t a l i a n  

c a s e ,  f i s c a l  p o l i c y  w i l l  e v e n t u a l l y  h a v e  c o  c h a n g e .

I V . D e f i c i t s  a n d  I n f l a t i o n

O u r  a n a l y s i s  h a s  m a d e  i t  c l e a r  t h a t  t h e r e  i s  n o  a u t o m a t i c  l i n k  

b e t w e e n  b u d g e t  d e f i c i t s  a n d  i n f l a t i o n .  T h e  v i s i t o r  t o  h i g h  i n f l a t i o n - h i g h  

d e f i c i t  e c o n o m i e s  i s  o f t e n  t o l d  t h a t  t h e  d e f i c i t  c a n n o t  b e  t h e  c a u s e  o f  

i n f l a t i o n  b e c a u s e  t h e  c o r r e l a t i o n  b e t w e e n  t h e m  i s  l o w .  I n  p a r t i c u l a r ,  i t  

o f t e n  h a p p e n s  t h a t  a  c o n t r a c t i o n a r y  p o l i c y  t h a t  s t a r t s  b y  r a i s i n g  t h e  

c o n t r o l l e d  p r i c e s  o f  p u b l i c  e n t e r p r i s e s  a n d  s u b s i d i z e d  g o o d s ,  a n d  b y  

d e v a l u i n g ,  w i l l  b o t h  r a i s e  t h e  i n f l a t i o n  r a t e  a n d  r e d u c e  t h e  d e f i c i t .  I n  

t h e  U n i t e d  S t a t e s ,  t h e  h i g h  d e f i c i t  o f  t h i s  d e c a d e  h a s  b e e n  a c c o m p a n i e d  b y  a  

d e c l i n e  i n  i n f l a t i o n .

N o n e t h e l e s s ,  b u d g e t  d e f i c i t s  d o  s o o n e r  o r  l a t e r  t e n d  t o  c r e a t e  

i n f l a t i o n ,  a n d  c o u n t r i e s  w i t h  v e r y  h i g h  b u d g e t  d e f i c i t s  a r e  v e r y  l i k e l y  t o  

f i n d  t h e m s e l v e s  a t  s o m e  p o i n t  c o n f r o n t e d  w i t h  e x t r e m e l y  h i g h  r a t e s  o f  

i n f l a t i o n .  T h e r e  h a v e  b e e n  m a s s i v e  b u d g e t  d e f i c i t s  i n  a l l  t h e  g r e a t  

h y p e r i n f l a t i o n s ,  w i t h  t h e  i n f l a t i o n a r y  p r o c e s s  a n d  t h e  d e f i c i t  f e e d i n g  o n  

e a c h  o c h e r  c h r o u g h  t h e  T a n z i  e f f e c t  a s  h i g h e r  i n f l a t i o n  r e d u c e s  c a x  r e v e n u e ,  

a n d  t h r o u g h  d e c l i n e s  i n  s e i g n o r a g e  r e v e n u e  a s  h i g h e r  i n f l a t i o n  c a u s e s  a  

f l i g h t  f r o m  m o n e y .
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T h e  c o r r e l a t i o n  b e t w e e n  t h e  d e f i c i t  a n d  i n f l a t i o n  i s  l o w  i n  t h e  

e a r l y  s t a g e s  o f  i n f l a t i o n s  i n  p a r t  f o r  t h e  r e a s o n  e x p l a i n e d  a b o v e ,  c h a t  

p r o g r a m s  t o  r e d u c e  d e f i c i t s  a r e  o f t e n  i n f l a t i o n a r y .  I t  i s  l o w  a l s o  b e c a u s e  

u h e  e c o n o m y  a d j u s t s  s l o w l y  i n f l a t i o n a r y  p r e s s u r e s .  A n d  t h e  c o r r e l a t i o n  

m a y  b e  l o w  f o r  a  t h i r d  r e a s o n ,  b e c a u s e  t h e  p u b l i c  i n  a n  e c o n o m y  w i t h  a  h i g h  

d e f i c i t  m a y  a t  d i f f e r e n t  t i m e s  h a v e  d i f f e r e n t  e x p e c t a t i o n s  a b o u t  h o w  t h e  

d e f i c i t  w i l l  e v e n t u a l l y  b e  c l o s e d .  F o r  i n s t a n c e ,  i f  t h e  p u b l i c  b e l i e v e s  a t  

o n e  p o i n t  t h a t  t h e  g o v e r n m e n t  w i l l  a t t e m p t  t o  d e a l  w i t h  i t s  f i s c a l  p r o b l e m  

c h r o u g h  a n  i n f l a t i o n  c h a t  e r o d e s  t h e  v a l u e  o f  t h e  p u b l i c  d e b t ,  c u r r e n c  

i n f l a t i o n  - -  r e f l e c t i n g  t h e  e x p e c t a t i o n  o f  f u t u r e  i n f l a t i o n  - -  w i l l  r i s e .

I f ,  a t  a  l a t e r  t i m e ,  t h e  p u b l i c  b e l i e v e s  t h a t  n o t h i n g  s h o r t  o f  a  m a j o r  

f i s c a l  p a c k a g e  r e d u c i n g  t h e  d e f i c i t  i s  p o s s i b l e ,  t h e  e x p e c t e d  i n f l a t i o n  r a c e  

m a y  b e  r e d u c e d  a n d  c u r r e n t  i n f l a t i o n  - -  a g a i n  r e f l e c t i n g  t h e  e x p e c t a t i o n  o f  

f u t u r e  i n f l a t i o n  - -  m a y  f a l l ^ .

M i l t o n  F r i e d m a n ' s  f a m o u s  s t a t e m e n t  t h a t  i n f l a t i o n  i s  a l w a y s  a n d  

e v e r y w h e r e  a  m o n e t a r y  p h e n o m e n o n  i s  c o r r e c t .  H o w e v e r  g o v e r n m e n t s  d o  n o t  

p r i n t  m o n e y  a t  a  r a p i d  r a c e  o u t  o f  a  c l e a r  b l u e  s k y .  T h e y  g e n e r a l l y  p r i n t  

m o n e y  i n  o r d e r  t o  c o v e r  t h e i r  b u d g e t  d e f i c i t s .  R a p i d  m o n e y  g r o w t h  i s  

c o n c e i v a b l e  w i t h o u t  a n  u n d e r l y i n g  f i s c a l  i m b a l a n c e .  S u e  i c  i s  u n l i k e l y .

T h u s  r a p i d  i n f l a t i o n  i s  a l m o s t  a l w a y s  a  f i s c a l  p h e n o m e n o n .

^ T h i s  a r g u m e n t  i s  d e v e l o p e d  b y  D r a z e n  a n d  H e l p m a n  ( 1 9 8 6 )
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7 .  r n * r l a d i n g  C o m m e n r g .

T h e  m a c r o e c o n o m i c  a n a l y s i s  c h a c  w e  h a v e  o u c l i n e d  i s  a  u s e f u l  

s t a r t i n g  p o i n t  f o r  e x a m i n i n g  t h e  e c o n o m i c s  o f  b u d g e t  d e f i c i t s .  3 u t  i c  c a k e s  

m o r e  c h a n  a  s i n g l e  i n d i c a t o r  c o  j u d g e  f i s c a l  p o l i c y .  T h e  m i c r o e c o n o m i c s  o f  

f i s c a l  d e f i c i c s  i s  b o t h  c r u c i a l  i n  i c s  o w n  r i g h t  a n d  h a s  a n  i m p a c t  o n  t h e  

m a c r o e c o n o m i c s  o f  d e f i c i t s .  T h e  m o r e  e f f i c i e n t  a r e  t a x e s  a n d  s p e n d i n g ,  t h e  

h i g h e r  i s  t h e  p u b l i c  d e f i c i t  c h a t  c a n  b e  s u s t a i n e d ,  s i n c e  g r o w t h  w i l l  b e  

h i g h e r .

C o n s i d e r a t i o n  o f  t h e  m a c r o e c o n o m i c s  o f  t h e  g o v e r n m e n t  b u d g e t  

c o n s t r a i n t  p o i n t s  t o  t h e  d a n g e r s  c h a t  a r i s e  f r o m  e x c e s s i v e  b u d g e t  d e f i c i c s :  

i n f l a t i o n ,  e x c h a n g e  c r i s e s ,  e x t e r n a l  d e b t  c r i s e s ,  a n d  h i g h  r e a l  i n t e r e s t  

r a t e s ,  w i t h  i m p l i c a t i o n s  f o r  t h e  r e a l  e x c h a n g e  r a c e  a n d  t h e  t r a d e  a c c o u n c ,  

a n d  f o r  i n v e s t m e n t .  N o n e  o f  t h e  l i n k s  a r e  a u t o m a t i c ,  f o r  t h e r e  a r e  c h o i c e s  

i n  t h e  s o u r c e s  o f  f i n a n c i n g ,  a n d  l a g s  i n  t h e  e f f e c t s  o f  m o n e y  p r i n t i n g  a n d  

b o r r o w i n g  o n  i n f l a t i o n  a n d  i n t e r e s t  r a c e s .

N o r  a r e  m o d e r a t e  b u d g e t  d e f i c i c s  c o  b e  a v o i d e d  a c  a l l  c o s t s ;  s m a l l  

d e f i c i t s  c a n  b e  f i n a n c e d  w i t h o u t  c r e a t i n g  e x c e s s i v e  i n f l a t i o n ,  e x c h a n g e  

c r i s e s ,  o r  b u i l d i n g  u p  d e b t  e x c e s s i v e l y .  I f  t h e  r e a l  i n t e r e s t  r a c e  e x c e e d s  

t h e  g r o w t h  r a t e  o f  G N P ,  a n y  p r i m a r y  d e f i c i t  s m a l l e r  t h a n  t h e  m a x i m u m  a m o u n t  

o f  s e i g n o r a g e  r e v e n u e  t h e  g o v e r n m e n t  c a n  o b t a i n  i s  s u s t a i n a b l e .  V h e c h e r  a n y  

p a r t i c u l a r  p a t h  o f  f i s c a l  p o l i c y  i s  s u s t a i n a b l e  h a s  c o  b e  c h e c k e d  t h r o u g h  

p r o j e c t i o n s  o f  t h e  d e b t  t o  G N P  r a t i o ;  a  g i v e n  d e f i c i t  i s  m o r e  l i k e l y  t o  b e  

s u s t a i n a b l e  t h e  h i g h e r  t h e  g r o w c h  r a c e  o f  o u t p u t .

m



*
A s  n o t q d  e a r l i e r ,  a  d e f i c i "  p a c h  i s  n o c  o p t i m a l  m e r e l y  b e c a u s e  i c  i s  

s u s t a i n a b l e .  E v e n  s u s t a i n a b l e  d e f i c i t s  m a y  i m p l y  l e v e l s  o f  p r i v a t e  

i n v e s t m e n t  a n d  i n f l a t i o n  t h a t  a r e  i n c o n s i s t e n t  w i t h  t h e  g o v e r n m e n t ' s  o v e r a l l  

e c o n o m i c  g o a l s .  T h e r e  i s  n o  q u e s t i o n  t h a t  l a r g e  b u d g e t  d e f i c i t s  p o s e  v e r v  

r e a l  t h r e a t s  t o  m a c r o e c o n o m i c  s t a b i l i t y ,  a n d  t h e r e f o r e  t o  e c o n o m i c  g r o w t h  

a n d  d e v e l o p m e n t .

»
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A ^ p o n d í x  I j — P r o b l e m s  o f  M e a s u r e m e n t .

I n c e r n a c i o n a l  c o m p a r i s o n s  o f  f i s c a l  d a c a  a r e  p l a g u e d  b y  t h e  g r e a c  

v a r i a c i ó n  o f  m e c h o d o l o g y  a n d  c h e  l a c k  o f  c o m p r e h e n s i v e  c o v e r a g e  o f  cne  

p u b l i c  s e c c o r .  D e f i c i c  d é f i n i r i o n s  c h a n g e  f r o m  c o u n c r y  c o  c o u n c r y  o r  e v e n  

o v e r  c i m e  i n  c h e  s a m e  c o u n c r y .  O n e  c o u n c r y  m a y  i n c l u d e  a i d  r e c e i p c s  a s  

r e v e n u e ,  w h i l e  a n o c h e r  c r e a c s  i c  a s  d e f i c i c  f i n a n c e .  S o m e  c o u n c r i e s  h a v e  

d a c a  o n l y  o n  c h e  n a c i o n a l  g o v e r n m e n c ,  w h i l e  o t h e r s  c o v e r  c o  v a r y i n g  d e g r e e s  

l o c a l  g o v e r n m e n c s , s c a r e  e n c e r p r i s e s ,  a n d  d e c e n t r a l i z e d  a g e n c i e s .  I n  s o m e  

c o u n t r i e s ,  a c t i v i t i e s  o f  c h e  c e n t r a l  b a n k  o r  o c h e r  p u b l i c  f i n a n c i a l  

i n t e r m e d i a r i e s  c r e a t e  s i g n i f i c a n c  l o s s e s ,  b u c  i n c l u d i n g  c h e i r  d e f i c i c s  i n  

c h e  o v e r a l l  p u b l i c  s e c c o r  i s  d i f f i c u l t  b e c a u s e  o f  c o n c e p t u a l  p r o b l e m s  a n d  

l a c k  o f  r e l i a b l e  d a t a .  S o c i a l  s e c u r i t y  i s  c o n s o l i d a t e d  w i t h  t h e  p u b l i c  

a c c o u n t s  i n  s o m e  c o u n t r i e s ,  b u t  n o t  i n  o t h e r s .  M a n y  e x a m p l e s  c a n  b e  g i v e n  

o f  s u c h  a c c o u n t i n g  d i f f i c u l t i e s . ^ 2

E v e n  a s i d e  f r o m  t e c h n i c a l  a c c o u n t i n g  p r o b l e m s ,  t h e r e  a r e  b r o a d e r  

i s s u e s  o f  h o w  t o  d e f i n e  d e f i c i t s  i n  a n  e c o n o m i c a l l y  m e a n i n g f u l  w a y .  M a n y  

a l t e r n a t i v e  d e f i n i t i o n s  h a v e  b e e n  p r o p o s e d  t o  a t t e m p t  c o  r e m o v e  s h o r e - t e r m  

d i s t o r t i o n s  f r o m  d e f i c i t  m e a s u r e s ^ .  T h e  m o s t  i m p o r t a n t  s i n g l e  c o r r e c t i o n  

i s  c o  a d j u s t  t h e  d e f i c i c  f o r  t h e  i n f l a t i o n  c o m p o n e n t  o f  i n t e r e s t  p a y m e n t s ,  

y i e l d i n g  t h e  i n f l a t i o n - c o r r e c t e d  o r  o p e r a t i o n a l  d e f i c i t .  T h e  c o r r e c t i o n  

r e m o v e s  f r o m  t h e  d e f i c i t  t h e  p r o d u c t  ( i n f l a t i o n  r a t e  x  s t o c k  o f  d e b t ) ,  

t h e r e b y  i n c l u d i n g  i n  t h e  o p e r a t i o n a l  d e f i c i t  o n l y  t h e  r e a l  c o m p o n e n t  o f

1 2  T h e  m o s t  c o m p r e h e n s i v e  c o l l e c t i o n  o f  f i s c a l  d a t a  i s  i n  t h e  I M F ' s  

G o v e r n m e n c  F i n a n c i a l  S t a t i s t i c s .  W o r l d  D e v e l o p m e n t  R e p o r t  1 9 8 8 .  p 4 5  

d e s c r i b e s  d a t a  s o u r c e s . .

2 2 A  d i s c u s s i o n  o f  a l t e r n a t i v e  m e a s u r e s  o f  t h e  d e f i c i c  i s  p r e s e n t e d  i n  W o r l d  

D e v e l o p m e n t  R e p o r t  1 9 8 8 ,  p p 5 6 - 5 7 .
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i n c e r e s c .  T h e ,  c o r r e c c i ó n  c a n  b e  s u b s c a n c i a i .  F o r  i n s t a n c e ,  e s t i m a t e s  o z  

c h e  f i s c a l  d e f i c i c  i n  M e x i c o  f o r  1 9 8 7  i m p l y  a  d e f i c i c  o f  o v e r  o f  G D P ,  

b u c  c h e  o p e r a c i o n a l  b a l a n c e  s h o w s  a  s u r p l u s  o f  3 % .

c h e  g r o u n d s  c h a c  c h e  g o v e r n m e n e  h a s  i n  f a c e  c o  f i n d  a  w a y  o f  m e e c i n g  c h e  

i n c e r e s c  p a y m e n c s ,  e v e n  i f  c h e y  o n l y  r e f l e c c  c o m p e n s a c i ó n  f o r  i n f l a c i ó n .  A  

u s e f u l  w a y  o f  c h i n k i n g  o f  c h e  o p e r a c i o n a l  d e f i c i c  i s  c h a c  i c  p r o v i d e s  a n  

a p p r o x i m a c e  m e a s u r e  o f  c h e  s i z e  o f  c h e  d e f i c i c  c h e  g o v e r n m e n e  w o u l d  h a v e  c o  

d e a l  w i c h  i f  i c  s u c c e e d e d  i n  g e c c i n g  r i d  o f  i n f l a c i ó n .  T h u s  c h e  f a c e  c h a c  

c h e r e  w a s  a n  o p e r a c i o n a l  s u r p l u s  i n  M e x i c o  i n  1 9 8 7  m e a n c  c h a c  e h e r e  w a s  n o  

u n d e r l y i n g  f i s c a l  p r o b l e m  c h a c  w a s  i n c o n s i s c e n c  w i c h  c h e  g o v e r n m e n e  

a c c a i n i n g  a  z e r o  o r  l o w  i n f l a c i ó n  e q u i l i b r i u m .

c o m m o d i c y  p r i c e  f l u c c u a c i o n s  o r  d o m e s c i c  o u c p u c  a b o v e  o r  b e l o w  c r e n d  a r e  

s o m e c i m e s  r e m o v e d  c o  g i v e  c h e  s e r u c c u r a l  d e f i c i c .

r a c e s  o r  k e y  p r i c e s .  F o r  e x a m p l e ,  n e g a c i v e  r e a l  i n c e r e s c  r a c e s  p a i d  o n  

g o v e r n m e n t  d e b c  w i l l  m a k e  c h e  d e f i c i c  a p p e a r  l o w e r  c h a n  i f  c h e  i n c e r e s c  b i l l  

w e r e  e v a l u a t e d  a c  c h e  c r u e  o p p o r t u n i t y  c o s e  o f  c a p i t a l .  A n  a r t i f i c i a l l y  l o w  

e x c h a n g e  r a c e  a p p l i e d  co g o v e r n m e n t  e x c e r n a l  d e b c  i n  a  s y s c e m  o f  m u l t i p l e  

e x c h a n g e  r a c e s  w o u l d  s i m i l a r l y  s u p p r e s s  c h e  s i z e  o f  t h e  c r u e  d e f i c i c .  T o  

c o r r e c c  f o r  s u c h  d i s t o r t i o n s ,  p u b l i c  d e f i c i t s  c a n  b e  e v a l u a t e d  a c  c h e  l o n g -  

r u n  e q u i l i b r i u m  v a l u e s  o f  c h e  i n c e r e s c  r a c e ,  e x c h a n g e  r a c e ,  a n d  o c h e r  k e y  

r e l a t i v e  p r i c e s .

S o m e  e c o n o m i s e s  d i s a g r e e  w i t h  c h e  u s e  o f  c h e  o p e r a c i o n a l  d e f i c i c  o n

I n  a d d i c i o n  c o  c o r r e c t i n g  c h e  d e f i c i c  f o r  i n f l a c i ó n ,  i n f l u e n c e s  f r o

D e f i c i t s  c a n  a l s o  b e  u n d e r e s t i m a t e d  b e c a u s e  o f  c o n t r o l s  o n  i n c e r e s c
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À t t a r . d i x  2 -  3 í b l i o g r a o h l e a l  V o t a .

S e v e r a l  l i t e r a t u r e  r e f e r e n c e s  h a v e  b e e n  p r o v i d e d  i n  t h e  t e x t .  1 

p r e s e n t  h e r e  a  s m a l l  s a m p l i n g  o f  s o m e  a d d i t i o n a l  s o u r c e s  r e l e v a n t  t o  t h e  

t h e m e s  d i s c u s s e d  i n  t h e  l e c t u r e .  A  g o o d  s u m m a r y  o f  t h e  m a c r o e c o n o m i c s  o f  

t h e  f i n a n c i n g  o f  g o v e r n m e n t  d e f i c i t s  i s  p r o v i d e d  i n  B u i t e r  ( 1 9 8 8 )  a n d  V a n  

V i j n b e r g e n  ( 1 9 8 9 ) ,  w i t h  e a r l i e r  t r e a t m e n t s  b y  T a n z i  ( 1 9 8 4 ,  1 9 8 5 )  a l s o  v e r y  

u s e f u l .  E m p i r i c a l  a n a l y s i s  o f  d e f i c i t  f i n a n c i n g  i s  p r o v i d e d  i n  E a s t e r l y  

( 1 9 3 9 ) .

T r e a t m e n t  o f  t h e  p r o b l e m  o f  h i g h  i n f l a t i o n  i s  c o n t a i n e d  i n  B l e j e r  

j ^ j j ^  a n d  L i v i a t a n  ( 1 9 8 7 ) ,  F i s c h e r  ( 1 9 8 7 ) ,  a n d  K i g u e l  a n d  L i v i a t a n  ( 1 9 8 8 ) .  I z e  

a n d  O r t i z  ( 1 9 8 7 )  d i s c u s s  t h e  r e l a t i o n s h i p  b e t w e e n  f i s c a l  d e f i c i t s  a n d  

c a p i t a l  f l i g h t .  A  d i s c u s s i o n  o f  t h e  l i n k  b e t w e e n  t h e  e x t e r n a l  d e b t  c r i s i s  

a n d  f i s c a l  b e h a v i o r  i s  c o n t a i n e d  i n  m a n y  o f  t h e  p a p e r s  i n  S a c h s  ( 1 9 8 9 ) .

T h e  r e l a t i o n s h i p  b e t w e e n  d e b t  a n d  g r o w t h  i s  d i s c u s s e d  i n  

m a n y  o f  t h e  p a p e r s  i n  C o r b o  e t  a l  ( 1 9 8 7 ) .  V a n  U i j n b e r g e n  ( 1 9 8 8 )  a n d  B u i t e r  

( 1 9 3 8 )  c o n t a i n  c l e a r  p r e s e n t a t i o n s  o f  t h e  d e b t  d y n a m i c s  i d e n t i t y .

T h e  r o l e  o f  p u b l i c  i n v e s t m e n t  i n  c o m m o d i t y - e x p o r t i n g  c o u n t r i e s  i s  

t r e n c h a n t l y  a n a l y z e d  i n  G e l b  ( 1 9 8 8 ) .  T h e  T a n z i  e f f e c t  i s  p r e s e n t e d  i n  T a n z i  

( 1 9 7 7 ) .  A  g o o d  t r e a t m e n t  o f  t h e  r o l e  o f  e x p e c t a t i o n s  i n  m a c r o  p o l i c y  c a n  b e  

f o u n d  i n  D r a z e n  a n d  H e l p m a n  ( 1 9 8 6 ) .
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M E D I C I O N  Y  D E S C O M P O S I C I O N  D E L  D E F I C I T  P U B L I C O  E N  A M E R I C A  L A T I N A

I. INTRODUCCION

El aumento en el déficit del sector público en numerosos 
países de América Latina se ha convertido en un serio obstáculo 
para el éxito de los procesos ajuste y estabilización en la 
región. Este hecho ha suscitado una creciente preocupación por 
los problemas que encuentra la política fiscal en países que 
enfrentan simultáneamente restricciones de oferta, de demanda y 
de divisas en diferentes sectores de la actividad económica. 
Estas restricciones son el resultado de shocks externos, de la 
crisis de financiamiento internacional, del ajuste interno y de 
cambios en la asignación de recursos.

En este contexto, focalizar el análisis de la política 
fiscal sólo en el déficit observado del sector público puede 
entregar una visión inadecuada de la interacción entre dicha 
política y el desempeño de las economías de la región. Por una 
parte, el déficit público es al mismo tiempo causa y consecuencia 
del comportamiento de las variables macroeconômicas y, por la 
otra, este indicador no refleja los cambios en la estructura de 
los ingresos y gastos del sector público. Estos últimos pueden 
ser resultado tanto de cambios exógenos a las decisiones de la 
autoridad económica o producto de ellas. La consideración de 
estos aspectos puede resultar de gran utilidad en el análisis de



la política fiscal en la región y en el diseño de instrumentos 
que permitan aumentar la eficiencia de dicha política.

En este trabajo se presenta la metodologia y algunos 
resultados preliminares de una linea de investigación iniciada 
en la División de Desarrollo Económico de la CEPAL sobre la 
politica fiscal en América Latina. Uno de los objetivos de esta 
linea de trabajo consiste en identificar los determinates del 
déficit público durante los años 80. Para ello se ha procedido a 
cuantificar los efectos de shocks externos, de cambios en el 
entorno macroeconômico interno y de decisiones de política sobre 
el déficit del sector público.

Los shocks externos que tienen mayor incidencia en el 
déficit público son las variaciones en los términos de 
intercambio, las fluctuaciones en las tasas de interés 
i n t e r n a c i o n a l e s  y las restricciones en el acceso al 
financiamiento externo. Por su parte, entre las variables 
macroeconômicas internas se considera el efecto de la inflación, 
de las variaciones en el tipo de cambio real, de las 
fluctuaciones en el producto interno y de los cambios en las 
tasas de interés domésticas. Por último, el déficit público 
también está afectado por decisiones de política fiscal activa, 
orientadas a modificar el nivel de los ingresos y los gastos del 
sector público.

Los aspectos metodológicos que se presentan en las secciones 
II y III de este trabajo siguen de cerca el marco analítico- 
contable desarrollado en Marshall y Schmidt-Hebbel (1989a) y los 
resultados preliminares de la sección IV sintetizan los estudios 
de casos de Larrañaga (1988) y Marshall y Schmidt-Hebbel (1989b).



II. LA MEDICION DEL DEFICIT PUBLICO

La idea básica del concepto de déficit público consiste en 
medir las necesidades de recursos reales que presenta el sector 
público para cubrir la diferencia entre su inversión bruta y su 
ahorro. En la medida que la inversión planeada por el sector 
público supera al ahorro generado por este mismo sector se 
produce una presión sobre el ahorro del resto de los agentes 
económicos: sector privado y resto del mundo.

El financiamiento de la discrepancia entre inversión y 
ahorro público con recursos del sector privado se produce a 
través de los mercados de activos internos, principalmente de 
dinero y bonos. El impacto macroeconômico de este financiamiento 
depende de la combinación de pasivos emitidos por el sector 
público (dinero versus bonos) y de las características del 
mercado financiero interno.

La otra fuente de financiamiento del déficit público es el 
ahorro externo, que se manifiesta a través de la cuenta corriente 
de la balanza de pagos. Esta fuente tiene importantes 
consecuencias macroeconômicas sobre el endeudamiento externo y el 
tipo de cambio real.

Para que la medición del déficit público sea relevante desde 
el punto de vista económico es necesario que corresponda a una 
definición amplia del sector público. En ella deben estar 
incluidos el gobierno general (que incluye el gobierno central, 
los gobiernos regionales y municipales y las agencias 
descentralizadas), las empresas públicas y el sector público 
financiero (compuesto por las instituciones públicas financieras 
y por el Banco Central). A esta definición se denomina sector 
público consolidado.

Diferencias en la cobertura del sector público tienden a 
originar importantes discrepancias en la medición del déficit 
público. Esta situación se hace crítica cuando los gobiernos 
regionales tienen autonomía en sus presupuestos, las empresas



públicas presentan déficit de significación o el Banco Central 
realiza operaciones cuasi fiscales en las que también incurre en 
pérdidas. En todas estas situaciones sólo una medición del 
déficit público a partir de una definición amplia de este sector 
arrojará resultados relevantes para el análisis macroeconômico.

Aún considerando una cobertura amplia, existen varias 
definiciones del déficit público. Para analizar las diferencias 
entre tales definiciones es conveniente utilizar un esquema de 
contabilidad simplificada, donde el déficit de este sector puede 
ser financiado a través de la emisión o colocación de tres 
pasivos: bonos públicos colocados internamente (B) , base
monetaria (H) y bonos colocados en el extranjero o deuda externa 
(F, medida en unidades de moneda extranjera).

Por tanto, una primera opción consiste en definir el déficit 
público nominal (NFSP) como la identidad entre la acumulación 
neta de pasivos requerida para financiar la diferencia entre los 
gastos e ingresos públicos consolidados nominales:

• • •
(1) NFSP = B + H + E F  = DNFSP + i B + E i* F

donde los puntos sobre las variables indican la variación del 
pasivo correspondiente. A su vez, i e i* corresponden a las 
tasas de interés nominales internas y externas, respectivamente; 
DNFSP refleja el déficit público no financiero, y E representa el 
tipo de cambio nominal. La identidad (1) se puede rescribir en 
términos reales dividiéndola por P, el índice de precios 
relevante, para obtener el déficit público convencional como



s i g u e 1 :

B H E F
(2) nfsp + + dnfsp + i b  + i* f

P P P

donde las letras minúsculas indican las magnitudes nominales 
correspondientes deflactadas por el índice de precios (con 
excepción de la deuda externa, expresada en unidades domésticas 
del año base: f = E F / P ) .

La definición convencional del déficit público, expresada a 
través de la identidad (2), tiene dos problemas importantes: en
primer lugar, sobrestima el déficit debido al efecto de la 
inflación sobre la tasa de interés nominal; y en segundo lugar, 
no correponde a la noción de cambio en la posición deudora neta 
del sector público. Esto último porque no considera los cambios 
en el valor de los pasivos del sector público: precios de los
bonos públicos (internos y externos), tipo de cambio real y
valor real de la base monetaria. Variaciones en estos precios 
afectan la deuda del sector público, a pesar de no tener 
incidencia directa en los flujos de ingreso y gasto presentes. 
Estos últimos flujos son los que se consideran en la definición 
convencional de la expresión (2). En el resto de esta sección se
analizan estos dos problemas y se discuten sus implicancias
macroeconômicas.

1. El efecto de la inflación
La inflación tiene dos efectos importantes en los gastos 

financieros del sector público: en primer lugar, reduce el valor 
real de la deuda acumulada por este sector y, en segundo lugar, 
aumenta el gasto financiero que realiza el sector público. En 
general estos dos efectos se compensan mutuamente, tanto en el

formalmente, el déficit convencional del sector público se 
presenta como porcentaje del PIB. Ello equivale a dividir la 
identidad (1) por el PIB nominal.



caso de la deuda indlzada como no indizada2 . En el caso de la 
deuda indizada, el aumento en el gasto financiero opera en la 
forma de corrección monetaria sobre el valor de los bonos 
públicos. Cuando la deuda es no indizada se produce un aumento 
en los gastos financieros debido al efecto de la inflación sobre 
la tasa de interés nominal.

El efecto de la inflación sobre la definición convencional 
del déficit depende de la estructura de la deuda pública y de los 
criterios para medir los gastos financieros durante un período 
determinado. Por ejemplo, si la deuda es indizada y la 
corrección monetaria se incluye entre los gastos del sector 
público, un aumento de la tasa de inflación generará un 
incremento en el déficit convencional. Ello, a pesar de que el 
mayor gasto tiene como contraparte una reducción en el valor real 
de los pasivos públicos acumulados. Si la deuda es no indizada, 
los gastos financieros reflejan cualquier cambio en la tasa de 
inflación. Por último, si la deuda pública es indizada y los 
gastos financieros contienen sólo los intereses reales, entonces 
la tasa de inflación no afecta al déficit público.

Es importante notar que el efecto de la inflación 
internacional tiene las mismas características que la inflación 
interna. Vale decir, el servicio de la deuda pública externa 
opera de la misma forma que el servicio la deuda no indizada 
interna.

En síntesis, para corregir el efecto de la inflación, tanto 
interna como externa, en la medición convencional del déficit 
público se requiere seguir un criterio de consistencia económica 
en la contabilidad de los gastos financieros. Dicho criterio 
está contenido en el concepto de déficit operacional, definido 
como la medición convencional (nfsp) menos el componente de 
corrección inflacionaria en el servicio de la deuda pública.

2Supondremos que la tasa de interés nominal refleja 
correctamente la tasa de inflación, lo mismo que el índice 
utilizado para hacer la corrección monetaria en el caso de la 
deuda indizada.



A partir del déficit operacional se puede obtener el 
déficit no financiero o déficit primario, que descuenta de aquél 
el pago de intereses reales de la deuda pública.

Para obtener una expresión del déficit operacional se pueden 
descomponer la variación nominal de los pasivos de la identidad
(2) entre la variación real y los cambios en el nivel de precios 
y en el tipo de cambio. Por ejemplo, la colocación real de 
bonos (expresada en unidades de moneda doméstica del año base) es 
la suma de la acumulación del valor real del pasivo y la erosión 
en su valor real causada por la inflación interna. Lo mismo 
sucede la base monetaria. A su vez, separando el efecto de la
inflación internacional sobre el cambio en el valor de la deuda
externa en dólares constantes, -tt* f, y sobre el servicio de la 
deuda, ir* f, el déficit público convencional se puede escribir 
como :

A

• • •
(3) nfsp = [b + h + f - ir* f] + [ir b + ir* f] + [tt h - f (E -ir) ]

donde ir y ir* representan la tasa de inflación interna y externa 
respectivamente. Entre los términos del lado derecho de la 
expresión (3), el segundo corchete corresponde a una ganancia de 
capital (erosión en el valor de un pasivo) que está exactamente 
compensada por un gasto financiero (corrección monetaria o 
componente inflacionario de la tasa de interés nominal). De allí 
que en una definición consistente se descuenta dicho corchete.

Es decir, para relacionar la expresión (3) con los conceptos 
de déficit operacional (dosp) y déficit no financiero (dnfsp), 
introducidos arriba, se excluye aquella parte del servicio de la 
deuda pública (interna y externa) que corresponde a la corrección 
por la tasa de inflación. De este modo, el concepto de déficit 
operacional se define como:



a

• • •
(4) dosp = nfsp - b7T - fir* = [b + h + f - fir*] + [irh - f(E - ir) ]

Como se ha señalado, el efecto de la inflación sobre la 
medición convencional del déficit depende tanto de la estructura 
de la deuda pública como de los criterios contables que se 
aplican a la corrección monetaria. Cuando la deuda pública no es 
indizada se contabiliza el pago de intereses nominales como 
gasto, originando de esta forma la distorsión en la medición 
convencional. Una situación diferente se presenta cuando la 
deuda pública es indizada. Allí se divide el servicio real de la 
deuda de la corrección monetaria. Si ambas partidas se 
contabilizan como gasto, la medición convencional del déficit 
llega al mismo resultado que en el caso de deuda pública no 
indizada. En cambio, si sólo se considera gasto corriente al 
servicio real de la deuda, no se produce divergencia entre las 
definiciones convencional y operacional del déficit.

Los países de América Latina que tienen mayor divergencia 
entre la definición convencional y operacional del déficit son 
Brasil y México. El primero tiene la mayor parte de su deuda 
pública interna indizada, pero incorpora la corrección monetaria 
entre los gastos del sector público. En cambio el segundo tiene 
su deuda pública interna no indizada.

Dado que la cuenta de corrección monetaria no tiene 
implicancias sobre la caja fiscal, en la mayoría de los países no 
se incorpora al presupuesto. Este es el caso de Argentina y 
Chile. En estos casos no existe divergencia entre las 
definiciones convencionales y operacionales del déficit público.
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2. Cambios en el valor de los pasivos públicos
Existen dos criterios para llevar la contabilidad del 

sector público: uno, basado en los flujos que comprometen el
presupuesto, y el otro, en los cambios de la posición patrimonial



neta del sector público. En el primer caso se define el déficit 
como la diferencia entre los flujos de gasto e ingreso que 
compromenten el presupuesto durante un período determinado (base 
presupuestal), aunque no signifiquen un flujo efectivo de caja 
dentro dicho período3 . Este criterio da lugar tanto al concepto 
de d é f i c i t  c o n v e n c i o n a l  c o m o  o p e r a c i o n a l ,  d e f i n i d o s  
anteriormente. De ellos, sólo la definición operacional es 
económicamente consistente.

Una medida distinta del déficit es la diferencia entre la 
acumulación de activos y pasivos del sector público, que refleja 
flujos devengados pero no necesariamente realizados, y cuya 
contrapartida es el cambio en la posición deudora neta del sector 
público. Este criterio considera el cambio el el valor de los 
pasivos públicos y por tanto, más que una medida del déficit 
público propiamente tal, refleja el cambio en la situación 
patrimonial neta del sector público, derivada directamente de su 
hoja de balance.

Existen diversas razones que explican las diferencias que se 
observan entre el déficit operacional (la medida consistente de 
los flujos presupuestados) y el cambio en la posición patrimonial 
neta del sector público (la medida de stocks devengados). Las 
causas de discrepancia son las ganancias o pérdidas de capital 
que resultan de variaciones en los precios de los activos o 
pasivos del sector público, y que no han sido realizadas a través 
de la compra o venta de dichos activos o pasivos. Vale decir, 
cambios en los precios reales de los bonos públicos (internos y 
externos), modificaciones en el tipo de cambio real y variaciones 
en el valor real de la base monetaria

3La diferencia entre el criterio de caja y el de base 
presupuestal se encuentra en la contabilización de los ingresos y 
gastos comprometidos, cuya contrapartida es la variación del 
saldo en las cuentas de deuda flotante. Este es el caso, por 
ejemplo, de las adquisiciones de insumos o de bienes de capital 
por parte del sector público atrasando éste su pago, o los 
atrasos del sector privado en el pago de sus obligaciones 
tributarias.
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En lo que sigue ilustraremos las diferencias entre la 
definición operacional del déficit (expresión 4) y la medición a 
partir del criterio de variación del patrimonio neto. Para este 
efecto se supone que la única causa de discrepancia entre ambos 
criterios está constituida por ganancias o pérdidas de capital 
(ge) derivadas de la erosión de la base monetaria, que constituye 
el impuesto inflación, y el negativo del efecto de la devaluación 
real sobre la deuda pública externa. Es decir, las ganancias de 
capital se definen como:

(5) ge = ir h - f (E - ir)

Se puede observar que la expresión (5) es igual al terecer 
paréntesis de corchete del lado derecho de la definición 
convencional del déficit real (expresión 3) y al segundo 
paréntesis de corchete en la definición de déficit operacional
real en (4) . Pues bien, al restar del déficit operacional real
las ganancias de capital (ecuación 5), obtenemos el cambio en la 
posición deudora neta real del sector público (pnsp), dado por la 
acumulación de deuda pública real total:

• • •

(6) pnsp = dosp - ge = [b + h + f -  fir*]

desde el punto de vista de su origen, esta definición del déficit 
se puede escribir como:

(7) pnsp = dnfsp + (i— ir)b + (i-7r*)f + f(E - tt) - ir h

Por lo tanto el cambio en la posición deudora neta real del 
sector público corresponde a la suma de cinco componentes: el 
déficit no financiero real, el déficit financiero real interno, 
el déficit financiero real externo, el cambio en la valor de la 
deuda externa y el negativo del impuesto inflación.



3. Implicancias macroeconômicas
En las secciones anteriores se han presentado tres 

definiciones del déficit del sector público. Dos de ellas -el 
déficit convencional y el déficit operacional- se obtienen del 
criterio de base presupuestal, en cambio la tercera -la variación 
patrimonial neta- es consistente con la hoja de balance del 
sector público. Estos dos criterios responden a objetivos 
diferentes. El primero enfatiza las transferencias entre el 
sector público y el sector privado (interno y externo) derivadas 
de colocación neta de pasivos. El segundo incluye los cambios en 
los precios de los activos y pasivos del sector público.

Desde el punto de vista macroeconômico ambos criterios 
pueden ser relevantes, sólo que el primero es consistente con un 
cuadro de flujos de ahorro e inversión entre los distintos 
agentes económicos: sector público, sector privado y resto del
mundo; mientras el segundo se aproxima a un esquema de hojas de 
balance del patrimonio neto de los mismos agentes. Sin embargo, 
en una situación de restricción externa e inestabilidad interna, 
la variación en la posición deudora neta del sector público 
(pnsp) no refleja adecuadamente los cambios de la política 
fiscal. Por ello, en el caso de América Latina es necesario 
utilizar los conceptos del déficit que emanan del criterio de 
base presupuestal.

Aún así tenemos dos definiciones para el déficit: 
convencional y operacional. Para analizar las implicancias 
macroeconômicas de cada una de estas definiciones es necesario 
distinguir, por una parte, el efecto contable de la inflación 
sobre la definición convencional del déficit y, por la otra, su 
efecto sobre el comportamiento del sector privado. Se trata de 
dos fenómenos independientes. El primer efecto es netamente 
c o n t a b l e ,  m i e n t r a s  que el segundo tiene implicancias



Desde el punto de vista del sector privado un aumento en la 
tasa de inflación significa que aumentan sus ingresos financieros 
en la misma proporción en que se reduce el valor de sus activos 
(bonos públicos). La pregunta central es entonces ¿qué sucede 
con la demanda por bonos públicos ante el aumento de la tasa de 
inflación? Las respuestas pueden ser muy diferentes: una
primera opción es que el aumento en la tasa de inflación genere 
una reducción en la demanda por saldos reales, la que a su vez 
induce un aumento en la demanda por bonos públicos. Una segunda 
posibilidad es que el aumento en la tasa de inflación afecte las 
expectativas sobre la calidad (precio) de los bonos públicos. En 
este caso, una elevación de la tasa de inflación puede conducir a 
una caída en la demanda por bonos públicos. Una tercera opción 
es la existencia de ilusión monetaria por parte del sector 
privado. Ello significa que el aumento en sus ingresos 
financieros, como resultado del alza en la tasa de inflación, es 
erróneamente interpretado -por parte del sector privado- como un 
aumento de riqueza, destinando una parte de él al consumo 
presente. Por último, también es posible que la demanda por 
bonos públicos se mantenga constante luego de la variación en la 
tasa de inflación.

Las alternativas señaladas sugieren que es necesario separar 
la discusión sobre cuál es la medida adecuada del déficit de la 
reacción del sector privado. Desde este punto de vista, la única 
definición consistente es la del déficit operacional. Adoptar 
este enfoque significa trasladar la atención del efecto de la 
inflación desde el déficit a la demanda real de bonos públicos 
por parte del sector privado.

Por ejemplo, una reducción en la demanda privada de bonos 
del sector público puede tener varios efectos: en primer lugar,

m a c r o e c o n ô m i c a s  d i r e c t a s 4 .

4La literatura sobre el efecto de la inflación sobre el 
déficit ha tendido ha considerar ambos efectos como parte de un 
mismo fenómeno. Ver, por ejemplo, Tanzi, Blejer y Teijeiro 
(1987).



puede conducir a un aumento en la tasa de interés real si se 
desea mantener los niveles de financiamiento del déficit con 
bonos públicos. En segundo lugar, la reducción en la demanda por 
bonos públicos puede significar que existe un restricción en el 
financiamiento a través de bonos. Ello lleva a buscar otras 
fuentes de financiamiento, particularmente la emisión de dinero. 
Por último, la reducción en la demanda de bonos públicos también 
puede conducir a una reducción en el déficit no financiero o 
déficit primario (dnfsp). Este último caso equivale a definir 
una restricción exógena de financiamiento global para el sector 
público. En la medida que el financiamiento disponible se 
reduce, también lo hace el déficit no financiero. La autoridad 
económica puede utilizar diferentes variables para realizar el 
ajuste entre el déficit y el financiamiento disponible. Entre 
ellas tiené especial importancia la reducción en la inversión 
pública. Las implicancias macroeconômicas de este escenario son 
analizadas en Eyzaguirre (1989) . El principal resultado de este 
enfoque es que un aumento en la restricción fiscal (reducción en 
la demanda por bonos públicos) conduce a una caída en la demanda 
agregada más que a un aumento en la tasa de inflación.

Un caso enteramente diferente se presenta cuando la 
inflación no afecta la demanda por bonos públicos. La
independencia entre inflación y déficit público equivale a que 
el sector privado (doméstico y externo) define su demanda por 
bonos públicos en términos reales e independiente de la tasa de 
inflación. Además, ambos sectores mantienen la cantidad deseada 
de bonos públicos.

Si el perceptor de los intereses pagados mantiene su 
demanda real de bonos públicos, reinvierte la parte de sus 
ingresos financieros que corresponde a la corrección por la 
erosión en el valor de sus bonos. Luego, la deuda neta del 
sector público no cambia de valor cuando se mide a precios 
constantes. Ello, a pesar que el sector público ha cancelado al 
sector privado el monto correspondiente a la corrección por la 
inflación como pago de intereses.



De acuerdo al estudio de Tanzi, Blejer y Teijeiro (1987), la 
hipótesis que el sector privado acepta aumentar sus tenencias 
nominales de bonos públicos en la misma medida que la inflación 
reduce su valor real se encuentra respaldada por la evidencia 
empírica, que muestra ausencia de correlación entre la definición 
convencional del déficit y el saldo en cuenta corriente de la 
balanza de pagos en países con alta inflación y elevado déficit 
público.

Por otro lado, la inflación también puede afectar al déficit 
no financiero a través del rezago en la racaudación tributaria 
(efecto Tanzi-Olivera). Aún cuando los sistemas de impuestos se 
encuentran debidamente indizados existen rezagos entre el 
devengamiento y el pago del impuesto. Este rezago, que puede 
alcanzar un promedio de 20 a 30 días, tiene un efecto importante 
en países con altas tasas de inflación.

Nuevamente es posible plantear las alternativas de 
financiamiento que tiene la autoridad fiscal para cubrir el 
aumento en el déficit no financiero. Ante una restricción en el 
crédito externo y en la demanda de bonos públicos, es posible 
recurrir al aumento en la base monetaria. Un escenario 
alternativo consiste en ajustar el nivel de gasto.



III. DESCOMPOSICION DEL DEFICIT PUBLICO

La descomposición del déficit del sector público constituye 
una herramienta para el análisis y el diseño de la política 
fiscal. Los resultados de la descomposición permiten identificar 
tanto los determinantes del déficit público como de otras
variables que miden el desempeño del sector público. Por 
ejemplo, la metodología de descomposición puede ser utilizada 
para el estudio de las empresas públicas, de los programas de 
gasto del gobierno general o de los ingresos tributarios.

En la descomposición del déficit público es necesario que 
los flujos de fuentes y usos comprendan los distintos subsectores 
que participan de la política fiscal. En el caso de América 
Latina ello comprende al gobierno general, a las empresas 
públicas y al sector público financiero. En la mayoría de los 
casos éste último está representado, principalmente, por las
operaciones cuasi fiscales del Banco Central.

Los flujos de fuentes y usos de fondos del sector público 
están afectados por tres grupos de variables: las que se
determinan en los mercados externos, el entorno macroeconômico 
interno y la medidas de política fiscal activa. Entre las 
variables externas al país se encuentran los precios de las 
exportaciones e importaciones, la tasa de interés y el acceso del 
sector público a los mercados internacionales de crédito. Las 
principales variables macroeconômicas internas que afectan el
presupuesto público son la tasa de inflación, el nivel de
actividad, el tipo de cambio y la tasa de interés doméstica. Por 
último, las variables de la política fiscal activa incluyen la 
política tributaria, las tarifas de las empresas públicas y las 
políticas de gasto.

De este modo, para comprender la evolución del déficit 
público en los diferentes países de la región es importante 
determinar el efecto que sobre este indicador tienen los cambios



en el entorno externo e interno. La medición de tales efectos y 
la identificación de las partidas de ingresos y gastos gue 
resultan afectadas por tales cambios tiene evidente importancia 
para el análisis y el diseño de la política fiscal activa. Esta 
última debe enfrentar simultaneamente los efectos de los cambios 
en las variables exógenas sobre el déficit y los objetivos 
propios de la política fiscal en el proceso de ajuste y 
estabilización de la economías de la región.

Una de las características de las economías de la región en 
los años 80 es la presencia simultánea de restricciones de
demanda, de oferta y de divisas en la determinación de precios y 
producto en diferentes sectores de la economía. Ello significa 
que no sólo el nivel del déficit público, sino también la
estructura de los gastos e ingresos del sector público tiene 
enorme importancia en el efecto de la política fiscal. De allí 
surge la ventaja de contar con una herramienta analítica que 
permite descomponer las distintas partidas de fuentes y usos de 
fondos del sector público según sus múltiples determinantes.

El marco analítico-contable que se presenta en esta sección 
sintetiza el modelo desarrollado en Marshall y Schmidt-Hebbel 
(1989a) e introduce algunas extensiones derivadas de los estudios 
de casos. Las principales innovaciones que se introducen en este 
trabajo son: (i) la simplificación de los cuadros de fuentes y
usos de fondos del sector público con el propósito de resaltar 
el análisis de descomposición; (ii) la descomposición explícita 
del déficit de las empresas públicas? (iii) la focalización en 
las operaciones cuasi fiscales del Banco Central en sustitución 
de la inclusión del conjunto del sector público financiero.

Luego de la presentación de los flujos de fuentes y usos de
fondos para cada subsector se obtiene una medida del déficit 
público consolidado. Una vez identificados los determinantes 
económicos de este déficit se define el procedimiento para su 
descomposición. En este proceso se distingue entre los tres 
subsectores considerados en el modelo.



1. Fuentes v usos de fondos del sector público
La descomposición del déficit del sector público se realiza 

a partir de los cuadros de fuentes y usos de fondos de los 
distintos subsectores que forman este sector5 . Estos últimos 
son: el gobierno general, las empresas públicas y el sector
público no financiero. En este trabajo se considera sólo al 
Banco Central dentro de este último subsector. La agregación de 
todas las instituciones en estos tres subsectores, y la
consolidación los flujos internos, define las fuentes y usos de 
fondos del sector público consolidado.

A continuación se presentan las identidades simplificadas se 
las fuentes y usos de fondos de los distintos subsectores 
públicos. En el caso del Banco Central se consideran sólo 
aquellas operaciones de carácter cuasi fiscal.

Gobierno General
Las fuentes y usos de fondos del gobierno general se

presentan en el cuadro 1. La suma de ambas columnas de este 
cuadro constituye la identidad presupuestaria del gobierno 
general.

La principal fuente de fondos del gobierno general es la 
recaudación tributaria. Los ingresos corrientes tributarios del 
gobierno general corresponden a los impuestos directos, 
indirectos internos, de comercio exterior y las contribuciones de 
seguridad social. Otros tributos que pueden constituir una
fuente importante de los ingresos corrientes del gobierno 
general son los impuestos municipales, a la propiedad y bienes 
raíces. Ellos se pueden incorporar explícitamente entre las
fuentes de fondos o incluir como parte de la recaudación de 
alguno de los impuestos ya especificados en el cuadro 1. Por su 
parte, las contribuciones de seguridad social incluyen sólo los

5Este enfoque considera sólo los flujos de fondos y no 
incorpora los cambios en la valorización de los activos y 
pasivos públicos acumulados.



ingresos del sistema estatal. Ello no excluye la presencia de un 
sistema de seguridad social privado.

La segunda fuente de ingresos del gobierno general consiste 
en las transferencias que recibe desde las empresas públicas y 
las utilidades distribuidas por este último sector.

Los ingresos corrientes no tributarios del gobierno general 
incluyen los ingresos financieros provenientes de los depósitos 
del gobierno en las instituciones financieras públicas y en los 
bancos privados.

Consistente con la hoja de balance, tres son los pasivos 
cuyo aumento constituyen fuentes tradicionales de finaneiamiento 
del gobierno general: la emisión de bonos públicos, el crédito 
interno del Banco Central al gobierno y el crédito externo al 
gobierno.

Además, existen otras fuentes, "no tradicionales", de 
fondos, correspondientes a las privatizaciones o enajenaciones de 
acciones de las empresas públicas e instituciones financieras 
estatales. Estas acciones pueden ser adquiridas por el sector 
privado nacional o por el extranjero. En este último caso se 
produce un ingreso de fondos en moneda extranjera. Obviamente 
una compra de acciones del gobierno general al sector privado o 
externo, voluntaria u obligatoria, constituye un uso de fondos 
del gobierno, implicando un cambio de signo de las partidas 
correspondientes6 .

El gasto operacional del gobierno general corresponde a la 
planilla de remuneraciones de los empleados de este sector, al 
gasto en bienes corrientes, a las transferencias directas al 
sector privado y a los pagos de beneficios de seguridad social a 
las personas.

El gasto corriente financiero se origina por la deuda 
interna y externa que mantiene el gobierno general. En general,

6Como se indica más adelante, en la cantabilidad del sector 
público los ingresos por privatizaciones no forman, normalmente, 
parte del finaneiamiento del déficit. Ello he sido denominado 
por Marfán (1986) como un "maquillaje contable".
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la contabilidad de los gastos financieros se realiza en términos 
netos de la renegociación de pagos con el exterior.

Los gastos de capital están compuestos por la inversión real 
y por la inversión financiera. La primera corresponde a la 
adquisición de bienes de capital de cada uno de los sectores de 
actividad (exportables, importables y no transables) por parte 
del gobierno general* Por su parte, la inversión financiera 
consiste en la concesión neta de préstamos o trasferencias de 
capital vinculadas a las actividades del sector público.

Cuadro 1

FUENTES y USOS DE FONDOS DEL GOBIERNO GENERAL

FUENTES USOS
I. INGRESOS TRIBUTARIOS

Impuestos directos 
Impuestos indirectos 
Impuestos al com. exter. 
Contribue. seg. social

II. TRANSFERENCIAS DE EMP. PUBL.

Transferencia de emp.publ.
III. OTROS ING. CORRIENTES 

Otros ingresos corrientes
IV. INGRESOS DE CAPITAL

Ingresos de capital
V. FINANCIAMIENTO

Emisión de bonos 
Crédito externo 
Venta acciones al SP 
Venta acciones al ext. 
Crédito del Bco. Central

I. GASTOS CORRIENTES
Remuneraciones 
Compra de bienes 
Transf. privadas 
Benef. seg. social 
Otros gastos corrientes

II. GASTOS FINANCIEROS
Serv. deuda interna 
Serv. deuda externa

III. GASTOS DE CAPITAL
Inversión real 
Inversión financiera



Empresas Públicas

El segundo subsector de importancia en el análisis del 
déficit público está formado por las empresas públicas. El 
cuadro 2 presenta una síntesis de las fuentes y usos de fondos de 
este subsector.

En el análisis de las empresas públicas es conveniente 
distinguir entre los diferentes sectores de actividad. Por las 
características del proceso de descomposición es útil considerar 
las empresas productoras de bienes exportables, importables, no 
transables y de servicios públicos.

Los ingresos operacionales de las empresas públicas están 
constituidas por sus ventas brutas. Los ingresos no 
operacionales son los intereses recibidos por concepto de 
depósitos bancarios o ingresos de capital por la devolución de 
préstamos diferentes a los de financiamiento.

Entre los usos de fondos de las empresas públicas se 
e n c u e n t r a n  los g a s t o s  o p e r a c i o n a l e s  ( r e m u n e r a c i o n e s ,  
contribuciones de seguridad social, e impuestos indirectos). 
Luego están los gastos financieros correspondientes al servicio 
de la deuda interna y externa. Finalmente se encuentran los 
gastos de capital, que incluyen la inversión real y la inversión 
financiera.

La diferencia entre los ingresos y egresos constitutye el 
resultado del sector de empresas públicas que se puede trasferir 
al gobierno general o utilizar para alterar los niveles de deuda 
(interna y externa) de este sector.



C u a d r o  2

FUENTES Y USOS DE FONDOS DE LAS EMPRESAS PUBLICAS

FUENTES USOS
I. INGRESOS OPERACIONALES I. GASTOS OPERACIONALES

Ventas brutas 
II. INGRESOS NO OPERACIONALES

Remuneraciones 
Compra de bienes 
Impuestos indirectos

Otros ing. corrientes 
Ingresos de capital

III. TRANSFERENCIAS DEL GOBIERNO

II. GASTOS FINANCIEROS
Serv. deuda interna 
Serv. deuda externa

IV. FINANCIAMIENTO III . GASTOS DE CAPITAL

Crédito interno 
Crédito externo

Inversión real 
Inversión financiera

Banco Central
El aumento de las operaciones cuasi fiscales en la mayoría 

de los países de América Latina es una de las características más 
importantes de la política fiscal en los años 80. Este hecho se 
refleja en operaciones que, excediendo al ámbito propio de la 
política monetaria, no se encuentran integradas al déficit del 
gobierno general.

El Banco Central es a menudo encargado de implementar 
operaciones que caen dentro de las funciones que desarrollan las 
agencias del gobierno general. Estas son operaciones cuasi 
fiscales que consisten, por una parte, en la captación de



recursos por parte del Banco Central a través del señoriaje7 , de 
impuestos implícitos al sistema financiero y de endeudamiento 
neto; y por la otra, de trasferencias al sector privado en la 
forma de subsidios en las tasas de interés, operaciones de cambio 
a tasas preferenciales, adquisición de cartera con alto riesgo 
de incobrabilidad y operaciones de rescate de instituciones 
financieras.

En general, el aumento de las operaciones cuasi fiscales se 
produjo cuando el sistema financiero de varios países de la 
región enfrentó problemas de liquidez y de solvencia. Ello, como 
consecuencia dé la transmisión de los shocks externos a la 
economía interna.

Para analizar la naturaleza de las operaciones cuasi 
fiscales resulta conveniente hacer una presentación simplificada 
de la hoja de balance del Banco Central. Allí se pueden 
distinguir los siguientes activos y pasivos;

Cuadro 3 

BALANCE DEL BANCO CENTRAL

ACTIVOS PASIVOS

Crédito al gobierno 
Crédito privado

CIG Base monetaria H

- bancos CIBPR
- empresas 
Activos externos

CIEPR

netos CBC*

Un rasgo central en la hoja de balance del Banco Central es

7E1 concepto de señoriaje utilizado en este trabajo incluye 
el impuesto inflación y el aumento real de la base monetaria.



su monopolio en la emisión de un pasivo que no devenga intereses 
nominales: la base monetaria. Esta es la fuente a través de la 
cual la autoridad monetaria recauda el señoriaje.

Por ejemplo, si el total de la emisión o base monetaria (H) 
es colocado en forma de crédito privado (CIBPR y CIEPR) a una 
tasa de interés ic, los ingresos del Banco Central serán iguales 
a ic H, monto que corresponde a la recaudación por el señoriaje.

Un caso más frecuente en América Latina consiste en la 
emisión monetaria orientada a financiar al gobierno general 
(CIG). Esta operación es normalmente acompañada con una tasa de 
interés nula, lo que permite trasferir el señoriaje al fisco. 
Al no servir este crédito, el fisco se apropia directamente del 
excedente potencial del Banco Central.

Una situación más compleja se presenta cuando el Banco
Central y el gobierno general comparten la recaudación por 
c o n c e p t o  de s e ñ o r i a j e .  S u p o n i e n d o  q u e  los activos 
internacionales netos son nulos (CBC* = 0), los ingresos
financieros del Banco Central se pueden escribir como

(8) Ingresos financieros = ig CIG + ic CIBPR + ic CIEPR

donde ig e ic son las tasas de interés correspondientes a los
créditos al gobierno y al sector privado, respectivamente. A su
vez, de acuerdo a la hoja de balance se tiene que

(9) CIG + CIBPR + CIEPR = H

de modo que al imputar la tasa de interés de mercado (ic ) al 
crédito del gobierno, el ingreso financiero (potencial) del Banco 
Central es igual a ic H. Este monto corresponde a la recaudación 
del señoriaje. A su vez, en el caso en que la base monetaria 
sólo financia crédito al gobierno se tiene que CIG = H. Si a 
ello se agrega que el interés que paga el gobierno es nulo, 
entonces el señoriaje es enteramente trasferido al gobierno y 
los ingresos financieros del Banco Central son nulos.



El Banco Central puede recurrir a diversas políticas para 
aumentar sus ingresos financieros. En la hoja de balance
anterior se puede observar que la base monetaria está formada por 
el circulante más las reservas del sistema bancario. Un aumento 
en los ingresos del Banco Central se logra cuando éste capta 
encajes bancarios cancelando una tasa de interés inferior a la 
tasa de colocación de dichos fondos. Esta fuente constituye un 
impuesto sobre el sistema financiero interno.

El total de recursos que capta el Banco Central a través de 
los mecanismos señalados pueden ser canalizados tanto al sector 
privado como al gobierno. En la medida que cualquier excedente 
financiero del Banco Central se transfiere al gobierno, el 
concepto de déficit cuasi fiscal pierde relevancia. Esta 
situación se modifica cuando el Banco Central genera utilidades o 
pérdidas en sus operaciones financieras. En este caso existe un 
saldo cuasi fiscal que debe ser agregado al déficit del gobierno 
general para el análisis de la política fiscal. En otras
palabras, el déficit cuasi fiscal se define como la diferencia 
entre los ingresos y los gastos del Banco Central que no son 
trasferidos al gobierno general. Este déficit se puede separar 
en los siguientes componentes:
(a) recaudación del señoríaje que mantiene el Banco Central. 
Este componente corresponde a la diferencia entre la recaudación 
total del señoriaje [ic H] y aquella parte que es transferida en 
forma implícita al fisco [ic CIG].
(b) subsidios a la tasa de interés. Este componente se produce 
cuando el Banco Central realiza operaciones de crédito y 
depósito con el sector privado fijando una tasa de interés
diferente al costo de oportunidad de los fondos.

La experiencia de los países de América Latina indica que el 
Banco Central entrega subsidios en los créditos que otorga en 
determinadas operaciones y también aplica impuestos cuando 
remunera los depósitos de los bancos privados (encajes legales y 
técnicos) con una tasa menor que el costo de oportunidad de tales
fondos. Este último incluye los depósitos forzados por el Banco



Central con el objetivo de financiar el déficit público9 .
(c) subsidios en operaciones de cambio. En la mayoría de los 
países de la región el acceso al mercado cambiario se encuentra 
limitado. A su vez, dentro de dicho mercado existen operacionés 
que se realizan con distintos tipos de cambio. Este hecho 
constituye una fuente importante de déficit cuasi fiscal.
(d) pérdidas por incobrabilidad de los créditos del Banco 
Central al sector privado o por rescates financieros. Con la 
crisis de liquidez y solvencia en los mercados financieros, el 
Banco Central ha asumido compromisos por activos de los bancos 
p r i v a d o s  y públicos que tienen un elevado riesgo de 
incobrabilidad. El reconocimiento de pérdidas efectivas o 
eventuales por este concepto constituye otra fuente de 
operaciones cuasifiscales. Cuando no se trata de pérdidas 
efectivas, estas operaciones son de difícil medición.

La diferencia entre los ingresos y egresos señalados 
constituye el saldo cuasi fiscal del Banco Central. Si este 
saldo es positivo debe imputarse como un ingreso del sector
público consolidado, y si es negativo constituye un egreso.

En diversos trabajos recientes se ha tendido a identificar 
las pérdidas del Banco Central con el déficit cuasi fiscal9 . En 
ausencia de cambios en los precios de activos y pasivos existe 
una equivalencia entre ambos conceptos. Sin embargo, por la 
naturaleza de su contabilidad, las pérdidas del Banco Central 
incluyen los cambios en el valor de los activos y pasivos. Ello 
es importante en el caso de América Latina, donde los pasivos en 
moneda extranjera del Banco Central superan a los activos en 
dicha moneda. De allí que una devaluación genera una pérdida
para el Banco Central, a pesar de que no se han producido
operaciones cuasi fiscales.

®En la medida que el Banco Central cancela una tasa de
interés menor que la del mercado en los encajes y depósitos de 
los bancos comerciales, la tasa activa de colocación se eleva.

9Ver Barandiaran (1988) y Robinson y Stella (1987).



En el análisis de las operaciones cuasi fiscales se deben 
tener presente las restricciones de información que existen en la 
mayoría de los países. Lo que sí resulta indispensable es 
identificar las principales operaciones cuasi fiscales que 
realiza el Banco Central. En particular, los subsidios en la 
tasa de interés y en el servicio de la deuda pública externa. 
Estos flujos serán luego agregados directamente al cuadro de 
fuentes y usos del sector público consolidado.

2. Déficit consolidado del sector público
A partir de los cuadros de fuentes y uso de fondos de cada 

conjunto de instituciones públicas se puede proceder a su 
consolidación. Ello consiste en agregar las diferentes
restricciones presupuestarias, restando los flujos entre los 
subsectores públicos.

Reemplazando el resultado de las empresas públicas y el
saldo cuasifiscal en el cuadro de fuentes y usos de gobierno
general se obtiene la siguiente identidad entre las fuentes de 
financiamiento y el déficit consolidado del sector público. Los 
flujos de ingreso y gasto del sector público consolidado aparecen 
en el cuadro 4 y se resumen en la ecuación (10).

(10) aBG + aCIEP + E ADENG + E *DENEP + ±OP “ A0A 
aAEP + E aA*EP + aH s

ss W LG + CSPG + EPjX^ + V + BS + OGC + ifi B +
+ i* E DENG + DCF + EPjZj + IFG - TDIR - EtjPjQj - 
- EtjPjMj - CS - ICG - RESEP

El lado izquierdo de la ecuación (10) indica que el déficit 
consolidado del sector público se puede financiar a través de la 
emisión de pasivos públicos con el sector privado doméstico, la



venta de acciones del sector público al sector privado doméstico, 
la liquidación de activos públicos (que son pasivos del sector 
privado doméstico), la emisión de pasivos públicos externos, 
netos de reservas internacionales, la venta de acciones del 
sector público al extranjero y aumentos de la base monetaria.

A su vez, el déficit público consolidado se explica por el 
déficit público no financiero (gasto público en salarios, bienes 
y beneficios de seguridad social, transferencias e inversión 
real, menos impuestos directos e indirectos, contribuciones de 
seguridad social del sector privado e ingresos operacionales de 
las empresas públicas), el déficit financiero con el sector 
privado doméstico (pagos menos ingresos de intereses) y el 
déficit financiero con el exterior.



FUENTES Y USOS D

FUENTES

I .  INGRESOS TRIBUTARIOS DEL GOBIERNO

- Impuestos d ir e c to s  TDIR
- Impuestos indirectos  ZtjP jQ j
- Impuestos comercio ex ter io r  ZtjPjMj
- C ontrib . Seguridad so cia l  CS

I I .  INGRESOS DE EMPRESAS PUBLICAS

* Superavit bruto de las empresas públicas RESEP 
+ Ventas brutas  
+ Ingresos no operacionales  
+ (Remuneraciones)
+ (Compra de bienes)
+ (Impuestos in d irec to s)
+ (Gastos f in a n cie ro s)
+ (Gastos de c a p i ta l )

I I I .  INGRESOS DE CAPITAL

• Ingresos de c a p ita l  del gobierno IC®

IV. FINANCIAMIENTO

Emisión de bonos a b®
Crédito  privado interno a emp. públ. aCIEP
Crédito  externo al gobierno E aDEN®
Crédito  externo a emp. públicas E aDENep

Aumento de otros pasivos aop

Reducción de o tros  a ctivo s  aOA
cp

Venta acciones al sector  privado aA
Venta de acciones al extranjero  E aA*ep

Base monetaria aH
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Cuadro 4
E FONDOS DEL SECTOR PUBLICO CONSOLIDADO

USOS

I .  GASTOS CORRIENTES DEL GOBIERNO

g
- Remuneraciones UL

a
- Cont. de seguridad so cia l  privada CSPU 
■ Compras de bienes zpj x j
- T ransí ,  al sector  privado V
- Benef. de seguridad so cia l  BS
- Otros gastos corrien tes  OGC

I I .  GASTOS FINANCIEROS

- In tereses  pagados por el gobierno:
+ deuda interna i R B

*  G+ deuda externa i E DEN

I I I .  SUBSIDIO CUASI FISCAL

- Resultado operacional Bco. Central DCF
+ Ingresos c u a s i f is c a le s  
+ (Gastos cuasi f i s c a l e s )

IV. GASTOS DE CAPITAL

A
Inversión real del gobierno ^pj z i
Otros gastos de c ap ita l  IF



3. Descomposición del déficit del sector público
En esta sección se presenta la metodología de descomposición 

del déficit del sector público consolidado a base de sus 
principales determinantes. Para este fin se identifican las 
principales variables que afectan al déficit público. Estas 
variables pueden ser de distinta naturaleza: reales o
financieras, de precios o de cantidad, endógenas o exógenas 
respecto de la autoridad responsable de la política fiscal. Cada 
una de estas variables está vinculada a una o más partidas de 
fuentes y usos de fondos del sector público.

La metodología de decomposición consiste en expresar cada 
una de las partidas de gasto e ingreso público como su valor en 
el año base multiplicado por uno más las tasas instantáneas de 
variación de las variables determinantes del correspondiente 
flujo10. A modo de ejemplo, el gasto público por concepto de 
planillas de sueldos del período corriente como fracción del 
producto nominal se puede expresar como:

W Lsp r—  W Lsp — i
(11)   =   (1 + W + Lsp - ir - n)

P Y L- P Y — 1

donde la barra indica el valor del año base y un gorro la tasa 
instantánea de variación11.

10Si la descomosición del déficit se realiza a partir de 
flujos definicos como porcentajes del PIB, a cada partida se debe 
restar las tasas porcentuales de variación de los precios (x) y 
del producto real (n) respecto del año base.

i:i-Para una definición de la tasa instantánea de variación y 
de sus diferencias con la tasa ordinaria de variación ver Lerda 
(1989).



Esta descom posición d el d é f ic it  como fra c c ió n  d e l producto  
tie n e  una s e r ie  de v e n ta ja s: prim ero, se pueden id e n t if ic a r
directam ente cada una de la s  p a rtid a s  afectadas por e l  cambio de 
una v a r ia b le  económ ica en p a r t ic u la r ;  segundo, se puede 
i d e n t i f i c a r  e l  subsector p ú b lico  a l  que corresponden la s  
p a rtid a s , y te rc e ro , se puede d is t in g u ir  e l  presupuesto según 
moneda (n a cio n a l o e x t ra n je r a ).

Para ordenar la  descom posición de la s  d ife re n te s  p a rtid a s  
según la s  v a ria b le s  económicas determ inantes es conveniente  
in t r o d u c ir  v a r ia s  h ip ó t e s is  sobre e l  comportamiento de la s  
v a ria b le s  más im portantes para e l  presupuesto p ú b lic o . Siguiendo  
e l modelo de M arshall y Schmidt-Hebbel (1989a), se incorporan  
supuestos sim ples sobre la  función de recaudación d ire c t a , de 
modo de expresar sus v a ria c io n e s  en térm inos de e la s t ic id a d e s  
respecto  a la  tasa de impuesto, a lo s  p re c io s , a l in g reso  re a l y 
a la  tasa de in f la c ió n ;  luego se id e n t if ic a  e l  e fe cto  de una 
d e v a lu a c ió n  sobre e l  p re c io  de lo s  bienes tra n sa b le s ; y 
finalm ente se u t i l i z a  una re la c ió n  d el t ip o  F is h e r para d e f in ir  
la  tasa  de in te ré s  r e a l . Con estos elementos se reordena la  
descom posición por p a rtid a s  para generar la  descomposición  
económica d el d é f ic it .

En lo  que sig ue se introd uce una funció n para la  recaudación  
de lo s  impuestos d ire c t o s  nominales, que dependerá de la  tasa  
media de impuestos d ire c t o s  ( t ) ,  e l n iv e l g eneral de p re c io s  (P ), 
d el producto in te rn o  bruto r e a l (Y) y de la  tasa de in f la c ió n :

(12) TDIR a f  ( T , P, Y, ir)
(+) ( + ) (+) (")

donde l a  dependencia fu n cio n a l de lo s  impuestos d ire c to s  
nominales respecto de la s  t r e s  prim eras v a r ia b le s  es p o s it iv a  y 
respecto  de la  tasa de in f la c ió n  es negativa. Es p o s ib le  que la  
recaudación no aumente uno a uno con un aumento de c u a lq u ie ra  de 
la s  t r e s  prim eras v a r ia b le s . Es a s í  como aumentos en la  tasa de



impuestos pueden im p lic a r  aumentos menos que p ro p o rcio n a le s en la  
recaudación t r ib u t a r ia ,  por menor aumento en la  base t r ib u t a r ia  
(curva de L a ffe r) o por aumentos en la  evasión. Igualmente 
aumentos en e l  n iv e l de p re c io s  o en e l  producto r e a l pueden 
im p lic a r  aumentos menos que p ro p o rcio n a les en la  recaudación  
nominal (o ca id a s en la  recaudación r e a l)  en la  medida en que 
e x ista n  rezagos en la  re c o le c c ió n  t r ib u t a r ia .  Para medir la s  
v a ria c io n e s  de la  recaudación de impuestos d ire c to s  ante cambios 
en la s  v a r ia b le s  mencionadas se introducen la s  e la s t ic id a d e s  aT, 
otp y ay, que miden e l  efecto  de la  tasa media de impuestos, e l  
n iv e l de p re c io s  y e l  ing reso r e a l respectivam ente.

La p re se n cia  de la  tasa de in f la c ió n  en la  ecuación (12) 
r e f le j a  e l  rezago que e x is te  en la  recaudación t r ib u t a r ia .  En 
promedio este rezago puede se r de 20 a 30 d ía s , lo  que re s u lta  
s ig n if ic a t iv o  en p a íse s con a lt a s  tasas de in f la c ió n 12.

Respecto a la s  funciones de t r ib u ta c ió n  in d ire c t a , en
M arsh all y Schmidt-Hebbel (1989a) se supone que dependen uno a 
uno de la  base d el impuesto. S in  embargo es p o sib le  d e f in ir  
también en este caso una re la c ió n  fu n cio n a l.

Los bienes exportables e im portables se consideran productos 
d ife re n c ia d o s. E llo  conduce a un a r b it r a je  im perfecto en tre lo s  
p re c io s  in te rn a c io n a le s  (con a s t e ris c o ) y lo s  p re c io s  domésticos. 
La d e sv ia ció n  de lo s  p re c io s  de estos bienes respecto a la
paridad está dada por lo s  fa c to re s  <p-% Y

(13) PX = í x pX E

(14) PM = $M Pm E

Por tanto, e l  cambio en e l  p re c io  r e a l de lo s  bienes

12En e l  caso de Argentina, la s  p érdid as por e l  rezago en la  
recaudación t r ib u t a r ia  han sid o  estimadas en 2,4% d e l PIB en
1984, aumentando a más de un 3% d el PIB en e l  prim er semestre de
1985. Luego d el Plan A u stra l, y hasta f in e s  de 1986, estas  
p érd id as o s c ila ro n  en torno a l 0,4% d e l PIB.



exportables e im portables considera e l  e fe cto  de lo s  p re c io s  
in te rn a c io n a le s, e l  t ip o  de cambio y la s  v a ria c io n e s  en lo s  
fa c to re s  de co m p etitivid ad. Estos últim os in clu y e n  d is to rs io n e s  
a l comercio e x t e rio r, costos de tra n sp o rte  e interm ediación y 
co n d icio n es de competencia im perfecta.

En r e l a c i ó n  a l a s  t a s a s  de in t e r é s  se  p o s t u la  
simultáneamente la  v a lid e z  de la  ecuación de F is h e r y la  
in e x is te n c ia  de incertidum bre in f la c io n a r ia .  Con e l lo ,  la s  tasas  
nominales son (aproximadamente) ig u a le s  a la s  re a le s  más la s  
in f la c io n e s  re sp e c tiv a s :

(15) i  = r  + ir

(16) i*  = r* + ir*

Además, se d e fin e  e l  t ip o  de cambio r e a l o e fe c tiv o  como la
re la c ió n  en tre e l  n iv e l promedio de p re c io s  externos e in te rn o s,  
EP*/P, con lo  cu a l la  tasa de devaluación r  se d e fin e  como:

(17) r  ■ e + ir* -  ir

Con e sta s re la c io n e s , más a q u e lla s anotadas en e l  cuadro 4, 
se puede d e s a r r o lla r  la  descomposición d el d é f ic it  consolidado  
d e l  s e c t o r  p ú b lic o .  S in  embargo, p a ra  f a c i l i t a r  la  
in te rp re ta c ió n  de lo s  re su lta d o s que se obtienen a tra v é s de este
procedim iento re s u lt a  conveniente sep arar la  descomposición d el
se c to r de empresas p ú b lic a s  en forma independiente a l  re sto  de 
la s  p a rtid a s  d el se c to r p ú b lico .

Descomposición d el d é f ic it  de la s  empresas p ú b lic a s
E l d é f ic it  de la s  empresas p ú b lic a s  se d e fin e  como e l

aumento en la  deuda de este se cto r con e l  se c to r p rivad o  y con 
e l e x t e r io r  más la s  t ra s fe re n c ia s  d el gobierno general a la s  
empresas p ú b lic a s . Este d é f ic it  es ig u a l a la  d ife r e n c ia  entre  
e l  t o t a l de gastos de la s  empresas menos lo s  in g reso s operaciones



y de c a p it a l de este se c to r.
Las v a ria b le s  que afectan a l  d é f ic it  de la s  empresas 

p ú b lic a s  se pueden d i v i d i r  en cuatro grupos: la s  v a ria b le s
e x te rn a s  a l  p a ís , e l  entorno macroeconômico in te rn o , la s  
d e c is io n e s de p o l ít ic a  d e l gobierno general y la s  d e cisio n e s  
p ro p ia s de la s  empresas p ú b lic a s . La id e n t if ic a c ió n  d el efecto  
de lo s  cambios en cada una de esta s v a ria b le s  sobre e l  d é f ic it  
d el se c to r perm ite una mejor evalu ación d e l desempeño de la s  
empresas p ú b lic a s .

En cada uno de lo s  grupos señalados se u t i l iz a n  la s  
s ig u ie n te s  v a ria b le s  para la  descomposición d el d é f ic it  de la s  
empresas p ú b lic a s : (a) marco externo: p re c io  de exportables (P j[), 
p re c io  de im portables (P¿j) , tasa de in te ré s  in te rn a c io n a l ( i * ) ,  
tasa de in f la c ió n  in te rn a c io n a l (ir*) y entorno macroeconômico: 
tasa de devaluación r e a l ( T ) , tasa de in f la c ió n  ( i r ) , s a la r io s  
re a le s  (W/P), c o e fic ie n te s  de independencia de lo s  p re c io s  
tra n sa b le s in te rn o s (0^ y 0 j j ) , tasa de in te ré s  in te rn a  ( i ) ;  (c)
d e c is io n e s de p o l ít ic a  d el gobierno g en e ral: t a r i f a s  de empresas 
p ú b lic a s  en mercados no com petitivos (P g ); (d) d e cisio n e s de
p o l ít ic a  de la s  empresas: ventas b rutas (Qj),  empleo ( L j ) ,
compras interm edias ( X j ) ,  in v e rs ió n  r e a l b ruta ( Z j ) ,  in v e rsió n  
f in a n c ie ra  ( E F j ) .

Descomposición d el d é f ic it  p ú b lico  consolidado
La metodología d e sa rro lla d a  en M arsh all y Schmidt-Hebbel 

(1989a) s ir v e  como marco de re fe re n c ia  para la  descom posición del 
d e f ic it  p ú b lico  consolidado13. Los rasgos d e l modelo r e f le ja n  la  
e stru c tu ra  g lo b a l d e l se cto r p ú b lico  en América Latin a, más que 
la  de un p a ís  en p a r t ic u la r .  Esto im p lica  que en su a p lic a c ió n ,  
e s t e  marco de r e f e r e n c ia  debe m o d if ic a r s e  para h a cerlo  
c o n s is t e n t e  con la  e s t ru c t u r a  s e c t o r ia l,  de p o l ít ic a s  e

13En e l  anexo de este tra b a jo  se presenta la  ecuación de 
descom posición d el marco a n a lít ic o -c o n t a b le  d e sa rro lla d o  en 
M a rsh a ll y Schmidt-Hebbel (1989a).



instrum entos f is c a le s  e s p e c íf ic o s  de cada p a ís .
E l problema c e n tra l en la  descomposición d el d é f ic it  p ú b lico  

c o n siste  en la  d is p o n ib ilid a d  de datos. En g eneral, la  
metodología propuesta fue d e sa rro lla d a  con e l  p ro p ó sito  de que su 
implementació n re q u ie ra  de un mínimo de inform ación. La 
inform ación base es un cuadro de fuentes y usos de fondos del 
se c to r p ú b lico  consolidado. A p a r t ir  de esta inform ación se 
puede expresar cada ca te g o ría  como po rcen taje  d el PIB nominal. 
E l paso s ig u ie n te  es c a lc u la r  la s  d ife re n c ia s  o v a ria c io n e s  de 
cada fuente o uso como p o rcentaje d el PIB. T a l d ife r e n c ia  debe 
s e r asignada en tre la s  v a ria b le s  contables que determinan 
directam ente e l  f lu jo .

A l ig u a l que en e l  caso de la s  empresas p ú b lic a s , la s  
v a ria b le s  que determinan e l  d é f ic it  p ú b lico  pueden s e r  externas  
a l p a ís ,  formar p arte d el entorno macroeconômico o s e r  p o l ít ic a s  
a c t iv a s  de la  autoridad f i s c a l .  Aparte de la s  v a ria b le s
mencionadas anteriorm ente en cada una de esta s ca te g o ría s, en la  
descom posición d el d é f ic it  p ú b lico  consolidado se in clu ye n  lo s  
cambios en la s  p o l ít ic a s  p ú b lic a s : empleo p ú b lico , s a la r io s  de 
lo s  fu n c io n a rio s  p ú b lico s, compras de b ienes d e l gobierno, 
t r a s fe r e n c ia s  c o rrie n te s , b e n e fic io s  d el sistem a de seguridad  
s o c i a l ,  in v e r s ió n  r e a l ,  t a s a s  de im puestos d ir e c t o s  e 
in d ir e c t o s .

Una vez id e n t if ic a d o  e l  efecto  de e sta s v a ria b le s  es p o sib le  
reordenar e l  cuadro de descomposición contable a p a r t i r  de lo s  
determ inantes económicos d el d é f ic it .  Es d e c ir,  en vez de 
a sig n a r la s  v a ria c io n e s  de cada cate g o ría  en tre sus determ inantes 
co ntab les, e l la s  se asignan a lo s  cambios en la s  v a ria b le s  
económ icas.



IV . RESULTADOS DEL ANALISIS DE DESCOMPOSICION

La metodología presentada en la s  seccio n es a n te rio re s  s ir v e  
de base para una s e r ie  de estu d io s de casos sobre la  evolución  
d el d é f ic it  p ú b lico  en América L a tin a 14. Algunos re su lta d o s de 
t a le s  estu d io s perm iten comparar d ife re n te s  m ediciones para e l  
d é f ic it  d el se c to r p ú b lico  y a n a liz a r  e l  efecto  de v a ria b le s  
externas sobre e l d é f ic it .  Entre e sta s ú ltim as destaca e l  
e fe cto  de una devaluación sobre e l  d é f ic it .  T a l efecto  tie n e  
im p o rta n cia  en la  medida que la s  p o l ít ic a s  de a ju ste  y 
e s t a b iliz a c ió n  req u ie ren , normalmente, de un aumento en e l  t ip o  
de cambio de r e a l y de una reducción en e l  d é f ic it .  De a l l í  que 
s i  la  devaluación reduce e l  d é f ic it ,  e l  esfuerzo a d ic io n a l en 
m ateria de in g reso s y gastos p ú b lico s  es menor. Otro fenómeno 
que es p o s ib le  a n a liz a r  en base a lo s  re su lta d o s de lo s  estu d io s  
de casos es e l  desempeño de la s  empresas p ú b lic a s, incluyendo sus 
p r in c ip a le s  determ inantes.

1. M ediciones d el d é f ic it  p ú b lico
En la s  m ediciones d el d é f ic it  p ú b lico  es n e ce sa rio  conocer 

dos c a r a c t e r ís t ic a s  que re su lta n  determ inates en e l  re su lta d o : la  
cobertura d e l se c to r p ú b lico  y e l  concepto de d é f ic it .  Para 
i l u s t r a r  e sta s d iscre p a n cia s  se presentan en e l  cuadro 5 dos 
m ediciones d e l d é f ic it  p ú b lico  de C h ile  y México. En e l  caso de 
C h ile  e l la s  d if ie r e n  en la  cobertura, m ientras que en e l  caso de 
México e l la s  responden a conceptos d ife re n te s .

Las c i f r a s  d el cuadro 5 co rrespondientes a C h ile  muestran 
la  d ife r e n c ia  en tre e l  d é f ic it  d e l se c to r p ú b lic o  no fin a n c ie ro  y 
d e l s e c t o r  p ú b lico  consolidado. E l segundo in clu y e  la s  
operaciones c u a si f is c a le s  d el Banco C e n tra l. Las operaciones

14Los re su lta d o s de esta se cció n  están basados en e l  estudio  
sobre la  p o l ít ic a  f i s c a l  en C h ile  (Larrañaga, 1988).



c u a si f is c a le s  de mayor envergadura son un su b sid io  im p líc it o  
para lo s  deudores externos a tra v é s de un t ip o  de cambio 
p re fe re n c ia l y un programa de apoyo a l sistem a fin a n c ie ro  que 
in clu y e  un spread negativo para e l  Banco C e n tra l.

En e l  caso de México, la  d ife re n c ia  entre la  medición  
convencional y o p eracio nal d el d é f ic it  se debe a l  efecto  de la  
in f la c ió n  sobre lo s  gastos f in a n c ie ro s  d e l gobierno g en e ral.

Cuadro 5

MEDICIONES DEL DEFICIT PUBLICO

(p o rcen ta jes d e l PIB)

C h ile
D é f ic it operacional SP no fin a n c ie ro

SP no SP Déf. Déf
f in a c ie ro consolidado convencional operac:

1980 - 5 , 1 -4,6 6,0 4,3
1981 0,0 0,4 12,5 9,5
1982 4,0 10,1 14,6 7,2
1983 3,5 8,7 7,6 - 1 ,2
1984 4,7 12,2 6,6 “ 1,0
1985 3,1 13,7 7,4 3,5
1986 3,1 8,4 13,7 5,8
1987 1,4 5,0 16,6 -5 ,4

Fuentes: Barandiarán (1988) y Larrañaga (1988).

2. Determinantes d el d é f ic it  p ú b lico
Una c a r a c t e r ís t ic a  de la  evo lució n  d el d é f ic it  p ú b lico  en 

América L atin a durante la  presente década es la  c o e x iste n c ia  de 
una p o l ít ic a  de austerid ad  en e l  gasto no f in a n c ie ro  con 
elevados d é f ic it  d el se cto r p ú b lico . Este fonómeno se e x p lic a  
por e l  efecto  adverso de skocks externos.

En e l  caso de C h ile , e l  se cto r p ú b lico  tuvo un su p e rá v it



e q u i v a l e n t e  a 4 ,6 %  d e l  PIB en 1980  y  un d é f i c i t  de 1 3 ,7 %  d e l  PIB 
en 1 9 8 5 .  E s t e  aumento en e l  d é f i c i t  s e  e x p l i c a ,  p r i n c i p a lm e n t e ,  

p o r  e l  e f e c t o  de l o s  cam bios en e l  e n to r n o  e x t e r n o  a l  s e c t o r  
p ú b l i c o  y  de r e fo r m a s  a l  s i s t e m a  t r i b u t a r i o  y  a l  s i s t e m a  
p r e v i s i o n a l .

E n tr e  l o s  cam bios  en l a s  v a r i a b l e s  e x t e r n a s  s e  e n c u e n tr a  l a  
r e d u c c ió n  en e l  volum en de c o m e r c io ,  con  un c o s t o  e q u i v a l e n t y e  a 
1% d e l  PIB en té r m in o s  de m enores i n g r e s o s ,  l a  c a íd a  en l o s  

t é r m in o s  de in t e r c a m b io ,  con un e f e c t o  en té r m in o s  de menores  

i n g r e s o s  p o r  un monto e q u i v a l e n t e  a 3 ,5 %  d e l  PIB y  un aumento en 

e l  s e r v i c i o  de l a  deuda e x t e r n a  p o r  un monto de 4 ,7 %  d e l  PIB. 
E s t o s  t r e s  e f e c t o s  suman 9 ,2 %  d e l  P I B .  V a l e  d e c i r ,  
aproxim adam ente un 50% d e l  aumento d e l  d é f i c i t  p ú b l i c o .

En e l  e s c e n a r i o  m acroeconôm ico i n t e r n o  l a  v a r i a b l e  que t i e n e  

mayor im p o r ta n c ia  e s  e l  aumento en e l  t i p o  de cam bio r e a l .  E n tre  

1 9 8 0  y  1 9 8 5  s e  p rod u ce  una d e v a lu a c ió n  r e a l  de 50%. E l l o  aumenta  

l o s  i n g r e s o s  t r i b u t a r i o s  y  l a s  v e n t a s  de l a s  em p resas p ú b l i c a s .  
En e l  c a s o  de C h i l e ,  e s t e  e f e c t o  a lc a n z a  a lr e d e d o r  de 5% d e l  PIB.

Las r e fo r m a s  a l  s i s t e m a  t r i b u t a r i o  (1 9 8 4 )  y  a l  s is te m a  

p r e v i s i o n a l  (1 9 8 1 )  r e d u je r o n  l o s  i n g r e s o s  d e l  s e c t o r  p ú b l i c o .  La 

p r im e r a ,  p o r  d is m in u s ió n  en l a s  t a s a s  de  l o s  im p u e sto s  d i r e c t o s ,  

y  l a  se g u n d a , p o r  l a  r e d u c c ió n  en e l  número de c o t i z a n t e s  en l a s  

c a j a s  e s t a t a l e s  de p r e v i s i ó n .  S ó lo  l a  r e d u c c ió n  en e l  número de  
c o t i z a n t e s  s i g n i f i c ó  una r e d u c ió n  en l o s  i n g r e s o s  p ú b l i c o s  de  

5 ,5 %  d e l  P IB . Por su  p a r t e ,  l a  re fo rm a  t r i b u t a r i a  de 1984  
g e n e r ó  una r e d u c c ió n  de 2% d e l  PIB en l a  r e c a u d a c ió n  d i r e c t a .

O tr o  com ponente im p o r ta n te  en e l  aumento d e l  d é f i c i t  p ú b l i c o  
en C h i l e  son  l a s  o p e r a c i o n e s  c u a s i  f i s c a l e s  d e l  Banco C e n t r a l .  

S i  b i e n  s e  t r a t a  de una p o l í t i c a  f i s c a l  a c t i v a ,  en g ra n  p a r t e  

e l l a  r e sp o n d e  a l o s  sh o c k s  e x t e r n o s .  E l  aumento de d ic h a s  

o p e r a c i o n e s  e n t r e  19 8 0  y 19 8 5  e s  i g u a l  a 7 ,3 %  d e l  PIB.

E l  c o n ju n t o  de e s t o s  e f e c t o s  s e  d e t a l l a  en e l  cu ad ro  6 .



CHILE: DETERMINANTES DEL DEFICIT PUBLICO 1 9 8 0 - 8 5  

( p o r c e n t a j e s  s o b r e  e l  PIB)

Cuadro 6

V a r i a b l e E f e c t o

S ch o ck s  e x t e r n o s

+ r e d u c c ió n  de im p o r ta c io n e s 1 , 0
+ v a r i a c i ó n  de p r e c i o s  e x t e r n o s 3 , 5
+ aumento deuda p ú b l i c a 4 , 7

E n torn o  m acroeconôm ico

+ d e v a lu a c ió n  r e a l - 5 , 0

R eform as e s t r u c t u r a l e s

+ re fo rm a  t r i b u t a r i a 2 , 0
+ re fo rm a  p r e v i s i o n a l 5 , 5

O o e r a c io n e s  c u a s i  f i s c a l e s 7 , 3

T o t a l 1 9 , 0

V a r i a c i ó n  d e l  d é f i c i t 1 8 ,3

F u e n te :  E s t im a c io n e s  b a sa d a s  en L arrañ aga  (1 9 8 8 )

En s í n t e s i s ,  l a  r e s p o n s a b i l i d a d  p o r  e l  aumento d e l  d é f i c i t  
p ú b l i c o  en C h i l e  e n t r e  1980  y  19 8 5  e s  c o m p a r tid a  e n t r e  l a s  
v a r i a b l e s  e x t e r n a s  y  l a s  m edidas de p o l í t i c a  f i s c a l .

3 .  E l  e f e c t o  de l a  d e v a lu a c ió n  s o b r e  e l  d é f i c i t

Un aumento d e l  t i p o  de cam bio r e a l  t i e n e  una s e r i e  de  
e f e c t o s  s o b r e  e l  d é f i c i t  p ú b l i c o ,  e s p e c ia lm e n t e  a t r a v é s  de l a  

r e c a u d a c ió n  de im p u e sto s  a l  c o m e r c io  e x t e r i o r ,  l a s  v e n t a s  de l a s  

em p resa s  p ú b l i c a s  p r o d u c to r a s  de b i e n e s  t r a n s a b l e s ,  l a s  compras  

in t e r m e d ia s  y  l a  i n v e r s i ó n  r e a l  en b i e n e s  t r a n s a b l e s  p o r  p a r t e  
d e l  g o b i e r n o  g e n e r a l  y  de l a s  em presas p ú b l i c a s  y  l o s  g a s t o s



f i n a n c i e r o s  de l a  deuda e x t e r n a .

En m a t e r ia  de r e c a u d a c ió n  t r i b u t a r i a  una d e v a lu a c ió n  r e a l  
t i e n e  d o s  e f e c t o s :  en p r im e r  l u g a r ,  e l  t i p o  d e  cam bio s e  u t i l i z a  
p a ra  e l  c á l c u l o  de l a  b a s e  im p o n ib le  en moneda d o m é s t ic a  de l o s  

im p u e sto s  a l  c o m e r c io  e x t e r i o r .  De a l l í  que una d e v a lu a c ió n  

g e n e r a  un aumento en l a  r e c a u d a c ió n  t r i b u t a r i a .  La m agnitu d  de  

e s t e  e f e c t o  depende de l a  im p o r ta n c ia  de l o s  im p u e sto s  a l  
c o m e r c io  e x t e r i o r  en e l  t o t a l  de l o s  i n g r e s o s  t r i b u t a r i o s .  Por  

e je m p lo ,  en e l  c a s o  de C h i l e ,  e l  IVA a l a s  im p o r ta c io n e s  y  l o s  
a r a n c e l e s  g en era n  una r e c a u d a c ió n  en t o r n o  a 7% d e l  PIB. En 

segund o l u g a r ,  e l  aumento en e l  t i p o  de cam bio t i e n e  un e f e c t o  

i n d i r e c t o  s o b r e  e l  volum en d e  c o m e r c io  e x t e r i o r 1 5 . E s t e  e f e c t o  

r e d u c e  l a  r e c a u d a c ió n  t r i b u t a r i a .  S in  em bargo, l a  e s t im a c io n e s  
de l a  e l a s t i c i d a d  de l a  demanda p o r  im p o r t a c io n e s  in d ic a n  que  
é s t a  t i e n e  un v a l o r  b a j o  en l o s  p a í s e s  de A m érica  L a t i n a .  Por  

e l l o ,  l a  suma d e l  e f e c t o  d i r e c t o  e  i n d i r e c t o  de l a  d e v a lu a c ió n  
aumenta l o s  i n g r e s o s  d e l  s e c t o r  p ú b l i c o .

L a s  c o m p r a s  i n t e r m e d i a s  d e  b i e n e s  t r a n s a b l e s  y  l a  

a d q u i s i c i ó n  de m a q u in a ria s  y  e q u ip o s  e s  o t r a  de l a s  p a r t i d a s  que 

r e s u l t a  a f e c t a d a  p o r  una d e v a lu a c ió n  r e a l .  Nuevamente, e s  
p o s i b l e  i d e n t i f i c a r  un e f e c t o  d i r e c t o  y  o t r o  i n d i r e c t o .  E l  

p r im e ro  cam bia e l  c o s t o  de l o s  b i e n e s  m an ten ien d o c o n s t a n t e  l a  
c a n t i d a d .  E l  segundo r e f l e j a  e l  a j u s t e  en l a  c a n t i d a d .

Las v e n t a s  de l a s  em p resas p ú b l i c a s  p r o d u c t o r a s  de b ie n e s  
t r a n s a b l e s  so n  una d e  l a s  p a r t i d a s  más im p o r ta n te s  en  e l  e f e c t o  

de l a  d e v a lu a c ió n  s o b r e  e l  d e f i c i t  p ú b l i c o .  En l o s  p a í s e s  donde  
e s t e  grupo de em p resas e s  im p o r ta n te  l a  d e v a lu a c ió n  t i e n d e  a 
r e d u c i r  un d é f i c i t  d e l  s e c t o r  p ú b l i c o  c o n s o l i d a d o .

Por ú l t i m o ,  una d e v a lu a c ió n  r e a l  a f e c t a  e l  s e r v i c i o  de l a  

d e u d a  e x t e r n a .  En e s t e  c a s o  e x i s t e  un e f e c t o  d i r e c t o ,  
p r o p o r c i o n a l  a l  monto de l o s  com prom isos f i n a n c i e r o s  con  e l  

e x t e r i o r .

15En e l  c o r t o  p l a z o  una d e v a lu a c ió n  r e a l  ta m b ién  puede  
g e n e r a r  una r e d u c c ió n  en e l  p r o d u c to  i n t e r n o .



En e l  cu ad ro  7 s e  p r e s e n t a  una e s t i m a c i ó n  d e l  e f e c t o  de  una

d e v a lu a c ió n  de 10% en C h i l e .

Cuadro 7

CHILE: EFECTO DE UNA DEVALUACION REAL 
DE 10% SOBRE EL DEFICIT PUBLICO

( p o r c e n t a j e s  d e l  PIB)

b a s e  1980 e f e c t o  d i r .

T r i b u t a c i ó n  a l  c o m e r c io  e x t e r i o r 6 , 6 - 0 , 6

Comora d e  b i e n e s  in t e r m e d io s
-  g o b ie r n o  g e n e r a l 3 , 1 0 , 3
-  em p resas p ú b l i c a s 1 1 ,2 0 , 7

I n v e r s i ó n  r e a l
-  g o b ie r n o  g e n e r a l 2 , 6 0 , 0
-  em p resas p ú b l i c a s 2 , 6 0 , 2

V e n ta  de em o resa s  p ú b l i c a s
-  c o b r e 8 , 8 - 0 , 9
-  t r a n s a b l e s  no c o b r e 1 1 , 1 “ 1 , 0
-  no t r a n s a b l e s 5 , 0 - 0 , 0

G a s to s  f i n a n c i e r o s  e x t e r n o s
-  g o b ie r n o  g e n e r a l 0 , 8 0 , 1
-  em p resas p ú b l i c a s 0 , 9 0 , 1
-  Banco C e n t r a l 0 , 5 0 , 0

TOTAL - 1 . 2

En e l  c a s o  de C h i l e ,  una d e v a lu a c ió n  r e a l  de 10% g e n e r a  un 
aumento en l o s  r e c u r s o s  f i s c a l e s  p o r  un monto en t o r n o  a l  1% d e l  

PIB. E s t e  e f e c t o  s e  d ebe p r i n c i p a lm e n t e  a l  aumento en  l a s  v e n t a s  
de l a s  em p resas p ú b l i c a s  que a lc a n z a  a un 2%. En a u s e n c ia  de  
e s t e  e f e c t o ,  e l  r e s u l t a d o  de l a  d e v a lu a c ió n  s e r i a  n e g a t i v o  p ara  

e l  s e c t o r  p ú b l i c o .



4 .  E l  d é f i c i t  de l a s  em p resas p ú b l i c a s

La d e s c o m p o s ic ió n  d e l  r e s u l t a d o  d e  l a s  em p resa s  p ú b l i c a s  
e n t r e g a  una im p o r ta n te  in fo r m a c ió n  p a ra  a n a l i z a r  e l  desempeño de  
e s t e  s e c t o r .  En e l  c a s o  d e  C h i l e  e s t a  in fo r m a c ió n  s e  p r e s e n t a  en  
e l  cu a d ro  8 .

Cuadro 8

CHILE: CAMBIO EN EL SUPERAVIT DE LAS 
EMPRESAS PUBLICAS ENTRE 1 9 8 0  Y 1985

( p o r c e n t a j e s  d e l  PIB)

TOTAL

V e n ta s 7 , 2

-  p r e c i o s  e x t e r n o s - 3 , 5
-  t a r i f a s  p ú b l i c a s 0 , 8
-  t i p o  de cam bio 7 , 8
-  p r o d u c c ió n 5 , 4

O t r o s  incrresos n e t o s 2 . 2

G a s t o s  de o o e r a c ió n 2 . 9
-  re m u n e ra cio n e s - 0 , 3
-  com pras in te r m . 3 , 2

G a s to s  f i n a n c i e r o s 3 , 4
-  deuda e  i n t .  i n t e r n . 2 , 0
-  deuda e x t e r n a 0 , 7
-  t i p o  de cam bio 0 , 7
-  t a s a  de i n t e r é s  e x t . 0 , 0

A h orro 4 . 5

Incrresos n e t o s  de c a o . "Ú x 2

I n v e r s i ó n  r e a l 1 . 4

S u o e r á v i t 2x4
-  t r a n s f .  a l  f i s c o - 1 , 5
-  f i n .  e x t e r n o 0 , 4
-  f i n .  in t e r n o - 1 , 3

F u e n te :  L arrañ aga  ( 1 9 8 8 ) .

E n tr e  19 8 0  y 1 9 8 5  e l  s e c t o r  de em p resas p ú b l i c a s  m e jo r ó  su



r e s u l t a d o  f i n a n c i e r o  en un monto e q u i v a l e n t e  a 2 ,4 %  d e l  P IB . A 

su  v e z ,  e l  a h o r r o  de e s t e  s e c t o r  aumentó en 4 ,5 %  d e l  P IB . La 

e x p l i c a c i ó n  de e s t e  fenómeno s e  e n c u e n tr a  en e l  t i p o  de cam bio y  

en e l  aumento de l a  p r o d u c c ió n .  E l  e f e c t o  de ambas v a r i a b l e s  
p r o d u jo  un aumento en l o s  i n g r e s o s  b r u t o s  p o r  v e n t a s  p o r  c a s i  13% 
d e l  P IB . A h o ra , e l  aumento en l a  p r o d u c c ió n  y  en  e l  t i p o  de  
cam bio  aum entaron l o s  g a s t o s  o p e r a c i o n a l e s  y  e l  c o s t o  de l o s  
b i e n e s  de c a p i t a l .  De a l l í  que en té r m in o s  n e t o s  e l  e f e c t o  de l a  
d e v a lu a c ió n  r e a l  y  e l  aumento de l a  p r o d u c c ió n  a lc a n z a  a l  8 ,6 % .

O t r o  e f e c t o  im p o r ta n te  e s  e l  aumento de l o s  g a s t o s  

f i n a n c i e r o s  p o r  un monto e q u i v a l e n t e  a 3 ,4 %  d e l  PIB.

Como r e s u l t a d o  d e l  aumento en e l  s u p e r a v i t  f i n a n c i e r o  de l a s  
e m p r e s a s  p ú b l i c a s ,  e l  g o b i e r n o  g e n e r a l  r e c i b i ó  r e c u r s o s  
a d i c i o n a l e s  p o r  1 ,5 %  d e l  PIB , u t i l i z a n d o  un 1 ,3 %  d e l  PIB en  
r e d u c c ió n  de l a  deuda i n t e r n a .
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ANEXO

ECUACION PARA LA DESCOMPOSICION DEL DEFICIT PUBLICO

Í

De a c u erd o  a l o s  f l u j o s  de f u e n t e s  y  u s o s  d e  fo n d o s  
d e f i n i d o s  en e l  t r a b a j o  de M a r s h a l l  y  S c h m id t-H e b b e l  ( 1 9 8 9 a ) ,  l a  
e c u a c ió n  de d e s c o m p o s ic ió n  d e l  d é f i c i t  p ú b l i c o  c o n s o l i d a d o  e s  l a  
s i g u i e n t e :
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F e b r e r o ,  1989

PLANES DE DESARROLLO Y POLITICAS FISCALES ï ASPECTOS TECNICOS Y 
POLÍTICOS----------------- 7 "---------------------------------------- :-------------------------------------------------------------------

por Juan A n to n io  M o r a le s *

INTRODUCCION

E sce  t r a b a j o ' t i e n e  por o b j e t i v o  p r i n c i p a l  exam in ar  l o s  a s p e c t o s  

f i s c a l e s  en e j e r c i c i o s  de p l a n i f i c a c i ó n  que t i e n e n  un h o r i z o n t e  

de la r g o  p la z o .  Se i n t e n t a ,  en e s p e c i a l ,  c o n t r i b u i r  a l a  compren­

s i ó n  de l o s  p rob lem a s de f i n a n c i a m i e n t o  y de g e s t i ó n  d e l  s e c t o r  

p ú b l ic o  de la r g o ,  p la z o ,  a p a r t i r  de c o n d i c i o n e s  i n i c i a l e s  muy 

d i f í c i l e s .  A p e sa r  de que la  mayor p a r t e  de l a  d i s c u s i ó n  e s t á  

basada en e l  e j e r c i c i o  b o l i v i a n o ,  a l  que nos r e f e r i m o s  rnás 
a d e la n t e ,  a lg u n o s  de l o s  t ó p i c o s  pueden t e n e r  un i n t e r é s  más 

g e n e r a l ,  en e s p e c i a l ,  a q u e l l o s  que t r a t a n  p rob lem a s que son  

comunes a p a í s e s  pequeños y mea ia n o s ,  con una deuda p u b l ic a  

e x te r n a  muy s u s t a n c i a l  y con un a m p lio  s e c t o r  p ú b l i c o  d e p e n d ie n te  

de manera im p o r ta n te  p ara  su  f in a n c i a m ie n t o  de l a s  e x p o r t a c i o n e s  

de r e c u r s o s  n a t u r a l e s  no r e n o v a b le s .

El desempeño d e l  s e c t o r  ' p ú b l i c o  da una e x p l i c a c i ó n  c r u c i a l  d e l  
d e s a r r o l l o  econ óm ico  b o l i v i a n o  (y tam bién  de su a l t o  endeudam ien­

t o  e x te r n o )  e n t r e  195c! y 1 9 8 5 . 1 Para l o s  f i n e s  de e s t e  documento, 
se  e n t ie n d e  corno s e c t o r  p ú b l ic o  a l  s e c t o r  p ú b l i c o  c o n s o l i d a d o  no

*  C o n s u lto r  de l a  D eu tsch e  G e s e l l s c h a f t  f u r  T$ chn,ische  
.Zusammenarbeit (GTZ). E s t e  t r a b a j o  e s t á  fu e r te m e n te  in s p i r a d o  en 
la  E s t r a t e g i a  de D e s a r r o l l o  Económ ico v S o c i a l .  1 9 8 9 -S 0 Q 0 . 
preparada por e l  M i n i s t e r i o  de P la n e a m ie n to  y C o o r d in a c ió n  -del  
g o b ie r n o  de B o l i v i a ,  con l a  c o o p e r a c ió n  de l a  GTZ .y de o t r a s  
a g e n c ia s  i n t e r n a c i o n a l e s .  El a u t o r  d e se a  a g r a d e c e r  a E. A r is p e ,  
D. Welz y K. Roger por s u s  c o m e n ta r io s  a e s t a  v e r s i ó n .



f i n a n c i e r o ,  conform ado pòr e l  g o b ie r n o  -  en s u s  n i v e l e s  c e n t r a ­

l e s ,  r e g i o n a l e s  y l o c a l e s  — y l a s  em p resa s  p ú b l i c a s .  El tamaño  

d e l  s e c t o r  p ú b l i c o _ e n  l a  econom ía b o l i v i a n a  s i g u e  s ie n d o  g ra n d e ,  

aún d e s p u é s  de l a s  r e fo r m a s  d e l  ú l t im o  t r i m e s t r e  de 1 9 8 5 .  Más 

aún, in d e p e n d ie n te m e n te  de c u a l q u i e r  e s t r a t e g i a  e s p e c í f i c a  de  
d e s a r r o l l o ,  e l  s e c t o r  p ú b l i c o  c o n t in u a r á  t e n ie n d o ,  p r e v i s i b l e m e n ­

t e ,  un p ap el s i g n i f i c a t i v o  en l a  fo r m a c ió n  de c a p i t a l .

.El D e c r e to  Supremo NO. 2 1 0 6 0  d e l  2 9  de A g o s t o  de 19 8 5  d i ó i n i c i o  

a un a b a n ic o  de p ro fu n d a s  r e fo r m a s  e c o n ó m ic a s ,  s im u ltá n e a m e n te  

con un programa de e s t a b i l i z a c i ó n .  E sa s  r e fo r m a s  c o n f ig u r a n  la  

Nueva P o l í t i c a  Económ ica (NPE). Las r e fo r m a s  e c o n ó m ic a s  t r a í d a s  
por l a  NPE in c lu y e n  p r i n c i p á lm e n t e  l a s  r e d e f i l i c i o n e s  de l o s  

p a p e le s  d e l  Es'tado y d e l  s e c t o r  p r iv a d o ,  l a  a p e r tu r a  a l  c o m e rc io  

e x t e r i o r ,  i n c e n t i v o s  para f a v o r e c e n  l a  p r o d u c c ió n  de b ie n e s  

t r a n s a b l e s  en e l  c o m e rc io  i n t e r n a c i o n a l ,  - e s p e c i a l m e n t e  l o s  
b a sa d o s  en la  d o t a c i ó n  de r e c u r s o s  n a t u r a l e s - ,  la  r e d u c c ió n  de 

p r o t e c c i o n e s  e x c e s i v a s  a l  s e c t o r  i n d u s t r i a l ,  y e l  im p u lso  a la  

a g r i c u l t u r a  - t a n t o  cam pesina corno c o m e r c i a l .

Con l a  a p l i c a c i ó n  e x i t o s a  de la  NPE v i n i e r o n  l a s  n e c e s id a d e s  de 
p ro v e e r  a l  p a í s  con una v i s i ó n  de l a r g o  p la z o  de su d e s a r r o l l o  

econ óm ico  y de d e l i n e a r  un c o n ju n to  de p o l í t i c a s  «a d e c u a d a s  a 
é s t a .  En r e s p u e s t a ,  e i  g o b ie r n o  b o l i v i a n o  ha p rep arad o un 

documento c o n te n ie n d o  una e s t r a t e g i a  c o m p re n siv a  de d e s a r r o l l o  
económ ico y s o c i a l  (a la  que nos r e f e r i r e m o s  de aquí en a d e la n t e  
corno la  E st r a t e a  i a ) . con e l  h o r i z o n t e  1 9 8 9 - 2 0 0 0 .  Se su b r a y a r á  que 
e s t e  docum ento t i e n e  t o d a v ía  un c a r á c t e r  s o la m e n te  t é c n i c o  porque  

no ha s i d o  t o d a v í a  aprobado en l o s  n i v e l e s  más a l t o s  de d e c i s i ó n .

La E s t r a t e g i a  a m b ic io n a  s e r  p e r c i b i d a  por e l  p ú b l i c o  . como u n a"  

p r o lo n g a c ió n  n a t u r a l  de l a s  r e fo r m a s  de p o l í t i c a  económ ica que



com enzaron en A g o s to  de 1 9 8 5 ;  p r o p o r c io n a  a d ic io n a lm e n t e  e s c e n a ­

r i o s  de l a s  p e r s p e c t i v a s  de l a r g o  p l a z o  de l a  econom ía b o l i v i a n a ,  

s i  s e  s i g u e  d e te r m in a d a s  p o l í t i c a s .  La E s t r a t e n  ia  no e s t á  

d i v o r c i a d a  de l a s  p o l í t i c a s  de e s t a b i l i z a c i ó n ;  a l  c o n t r a r i o ,  

c o n d ic io n a  s u s  lo g r o s  a una s e c u e n c i a  de p o l í t i c a s  c o r r e c t a s  de  
c o r t o  p la z o  y a que l o s  d i s t i n t o s  com pon entes de la  demanda 

a g r e g a d a  s e  a l i n e e n  con s u s  p e r s p e c t i v a s  de la r g o  p l a z o . 8  Se  

p a r t e  de la  p rem isa  de que l a s  p o l í t i c a s  de e s t a b i l i z a c i ó n  son  

fu n d a m e n ta le s  para s o s t e n e r  una e s t r a t e g i a  de c r e c i m i e n t o .

La S e c c ió n  I p r o p o r c io n a  una v i s i o n  p anorám ica de l a s  c o n d i c i o n e s

i n i c i a l e s  para la  fo r m u la c ió n  de una p o l í t i c a  f i s c a l  de la r g o
*>

p l a z o .  En la  S e c c ió n  I I ,  s e  exam ina l o s  a l c a n c e s  de la  E s t r a t e ­

g i a . con  una c a r a c t e r i z a c i ó n  de s u s  o b j e t i v o s  e in s tr u m e n to s .  En 

la  S e c c ió n  I I I ,  que t i e n e  un c a r á c t e r  l ig e r a m e n t e  más t é c n i c o  que 

l a s  o t r a s ,  s e  p r e s e n t a  l o s  e n fo q u e s  s e g u i d o s  para la  c o n s i s t e n c i a  
m acroeconôm ica de la  E s t r a t e n  i a . En la  S e c c ió n  IV s e  d e d ic a  

e s p a c i o  a l o s  a s p e c t o s  de econom ía p o l í t i c a  en la  fo r m u la c ió n  de  

l a  E s t r a t e o  ia  y en e l  programa de i n v e r s i o n e s  p ú b l i c a s  con com i­

t a n t e .  La S e c c ió n  V resume e l  docum ento y o f r e c e  l a s  c o n c lu s i o n e s  
p r i n c i p a l e s .

I . -  ANTECEDENTES

A . — Tamaño v d e s a r r o l l o s  r e c i e n t e s  d e l  s e c t o r  p ú b lic o

El Cuadro 1 m uestra l a  im p o r ta n c ia  d e l  s e c t o r  p ú b l ic o  en la  

econom ía de l o s  años o c h e n ta .  El consumo d e l  g o b ie r n o  más la  

i n v e r s i ó n  p ú b l ic a  c o n s t i t u y e r o n  más d e l  19% d e l  P rod u cto  In te r n o  
B ru to  <PIB> e n t r e  1980 y 1 9 8 8 .  S o la m e n te  en 1988 -  año in m e d ia ta ­

mente p o s t e r i o r  a l  d e l  programa de e s t a b i l  i z a c i o n - y -  cuando además  

se- s u f r i ó  un f u e r t e  d e t e r i o r o  en l o s  té r m in o s  de in te r c a m b io  —



EVOLUCION DE LOS GASTOS PUBLICOS, 1980-1988
3SSSSS=SS23SSSS5S3SSSSS3S30SSSSSSSasS=SS3SSS:

( En porcentaje del PIB)

CUADRO 1

CONSIMO DEL 
GOBIERNO

INVERSION FIJA DEL 
SECTOR PUBLICO

==== 1
GASTO PUBLICO 1 

TOTAL 1

1 1980 14.0 7.0 21.0 1
1 1981 1L8 7.7 19.5 1
1 1982 15.7 6.5 22.2 1
1 1983 16.7 4.6 21.3 1
1 1984 p) 20.5 3.1 23.6 1
1 1985 e) 15.5 3.5 19.0 1
1 1988 e) 11.2 4.7 15.9 1
1 1987 e) 14.2 5.4 19.6 1
1 1988 e) 13.4 6.0 19.4 1

... ...  .......... -™i
FUENTE: Banco Mundial, Bolivia:Updating Econoeic Memorandum, Junio 1988 

y Estrategia de Desarrollo Econfiaico y Social, 1989-2000

NOTAS: p) Preliminar
e) Estimación

CUADRO 2

RESUMEN DE LAS OPERACIONES DEL SECTOR PUBLICO CONSOLIDADO, 1980-1987 

( En porcentaje del PIB)
1 saa====gTrar====rx====—
11 ■ . . .  .....i ■ ■ 1980 1981 1982 1983 1984 p) 1985 e) 1986 e) 1987 e) !
1 Superavit/DÉficit en 
1Cuenta Corriente -2.2 -0.6 -8.9 -16.6 -20.3 -7.1 -0.7 -5.6 I
1
1 Ingresos de CapitalI ■0.3 0.5 0.6 4.L 0.3 0.2 1.1 0.9 !

1 Gastos de Capital 7.0 7.3 7.4 5.2 3.9 3.0 4.3 ■ 5.1 1

1Pristamos netos 0.1 0.3 0.2 0.0 0.0 0.0 0.0 0.0 i
* « ,#
1 Superavit/Deficit 
fGlobal -9.1 -7.5 -15.9 -17.7 -24.0 -9.9 -4.0 -9.8 i
I
IFinanciamiento 9.1 7.5 15.9 17.7 24.0 9.9 4.0 9.8 !
1 financiamento Externo (neto) 4.9 . 12.4 0.1 -0.7 5.0 3.8 5.3 5.2 1
1 Financiamiento Interno (neto) 4.0 -4.7 16.6 18.4 19.0 6.1 .-1.3 4.6 i
1 Sistema Bancario ( teto) 4.6 4.0 32.9 29.7 22.5 7.1 -3.1 1.6 1
! Otros (neto) -0.6 -8.7 -16.2 -11.3 -3.4 -1 .0 1.8 3.0 1
1 Préstamos Externos de 
1 Corto Plazo 1
Issss— =q=ASBSBa«===3=g==aag

0.2 -0.1 ' -Ó. 9 0.0 0.0 0.-O- 0.0 0.0 !

FUENTE: Banco Mundial, 8olivia:Updating Econoeic Meeorandue, Junio 1988 
y Estrategia de Desarrollo Económico y Social, 1989-2000

NOTAS: p) Preliminar
e) Estimación



e l  g a s t o  p ú b l i c o  cayó  por d e b a jo  de 1 £ * .  D esde e n t o n c e s ,  e l  g a s t o
i

p ú b l i c o  como p r o p o r c ió n  d e l  PIB, ha v e n id o  r e cu p e ra n d o  s u s  

n i v e l e s  a n t e r i o r e s .

Se n o t a r á  que l a  i n v e r s i ó n  f i j a  p ú b l i c a  c o n s t i t u y ó  más de la  

m itad  d e l  t o t a l  de i n v e r s i ó n  f i j a  t o t a l  en e l  mismo p e r í o d o ;  é s t a  
s i t u a c i ó n  c o n t in u ó  aún d e s p u é s  de i n i c i a d o  e l  programa de 
e s t a b i 1 i z a c i ó n .  El e s t a d o  e s  p r o p i e t a r i o  de l a s  p r i n c i p a l e s  

e m p resa s  e x p o r ta d o r a s  Y a c im ie n t o s  P e t r o l í f e r o s  F i s c a l e s  B o l i v i a ­

n os (YPFB) y C o r p o r a c ió n  M in era  de B o l i v i a  (COMIBOL), aunque é s t a  

ú lt im a  ha v e n id o  p e r d ie n d o  im p o r t a n c ia .  En r e l a c i ó n  a l  em p leo , se  
h ace n o t a r  que en 1 9 8 8 ,  ú l t im o  año p ara  e l  que s e  d isp o n e n  

c i f r a s ,  e l  em pleo en* e l  se c to t*  p ú b l i c o  a b s o r b ía  e l  £ 5 .  4 ‘X d e l  
t o t a l  de em pleo urbano.

El Cuadro £ i l u s t r a  l a s  d i f i c u l t a d e s  de f i n a n e ia m ie n t o  d e l  s e c t o r  

p ú b l i c o  en l o s  años o c h e n ta .  Se o b s e r v a r á  en e s e  cu ad ro  lo s  

e x t r a o r d in a r ia m e n t e  g r a n d e s  d é f i c i t s  f i s c a l e s  ( c a l c u l a d o s  con la  

d e f i n i c i ó n  c o n v e n c io n a l  de n e c e s id a d e s  de f in a n c i a m ie n t o  d el  
s e c t o r  p ú b l ic o  c o n s o l i d a d o )  d u r a n te  l o s  añ o s  de a l t a  i n f l a c i ó n  

1 9 8 £ - 1 9 8 6  y la  c a í d a  d r a m á tic a  d e l  d é f i c i t  f i s c a l  en 1986 .  
D esa fo rtu ñ a d a m e n te , e l  d é f i c i t  s e  in crem en tó  de nuevo en 1987 ,  
d e b id o  en gran p a r te  a l a s  moras de la  A r g e n t in a  en s u s  p agos por  

e l  gas  n a tu r a l  que B o l i v i a  l e  vende y l a s  in d e m n iz a c io n e s  de 
r e t i r o  a l o s  t r a b a j a d o r e s  d e s p e d id o s  de la  em presa e s t a t a l  
C o rp o r a c ió n  M inera de B o l i v i a .  Los d a t o s  d e l  s e c t o r  p ú b l ic o  

c o n s o l id a d o  no e s t á n  t o d a v i a  c o m p le to s  para 1 9 8 8 ;  e s t i m a c i o n e s  
p r e l i m in a r e s  s e ñ a la n  una m e jo r ía  n o t a b le  en r e l a c i ó n  a 19 8 8 .

Se debe r e c o r d a r  que en e l  programa b o l i v i a h o .d e  e s t a b i l i z a c i ó n ,  

l a s  m edidas de sa n e m ie n to  f i s c a l -  s o n '  m e d u la r e s .  •* En su p a r te  
f i s c a l  e l  programa i n c l u y e :  1) Un com ponente i m p o s i t i v o  muy



s u s t a n c i a l  en l o s  p r e c i o s  i n t e r n o s  de la  g a s o l i n a  . y o t r o s  
d e r i v a d o s  de p e t r ó l e o .  2 )  ' Una r e f o r m a  t r i b u t a r i a  de g r a n  a l c a n c e ,  

l e g i s l a d a  en 1 9 8 6 .  3) R eform as de l a s  e m p resa s  p ú b l i c a s .  4)

Reforma p r e s u p u e s t a r i a .  5 )  R e c o r t e s  s u s t a n c i a l e s  en e l  g a s t o .

El com ponente i m p o s i t i v o  en e l  p r e c i o  de l o s  d e r i v a d o s  de  

p e t r ó l e o  e s t u v o  e n t r e  l a s  m ed id as  i n i c i a l e s  más e f e c t i v a s  de  

sa n e m ie n to  f i s c a l  ( j u n t o  con  l a  f u e r t e  d e v a lu a c ió n  i n i c i a l  d e l  

t i p o  de cam bio o f i c i a l ) .  .Se puede a p r e c i a r  en  e l  Cuadro 3 ,  la  

im p o r ta n c ia  de l o s  im p u e sto s  a l o s  d e r i v a d o s  d e l  p e t r ó l e o  en l o s  
i n g r e s o s  d e l  g o b ie r n o  c e n t r a l .  Se p re v é  que e s t e  t i p o  de im pues­

t o s  s e  m antendrá en s u s  a c t u a l e s  a l t o s  n i v e l e s  en l o s  p ró x im o s  

a ñ o s . 1

Dos t i p o s  de im p u e sto s  e s t á n  en e l  n ú c le o  de la  re fo rm a  t r i b u t a ­

r i a  de 1 9 8 6 :  1) e l  im p u esto  a l  v a l o r  a g r e g a d o  (IVA) con una t a s a  

u n ifo rm e  de 10%; y £ )  im p u e sto s  a la  r iq u e z a  v i s i b l e ,  p r i n c i p a l ­

mente a l o s  b ie n e s  r a i c e s  y l o s  a u to m o to r e s .  Los im p u e sto s  a la  

r e n t a  se n su  s t r i c t o  han s i d o  r e e m p la z a d o s  por un llam ad o  " im p u e s ­

t o  c o m p le m e n ta rio  a l  IVA" con una t a s a  u n ifo rm e de 10% y c o n t r a  

e l  c ú a l  s e  pueden a c r e d i t a r  l o s  p agos  de IVA, y un im p u esto  s o b r e  
e l  p a tr im o n io  n e to  de l a s  em p resa s  de £%. En una ó p t i c a  de l a r g o  

p l a z o ,  e s  n e c e s a r i o  s u b r a y a r  que la  re fo rm a  t r i b u t a r i a  a l i e n t a  e l  
a h o r r o  y la  i n v e r s i ó n  d e l  s e c t o r  p r iv a d o .

El g o b ie r n o  tam bién  e n c a ró  en 19 8 6  y 1 9 8 7  una. re fo rm a  p ro fu n d a  de  

COMIBOL e YPFB. e l  c r i t e r i o  p r i n c i p a l  en e s t a s  r e fo r m a s  e s  d a r l e s  
una o r i e n t a c i ó n  más e m p r e s a r i a l ,  h a c ie n d o  h i n c a p i é  en la  p rod u c­

c i ó n ,  e l im in a n d o  v a r i a s  de s u s  ant i g.uars - fu n c io n e s  " s o c i a l e s " ,  
r e d u c ie n d o  p e r so n a l  su p e r n u m e r a rio  y a c l a r a n d o : s u s  r ê s p o n s a b i 1 i -  

d a d e s  f r e n t e  a l  g o b ie r n o  c e n t r a l  - y ,  en ú lt im a  i n s t a n c i a ,  a l  

e l e c t o r a d o .



CUADRO 3

ESTRUCTURA DE LOS IN6RES0S DEL 60BIERN0 CENTRAL, 1980-1987

1980 1981 1982 1983 1984 1985 1988 1987 1

1 IMPUESTOS AL COMERCIO EXTERIOR 51.5 49.0 40.7 31.0 88.2 75.9 25.3 27.9 1
1 Iapuestos a Exportaciones de 
i Hidrocarburos 8.8 13.2 7.2 2.5 8.0 80.1 13.1

1
13.2 1

1 Inpuestos a Exportaciones de 
I Minerales 18.0 8.2 9.1 4.4 27.6 3.1 0.2

1
0.5 1

1 Otros Inpuestos 28.8 29.7 24.3 24.1 32.6 12.7 '12.1 14.2 1
1

1IMPUESTOS INTERNOS 48.5 51.0 59.3 89.0 31.8 24.1 74.7 72.1 1
1 Inpuestos a Derivados de Petróleo 8.8 17.0 17.1 9.7 4.2 9.1 48.7 36.1 1
1 Otros ¡apuestos e Ingreso 39.7 34.0 42.2 59.2 27.6 15.0 26.0 36.0 1

1
1TOTAL 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 1

FUENTE: Elaboración del autor con datos tAsicos de UDAPE, Dossier de Infamación Estadística, 1980-1987

CUADRO 4

DEUDA EXTERNA PUBLICA DE MEDIANO Y LARGO PLAZO

(En sillones de USS, a fines de ano)

¡ 1 

1 C O N C E P T O  1

1 1

1
1 9 8 0  11

1
1 9 8 5  111

i •

1 9 8 7  !11

¡

1 9 8 8  11
_____ ______ _  i

1D E U D A  P U B L I C A  T O T A L  a )  1 2 , 2 2 8  11 3 , 4 8 5  11 4 , 1 6 2  1 3 , 9 7 6  i

1 1 

1 A c r e e d o r e s  O f i c i a l e s  i 1 , 1 4 7  ! 2 , 0 8 7  1 3 , 4 2 4  1 3 , 5 8 5  1

1 M u l t i l a t e r a l e s  1 4 9 2  1 7 5 5  1 1 , 1 6 3  1 1 , 2 7 9  1

1 B i l a t e r a l e s  1 6 5 5  ! 1 , 3 3 2  1 2 , 2 6 1  1 2 , 3 0 6  c )  1

1 A c r e e d o r e s  P r i v a d o s  1 1 , 0 8 1  i1 1 , 3 9 8  1 7 3 8  i1 3 9 1  i

I • 

1 S e r v i c i o  T o t a l  d e  l a  D e u d a  1 2 9 0  ! 2 4 9  1 1 5 7  1 1 5 5  1

1 I n t e r e s e s  1 1 6 4  1 9 8  1 8 0  1 6 3  1

'1  A n o r t i z a c i o n e s  1 

)  1 

. 1  T r a n s f e r e n c i a s  N e t a s  !

1 2 6  1 1 1 5 1  11 7 7  1
¡

9 2  1

1 7 8  1 - 1 1 6  1
j

5 5  11 211 i
j

1 D e u d a  T o t a l  c o m o  %  d e l  P I B  1 6 7 . 2  i 9 3 . 0  1 88.2 1 7 7 . 1  1

1 S e r v i c i o  T o t a l  d e  l a  D e u d a  1 1 1 1
3 . 3  1

1
3 . 0  11 c o n o  i  d e l  P I B  1 8.8 1 6.6 1

1 T r a n s f e r e n c i a s  N e t a s  1 

1 c o a o  %  d e l  P I B  1

1
5 . 4  11

1
- 3 . 1  1

¡

1
l . l  (1

1
4 . 1  111 * 

1 D e u d a  T o t a l  c o n o  %  d e  E x p o r t a c i o n e s ! 2 1 4 . 5  1 4 7 8 . 7  1 6 7 2 . 4  1 5 7 0 . 4  !

i  S e r v i c i o  T o t a l  d e  l a  D e u d a  1 1 1 i 122.2 11 c o m o  %  d e  E x p o r t a c i o n e s  j

'T  I " !  l i m u C L . l —— .  ■ 1 = 3 - 1 - j  T S r g T Ü T . U t a i l

2 7 . 9  11 3 4 . 2  !1 2 5 . 4  11
FUENTE: BANCO MUNDIAL, WORLD DEBT TABLES. EDICION 1988-1989. PARA 1980, 198S; UDAPE PARA 

LA DEUDA-PUBLICA Y CON GARANTIA PUBLICA DE 1987 Y 1988.
NOTAS: a) Incluye deuda garantizada pSblicawnte

.b)- Exportaciones de Bienes y Servicios
cKDatos al 30/10/1988, ais un ajuste estilado de USS 88 Millones, para aproxinarse 

a las cifras de fin de arto.



Por o t r a  p a r t e ,  J u n to  con! l a s  m ed id as  de e s t a b i l i z a c i ó n  de A g o s to  

de 1 9 8 5 ,  e l  h o ld in g  de em p resa s  e s t a t a l e s ,  C o r p o r a c ió n  B o l i v i a n a  

de Fomento (CBF) f u e  desmembrado. Las e m p resa s  de l a  CBF fu ero n ,  

c e d i d a s  a l a s  c o r p o r a c i o n e s  r e g i o n a l e s  de d e s a r r o l l o  -  que son  

e n t i d a d e s  o f i c i a l e s  p ero  d e s c e n t r a l  i z a d a s  g e o g r á f ic a m e n t e  -  como 

un p aso  in te r m e d io  p ara  p r i v a t i z a r l a s .  S in  embargo, h a s t a  ahora  

no ha o c u r r i d o  n in guna p r i v a t i z a c i ó n  s i g n i f i c a t i v a .

El P r e s u p u e s to  G en era l de l a  N a c ió n  s e  ha c o n v e r t i d o  en una p ie z a  

c l a v e  d e  la  p o l í t i c a  econ óm ica  d e l  p r e s i d e n t e  Paz—E s t e n s s o r o .  No 
o b s t a n t e  la  im p o r ta n c ia  a s ig n a d a  a l  p r e s u p u e s t  o j o t a l  v ez  pov* 

e l l o ,  e l  p r o c e s o  de su  fo r m u la c ió n  a s í  como su s e g u im ie n t o  han  

s i d o  p e n o s o s .  P r e v i s i b l e m e n t e ,  l a s  r e fo r m a s  p r e s u p u e s t a r i a s ,  que  

son p r i n c i p a lm e n t e  de c a r á c t e r  a d m i n i s t r â t  i v o ,  t a r d a r á n  t o d a v í a  
en madurar.

Las m edidas para m e jo r a r  l a s  r e c a u d a c io n e s  no d e b ie r a n  o s c u r e c e r  

la  im p o r ta n c ia  de a q u é l l a s  tom adas para c o n t r o l a r  l o s  g a s t o s  

p ú b l i c o s .  Hay que d e s t a c a r  que e l  g o b ie r n o  b o l i v i a n o  ha o b t e n i d o  

r e d u c c io n e s  en su s t o c k  de deuda e x t e r n a  y a l i v i o s  muy im p o rta n ­

t e s  en su  s e r v i c i o .  Los g a s t o s  i n t e r n o s  e s t á n  tam bién  fu e r te m e n te  

c o n t r o l a d o s ,  e s p e c ia lm e n t e  en r e l a c i ó n  a l o s  s a l a r i  o s  d e l .  s e c t o r . 
p ú b l i c o .

B . -  El esquema de t r a n s f e r e n c i a s  de r e c u r s o s  e n t r e  l o s  s e c t o r e s  

p ú b l ic o  y p r iv a d o .  '

Para c o m p le ta r  la  p e r s p e c t i v a  de l o s  p rob lem as f i s c a l e s ,  l a s  
s i g u i e n t e s  c a r a c t e r í s t i c a s  que predom inan en l a s  c u e n t a s  d e l  
s e c t o r  p ú b l ic o  (como en v a r i o s  . p a í s e s  l á t i n o —a m e ric a n o s  con  
e c o n o m ía s  fu e r te m e n te  d e p e n d ie n t e s  de s e c t o r  p r im a r io  e x p o r ta d o r



d e  r e c u r s o s  n a t u r a l e s  nò; r e n o v a b l e s )  d e b e n  s e r  c o n s i g n a d a s :

-  l a  deuda p ú b l ic a  e s  c a s i  e n te r a m e n te  e x t e r n a ,  e s  grande

r e s p e c t o  a l  PIB y a l a s  e x p o r t a c i o n e s ,  además e s t á  denom i­

nada en moneda e x t r a n j e r a ;

-  l o s  i n g r e s o s  d e l  s e c t o r  p ú b l i c o  c o n s o l id a d o  dependen

fu e r te m e n te  de l o s  i n g r e s o s  por e x p o r t a c i o n e s  de l a s

em p resa s  p ú b l i c a s  (YPFB y COMIBOL en B o l i v i a ) ,  asim ism o l a s  

r e c a u d a c io n e s  t r i b u t a r i a s  d e l  g o b ie r n o  c e n t r a l  dependen

s i g n i f i c a t i v a m e n t e  de l o s  im p u e sto s  a l a s  e x p o r t a d  o n es  ;

-  e l  s e c t o r  p ú b l ic o  t i e n e  un a c c e s o  p r e f e r e n t e  a l o s  c r é d i t o s

e x t e r n o s  r e la t i v a m e n t e  a l  s e c t o r  p r i v a d o ;

-  e l  s e c t o r  p ú b l ic o  e s  g e n e r a lm e n te  g e n e r a d o r  n e to  de d i v i s a s ,

en cam bio , la  b a la n z a  de p agos d e l  s e c t o r  p r iv a d o  g e n e r a l ­

mente m a n i f i e s t a  un d é f i c i t .

El b a la n c e  en moneda e x t r a n j e r a  en l a s  c u e n ta s  f i s c a l e s  e s  un

com ponente muy im p o r ta n te  d e l  s a l d o  g l o b a l .  E sta  c a r a c t e r í s t i c a

h a c e  que e l  s e c t o r  f i s c a l  se a  muy d e p e n d ie n te  d e l  s e c t o r  e x t e r n o .  

C onm ociones e x t e r n a s  corno: 1) d e t e r i o r o s  no a n t i c i p a d o s  en l o s  

t é r m in o s  de in t e r c a m b io ;  £) moras en l o s  p agos d e b id o s  a B o l i v i a  

por s u s  e x p o r t a c i o n e s ;  3) cam bios  en e l  s i g n o  de l a s  t r a n s f e r e n ­

c i a s  n e t a s  de r e c u r s o s  e x t e r n o s ;  t i e n e n  im p actos f i s c a l e s  
s i g n i f i c a t i v o s  que im p lic a n  g e n e r a lm e n te  r e d u c c io n e s  f o r z o s a s  en 

e l  g a s t o  p ú b l ic o  y / o  e x p a n s io n e s  no p la n e a d a s  en e l  c r é d i t o  

f i s c a l  por elJBarieo C e n t r a l .  Cabe h a c e r  n o t a r  que la  p o s i b i l i d a d  

de a te n u a r  e l -  e f e c t o  . . i n t e r n o  de l a s  conm ociones e x t e r n a s  por  

d e t e r i o r o  en l o s  t é r m i n o s ' de in te r c a m b io  o por l a s  moras en l a s  

a c r e e n c i a s  e x t e r n a s  que .t ie n e  B o l i v i a ,  m ed ian te  c r é d i t o s  e x t e r —



n o s , e s t á  fu e r t e m e n t e  l i m i t a d a  p or su  y a  a l t o  a l t o  en d eu d a m ien to .

La t r a n s m i s i ó n  de l a s  c o n m o c io n e s  e x t e r n a s  a l a  econom ía i n t e r n a ,  

m e d ia n te  ca m b io s  en e l  n i v e l  de g a s t o  p ú b l i c o  o en l a s  m o d a lid a ­

d e s  de su f i n a n c i a m i e n t o ,  c a u sa  t a n t o  p r e s i o n e s  i n f l a c i o n a r i a s  

hom o  una r e d u c c ió n  en e l  n i v e l  de a c t i v i d a d  ec o n ó m ic a . La c a íd a  

en e l  g a s t o  p ú b l i c o  en 1 3 8 6 ,  que s e  o b s e r v a  en e l  Cuadro 1 , se  
d e b ió  t a n t o  a l  e s f u e r z o  d e  e s t a b i 1 i z a c i  ón como a l  d e t e r i o r o  

s u s t a n c i a l  en l o s  té r m in o s  de i n t e r c a m b io .  La p r e s e n c i a  de una 
r e s t r i c c i ó n  e x te r n a  im p o r ta n te  e x p l i c a  tam bién  en gran  m edida e l  

cam bio en e l  f in a n c i a m i e n t o  d e l  d e f i c i t  g lo b a l  d e sd e  f u e n t e s  

e x t e r n a s  h a c ia  f u e n t e s  i n t e r n a s  d u r a n te  l o s  añ os  de a l t a  i n f l a ­

c i ó n  1 3 8 2 - 1 3 8 5 ,  que s e  o b s e r v a  en e l  Cuadro 2*.

L as c a r a c t e r í s t i c a s  a n t e r io r m e n t e  m en cion ad as de f i n a n c i a m i e n t o  
d e l  p r e s u p u e s to  im p lic a n  que l a s  p o l í t i c a s  para mariten&r' la  

c r u c i a l  c o m p e tit  iv id a d  e x t e r n a  ( e s p e c ia lm e n t e  l a s  c a m b ia r ia s )  
t i e n e n  r e p e r c u s io n e s  f i s c a l e s  im p o r t a n t e s  - p o s i t i v a s  en e l  c a s o  

de d e v a l u a c i o n e s -  p e ro , en c o n t r a p a r t e ,  pueden p r o d u c ir  t r a n s f e ­

r e n c i a s  de i n g r e s o s ,  no s ie m p r e  d e s e a d a s  o p o l í t i c a m e n t e  v i a b l e s ,  

e n t r e  l o s  s e c t o r e s  p ú b l i c o  y p r i v a d o .  Por la  p a r t i c u l a r  e s t r u c ­

tu r a  d e l  p r e s u p u e s to  f i s c a l  b o l i v i a n o ,  s a l v o  s i  l a s  t r a n s f e r e n ­

c i a s  n e t a s  de r e c u r s o s  a l  e x t r a n j e r o  por e l  s e c t o r  p ú b l i c o  son  
muy im p o r ta n te s  como s u c e d ió  e n t r e  1 3 8 2  y 1 3 8 4 ,  l a s  d e v a lu a c i o n e s  
r e a l e s  s iem p re  m ejoran  la  s i t u a c i ó n  f i s c a l  en t é r m in o s  r e a l e s .  
S orp ren d en tem en te , d e v a l u a c i o n e s  n o m in a le s  tam bién  m ejoran  e l  

d é f i c i t  r e a l  s i  no hay un in c r e m e n to  p o s t —d e v a lu a c ió n  en e l  

d é f i c i t  en moneda n a c i o n a l .  F u e r t e s  d e v a lu a c io n e s  n o m in a le s  ( y 

a f o r t i o r i  r e a l e s )  so n  g e n e r a lm e n te  c o n t r a c c i o n a r i a s  p a ra  e l  
s e c t o r  p r iv a d o .  *  El c a r á c t e r  c o n t r a c c i o n a r i o  queda a c e n tu a d o  

cuando la  d e v a lu a c ió n  e s  em p lead a e s e n c i a lm e n t e  ‘como in s t r u m e n t o 

f i s c a l  para c o r r e g i r  una s i t u a c i ó n  i n i c i a l  de g r a v e  d.esequi 1 i -



C . -  C r e c im ie n t o  ec o n ó m ic o  v p r e s u p u e s to  f i s c a l

L as  i n v e r s i o n e s  p ú b l i c a s  s e g u i r á n  t e n ie n d o  un p ap el c a p i t a l  en 
c u a l q u i e r  e s t r a t e g i a  de d e s a r r o l l o  en B o l i v i a .  La p r o v i s i ó n  de  

i n f r a e s t r u c t u r a  b á s i c a  vend rá p r e v i s i b l e m e n t e ,  en su mayor p a r t e ,  

d e l  s e c t o r  p ú b l i c o ,  aunque e s f u e r z o s  p r iv a d o s  para h a c e r lo  

pueden, b e n e f i c i o s a m e n t e ,  s e r  a l e n t a d o s .  Además, y é s t o  e s  más 
e s p e c í f i c o  a B o l i v i a ,  la  C o n s t i t u c i ó n  y la  t r a d i c i ó n  apuntan a 

una p a r t i c i p a c i ó n  e s t a t a l  s i g n i f i c a t i v a  en l o s  s e c t o r e s  c r u c i a l e s  
de e n e r g ia  y de m in e r ía .  Aunque s e  p re v é  que e s t a  pant i c i p a ció n  
s e r á  m an ten ida  en s u s  l i m i t e s  a c t u a l e s ,  s é  e s t im a  que l a s  

i n v e r s i o n e s  p ú b l i c a s  r e q u e r i d a s  s e g u i r á n  s ie n d o  muy a l t a s .

El f i n a n c i a m i e n t o  de l a s  i n v e r s i o n e s  p ú b l i c a s  provendrá  e s e n c i a l ­

mente de d os  f u e n t e s :  a h o r r o  d e l  s e c t o r  p ú b l ic o  y p réstam os

e x t e r n o s .  El p o t e n c i a l  de g e n e r a c ió n  de a h o r r o  por l a s  em presas  
p u b l i c a s  debe s e r  s u b r a y a d a .*  Por o t r a  p a r t e ,  e l  ah orro  d el  

s e c t o r  p ú b l i c o  e s  n e c e s a r i o  como fon d o  de c o n t r a p a r t e  a l o s  

c r é d i t o s  e x t e r n o s ,  s i n  é l  l o s  c r é d i t o s  . e x t e r n o s  tampoco podrán  

s e r  d e s e m b o ls a d o s .  La p o s i b i l i d a d  de e m p lea r  mecanismos de

ah o rro  f o r z o s o  d e l  s e c t o r  p r iv a d o ,  como p or e je m p lo  e l  im puesto  
i n f l a c i ó n ,  para f i n a n c i a r  d é f i c i t s  d e l  s e c t o r  p ú b l ic o ,  aún s i  

e s t o s  son  g e n e r a d o s  por i n v e r s i o n e s ,  : e s t á  . e x c lu i d a  dada la

e x p e r i e n c i a  r e c i e n t e  con la  h i p e r i n f l a c i ó n .

D . -  P rob lem as f i s c a l e s  v deuda e x t e r n a .

Uno de l o s  p r o b le m a s  f i s c á - l e s  c e n t r a l e s ,  e s t á  d ir e c ta m e n te  

r e l a c i o n a d o  c o n .  l à  deuda e s t e r n a  p ú b l ic a ' , '  cuya  magnitud se  puede  

a p r e c ia r  en e l  Cuadro 4 .  La. a cu m u la c íó n  de e s a  deuda e x te r n a



r e s u l t a  t a n t o  de c r é d i t o s  c o n t r a í d o s  d ir e c t a m e n t e  por e l  s e c t o r  
p ú b l i c o ,  como p or a v a l e s  d e  c r é d i t o s  p ara  e l  s e c t o r  p r iv a d o .  El 

punto im p o r ta n te  que s e  debe n o t a r  e s  que e l  tamaño de l a  deuda  

d e l  s e c t o r  p ú b l i c o  que a f e c t a  no s o l o  e l  n i v e l  de i n v e r s i o n e s  

s i n o ,  más g r a v e  aún, h ace que c o n s i d e r a c i o n e s  de l i q u i d e z  
d e te rm in e n  ex a g era d a m en te  e l  p r o c e s o  mismo de d e c i s i ó n  de  

i n v e r s i o n e s  p u b l i c a s . .  Con l o s  a c t u a l e s  in d i c a d o r e s  de s o l v e n c i a ,  

e l  a c c e s o  de B o l i v i a  a l o s  c r é d i t o s  e x t e r n o s  e s t á  l i m i t a d o  a 

p ré sta m o s  en té r m in o s  muy c o n c e s i o n a l e s ,  p e r o  que son e s c a s o s  y 

a c a r r e a n  un a l t o  g ra d o  de c o n d i c i o n a l i d a d ,  y a c r é d i t o s  de 

p r o v e e d o r e s .

La g e s t i o n  d e l  s t o c k  de deuda y. de su f l u j o  de s e r v i c i o  e s  un 

problem a c e n t r a l .  Aún d e sp u é s  de l a s  o p e r a c i o n e s  e x i t o s a s  de 
recom pra de la  deuda de l o s  b a n c o s  c o m e r c i a l e s ,  B o l i v i a  r e q u i e r e  

t o d a v ía  un a l i v i o  s u s t a n c i a l  en e l  s e r v i c i o  de su deuda c o n t r a í d a  

con a c r e e d o r e s  b i l a t e r a l e s .  Se d ebe h a c e r  n o t a r  que una n o r m a l i ­

z a c ió n  f i n a n c i e r a  s e r á  i m p r a c t i c a b l e  a m ediano p la z o  s i  no hay  

c r e c im i e n t o  economieO s o s t e n i d o ,  l o  que r e q u i e r e  una t r a n s Fe r e n — 

c i a  n e ta  de r e c u r s o s  a B o l i v i a ,  i unto  con una r e d u c c ió n  i n i c i a l  
en e l  s t o c k  de deuda.

I I . -  LA ESTRATEGIA DE DESARROLLO ECONOMICO Y SOCIAL. 1 3 8 9 -2 0 0 0  

A « - L a s  c a r a c t e r í s t i c a s  p r i n c i p a l e s

La E s t r a t e g i a  de D e s a r r o l l o  Económ ico  v S o c i a l .  19 8 9 —SOPO 

c o n t i e n e  un c o n ju n t o  c o m p r e n siv o  de p o l í t i c a s  ec o n ó m ic a s  que  

B o l i v i a  a p l i c a r í a  h a s t a  f i n a l e s  de s i g l o  para promover su  
d e s a r r o l l o .  Aunque la  E s t r a t e g i a  c o n t i e n e  muchos e le m e n to s  

comunes con i o s  e j e r c i c i o s  . de p l a n i f i c a c i ó n  que s e  h a c ía n  en  

Am érica L a t in a  en l a  década de l o s  s e s e n t a ,  s e  d i f e r e n c i a  de



i l
é s t o s  por su c a r á c t e r  menos i n t e r v e n c i o n i s t a  y más p r o s p e c t i v o  da 

l a s  a v e n id a s  de d e s a r r o l l o  p o s i b l e s .  En l a  E s t r a t e a i  a s e  i n s i s t e  

tam bién  mucho más en la  l i g a z ó n  e n t r é  e l  c r e c i m i e n t o  y la  

e s t a b i l i z a c i ó n .

La E s t r a t e g i a  propone una d i s c u s i ó n  de l a s  maneras de e n c a r a r  l o s  

d e s a f í o s  d e :  a) rean u d ar  un c r e c i m i e n t o  eco n ó m ico  s o s t e n i d o ,  con

t a s a s  de c r e c i m i e n t o  d e l  PIE s u p e r i o r e s  a l  c r e c im i e n t o  de la  
p o b la c ió n  y con p o c a s  f l u c t u a c i o n e s ;  b) m antener la  e s t a b i l i d a d  

m acroecon om ics , con i n f l a c i ó n  b a ja  y c u e n t a s  c o r r i e n t e s  de la  

b a la n z a  de p agos v i a b l e s ;  c) p a r t i c i p a r  am pliam ente en e l  
c o m e rc io  y l o s  m o v im ie n to s  i n t e r n a c i o n a l e s  de c a p i t a l ;  d> 

con form a r  una econom ía menos v u l n e r a b l e  a sh o c k s  e x t e r n o s  y de 

o f e r t a ,  y más a d a p ta b le  a las^ c o n d i c i o n e s  c a m b ia n te s  d e l  e n to r n o  

i n t e r n a c i o n a l  ; e) d ar  s a l t o s  de p r o d u c t i v i d a d ,  con una a m p lia c ió n  

de la  c o b e r tu r a  de e d u c a c ió n  p r im a r ia  y con program as e s p e c i a l e s  

de fo r m a c ió n  p r o f e s i o n a l ;  y , f ) • c r e a r  una b ase  am plia  de a b so r  
c ió n  p r o d u c t iv a  de la  mano de o b r a .

El d e s a r r o l l o  econ óm ico  y s o c i a l  n e c e s i t a  e s t a r  acompañado de- 

e s t a b i l i d a d  p o l í t i c a .  La e s t a b i l i d a d  p o l í t i c a  d eberá  a s e g u r a r s e  
r a z o n a b le m e n te  con l a  c o n d u c c ió n  de una p o l í t i c a  de fo rm a ció n  ce  
c o n s e n s o s ,  y con la  p a r t i c i p a c i ó n  de to d o s  l o s  grup os s o c i a l e s  y 

de to d a s  l a s  r e g i o n e s  en l o s  b e n e f i c i o s  'del c r e c im i e n t o  ecenómi 
c o . La Est r a t  en i a a m b ic io n a  ser- una p r o p u e s ta  y un documento ds 
b ase  de d i s c u s i ó n  para la  form ación  de e s o s  c o n s e n s o s .

Aunque e l  é n f a s i s  de l a  E s t r a t e n  i a e s t á  en l a  p ro d u c c ió n  y en la s  
p o s i b i l i d a d e s  de g a n a n c ia s  de p r o d u c t iv i d a d ,  la  p reo cu p a c ió n  con 
la  s a t i s f a c c i ó n  de n e c e s id a d e s  . b á s i c a s  río-'- . .está a u s e n te ;  muy a l  

c o n t r a r i o ,  ocupa 'u n - l u g a r - - c e n t r a l . '  E3r programa de d e s a r r o l l e  

s o c i a l  o f r e c i d o  en la  E -strateg 'ia  e s  d e : 'g ra n  m a g n itu d ; e l  a n á l i s i s



de a l t e r n a t i v a s  p ara  f i n a n c ia m ie n t o  ocupa por l o  t a n t o  un lu g a r  

c a p i t a l  en l a s  p r o p u e s t a s .

La E s t r a t e g i a  d e f i n e  c la r a m e n te  l a s  á r e a s  de a c c i ó n  de l o s  

s e c t o r e s  p ú b l i c o  y p r iv a d o .  Le c o r r e s p o n d e r á  a l  s e c t o r  p r i v a d e ­

en c o o p e r a c ió n  con e l  g o b i e r n o ,  cuando s u r j a  l a  n e c e s i d a d -  asu m ir  
gra d u a lm en te  la  mayor r e s p o n s a b i 1 id ad  en l o s  d e s a f í o s  d e l  

d e s a r r o l l o .  Cabe s u b r a y a r  que l a  E s t r a t e g i a  t i e n e  una fu n c ió n  

i n d i c a t i v a  para e l  s e c t o r  p r i v a d o :  l e  in fo rm a  a c e r c a  d e l  marco y

l a s  o r i e n t a c i o n e s  g e n e r a l e s  de p o l í t i c a  que s e g u i r í a  e l  g o b ie r n o ,  

a s í  como de l o s  p r i n c i p a l e s  p rogram as de i n v e r s i ó n  p ú b l i c a  que  

e j e c u t a r í a .  Fuera de un número l i m i t a d o  de p r o y e c t o s  de gran  

e s c a l a ,  e s e n c ia lm e n t e  en i n f r a e s t r u c t u r a  y en l o s  s e c t o r e s  de 

h id r o c a r b u r o s  y e l e c t r i c i d a d ,  l a  s e l e c c i ó n  de i n v e r s i o n e s  quedará  

d e ja d a  a la  i n i c i a t i v a  p r iv a d a .  P e ro , habrá de s e ñ a l a r s e  que la

m a y o ría , s i n o  t o d o s ,  l o s  p r o y e c t o s  de in v e r s i ó n  p ú b l i c a  t i e n e n*

e f e c t o s  de r e b a l s e  s o b r e  e l  s e c t o r  p r i v a d o .  La Est r a t  en i a in c lu y e  
r e c o m e n d a c io n e s  para a t r a e r  a c t iv a m e n t e  a l a s  i n v e r s i o n e s  

e x t r a n j e r a s  de la r g o  p l a z o .

El é n f a s i s  en un d e s a r r o l l o  con  una mucho mayor p a rt  i c i p a c ió n  d e l  

s e c t o r  p r iv a d o ,  que en e l  p a sa d o , no e x c lu y e  un f o r t a l e c i m i e n t o  

d e l  s e c t o r  p ú b l ic o  en un campo b ie n  d e l i m i t a d o  d e — a c c i ó n .  La 
E s t r a t e g i a  hace h i n c a p i é  en l a  n e c e s id a d  de m ejo ra r  s u s t a n c i a l ­

mente la  c a p a c id a d  f i n a n c i e r a  d e l  s e c t o r  f i s c a l ,  a s í  como su  
c o m p e te n c ia  para fo r m u la r  y  e j e c u t a r  p o l í t i c a s  g e n e r a l e s  y 
s e c t o r i a l e s .

Se- e s p e r a  que l o s  s e c t o r e s  más, d in á m ic c s  en la  econom ía b o l i v i a n a  

de l o s  próxim os añ os  s e r á n :  h i d r o c a r b u r o s ,  m in e ñ ía , a g r i c u l t u r a  y 

m a n u fa c tu r a s  l i v i a n a s .  La p r o d u c c ió n  rninéra . y. l a  p r o d u c c ió n  
in c r e m e n ta l  de h id r o c a r b u r o s  d e b e r á n  o r i e n t a s s e  p r in c ip a lm e n t e  a



l o s  m ercados de e x p o r t a c i ó n ,  m ie n tr a s  que l o s  s e c t o r e s  de la  
a g r i c u l t u r a  y de la  i n d u s t r i a  l i v i a n a  te n d r á n  l a  t r i p l e  f i n a l i d a d  

de a te n d e r  a l a s  n e c e s id a d e s  i n t e r n a s ,  e s p e c i a l m e n t e  a l i m e n t i ­

c i a s ,  p a r t i c i p a r  en e l  e s f u e r z o  de d i v e r s i f i c a c i ó n  de e x p o r t a c i o ­

n e s  y c o n t r i b u i r  a l  em p leo .

La E s t r a t e a i a  c o n s id e r a  a l a s  e x p o r t a c i o n e s  como e l  p r i n c i p a l  

m otor d e l  d e s a r r o l l o  econ óm ico  b o l i v i a n o ,  pero  i n s i s t e  en la  

n e c e s id a d  de lo g r a r  una e s t r u c t u r a  d i v e r s i f i c a d a .  El aumento de 

l a s - e x p o r t a c i o n e s  de p r o d u c to s  a g r o p e c u a r io s  y a g r o i n d u s t r a i l e s  

e s  un o b j e t i v o  muy c l a r o .  Por o t r a  p a r t e ,  l o s  a c u e r d o s  con e l*  
B r a s i l ,  f ir m a d o s  en fig o sto  de 19BQ, a m p lía n  e l  e s p e c t r o  de 

m ercados para e x p o r t a c i o n e s .

El é n f a s i s  en la  e x p l o t a c i ó n  de r e c u r s o s  n a t u r a l e s  en la  E s t r a t e ­

g i a  t i e n e  c o n s e c u e n c ia s  im p o r ta n te s  en e l  s e c t o r . f i s c a l . ñ 

d e s t a c a r  que e l  p r e s u p u e s to  en d i v i s a s  c o n t in u a r á  t e n ie n d o  un 

p ese  rnuy im p o rta n te  en e l  p r e s u p u e s to  c o n s o l id a d o  d e l  s e c t o r  

p ú b l i c o .  Las r e c a u d a c io n e s  en d i v i s a s  uue s e  pueden g e n e ra r  

p o s i b i 1 i t a r í an e l  f in a n c i a m i e n t o  de l o s  com pon entes más d i s t r i b u ­

t i v o s  de la  E s t r a t e o  i a y un g ra d u a l d esen d eu d am ien to  e x t e r n o  a 
p a r t i r  de m ediados de la  próxim a d eca d a . Pero s e  debe r e c o r d a r  
que s i  b ie n  l a s  r e c a u d a c io n e s  de e s t e  o r i g e n  pueden s e r  muy 

s u s t a n c i a l e s ,  pueden ig u a lm e n te  s e r  muy i n e s t a b l e s ,  por l o  tanto- 

para in crem en tar  la  e s t a b i l i d a d  en e l  g a s t o  p ú b l i c o  (o s i m é t r i c a ­

m ente, para r e d u c i r  la  v u l n e r a b i 1 idad a n te  sh o c k s  e x t e r n o s )  

d eberán  c o n t in u a r  l o s  e s f u e r z o s  para a m p lia r  la  b a se  i m p o s i t i v a  

in t e r n a  e je c u ta n d o  v ig o r o s a m e n te  la  re fo rm a  t r i b u t a r i a  en c u r s o .

B. -  - - Los 1n st  rument o s

La e je c u c ió n :  de la  E s t r a t e g i a  y la  o b t e n c ió n  de s u s  o b j e t i v o s
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d ep en d erá  fu e r te m e n te  de l a  e f e c t i v i d a d  de s u s  in s t r u m e n t o s .  Los

p r i n c i p a l e s  in s tr u m e n to s  sons

-  Una re fo rm a  i n s t i t u c i o n a l ,  cuyo  n ú c le o  e s t á  dado por e l

t o d a v ía  a n t e p r o y e c t o  de Ley d e  O rd en am ien to  Económ ico y 

A d m in is tr â t  iv o  p ara  e l  D e s a r r o l l o .  La Ley r e c o g e r í a :  1) l a s  

o r i e n t a c i o n e s  y p r o p u e s t a s  g e n e r a l e s  de l a  NPE y de l a  

E s t r a t e g i a : y ,  2) l a s  g a r a n t í a s  para  l a  s e g u r id a d  de l a s

r e l a c i o n e s  c o n t r a c t u a l e s .  La Ley s e r v i r í a  ffundamentalmente  

para d ar e s t a b i l i d a d  a l a s  r e g l a s  que g u ia r á n  l a  a c c i ó n  de  

l o s  d i s t i n t o s  a g e n t e s  e c o n ó m ic o s .

-  M edidas para prom over e l  d e s a r r o l l o  de un s e c t o r  p r iv a d o  

v i g o r o s o .  La prom oción  de l a  a c t i v i d a d  ec o n ó m ic a  d e l  s e c t o r  
p r iv a d o  d ep en d erá  de r e g l a s  e s t a b l e s ,  de una g e s t i ó n  

m acroeconôm ica c o r r e c t a ,  y de un c o n ju n t o  de g a r a n t í a s  

c o n tr a  r i e s g o s  no m e r c a n t i l e s .  E n tr e  l a s  m edidas de promo­

c i ó n ,  s e  i n c l u y e  una p r o p u e s ta  de p r i v a t i z a c i ó n  de l a s  

em presas de la  ex -C B F . L as  i n i c i a t i v a s  p r i v a d a s  en l a s  á r e a s  

de t e c n o l o g í a ,  c o m e r c i a l i z a c i ó n  i n t e r n a c i o n a l  y p r o v i s i ó n  de' 

i n f r a e s t r u c t u r a  b á s i c a  s e r á n  a l e n t a d a s  y com plem en tadas ,con  
r e c u r s o s  p ú b l i c o s .

La d e s c e n t r a l  i z a c i ó n  d e l  poder e j e c u t i v o ,  r e fo r z a n d o  l o s  
g o b ie r n o s  d e p a r t a m e n t a le s  y l o c a l e s ,  y r e d e f í n i e n d o  l a s  
fu n c io n e s  de l a s  c o r p o r a c i o n e s  r e g i o n a l e s  d e  d e s a r r o l l o .  Las  

i n s t a n c i a s  d e c i s o r i a s  y  l o s  s e r v i c i o s  p ú b l i c o s  de e d u c a c ió n ,  
Siilud y t r a n s p o r t e  s e r í a n  d e s c e n t r a l i z a d o s .  La d e s c e n t r a l i ­

z a c ió n  r e g i o n a l  d e l  p r o c e s o  d e  s e l e c c i ó n ,  d e - i n v e r s i o n e s  

p ú b l i c a s ,  p ero  c o n  c o o r d in a c i ó n  c e n t r a i  i z a d a , ,  s e r á  uno d e  

l o s  e le m e n to s  más im p o r ta n te s  p ara  in c r e m e n ta r  l a  e f i c i e n c i a ,  
d e l  s e c t o r  p ú b l i c o .  La d e s c e n t r á l i z a c i ó n  h ace  p a r t e  de un



p a q u e te  de m edidas más a m p lio ,  t e n d i e n t e  a la  m o d e r n iz a c ió n  

d e l  e s t a d o .

— Un programa de i n v e r s i o n e s  p ú b l i c a s  que a lc a n z a  a 6 , 2 0 0  
m i l l o n e s  de d o l a r e s  p ara  e l  p e r ío d o  1 3 8 9 - 2 0 0 0 ,  con una 

c o n t r i b u c i ó n  e x t e r n a  de 4 , 9 0 0  m i l l o n e s .

C . - Los r e s u l t a d o s  e s p e r a d o s

El Cuadro 5 m uestra  l a s  t a s a s  de c r e c i m i e n t o  d e l  PIB que s e  

p r o n o s t i c a  a lc a n z a r  en l o s  p ró x im o s  d oce  a ñ o s ,  con l a  e j e c u c i ó n

de l a s  p o l í t i c a s  d e r i v a d a s  de l a  E s t r a t e g i a  y c o n s id e r a n d o  e l

c o n t e x t o  i n t e r n a c i o n a l . Cabe h a c e r  h in c a p ié  en que l a s  t a s a s  son  

p r e v i s i o n e s ,  s u j e t a s  por lo  t a n t o  a m árgenes de e r r o r ,  y no son  

m e ta s . Se p r o y e c ta  una t a s a  prom edio para e l  p e r ío d o  1 9 8 9 —2 0 0 0  de 

4.9%.. El p e r io d o  1 9 9 3 - 1 9 9 6  s e r í a  de gran e x p a n s ió n ,  e x p l i c a b l e  

p r i n c ip a lm e n t e  por l a  m aduración  de l o s  p r o y e c t o s  c o n v e n id o s  con  

e l  B r a s i 1.

El c r e c i m i e n t o  de m ediano y l a r g o  p la z o  de l a  econom ía n a c io n a l  
r e q u i e r e  de m ayores i n v e r s i o n e s :  la  t a s a  de i n v e r s i ó n  como p ro ­

p o r c ió n  d é l  PIB d e b e r á  a lc a n z a r  e l  1 3 .7 %  en prom edio d u ra n te  

1 9 8 9 - 2 0 0 0 .  En l o s  p rim ero ft - a ñ os  de e j e c u c i ó n  de la  E s t r a t e g i a , 

m ie n tr a s  la  i n v e r s i ó n  p r iv a d a  tome im p u lso ,  la  i n v e r s i ó n  p ú b l ic a  
te n d r á  un p ap el m otor y r e p r e s e n t a r á  5 4 .8 %  de l a  fo r m a c ió n  b ru ta  
de c a p i t a l  f i j o .  La t a s a  de a h o r r o  i n t e r n o ,  como p r o p o r c ió n  d e l  

PIB, deberá , a lc a n z a r  un prom edio de 1 2 . 7  % por su p a r t e  en e l  

p e r ío d o  1 9 8 9 —2 0 0 0 .  E l a h o r r o  d e l  s e c t o r  p ú b l i c o  d e b e rá  l l e g a r  a

un prom edio ;de 7 .8 %  para  l o s  d oce a ñ o s , y  e l  a h o r r o  d e l  s e c t o r

p riv a d o  a un prom edio- de;'éVfiísfr. ■ N ó te s e  que e l  consumo p r iv a d o ' per  

c á p i t a  c r e c e r á 1a una m od esta  t a s a  prom edio de 0 .2 % ,  d e b id o  a la  

m agnitud d e l  e s fu e r z o . ;  de i n v e r s i ó n  para d ar  im p u lso  a la  e c o n o -



PROYECCIONES PRINCIPALES DE LA ESTRATEGIA

i
!
i
i____  _  ——  —  — —  ---- ,------ ----

1 i ! 
1 1989-19921 1993-19961
1 ¡ !

ít
1997-2000Í

¡
1989-2000!

i

¡TASAS ANUALES PROMEDIO I í 1 1
¡DE CRECIMIENTO W
j

¡ ¡ 
1 1

1
I

i
1 i

X
¡Producto Interno Bruto

i )
! 4.5 ¡

i
5.3 i 4.7 I 4.9 ¡

1 Agropecuario I 4.1 i 4.1 i 4.2 ! 4.1 ¡
¡ Minero ¡ 11.1 ! 13.5 1 13.6 1 12.7 1
i Hidrocarburos 1 6.9 ! 12.0 í 6.4 í 8.4 i
! Manufacturero
f

1 7.1 !
1 •

7.6 ! 3.3 ! 7.6 1
1

í.S per capita
i 1
! 1.7 1 O c : u* J .

i
1.8 i

i
2.0 i

¡Consumo Privado per capita i "1.3 ! 0.7 ¡ la 3 ! 0.2 i
¡Empleo Urbano
i i

! 4.5 !
i i

4.2 i 3.8 i
;

4 .2  i
)

/Formación Bruta de Capital Fijo 1
i i
! 32. £ i

!
4.0 i

1
2.S 1

I
12.4 i

¡Ahorro Interno i
1 I

¡ 33.7 i
i i

11.2 i 
1

13.8 !
I

19.1 ¡ 
»1 1 

¡Exsortaciones a) 1
I t 

21.0 !
i

17.7 1
l

6.3 !
I

14.a ¡
¡Importaciones b) 1 
1 1

25.5 1 
»

12.8 1
1

-1.1 1 11.9 i
! ( 
/TASAS PROMEDIO í* DEL PIB) c) 1
! i

1
i
1

1
1
i

i
1
1

]
1
1i 1

1 Formación Bruta de Capital Fijo ¡
1

12.8 1
i

14.7 1
1

13.7 1
)

13.7 !
1 Pública 1 7.0 1 6 .6  1 5.0 1 6.2 i
1 Privada 1 5.7 1 8.1 ! 8.6 í 7.5 1
f Ahorro Interno 1 9.2 i 12.3 1 16.5 i 12.7 1
í Público 1 4.0 1 7.6 1 12.0 ! 7.8 1
1 Privado !
1 * 1

5.1 ¡
i

4.8 1
»

4.6 1 
»

4.8 ¡
i 1
lRICAPd) 1
i ■ • ___

I

2.8 1
1

2.8 1
I

2.9 ! 2.8 1.,
......, I

¡INFORMACION COMPLEMENTARIA: 1 1 1 1
- - 1 

j
1 Tasas Anuales Promedio 1 1 1 1 i
Ide Crecimiento (X) 1
I 1

1
I

1
J

1 1
11 ] 

¡Población 1
1

2.8 I
1

2.8 í
1

2.8 1
1

2.8 1
(Población Urbana 1 4.4 1 4.4 1 4.4 ! 4.4 1
/Población Económicamente Activa Urbana 1 4.0 1 4.1 1 4.1 ¡ 4.1 1

FUENTE: ESTRATEGIA DE DESARROLLO ECONOMICO Y SOCIAL, 1989-2000. .
NOTAS: a) Exportaciones de bienes y servicios en «ilíones de

dolares corrientes.
b) Iaportaciones de bienes y servicios en «ilíones de

dolares corrientes.
c) Porcentajes referidos a valores en «ilíones de ib de 1980.
d) Razón incremental capital producto.



CUADRO 6

PROYECCIONES DE DEUDA EXTERNA PUBLICA DE MEDIANO Y LARGO PLAZO 

(En millones de USÎ, saldos a fines de año)

! 1939 1990 1995 2000

ITotal a) 1 4,353 4,709 7,471 8,134

IDeuda Vigente
j

1 4,203 4,184 3,353 2,777
1 Deuda Nueva b) [ 0 117 1,920 3,087
¡Financiamiento excepcional de BP 
1 (Saldos acumulados) c)

¡
! 150 408 2,198 2,270

¡Servicio Total de la Deuda d) I 224 418 BB4 758
! Intereses 1 149 - 227 421 511
1 Amortizaciones 1 75 131 253 245

¡Transferencias Netas 1 159 129 183 -753

¡Deuda de MSL plazo
! como i del PIB 77.3 77.3 78.5 55.8
¡Servicio Total d) 
1 cono X del PIB

i
1 4.0 8.9 7.2 5.2

¡Transferencias Netas 
1 como í del PIB

1
1 2.8
I

2.1 1.3 -5.2

¡Deuda de M/L plazo como % de 
1 Exportaciones e)

1
¡ 533.7 501.5 289.8 222.2

¡Servicio Total (d) como % de 
1 Exportaciones (e)

i

! 27.7 44.5 28.5 20.6

FJEXTE: ESTRATEGIA DE DESARROLLO ECONOMICO Y SOCIAL, 1989 - 2000.
NOTAS: a) Incluye deuda garantizada publicamente.

b) Acumulada principalmente para financiar el programa de inversiones 
publicas de la Estrategia.

c) Acumulada por el item de f:nanciamientos excepcionales (brutos)
de la Balanza de Pagos.

d) Intereses y amortizaciones efectivamente pagadas; excluye amortizaciones
sobre deuda acumulada per financiamiento excepcional de’ Balanza de Pagos,
que se asume son refinanciadas cada are.

e) Exportaciones ce Bienes y Servicios.



mía.

En e l  Cuadro 5  s e  p r o y e c t a  una t a s a  prom edio anual de c r e c i m i e n t o

de l a s  e x p o r t a c i o n e s  (en d ó l a r e s  c o r r i e n t e s )  de 1 4 . 3 *  para  l o s

d o ce  a ñ o s  1 3 8 9 —2 0 0 0 .  Las im p o r t a c io n e s  c r e c e r í a n  en e l  mismo

p e r í o d o  a una t a s a  de 1 1 . 9 *  por año, que e s  a l t a ,  p ero  se

e x p l i c a r í a  por l a s  im p o r t a c io n e s  de b ie n e s  de c a p i t a l  que

i m p l i c a  e l  e s f u e r z o  de i n v e r s i ó n ,  e s p e c ia lm e n t e  e n t r e  13 8 9  y

1 3 9 2 .  El e s f u e r z o  e x p o r ta d o r  ( y  de manera más g e n e r a l ,  e l

é n f a s i s  en la  p r o d u c c ió n  de b ie n e s  c o m e r c ia l  i z a b l e s  i n t e r n a d o - -
«

n a lm e n te )  e s  c r u c i a l  p ara  no d e s v i r t u a r  l o s  r e s u l t a d o s  de l o s  

in c r e m e n to s  en l a s  t a s a s  de a h o r r o  i n t e r n o .
•

El in c r e m e n to  en l a s  t a s a s  de i n v e r s i ó n  d e b e r á  s e r  acompañado de 

aum entes, en su e f i c i e n c i a .  Las R e la c io n e s  Increm enta  l e s  C a p i t a l  

P r o d u c to  (RICOP) en e l  Cuadro 8 t i e n e n  un v a l o r  promedio- de 2 . 3 ,  

que son s u s t a n c i a l mente  más b a j a s  que en e l  pasado r e c i e n t e .  Se 

e s p e r a  que l a  p ro d u ct  iv id a d  m a rg in a l d e l  c a p i t a l  aumente t a n t o  
p or una a s i g n a c i ó n  de r e c u r s o s  h a c ia  l o s  s e c t o r e s  de p ro d u c c ió n  

de b ie n e s  com erc i a 1 i z a b l e s  . in te r n a c io n a lm e n te ,  por m e jo r a s  

o r g a n i z a t i v a s  en cada uno de l o s  s e c t o r e s  de p ro d u c c ió n  y d e l  
p r o p io  e s t a d o ,  y por e l  m an ten im ien to  de una t a s a  de i n f l a c i ó n  
b a j a . .  Cabe h a c e r  n o t a r  tam bién  que s e  e s p e r a  que un mayor n iv e l  

de i n v e r s i ó n  p r iv a d a  aumente la  e f i c i e n c i a  en e l  uso d e l  c a p i t a l .

1 8

i

De a cu erd o  con e l  Cuadro S, s i  hay un f l u j o  s o s t e n i d o  de r e c u r s o s  

en l o s  p róxim os d o ce  añ o s , que p erm ita  s o s t e n e r  la s  t a s a s  d e  

c r e c i m i e n t o  dé,l. ;■ PIB _ dadas en e l  Cuadro 5 ,  la  deuda públ i cu 

e x t e r n a  -de* m ediano y la r g o  p-laz'o c r e c e r í a  h a s t a  l le g a s  a 8-, 134  
m i l l o n e s  d-e d ó l a r e s  a f in e s -  d.e s i g l o . ®  Las F ig u r a s  1 y £  
i l u s t r a n  l a  t r a y e c t o r i a  d é  l o é  in d i c a d o r e s  d eu d a /P IB  y  d e u d a /e x -
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p o rt  ac  i oríes c o h e r e n t e  con l a  e s t r a t e g i a  de d e s a r r o l l o  p r o p u e s tá .  
La deuda en r e l a c i ó n  a l  PIB s e  in c r e m e n t a r ía  un poco h a s t a  1 9 9 3 ,  

para d e sp u é s  r e d u c i r s e  muy , r á p id a m e n te .  ft p e s a r  de la  c o n t r a t a ­

c ió n  de nueva deuda, é s t a  en r e l a c i ó n  a l a s  e x p o r t a c i o n e s  

d e c l i n a r í a  muy r á p id a m e n te ,  p o r .  e l  aumento p r e v i s t o  de e s t a s  

u l t i m a s .  El in d ic a d o r  D eu da/P IB  a u m en ta r ía  de 77% en 1988  a un 

máximo de 8 0 .8 %  en 1 9 9 3 ,  para d e s p u é s  b a ja r  h a s t a  5 5 .8 %  en e l  año  

£ 0 0 0 .  El in d i c a d o r  D e u d a /E x p o r t a c io n e s  com ien za  a d is m in u ir  d esd e  
e l  p r i n c i p i o ,  comenzando con  570% en 1988  para l l e g a r  a £££% en 

e l  año £ 0 0 0 .

El s e r v i c i o  de la  deuda ( i n t e r e s e s  más a m o r t i z a c i o n e s  p a n a d o s) 

p a s a r í a  de un 3% d e l  PIB y un £ £ .£ %  de l a s  e x p o r t a c i o n e s  en 19 8 8 ,  

a 5 .£ %  d e l  PIB y £ 0 .8 %  de l a s  e x p o r t a c i o n e s  en e l  año £ 0 0 0 .  Las  

F i g u r a s  3 y 4 m uestran  la  e v o l u c i ó n  tem p o ra l d e l  s e r v i c i o .  S i  l o s  

r e s u l t a d o s  de. la  e v o lu c i ó n  d e l .  s e r v i c i o  de la  deuda no p a re cen  
e s p e c t a c u l a r e s ,  se  debe a l  hecho  de que en 1988 B o l i v i a  gozó  de 

u n  im p o r ta n te  a l i v i o  en e s t a  c a r g a .

I I I . - EL MODELO DE CDNSISTENCIft MflCROECONOMICfl

f t . -  Las r e s t r i c c i o n e s

Un modelo de c o n s i s t e n c i a  n u m érica  p rovee  la  columna v e r t e b r a l  d e  

la  E s t r a t e g i a . En l a  d e f i n i c i ó n  d e l  m odelo , l a s  r e s t r i c c i o n e s  a 
l a s  t r a y e c t o r i a s  de c r e c i m i e n t o  e s t á n  muy p r e s e n t e s  y d e t a l l a d a s .  

En l o  que s i g u e  se  p r e s e n t a  una ennum eracion  de e l l a s .

En e l  t i p o  de modelo em p lead o , l a s  i n v e r s i o n e s  y l a s  g a n a n c ia s  en 
la  p r o á u c t iv id a d  m a r g in a l  d e l  c a p i t a l  s o n  l a s  f u e n t e s  p r i n c i p a l e s  
de c r e c im i e n t o .  La i n v e r s i ó n  e s t á  c o n s t r e ñ i d a  por l a  d i s p o n i b i l i ­

dad de a h o rro , t a n t o  i n t e r n o  com o' e x t e r n o .  B o l i v i a  en c a ra  una



ia
r e s t r i c c i ó n  e x t e r n a  que s e  t r a d u c e  en e l  m ediano p la z o  en un 

a c c e s o  l i m i t a d o  a l  f i n a n c i a m i e n t o  e x t e r n o ,  t a n t o  en t é r m in o s  de 

c a n t id a d  como de f u e n t e s .®  La p o s i b i l i d a d  de in c r e m e n ta r  la  t a s a  

de a h o r r o  i n t e r n o ,  más a l l á  de un umbral -en  r e l a t i v a m e n t e  c o r t o  

p la z o ,  t i e n e  ta m b ién  c la r a m e n te  l í m i t e s  d ad os por l a s  r e a l i d a d e s  
s o c i a l e s  y p o l í t i c a s .  Una e s t r a t e g i a  pol í t  icarnente v i a b l e  de  

c r e c i m i e n t o  econ óm ico  t i e n e  ta m b ién  que p e r m i t i r  un c r e c i m i e n t o  

d e l  consumo p r iv a d o  per c á p i t a .  A d ic io n a lm e n te ,  como un o b j e t i v o  

de la r g o  p l a z o ,  B o l i v i a  t i e n e  que o b t e n e r  una n o r m a l iz a c ió n  

fundam ental de s u s  r e l a c i o n e s  ec o n ó m ic a s  i n t e r n a c i o n a l e s ;  para  

l o g r a r l o  s e  n e c e s i t a  una r e d u c c ió n  en s u s  r a z o n e s  de deuda  
e x te r n a  a PIB y a l a s  e x p o r t a c i o n e s ,  lo  que c r e a  una r e s t r i c c i ó n  
ad i c i o n a l .

Corno paso p r e v io  a l  cómputo c o m p le to  d e l  m odelo  de c o n s i s t e n c i a ,  

d os t r a y e c t o r i a s  de deuda y  c r e c i m i e n t o  fu e r o n  exam in ad a s. La 

prim era t r a y e c t o r i a '  e s  una de r e 1a t  ivam en te  a l t a  t a s a  de c r e c í -

i noremenLe i n i c i a l  en l a  deuda e x t e r n a ,  ta c a

de c r e c im i e n t o  p o s i t i v a  pero b a ja  en e l  consumo per c á p i t a ,  y una

r á p id a  r e d u c c ió n  en la  r e l a c i ó n  deuda e x t e r n a /P I B  a p a r t i r  de

1993 , con la  c o n s i g u i e n t e  r e s t a u r a c i ó n  p r o g r e s i v a  de s o l v e n c i a .

La segunda t r a y e c t o r i a  puede s e r  re su m id a  como una de_. b a jo

c r e e  i »! ie'nt o d e l  PIB, in crem en to  pequeño i n i c i a l  en e l  s t o c k  de

deuda e x te r n a  que además s e r í a  c o n t r a í d a  en c o n d i c i o n e s  muy

con cec  i '¿ n a le s ,  t a s a  de c r e c im ie n to '  d e l  consumo per c á p i t a

lig e r a m e n te  n egativo -, y l e n t a  r e d u c c ió n  en la  r e l a c i ó n  deud a /P IB

a p a r t i r  de 19 9 7 . Las dos t r a y e c t o r i a s  e s t á n  i l u s t r a d a s  en los '  
»

e s c e n a r i o s  P< y B d e l  Cuadro 7 y la  F ig u r a  5 .  En e l  modelo mismo 

de c o n s i s t ene ia ,  que e s t á  basado en p r o y e c c io n e s  de d e s a r r o l l o s  
- s e c t  o r :  a l-es, ' 1 as  tí i f e r e n c i a s  en l a s  t a s a s  de c r e c i m i e n t o  d e l  PIB 

y de. la  deuda e x t e r n a  en ambos e s c e n a r i o s  s e  deben p r in c ip a lm e n ­

te ,/ ;  más no e x c 1 u s iv a m e n te , a una e j e c u c i ó n  tem prana de l o s



p r o y e c t o s ,  c a p i t a l  i n t e n s i v o s ,  de e x p o r t a c i ó n  a l  B r a s i l  o de una 
p o s t e r g a c i ó n  de e s t o s  h a s t a  l a  segund a m itad  de l a  próxim a  

d éca d a . El e s c e n a r i o  B t r a d u c e  una e s t r a t e g i a  c o n s e r v a d o r a  de  

d e s a r r o l l o , ,  con h i p ó t e s i s  i m p l í c i t a s  de p equeñas i n v e r s i o n e s  

c a p a c e s  de s e r  f i n a n c i a d a s  con  p r é s ta m o s  e x t r a n j e r o s  muy c o n c e — 

s i o n a l e s .

Los números en e l  Cuadro 7  y l a  F ig u r a  5  fu e r o n  o b t e n i d o s  usando  
e l  m odelo , l ig e r a m e n t e  m o d i f ic a d o ,  p r o p u e s to  por S e lo w sk y  y van  

d er  Tak ( 1 9 8 6 ) .  Los r e s u l t a d o s  d e l  e s c e n a r i o  A p a r e c ía n  s e r  más 

a t r a c t i v o s  que lofe d e l  e s c e n a r i o  B, p e ro  la  e s t r a t e g i a  s u b y a c e n te  

a l  e s c e n a r i o  A demanda un- f i n a n c i a m i e n t o  e x t e r n o  más a l t o  a l  

p r i n c i p i o  y un c r e c i m i e n t o  más r á p i d o  en la  t a s a  de a h o rro  

in t e r n o  que en l a  e s t r a t e g i a  que su b y a c e  en e l  e s c e n a r i o  B. El 

problem a im p o r ta n te  e s  cúan d i s p o n i b l e  e s t a r á  e l  f i n a n c i a m i e n t o  
e x te r n o  en l o s  años que v ie n e n ,  aunque l o s  m ontos r e q u e r i d o s  no 

p arecen  e x a g e r a d o s  dado e l  p a tro n  h i s t ó r i c o .

Los r e s u l t a d o s  e s p e r a d o s  de l a  E s t r a t e g i a ' , que a p a re c e n  en la  

S e c c ió n  I I ,  s ig u e n  una senda s i m i l a r  a la  d e l  e s c e n a r i o  A. En lo s  
h e c h o s ,  l a s  se n d a s  de deuda y a h o r r o  d e l  e s c e n a r i o  A han s i d o  
d e r iv a d a s  de l o s  r e s u l t a d o s  prom edio d ad os en la  ú lt im a  columna  
d e l  Cuadro 5 . Las d i f e r e n c i a s  n u m é ric a s  o b s e r v a d a s  r e s u l t a n  de  

l a s  v a r i a c i o n e s  en e l  t iem p o  de l o s  p a rá m e tr o s  u sa d o s  en ia  
S e c c ió n  I I ,  m ie n tr a s  que e l  e s c e n a r i o  A s e  em pleó más b ie n  
v a l o r e s  prom edio de e s o s  mismos p a rá m e tr o s .

B . - La e s t r u c t u r a  d e l  m odelo

La e s p e c i f i c a c i ó n  c o m p le ta  d e l  m odelo e s t á  dada en A r i s p e  C19S8).-; 

La r e s e ñ a  que s e  o f r e c e  s e  l i m i t a  a l o s  a s p e c t o s  más: s a l i e n t e s .  

El modelo de c o n s i s t e n c i a  m acroeconôm ica e s t á  conform ado por; 35



CUADRO 7

ESCENARIOS DE CRECIMIENTO SOSTENIDO

(Porcentajes Del PIB)

ESCENARIO A ' ESCENARIO S

Anio s b d . 5. . b d

1989 5.8 12.2 86.0 7.2 9.3 84*. 0
1990 7.6 10.8 93.1 8.1 3.7 90.0
1995 15.9 2.9 103.1 12.1 5.3 108.0
2C00 23.6 -6.2 73.1 16.0 1.3 106.2

s * Ahorro Intemo/PIB
b * Deficit en Cuenta Corriente/PIB
d = Deuda Publica de Mediano y Largo Plazo/PIB

Escenario A: Tasa Anual Pronedio de Crecieiento del PIB
Tasa Anual Prowdio de Crecieiento del

Consuno per Capita 
Tasa Inicial de Ahorro Interno 
Tasa de Interés
Razón Incremental Capital Producto

Escenario B: Tasa Anual Promedio de Crecieiento del PIB
Tasa Anual Promedio de Crecieiento del

Consuno per Cãoita 
Tasa Inicial de Ahorro Interno 
Tasa de Interés
Razón Incremental Capital Producto

4.9*

0 .2 *  
3.4*
5.0*
2.3

3 .4 *

-0.3*
S .4 *
3.5*
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e c u a c i o n e s ,  con t o d a s  l a s  v a r i a b l e s  e x p r e s a d a s  en p r e c i o s

c o n s t a n t e s  de 13B0. . E l m odelo  t i e n e  una e s t r u c t u r a  r e c u r s i v a  en

b lo q u e s ,  que s e  r e f i e r e n  a l a  g e n e r a c ió n  de p r o d u c c ió n ,  a l a s  

i n v e r s i o n e s ,  a l a s  im p o r t a c i o n e s  y a l a  fo r m a c ió n  * de i n g r e s o s  

d i s p o n i b l e s  y de a h o r r o s  en l o s  s e c t o r e s  p ú b l i c o  y p r iv a d o .  Las

e x p o r t a c i o n es  son e x ó g e n a s  a l  m odelo y v ie n e n  de p r e v i s i o n e s

s e c t o r i a l e s .

El m odelo em pleado en l a  E s t r a t e g i a  e s  s i m i l a r  en e s p í r i t u  y en

muchas form as a l  R ev ised  Mi n i  Brum S tan d ard  Model em pleado . por e l

Banco M u ndial. La p r i n c i p a l  d i f e r e n c i a  r e s i d e  en que la  o b t e n c ió n

de t r a y e c t o r i a s  de c r e c i m i e n t o  de l a  E s t r a t e g i a  , a s i  como de l a s

n e c e s id a d e s  de i n v e r s i ó n ,  s e  hace a p a r t i r  de l o s  s e c t o r e s

m o to r e s  m ie n tr a s  que e l  m odelo d e l  Banco M undial l o  h a ce  en

fu n c ió n  de m etas a l c a n z a b l e s  de c r e c i m i e n t o  d e l  PIEL
\

El modelo de c o n s i s t e n c i a  m acroeconôm ica ha s i d o  c o n e c ta d o  

d e sp u é s  con ar. c o n ju n t o  de p r o y e c c io n e s  de b a la n z a  de p agos y con

un m odelo de f l u j o s  de f u e n t e s  y u s o s ,  p ara  t e n e r  una v i s i ó n  más

c o m p leta  de l o s  c am b ios  en e l  endeudam ien to  e x t e r n o .

Runque, como s e  ha d ic h o  a r r i b a ,  e l  m odelo de c o n s i s t e n c i a  
m acroeconôm ica e s t á  e x p r e sa d o  en t é r m in o s  r e a l e s ,  e x i s t e  s i n  

embargo una r e t r o a l i m e n t a c i  ón de a lg u n a s  v a r i a b l e s  n o m in a le s ,  
e s p e c ia lm e n t e  de a q u e l l a s  que v ie n e n  d e l  la d o  de la  b a la n za  de, 
p agos . Por su p a r t e ,  la  b a la n z a  de p agos  e l l a  misma e s t á  a

p r e c i o s  c o r r i e n t e s ,  p ero  con v a r i o s  de s u s  ite m s  d e r iv a d o s  d el.

modelo de c o n s  i s t  en e  i a m acroeconôm ica. Por ú l t im o ,  s e  c om p letan  
l a s  p r o y e c c io n e s  d e l  modelo de c o n s i s  t e n c i a  m acroeconôm ica'; y l a s  
de b a la n z a  de p ayos con a q u é l l a s  r e f e r i d a s  a l a s  de deuda e x te r n a

p ú b l ic a  de mediano y de la r g o  p la z o .  .

£ 0



2 1

C. -  El se c to r "  p ú b l i c o  c o n s o l i d a d o  en e l  m odelo  de c o n s i s t e n c i a

El rnodplo de c o n s i s t e n c i a  m acroeconôm ica no p r o p o r c io n a  p r o y e c ­

c i o n e s  com p leta m en te  d e t a l l a d a s  de l a s  f u e n t e s  y u sos  de r e c u r s o s  
d e l  s e c t o r  p ú b l i c o ,  p ero  e s  s u f i c i e n t e m e n t e  i n f o r m a t i v o  s o b r e  lo  

que s e  e s p e r a  de su desem peño. Una v i s i ó n  d e l  s e c t o r  p ú b l i c o  y de 
l a s  t r a n s f e r e n c i a s  i n v o lu c r a d a s  puede s e r  o b t e n id a  de l a s  

r e l a c i o n e s  a h o r r o / i n v e r s i ó n  d e l  Cuadro 3 y de l a s  F ig u r a s  6 y 7 .

fll p r i n c i p i o ,  l a  i n v e r s i ó n  t o t a l  s e r á  g u ia d a  por l a  i n v e r s i ó n  

p ú b l i c a .  La t a s a  de i n v e r s i ó n  f i j a  p ú b l i c a  aum entará ju n to  con la  
i n v e r s i ó n  f i j a  t o t a l  para  a l c a n z a r  un máximum en 1 9 9 2 . En e s e  

mismo año, la  t a s a  de i n v e r s i ó n  p r iv a d a  s e r á  la  misma que la  de 

i n v e r s i ó n  p ú b l i c a ,  p ero  d e sp u é s  com enzará a c r e c e r  s o s t e n i d a ­

m ente. H acia  e l  año 2 0 0 0  , la  i n v e r s i ó n  p ú b l i c a  r e p r e s e n t a r í a  e l  

de la  i n v e r s i ó n  f i j a  t o t a l .

El' c s r v i c i o  cic i ctêísgb c!si* 1 a ¿sucís iï'vtv'ociucs tJ.Ti rflsy'CjS''*-

s u s t a n c i a l  e n t r e  l a s  t a s a s  de a h o r r o  in t e r n o  y a h o rro  n a c io n a l  

d e l  s e c t o r  p ú b l i c o .  P a r a le la m e n te ,  l a s  rem esa s  de u t i l i d a d e s  de  
l a s  em p resa s  t r a n s n a c i o n a l e s  r e b a ja r á n  s i g n i f i c a t i v a m e n t e  l a s  
t a s a s  de a h o r r o  i n t e r n a s  d e l  s e c t o r  p r iv a d o  a p a r t i r  de 1993 .

Las c i f r a s  de s u p e r á v i t / d é f i c i t  p a r a  cada  s e c t o r  s e ñ a la n  s u s  
n e c e s id a d e s  de f in a n c i a m ie n t o  y e l  j u e g o  de t r a n s f e r e n c i a s  de 
r e c u r s o s .q u e  e s t a r í a  in v o lu c r a d o .  H a sta  1 9 9 7 ,  t a n t o  e l  s e c t o r  

p ú b l i c o  como e l  p r iv a d o  se r á n  d e f i c i t a r i o s ,  lo  que im p lic a  que  
ambos s e c t o r e s  s e r á n  f i n a n c i a d o s  por e l  a h o r r o  e x te r n o  (con una 

pequeña - c o r r e c t :  i d n - -p a r a  el- f  in a n c ia m ie n t o  de l a s  v a r i a c i o n e s  de 

e x i s t e n c i a s )  . Siri 'e'mbángo, de 1993 en a d e l a n t e ,  e l  s u p e r á v i t  en 

e l  s e c t o r  . p ú b l i c o  s e r í a  t r a n s f e r i d o  a l  s e c t o r  p r iv a d o ,  p o s i b l e -



CUADRO 3

PROYECCIONES DE AHGRRC E INVERSION, 1539-2000  

(En porcentajes del PIB)

i 1389 1990 1995 2000

INVERSION BRUTA 9.3 14.1 15.2 15.2

Inversión Fija
Inversion Fi ja Publica r  
Inversión Fija Privada i 

Variación de Existencias

3.6 
5.0
2.6 
1.2

12.5
7.0
5.5
1.6

14.6
6.4 
3.3
1.5

13.4
4.5
8.9
1.3

!
AHORRO BRUTO 9.9 14.1 16.2 15.2

Ahorro Interno Bruto 
Ahorro Interno Público 
Ahorro Interno Privado i

5.9 
0.5 
5. A

9.2 
4.0
5.2

12.3
7.6
4.7

13.5 
■ 13.9 

4.6

Transferencias Externas ce 
Bienes y Servicios NF 4.0 4.3 2.3 -3.2

Pago Mete a Factores más 
iransferencias Corrientes 
Intereses Deuda Publica Ext. i 
Otros tasto)

-5.17M ■

4

-4.0
-3.7
-0.3

-5.5
-4.4
-i.l

-5.5 
-3.5 
-3.1

Ahorro Nacional Bruto 
Ahorro Nacional Publico 
Ahorro Naciera: Privado

0.5
-0.4

.  iL

5.2
0.2 
5.0

5.3
2.5
4.3'

11.9
S.l
2.S

Ahorro Externo Br-uto 3.1 3.3 •• e 3.4

AHORRC/INVERSION !

3*j»r«»it/2eí:c:t Sscior T̂ bl.ccl 
Suseravit/Deficii Sector Privado: 
Ahorro Externo Bruto neto de : 
Variación ce Existencias.

•i. A
-1 .  V

7.8

-5.3 
-0.5

7.3

-2.5
-4.0

7.9

3.5 
-5.1

1.5

FUENic: Elaboración de: autor con oroyecciones
de la ESTRATEGIA DE DESARROLLO ECONCNICO Y SOCIAL, 1339-2000
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m ente m e d ia n te  e l  m ecanism o i n d i r e c t o  de a m o r t iz a n  la  deuda  

e x t e r n a  p ú b l i c a  a l a  v e z  que e s t o  e s  com pensado por i n f l u j o s  de  

c a p i t a l  p r iv a d o  e x t r a n j e r o .  En t é r m in o s  n e t o s ,  s e  o b s e r v a r í a  una 

r e d u c c ió n  en e l  a h o r r o  e x t e r n o  b r u to  aún s i  e l  i n f l u j o  de fo n d o s  

e x t e r n o s  p ara  e l  s e c t o r  p r iv a d o  e s  s u s t a n c i a l .

Por l a s  c o n s i d e r a c i o n e s  a n t e r i o r e s ,  e s  n e c e s a r i o  que e l  s e c t o r  

p ú b l i c o  g e n e r e  e x c e d e n t e s  s i g n i f i c a t i v o s  en c u e n ta  c o r r i e n t e  para  

l a  a p l i c a c i ó n  de l a  E s t r a t e g i a .  Una a p r o x im a c ió n  e m p r e s a r ia l  en

l a s  e m p re sa s  _ p ú b l ic a s  e s  una r eco m en d a c ió n  f r e c u e n t e  de la

E s t r a t e g i a .  La e j e c u c i ó n  c o m p le ta  de l a  re fo rm a  i m p o s i t i v a  en  

c u r s o  d e b e r á  ta m b ién  c o n t r i b u i r  a un in c rem en to  en l o s  a h o r r o s  

d e l  g o b ie r n o  c e n t r a l  y ,  p r e s u m ib le m e n te ,  d e l  s e c t o r  p ú b l i c o  

c o n s o l i d a d o .  De manera g e n e r a l ,  una s e c u e n c ia  c u id a d o s a  de  
p o l í t i c a s  f i s c a l e s  de c o r t o  p l a z o ,  b a sa d a s  en l o s  l ín e a m i e n t o s  de 

l a s  r e fo r m a s  en c u r s o  ( d e s c r i t a s  en la  S e c c ió n  I ) ,  e s  fundam ental  

para e l  desem peño d e l  s e c t o r  f i s c a l  en fu n c ió n  de l o s  o b j e t i v o s  

de l a  E s t r a t e g i a .

El Cuadro Q d e s t a c a  l a  im p o r ta n c ia  d e l  a h o r r o  e x t e r n o .  B o l i v i a  

n e c e s i t a  una t r a n s f e r e n c i a  n e ta  de r e c u r s o s  e x t e r n o s  p o s i t i v a  y 
s i g n i f i c a t i v a  p or lo  menos h a s t a  199S .

IV. -- ASPECTOS INSTITUCIONALES V POLITICOS

A. -  Los p ro b le m a s  de coorcLi n a c i  ón i n t e r —s e c t o r a l  e i n t e r ­

nen io n a l  *

Uno. de l o s  p r o p ó s i t o s  p r i n c i p a l e s  de l a  E s t r a t e g i a  e s  p ro v e e r  un 

m arco c o h e r e n t e  para el. p r e s U p ú é s to  dé i n v e r s i o n e s  p l u r i - a n u a l . 

Además,- s e  podrá e n c o n tr a r  e n .  l a :  E s t r a t e g i a  pa u ta s  s o b r e  l a

c a n t id a d  d e  r e c u r s o s  (p o s ib le m e n t e  en p o r c e n t a j e s  d e l  PIB) que



te n d r á n  que d e d i c a r s e  a l o s  s e c t o r e s  s o c i a l e s  como e d u c a c ió n ,  

s a lu d  y  v i v i e n d a ,  para que a lc a n c e n  s u s  o b j e t i v o s  más g e n e r a l e s .

La E s t r a t e a  i a o f r e c e  un c o n ju n t o  de l i n e a m i e n t o s  muy g e n e r a l e s  

para l a s  d e c i s i o n e s  de i n v e r s i ó n  y p ara  e l  p r e s u p u e s to  de 
i n v e r s i o n e s .  La s e l e c c i ó n  de i n v e r s i o n e s  d e b e r á  s o s t e n e r s e  en su  

c o h e r e n c ia  con l a s  o r i e n t a c i o n e s  de d e s a r r o l l o  y con p o l í t i c a s  

s e c t o r a l e s  e s p e c í f i c a s ,  a s í  como en e l  a n á l i s i s  de t a s a s  i n t e r n a s  

de r e t o r n o .  Se c o n s id e r a  que l a  c o n s i s t e n c i a  e s  rnás im p o r ta n te  
que l o s  r e s u l t a d o s  d e l  a n á l i s i s  de t a s a s  de r e t o r n o  para la  

s e l e c c i ó n  de l o s  p r o y e c t o s . 10

Cabe h a c e r  n o ta r  que l o s  m i n i s t e r i o s  s e c t o r i a l e s  p a r t i c i p a r o n  

d esd e  e l  c o m ien zo  en la  fo r m u la c ió n ,  de l a s  p o l í t i c a s  e s p e c í f i c a s  

para su s e c t o r ,  a s í  como en l a  fo r m u la c ió n  de s u s  program as de 

i n v e r s i ó n  para  su ivicov'poí'aci ón an l a  E st  r a t  en i a. L'n e q u ip o  muy 

pequeño, en e l  M in is t e r i o  de P la n e a m ie n to  y Coord i nac i ón, d i ó l a s  
or i en t  ac i o n es  genera.! e s  e h : z o  un senuim í e n to  d e t a l l a d o  de l o s  

d e s a r r o l l o s  en cada m i n i s t e r i o  s e c t o r i a l .  La p a rt  i c i p a ció n  de l o s  
m i n i s t e r i o s  s e c t o r i a l e s  fu e  c r u c i a l  p ara  d a r l e  c red ib .i  1 idad a la  
E s t r a t e g i a  e n l a  A d m in i s t r a c ió n ,  aún s i  e l  p r o c e d im ie n to  fu e  
l e n t o  por m om entos.. Dos d i f i c u l t a d e s  p r i n c i p a l e s  t u v i e r o n  que 

a l l a n a r s e :  1) La d e s ig u a ld a d  en l a s  c a p a c id a d e s  e n t r e  l o s

d i s t i n t o s  m i n i s t e r i o s  para fo r m u la r  s u s  p o l í t i c a s  s e c t o r i a l e s  y 

s u s  program as de i n v e r s i ó n ,  dado que a lg u n o s  de e l l o s  p o s e ía n  
mucho más e x p e r i e n c i a  que o t r o s .  La d e b i l i d a d  de l o s  m i n i s t e r i o s  
" s o c i a l e s ! '  fu e  la  que más se  h i z o  n o t a r .  £ )  La f u e r t e  i n e s t a b i l i ­

dad de l o s  program as s e c t o r i a l e s  de i n v e r s i ó n ,  con l i s t a s  de 

p r o y e c t o s  de i n v e r s i ó n  muy v a r i a b l e s  en e l  t i e m p o . 11

C o n tr a r ia m e n te  a lo  que pasó con l o s  m i n i s t e r i o s  s e c t o r i a l e s ,  l a  - 

p a r t i c i p a c i ó n  de l a s  c o r p o r a c i o n e s  r e g i o n a l e s  de d e s a r r o l l o  fu e



e s c a s a .  Muy p o c a s  d i s c u s i o n e s  f o r m a le s  s e  l l e v a r o n  a cabo con  
e l l a s ,  aunque s í  s u s  p r o p i o s  p la n e s  de d e s a r r o l l o  r e g i o n a l  fu e r o n  

s o m e t id o s  a r e v i s i o n e s  muy c u i d a d o s a s .

La e l a b o r a c i ó n  d e l  programa de i n v e r s i o n e s  para l a  E s t r a t e g i a  

i m p lic ó  l a  c o n c i l i a c i ó n  de d i s t i n t a s  demandas s e c t o r i a l e s .  En 

a ñ a d id u r a  y rnás d i f i c i l m e n t e ,  l a s  demandas r e g i o n a l e s  t e n ía n

ta m b ién  que s e r  c o m p a t i b i l i z a d a s .  El e s t a b l e c e r  una m a tr iz  
s e c t o r i a l / r e g i o n a l  r e q u i r i ó  un e s f u e r z o  c o n s i d e r a b l e ,  p ero  aún 

a s í  no s e  pudo dar c o m p le ta  s a t i s f a c c i ó n  a num erosas r e g i o n e s  y 

s e c t o r e s .

L o s__a sp ec to s  de econom ía p o l í t i c a  de l a  E s t r a t e g i a  so n  muy 

im p o r t a n t e s .  La E s t r a t e g i a  ha s i d o  e la b o r a d a  con la  i n t e n c i ó n  de 

s e r  un documento a b i e r t o ,  que pueda s e r  s u j e t o  de r e v i s i o n e s ,  

s u g e r e n c i a s  y e l a b o r a c i o n e s  a d i c i o n a l e s .  El punto que hay que 

d e s t a c a r  e s  que la  E s t r a t e c i a  e s  t a n t o  un documento t é c n i c o  como 

p o l í t i c o  que te n d r á  que s e r  d i s c u t i d o  en d i s t i n t o s  f o r o s .  El

mismo programa de i n v e r s i o n e s  p ú b l i c a s  de la  E s t r a t e a i a . que

t i e n e  un h o r i z o n t e  de d o ce  a ñ o s  p r o v é e  s o b r e  to d o  un m a rco y  e s t á

c o n c e b id o  de t a l  manera que pueda s e r  r e v i s a d o  anualm en te .

S . -  C o o r d in a c ió n  de la  E s t r a t e g i a  v l a  P r e s u p u e s t a d ó n  anual

Los p r i n c i p i o s  b á s i c o s  de p o l í t i c a  f i s c a l  de c o r t o  p la z o  fu e r o n  
d e f i n i d o s  con l a  NEP, a n t e s  de la  fo r m u la c i ó n -d e  la  E s t r a t e g i  a . 
pero  e l l a  e s  im p o r ta n te  para p r o v e e r  p a u ta s  para *el com ponente de 

i n v e r s i o n e s  d e l  p r e s u p u e s to  a n u a l .  El problem a e s  como l l e g a r  a 
que l a s  p a u ta s  de l a  E s t r a t e g i a  • e n  r e l a c i ó n  a. l a s  i n v e r s i o n e s  

p ú b l i c a s  ( y en a lg u n o s  c a s o s  a l o s .  g a s to s -  púb.I i c o s  r e c u r r e n t e s )  

puedan s e r  r e c o g i d o s  en - l o s  p r e s u p u e s to s -  a n u a le s .  - Los p r e s u p u e s ­

t o s  a n u a le s  e s t á n  c a s i  corn p l e t  amen te! . d é te rm ip a d o s  por l a s



r e s t r i c c i o n e s  f i n a n c i e r a s  que c o r r e n  en e l  año, m ie n tr a s  que l a s  

i n v e r s i o n e s ,  que g e n e r a 1mente t i e n e n  c a r á c t e r  p l u r i —a n u a l ,  deben  

e n c a r a r  más b ie n  una r e s t r i c c i ó n  f i n a n c i e r a  i n t e r —t e m p o r a l .  • La 

a s i n c r o n í a  e n t r e  e l  p r e s u p u e s to  an u al y e l  f i n a n c i a m i e n t o  de 

l a r g o  p l a z o ,  c re a d o  por l a s  r e s t r i c c i o n e s  de l i q u i d e z ,  f r e c u e n t e ­

mente conduce a i n v e r s i o n e s  i n c l u i d a s  en e l  p rim ero  d e b i lm e n te

r e l a c i o n a d a s  con l a s  i n v e r s i o n e s  d e s e a d a s  con un h o r i z o n t e  de

la r g o  p la z o .  Es a s í  que la  i n c l u s i ó n  en e l  p r e s u p u e s to  anual de 

un d eterm in a d o  p r o y e c to  e s t á  fr e c u e n te m e n te  d eterm in a d a  más por  
la  d i s p o n i b i l i d a d  de f i n a n c i a m i e n t o  que por p r i o r i d a d e s  b ie n  

d e f i n i d a s  en una v i s i ó n  de l a r g o  p l a z o .  E s ta  o b s e r v a c ió n  t i e n e  
p a r t i c u l a r  p e r t i n e n c i a  cuando la  r e s t r i c c i ó n  e x t e r n a  e s  muy 

a p r e ta d a  como e s  e l  c a s o  b o l i v i a n o  a h o ra . Se debe a ñ a d ir  tam bién  
que para l o s  p róxim os c u a t r o  a ñ o s ,  e l  p eso  de l o s  p r o y e c t o s  ya' en 

e j e c u c i ó n  dominarán e l  programa de i n v e r s i o n e s  de l o s  p r e s u p u e s ­

t o s  a n u a le s .

En e l  p r o c e so  de fo r m u la c ió n  d e l  p r e s u p u e s to  a p a re c e  c la r a m e n te ,  
Una vez más, la  n e c e s id a d  de c o o r d in a c i ó n  e n t r e  la  p o l í t i c a  de 

c r e c im i e n t o  económ ico y la  de e s t a b i l i z a c i ó n .  E s ta  ú lt im a  debe  
c o n t r i b u i r  a a te n u a r  l a s  r e s t r i c c i o n e s ,  e s p e c i a  1 mente l a s  

e x t e r n a s ,  para que l o s  p r e s u p u e s to s  a n u a le s  de i n v e r s i ó n  e s t é n  
más a l in e a d o s  con Las p e r s p e c t  i v a s  de la r g o  p la z o  de la  econom ía  
en g e n e r a l  y cor: lo s  i n g r e s o s  p r e v i s t o s  para e l  s e c t o r  p ú b l i c o  er.

un h o r i z o n t e  que vaya más a l l á  de la  g e s t i ó n .

Si b ie n  e s  c i e r t o  que l o s  t e c h o s  p r e s u p u e s t a r i o s  d ados por l a s  

r e s t r i c c i o n e s  de l i q u i d e z  s e g u i r á n  s ie n d o  im p o r ta n te s  en la  

d e t e r m i n a d  ón çJe l o s  p r e s u p u e s to s  a n u a le s ,  en cam bio , é s t o s  no 
d e b ie r a n  p erd er  com p letam en te  l o s  r e f e r e n t e s  de l a r g o  p la z o  

proporc i o ra d o s  por la  E s t r a t e o  i a .



V . -  RESUMEN Y CONCLUSIONES PRINCIPALES

El s e c t o r  p ú b l i c o  c o n t in u a r á  p r e v i s i b l e m e n t e  t e n ie n d o  una 

p r e s e n c i a  muy im p o r ta n te  en e l  e s c e n a r i o  econ óm ico  b o l i v i a n o  por  
l o  menos h a s t a  que e l  s e c t o r  p r iv a d o  quede c o m p leta m en te  a s e g u ­

ra d o  d e l  c o n t e x t o  m acroecon ôm ico  y l a s  g a r a n t í a s  n e c e s a r i a s  para  

r e a l i z a r  i n v e r s i o n e s  de l a r g o  p l a z o .  Su desem peño, a l  margen d e l  
d e s e a b l e  p r o g r e s o  en l a s  p r i v a t i z a c i o n e s  que pueda l o g r a r s e ,  s e r á  

c r u c i a l  para e l  d e s a r r o l l o  de B o l i v i a  y su b i e n e s t a r .

Para r e g i s t r a r  t o d a s  l a s  r e s t r i c c i o n e s  a l  d e s a r r o l l o  econ óm ico  y 
para e n c o n t r a r  s o l u c i o n e s  f a c t i b l e s  (y , aún m e jo r ,  s o l u c i o n e s  

o p t i m a l e s ) ,  e l . g o b i e r n o  de B o l i v i a  ha p rep a ra d o , una e s t r a t e g i a  

c o m p r e n siv a  de d e s a r r o l l o .  La E s t r a t e g i a  i n t e n t a  aunar e l  
a n á l i s i s  t é c n i c o  con una p r o p u e s ta  más de c a r á c t e r  p o l i t i c o ;  

e s t a r á  s u j e t a ,  por lo  t a n t o ,  a un in t e n s o  e s c r u t i n i o  y a una 

a m p lia  d i s c u s i ó n  en l a  o p in ió n  p ú b l i c a .

El s e c t o r  f i s c a l  ocupa un lu g a r  c e n t r a l  en l a  E s t r a t e g i a . ya que  

e l  desempeño de muchos s e c t o r e s  e s  fu e r te m e n te  d e p e n d ie n te  de l o s  
insumos d e l  s e c t o r  p ú b l i c o .  S in  embargo, p re v ia m e n te  hay que 
r e c o r d a r  e s  que la  E s t r a t e g i a  c o n t i e n e  una p r o p u e s ta  de r e d u c c ió n  

de tamaño d e l  e s t a d o  en l a  econ om ía , con un programa de p r i v a t i ­

z a c i o n e s .  Hecha e s a  s a lv e d a d ,  s e  s e ñ a la r á  que e l  programa de

i n v e r s i o n e s  p ú b l i c a s  e s  d e c i s i v o ,  .aunque de ninguna manera es  e l

ú n ic o  ' in s t r u m e n t o .  Un m odelo de c o n s i s t e n c i a  m acroeconôm ica ha

s i d o  em pleado p ara  d e l i n e a r  l a s  se n d a s  de c r e c i m i e n t o ,  i n v e r s i ó n  
y. en d eu d am ien to . L a s  p r o y e c c io n e s  d e l  m odelo e s t á n  a s e n t a d a s  en 
p e r s p e c t i v a s  s e c t o r i a l e s  y eh e V  cdújportam iento e s p e r a d o  de l a s  

e x p o r t a c i o n e s . ' S i  e l  PTB m an tu v iera  un r itm o  de c r e c im i e n t o

prom edio anual c e r c a n o  a -554, - 'p o s ib le  g r a c i a s  a un e s f u e r z o



s o s t e n i d o  de a h o r r o  i n t e r n o  y e x t e r n o  com binado con g a n a n c ia s  de  

p rod u ct i v i d a d ,  no s ó l o  l a s  c o n d i c i o n e s  de v id a  m e jo r a r ía n  s i n o  

que B o l i v i a  p o d r ía  n o r m a liz a r  su i n s e r c i ó n  en l o s  m o v im ie n to s  
i n t e r n a c i o n a l e s  de c a p i t a l .

Las s e c u e l a s  d e l  end eud am ien to  e x t e r n o  y v a r i a s  r e s t r i c c i o n e s

i n s t i t u c i o n a l e s  d e f i n e n  un campo de m aniobra r e l a t i v a m e n t e

e s t r e c h o  para e l  com p ortam ien to  d e l  s e c t o r  p ú b l i c o .  La g e s t i ó n  

d e l  s t o c k  de deuda p ú b l i c a  y de su s e r v i c i o  n e c e s i t a  una a p r o x i ­

mación c u id a d o s a .  La r e d u c c ió n  de deuda m ed ian te  m ecanism os y 

n e g o c i a c i o n e s  c o m p le m e n ta r io s  a l o s  ya e f e c t u a d o s  p erm it i r á ,  en 

lo  in m e d ia to ,  c o n s e g u i r  más h o lg u r a  en la  a p r e ta d a  r e s t r i c c i ó n

e x t e r n a .  La s o l u c i ó n  de fo n d o , aunque a más l a r g o  p l a z o ,  vendrá  

de una r e c u p e r a c ió n  s o s t e n i d a  d e l  r itm o  de c r e c i m i e n t o  d e l  PIB, 

corno lo  m uestran  l o s  e j e r c i c i o s  n u m éricos de e s t e  t r a b a j o ,  y que  

t i e n e  ju s ta m e n te  coroo p r s c c n d i e i  ón un 'a f  lo ja m i e n t o  de la  r e s t r i c ­

c ió n  e x t e r na.

Las r e s t r i c c i o n e s  i n s t i t u c i o n a l e s  i n t e r n a s  son  t a n ' s e v e r a s  como 
la  e x t e r n a  para un d e s a r r o l l o  .económ ico s o s t e n i d o .  B o l i v i a  
n e c e s i t a  m antener un r e c o r d  e x c e l e n t e  en  r e l a c i ó n  a su g e s t i ó n  
macroeconómi e s .  En e s e  c o n t e x t o ,  la  p o l í t i c a  f i s c a l  t i e n e  e l  

d o b le  c o m e tid o  de coadyuvar a m antener la  e s t a b i l i z a c i ó n  y 
c o n t r i b u i r  a l a  fo r m a c ió n  de a h o rro  in t e r n o .  E r r o r e s  s u s t a n c i a l e s  
de p o l í t i c a  pueden a f e c t a r  l a s  p e r s p e c t i v a s  b o l i v i a n a s  de 
r e c u p e r a d  ón, e s p e c ia lm e n t e  l a s  d e l  s e c t o r  p ú b l i c o ,  p u e sto  que  

son tan depend i en t esc de un uso muy e f i c i e n t e  d e ' l o s  r e c u r s o s .

El papel d e l  s e c t o r  púb.l i c o  no e s  s ó l o  im p o r ta n te  en la  g e n e r a ­

c ió n  de a h o r r o , s i n o  que lo  e s  tam bién en la  g e n e r a c ió n  de  

d i v i s a s .  S i s e  cumplen l o s  r e s u l t a d o s  e s p e r a d o s  de l a  E s t r a t e g i a ,  

e l  s e c t o r  p ú b l i c o  s e g u i r á  m anteniendo una b a la n z a  de pagos



sa
s u p e r á v i t a r i a .  Por o t r o  la d o ,  l a  b a la n z a  de pagos d e l  s e c t o r  

p r iv a d o  te n d r á  un d é f  i c i t  n e t o  en d i v i s a s .  En la  E s t r a t e a  i a . se  

ha a n a l i z a d o  e l  c o n ju n t o  de t r a n s f e r e n c i a s  a que dan lu g a r  l a s  

p o l i t i c a s  e c o n ó m ic a s  a p a r t i r  de e s t a  s i t u a c i ó n ,  con un exárnen de 

l a s  r e l a c i o n e s  a h o r r o / i n v e r s i ó n  p ara  cada  s e c t o r .  Una v ez  más 

e s a s  r e l a c i o n e s  in d i c a n  l a  gran  im p o r ta n c ia  d e l  s e c t o r  p ú b l i c o ,  

p rim ero  para s o s t e n e r  l a s  t a s a s  de i n v e r s i ó n ,  y d e sp u é s  para  

c o n t r i b u i r  ( i n d i r e c t a m e n t e )  a l  f i n a n c i a m i e n t o  a d i c i o n a l  r e q u e r id o  
por l a s  i n v e r s i o n e s  d e l  s e c t o r  p r iv a d o .



1. S ob re  e s t e  punto v é a se , ,  por e je m p lo ,  S a c h s  y M o r a le s  ( 1 9 8 3 ) .

£ .  La im p o r ta n c ia  de una p o l í t i c a  de _ e s t  abi 1 i z a c i ó n  que  

c o n t r i b u y a  a a l i n e a r  e l  i n g r e s o  d i s p o n i b l e  (en e s t e  c a s o  d e l  

g o b ie r n o )  con e l  in g r e s o  p erm an ente , y que p erm ita  a l  g o b ie r n o  
a c c e d e r  a un menú a m p lio  de o p c i o n e s  de f i n a n c i a m i e n t o  para  

l o g r a r  e s t e  a l in e a m ie n t o  e s  s e ñ a la d a  por B u i t e r  ( 1 9 8 3 ) .

3 .  V a r ia s  p u b l i c a c i o n e s  d i s c u t e n  de manera c o m p le ta  e l  programa  

de e s t a b i 1 i z a c i ó n  b o l i v i a n o  en c u r s o .  Se puede m en cio n a r , por  

e je m p lo ,  S ach s ( 1 9 8 S ) ,  y M o r a le s  ( 1 9 8 8 ) .

4. Para s u p e r a r  a lg u n a s  de l a s  d i f i c u l t a d e s  p r i n c i p a l e s ,  e l  
g o b ie r n o  ha p r o p u e s to  r e c ie n t e m e n t e  un s is te m a  in t e g r a d o  de  

a d m á n is tr a c ió n  f i n a n c i e r a  y c o n t r o l  gubernam ental 'SAFCD) y ha 
c r e a d o  una o f i c i n a  corno b ra zo  e je c u to r * .

3 , E s ta  d i s c u s i ó n  ce apoya fu e r t e m e n t e  en l o s  r e s u l t a d o s  de 

Marfán / t 3 8 S )  y Marfán ( 1 9 8 7 ) .

5 . Las p r i n c i p a l e s  v í c t i m a s  de i o s  e r r o r e s  m acroeconôm icos d e l  

pasado r e c i e n t e  han s i d o  l a s  em p resa s  p ú b l i c a s ,  l o  • que l a s  ha 
co n d u cid o  a la  d e s c a p i t a l  i z a c i ó n .  Para s u p e r a r  e s t a  s i t u a c i ó n  es  

•necesario  que la s  em presas p ú b l i c a s  c u en ten  con un s i s t e m a  
c o r r e c t o  de p r e c i o s  r e l a t i v o s  y que no sean v i c t i m a s  de una 

c a n t id a d  do demandas no-aconóm  i c a s ,  - P a r a le la m e n te ,  p ero  en un 

n i  ve 1 T üá\~- mi o r  --económico, l a s  em p resa s  p ú b l ic a s  n e c e s i t a r á n

n ; a y C ’ í * ' ? ?  S  t c ; í i  i  1 ¿  f  '  ú i .  i ■£? S O  X  V i S î ”  U  £ õ  f X  ï '  O  L j  1  f c d f i i ¿ i L .  w J  t ¿ :  ¿  f ' i f e í  r  L C ;  ¿  3  ¡ " i C  I  i ,

i rifc e r n a .

e s t á  en e l  med i o de una t r a n s i c i ó n  d e m o g r á f ic a .  Se 
en e s p e c i a l ,  un -rápido c r e c im i e n t o  de l a s  

c iu d a d e s  p r i n c i p a l e s ,  d e b id o  a la  m ig r a c ió n  d esd e  l a s  á r e a s  
r u r a l e s  y de l o s  p u eb los  m in e ro s .  E s t e  c r e c im i e n t o  t i e n e  tam bién  

com*P impacto un r á p id o  c r e c im i e n t o  de la  p o b la c ió n  económ icam ente  

a c t i v a  urbana, que e s t a r á  además com pu esta  en una a l t a  p r o p o r c ió n  

por . jó v e n e s ,  con n i v e l e s  b a jo s  de e s c o l a r i d a d  y  de c a l i f i c a c i ó n

NOTAS



$

p r o f e s i o n a l .

3 .  El s e c to r -  p ú b l i c o  b o l i v i a n o  e s t a r á  l i m i t a d o  a un en d eu d am ien to  

que t i e n e  que s a t i s f a c e r  l a s  s i g u i e n t e s  c o n d i c i o n e s :  a) s e r v i r  

para f i n a n c i a r  i n v e r s i o n e s  p ara  la  p r o d u c c ió n  de b ie n e s  c o m e r c i a -  

1 i s a b l e s  i n t e r n a c io n a lm e n t e ,  i n f r a e s t r u c t u r a  f i s i c a ,  y fo r m a c ió n  

de r e c u r s o s  humanos; b) s e r  de l a r g o  p la z o  y con com pon entes  

c o n c e s i o n a l e s  s i g n i f i c a t i v o s ;  y , c )  o r i g i n a r s e  en f u e n t e s  

o f i c i a l e s  b i l a t e r a l e s  y m u l t i l a t e r a l e s .

9 .  L as  r e s t r i c c i o n e s  pueden a f l o j a r s e ,  en p a r t e ,  por un desempeño  

m acroeconôm ico  s i n  f a l l a ,  c a l i f i c a d o  por l a s  i n s t i t u c i o n e s  
o f i c i a l e s  de c o o p e r a c ió n  f i n a n c i e r a  i n t e r n a c i o n a l .

10 . Por s u p u e s t o ,  l o s  c r i t e r i o s  de c o n s i s t e n c i a  p o d ría n  ser- 

fo rm a lm e n te  in c o r p o r a d o s  en e l  a n á l i s i s  de t a s a s  de r e t o r n o .  
Empero, e s t o  e s  g e n e r a lm e n te  d i f í c i l  h a c e r lo  y puede im p lic a r ' un 

v i r t u o s i s m o  t é c n i c o  e x c e s i v o  ' y  no d e s e a d o ) .

11 . La p art  i c i  p a c íó n  a c t i v a  de la  b u r o c r a c ia  e s t a t a l  en la

p r e p a r a c ió n  de la  Est r  at en .i. a . a s  \ corno e l  a r b i t r a j e  e n t r e  l a s

d i s t i n t a s  demandas s e c t o r i a l e s  y r é g io n a le ; -  v e c e s  i fc aba un 

l i d e r a z g o  f u e r t e  y la  h a b i l i d a d  p ara  conseguir- un e s b o z o  de

c o n s e n s o .  S in  e l  com prom iso d e l  M i n i s t r o  de P la n e a m ie n to , 5 r .  

S anchez de Locada, h u b ie s e  s i d o  muy ' d i f í c i l  in v o íu c r a r  a o t r o s  
m i n i s t e r i o s  en un e j e r c i c i o  de p l a n i f i c a c i ó n .  qv.e t e n í a  t a n t o s  

e  1 e m e r » t o s  d e  *! *  - -  -
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1. P o l í t ic a  de gastos públicos por ayudas financ ieras en el 
estado confederado

1,1 Programas de ajuste s e c to r ia l  a n ive l nacional y regional

En el sistema confederado de la R.F.A, la implementación del 
ajuste s e c to r ia l ,  en primer lugar, es de la incumbencia de 
los Estados (confederados). La concepción de la p o l í t ic a  de 
ajuste s e c to r ia l  está caracterizada por una p lu ra lidad  de 
programas; hay programas en e l n ive l nacional y en e l n ive l 
de los Estados, y en cada n iv e l los programas se c la s if ic a n  
en programas generales (es d ec ir  programas sin vinculación  
especial ni s e c to r ia l  ni reg ional) y en programas 
p articu la res  (es d ec ir  programas con vinculación s e c to r ia l o 
re g io n a l ) . Los programas generales, sec to ria les  o regionales  
son programas propios de los Estados o sea programas 
federa les, o sea programas de mancomún entre e l Federal y los 
Estados.
En cuanto a la p o l í t ic a  general (su p ra -sec tor ia l)  de ajuste  
s e c to r ia l ,  por ejemplo en e l marco de programas para la 
promoción de empresas medianas y pequeñas o de actividades de 
investigación y desaro l io  técnico, tanto hay programas del 
Federal como programas de los Estados. Con los programas 
s e c to r ia le s , en general, se suele a p lic a r  un financiamiento  
mancomún entre el Federal y los Estados, particularmente con 
los Estados afectados de c r is is  sec to ria les  y de problemas 
graves de ajuste s e c to r ia l ,  como, de contrario , e l sistema de 
Compensación Financiera s e r ía  sobrecargado (a l Sistema de 
Compensación Financiera véase abajo 1.2) .
La p o l í t ic a  económica regional es un cometido mancomún del 
Federal y de los Estados llamado "raejoramiento de la  
estructura regional de la economía". Se t r a ta  de uno de los 
tres cometidos de carácter e x p l íc i to  de mancomunidad que 
fueron incorporados en la Constitución en el año 1969 como 
resultado de una discusión sobre el llamado federalismo  
cooperativo.
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Aparte de ese programa siguen existiendo los programas 

propios regionales de los Estados.
La p lu ra lid ad  de programas se formó a lo largo de las cuatro 
décadas de la  creación de la  R.F.A.
Principalmente, los programas p a rt ic u la re s , es d ec ir  los 
programas secto ria les  y regionales, pueden ser comprendidos 
seme reacción p o l í t ic a  a los problemas propios de ajuste  
se c to r ia l  habiendo aparecido en fases d is t in ta s  del 
desarollo  económico en la R.F.A. Dignos de mención, por 
ejemplo, son los años de la postguerra de reconstrucción, 
fases de prosperidad y depresión económica, las diversas  
fases de c r is is  s e c to r ia l afectando la a g ric u ltu ra  (desde 
mediados de los años se ten ta ), las minas de carbón (desde 
fines de los años sesenta), la  constucción naval (desde 
mediados de los años se ten ta ), etc .
Superponiendo los procesos p art ic u la res  en los años 
cincuenta, sesenta y setenta se llevaba a cabo un cambio 
estru ctu ra l a largo plazo, cuyo tipo  de desaro llo  se 
caracteriza  por el tras lado , lo primero de todo, del sector 
primario al sector secundario, y, más tarde, del sector 
secundario al sector te r c ia r io .
La in te rp re tac ión  y evaluación de los programas ind iv iduales ,  
incluyendo los programas generales de función como promoción 
de base en c ie r to  modo, deberían tener en cuenta el contexto 
p a r t ic u la r  del desarollo  económico.

1.2 El sistema de Compensación Financiera como régimen de 
gastos públicos

Todos los programas están sujeto a un régimen de finanzas  
manifestándose en el sistema de Compensación Financiera como 
una forma de la organización descentralizada del sistema de 
f inanzas.



Los elementos con stitu tivos  son

-  la Compensación Financiera Pasiva como modalidad de 
asignación de las funciones públicas a las Corporaciones 
T e r r i to r ia le s  (e l Federal, los Estados, las Comunidades)

-  la  Compensación Financiera Activa O rig in a r ia  como 
asignación de las fuentes de impuestos a las Corporaciones 
T e r r i to r ia le s ,  y

-  la Compensación Financiera Activa Suplementaria como 
re d is tr ib u c ió n  del to ta l  de los impuestos con e l propósito  
de una n ivelac ión  de las capacidades financ ie ras .

La forma designada en último lugar comprende nuevamente tres  
modal idades :

-  la Compensación Financiera entre los Estados, es d ec ir  de 
los Estados en s ituación favorable de finanzas a los Estados 
en s ituac ión  desfavorable de finanzas

-  Ayudas Finacíeras Complementarias del Federal a los Estados 
en situac ión  desfavorable de finanzas, y

-  la Compensación Financiera de los Estados a sus comunidades 
con el propósito de una n ive lac ión  de las capacidades
f inanc ieras .

Los Estados donde una c r is is  s e c to r ia l  se convierte en una 
c r is is  reg io na l, y, con esto afectando otras partes de la  
econóittia (per hj  yuip 1 o los Eotadoa de Nordrhein-w^t-fa len v 
Saarland) tienen tendencia al grupo de los Estados en 
situación desfavorable de finanzas con reclamación de pagos 
en el marco de la Compensación Financiera entre los Estados. 
Sin embargo, la s ituación  f in a n c ie ra  de un Estado sólo puede 
ser mejorada por cuenta de los demás Estados. Actualmente, 
con los d iez Estados re levantes (siendo excluido e l Estado 
B erlin  como caso es p e c ia l) ,  ocho son receptores y tres  
donantes (Baden-Württemberg, Hessen. Hamburg).
Los problemas de ajuste s e c to r ia l  también hacen efecto en el 
nivel comunal: particularm ente, sufren de una capacidad



in s u fic ie n te  de finanzas aquellas comunidades donde la 
situación  económica está caracterizada por una c r is is  de 
actividades productivas, por consiguente, a ltos gastos 
socia les, a lta s  tasas de paro y problemas graves del 
ambiente.

1.3 De la p o l í t ic a  de ayudas financ ieras

Correspondiendo a la temática de esa sexta sesión el lado de 
los gastos está en primer plano de las consideraciones, según 
e l lo ,  la p o l í t ic a  de gastos públicos en la R .F .A .. en el 
contexto de la p o l í t ic a  de ajuste s e c to r ia l ,  se presenta 
predominantemente como una p o l í t ic a  de ayudas financ ieras  
directas -  la  forma c lás ica  de las subvenciones. En lo 
sucesivo se e v ita  el concepto de subvenciones porque todavía  
están discutidas las modalidades de la d e fin ic ió n  y del 
re g is tro  (e s ta d ís t ic o ) .
El concepto de las ayudas financ ieras  comprende 
transferencias monetarias de autoridades públicas concedidas 
a empresas privadas, tanto para actividades corrien tes como 
para inversiones, sea con el f i n  de e je rc e r  in flu e n c ia  sobre 
los precios del mercado, sea para promover la producción, los 
ingresos o e l empleo. Entonces, aparte de las ayudas 
financieras están incluidos los préstamos y excluidas toda 
forma de reducción de impuestos.
Del to ta l  de las ayudas financ ieras  públicas, a grosso modo/ 
un te rc io  corresponde al Federal, un te rc io  a los Estados y 
Comunidades, y otro te rc io  a los P a ra fis c i (ERP: Patrimonio 
especial del Programa Europeo de Recuperación, Comunidad 
Europea, Fondo de Compensación para la garantía  de la venta 
de carbón -  llamado Pfennig de Carbón). Actualmente, el to ta l  
de las ayudas financ ieras  alcanza e l orden de 4.5% de los  
gastos públicos y 2.5% del Producto Interno Bruto.
(Observación comparativa; la importancia de las reducciones 
de impuestos sobrepasa la de la3 ayudas f in a n c ie ra s ) ,
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1.4 Ayudas financ ie ras  para sectores (activ idades  
productivas)

La re p a rt ic ió n  s e c to r ia l  de las ayudas f inanc ie ras  según el 
p rin c ip io  d e s tin a ta r io  *) muestra, hasta con una subdivisión  
deta llad a  de los sectores (de 2 - 3  c i f r a s ) , que casi todos 
sectores y ramas son receptores de ayudas f in anc ie ras . No 
obstante, re s u lta  c a ra c te r ís t ic a  la s ig n if ic a n te  
concentración ya tra d ic io n a l de las ayudas financ ie ras  en los 
sectores del los ámbitos de la  p o l í t ic a  agraria  
(a g r ic u ltu ra ) ,  p o l í t ic a  de energia (extracción de carbón, 
suministro de e le c tr ic id a d ) ,  p o l í t ic a  de comunicaciones 
( f e r r o c a r r i l ,  construcción naval, construcción aero- y 
astronáutica) y p o l í t ic a  de construcción de viviendas.
La intensidad de protección, medida por las ayudas 
f inanc ie ras  en re lac ión  al va lo r  añadido bruto, re s u lta  
particularmente a l ta  en los sectores f e r r o c a r r i l ,  extracción  
de carbón y a g ric u ltu ra  sobrepasando e l promedio de la  
intensidad de cerca de 5%. muchas veces más (por ejemplo 
f e r r o c a r r i l :  13 veces más).

*) El receptor de ayudas financ ieras no corresponde siempre 
al d e s tin a ta r io ,  por ejemplo en e l caso de la Extracción  
de Carbón (receptor: empresas de suministro de e le c tr ic id a d )  
0 en e l caso de la A g ricu ltu ra  (receptores: empresas de la 
alimentación y del comercio al por mayor).

1.5 Ayudas financ ie ras  para regiones (economías regionales)

Típicamente, la  p o l í t ic a  económica regional (como p o l í t ic a  de 
ajuste s e c to r ia l en el n ive l reg ional) se basa en la



c la s if ic a c ió n  dicotoma de la su p erfic ie  en regiones 
fomentadas y regiones no fomentadas. Se distangue tres  
categorías de regiones fomentadas:

-  regiones con problemas p o l í t ic o s  (con la zona l im ít ro fe  a 
lo largo de la  fro n te ra  o r ie n ta l ,  los Estados B e rlin  y 
Saarland)

-  regiones con problemas p artic u la res  de ajuste s e c to r ia l a 
largo plazo y disparidades pertinentes respecto a empleo, 
ingresos e in frae s tru c tu ra  (tanto regiones ru ra les  como 
industria les)

-  regiones de c r is is  p a lp itan te  con agravación dramática de 
la  s ituación  económica y socia l como consecuencia de 
ajustes secto ria les  concentrados en esas regiones (desde 
hace poco tiempo por ejemplo la  construcción n a v a l) .

Principalmente, las ayudas f inanc ie ras  en el marco de 
programas regionales pretenden la  promoción de inversiones y 
se re f ie re n  al fomento de fundación nueva, ampliación o 
rac iona lizac ión  de empresas. La importancia r e la t iv a  de las 
ayudas financ ie ras  regionales en re lac ión  al to ta l  de las 
ayudas financ ieras  se presenta in s ig n if ic a n te ,  con una 
proporción por debajo del 1%. Sin embargo, el fomento no 
re su lta  necesariamente in e fic a z :  se in ten ta  i n f l u i r  la  toma 
de decisión de s i t io  para empresas privadas por medio de la  
concentración espacial y graduación de intensidad de los 
incentivos, esperando que se compensen las desventajas de 
s i t io ,  y, por consiguiente, se d i r i j a n  más inversiones a las 
regiones fomentadas, incluyendo acabar con el éxodo ru ra l .
De hecho, comparando la re p a rt ic ió n  s e c to r ia l  de las ayudas 
f inancieras en e l marco de la  p o l í t ic a  de ajuste se c to r ia l  
general y regional no se presenta ningún paralelismo, sino 
c ie r ta  tendencia a una d iv e rs if ic a c ió n  en el n ive l reg io na l.  
De todos modos, cabe d ec ir  que la p o l í t ic a  de ajuste  
s e c to r ia l  general más bien implica efectos regionales, como, 
al revés, ia p o l í t ic a  de ajuste s e c to r ia l  regional implica  
efectos s e c to ria le s .



Aparte de la concentración espacial de algunos sectores (y?, 
mencionados) se exp lica  ese fenómeno por los programas 
generales s in  vinculación reg iona l, incluyendo e l programa > 
promoción para actividades de investigación y desarro llo  
técnico, d ir ig iendo  las ayudas financ ie ras , ante todo, a 
empresas grandes fuera de las regiones fomentadas.

2, Bases y funciones conceptuales

2.1 El seguimiento del desarollo  socioeconómico es tru ctu ra l  
el “Informe E structura l"

Los p rinc ip ios  de una concepción de la p o l í t ic a  es tru c tu ra l  
del Gobierno de la  R.F.A. tiene su origen en la época de 
f in a le s  de los afíos sesenta (1968), cuando el Gobierno por 
primera vez em itió  una opinión sobre p rinc ip ios  de la  
p o l í t ic a  es tru c tu ra l s e c to r ia l  y reg io na l, y, además, 
presentó dos propios Informes Estructurales (1964 y 1970). 
Otras opiniones periódicamente se encuentran en los 
“Informes Anuales de Economía1' (Jahresw irtschaftsberichte) . 
Un paso decisivo hacia una fundamentación sistem ática, 
a n a l í t ic a  y empírica de la p o l í t ic a  es tru c tu ra l s ig n if ic ó  la 
ins ta lac ión  de un “Informe E structura l"  periódico  
(S tru k tu rb e r ic h te rs ta ttu n g ). acordado en el año 1976 como 
complemento de los "Informes de Conyuntura" (Konjunktur- 
berichte) ya instalados antes.
La función del Informe Estructura l periódico fue encomendado 
a cinco importantes In s t itu to s  de Investigación Económica 
(D lW /Berlin, HWWA/Hamburg. Ifo/München, IfW /K ie l ,  RWI/Essen; 
Ahora, en tre tan to , el Informe Estructura l se encuentra en si. 
te rc e r  periodo a cuatro afíos.
Un punto esencial del Informe Estructural es e l a n á lis is  del 
subvenei onismo en la R.F.A. y el perfeccionamiento de los 
“Informes de las Subvenciones" (Subventionsberichte) por el 
Gobierno. Con esto, está trazado el camino hacia un análisis: 
detallado del sistema de finanzas públicas en el n ive l



nacional y reg iona l, y hacia un mejor engranaje de la 

p o l í t ic a  es tru c tu ra l y la p o l í t ic a  de finanzas públicas.

2.2 Problemas y tareas de la p o l í t ic a  descentralizada de
gastos públicos; e l ejemplo de las regiones in d u s tr ia le s  
v ie j  as

Tareas p artic u la res  en cuanto a la administración  
descentralizada del ajuste e s tru c tru a l.  y, en especia l, en el 
marco del Sistema de Compensación Financiera en el n ive l de 
los Estados y de las Comunidades resu ltan  del problema de la 
llamada re v ita l iz a c ió n  de regiones in d u s tr ia le s  v ie ja s .  Hasta 
ahora, la  p o l í t ic a  económica regional fue orientada, como en 
muchos países, a una d ife renc iac ió n  entre regiones 
desarrolladas, en general regiones u rb an as -in du s tr ia les , y 
regiones menos desarrolladas, en general regiones ru ra le s -  
p e r ifé r ic a s .  Este tópico, realmente c lás ico , de la Ciencia y 
la P o l í t ic a  -  e l modo de ver polarizado el carácter urbano- 
ru ra l y c e n tro -p e r i fe r ia  -  hoy día ya no corresponde a la 
problemática actua l, por lo menos en algunos países europeos. 
Más bien, las regiones in d u s tr ia les  v ie ja s  se h ic ieron campo 
importante de acción de la p o l í t ic a  es tru c tu ra l en n ive l  
reg ional. Sobre todo, se t ra ta  de ios centros antiguos de 
potencia económica, de mono-estructura y de propensidad al 
ajuste s e c to r ia l ,  encontrándose hoy d ía en la fase de 
decadência económica y socia l acompañada por 
d es in du str ia lizac ió n , desempleo, éxodo urbano, etc .
La re v i ta l iz a c ió n  de esas regiones es, por un lado, problema 
del fo rta lec im ien to  de la capacidad f in a n c ie ra  de los Estados 
y de las Comunidades en cuestión en e l marco del sistema 
reformado de Compensación F inanciera.
Por otro lado, no se podrá prescind ir de la elaboración no 
sólo de programas adecuados para la r e v i ta l iz a c ió n ,  sino 
también de formas modificadas de la organización



descentralizada en el sistema p o lít ic o -a d m in is tra t iv o  con la 
intención de oponerse a la conservación e s tru c tu ra l;  
fatalm ente, se puede averiguar c ie r ta  identidad de intereses  
en la conservación es tru c tu ra l entre empresas dominantes, 
sindicatos y p o l í t ic o s .

3. Advertencias generales

En general, la ins ta lac ión  de un sistema de información según 
el modelo de Informe E struc tura l en la R.F.A. señala un 
d é f ic i t  en la Contabilidad Nacional en su función de base de 
datos para la toma de decisones p o l í t ic a s  en e l marco de la 
p o l í t ic a  económica y so c ia l.  Cabe añadir que ninguna 
acumulación y perpetuación de intervenciones y programas 
Públicos pueda reemplazar la elaboración de una concepción 
propia para una p o l í t ic a  de ajuste s e c to r ia l  en el n ive l  
nacional y reg iona l. Un punto esencial de partida  hacia la 
fundamentación a n a l í t ic a  o empírica podría c o n s is t ir  en el  
a n á lis is  y e l seguimiento del subvencionismo público en su 
re lac ión  con el sistema de finanzas públicas en e l n ive l  
nacional y reg io na l. Tales actividades afectan, lógicamente, 
las autoridades responsables de la coordinación de las 
actividades sec to ria le s  y regionales. Un M in is te r io  de 
Planeamiento y Coordinación, por ejemplo, es responsable de 
la compatibilidad a n ive l nacional de los programas de ajuste  
s e c to r ia l ,  elaborados por autoridades nacionales y regionales, 
respecto a objetivos nacionales y res tr icc iones  de recursos 
m ateria les y recursos f inanc ieros, en el marco de los 
Sistemas Nacionales de Planeamiento y de Inversión.
Un ta l  m in is te r io  inspeccionarla esta compatibilidad en 
general sobre la base de un sistema de información y 
seguimiento de las inversiones y en p a r t ic u la r  sobre la base 
de contabilidades detalladas por sectores y regiones. Además, 
el continuo seguimiento de la compatibilidad deberá ser
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• diferenciado bajo m últip les  aspectos que se re f ie ra n  al 
Presupuesto General de la Nación así como a c r i te r io s  
socioeconómicos y ambientales. Condición previa es el anál 
detallado del nexo causal entre la esfera de producción y el 
conjunto de las variab les  e indicadores socioeconómicos.
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THE MANAGEMENT OF PUBLIC EXPENDITURES: 
AN EVOLVING BANK APPROACH

Summary and Conclusions

Improving P u blic  Espondituro Manamnenr-—thg.Jteln.La.anfta

(1 ) E ffe c t iv e  p u b lic  expenditure management has become v i t a l  to
develop ing cou n tries  in  the con text o f  the severe f i s c a l  adjustments o f  the 
1980s. U nfortunately, however, n e ith er  the conceptual t o o ls  nor the 
adm in istrative  instruments a t th e ir  immediate d isp o sa l have been adequate 
in  equipping governments to  meet these ch a llen g es . F ir s t , on the conceptual 
p lane, f in a n c ia l  shortages and a changed view  o f  the r o le  o f  government 
have combined with a much more uncerta in  environment, e x te rn a lly  and 
in te r n a lly , to  undermine the perce ived  usefu ln ess o f  long term, 
comprehensive planning as a development t o o l .  However, th is  has not y e t  
been rep laced  by an a lte rn a tiv e  paradigm. Consequently, in  th e ir  
understandable preoccupation  w ith the sh ort term, p o l ic y  makers in  ' 
develop ing cou n tries  may freq u en tly  be unaware o f  the t r a d e -o f fs  between 
d if fe r e n t  expenditure patterns w ith in  and between s e c to r s .  Second, 
a d m in is tra tiv e ly , the increased  s iz e  and com plexity  o f  the p u b lic  s e c to r  
had c le a r ly  overstretch ed  the management c a p a b il i t ie s  o f  many governments 
even b e fo re  the c r i s i s  o f  the 1980s. F is ca l co n stra in ts  have accentuated 
the management problem through th e ir  devastating e f f e c t  on r e a l wages fo r  
many p u b lic  servants a t managerial l e v e l .  The consequent drainage o f  ta len t 
and damaged morale o f  those who remain has made i t  s t i l l  more d i f f i c u l t  fo r  
governments to  cope w ith  the competing claim s made on lim ite d  f i s c a l  
re so u rce s .

( i i )  E ffe c t iv e  p u b lic  expenditure management makes heavy demands on 
government in s t itu t io n s . Each o f  i t s  s u b -a c t iv it ie s  - -  the form ulation  o f  
the macroeconomic framework, p r o je c t  preparation  and investment 
programming, the lin k  between planning and budgeting, the coverage, 
preparation  and c la s s i f i c a t io n  o f  the budget, and budget implementation and 
expenditure co n tro l - -  has an in s t itu t io n a l and p o l i t i c a l ,  as w e ll as a 
te ch n ica l o r  econom ic, dimension. A review  o f  the experience o f  many 
cou n tries  try in g  to  address these issu es  revea ls  an awesome array o f  
problems which are a t le a s t  as l ik e ly  to  have in s t itu t io n a l  r o o ts  as 
te ch n ica l ones. Economic an a lysis  and fo re c a s t in g , even in  the r e la t iv e ly  
sh ort term, is  o fte n  so d e f ic ie n t  that i t  leaves the a u th o r it ie s  unprepared 
f o r  major d ev ia tion s  from the program n e ce ss ita te d , fo r  example, by a 
su b sta n tia l extern a l shock. Unable to  cope w ith the u n ce rta in tie s  inherent 
in  the planning and budgetary p rocesses , governments are fo rce d  to  rea ct



w ith  damaging, ill-th o u g h t* o u t , across  the board cu ts . Frequently, i t  w i l l  
be found that the linkages between the macroeconomic framework and the 
investm ent program, and between both  and the budget p ro ce ss , are f r a g i le  or 
n o n -e x is te n t . Many governments encounter con s id era b le  d i f f i c u l t y  in  
form ulating an investment program that is  more than an aggregation  o f  w ish- 
l i s t s  drawn up by the d i f fe r e n t  spending ag en cies . C ontrol over the 
ex tern a l borrowings o f  government agencies i s  freq u en tly  le s s  than 
d e s ir a b le , and even where th is  e x is t s ,  donor pressure can a t  times 
undermine attem pts to  exclude s ig n i f ic a n t  but econ om ica lly  u n ju s t i f ia b le  
c a p it a l  expenditures from the investment program. Phasing Of c a p ita l  
spending i s  o fte n  inadequate o r  n o n -e x is te n t , w h ile  the recu rren t c o s t  
im p lica tion s  o f  p u b lic  investm ents are r a r e ly  taken in to  account. 
C la s s i f ic a t io n  o f  budgetary items may n ot f a c i l i t a t e  a p o l ic y  or  o b je c t iv e s  
o r ie n te d  approach to  p u b lic  expenditure p lanning. Budgetary coverage, both 
in  terms o f  in s t itu t io n s  and major ca te g o r ie s  o f  expenditure, may be 
p a r t ia l ,  impeding the a b i l i t y  o f  the core  m in is tr ie s  to  e x e r c is e  e f fe c t iv e  
c o n t r o l .  On the other hand, the orga n iza tion  o f  the spending agen cies , 
th e ir  te ch n ica l c a p a b i l i t ie s  f o r  f in a n c ia l  and economic a n a ly s is , and th e ir  
lin k ages w ith  co re  m in is tr ie s  may be such that an in tegra ted  and 
coord in ated  approach to  revenues and expenditures i s ,  a t  b e s t ,  sev e re ly  
impeded. A ccounting and f in a n c ia l  in form ation  system s, which used to  work 
reasonably w e ll ,  have d e te r io ra te d  in  many co u n tr ie s , and in  some cases 
have d is in te g ra te d  to  the p o in t where they have become in op erab le . Their 
r e s to r a t io n  i s  a p r e re q u is ite , though fa r  from a s u f f i c i e n t  c o n d it io n , fo r  
strengthened p u b lic  expenditure management.

( i i i )  Government responses to  these immense d i f f i c u l t i e s  have been, 
perhaps in e v ita b ly , p iecem eal. Most o f  them have con cen trated  on 
expenditure c o n tr o l w ith  an in e v ita b ly  sh ort term p e rsp e c t iv e . Others, 
how ever,.have attempted major orga n iza tion a l reform s, combined, in  some 
ca se s , w ith  w holesa le changes to  the planning and budgetary system s.
Success has been  d ec id ed ly  mixed.

( i v )  While tigh ten in g  expenditure c o n tr o l a t the cen ter  may be a 
necessary  and v a l id  response, a t  le a s t  in  the sh ort term, i t  i s  fa r  from 
synonymous w ith  good p u b lic  expenditure management. Even when i t  i s  
accompanied by strengthening o f  core  in s t i tu t io n s ,  ca re  should be taken not 
to  n e g le c t  the s e c to r a l  m in is tr ie s  and l in e  agencies where in s t i tu t io n a l  
improvements are equ a lly  v i t a l .  There are , m oreover, im portant questions o f  
a c co u n ta b ility  and autonomy a t stake. Strengthened ce n tra l c o n tr o l c a r r ie s  
the danger o f  o v e rd e ta ile d  in terv en tion  by core  m in is tr ie s . Long term 
in s t i tu t io n a l  reform  should concentrate on improving the c a p a c it ie s  o f  both  
core  and l in e  agencies to  manage expenditures in  accordance w ith  the 
o b je c t iv e s  o f  economic p o l ic y .  T h is, in  turn, means develop in g  measurable 
o b je c t iv e s  and eva lu ation  systems lin k ed  to  appropriate  rewards and 
p e n a lt ie s .



(v ) In an e f f o r t  to  improve the lin k s  between the planning and 
budgetary p rocesses , the Bank has freq u en tly  become in volved  in  
recommending or  supporting o rga n iza tion a l changes w ith a view  to  
in te g ra tin g  the fu n ction s  o f  budgeting and investment planning. These 
e f f o r t s  have had mixed success and may, in  many ca se s , be a red  h errin g . 
While o rga n iza tion a l changes are im portant, they can sometimes be an 
u n s a tis fa c to ry  su b stitu te  f o r  deeper procedural and p o l ic y  reform s. I t  is  
e s s e n t ia l n ot to  confuse the two.

( v i )  D is s a t is fa c t io n  w ith many aspects  o f  p u b lic  expenditure management 
has le d  se v era l governments, sometimes w ith a c t iv e  support from the Bank 
and other ex tern a l agen cies , to  attempt w holesale reform  o f  the e n t ire  
budgetary o r  planning p ro ce ss . Some governments have endeavored to
in troduce techniques such as program or performance budgeting. While these 
con ta in  many u se fu l le sso n s , they should, from an in s t itu t io n a l  and 
p o l i t i c a l  v iew poin t, be approached w ith cau tion . Follow ing a few sim ple 
(but freq u en tly  ignored) ru les  w i l l  g re a t ly  enhance the chances o f  success 
f o r  reform s, be they p a r t ia l  or gen era l. They should make the g rea test 
p o ss ib le  xise o f  e x is t in g  in s t itu t io n s : the g r a ft in g  o f  new ones onto
tr a d it io n a l s tru ctu res  o fte n  serves m erely to  in crease  con fu sion . . Reform 
should proceed  gradually  and should in vo lve  a l l  the p r in c ip a l a ctors  from 
the o u tse t. The e f f o r t  needs to  be guided by a c e n tr a lly  p la ced  agency 
resp on sib le  f o r  coord in a tin g  tra in in g  and the d issem ination  o f  in form ation . 
New processes  and procedures should be t r ie d  out in  su ita b le  p i l o t  
m in is tr ie s  and agencies and gradually  extended to  the r e s t  o f  the 
adm in istration . Moreover, reform  e f f o r t s  need to  be c a r e fu l ly  planned.
They ~are o fte n  c o s t ly  in  terms o f  the human and f in a n c ia l  resou rces needed 
to  carry  them ou t. F ailure to  provide f o r  th is  w i l l  undermine the reform  
e f f o r t  i t s e l f  and the c r e d ib i l i t y  o f  i t s  g o a ls .

( v i i )  To stand a reasonable chance o f  addressing the complex 
in s t itu t io n a l  and te ch n ica l issu es  in volved  in  p u b lic  expenditure 
management, governments requ ire  an a n a ly t ica l framework which would enable 
them to  fo re c a s t  and program spending over a three to  f iv e  year p er iod  
(updated a n n u a lly ), taking account o f  both  l ik e ly  resou rce  co n stra in ts  and 
the lin k  w ith the economy a t la rg e . Such a framework - -  which can be 
d escribed  in  summary as Medium Term Expenditure Planning o r  MTEP - -  ca r r ie s  
many o f  the v ir tu e s  o f  the comprehensive planning approach to  p u b lic  
fin a n ce , an area s in g u la rly  apt to  b e n e f it  from them, w hile  attem pting to 
avoid  the drawbacks. I t  would con ta in  a macroeconomic framework, lin k in g  
p u b lic  expenditures and revenues to  o th er economic v a r ia b le s ; p ro je c t io n s  
o f  the major items o f  curren t expenditure; a m u lti-y ea r , phased p u b lic  
investment program d istin g u ish in g  between high  and lower p r io r i t y  p r o je c ts ;  
and p r o je c t io n s  o f  revenues from tax and non-tax sources as w e ll as 
borrowing needs. I t  should a ls o  be form ulated in  such a way as to  help  
p o l ic y  makers cope w ith  un certa in ty  by preparing a lte rn a t iv e  expenditure 
p o l ic y  s tra te g ie s  corresponding w ith d i f fe r e n t  economic and f in a n c ia l  
s ce n a r io s . I t  would thus help  to  achieve con s isten cy  between expenditures 
and macroeconomic assumptions as w e ll as p la c in g  due emphasis on p u b lic  
expenditure as a p o l ic y  instrument.



( v i i i )  Although a f u l l  MTEP e x e rc ise  may be beyond the immediate ca p a city  
o f  many governments, i t  nonetheless provides a co n s is te n t  a n a ly t ic a l 
framework f o r  expenditure management and a re levan t goa l towards which to  
s t r iv e .  Many o f  i t s  fea tu res  have been s u c c e s s fu lly  adopted by a number o f  
c o u n tr ie s .

Im p lica tion s  f o r  the Bank

( ix )  The importance o f  the in s t itu t io n a l  dim ension o f  p u b lic  
expenditure management has become in cre a s in g ly  recogn ized  in  the Bank in  
recen t y e a rs . The number o f  s tru c tu ra l adjustm ent and te ch n ica l a ss is ta n ce  
op era tion s  which address these issu es  i s  in crea s in g , e s p e c ia l ly  though not 
e x c lu s iv e ly  in  Sub-Saharan A fr ic a . More a tte n tio n  is  a lso  be in g  paid  to  
them in  economic and s e c to r  work (CESW). Although i t  i s  s t i l l  p o s s ib le  to  
encounter major p u b lic  investm ent reviews which concentrate  alm ost e n t ir e ly  
on the s iz e  and com position  o f  the p u b lic  investm ent program, w ith  scant 
regard f o r  o v e r a ll  expenditure management problem s, these are now ra re . 
However, Bank work in  th is  area s t i l l  needs to  be more system atic ; a t  the 
moment, in  both  review s and lending op era tion s , there is  su b sta n tia l 
v a r ia t io n  in  the scope and depth o f  coverage given  to  in s t i tu t io n a l  is su e s . 
This may n ot n e c e s s a r ily  be in  response to  any corresponding v a r ia t io n  in  
the ex ten t o f  in s t i tu t io n a l  problems in  the p a r t icu la r  cou n try , but may 
rath er r e f l e c t  the p r o fe s s io n a l knowledge and in te r e s ts  o f  the Bank s t a f f  
members concerned. A more system atic approach to  the p o l i t i c a l  and 
in s t i tu t io n a l  aspects  o f  p u b lic  expenditure management needs to  be 
ro u t in e ly  b u i l t  in to  Bank reviews and op era tion a l work. The high  
in s t i tu t io n a l  con ten t o f  some recen t review s is  an encouraging tendency 
which should be developed fu rth er  through tra in in g , both  "on the jo b ” and 
oth erw ise , and through the ju d ic io u s  use o f  ou ts id e  e x p e r t ise .

(x )  The in s t itu t io n a l  dimension o f  p u b lic  expenditure management i s  a
h ig h ly  complex and s e n s it iv e  area. The m u lt ip l ic i t y  and d iv e r s ity  o f  p u b lic  
a g en cies , in te r e s t  groups and in d iv id u a ls  w ith  a v i t a l  stake in  the p rocess  
means that the p o l i t i c a l  dimension is  o f  primary im portance. The r o le  o f  
the Bank i s  thus a p a r t ic u la r ly  d e lic a te  one. Governments understandably 
resen t ou ts id e  in te r fe re n ce  in  such a p o l i t i c a l  area as the a l lo c a t io n  o f  
p u b lic  expenditures. In  th is  con tex t, i t  i s  noteworthy th at the Bank o fte n  
fin d s  i t s e l f  w ith a more problem atic r o le  to  p lay  than the Fund. The la t t e r  
i s  concerned w ith  the "bottom  l i n e ” o f  t o t a l  revenues and expenditures and 
the consequent f i s c a l  gap, whereas the Bank analyses not on ly  the s iz e  but 
the com position  o f  p u b lic  investm ent and, in cre a s in g ly , expenditure 
programs. Experience in d ica te s , however, that the key element to  b e t te r  
investm ent programming in  p a r t ic u la r , and p u b lic  expenditure management in  
gen era l, l i e s  in  the p rocess  by which programs are id e n t i f ie d ,  prepared, 
approved and implemented; i f  the process  can be strengthened then th is  
should lead  to  b e t te r  programs o f  a more appropriate s iz e .



( x i )  To advise governments on the in s t itu t io n a l dimensions o f  th is  
p rocess  requ ires  greater ex p ertise  in  the p r a c t i c a l i t ie s  o f  p u b lic  
expenditure management than most Bank s t a f f  cu rren tly  p ossess . In the short 
term th is  can be p a r t ia l ly  a lle v ia te d  by ou ts ide  e x p e r t ise . In the long 
run, a more con sciou s e f f o r t  should be made to  develop s t a f f  s k i l l s  in  th is  
area through:

more in ten sive  and system atic s t a f f  tra in in g ;

b e t te r  in tern a l Bank coord in a tion  o f  p u b lic  expenditure reform  
is su e s . S t a f f  working on a p a r t icu la r  country are o fte n  not fu l ly  
aware o f  s im ila r  e f f o r t s  in  the same reg ion  l e t  alone elsewhere in  
the Bank. The p o te n t ia l o f fe r e d  by the reorgan ized  s tru ctu re  fo r  
taking more system atic advantage o f  work ca rr ie d  out a t  a se cto r  
or  spending agency le v e l  by "p r o je c t "  s t a f f  should be more fu l ly  
e x p lo ite d . The minimal coord in a tion  provided  by o cca s io n a l p u b lic  
expenditure reviews should be rep laced  by more frequent and 
regu lar instrum ents;

the development o f  a stronger m ethodology, g u id e lin e s , and a 
c h e c k lis t  o f  questions fo r  the use o f  op era tion a l s t a f f ;

more coord in a tion  and co lla b o r a t io n  between op era tion a l s t a f f  and 
EDI; not on ly  do the courses on p u b lic  expenditure management 
o f fe r e d  by the In s t itu te  con ta in  va luable  m ateria l fo r  Bank s t a f f ,  
but they cou ld  a lso  be a u se fu l v e h ic le  fo r  ob ta in in g  feedback 
from government p a rtic ip a n ts  who are -th e  d a ily  p r a c t it io n e r s  in  
th is  area;

more extended and in te n s if ie d  co lla b o r a t io n  between the Bank and 
the Fund (e s p e c ia lly  the F is ca l A ffa ir s  Department). The work o f  
both  in s t itu t io n s  cou ld  g re a tly  b e n e f it  from more frequent and 
system atic exchanges o f  view s, regu lar exchange o f  documents, 
p a r t ic ip a t io n  in  m issions, e t c .

greater  con ta ct w ith academic and other experts ou ts id e  the 
B retton  Woods in s t itu t io n s , as w e ll as p a r t ic ip a t io n  in  seminars, 
con ferences e t c . ;  and

a w ell-d esign ed  program o f  o p e ra t io n a lly -o r ie n te d , d e ta ile d  case 
stu d ies  o f  s p e c i f i c  country experiences (su ccesses  and fa i lu r e s )  
from which to  draw lesson s fo r  fu ture operations and CESW.



( x i i )  The lending instrument so fa r  most c lo s e ly  a sso c ia te d  w ith p u b lic  
expenditure reform s has been the SAL, freq u en tly  backed up by te ch n ica l 
a ss is ta n ce  loans o f  vary ing  e f fe c t iv e n e s s . I t  i s  qu estion ab le  whether these 
are always the most su ita b le  instrum ents. The long-term  nature o f  the 
issu es  to  be ta ck le d , and the v a r ia t io n  in  country exp erien ce , c a l l s  f o r  
f l e x i b i l i t y  in  op era tion a l approach and s t y le .  I f  major p o l i c y  d e c is io n s  
are requ ired  to  b r in g  about im portant s tru c tu ra l changes, then p o licy -b a se d  
len d in g  may be the b e s t  way to  support t h is ;  however, i t  may be more 
p rod u ctiv e , e s p e c ia l ly  from the p o in t  o f  view  o f  s u s ta in a b il i t y ,  to  use a 
lon ger  term, broader, and more f l e x ib l e  instrument than the t r a d it io n a l SAL 
o r  s e c to r  loa n . An in te r e s t in g  approach, which i s  a lready  be in g  exp lored  in  
some p arts  o f  the Bank would be to  fin an ce  a t im e -s l ic e  o f  the co u n try 's  - 
p u b lic  investm ent program (on  a s e c to r -b y -s e c to r ,  but p re fe ra b ly  on an 
aggregate b a s is )  to  support not on ly  a more appropriate  s iz e  and com position  
o f  the program i t s e l f ,  but a ls o  in s t itu t io n a l  and procedu ra l reform s in  the 
p rocess  by which p u b lic  expenditures are prepared and implemented. This 
cou ld , i f  c a r e fu l ly  designed, combine the appeal (from  the Government's 
standpoin t) o f  qu ick  d isbu rsin g  balance o f  payments support w ith the longer 
term approach requ ired  to  encourage and support in s t i tu t io n a l  reform s.



THE MANAGEMENT OF PUBLIC EXPENDITURES: 
AN EVOLVING BANK APPROACH

In trod u ction

1. V orld  Bank lending and advice to  support in s t itu t io n a l  and p o l ic y  
r e fo r a  o f  p u b lic  expenditure management i s  o f  recen t o r ig in  and o f  lim ite d , 
but ra p id ly  expanding, scope. The area «here  th is  concern  has been most 
sharply focu ssed  i s  on the management o f  p u b lic  investm ent programs. Such 
programs are freq u en tly  a drag on p u b lic  s e c to r  a c t iv i t i e s  and hence in  need 
o f  a tte n tio n . However, in  seeking to  improve the decision-m aking process  
w ith a view , fo r  example, to  curbing inappropriate or  excess iv e  investm ent, 
or  ensuring a more economic use o f  p u b lic  resou rces , the Bank has in e v ita b ly  
been le d  away from e x c lu s iv e  con cen tra tion  on the investment program per se 
and towards wider expenditure is su e s . At the most s u p e r f ic ia l  l e v e l ,  th is  
can be seen in  the a c ce le ra t in g  su b s titu t io n  o f  p u b lic  expenditure reviews 
a t the expense o f  p u b lic  investment review s. More s ig n i f ic a n t ly ,  i t  
r e f le c t s  an in creasin g  awareness that the d i f f i c u l t i e s  o f  investment 
programing cannot be d e a lt  w ith in  is o la t io n  from the more general problems 
o f  p u b lic  expenditure management, in clu d in g  the budgetary p ro ce ss , the 
in s t itu t io n a l  ca p a city  o f  both  core  and l in e  agen cies , r e la t io n s  between 
core  and l in e  agen cies, and the p o l i t i c a l  economy o f  budgetary reform . This 
in te n s ify in g  focu s on in s t itu t io n a l issu es  a r ise s  from the w ell-fou n ded  
b e l i e f  that reform s are u n lik e ly  to  be durable un less the re la te d  
in s t itu t io n a l  ca p a city  is  strengthened. This type o f  change is  o fte n  
d i f f i c u l t  to  e f f e c t  given  c h a r a c te r is t ic  shortages o f  s k i l le d  manpower in  
most develop ing c o u n tr ie s . I t  th ere fo re  requ ires  both  a lon ger time p eriod  
f o r  implementation than most Bank-supported a c t iv i t i e s  and presents a new 
challenge in  terms o f  d ev is in g  appropriate lending instrum ents. I t  is  
lead ing  the Bank in to  areas o f  in creasin g  in s t itu t io n a l com plexity  and 
p o l i t i c a l  and te ch n ica l con troversy  where there are no easy gu id e lin es  or 
p re c is e  s o lu t io n s .

2. This paper attempts to  address some o f  these issu es  in  the l ig h t  
o f  recen t Bank exp erien ce . D espite the fa c t  that that experience is  sh ort, 
the paper attempts to  develop some gu ide lin es  fo r  the fu ture d ir e c t io n  o f  
the Bank's work in  th is  area. However, the con clu sion s should be taken as 
in d ic a t iv e , not on ly because p re scr ip tio n s  should be ta ilo r e d  to  f i t  each 
co u n try 's  circum stances, but a lso  because in s t itu t io n a l reform  by i t s  nature 
does not lend i t s e l f  to  s t r i c t  models or  b lu ep rin t approaches.

3. The paper begins w ith a b r ie f  overview  o f  the Bank's recen t work 
on p u b lic  expenditures both  in  the con text o f  country economic and se cto r  
work (CESW) and lending op era tion s. I t i s  based p rim a rily  on the p r o je c ts  
and documents l i s t e d  in  Annex I .  This an a lysis  in d ica tes  the la ck  o f  a 
co n s is te n t  or  system atic approach to the in s t itu t io n a l and procedural 
aspects  o f  p u b lic  expenditure management. As background to  an attempt to  
develop more con s isten cy , the paper goes on to  d iscu ss  the Bank's changing 
approach towards p u b lic  expenditures, s ta rt in g  w ith the concepts o f  economic



planning and p u b lic  investment programs. I t  d escr ib es  how the Bank's 
concerns have pushed beyond the con fin es  o f  investment programing in to  the 
wider area o f  the planning and management o f  p u b lic  expenditure and from 
there to  the reform  o f  budgetary processes  and procedures. This covers  not 
on ly  the l in k  between the expenditure program and the budget, which is  the 
p r in c ip a l ad m in istra tive  instrument f o r  program im plem entation, but a ls o  the 
budgetary p rocess  i t s e l f .  The paper then d iscu sses  some o f  the d i f f i c u l t i e s  
and issu es  in vo lved  in  th is  p ro ce ss , p a r t ic u la r ly  from the p o l i t i c a l ,  
in s t itu t io n a l  and procedural stan dpoin ts . This is  fo llo w e d  by an a n a lys is  o f  
a lte r n a t iv e  approaches to  budgetary reform  which are e v o lv in g  o u ts id e  as 
w e ll as in s id e  the Bank and which aim to  improve the b u d g e t 's  u t i l i t y  as an 
e f f e c t iv e  instrument o f  economic p o l ic y .  I t  attem pts to  o f f e r  some 
te n ta t iv e  op era tion a l gu id e lin es  based p a r t ly  on recen t exp erien ce , and 
p a r t ly  on the "s ta te  o f  the a r t"  in  some in d u s tr ia liz e d  and develop ing 
co u n tr ie s . These are summarized in  Annexes I I  and I I I ,  w h ile  Annex IV 
d i s t i l s  some o f  the main sequ en tia l fea tu res  o f  the bdugetary d e c is io n ­
making p r o c e s s .

Overview o f  the Bank's Recent Experience

4. The Bank has t r a d it io n a lly  approached p u b lic  expenditure
management issu es  through three c lo s e ly  in te r r e la te d  a c t i v i t i e s :  s tru ctu ra l
adjustm ent lend ing op eration s (SALs), * te ch n ica l a ss is ta n ce , and country 
economic and s e c to r  work (CESV). A ll  s tru c tu ra l adjustment loans support, 
in te r  a l i a , a r a t io n a liz e d  p u b lic  investment program, the s iz e  and 
com position  o f  which is  d iscu ssed  w ith the Bank and in clu ded  in  the loan  
docum entation. In a d d it io n , in  n early  a l l  ca ses , the country has entered  
in to  a Standby Arrangement or  Extended Fund F a c i l i t y  (EFF) agreement w ith 
the IMF which norm ally supports a number o f  measures to  reduce or  
r a t io n a liz e  p u b lic  curren t expenditures with a view  to  in crea s in g  p u b lic  
savin gs. By the very  nature o f  the agreements concerned, these programs 
tend to  be focu ssed  on the sh ort term. The Fund a lso  au tom atica lly  requests 
Bank endorsement o f  the p u b lic  investment program fo r  an EFF and, 
in cre a s in g ly , fo r  Standby Arrangements a ls o .

5. The extent to  which the Bank has gone beyond these " t r a d it io n a l"  
concerns (s iz e  and com position  o f  the investment program p lu s short-term  
fin a n c ia l  s t a b i l iz a t io n  norm ally w ith p a r a l le l  support from the Fund) v a r ie s  
con s id era b ly  between SALs. T h ir ty -s ix  such loans and c r e d it s ,  approved 
between November 1981 and June 1986, fea tu red  r a t io n a liz a t io n  o f  p u b lic  
investm ent programs, and most in corpora ted  IMF-supported budget d e f i c i t  
red u ction  measures. However, few e x p l i c i t l y  in cluded  in s t i tu t io n a l  or  
procedural reform s to  back them up. The la ck  o f  s u f f i c ie n t  in s t itu t io n a l  
underpinning c a r r ie s  the danger that programs w i l l  n ot be susta in ed  beyond 
the sh ort term. Although there have been improvements in  p u b lic  investment 
programing in  most cou n tries  undertaking s tr cu tu ra l adjustment programs, the

1 /  No s p e c i f i c  p u b lic  expenditure reform  loan  or  c r e d it  has y e t  been 
subm itted to  the Board, though some p o te n t ia l op eration s are in  
e a r ly  stages o f  preparation .



adm in istrative  and in s t itu t io n a l support frameworks are s t i l l  f r a g i le .  
Permanent improvement w i l l  requ ire  continu ing v ig ila n c e  on a l l  aspects o f  
in s t itu t io n a l  s tru ctu re , in clu d in g  re te n tio n  o f  capable s t a f f ,  use o f  
economic c r i t e r ia  fo r  p r o je c t  s e le c t io n  and eva lu ation  in  operating  
agen cies , and in te r -m in is te r ia l planning and budget coo rd in a tio n . In some o f  
the more recen t Bank-supported adjustment programs, t o t a l  p u b lic  s e c to r  
expenditures, in c lu d in g  both  curren t and investment expenditures, are 
con sidered  appropriate ta rgets  f o r  p o l ic y  reform .

6. The second p r in c ip a l lend ing instrument used to  approach p u b lic  
expenditure management issu es  has been te ch n ica l a ss is ta n ce  len d in g . Unlike 
the SALs, these loans and c r e d it s  focu s  more on long-term , in s t itu t io n a l  
problems which they seek to  overcome norm ally through the fin an cin g  o f  
temporary exp atr ia te  assistan ce  and through tra in in g . T y p ica lly , they would 
include strengthening key fu n ction s  in  the core  agencies (fin a n ce  and 
planning m in is tr ie s , p lus in  some cases the ce n tra l bank or  o f f i c e  o f  the 
com p tro ller  and accountant gen era l) such as macroeconomic s tra teg y  
form ulation , investment programming, budget preparation  and expenditure 
c o n tr o l , and the establishm ent o f  ce n tra l accounting and m onitoring systems. 
Line agencies are covered more ra re ly  s in ce  s e c to r a l  management c a p a b il it ie s  
are freq u en tly  the focu s  o f  Bank p r o je c t  work. In most ca ses , the TA 
p r o je c ts  are too  recen t to  perm it judgements concern ing success  o r  f a i l u r e .2 
However, severa l o f  them have taken con sid erab ly  lon ger to  get o f f  the 
ground than was a n tic ip a te d  at ap p ra isa l, r e f le c t in g  to  some extent 
adm in istrative  delays ( in  f in d in g  and appointing ex p a tr ia te  ex p erts , fo r  
in stan ce , o r  com pleting com plicated  fo rm a lit ie s  f o r  the co n tra ctin g  o f  
co n su lta n ts ), but a lso  la ck  o f  government in te r e s t .  T h is, in  turn, r e f le c t s  
some re s is ta n ce  among governments (n otab ly  in  L atin  America) to  "s tu d ies  fo r  
th e ir  own sake" e s p e c ia lly  in  p o l i t i c a l l y  s e n s it iv e  areas such as budgetary 
p roced u res . For those operations more focu ssed  on im plementation than on 
study, i t  i s  perhaps u n r e a lis t ic  to  expect most governments to  undertake 
deep -seated  and p o l i t i c a l l y  d i f f i c u l t  a ction s  in  the absence o f  more 
pow erful f in a n c ia l  in cen tives  than those provided  by most te ch n ica l 
a ss is ta n ce  op era tion s.

7. The th ird  instrument used by the Bank is  country economic and
s e c to r  work (CESW), n otab ly  p u b lic  investment and expenditure review s, a 
con sid erab le  number o f  which are performed each year. These a c t iv i t i e s  are 
evo lv in g  in  a way which, on balance, shows an in creasin g  concern  fo r  
in s t itu t io n a l  issu es and a widening o f  in te r e s t  from investment to  problems 
o f  curren t expenditure management. An an a lysis  o f  the more recen t review s, 
prepared by the Bank's Country Econbomics Department (CECEM), shows that 
severa l o f  them address issu es  such as: ( i )  the a b i l i t y  to  p lan  and appraise 
p r o je c t s ;  ( i i )  the decision-m aking p rocess  concern ing which p r o je c ts  are 
included  in  the investment program; ( i i i )  the a b i l i t y  to  m onitor and 
evaluate p r o je c t s ;  and ( iv )  budgetary procedu re. However, the coverage and 
depth accorded to  such su b je cts  v a r ie s  con sid erab ly  among the review s: a

2 /  See, however, Annex I I I  f o r  a p a r t ia l  d iscu ss io n  o f  the 
A dm inistrative Reform P ro je c t  in  Jamaica.



few dea l w ith  none o f  then, w hile the a tte n tio n  given  to  item ( i )  and to  a 
le s s e r  exten t item  ( i i )  g en era lly  exceeds that a ffo rd e d  to  items ( i i i )  and
( i v ) .  I t  i s  c le a r  that there is  no co n s is te n t  o r  system atic approach to  
these is su e s . Some s t a f f  qu estion  whether the Bank has the e x p e rtise  
n ecessary  to  make recommendations in  th is  area and the c r e d i b i l i t y  to  fo llo w  
them up w ith appropriate lending instrum ents. Such s e l f  qu estion in g  i s  to  
be expected  and is  c h a r a c te r is t ic  o f  most new or  ra p id ly  e v o lv in g  a c t iv i t i e s  
which the Bank.undertakes.

8. In  a d d it io n  to  p u b lic  expenditure review s, the Bank sometimes uses
i t s  regu lar rep orts  on the economies o f  borrow ing co u n tr ie s , o r  s im ila r  
v e h ic le s ,  to  d iscu ss  p u b lic  expenditure management is su e s . Again, the 
coverage g iven  to  in s t itu t io n a l  and procedural problems v a r ie s  g re a t ly  and 
does n ot fo l lo w  any co n s is te n t  o r  system atic form at.

9. E x cep tion a lly , CESW is  used as a t o o l  f o r  d e ta ile d  Bank 
c o lla b o r a t io n  w ith Government in  implementing improved investm ent programing 
and budgetary systems and procedures. A lead in g  example i s  that o f  Zambia 
where the CESff approach had the great advantage o f  d ir e c t  involvem ent by 
Bank s t a f f  who had been engaged f o r  some time in  an in tense p o l ic y  d ia logu e 
w ith the a u th o r it ie s . However, th is  i s  very  expensive in  use o f  s t a f f  tim e, 3 
and does n o t , u n lik e  a lending op era tion , in v o lve  the Government in  
im plem entation d ead lin es . Although i t  may be appropriate  to  commence w ith 
such a process  rather than p o l ic y  o r ien ted  approach, in  order to  b u ild  lon g ­
term s u s ta in a b il ity  o f  the reform  e f f o r t ,  th is  does n o t, as Zam bia's 
subsequent experience has shown) e lim in ate  the n e c e s s ity  o f  d eep -seated  
p o l ic y  le v e l  commitment to  change.

The Planning Concept

10. The planning experience^ is  immensely v a ried  among develop ing
co u n tr ie s , where more than 300 plans have been form ulated during the past 30 
yea rs . At the r is k  o f  o v e r -s im p lify in g , cou n tr ies  may be d iv id ed  in to  fou r 
broad c a te g o r ie s : ( i )  those where com prehensive, ce n tra l medium-term
planning has been p ra c tice d  w ith the f u l l  backing o f  the p o l i t i c a l  
a u th o r it ie s  (Eastern Europe p lus some cou n tr ies  in  South A sia , e s p e c ia l ly  
In d ia , and North A fr ic a )  and seeks to  d ir e c t ly  in flu en ce  p r iv a te  as w e ll as 
p u b lic  spending; ( i i )  those where planning is  seen as a means o f  c o n t r o l l in g  
and d ir e c t in g  p u b lic  expenditure and o f  s e tt in g  a framework o f  a c t iv e

3 /  In  f i s c a l  year 1985 a lon e , 51 s t a f f  weeks were used in  Zambia w ith  
a fu rth er  28 planned f o r  the next two f i s c a l  yea rs . This does not 
in clu de  the su b sta n tia l amount o f  time devoted to  these issu es  in  
the con tex t o f  economic m issions, p reparation  o f  C on su ltative  Group 
m eetings, and the broader p o l ic y  and s e c to r  d ia logu e .

4 /  The d iscu ss io n  in  th is  s e c t io n  draws upon work ca r r ie d  out by 
Ramgopal Agarwala in  preparation  o f  the 1983 World Development 
Report and subsequently. Much o f  th is  i s  a lso  summarized in  h is  
"Planning in  Developing C ountries: Lessons o f  Experience" S ta f f  
Working Paper No. 576.



coop era tion  w ith a strong p r iv a te  se cto r  in clu d in g  fo re ig n  investm ent; here, 
f l e x i b i l i t y  and a d a p ta b ility  to  changing circum stances are the hallmarks 
(Korea, Taiwan, Singapore, M alaysia); ( i i i )  those where ce n tra l plans were 
form ulated but where comprehensive planning was on ly  nom inally adhered to  by 
the p o l i t i c a l  a u th o r it ie s  o fte n  to  a s s is t  in  m ob iliz in g  external^  a id  (most 
o f  Sub-Saharan A fr ic a ) ;  and ( iv )  those where there i s  l i t t l e  o r  no emphasis 
on ce n tra l planning and where p r iv a te  investm ents are guided e s s e n t ia l ly  by 
p r ic e  s ig n a ls  a r is in g  from a r e la t iv e ly  fr e e  fu n ction in g  market (Hong Kong, 
Thailand, C olom bia).

11. S ince the 1950s and 1960s, a major change has taken p la ce  in  the 
a tt itu d e  o f  develop ing cou n tries  towards ce n tra liz e d  comprehensive planning, 
and correspon d in gly  in  that o f  the Bank. In many o f  the ca tegory  ( i )  
co u n tr ie s , most n otably  In d ia , p lanning, though by no means abandoned, has 
lo s t  some o f  i t s  emphasis and unquestioned p o l i t i c a l  support; even in  East 
European cou n tries  and the P e o p le 's  R epublic o f  China, there is  a tendency 
towards grea ter  r e lia n c e  on market fo r c e s  and in d iv id u a l in ce n tiv e s . Most 
category  ( i i i )  cou n tries  have dropped any pretence a t taking ce n tra l 
planning e x e rc is e s  s e r io u s ly ; M in istr ie s  o f  Planning o r  th e ir  equ iva len t are 
s t i l l  s ca tte re d  through Sub-Saharan A fr ic a  but they are more and more 
d ed ica ted  to  the v e t t in g  o f  investment p r o je c ts  and programs ra th er than the 
e la b o ra tio n  o f  s e lf-c o n ta in e d  documents p rov id in g  a b lu e p r in t  fo r  
development. Where such e x e rc ise s  s t i l l  con tin u e, they are freq u en tly  
l i t t l e  more than academic w ith no re a l p o l i t i c a l  backing. In d ica tiv e  
p lanning continues in  many o f  the category  ( i i )  c o u n tr ie s , e s p e c ia l ly  in  
East A sia , r e f le c t in g  the s p e c ia l r e la t io n sh ip  between the Government and 
the p r iv a te  s e c to r . However, these p lan s, although a t times te c h n ic a lly  
s o p h is t ica te d , are not ch a ra cter ized  by s t r i c t  adherence to  ta rg e ts , but by 
co n su lta tio n  and f l e x i b i l i t y .

12. There are a number o f  reasons fo r  these changes, some o f  them due 
to  trends in  the economics p ro fe s s io n  i t s e l f ,  and others to  the d i f fe r e n t  
circum stances and cha llenges which develop ing country governments have to 
fa c e . F ir s t ,  w ith in  the p r o fe s s io n , the r is e  o f  planning co in c id e d  w ith a 
view^ that develop ing cou n tries  are ch a ra cter ized  by accumulated cu ltu r a l, 
s o c ia l  and in s t itu t io n a l  r i g i d i t i e s ,  which in h ib it  or  prevent change. 
Consequently, in  economic terms, agents cannot respond re a d ily  to  p r ice  
s ig n a ls  and the supply o f  most goods and s e rv ice s  tends to  be p r ice  
in e la s t ic .  Hence "g e tt in g  the p r ice s  r ig h t ” (even i f  p o s s ib le )  can on ly be 
expected  to  have a lim ited  impact a t b e s t , w hile on ly  determined government 
a c t io n  to  change the stru ctu re  o f  produ ction  and trade and to  r e a llo c a te  
resou rces w ith in  the economy can brin g  about m odernization and development. 
Hence the need fo r  governments not on ly  to  c lo s e ly  d ir e c t  economic a c t io n s , 
but to  e s ta b lish  and co n tro l a wide range o f  p r ice s  o f  goods and s e rv ic e s . 
Governments responded re a d ily  to  these economic paradigms s in ce  they had the

5 /  Where, however, severa l other instruments o f  a d i r ig is t e  approach, 
e .g .  p r ice  c o n tr o ls , are app lied  in  a la r g e ly  ad hoc fash ion .

6 /  Encapsulated in  what came to be c a lle d  the " s t r u c tu r a l is t "  view  o f  
developm ent.



e f f e c t ,  in te r  a l i a , o f  in creasin g  s t i l l  fu rth er the r e la t iv e  sta tu s and 
se lf-im p orta n ce  o f  o f f i c i a l s  a lready w e ll e s ta b lish e d  in  many co u n tr ies  by 
the bu reau cra tic  mores in h er ited  from the c o lo n ia l  powers.

13. This view  o f  the development p rocess  has, in  re cen t yea rs , changed
co n s id era b ly : most econom ists, w ith in  and ou ts id e  government, now b e lie v e
th a t, in  developed and develop ing cou n tr ies  a l ik e ,  q u a n titie s  are in  fa c t  
more f l e x ib l e  and resou rces more m obile than p re v io u s ly  assumed, economic 
agents do respond to  p r ic e  s ig n a ls , and markets, d esp ite  recogn ized  
im p erfection s  and p a r t ia l  f a i lu r e s , tend in  many cases to  be b e t te r  
a l lo c a to r s  o f  resou rces than governments. This change in  a tt itu d e  i s ,  to  
some e x ten t, the c h i ld  o f  d is i l lu s io n .  The experience o f  d e ta ile d  and 
comprehensive planning, as a lo g ic a l  c o r o l la r y  o f  the s t r u c t u r a l is t  
approach, was gen era lly  a severe disappointm ent. Even where some ta rgets  
were ach ieved th is  was a t the p r ic e  o f  stunted growth and fe e b le  
in s t itu t io n a l  development ou ts id e  the p u b lic  s e c to r  i t s e l f .  Overambitious 
p lanning spawned la rge  p u b lic  p r o je c t s ,  some o f  which remain a c o s t ly  
burden. S im ila r ly , the growth o f  a v a st  array o f  s ta te  in s t itu t io n s  to  
ach ieve ce n tra l government o b je c t iv e s  encouraged the form ation  o f  in te r e s t  
groups which in  many cases represent a f in a n c ia l  burden on the State and can 
h inder the execu tion  o f  development p o l ic y .  7 D eta iled  planning f a i l e d  to 
respond to  changes in  the in te rn a tio n a l economic environment. Even in  those 
developing, cou n tr ies  endowed w ith h ig h ly  s o p h is t ica te d  econom ic e x p e rtise  
( e .g .  In d ia ), a n a ly t ic a l techniques and the ad m in istra tive  apparatus proved 
incapable o f  cop ing w ith the com plexity  o f  economic change. In  most 
c o u n tr ie s , the in s t itu t io n a l  framework cou ld  not beg in  to  co n fro n t the 
requirem ents o f  a seriou s  economic planning e f f o r t .  Consequent heavy 
re lia n ce  on e x p a tr ia te  ex p e rtise  fu rth er  a lien a ted  the p lans from the 
n a tion a l r e a l i t y .

14. Second, the r o le  o f  ce n tra l planning, w ith a l l  i t s  in s t itu t io n a l
con n ota tion s , re ce iv e d  a major blow  w ith the onset o f  the f in a n c ia l  and 
economic c r is e s  which a f f l i c t e d  much o f  the develop ing w orld  fo llo w in g  the 
o i l  shocks o f  the 1 9 7 0 's . P ro je c t io n s , based p r in c ip a l ly  on the n o tion  that 
the fu ture would be a s l ig h t ly  m od ified  e x tra p o la tio n  o f  the p a s t, l o s t  
th e ir  p r a c t ic a l  meaning. Moreover, sheer f in a n c ia l  su rv iv a l became the order 
o f  the day, and there was, th e re fo re , l i t t l e  scope o r  d e s ire  to  see beyond 
the sh ort term. This a f fe c te d  not m erely the concept o f  medium or  long-term  
n a tion a l planning but a ls o  investment programing and the management o f  
p u b lic  expenditure in  general which now tends to  assume an in te n se ly  sh o rt­
term and h ig h ly  s e le c t iv e  fo cu s .

15. While few would qu estion  the severe l im its  to  the u se fu ln ess  o f  
e n ta ile d , comprehensive planning, there is  a d is t in c t  danger that the c r i s i s  
may make many governments lo s e  s ig h t  o f  i t s  v ir tu e s . P a rtly  through 
id e o lo g ic a l  change, but mainly through the fo r c e  o f  circum stances, the

7 /  P ublic en terp rises  in  most o f  Sub-Saharan A fr ic a  are a case in
p o in t . See J . N e l l is :  "P u b lic  E nterprises in  Sub-Saharan A fr ic a " ,
World Bank D iscussion  Papers No. 1, 1986.



a u th o r it ie s  o f  many develop ing cou n tries  have dg fa c to  resorted  to  r e lia n ce  
on t r a d it io n a l budgetary methods fo r  a llo c a t in g  resou rces . Under th is  
approach, i t  i s  in e v ita b le  that short*term  con s id era tion s  w i l l  dominate. 
M in istr ie s  o f  Finance freq u en tly  impose co n tr o l through the establishm ent o f  
o v e r a ll  c e i l in g s  on government expenditure. I f  resou rces are le s s  than 
a n tic ip a te d , then the problem is  reso lv ed  by a cross -th e -b oa rd  c u ts . This 
im plies scant regard fo r  the q u a lity  o f  expenditure com position : s in ce  some
ca te g o r ie s  are con sidered  untouchable ( e .g .  p e rson n e l), then i t  i s  
in e v ita b le  that budgetary c e i l in g s ,  unaccompanied by planning, w i l l  lead  to  
a p rogress ive  d e te r io r a t io n  in  the stru ctu re  o f  expenditures, in  the budget 
as an instrument o f  economic p o l ic y ,  and in  the q u a lity  o f  government 
s e r v ic e s . This i s  the pattern  which has become d ep ressin g ly  fa m ilia r  in  
recen t yea rs , e s p e c ia lly  though fa r  from e x c lu s iv e ly , in  Sub-Saharan A fr ica .

16. The approach in crea s in g ly  favored  by the Bank in  i t s  d ia logu e with
governments p la ces  greater  emphasis on programing p u b lic , as opposed to 
t o t a l ,  expenditures w ith in  an o v e r a ll  framework o f  g rea ter  re lia n ce  on 
market p r ice s  and p r iv a te  s e c to r  decision -m aking. This im plies s h ift in g  the 
focu s  away from some concepts o f  p lanning, which were e a r l ie r  in  vogue, and 
which con jure up a v is io n  o f  government in terv en tion  in  p riv a te  d e c is io n ­
making. I t  should n o t, however, suggest a w holesale r e je c t io n  o f  the concept 
and u sefu ln ess  o f  p lanning. On the con trary , i t  e x p l i c i t l y  recogn izes  that 
p u b lic  expenditure programing cannot take p la ce  in  a vacuum, and that some 
s o r t  o f  system atic fo re ca s t in g  framework is  a s ine qua non f o r  e f fe c t iv e  
p u b lic  expenditure management. In  fa c t  i t  i s  the p u b lic  s e c to r  which should 
attempt to  plan  i t s  own a c t iv i t i e s  b e t te r  w ithout, however, try in g  to  plan 
those o f  the p r iv a te  s e c to r .

17. While ch o ices  in  the sh ort run may be sev ere ly  lim ite d  by
co n s tra in ts , both  exogenous and endogenous, to  the p u b lic  s e c to r  and the 
economy as a whole, over a lon ger p eriod  ch o ice  may become dram atica lly  
expanded. Options may emerge concern ing not on ly  the com position  and s ize  
o f  the p u b lic  expenditure program, but a lso  between d i f fe r e n t  t o ta ls  and 
a llo c a t io n s  o f  curren t and c a p ita l  expenditures (some o f  them fu n ction s  o f  
the investment ch o ices  made), as w e ll as th e ir  phasing. P o l i t i c a l  d e c is io n ­
makers and th e ir  te ch n ica l advisers  are freq u en tly  unaware o f  the t r a d e -o f fs  
between d if fe r e n t  expenditure patterns even w ith in , l e t  alone between, 
s e c to r s . Comprehensive awareness and con s id era tion  o f  these issu es  e n ta ils  
the coord in a tion  o f  macroeconomic an a lysis  w ith p u b lic  expenditure planning 
and budgeting over, say, a t h r e e -t o - f iv e  year h orizon . This coord in a tion  
process  may a lso  be d escr ibed  as medium-term expenditure planning (MTEP), 
which, in  essence, ca r r ie s  many o f  the v ir tu e s  o f  the comprehensive planning 
approach to  the area o f  p u b lic  fin a n ces , an area which is  s in g u la r ly  apt to 
b e n e f it  from them, w hile attem pting to  avoid  the drawbacks.

18. In  o u t lin e , the c h a r a c te r is t ic s  o f  an MTEP would be b u i l t  from the
fo llo w in g  components:

(a ) macroeconomic an a lysis  lin k in g  the growth o f  n a tion a l income,
savings, investment and balance o f  payments to  p u b lic  expenditures
and revenues;



(b ) a r o l l in g ,  m u lti-year p u b lic  investment program w ith phased 
ou tlays  reviewed annually;

( c )  a f i s c a l  p lan , in c lu d in g :

( i )  revenue fo re c a s ts  a t  e x is t in g  ra tes  o f  ta x a tion  co n s is te n t  
w ith  the macroeconomic assum ptions;

( i i )  fo r e c a s t  o f  non -tax revenues (su rp lu s o f  p u b lic  e n te rp r ise s , 
fe e s ,  user charges, e t c . )  based on macroeconomic p r o je c t io n s  
but w ithout any changes in  p o l ic y ;

( i i i )  estim ation  o f  a d d it io n a l revenues which may be m ob ilized  by , 
f o r  example, h igher tax ra te s , a d i f fe r e n t  tax s tru ctu re , or  
in s t itu t io n a l  and adm in istrative  reform s in  tax c o l l e c t i o n ;

( i v )  estim ation  o f  a d d it io n a l income r e s u lt in g  from changes in  the 
p o l ic y  framework f o r  p u b lic  e n te rp r is e s , p u b lic  s e c to r  p r ic in g  
p o l ic y ,  charges in  the s o c ia l  s e c to r s , e t c . ;

(v ) estim ates o f  resou rces a v a ila b le  from dom estic and ex tern a l 
borrowing and gran ts; and

( v i )  p r o je c t io n s  o f  cu rren t expenditure in clu d in g  d e b t -s e r v ic in g , 
d efen se , adm in istration  and recu rren t expenditure on 
development (su b -d iv id ed  between committed and a n tic ip a te d  
d is cre t io n a ry  e x p e n d itu res ).

19. C onsistency may be insured by e s ta b lish in g  ba la n ces, year by year, 
fo r  the p lan  p e r io d , between the sum o f  d om estica lly  generated resou rces and 
net in flo w  o f  extern a l resou rces on the one hand, and t o t a l  p u b lic  
expenditure (in c lu d in g  p u b lic  c a p ita l  spending and n et tra n s fe rs  to  
autonomous p u b lic  e n t i t ie s )  on the oth er. Given the inherent u n ce rta in tie s  
in  fo re c a s t in g  e x e r c is e s , the trade o f f s  to  be con s id ered , and the 
it e r a t io n s  that would be requ ired  to  achieve co n s isten cy , i t  would in  most 
cou n tr ies  be more fe a s ib le  to  form ulate the MTEP over a three rather than a 
f iv e -y e a r  p e r io d . Id e a lly , i t  should be a r o l l in g  program, updated 
annually.

20. C lea rly , the MTEP e x e rc ise  is  fraught w ith  d i f f i c u l t i e s .  Export 
volumes and p r ic e s ,  in te r e s t  ra te s , and the a v a i la b i l i t y  o f  fo re ig n  c a p ita l  
can a l l  vary due to  changes in  extern a l co n d it io n s . A lso , governments 
change, and w ith them p ercep tion s as to  the p r in c ip a l o b je c t iv e s  o f  economic 
p o l ic y .  Moreover, in  most develop ing co u n tr ie s , the e x e rc is e  is  
"u n r e a lis t ic "  in  the sense that i f  governments were ab le  to  form ulate, and 
subsequently adhere t o ,  a m u lti-year r o l l in g  MTEP th is  would in  and o f  
i t s e l f  be a c le a r  in d ica t io n  th at they had th e ir  p u b lic  s e c to r  fin an ce  
problems under c o n tr o l , a t le a s t  from an in s t itu t io n a l  and managerial 
stan dpoin t. I t  i s ,  n ev erth e less , u se fu l in  p rov id in g  an a n a ly t ic a l 
framework fo r  p u b lic  s e c to r  expenditure p lanning, which ensures con s isten cy  
with macroeconomic assumptions and i s  i t s e l f  a benchmark aga in st which 
e x is t in g  systems o f  planning and budgeting may be judged. M oreover, i t



g re a tly  f a c i l i t a t e s  the view o f  p u b lic  expenditure as a p o l ic y  instrument 
rather than m erely s tre s s in g  the "good housekeeping” aspect o f  budgeting. 
Once a government has form ulated a p o l ic y  framework in  the co n te x t, f o r  
example, o f  a s tru ctu ra l adjustment program, th is  can then be broken down 
in to  co n stitu en t p a rts , some o f  which w i l l  l ik e ly  in vo lve  the establishm ent 
o f  ta rge ts  and the enactment o f  reform s in  the p u b lic  s e c to r .  An MTEP 
e x e rc is e  can illu m in ate  the revenue and expenditure im p lica tion s  o f  
ach iev in g  these ta rg e ts , thereby enabling a sharper focu s  on the exten t and 
depth o f  the s p e c i f i c  reform  measures requ ired . I t  a ls o  f a c i l i t a t e s  
a n a lys is  o f  the p r o je c te d  impact o f  the p o l ic y  measures on the r e s t  o f  the 
economy through the system atic linkage between the p u b lic  s e c to r  v a ria b le s  
and the macroeconomic model.

21. The in s t itu t io n a l problems encountered in  the establishm ent and 
su cce ss fu l op eration  o f  such a system o f  reform ed p u b lic  expenditure 
planning are form idable . For the Bank to  be o f  greater  a ss is ta n ce  to  
develop ing country governments in  overcoming them, i t  i s  necessary fo r  s t a f f  
to  be f u l l y  aware o f  the issu es  in volved  and how they might be ta ck led .
While not n e g le ct in g  the tr a d it io n a l concerns such as the com position  and 
s iz e  o f  the p u b lic  investment program, and whether or  not major p r o je c ts  are 
su b jected  to  c o s t  b e n e f it  a n a ly s is , th is  does in vo lve  going con siderab ly  
beyond them in to  areas which are fraught w ith p o l i t i c a l  as w e ll as 
in s t itu t io n a l  d i f f i c u l t i e s .

22. Each separate s u b -a c t iv ity  o f  p u b lic  expenditure planning -• the 
form ulation  o f  the macroeconomic framework, p r o je c t  p reparation  and 
investment programming, the l in k  between planning and budgeting, the 
coverage, p reparation  and c la s s i f i c a t io n  o f  the budget, and budget 
implementation and expenditure co n tro l - -  has an in s t itu t io n a l  and 
p o l i t i c a l ,  as w e ll as a te ch n ica l or  econom ic, dim ension. This dimension 
ra ise s  a number o f  key questions which need to  be answered i f  the p o te n tia l 
o b s ta c le s  to  reform  are to be more fu l ly  understood. The d e ta i l  w ith  which 
each issu e  needs to  be addressed w i l l  in e v ita b ly  vary in  accordance with 
each co u n try 's  circum stances. Frequently, however, i t  w i l l  be found that 
the linkages between the macroeconomic framework and the investment program, 
and between both  and the budget p ro ce ss , are f r a g i le  or n o n -e x is te n t . The 
demise o f  comprehensive economic planning is  in  danger o f  b r in g in g  in  i t s  
wake a w ith ering o f  a l l  planning c a p a b il it ie s  in  many develop ing cou n tries  
to  the detrim ent o f  e f f e c t iv e  expenditure management. Many governments 
encounter con siderab le  d i f f i c u l t y  in  form ulating an investment program that 
is  more than an aggregation  o f  w is h - l is t s  drawn up by the d i f fe r e n t  spending 
agen cies . Macroeconomic an a lysis  and fo re c a s t in g , even in  the r e la t iv e ly  
sh ort term, is  o fte n  so d e f ic ie n t  that i t  leaves the a u th o r it ie s  unprepared 
fo r  major d ev ia tion s  from the program n e ce ss ita te d , fo r  example, by a 
su b sta n tia l extern a l shock. C la s s i f ic a t io n  o f  budgetary items does not 
f a c i l i t a t e  a p o l ic y  o r  o b je c t iv e s  o r ien ted  approach to  p u b lic  expenditure 
p lanning. C ontrol over the extern a l borrowings o f  d i f fe r e n t  government 
agencies is  freq u en tly  le s s  than d e s ira b le , and even where th is  e x is t s ,  
donor pressure can a t times undermine attempts to  exclude s ig n i f ic a n t  but 
econom ica lly  u n ju s t if ia b le  ca p ita l expenditures from the investment program. 
Phasing o f  c a p ita l  spending is  o fte n  inadequate or n on -e x is te n t , w hile the 
recurrent c o s t  im p lica tion s  o f  p u b lic  investments are ra re ly  taken in to



account. The orga n iza tion  o f  the spending ag en cies , th e ir  te ch n ica l 
c a p a b i l i t ie s  f o r  f in a n c ia l  and economic a n a ly s is , and th e ir  linkages w ith 
core  m in is tr ie s  are such that an in tegra ted  and coord in ated  approach to  
revenues and expenditures i s ,  a t  b e s t , sev e re ly  impeded.

23. The r e s t  o f  th is  paper attem pts to  analyze these and oth er 
d i f f i c u l t i e s ,  from the standpoin t o f  id e n t ify in g  the in s t i tu t io n a l  reform s 
which may be necessary  i f  p u b lic  expenditure planning i s  to  become an 
e f f e c t iv e  p o l ic y  instrum ent.

The Macroeconomic Framework

24. When the Bank undertakes a p u b lic  expenditure rev iew , i t  norm ally 
in clu des an assessment and p r o je c t io n  o f  the macroeconomic framework f o r  a 
p e r io d  o f  three to  f iv e  years ahead. This provides not on ly  background and 
a con text f o r  p u b lic  expenditures, but is  a lso  the b a s is  f o r  revenue 
fo r e c a s t s .  However, i t  i s  o fte n  unclear from the review s whether the 
a u th o r it ie s  them selves are capable o f  ca rry in g  out a s im ila r  e x e r c is e  o r ,  i f  
s o , whether th is  i s  co n s is te n t  w ith  that o f  the Bank. To be sure, the 
review  is  norm ally d iscu ssed  w ith the government, but th is  d is cu ss io n  
freq u en tly  focu sses  on the r e su lts  o f  the p r o je c t io n s  rather than how they 
were produced. Moreover, the time la g  between the i n i t i a l  review  m ission  
and the d is cu ss io n  w ith  the government is  sometimes o f  such du ration  th at 
the Bank's assumptions may have l o s t  much o f  th e ir  re levan ce .

25. I n s t i t u t io n a l ly  and te ch n ica lly ,-  the Bank should a sse ss : ( i )  what
c a p a b i l i t ie s  e x is t  fo r  -macroeconomic a n a lys is  in  the country concerned;
( i i )  what agencies are resp on s ib le  fo r  i t ;  ( i i i )  in  what form at the 
p r o je c t io n s  are produced ( e .g .  in  a medium-term p lan , through a fo re ca s t in g  
m odel, through an annual economic r e p o r t ) ; ( iv )  whether the model o r  
methodology used is  s u f f i c ie n t ly  f l e x ib le  to  perm it co n s id e ra tio n  o f  
a lte rn a tiv e  sce n a r io s ; and (v ) whether i t  perm its the a n a lys is  o f  the impact 
o f  a lte rn a tiv e  expenditure s tra te g ie s  on economic v a r ia b le s . Even where 
such c a p a b i l i t ie s  e x is t ,  in s t itu t io n a l  fa c to r s  may impede th e ir  usefu ln ess 
or  p r a c t ic a l  a p p lica t io n . Where, fo r  example, are they lo ca te d  w ith in  the 
adm in istrative  machine? How e f f e c t iv e ly  do they communicate and coord in ate  
w ith  other parts  o f  the adm in istration? How s e r io u s ly  are they taken by the 
h ig h est p o l i t i c a l  a u th o r it ie s  and by those re sp o n s ib le , in  both  the core  and 
l in e  m in is tr ie s , fo r  the preparation  o f  plans and budget estim ates? Is  
there adequate coord in a tion  o f  the e f f o r t s  o f  d i f fe r e n t  agencies w ith  
consequent con s isten cy  o f  assumptions and r e su lts ?  I f  the answers to  these 
questions reduce the relevance and e f fe c t iv e n e s s  o f  plans and budget 
estim ate, what measures are requ ired  to  c o r r e c t  the s itu a t io n ?

26. A re la te d  s e t  o f  questions concerns the q u a lity  o f  background
m ateria l and guidance provided  to  those resp on s ib le  f o r  planning 
expenditures. Those Bank reviews which have addressed th is  issu e  u su a lly  
f in d  th is  o f  low q u a lity  o r  a ltog e th er  absent. Again th is  i s  by no means 
con fin ed  to  the le a s t  developed co u n tr ie s : a recen t rep ort on a major Latin
American country found that no norms were provided  to  p a ra sta ta ls  or  
spending m in is tr ie s  concern ing macroeconomic v a r ia b le s  such as the expected



ra te  o f  in f la t io n ,  exchange ra te  movements, e t c .  Each agency thus produces 
i t s  own w ith resu lta n t in co n s is te n c ie s  which must be re so lv ed , i f  a t a l l ,  at 
a la t e r  stage o f  the expenditure c y c le .

27. F in a lly , what kind o f  feedback i s  provided  by macroeconomic 
a n a lys is  in to  the budget execu tion  and m onitoring p rocess?  Are contingency 
review  m eetings attended by fo re c a s te r s ?  Are s tr a te g ic  ch o ice s  analyzed 
when resou rces are le s s  than a n tic ip a ted ?  I f  s o , by whom? Do the 
in s t itu t io n s  in vo lved  have the ca p a c ity  and the a u th ority  to  carry  th e ir  
task out adequately? Are governments provided  w ith  the necessary  in form ation  
and guidance to  re a c t  in  any way other than sim ple a cross -th e -b oa rd  cu ts? 
Again, the answer to  these questions i s  freq u en tly  in  the n ega tive .

Investment Programing a n d .P ro ject Preparation

28. The in s t itu t io n a l  arrangements which e x is t  fo r  the preparation  o f  
medium-term plans and investment programs vary enormously from country to  
country , but in  on ly  rare cases cou ld  they be d escr ibed  as accep ta b ly  
s a t is fa c to r y  accord in g  to  the c r i t e r ia  norm ally ap p lied  by the Bank. This is  
perhaps le s s  than encouraging in  view  o f  the immense e f f o r t  which the Bank 
has put in  over the years to  improving p u b lic  investment programing. This 
is  n ot to  say that these e f fo r t s  have resu lted  in  unm itigated fa i lu r e .  Some 
improvements have taken p la ce , e s p e c ia lly  w ith in  the framework o f  a general 
economic reform  program whether or  not d ir e c t ly  supported by Bank s tru ctu ra l 
o r  s e c to r a l  adjustment lend ing . In  a con s id erab le  number o f  co u n tr ie s , 
thanks to  f in a n c ia l  p ressu res , p u b lic  investm ent expenditures have been 
s u b s ta n tia lly  reduced to  le v e ls  more co n s is te n t  w ith o v e r a ll  resource 
a v a i la b i l i t y .  To a le s s e r  ex ten t, the com position  o f  programs has a lso  been 
improved e s p e c ia lly  where Bank f in a n c ia l  a ss ista n ce  has been d ir e c t ly  
provided . N evertheless, among the d i f f i c u l t i e s  which remain in  many 
cou n tries  are :

(a ) C onsiderable and d e lib e ra te  overprogram ing, r e f le c t in g  an 
unw illingness o r  in a b i l i t y  to  make hard d e c is io n s  as to  
p r i o r i t i e s .  This leads not on ly  to  the form ulation  o f  programs 
way out o f  l in e  w ith  dom estic o r  fo re ig n  resou rce a v a i la b i l i t y ,  
but a ls o  to  too  many p r o je c ts  being  s ta rted  a t the same tim e, 
excess iv e  d isp e rs io n  o f  a v a ila b le  s k i l l s ,  slowdowns in  p r o je c t  
implementation and lower returns from investm ent.

(b ) The la ck  o f  c r i t e r ia  fo r  choosing which p r o je c ts  should o r  should 
n ot be included  in  the program. This has been addressed, w ith 
varying degrees o f  su ccess , through Bank and other te ch n ica l 
a ss ista n ce  to  both  planning m in is tr ie s  and spending agen cies.
Bank rep orts  con ta in  many recommendations f o r  improved p r o je c t  
ap p ra isa l c a p a b il ity .  Over the yea rs , thousands o f  o f f i c i a l s  from 
develop ing cou n tries  have been tra in ed  in  a n a ly t ic a l methods, 
through EDI courses and other means. N evertheless, although no 
system atic survey o r  assessment o f  country p r a c t ic e s  has been 
undertaken, i t  i s  c le a r  from re feren ces  in  expenditure reviews and 
other documents that a permanent in s t itu t io n a l  ca p a city  is  being 
b u i l t  up on ly  gradually-and in  a lim ite d  number o f  co u n tr ie s . In



some parts  o f  Latin  America,** a high le v e l  o f  p r o je c t  ap p ra isa l 
c a p a b il ity  has become e s ta b lish e d  in  p u b lic  s e c to r  u t i l i t i e s  and 
oth er implementing agencies to  which the Bank has le n t ;  in  other 
cou n tr ies  o f  the reg ion , the p ic tu re  is  le s s  encouraging. In  Sub* 
Saharan A fr ic a , there have been many attem pts to  develop  p r o je c t  
ap p ra isa l techniques in  co re  m in is tr ie s . D espite a l l  th is  e f f o r t ,  
r e la t iv e ly  few cou n tr ies  have sy s te m a tica lly  e s ta b lish e d  
procedures o r  in s t i tu t io n a l  ca p a c ity  f o r  econom ic p r o je c t  
ap p ra isa l a t e ith e r  s e c to r a l  or  co re  m in istry  l e v e l .  Even in  
Turkey, a r e c ip ie n t  o f  f i v e  s tru c tu ra l adjustm ent lo a n s , a 198S 
p u b lic  expenditure review  found "im portant d e f ic ie n c ie s  in  p r o je c t  
p repara tion  and s e le c t io n  even in  the case o f  agencies w ith  high  
te ch n ica l com petence." P o l i t i c a l  co n s id era tion s  seems to  dominate 
in  p r o je c t  ch o ice . There is  s t i l l  a w idespread ignorance and /or 
m istru st o f  c o s t  b e n e f it  techn iques, w e ll j u s t i f i e d  in  many 
s e c to r s .  Such techniques a re , perhaps, most w idely  accep ted  in  
tran sport where they are more r e fin e d , and where there  is  
reasonably good knowledge o f  recu rren t c o s t  im p lica tion s  and o f  
t r a d e -o f fs  between c a p ita l  and recu rren t expenditures. In  oth er 
areas (e s p e c ia l ly  a g r icu ltu re  and the s o c ia l  s e c t o r s ) , such 
knowledge i s  le s s  developed and hard data i s  o fte n  d i f f i c u l t  to  
come by . This is  n ot to  argue aga inst the use o f  c o s t  b e n e f it  
techniques w ith  the appropria te  in s t i tu t io n a l  back in g ; a t b a s t , 
they can lead  to  va st improvements in  p u b lic  investm ent 
programming, and a t  w orst they can be conducive towards a more 
r a t io n a l p o l i t i c a l  debate on p r o je c t  c h o ic e . Perhaps that 
p a r t ia l ly  exp la in s the slow  progress in  prom oting th e ir  u se . In 
poorer co u n tr ie s , w ith  a high p rop ortion  o f  d on or-fin an ced  
p r o je c t s ,  there may perhaps be more p r o je c ts  s u b je c t  to  economic 
a n a ly s is , though donor pressures to  proceed  are a ls o  s tron g . In 
any event, few p r o je c ts  financed  by oth er donors seem to  meet Bank 
standards o f  a n a ly s is .

( c )  The la ck  o f  p r io r i t i e s  and ranking o f  p r o je c t s .  Governments, 
togeth er w ith the Bank, have t r ie d  to  address th is  through the 
form ulation  o f  " c o r e ” investment programs. An agreement is  
reached that the government abandon a p o l ic y  o f  p a r t ia l ly  funding 
a l l  o r  most p r o je c t s ,  and d istin g u ish es  between " c o r e ” p r o je c ts  
which should re ce iv e  funds under a l l  circum stances and standby 
p r o je c ts  which are funded on ly  when a d d it io n a l resou rces are 
a v a ila b le . I t  i s  im portant to  emphasize here that "fu nding” 
in clu d es  not m erely c a p it a l ,  but a l l  cu rren t resou rces requ ired  to  
com plete and operate a p r io r i t y  p r o je c t .  "Core” programs should 
a ls o  be concentrated  on s tr a te g ic  p r o je c ts  and should exclude 
white elephants even where funding i s  assured. However, such 
programs need to  be form ulated aga in st the background o f  
co n s is te n t  o v e r a ll  macroeconomic o b je c t iv e s  and should take 
account o f  the co n stra in ts  fa ced  by the p u b lic  s e c to r  and by the 
economy a t la rge  through the balance o f  payments, e t c .  Their

8 /  For example, in  Chile and, at le a s t  u n t il  r e ce n t ly , Panama.
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preparation  th ere fo re  freq u en tly  runs up against the same 
in s t itu t io n a l and manpower con stra in ts  fa c in g  the form ulation  o f  
macroeconomic s tr a te g ie s . In Sub-Saharan A fr ic a , i t  i s  fa r  from 
unknown fo r  the core  program to  be h a s t i ly  prepared by Bank s t a f f ,  
in  advance o f  a C onsu ltative Group m eeting, w ith  marginal 
p a r t ic ip a t io n  on b e h a lf o f  n a tio n a ls .

(d ) Lack o f  coord in a tion  among donors and donor pressure fo r  
u n ju s t i f ie d  p r o je c t s .  T h e o re t ica lly , "co re "  programs should 
provide a framework w ith in  which donors can agree to  concentrate  
th e ir  e f f o r t s .  However, d i f f i c u l t i e s  can and do a r is e  when a 
donor*s pet p r o je c t ,  perhaps a lready underway, fin d s  i t s e l f  
excluded from the "co re "  program. D espite much rh e to r ic  to  the 
con trary , there is  incom plete re co g n it io n  o f  Bank leadersh ip  and 
coord in a tion  o f  donor support fo r  investment programs even when 
th is  i s  in s t itu t io n a liz e d  through Bank-organized C onsu ltative 
Group (CG) m eetings. Examples o f  su cce ss fu l re s is ta n ce  to  donor 
pressure fo r  econom ically  u n ju s t i f ie d  p r o je c ts  are n ot unknown 
( e .g .  in  Panama and C h ile ), though they are s t i l l  exceeded by 
fa i lu r e s .  Reluctance to  accept a Bank leadersh ip  r o le  stems from 
both donor and r e c ip ie n t  governments f o r  f a i r l y  obvious p o l i t i c a l  
reasons. I t  can on ly be gradually  overcome through in creases in  
the scope and depth o f  Bank CESV and p o licy -b a s e d  d ia logu e with 
governments.

(e )  Poor coord in a tion  between m acro-analysis and expenditure planning 
can a lso  lead  to  a la ck  o f  ap p recia tion  o f  the impact o f  the 
general p o l ic y  framework on the success o f  a p u b lic  investment 
program. In some co u n tr ie s , the opportun ity  provided  by a Bank- 
supported s tru ctu ra l adjustment program has been taken to  in crease 
government awareness o f  inappropriate p o l i c i e s  which impose a 
heavy f i s c a l  burden and devour resou rces that would otherw ise be 
a v a ila b le  fo r  investm ent. C h ief among these are : ( i )  p r ic in g
p o l i c i e s  lead ing  to  la rge  su bsid ies  which are n ot on ly  a d ir e c t  
s tra in  on the budget but may a lso  d iscourage produ ction  and hence 
reduce resou rces ; ( i i )  su b sta n tia l and unproductive overemployment 
in  the p u b lic  s e rv ic e ; ( i i i )  inadequate co n tr o l over the 
expenditures o f  lo c a l  a u th o r it ie s  and autonomous agen cies;
( iv )  p u b lic  ownership o f  in e f f i c i e n t  and loss-m aking e n te rp r ise s , 
e sta b lish ed  with the in ten tion  o f  remedying market fa i lu r e s  or 
ach iev ing s o c ia l  o b je c t iv e s ,  but in  p r a c t ic e  doing n e ith e r ; and
(v ) the general in cen tive  and p o l ic y  framework. I f  there i s ,  in  
broad terms, a fa i lu r e  to  encourage e f f i c ie n c y  through economic 
in ce n tiv e s , then th is  w i l l ,  o f  cou rse , a f f e c t  the q u a lity  o f  both 
p u b lic  and p r iv a te  investm ent. Poor p r iv a te  investment d e c is ion s  
can in  turn feed  back on the p u b lic  s e c to r  through n ot on ly  fewer 
resou rces but a lso  a sense that the p u b lic  s e c to r  "must do 
ev e ry th in g ."

( f )  Poor implementation and op eration  o f  p r o je c t s ,  o fte n  due to  
general underfunding, la ck  o f  p r io r  a n a ly s is , in clu d in g  
id e n t i f ic a t io n  o f  in terlin k a ges  between p r o je c t s ,  and fa i lu r e  to  
fo resee  current expenditure im p lica tion s  fo r  op eration  and 
maintenance.



29. As a r e s u lt  o f  the fa c to r s  l i s t e d  above, the p u b lic  investment 
p o r t f o l io s  o f  many borrowing cou n tries  are le s s  than s a t is fa c t o r y ,  
con ta in in g  poor q u a lity  p r o je c ts  and ra tes  o f  return  w e ll below  
e x p ecta tion s . Bank d ia logu e has responded to  th is  by s tr e s s in g  the need to  
improve the p ro d u ct iv ity  o f  e x is t in g  investm ents, p a r t ic u la r ly  in  view  o f  
the s c a r c it y  o f  resou rces f o r  new p r o je c t s .  In some co u n tr ie s , governments 
have thus been stim ulated  in to  p la c in g  grea ter  emphasis on m aintenance, 
r e h a b il i ta t io n  and changing inappropriate  p r ic in g  p o l i c i e s ,  an emphasis made 
e a s ie r  by d ir e c t  Bank support through p r o je c t  o r  s e c to r  len d in g .

30. Although Important p a r t ia l  improvements have been a tta in ed  in  a
m in ority  o f  borrow er co u n tr ie s , i t  i s  recogn ized  w ith in  the Bank th at a 
great dea l remains to  be done in  ach iev ing  la s t in g  improvements to  p u b lic  
investm ent planning and programing. Much o f  th is  can be summed up under the 
heading: "the in s t itu t io n a l  dimension o f  re form ." To beg in  to  address th is
dim ension, Bank s t a f f  need to  go beyond the program s' s iz e  and com position  
and con s id er  a number o f  key in s t itu t io n a l  qu estion s , ® the answers to  which 
cou ld  a t le a s t  in i t ia t e  measures aimed a t a s o lu t io n .

31. F ir s t ,  i s  the planning fu n ctio n  adequately coord in ated  o r  i s  i t
fragmented over a number o f  in s t itu t io n s ?  In Egypt, f o r  example, i t  was 
found that the M in istry  o f  Planning prepares f iv e -y e a r  and annual p lans and 
coord in a tes  and channels fo re ig n  a id . The N ational Investment Bank finances 
approved p r o je c ts  and m onitors p h ys ica l p rogress . The M in istry  o f  Finance 
m ob ilizes  dom estic resou rces fo r  p r o je c t  fin a n ce . The M in istry  o f  Economy 
i s  re sp on s ib le  f o r  chan n ellin g  fo re ig n  ex p e rtise  and grants and tra n s fe rs . 
Second, i f  there is  fragm entation, why does i t  e x is t ?  Is  i t  because o f  
h is t o r i c a l  fa c to r s ,  the a d d ition  o f  new fu n ction s  which overlap  with 
e x is t in g  ones, or  the r e s u lt  o f  a d e lib e ra te  d e c is io n  to  s p l i t  ju d i c ia l  
power so that the re a l a u th ority  re s ts  elsew here? Third, what would be 
necessary , in  the con text o f  each in d iv id u a l country , to  ach ieve grea ter  
e f f e c t iv e  coord in a tion ?  Could th is  be accom plished by sim ple merger or  
com bination o f  the e f f o r t s  o f  e x is t in g  in s t itu t io n s ,  o r , more t y p ic a l ly ,  is  
the la ck  o f  coord in a tion  the r e s u lt  o f  deeper fa c to r s ?  Fourth, to  what 
exten t is  each phase o f  the planning fu n ctio n  re la te d  to  d i f fe r e n t  s e ts  o f  
in te r e s t  groups w ith varying p o l i t i c a l  p r i o r i t i e s ,  and how fa r  does th is  
account f o r  what may appear from the ou ts id e  to  be in s t itu t io n a l  
fragm entation?

32. F ifth , i t  i s  important to  p lo t  the process  by which the investment 
program is  a c tu a lly  put togeth er. The f i r s t  step  would be to  examine 
e x is t in g  laws and re g u la tio n s ; m onitoring what occu rs in  p r a c t ic e  i s ,  
however, more d i f f i c u l t .  Perhaps the b e s t  way to  do th is ,  which would a lso  
answer some o f  the questions ra ise d  in  the previous paragraph, would be to  
track  ty p ic a l  investment d e c is io n s  from th e ir  in ce p tio n  to  th e ir  in c lu s io n  
in  the investm ent program. This is  by no means an easy task  and in v o lves  
understanding and p en etra tion  o f  the governmental decision -m aking p ro ce ss .

9 /  Some already address a number o f  these is su e s . However, as s ta ted  
e a r l ie r ,  there is  con sid erab le  v a r ia t io n  in  Bank treatm ent o f  them 
and a n otab le  lack  o f  a system atic approach.



Recommendations at a te ch n ica l le v e l  ( e .g .  improving p r o je c t  eva lu ation  
techniques) would, however, be o f  l i t t l e  use ou ts ide  the p o l i t i c a l  con text 
in  which they w i l l  be a p p lied . I t  i s  important to  d is t in g u ish  c le a r ly  
between the p o l i t i c a l  and te ch n ica l phases in  the decision-m aking p ro ce ss , 
so that i t  becomes as transparent as p o s s ib le .  This w i l l  enhance the chances 
o f  e f f e c t iv e  re s is ta n ce  to  abuses.

33. T y p ica lly , Chough not e x c lu s iv e ly , a p r o je c t  w i l l  o r ig in a te  in  a 
s e c to r  m in istry  o r  autonomous executing agency ( e .g .  a p u b lic  e n te r p r is e ) . 
Are these agencies capable o f  generating se n s ib le  c a p ita l  expenditure 
p roposa ls? Are coherent s e c to r  s tr a te g ie s  developed o r  i s  th ere , ra th er, a 
"bottom  up" approach to  p r o je c t  s e le c t io n  in flu en ced  by the a v a i la b i l i t y  o f  
donor finance and the p o lit ica l-p o w e r  and adm in istrative  s k i l l s  o f  a 
p a r t icu la r  m in ister in  g e tt in g  a p r o je c t  approved by Cabinet b e fo re  i t  is  
p rop erly  ve tted ?  What are the c a p a b il i t ie s  in  a s e c to r  m in istry  or 
executing agency fo r  develop ing a medium term stra teg y  and f o r  p r o je c t  
eva lu a tion , in clu d in g  the p r a c t ic a l  a p p lica t io n  o f  c o s t  b e n e f it  techniques? 
In some ca se s , there may be no c le a r ly  d e lin ea ted  r e s p o n s ib i l i t y  f o r  such 
a c t iv i t i e s .  In others there may be a p r o l i fe r a t io n  o f  such agencies w ith 
d u p lica tio n  and overlapping fu n ction s  impeding the development o f  a coherent 
s e c to r  s tra te g y . For example, in  Z a ir e 's  tran sport s e c to r , planning un its  
were e s ta b lish e d  in  each o f  the major p u b lic  en terp rises  resp on s ib le  f o r  the 
bulk  o f  the s e c t o r 's  p u b lic  investm ents, and in  the s e c to r a l m in istry .
There i s ,  moreover, a tran sport u n it in  the M in istry o f  Planning. The r o le  
o f  each is  not c le a r ly  d e fin ed  and d if fe r e n t ia te d . The r e su lt in g  overlap  in  
r e s p o n s ib i l i t ie s ' r e s u lts  in  poor communication, r e p e t it io n , waste o f  
resou rces , and an in a b i l i t y  to  c le a r ly  id e n t ify  and re so lv e  c r i t i c a l  issu es .

34. A re la te d  se t  o f  issu es concerns the lin k s  and d iv is io n  o f
r e s p o n s ib i l i t ie s  between core  and s e c to r  m in is tr ie s . Often there is  a 
tension  between them which is  fa r  from c r e a t iv e . Some o f  th is  is  
in e v ita b le : s e c to r  m in is tr ie s  are driven  by te ch n ica l con s id era tion s  w hile
core  agencies are driven  by f in a n c ia l ones. The c o r e /l in e  agency 
re la tio n sh ip  is  complex and v a r ie s  g re a t ly  from country to  country. Much 
depends on the f in a n c ia l lin k s  - -  whether, fo r  example, the l in e  agencies 
funding comes from the ce n tra l budget or  from i t s  own or  independent 
sou rces. In many co u n tr ie s , a la rge  p rop ortion  o f  p u b lic  expenditure is  
adm inistered by p u b lic  e n te rp r ise s , the e f f i c ie n c y  o f  which depends on a 
greater autonomy and a cco u n ta b ility  than they are freq u en tly  granted. In 
Turkey, the Government has expanded the use o f  extra-budgetary funds over 
which the s e c to r  m in is tr ie s  have a greater degree o f  independent c o n tr o l.
The is su e , however, becomes problem atic when o v e r a ll  expenditure co n tro l 
mechanisms are weak, te ch n ica l ca p a city , a t both  ce n tra l and s e c to r a l 
le v e ls ,  qu estion ab le , and p o l i t i c a l  in terven tion  p ervasive . This s itu a t io n  
o fte n  leads core  m in is tr ie s , themselves overstre tch ed , to  in tervene a t a 
le v e l  o f  d e t a i l  in e v ita b ly  incom patible w ith  th e ir  knowledge o f  the se cto rs  
and in s t itu t io n s  concerned. Factors such as these not on ly  lead  to  poor 
management, but d e fie s  the p r in c ip le  o f  autonomy and a cco u n ta b ility  requ ired  
at the le v e l  o f  those resp on sib le  fo r  implementing and operating  p r o je c ts .



35. S ixth , to  what extent do e x is t in g  in s t itu t io n a l  mechanisms and
in ce n tiv e s  impede the tra n s la t io n  o f  broad p r i o r i t i e s  in to  coherent 
expenditure programs? A ll  too  freq u en tly  government bureau cracies  p la ce  a 
h igh  premium on fo llo w in g  e s ta b lish e d  procedures even when these c o n f l i c t  
w ith  d ecla red  o b je c t iv e s ,  and encourage c e n tr a liz e d  decision -m aking w hile 
d iscou rag in g  in i t ia t iv e .  There may be a myriad o f  checks and reg u la tion s  to 
prevent im proper, w astefu l o r  unauthorized expend itures, which a t times can 
co n tr a d ic t  the aim o f  in v estin g  in  econ om ica lly  ju s t i f i e d  development 
p r o je c t s .  A cco u n ta b ility  i s  o fte n  d if fu s e  and there  appears to  be l i t t l e  
concern , even a t  the h ig h est le v e ls ,  as to  whether ta rg e ts  are met o r  n o t. 
Indeed, a g rea ter  premium is  sometimes p la ced  on fa i lu r e  to  spend a l lo t e d  
sums. This i s  p a r t ly  because spending ta rg e ts  are regarded as ends in  
them selves rather than the means to  ach iev in g  an o b je c t iv e .  This in  turn 
r e f l e c t s  the d i f f i c u l t i e s  in volved  in  e s ta b lish in g  measures o f  output and 
perform ance in  much o f  the p u b lic  s e c to r , and g e tt in g  a l l  p a r t ie s  to  agree 
to  them. Ex p ost eva lu ation  is  sometimes ca r r ie d  ou t, ra th er p e r fu n c to r ily  
to  meet donor requirem ents, but u su a lly  l i t t l e  attempt is  made to  draw 
lesson s  from i t  to  stream line procedures o r  improve agency perform ance.

36. In summary, e f f o r t s  to  improve in s t itu t io n a l  investm ent planning
c a p a b i l i t ie s  should concentrate  on:

(a ) the coord in a tion  o f  the planning e f f o r t  among the core  ag en cies ;

(b ) improvements to  the process  o f  investm ent planning and budgeting,
in c lu d in g  the a b i l i t y  o f  implementing agencies to  generate and 
evaluate p r o je c ts  and o f  l in e  m in is tr ie s  to  review  them w ith in  the 
con text o f  coherent s e c to r  s tr a te g ie s ;

( c )  improving the lin k  between investment planning and f in a n c ia l  
a l lo c a t io n  through, f o r  example, the establishm ent o f  r o l l in g  
p lans to  d ecide  on expenditure p r io r i t i e s  and the se n s ib le  phasing 
o f  expenditures ; and

(d ) strengthening c o n tr o l and scru tin y  by the ce n tra l planning 
au th ority  to  which a p r o je c t  ap p ra isa l u n it  should be attached .

The Link Between Plannine and Budgeting

37. One notab le  trend in  most recen t Bank review s as w e ll as in  
p o licy -b a s e d  and te ch n ica l a ss ista n ce  operation s has been a w idening o f  
concern  to  encompass not on ly  investment but p u b lic  expenditure in  gen era l. 
This e x p l i c i t l y  recogn izes  the importance o f  the in s t i tu t io n a l  dim ension and 
o f  an in tegra ted  approach and represents a marked departure from the 
t r a d it io n a l  separa tion  o f  Bank and Fund concerns, w ith the form er fo cu sin g  
on "p lanning” issu es  and the la t t e r  on "b u d g etin g .” This b lu rr in g  o f  
dem arcation l in e s  was in e v ita b le  in  the con text o f  p o licy -b a s e d  lend ing 
where i t  q u ick ly  became apparent that the Bank had l i t t l e  op tion  but to  
become in vo lved  in  issu es  p erta in in g  to  the whole o f  p u b lic  f in a n c ia l  
management.



38. "Government budgets are the p r in c ip a l adm in istrative  instruments
through which p u b lic  investment (o r  expenditure) programs are transform ed 
in to  ta n g ib le  achievem ents.” ^  U nfortunately, few co u n tr ie s , perhaps on ly 
one in  ten , have a system o f  m u lti-year budgeting which would f a c i l i t a t e  the 
in te g ra t io n  o f  m u lti-year programs w ith annual budgets. I t  i s  a lso  
d iscou ra g in g ly  true th at a fte r  great e f f o r t  has been devoted to  form ulating 
an investm ent p lan , the budget, even f o r  the f i r s t  year fo llo w in g  the p la n 's  
adoption  may bear l i t t l e  o r  no r e la t io n  to  i t .  In  S ierra  Leone, f o r  
example, a 1985 review  found th at "th ere  i s  no evidence that the o v e r a ll  
goa ls  o f  the p lan , s e c to r a l  o b je c t iv e s  o r  in te r -in d u stry  r e la t io n s  are taken 
in to  account in  preparing the y e a r ly  development expenditure budget and in  
s e le c t in g  the p r o je c ts  fo r  the s e c to r a l investment programs. Sometimes, a 
p r o je c t  i s  in cluded  f o r  p o l i t i c a l  reasons in  d isregard  o f  con s id era tion s  
such as t o t a l  c o s t s ,  a v a i la b i l i t y  o f  funds and long run development 
o b je c t iv e s .  In  other ca ses , the a v a i la b i l i t y  o f  funds becomes the 
determ ining fa c to r ,  regard less  o f  the p r o je c t 's  repercu ssion s on other 
s e c to r s , on the balance o f  payments and on the Government b u d g e t.”
S im ila r ly , in  Kenya, i t  was found that the manner in  which new p r o je c ts  have 
been planned, appraised , approved and included  in  the budget d i f f e r s  
s ig n i f ic a n t ly  from the pattern  s t ip u la te d  in  Treasury c ir c u la r s  and the 
gu id e lin es  f o r  the preparation , ap p ra isa l and approval o f  new p u b lic  
investment p r o je c t s ,  d esp ite  the ex isten ce  o f  a system o f  forward budgeting 
designed p r e c is e ly  to  provide a l in k  between the development plan  and the 
annual budget.

39. Common reasons f o r  the fa i lu r e  to  provide an adequate l in k  are :

(a ) "Crosswalk” documents ^  and systems such as forward budgets do 
n o t, un like the regu lar annual budget, have the fo r c e  o f  law. 
Consequently, le s s  a tte n tio n  is  in e v ita b ly  paid  to  them by both 
le g is la t o r s  and c i v i l  servants.

(b ) Forward budgets are freq u en tly  overam bitious and try  to  tra n s fer  
to  the planning and fo re ca s t in g  framework the f u l l  com plexity  o f  
budgetary c la s s i f i c a t io n  and l in e  item s.

1 0 / Chapter on P u blic Investment Programs in  "In vestin g  in
Development: Lessons o f  World Bank Experience” by Warren C. Baum
and Stokes M. T o lb e rt , O.U.P. 1985.

1 1 / A "crossw alk  document” provides cross  re feren ces  between, f o r  
example, two budgets which use d i f fe r e n t  systems o f  
c la s s i f i c a t io n .  The most common form co n s is ts  o f  a m atrix which 
helps the reader to  determine where an item (o r  the p o r tio n  o f  an 
item to  be financed  during the year in  question ) in  the m u lti-year 
planning budget may be found in  the annual budget presented to  the 
le g is la tu r e .



( c )  On Che other hand, the development plans which should form the 
s tr a te g ic  b a s is  fo r  budgetary form ulation , though s p e c ify in g  
general s e c to r a l  c e i l in g s ,  freq u en tly  do not con ta in  a co n s is te n t  
and comprehensive l i s t  o f  p r o je c ts  and programs.

(d ) The in s t itu t io n a l  mechanism fo r  in te r m in is te r ia l d iscu ss io n s  based 
on p r o je c t  subm issions by the s e c to r  m in is tr ie s , and in v o lv in g  
both  the p lanning and fin an ce  m in is tr ie s , freq u en tly  break down in  
p r a c t ic e .

(e )  For both  le g a l  and p r a c t ic a l  reasons, those re sp on s ib le  f o r  
preparing the development p lan  and ( i f  i t  e x is t s )  the forw ard 
budget freq u en tly  have le s s  p re s t ig e  than those who prepare the 
annual budget which a c tu a lly  determ ines the a l lo c a t io n  o f  
f in a n c ia l  resou rces . Less a tte n tio n  i s  th e re fo re  p a id  to  th e ir  
work by m ajor a cto rs  a t  a l l  stages o f  the p ro ce ss .

( f )  Those resp on s ib le  f o r  preparing and execu tin g  the annual budget 
are o fte n  s u b je c t  to  o v e r a ll  budgetary c e i l in g s  which may have to 
be suddenly and a r b it r a r i ly  lowered in  response to  a drop in  
resou rce  a v a i la b i l i t y .  This in e v ita b ly  a f fe c t s  the c r e d ib i l i t y  o f  
the planning e x e r c is e .

(g ) The time a v a ila b le  f o r  com pleting the budget c y c le  i s  o fte n  b a re ly  
s u f f i c ie n t  and does not make allow ance f o r  the more complex 
requirem ents o f  n eg o tia tin g  and in corp ora tin g  p lan  ta rg e ts .

40. In an e f f o r t  to  improve the lin k s  between the planning and
budgetary p ro ce sse s , the Bank has freq u en tly  become in vo lved  in  recommending
or  supporting orga n iza tion a l changes w ith  a view  to  in te g ra tin g  the 
fu n ction s  o f  budgeting and investment p lanning. These e f f o r t s  have had 
mixed success and may, in  many ca ses , be a red h errin g . While 
orga n iza tion a l changes are im portant, they can sometimes be an 
u n s a tis fa c to ry  su b stitu te  fo r  deeper procedural and p o l ic y  reform s. I t  is  
e s s e n t ia l n ot to  confuse the two.

41. The approaches taken towards the changes are b a s ic a l ly  o f  three
typ es : ( i )  the planning agency takes over the budget fu n ctio n  (B r a z il ,
Korea, Panama); ( i i )  the budgeting o f f i c e  o f  the m in istry  o f  fin an ce  takes 
over the planning fu n ction  (Bahamas, Bahrain, H a it i, M auritania, Kenya, 
Tanzania and Zambia); and ( i i i )  establishm ent o f  budget o f f i c e s ,  on the US 
model, which are o rg a n iza tio n a lly  independent o f  both  the fin an ce  and 
planning m in is tr ie s  (Thailand, P h ilip p in es , N ig e r ia ). Most o f  the 
o rg a n iza tion a l mergers under ( i )  and ( i i )  fa ced  varying degrees o f  
d i f f i c u l t y  due mainly to  the fa c t  that each agency had developed i t s  own 
separate id e n t ity  which i t  d id  not lo s e  when in tegra ted  w ith o th ers .
Several c o u n tr ie s , consequently , reverted  to  separate budget and planning 
a gen cies , w hile others have gone through a c y c l i c a l  p ro ce ss , w ith the 
separa tion  o f  fu n ction s  fo llow ed  by in te g ra tio n  and even tu a lly  by re v ers ion  
to  separate agencies again . I t  i s  important to  recogn ize  th at there i s  a 
p o l i t i c a l  as w e ll as a te ch n ica l dimension to  th is  q u estion . The a d d ition  
or su b tra ction  o f  m in is tr ie s  and departments from a government bureaucracy 
sometimes r e f l e c t s  s h i f t s  in  the p o l i t i c a l  wind and can make reform  e f fo r t s  
more d i f f i c u l t  rather than e a s ie r  to  susta in .



42. Even in  Che lig h c  o f  th is  mixed experien ce , i t  remains true that,
c e t e r is  p a r ib u s . combining planning and budgeting o f f i c e s  under one m in istry  
i s  l ik e ly  to  improve coord in a tion  o f  expenditure programs. I t  is  n ot, 
however, e ith e r  a necessary nor a s u f f i c ie n t  c o n d it io n . At the p o l i t i c a l  
l e v e l ,  m oreover, combining fin an ce  and planning fu n ction s  in to  one m in istry  
may cre a te  too  pow erful a co re  agency. Much more im portant than the issu e  o f  
lo c a t io n  are a proper decision-m aking a u th or ity , s u f f i c ie n t  tra in ed  s t a f f ,  
and an adequate flow  o f  in form ation  f o r  the form ulation  o f  con so lid a ted  
p u b lic  s e c to r  budgets. Moreover, a separate planning au th ority  can provide 
im portant checks and balances which cou ld  be absent i f  a l l  key core  
fu n ction s  were concentrated  in  one m in istry . C h ile , which is  one o f  the 
lead in g  examples o f  b e t te r  budgetary adm in istration  among develop ing 
co u n tr ie s , shows how in te g ra tio n  o f  plans and budgets can be Cackled through 
procedural measures rather than organ iza tion  m ergers: any p r o je c ts  not
appraised accord in g  to  methods approved by the planning agency, and reviewed 
by that agency, cannot be included  in  the budget. India  and Thailand have 
a ls o  developed s u c ce s s fu lly  operating  "crossw alk" procedures. These and 
oth er examples should be stu d ied  in  more depth w ith a view  to  applying the 
lesson s le a rn t to  other co u n tr ie s .

43. In summary, both  su ccesses and fa i lu r e s  seem to  p o in t  to  the 
fo llo w in g  general recommendations. F ir s t ,  the p re s t ig e  and importance o f  
the planning process  should be given  f u l l  le g a l re co g n it io n . Whichever body 
i s  in  charge o f  o v e r a ll  investment programing should have the e f fe c t iv e  
power o f  v e to  over which p r o je c ts  are included  in  the annual budget.
Second, i f  th is  body is  separate from the finance m in istry , then there must 
be very  c lo s e  coord in a tion  and coop era tion  between them. The planners must 
be s e n s it iv e  to ,  and f u l l y  cognizant o f ,  the resou rce  co n stra in ts  fa c in g  the 
government. I t  is  not in frequent that la ck  o f  such coord in a tion  leads to  the 
preparation  o f  e x ce s s iv e ly  large  investment programs which subsequently 
undermine the c r e d ib i l i t y  o f  the planning p rocess . Third, the procedures 
lin k in g  the p lan  to  the budget should be kept as a d m in istra tiv e ly  sim ple as. 
p o ss ib le  to  avoid  overtax ing the in s t itu t io n a l  and te ch n ica l ca p a c it ie s  
a v a ila b le  to  most governments. Fourth, the p rocess  should be organ ized  to 
a llow  ample time f o r  f u l l  d iscu ss io n  by a l l  in te re ste d  p a r t ie s . I t  may w ell 
be that in  the f in a l  an a lysis  the finance m in ister  o r  head o f  government 
w i l l  have to  a ct  as a r b ite r ; but i f  the system is  to  succeed i t  i s  e s se n t ia l 
that a l l  in te re ste d  p a r t ie s  fu l ly  p a r t ic ip a te  in  the preparatory p rocess . 
F ifth , the m in istry  or  department resp on sib le  fo r  the plan  should be c lo s e ly  
lin k ed , and in  c lo s e  a ll ia n c e , w ith that resp on sib le  fo r  the annual budget. 
I f  th is  i s  n ot the ca se , then i t  is  in e v ita b le  that the ex ig en cies  and time 
pressures o f  the annual budgeting e x e rc ise  w i l l  take precedence and the 
e x e rc ise  w i l l  be perce ived  as a Finance M in istry  p reserve.

Other A spects o f  Budgetary O rganization

44. As w e ll as the lin k  between planning and budgeting, and the 
a b i l i t y  o f  the planning agency and s e c to r a l m in is tr ie s  to  perform  th e ir  
tasks, i t  i s  important to  focu s on the organ iza tion  o f  the finance m in istry  
i t s e l f  to  determine whether i t  a ids or  impedes the use o f  the budget as an 
e f f e c t iv e  p o l ic y  instrument. I t  i s  o f  l i t t l e  use recommending, f o r  example, 
a greater emphasis on o b je c t iv e s  to  be achieved through budgetary 
a llo c a t io n s  i f  there is  no o f f i c e  in  the m in istry  o f  finance which is



fa m ilia r  w ith  analyzing government operation s a long these l in e s .  At tim es, 
the fin an ce  m in istry  may be unaware o f  the number o f  c i v i l  servants in  each 
o f  the spending m in is tr ie s , l e t  alone the a c t iv i t i e s  which they are supposed 
to  be accom plish ing (in deed , the spending m in is tr ie s  them selves are 
them selves unaware o f  th is  in  a number o f  c o u n t r ie s ) . S im ilar ignorance may 
e x is t  on the p r i c e /  volume re la t io n sh ip s  between items o f  non-wage curren t 
expen d itu res. U n til such b a s ic  data gaps are f i l l e d ,  the fin an ce  m in istry  
w i l l  be unable to  do more than cru d ely  n e g o tia te  g lo b a l expenditure c e i l in g s  
w ith  l in e  m in is tr ie s . The on ly  in form ation  i t  w i l l  have a t i t s  d isp o sa l 
w i l l  be the previous y e a rs ' expenditures (perhaps even th at may be o u t­
dated) , and o v e r a ll  c e i l in g s  o fte n  based on o p t im is t ic  estim ates o f  fu tu re  
revenues.

45. A u se fu l s ta r t  can always be made by ca rry in g  out an 
o rg a n iza tion a l d ia g n o stic  o f  the finance m in istry  from the v iew poin t o f  
o b je c t iv e s -o r ie n te d  budgeting. This w i l l  s w if t ly  id e n t i fy  both  the 
in s t i tu t io n a l  and in form ation  gaps. Frequently, the la t t e r  can be p a r t ly  
f i l l e d  through Che in s t a l la t io n  o f  e le c t r o n ic  data p rocess in g  systems in  
both  core  and l in e  m in is tr ie s . Many cou n tr ies  have g re a t ly  improved p u b lic  
s e c to r  f in a n c ia l  management through the automation o f  the wage b i l l  and 
method o f  payment (though see paragraphs 64-66 f o r  a d is cu ss io n  o f  the 
p re re q u is ite s  f o r  the s u cce s s fu l in tro d u ctio n  o f  automated system s). 
In s t itu t io n a l d e f ic ie n c ie s  are ra th er more d i f f i c u l t  to  ta c k le . Even here, 
however, they may be elements in  the e x is t in g  o rg a n iza tion a l s tru ctu re  that 
can be b u i l t  upon r e la t iv e ly  q u ick ly . Most fin an ce  m in is tr ie s  in c lu d e , f o r  
example, some s o r t  o f  in sp ectora te  o f  fin an ces  which i s  supposed to  f u l f i l l  
in te rn a l au d itin g  fu n ction s  and th ere fo re  focu s  on the op era tion s  o f  
spending agen cies . Such in sp ectora tes  cou ld  be strengthened in to  a new 
o f f i c e  that examines the d e s ir a b i l i t y  and e f f i c i e n c y  o f  government 
a c t iv i t i e s  in  a more in tegra ted  fa sh ion .

46. Another problem area which cou ld  be i n i t i a l l y  addressed througih an
orga n iza tion a l aud it o f  the fin an ce  m in istry  would be that o f  
superim position  o f  overlapp ing fu n ctio n s , p a r t ic u la r ly  those o f  treasu ry , 
budget d ir e c to r a te  and a u d it. As w ith  investm ent d e c is io n s , i t  would be 
u se fu l to  tra ck  curren t expenditure a llo c a t io n s  through the system from 
th e ir  in i t ia t io n  to  th e ir  in c lu s io n  in  the annual budget. This would l ik e ly  
h ig h lig h t  a con s id era b le  number o f  m eth od olog ica l, procedu ra l and 1
in form ation  d i f f i c u l t i e s .

47. Other in s t itu t io n a l  fa c to r s  which a f f e c t  the e f f i c i e n c y  o f  budget
p repa ra tion , and which need to  be taken in to  accotant when proposing reform s 
are :

(a )  The system 's "h e r ita g e ."  Procedures and in s t i tu t io n a l
re la t io n sh ip s  d i f f e r  accord in g  to  whether the co u n try 's  budgetary 
system is  in flu en ced  by the t r a d it io n s  o f  B r ita in  (which tends to  
emphasize expenditures rather than revenues in  the budgetary 
p rocess  as a r e s u lt  o f  which expenditures can sometimes be 
presented  to  the le g is la tu r e s  unaccompanied by revenue e s t im a te s ); 
France (stron g  f in a n c ia l  c o n tr o l and a ce n tra l treasu ry  which is
not m erely a ca sh ier  but a lso  a ban k er); o th er European cou n tries



( in  Che Netherlands and Germany greater re lia n ce  on commercial 
p r in c ip le s  o f  budgeting in clu d in g  d ep re c ia tio n  allow ances and 
accru a l accounting, in  Portugal and I t a ly  a more le g a l  approach 
w ith annual s p e c i f ic a t io n  o f  budgetary allotm ents by la w ); the US 
(a  general budget and numerous t ru s t  funds th at are n ot su b je c t  to  
le g is la t iv e  approach); and hybrid  systems such as those in  L atin  
America that r e f l e c t  the Spanish tr a d it io n  combined w ith la te r  US 
in flu en ce  and the r e s u lts  o f  in d iv id u a l country exp erien ces . H

(b ) The budget ca lendar. As noted above, one o f  the problems 
freq u en tly  encountered when in trodu cin g  reform s is  in s u f f i c ie n t  
time f o r  the necessary preparation  and n e g o t ia t io n s . Budgeting is  
an a c t iv i t y  which tends to  "bunch" as c r i t i c a l  dates ( e .g .  the 
subm ission o f  estim ates to  Cabinet or  the le g is la tu r e )  approach. 13 
The extent to  which th is  can be avoided by s tre tch in g  the process 
out i s  lim ite d , f i r s t ,  by the annual framework and, second, by the 
fa c t  that data and estim ates can s w ift ly  become outdated.
Moreover, f l e x i b i l i t y  is  important s in ce  estim ates are su b je c t  to  
change a t each stage o f  the p o l i t i c a l  h ierarch y . Producing a 
ra t io n a l p o l ic y  instrument from th is  complex e x e rc is e  presents 
many d i f f i c u l t i e s ,  o fte n  compounded by exogenous fa c to r s  such as a 
h igh  in f la t io n  ra te  and uncerta in  trade-based  revenues.

( c )  The appropriateness o f  the f i s c a l  year which should take account 
o f  fa c to r s  such as the crop  c y c le ,  the annual business c y c le ,  e t c .

(d ) Adequacy o f  budgetary c ir c u la r s  and gu id e lin es  which are the main 
instruments a v a ila b le  to  the core  agencies f o r  ensuring that 
estim ates are in  accordance w ith , as a minimum, expected  revenue 
co n s tra in ts , and, a t b e s t , w ith p o l ic y  g u id e lin e s . D espite th e ir  
im portance, budget c ir c u la r s  can a l l  too  e a s i ly  become rou tin e  
documents which become n otoriou s  fo r  what they do n ot cover rather 
than fo r  what they exp la in .

1 2 / For a f u l l e r  treatment o f  the im p lica tion s  o f  d i f fe r e n t  budgetary 
t r a d it io n s , see A. Premchand: "Government Budgeting and
Expenditure C o n tro l,” IMF p u b lica t io n , 1983.

1 3 / As a minimum, the preparation  o f  a budget w i l l  in vo lve  nine 
separate p rocesses , each in v o lv in g  su b sta n tia l demands on 
in s t itu t io n a l  and human resou rces : ( i )  p reparation  o f  budget
estim ate forms and gu id e lin es  by core  m in is tr ie s ; ( i i )  p reparation  
o f  revenue and expenditure estim ates by l in e  m in is tr ie s  and 
ag en cies ; ( i i i )  review  o f  c o n so lid a tio n  o f  agency proposa ls  by 
resp on s ib le  m in is tr ie s ; ( iv )  transm ission o f  m in istry  requests to 
co re  agen cies ; (v ) n eg o tia tion s  between core  agencies and l in e  
m in is tr ie s ; ( v i )  preparation  o f  d ra ft  budget; ( v i i )  Cabinet 
approval o f  d ra ft  budget; ( v i i i )  transm ission o f  Cabinet 
r e v is io n s ; and ( ix )  preparation  o f  f in a l  budget and i t s  
p resen ta tion  to  the le g is la tu r e  (see  Annex IV fo r  a fu l l e r  
d is c u s s io n ) .



The Compreh en siv en ess  o f  the Budget

48. Few develop ing cou n tries  cu rre n tly  prepare a co n so lid a te d  p u b lic  
s e c to r  budget. This fa i lu r e  not on ly  p la ces  severe lim ita t io n s  on 
investm ent programing and i t s  f u l l  in te g ra tio n  w ith the budget, i t  a lso  
reduces the p o s s ib i l i t y  o f  using f i s c a l  p o l i c i e s  f o r  s t a b i l iz a t io n  purposes. 
A 1980 study o f  Costa R ic a 's  economic adm in istration  noted  th at some 550 
autonomous in s t itu t io n s  en joyed  le g a l  f in a n c ia l  independence and operated  
ou ts id e  the co n tr o l o f  the ce n tra l a u th o r it ie s . M oreover, even w ith in  the 
C entral Government, about 10 p ercen t o f  expenditures took  p la ce  ou ts id e  the 
budget. Some s p e c ia liz e d  m in is tr ie s  had th e ir  own independent budgets w hile 
about h a l f  o f  t o t a l  tax  c o l le c t io n s  were earmarked f o r  s p e c i f i c  purposes.
In 1979, a major step  forward was taken w ith the s e tt in g  up o f  a N ational 
Budgetary A u th ority ; p r io r  to  that the r e s p o n s ib i l i t y  fo r  what l i t t l e  
ce n tra l budget preparation  and co n tr o l e x is te d  was s p l i t  between the 
M in is tr ie s  o f  Finance and Planning. D ra stic  red u ction  o f  earmarking, and 
p rogress in  c e n tr a liz in g  and co n so lid a tin g  the budgetary p rocess  were major 
components in  Costa R ic a 's  s tru ctu ra l adjustment program supported by a 
p o licy -b a s e d  lending op era tion  in  1984.

49. - Other examples abound. In Ecuador, the n a tion a l budget was found
to  cover  on ly  62 percen t o f  p u b lic  revenues and 43 p ercen t o f  expenditures, 
w ith the r e s t  accounted f o r  by s p e c ia l  funds and autonomous agencies and 
p u b lic  e n te rp r ise s . In B ra z il, the growth o f  autonomous fe d e ra l agencies 
and pow erful p u b lic  en te rp rise s  p ro g re ss iv e ly  weakened the once stron g  h o ld  
which the Federal Treasury had on ce n tra l government r e c e ip ts  and 
expenditures. In the Ivory  Coast in  the la te  1 9 7 0 's , the budget was s p l i t  
between the Treasury and two oth er agen cies , w hile a m ultitude o f  ex tra - 
budgetary accounts were m aintained. In  E g y p t ,^  a 1980 budgetary reform  
brought a number o f  s p e c ia l funds and separate accounts in to  the ce n tra l 
budget, and the curren t budget was thus u n i f ie d .15 However, r e s p o n s ib i l i t y  
f o r  fin a n cin g  p u b lic  investm ents was tra n s ferred  to  a newly e s ta b lish e d  
N ational Investment Bank so that there were in  e f f e c t  two ce n tra l budgeting 
a g e n c ie s .

50. Frequently, the budget coverage r e f l e c t s  d e f in it io n a l  problems 
re so lv e d  more by custom than by economic co n s id e ra tio n s . D efin ing  the 
concept o f  "p u b lic  investm ent” i s  n o t , fo r  example, w ithout i t s  
d i f f i c u l t i e s .  Should i t  cover on ly  investment by ce n tra l government 
agen cies? Should i t  in clu de  on ly  those p r o je c ts  fin an ced  w holly  o r  
p a r t ia l ly  through the budget? What about investment by p u b lic  e n terp rises?

1 4 / "P u b lic  Finance in  Egypt” by S. Ahmed, S ta f f  Working Paper, 1984.

15 / This should not n e ce s sa r ily  be regarded as sa lu tory  s in ce  i t  may 
l im it  the autonomy and a cco u n ta b ility  o f  en te rp rise  management.



Or by jo in t  ventures? Should i t  cover a l l  c a p ita l  expenditures (as d efin ed  
by the IMF which excludes on ly d e fe n s e ^  but in cludes o f f i c e  fu rn itu re  and 
equipment, as w e ll as p o l ic e  s ta t io n s , cou rts  and p r ison s ) o r  on ly  that 
which i s  expected  to  lead  to  "developm ent” ? Even in  a narrow "developm ent” 
co n te x t, should investment be d e fin ed  to  in clu d e  on ly  expenditure on the 
cre a t io n  o f  p h y s ica l a s se ts , or  a lso  other "developm ent” expenditure, e .g .  
on r a is in g  thé le v e l  o f  h ea lth  s e rv ice s  o r  expanding education? Development 
o r  investm ent expenditure o fte n  in clu des some recu rren t and op eratin g  co s ts  
during co n stru ctio n  which can e a s i ly  lead  to  some cu rren t c o s ts  con tin u a lly  
being  hidden under the investment um brella. Current Bank p r a c t ic e  favors  
d e fin in g  a p u b lic  investment program which includes the investm ents o f  
w holly owned s ta te  en terp rises  but excludes j o i n t  ventures except in  
in d iv id u a l cases where the government share is  so dominant that the company 
i s  trea ted  <|g fa c to  as a 100 percen t p u b lic  e n te rp r ise . A ll  p r o je c ts  funded 
by ex tern a l a id  or borrowing tend to  be included  (excep t d e fe n s e ) , whether 
or  not the resou rces are channelled  through the government budget. In 
a d d it io n , the program u su a lly  covers  the governm ent's e n t ire  c a p ita l  budget 
ir r e s p e c t iv e  o f  any eva lu ation  o f  i t s  developm ental im pact. This a t  le a s t  
has the op era tion a l advantage o f  con s isten cy  w ith IMF d e f in it io n s .  Current 
expenditures on "developm ental” items such as h ea lth  and education , o r  on 
the supply o f  a g r icu ltu ra l inputs, are u su a lly  excluded from the investment 
program except where the country has a medium*term development p lan ; in  such 
ca ses , a l l  expenditure included  in  the plan  as developm ental i s  adm itted 
in to  the investment program. This la t t e r  p o in t  i s  y e t  another reason why 
the Bank's in te r e s t  has evolved  beyond the purely  investment concept to  a 
w ider concern w ith p u b lic  expenditure as a w hole. ^

51. On the in s t itu t io n a l  le v e l ,  the achievement o f  f u l l  budget
coverage is  fa r  from easy. In the case o f  s ta te  e n te rp r ise s , government 
marketing boards, or  o f f i c i a l l y  sponsored but f in a n c ia l ly  autonomous 
development agen cies , i t  i s  f i r s t  necessary to  d e fin e , as p r e c is e ly  as 
p o s s ib le , the f in a n c ia l re la tio n sh ip  between these e n t it ie s  and the S tate . 
This d e f in it io n  must include not on ly  d ir e c t  flow s o f  funds but im p lic it  
su b s id ies  or  charges brought, about by government p o l ic y  as w e ll as an 
updated and econom ically  accurate p ic tu re  o f  the e n t i t y 's  balance sheet and 
curren t f in a n c ia l  op era tion s. This is  freq u en tly  a d i f f i c u l t  te ch n ica l 
ex e rc ise  which taxes the q u a lity  o f  a v a ila b le  data to  the h i l t .  In many 
le sser -d ev e lop ed  cou n tries  th is  data is  la r g e ly  unavailab le to  government 
d esp ite  the ex isten ce  o f  e laborate  ru les  and regu la tion s  "o b l ig in g ” e n t it ie s  
to  provide the in form ation  on a system atic b a s is . In Z a ire , f o r  example, 
the government is  on ly  provided w ith the a ccou n ts , freq u en tly  unaudited and 
in accu rate , o f  the la rg e s t  and most important p u b lic  en terp rises  some 18

1 6 / Defense " c a p ita l” spending i s  e s s e n t ia lly  consumption and should 
th ere fo re  be p laced  above the l in e .

17 / One u se fu l d is t in c t io n  i s  that between d is cre t io n a ry  and non- 
d is cre tio n a ry  expenditures. The former would include not on ly 
c a p ita l  spending per s e . but a lso  recurrent items other than, say, 
debt se rv ic in g  o b lig a t io n s  and (a t  le a s t  in  the short run) the 
c i v i l  s e rv ice  wage b i l l .



months a ft e r  the event; f o r  the le s s e r  e n terp rises  there are o fte n  no 
accounts a t  a l l .  The usual r e s u lt  i s  that the f u l l  Im p lica tion s  o f  the 
governm ent-public en te rp rise  re la t io n s h ip  are n ot ap p recia ted  by the core  
m in is tr ie s  u n t i l  a f in a n c ia l  c r i s i s  o c cu rs . Then governments f in d  th e ir  
a b i l i t y  to  r e s tr a in  the budget d e f i c i t  hampered not on ly  by commitments to  
su b s id ie s  and p u b lic  en te rp rise  p r ic in g  p o l i c i e s ,  but a ls o  by non-payment o f  
debts between p u b lic  e n t i t i e s ,  d e c lin in g  working c a p ita l  (which must be 
supplemented by the T reasury), cum ulative lo s s e s ,  non-payment o f  in te r e s t ,  
and f in a l ly  e f f e c t iv e  d e fa u lt  on loans n e ce s s ita t in g  ce n tra l government 
in te rv e n tio n  to  assume the d ebt s e rv ic e  burden.

52. N everth eless, extending budgetary coverage to  autonomous agen cies ,
and e s p e c ia l ly  to  p u b lic  e n te rp r ise s , should be undertaken w ith  grea t ca re . 
The f u l l  u n if ic a t io n  o f  p u b lic  en terp rise  budgets w ith  that o f  the ce n tra l 
government is  both  unnecessary and undesirable s in ce  i t  v io la t e s  the 
p r in c ip le  o f  op era tion a l autonomy w ithout which g rea ter  e f f i c i e n c y  is  
d i f f i c u l t  i f  n ot im possib le  to  ach ieve . C oord ination  co n s is te n t  w ith  the 
proper degree o f  autonomy cou ld  be improved through the fo llo w in g  measures : ^

(a ) ensuring the adoption  o f  a uniform  budget year (w ith  the p o s s ib le
excep tion  o f  those e n t it ie s  whose revenues r e ly  h e a v ily  on crop  
c y c le s , e .g .  marketing boards) ;

(b ) p repara tion  o f  e n t ity  budgets in  advance o f  the ce n tra l budget, 
and in  co n su lta tio n  w ith the Treasury;

( c )  e f f e c t iv e  ce n tra l government co n tro l over ex tern a l and dom estic 
borrow ing by autonomous e n t i t ie s ,  excep t fo r  those com petitive  
enough to  ob ta in  funds w ithout a government guarantee;

(d ) in c lu s io n  o f  major autonomous agency investm ents in  the p u b lic  
investment program;

(e )  e x p l i c i t  p ro v is io n  in  both  ce n tra l and e n t ity  budgets f o r  a l l
r e c e ip ts  and payments a n tic ip a te d  between the government and
p u b lic  e n t i t ie s ;  and

( f )  a system o f  cash flow  m onitoring and fo re c a s t in g  p erm ittin g  the 
r e v is io n  o f  budgetary estim ates o f  tra n s fers  a t le a s t  on a s ix  
monthly b a s is .

1 8 / See A. Premchand: o p .c i t .  f o r  a f u l l e r  treatment o f  these is su e s .

1 9 / Host o f  these elements- have been suggested by the Bank in  i t s
d ia logu e w ith governments concern ing reform s to  the in s t i tu t io n a l  
mechanisms fo r  m onitoring and eva luating  s ta te  e n te rp r ise  
perform ance. See e s p e c ia l ly  M. S h ir le y ; "Managing State-Owned 
E n te rp r ise s ,"  S ta f f  Working Paper No. 577, 1983.



53. C lea rly  most cou n tries  have as y e t  been unable to  in s t itu te  most 
o f  these measures, though important p a r t ia l  successes have been achieved.
In  Z a ire , f o r  example, Bank te ch n ica l a ss ista n ce  has been instrum ental in  
e s ta b lish in g  a debt c o n tro l agency which has v a s t ly  improved ce n tra l 
governm ent's a b i l i t y  to  c o n tr o l and m onitor p u b lic  e n terp rise  extern a l 
borrow ing. S im ila r ly , in  Thailand, Bank advice was an im portant element in  
e s ta b lish in g  b e t te r  m onitoring o f  p u b lic  e n t ity  borrow ing. In  some Latin  
American co u n tr ie s , most n otab ly  C h ile  and (u n t i l  r e ce n t ly )  Panama, core  
m in is tr ie s  are ab le to  e x e rc ise  e f f e c t iv e  budgetary and adm in istrative  
c o n tr o l over a l l  p u b lic  s e c to r  expenditure.20 in  these co u n tr ie s , f u l l y  
in tegra ted  and con so lid a ted  p u b lic  s e c to r  accounts are produced annually, 
cash flow  in form ation  i s  generated, and the s ta te  o f  p u b lic  fin an ces  may be 
e a s i ly  m onitored on a qu a rterly  i f  not a monthly b a s is . In  Sub-Saharan 
A fr ic a , Botswana was found to  have "a w e ll ordered and e f f e c t iv e  system fo r  
the form ulation , preparation  and execu tion  o f  i t s  annual budget . . . .  The 
c r u c ia l  re la tio n sh ip  between (th e recu rren t and development) s e c to rs  o f  the 
budget are apprecia ted  in  Botswana and th is  was a major fa c to r  in  the 
remerging o f  the planning fu n ction  w ith finance in  1970."21 Moreover, the 
government e x e rc ise s  e f fe c t iv e  co n tr o l "over a sm all, manageable number o f  
parasta t a i s . "  In each o f  these "su ccess  s to r ie s "  Bank and Fund te ch n ica l 
a ss ista n ce  and /or f in a n c ia l  support were important con tr ib u tory  elem ents.

C la s s i f ic a t io n  o f  Budget Items

54. Ir re s p e c t iv e  o f  o rgan iza tion a l s tru ctu re  and the r o le  o f  the 
d i f fe r e n t  t ie r s  in  the planning and budgeting p ro ce ss , Bank experience shows 
that r e c la s s i f ic a t io n  o f  t r a d it io n a l budget ca te g o r ie s  is  necessary  i f  the 
budget i s  to  become an e f fe c t iv e  t o o l  o f  development p o l ic y .  These 
t r a d it io n a l c a te g o r ie s , which s t i l l  have a su rp r is in g ly  tenacious h o ld  in  a 
wide range o f  develop ing and in d u s tr ia liz e d  c o u n tr ie s , were e s ta b lish ed  
p rim a rily  as a b a s is  f o r  le g is la t iv e  overs igh t and a source o f  in form ation  
about the end uses o f  each u n it 's  expenditure. The c la s s i f i c a t io n  is  
u su a lly  in to  items l ik e  s a la r ie s ,  equipment, su p p lies  and s e r v ic e s , e t c . ,  
and shows what each organ ization  is  authorized  to  spend under each heading. 
They y ie ld  alm ost no inform aton on the o b je c t iv e s  o f  spending such as, fo r  
example, ra is in g  the le v e l  o f  l i t e r a c y  in  a c e r ta in  area or  p rov id in g  
another w ith ir r ig a t io n .

55. One o f  the most common dev ices  vised to  address th is  issu e  has been 
to  d iv id e  the budget in to  a recurrent and a c a p ita l  or  development budget. 
The former would include a l l  "consumption” items w hile the other would 
id e a l ly  in clude not merely investments in  in fra stru ctu re  but a l l  
expenditures which might con tr ibu te  to  development. As noted e a r l ie r  in

2 0 / Though whether th is  power is  ap p rop ria te ly  u t i l i z e d  is  another 
question .

21 / Nimrod Raphael!, Jacques Roumani and Ã.C. M acKellar: "P u b lic
S ector Management in  Botswana: Lessons in  Pragmatism," S ta f f
Working Paper No. 709, 1984.



connection  with the qu estion  o f  budget coverage, conceptual and d e f in it io n a l  
d i f f i c u l t i e s  have sparked a good deal o f  con troversy  concern ing such a
separa tion  o f  the budget. Supporters o f  the dual budget cla im  that i t
enables a c le a r e r  id e n t i f i c a t io n  o f  the uses o f  borrowed funds and a ls o  a
stron ger focu s  on the importance o f  generating cu rren t account savings as a
p o l ic y  g o a l. Opponents argue that i t  p la ce s  too  much emphasis on 
in fra s tru ctu re  investm ents as the b a s is  f o r  development. There i s ,  
m oreover, in crea s in g  concern  w ith in  the Bank about frequent government 
fa i lu r e  to  p rov id e  s u f f i c ie n t  dom estic resou rces to  p r o je c ts  and oth er 
purposes deemed e s s e n t ia l  f o r  development. This r e fe r s  n ot on ly  to  matching 
c a p ita l  funds but a ls o  to  recu rren t funds f o r  the su cce s s fu l op era tion  and 
maintenance o f  com pleted p r o je c t s .22 However, th is  fa i lu r e  would seem to  
argue in  fa vor  o f  rather than aga inst the separate accounting and budgeting 
o f  c a p ita l  and curren t expenditures. Although co n tro v e rs ie s  abound on the 
m erits o f  d i f fe r e n t  c la s s i f i c a t io n s  and measures o f  c a p ita l  o u tla y s , a 
separa tion  would c e r ta in ly  f a c i l i t a t e  a system atic approach to  both  the 
" lo c a l  currency" problem o f  matching c a p ita l  a l lo c a t io n  and the "recu rren t 
c o s t "  problem . I t  a lso  makes i t  e a s ie r  to  avoid  the "ca m el's  nose" 
syndrome: the a l lo c a t io n  o f  a c e r ta in  manageable sum to  a p r o je c t  in  the
f i r s t  year, the phasing o f  which in vo lves  fa r  la rg e r  expenditures in  years 
2, 3, e t c .  when the g ir th  o f  the camel makes i t s e l f  f e l t .  This can on ly  be 
avoided through a system o f  m u lti-year budgeting and the use o f  a common 
system o f  c la s s i f i c a t io n  fo r  the investment program and the c a p ita l  and 
budgets. Bank e f f o r t s  should focu s  more on a s s is t in g  governments to  
c la s s i f y  th e ir  budgets in  such a way that the p u b lic  investm ent program and 
oth er development spending can be tracked  through l in e  items o f  
ap p rop ria tion  and expen d itu res.23

56. In p r a c t ic e ,  the ch o ice  o f  whether o r  not to  co n so lid a te  c a p ita l
and curren t budgets has im portant in s t itu t io n a l  as w e ll as accounting 
im p lica tio n s . These concern , above a l l ,  the re sp e c t iv e  r o le s  o f  the finance 
and planning m in is tr ie s  as d iscu ssed  in  paragraphs 40-42 above. In Zambia, 
f o r  example, c o n tro l o f  n ot on ly  the investment program, but a ls o  o f  the 
c a p ita l  budget, was v ested  in  the Planning Commission, w hile  the M in istry  o f  
Finance c o n tr o lle d  the recu rren t budget on ly . This provided  the Planning 
Commission w ith  the au th ority  to  promote i t s  own v is io n  o f  c a p it a l - le d  
development, w hile re le g a tin g  the M in istry  o f  Finance to  a le s s  important

2 2 / This "recu rren t c o s t ” problem has been examined in  depth by Peter 
H e ller  in  "The Problem o f  Recurring Costs in  the Budgetary and 
Planning P rocess” (1982 ). He proposes a proforma fo r  p r o je c t  
summaries which would be used to  ex trap o la te  a sso c ia te d  cu rren t 
c o s t  requirem ents o r , a lte r n a t iv e ly , the c a lc u la t io n  o f  s e c to r a l  
r a t io s  based on h is t o r i c a l  data. There have been severa l cu rsory , 
and a few d e ta ile d , checks o f  such r a t io s  by Bank m issions which 
have found them on balance unstable . However, the Bank cou ld  
u s e fu lly  carry  out much more d e ta ile d  research  in  th is  area.

2 3 / This is  seldom achieved in  p ra c t ic e  though some cou n tries  such as 
In d ia , and more re ce n tly  Thailand, have devised  "crossw alk" 
documents between program and budget item s.



accounting fu n ction . Under the gu ise  o f  moving towards budgetary 
co n s o lid a tio n , de fa c to  c o n tro l o f  c a p ita l  expenditures was tra n s ferred  to  
the M in istry  o f  Finance, w hile the Planning Commission was g iven  the la rg e ly  
th e o r e t ic a l au th ority  to  plan  the a l lo c a t io n  o f  the com plete budget. This 
was an e s s e n t ia l f i r s t  step  towards the eventual goa l ( s t i l l  to  be achieved) 
o f  u n ify in g  the c lo s e ly  lin k ed  fu n ction s  o f  p lanning, budgeting expenditure 
c o n tr o l and eva lu ation .

57. As w ith  so much e ls e  connected w ith budgetary reform , 
r e c la s s i f i c a t io n  is  c le a r  and sim ple on the conceptual p lane, but complex 
when i t  comes to  im plementation. W ithin each m in istry , when the 
c la s s i f i c a t io n s  that c i v i l  servants have become accustomed to  change, 
d isru p tion  and some resentment are in e v ita b le . A lso , p o l i t i c ia n s  and sen ior  
fu n ctio n a r ie s  may f e e l  threatened by the grea ter  transparency and 
"o r ie n ta t io n  towards o b je c t iv e s ” im plied  by a r e c la s s i f i c a t io n  e x e rc is e .
This w i l l  occur even when curren t c la s s i f i c a t io n  i s  p rop erly  coded in  a 
manner which perm its autom ation. In many co u n tr ie s , however, th is  i s  not 
the ca se . Not on ly  is  the c la s s i f i c a t io n  and cod ing system inadequate from 
a fu n ctio n a l standpoin t, i t  i s  sometimes so haphazard that i t  cannot be 
automated. In M orocco, fo r  example, the codes attached to  m in is tr ie s  and 
l in e  items change each year. Any m o d ifica tio n  in  a m in is tr y 's  or 
departm ent's p o l i t i c a l  statu s in vo lves  a change in  i t s  cod in g . There, as in  
many other c o u n tr ie s , r e c la s s i f i c a t io n  along developm ent-oriented  l in e s  w i l l  
be a major e x e rc ise  which w i l l  have to  be preceded by d e ta ile d  work a t 
in d iv id u a l m in istry  le v e l  to  b r in g  the cu rren t system in to  ord er. Once th is  
i s  done, e le c t r o n ic  data p rocess in g  can be in troduced. This i s  e s s e n t ia l to 
a llow  f l e x i b i l i t y  in  ad ju stin g  and updating budgetary c la s s i f i c a t io n s  to  
r e f l e c t  changing p o l i c ie s  and circum stances.

Budget Implementation and C ontrol o f  Expenditures

58. So fa r  the d iscu ss io n  has focu ssed  on the con cep ts , procedures and
stru ctu res  fo r  the form ulation  o f  investment programs and budgets. Of equal 
o r  greater im portance, however, are the problems o f  budget execu tion  and 
program implementation. Bank approaches to  th is  have been from the 
standpoint o f  two o b je c t iv e s : f i r s t ,  the tim elin ess  and adequacy o f  the
flow  o f  budgeted funds to  executing agencies and, second, the e ffe c t iv e n e s s  
o f  treasury co n tro l over p u b lic  expenditures and enforcem ent o f  spending 
l im it s .  There i s ,  o f  co u rse , a ten sion  between these two o b je c t iv e s  which 
m anifests i t s e l f  p a r t icu la r ly  s tron g ly  during p eriod s  o f  f in a n c ia l  c r i s i s .

59. The f i r s t  approach is  exem p lified  by experiences in  the 
a g r icu ltu ra l se cto rs  o f  Z a ire , Kenya and Madagascar which i l lu s t r a t e  in  
u se fu l d e t a i l  the p rocess  o f  a u th oriza tion , disbursement and m onitoring o f  
p u b lic  expenditure. In a l l  th re e - c o u n tr ie s , delays in  the re le a se  o f  funds 
were found to  be a major fa c to r  a f fe c t in g  p r o je c t  Implementation, r e su lt in g  
in  under-spending o f  budgeted amounts. System atic m onitoring o f  expenditure 
was rare and budgets were seldom rev ised  during the course o f  the year.



This i s  noc always due to  the tre a su ry 's  delayed re le a se  o f  budgeted funds 
as an instrument in  d ea lin g  w ith f in a n c ia l  c r i s e s .  Sometimes, budgets 
them selves are u n r e a l is t ic a l ly  form ulated in  terms o f  r e a l resou rce  
a v a i la b i l i t y .  In  M orocco, a recen t review  o f  p u b lic  expenditure found that 
o f  the investm ent expenditures vo ted  by the l e g i s la t iv e  a u th o r ity , ju s t  over 
h a l f  were in corp ora ted  in to  the spending plans o f  execu tin g  agencies 
au th orized  by the Treasury, and th at o f  these la t t e r  amounts s l ig h t ly  le s s  
than h a l f  ( i . e .  about a quarter o f  the o r ig in a l  a p p rop ria tion s) were 
a c tu a lly  spent.

60. In  the absence o f  c a r e fu l ly  implemented in s t i tu t io n a l  and 
procedu ra l reform s, severe f in a n c ia l  co n stra in ts  w i l l  always m ilita te  
aga in st o rd e r ly  p r o je c t  im plementation. T ig h tly  c o n tr o lle d  re le a se  o f  
budget funds becomes in escapable  when IMF c o n d it io n a lity  imposes qu a rter ly  
(o r  even in  some cases monthly) spending c e i l in g s .  Of cou rse , in  p r in c ip le ,  
once budget a llo c a t io n s  are p rop er ly  approved and made, che r e s p o n s ib i l i t y  
f o r  implementing the budget, a long w ith the r e q u is ite  freedom to  do so , 
should r e s t  w ith  the spending agency. However, f o r  th is  to  be com patible 
w ith  s tr in g e n t and s t r i c t l y  ap p lied  spending l im it s ,  i t  would be necessary  
f o r  these agencies to  be equipped w ith adequate f in a n c ia l  management 
c a p a b il i t y .  This is  an issu e  on which su b s ta n tia lly  g rea ter  Bank a tte n tio n  
should be focu ssed . Few would d ispute  th a t, excep t in  the sh ort term, t ig h t  
ce n tra l c o n tr o l i s  counterproductive  because i t  i s  im possib le  f o r  ce n tra l 
agencies to  comprehend the f u l l  spectrum and d e t a i l  o f  government 
o p e ra tion s . However, g rea ter  freedom fo r  spending agencies would have to  be 
matched by a degree o f  a c c o u n ta b ility , not m erely f o r  execu tin g  and 
m onitoring o f  spending but f o r  the achievement o f  r e s u lts ,  which few a t 
presen t would be capable o f  assuming. Bank a ss is ta n ce  needs to  be d ire cte d  
towards b u ild in g  up s e c to r a l  f in a n c ia l  management c a p a b il i t y  to  estim ate and 
m onitor c o s t s ,  to  f u l f i l l  program tasks w ith in  s p e c i f i c  c o s t  c e i l in g s ,  and 
to  help  governments d ev ise  measures to  ensure a c co u n ta b ility .

61. Ensuring a tim ely  flow  o f  funds f o r  s p e c i f i c  program and p r o je c t
im plementation i s ,  however, on ly  one o f  the aspects  o f  expenditure c o n tr o l .  
An eq u a lly  im portant requirem ent i s  the rein forcem ent o f  the core  
m in is tr ie s ' a b i l i t y  to  e x e rc ise  c o n tr o l over p u b lic  expenditures as a w hole; 
indeed, in  the sh ort run, given  the severe f in a n c ia l  c o n s tra in ts  under which 
most borrow ers op erate , the g rea ter  a tte n tio n  must be focu ssed  on the core  
ag en cies . In order to  minimize the damage to  development o b je c t iv e s  caused 
by revenue s h o r t fa l ls  and general f in a n c ia l  a u s te r ity , i t  i s  im portant that 
the ca p a c ity  f o r  c o n tr o l o f  expenditures be extended beyond the a b i l i t y  to  
e n force  g lo b a l spending l im its  to  that o f  in flu e n c in g  the com position  o f  
expenditures in  accordance w ith  development p r i o r i t i e s .

62. In  many cou n tries  i t  i s  nonetheless n ecessary  to  re cogn ize  that
even the f i r s t  o f  these a b i l i t i e s  i s  s o re ly  absent. I t  would be no 
exaggeration  to  say th at the issu e  o f  expenditure c o n tr o l i s  u su a lly  the



most important and d i f f i c u l t  problem area in  the budget c y c le .  Whereas 
budgeting procedures per ss. can be at le a s t  m arginally improved w ithout 
encountering form idable p o l i t i c a l  o b s ta c le s , i t  n early  always requ ires  
con sid erab le  p o l i t i c a l  determ ination , adm in istrative  s k i l l  and time to  
in s t itu te  s o l id  co n tr o l procedures fo r  a l l  major o u tla y s . To a s s is t  
governments in  th is  d i f f i c u l t  task , i t  i s  necessary  to  become fa m ilia r  w ith 
curren t procedures and the "ru le s  o f  the game,” both  th e o r e t ic a l  and 
p r a c t ic a l ,  which regu la te  them. Key questions which should be addressed 
in clu d e :

(a ) How many ca te g o r ie s  o f  expenditure are there which requ ire  
separate procedures f o r  making commitments and issu in g  payment 
o rd ers , and how many d if fe r e n t  agencies are involved? In Z a ire , 
f o r  in stan ce , there are a t le a s t  e ig h t d i f fe r e n t  expenditure 
tranches (fo u r  o f  them in v o lv in g  d if fe r e n t  ca te g o r ie s  o f  
rem uneration), the co n tr o l o f  which (commitments and payments) is  
the r e s p o n s ib i l i t y  o f  12 d i f fe r e n t  in s t itu t io n s .

(b ) What percentage o f  t o t a l  commitments does the fin an ce  m in istry  
co n tro l?  Again, in  Z a ire , the m in istry  c o n tr o lle d  on ly  about 30 
p ercen t, e s s e n t ia l ly  those f o r  the operatin g  expenditures o f  the 
l in e  m in is tr ie s  and the sm all p rop ortion  o f  t o t a l  c a p ita l  
expenditures financed  out o f  the ce n tra l government budget. Wage 
and sa la ry  commitments o f  the Presidency, the m ilita ry  and 
government‘ financed  p o l i t i c a l  in s t itu t io n s  escape the m in is try 's  
rem it e n t ir e ly .

( c )  How many separate budgets are there? In  severa l c o u n tr ie s , 
commitments are made by semi-autonomous in s t itu t io n s  w ithout any 
p a r t ic ip a t io n  on the part o f  the Finance M in istry . N evertheless, 
the operating  expenses o f  these in s t itu t io n s  are freq u en tly  
financed  by government, o fte n  through an annex to  the main budget 
or  in  a separate budget document a lto g e th e r . Sometimes, indeed, 
there is  no p r io r  documentation a t a l l  and the treasu ry fin d s  
i t s e l f  w ith payment o b lig a t io n s  f o r  which no allow ance has been 
made.

(d ) What is  the system fo r  orderin g  and c o n tr o ll in g  a ctu a l payments?
In some co u n tr ie s , s e c to r  m in is tr ie s  have com plete autonomy in  the 
r e c e ip t  and spending o f  earmarked funds and even o f  donor fin an ce . 
This o fte n  takes p la ce  in  the absence o f  gu id e lin es  or  o f  a system 
o f  ex p ost a c co u n ta b ility .

(e )  Even when a l l ,  or  most, payments are issued  through the finance 
m in istry  th is  may not imply co n tr o l over , o r  even awareness o f ,  
the amount or  com position  o f  o u tla y s . Sometimes the payment 
orders may sim ply serve to  tra n s fe r  a l lo t e d  sums (perhaps a f ix e d  
p rop ortion  o f  annual commitments) to  the spending agency which 
determines both  how much is  spent and on what. This may be 
p a r t ia l ly  m odified  by the requirement o f  a fin an ce  m in istry



endorsement on a l l  departmental checks issu ed . However, th is  does 
not s o lv e  the b a s ic  problem: co n tr o l over payment ord ers , w hile
im portant, i s  u su a lly  too  la te  because a l i a b i l i t y  has a lready 
been in cu rred  on which the government cannot renege.

( f )  To what exten t are e x is t in g  ru les  and procedures, even i f  adequate 
in  th eory , bypassed in  p r a c t ic e ?  I t  i s  in e v ita b le  th a t, from time 
to  tim e, p o l i t i c a l  pressures w i l l  be put on a fin a n ce  m in ister  to  
circum vent normal procedures to  speed up a payment o r  to  au thorize  
a payment n ot in cluded  in  e ith e r  the normal o r  supplementary 
budget. The im portant q u estion , however, i s  whether th is  occurs 
freq u en tly  and w ith  re g u la r ity .

(g )  I t  i s  a ls o  im portant to  guard aga inst the o p p os ite  tendency: 
because the in s t itu t io n a l  framework i s  o fte n  so weak, and in  
p a r t icu la r  because the fin an ce  m in is tr y 's  £& ante co n tr o l over 
commitments i s  so  p a r t ia l ,  the on ly  way in  which the m in istry  can 
co n tr o l the t o t a l  le v e l  o f  spending is  through delay in g  t a c t i c s .  
Requests f o r  payment orders o r  endorsements are bogged down w ith in  
the m in is tr y 's  bu reau cratic  system, checks are issu ed  but not 
sen t, e t c . ,  e t c .  While an understandable la s t  r e s o r t ,  th is  i s  an 
extrem ely in e f f i c i e n t  way o f  c o n t r o l l in g  p u b lic  expenditures which 
has very  damaging consequences f o r  the co u n try 's  development 
e f f o r t .  I t  in v o lves  delays in  the execu tion  o f  development 
p r o je c ts  and programs which can d ram atica lly  reduce th e ir  ra te  o f  
retu rn ; i t  d is t o r t s  the s tru ctu re  o f  spending in  fa v o r  o f  wages 
and s a la r ie s  s in ce  these cannot be delayed (excep t in  extrem ist : 
i t  undermines the r e a l a c co u n ta b ility  o f  the implementing agency; 
and i t  i s  h ig h ly  vu lnerab le  to  p o l i t i c a l  pressure (a  pow erful 
m in ister  can appeal over the finance m in is te r 's  head to  fin an ce  
fa v o r it e  a c t iv i t i e s  to  the fu rth er  detrim ent o f  development 
p r o je c t s ) .

63. To address these problems ever the medium term, i t  i s  n ecessary  to
recogn ize  the p o l i t i c a l  dimension o f  the is su e . F ir s t ,  s tu d ies  and Bank 
s t a f f  rep orts  should make i t  c le a r  to  the a u th o r it ie s  that budgetary c o n tro l 
i s  weak e ith e r  because o f  the inadequacy o f  e x is t in g  ru les  and regu la tion s  
o r  because, though adequate, they are re g u la r ly  and freq u en tly  circum vented. 
In  the la t t e r  ca se , i t  should be c le a r ly  p o in ted  out that th is  i s  an ominous 
precedent which may evo lve  in to  a tendency throughout the ad m in istra tion  to  
ign ore  o r  to  in te rp re t  lo o s e ly  the laws, ru le s  and re g u la tio n s . Although 
budget form ulation  i s  as much, o r  perhaps more, a p o l i t i c a l  p rocess  o f  
n e g o t ia t io n  than a te ch n ica l one, governments should be encouraged to  
re cogn ize  th at once the budget has been decided  upon and form a lly  approved, 
i t s  aim i s  d e fea ted  i f  a t any time the agreed a l lo c a t io n  o f  resou rces can be 
a lte r e d  o r  spending lim its  ign ored . C le a rly , there must be f l e x i b i l i t y  and 
s e n s i t iv i t y  to  changing needs, but the mechanisms and procedures f o r  review  
and response to  changing circum stances should be c le a r ly  s p e lle d  out and 
adhered to .



More E ffe c t iv e  F inancial Management Inform ation Systems

64. Once governments accept the above p r in c ip le s  as a s ta r t in g  p o in t , 
then the next step  would be to  in s t a l l  procedures to  improve ce n tra l 
expenditure c o n tr o l .  At the h eart o f  such procedures, and the p re re q u is ite  
to  more deep -seated  reform , i s  a p u b lic  accounting system which p rov id es the 
tim ely , regu la r, d e ta ile d  and accurate in form ation  necessary  f o r  expenditure 
m onitoring and eva lu a tion . This would n early  always requ ire  the in s t a l la t io n  
o f  e le c t r o n ic  data p rocess in g  methods, s in ce  a manual op era tion  would be 
u n lik e ly  to- cope w ith the s iz e  and com plexity  o f  a modern government 
accounting system. The in s t a l la t io n  o f  e le c t r o n ic  data p rocess in g  should 
n o t, however, be regarded as a su b stitu te  f o r  the in s t itu t io n a l  and 
procedural reform s which are necessary to  perm it any accounting system, 
whatever i t s  te ch n ica l s o p h is t ic a t io n , to  work as intended. Among the 
p recon d ition s  fo r  success are : (a ) the ex is ten ce  o f  d e ta ile d  budgets f o r  a l l  
government departments, in s t itu t io n s  and agencies (in c lu d in g  the m ilita ry  
and the p re s id en cy ); (b ) the ex is ten ce  o f  u p -to -d a te  f i l e s  on e x is t in g  
personnel and d e ta ile d  organigrams fo r  each agency;2^ ( c )  an adequate system 
o f  rep ortin g  and review  fo r  m onitoring the expenditures o f  a l l  government 
agencies which depend upon the ce n tra l budget; (d ) proper procedures fo r  
ensuring adequate scru tin y  o f  payments; (e )  c le a r ly  d e lin ea ted  
r e s p o n s ib i l i t ie s  among departments and th e ir  person n el; ( f )  a c la s s i f i c a t io n  
o f  the major items o f  revenue and expenditure co n s is te n t  w ith  a stream lined 
accounting s tru ctu re ; and (g ) an adequately tra in ed  s t a f f  w ith s u f f i c ie n t  
in cen tives  to  remain in  government s e r v ic e .25

65. A few other simple ru les  which w i l l  enhance the chances o f  
su cce ss fu l in s t a l la t io n  o f  improved management in form ation  systems a r e :26
(a ) keep the system as simple as p o s s ib le ;  (b ) a l l  the key p la y e rs , in  both  
core  and l in e  agen cies, must understand the system and have an e f fe c t iv e  
input in  design ing and improving i t ;  ( c )  id e n t ify  a t an ea r ly  stage what can 
be done given  the sh ort term s ta f f in g  co n stra in ts  and order the equipment 
a ccord in g ly ; (d ) apply the system as f l e x ib ly  as p o ss ib le  s in ce  i t  is  
d i f f i c u l t ,  i f  n ot im possib le , to  be p re c is e  in  advance concern ing where new 
systems are l ik e ly  to  be most u se fu l (e la b ora te  f e a s i b i l i t y  s tu d ies  are thus

24 / See B. Nunberg: "P u b lic  S ector Pay and Employment P o licy  Issues
in  Bank Lending: An Interim  Review o f  E xp erien ce .” PPR Working
Paper (forthcom ing) fo r  an an a lysis  o f  the d i f f i c u l t i e s  in volved  
in  p u b lic  s e c to r  manpower planning

2 5 / In Kenya i t  was found re ce n tly  that n early  a l l  s t a t i s t i c a l  surveys 
processed  by the Government's Computing Center cou ld  have been 
done fa s te r  manually. The ro o t  cause o f  th is  was u n f i l le d  
vacancies fo r  programmers and systems analysts because o f  b e tte r  
jo b  p rosp ects  in  the p riv a te  s e c to r . (See Clay G. W escott: 
"B u ild ing Inform ation Management Systems fo r  Developing 
C o u n trie s ,” paper presented a t a con ference on P o licy  A spects o f  
Microcomputers in  Developing Countries, N ational Research C ouncil, 
Washington DC, January, 1988.

2 6 / W escott: op . c i t .



l ik e ly  Co be a waste o f  Cime and money, at le a s t  u n t i l  s e v era l p i l o t  
p r o je c ts  have been com pleted ); (e ) t ra in  and r e tra in  more peop le  than seem 
to  be needed to  cope w ith the l ik e ly  lo s s e s  to  the p r iv a te  s e c to r ;  ( f )  focu s 
tra in in g  on substance, not on tech n ology ; (g ) share the b e n e f it s  o f  the new 
system, p a r t ic u la r ly  the Increased volume o f  (h o p e fu lly )  re leva n t 
in form ation , as w idely  as p o s s ib le ,  and c e r ta in ly  w ith  a l l  key a c to rs  whose 
work perform ance cou ld  be improved by p ossessin g  i t ;  and (h ) s ta r t  w ith  the 
core  m in is tr ie s  (e s p e c ia l ly  f in a n c e ) : s e c to r  m in is tr ie s  o f te n  have th e ir  own 
sources o f  donor fin a n cin g  which can com plicate  la t e r  attem pts a t ach iev in g  
co n s isten cy  between sub-system s.

66. I t  i s  r e a l ly  on ly  when a reasonably w e ll fu n ction in g  system o f  
ce n tra l c o n tr o l has been e s ta b lish e d  that i t  becomes m eaningful to  con s id er  
w ider p lanning and budgeting p r in c ip le s  such as o b je c t iv e -o r ie n te d  spending 
o r  g rea ter  autonomy and a cco u n ta b ility  o f  l in e  ag en cies . A w e ll-fu n c t io n in g  
expenditure co n tr o l system should perm it: (a ) g rea ter  f l e x i b i l i t y  on the 
p a rt o f  spending m in is tr ie s  in  r e a llo c a t in g  resou rces to  su sta in  core  
a c t iv i t i e s  and support key o b je c t iv e s ;2 7  (b ) con cen tra tion  o f  s ca rce  
resou rces on d e liv e r in g  key s e rv ice s  which are e s s e n t ia l f o r  economic 
recovery  and the development o f  human resou rces .

Coning With U ncertainty

67. Perhaps the g rea te s t  ch a llen ge  fa c in g  governments who w ish to  
improve th e ir  p u b lic  expenditure management i s  d ea lin g  w ith  the 
u n ce r ta in tie s  inherent in  a l l  budgeting and planning e x e r c is e s . Budgeting 
techniques have n ot been w e ll designed to  cope -with u n certa in ty ; indeed, 
they may be sa id  to  th r iv e  on s t a b i l i t y .  Âs Naomi Caiden so a p tly  puts i t , 28 
“budgeting works b e s t  where y e a r -to -y e a r  adjustments are m arginal, where i t  
i s  p o s s ib le  to  make firm  commitments in  advance o f  expenditures, where the 
recen t p ast i s  a good guide to  the immediate fu tu re , and where r e s u lts  may 
be e a s i ly  and prom ptly ev a lu a te d .” This i s  a fa r  cry  from the r e a l i t y  fa c in g  
p o l ic y  makers in  most develop ing co u n tr ie s , p a r t ic u la r ly  those where f i s c a l  
revenues r e ly  to  a s ig n i f ic a n t  exten t on commodity export taxes , and where 
■the p u b lic  investm ent program depends on u n certa in  ex tern a l fin a n cin g . Even 
in  le s s  externally -dependent econom ies, the v ic is s it u d e s  o f  an in cre a s in g ly  
unstable environment render fo re ca s t in g  hazardous. Resource a v a i la b i l i t y  
estim ates and budget a llo c a t io n s  may requ ire  frequent readjustm ent during 
the course o f  the f i s c a l  year. To m aintain a r a t io n a l resou rce  a l lo c a t io n  
under such circum stances is  an immensely d i f f i c u l t  task , which is  demanding 
n ot on ly  upon the in d iv id u a ls  concerned w ith p o l ic y  making a t a high  le v e l ,  
but a lso  in  terms o f  the f l e x i b i l i t y  o f  the in s t itu t io n s  and procedures 
in vo lved .

2 7 / One o f  the consequences and fea tu res  o f  inadequate co n tr o l systems 
is  that expenditure realignm ents, e s p e c ia lly  in  or  out o f  
personnel c o s t s ,  can on ly  be ca rr ie d  out by the core  ag en cies ; 
th is  reduces f l e x i b i l i t y  and impedes im plementation.

2 8 / Naomi Caiden: "P u b lic  Budgeting amidst U ncertainty and
I n s t a b i l i t y ,"  in  "P u b lic  Budgeting and F in an ce ,” Washington DC, 
Spring, 1980.



68. U ncertain revenues are , however, on ly  one o f  the causes o f
u n p r e d ic ta b li l ity  in  budgeting. The growth o f  the p u b lic  s e c to r , both  in  
s iz e  and com plexity , has made i t  much more d i f f i c u l t  to  p r e d ic t  le v e ls  and 
a llo c a t io n s  o f  expenditure. In s t itu t io n a l and managerial c a p a c it ie s  have not 
kept pace w ith th is  growth. Even w ith in  the sh ort range p e rsp ectiv e  o f  the 
f i s c a l  yea r, the c o s t  o f  programs are underestim ated, they run out o f  money 
and requ ire  supplementary a p p rop ria tion s .29 Since resou rces are f i n i t e ,  th is  
means le s s  i s  a v a ila b le  fo r  oth er program ed  a c t i v i t i e s .  Such d i f f i c u l t i e s  
are even more acute f o r  the growing p rop ortion  o f  a c t iv i t i e s  which requ ire  
to  be programmed on a m u lti-year rather than on an annual b a s is . Such 
programs o fte n  do not get the s ta b le  long term commitments o f  funds which 
they req u ire . In an atmosphere o f  semi-permanent f i s c a l  c r i s i s ,  core  
m in is tr ie s  tigh ten  and c e n tr a l is e  c o n tro l procedures, and are re lu cta n t to 
commit funds fo r  more than the sh ortest  le g a l ly  perm itted tim e. The 
a u th o r it ie s  managing longer-term  programs cannot, th e re fo re , p lan  ahead in  
the knowledge that the end o f  each budget year w i l l  not brin g  about harmful 
redu ction s o r  even a cu t- o f f  in  funding. A lte rn a tiv e ly , adm in istrations 
fa ced  w ith u n certa in ty  attempt to  do too  much too  q u ick ly . A ppropriations 
are not spent and la rge  balances accumulate towards the end o f  the f i s c a l  
year. This can lead  to  "panic spending" as agencies fe a r  that the balances 
w i l l  lead  to  reduced a llo c a t io n s  in  the next budget round.

69. The s ta te  o f  the a rt  on budgeting and expenditure planning o f fe r s
l i t t l e  to  governments try in g  to  cope w ith u n certa in ty . Refuge is  o fte n  taken 
behind sweeping g lo b a l reform  proposals (see  the next s e c t io n )  whereas a 
more modest, p a r t ia l  approach may be o f  g rea ter  p r a c t ic a l  re levan ce . Even 
h ere , however, there are few sh ort term p a l l ia t iv e s .  Over the lon ger run, 
governments can be b e t te r  equipped to  deal w ith budgetary u n certa in ty  
through:

(a ) ju d ic io u s  use o f  s e n s it iv it y  an a lysis  and a lte rn a tiv e  revenue and 
expenditure scen a rios ;

(b ) drawing on comparative an a lysis  and experiences o f  other 
governments and the p r iv a te  s e c to r ;

( c )  the adoption  o f  d i f f e r e n t ia l  time spans r e f le c t in g  the varying 
nature o f  programs;

2 9 / Supplementary budgets are themselves a common source o f  abuse o f  
the system. In Zambia, f o r  in stan ce , th is  combines w ith d if fu s e  
expenditure au th ority  in  a h ig h ly  detrim ental manner. The Central 
Bank maintains a "reva lu a tion  account" under which payments are 
autom atica lly  made, I r re sp e c t iv e  o f  whether a u th oriza tion  was 
given  in  the budget. In e f f e c t ,  th is  allow s spending m in is tr ie s  to  
overdraw th e ir  accounts and in i t ia t e  new p r o je c ts  w ithout approval 
from the M inistry o f  Finance, w ith r e tro a c t iv e  au th ority  provided 
through the suplementary budget. The re su lts  are as might be 
p re d ic te d : in  1986, the supplementary budget was alm ost as la rge  
as the o r ig in a l operating budget, y ie ld in g  a very la rge  o v e r a ll  
d e f i c i t .



(d ) p la c in g  much more emphasis on Che im plementation stage o f  the 
budgetary process  (most an a lysis  and reform  p roposa ls  concentrate  
on the prepara tion  stage) in  terms o f  p lanning budget 
im plementation p ro ce sse s , review ing how o f f i c i a l s  work w ith 
budgets during the year, making adequate arrangements to  ensure 
cash flow  a t c r i t i c a l  p e r io d s , e s ta b lish in g  s e l f -p a c in g  
disbursem ent sch edu les, and in i t ia t in g  an in ce n tiv e  system fo r  
com pliance w ith  budgetary mandates;

(e )  w iftw g f u l l e r  use o f  new accounting and e le c t r o n ic  data p rocess in g  
techniques to  compare, tra ck , and assess  expenditures w ith  a view  
to  ach iev in g  g rea ter  d e ce n tra liz a t io n  and more e f f e c t iv e  
a c co u n ta b ility  a t l in e  agency l e v e l ;  and

( f )  g rea ter  r e lia n c e  on medium term fin a n c ia l  programming w ith 
appropriate con tin gen cies  f o r  s h o r t fa l ls  in  a n tic ip a te d  resou rces 
and a c lo s e r  lin k  between revenues and expenditure p lanning.

70. Botswana presents an in te re s t in g  example o f  how to  cope w ith
revenue u n c e r ta in t ie s . The Government is  h ig h ly  dependent on trade and 
com m odity-related income w ith customs d u ties  and m ineral r o y a lt ie s  
accounting f o r  alm ost th ree -q u arters  o f  t o t a l  revenues (exclu d in g  
development g ra n ts ). A ccord in g ly , the co u n try 's  s ix th  N ational Development 
Plan (NDP) con ta in s fou r  budget sce n a r io s . The base case i s  the most 
o p t im is t ic  both  in  terms o f  expenditure ( i t  assumes an end to  the then 
curren t drought) and revenues (in crea sed  m ineral exports  and drawing o f  
fo re ig n  borrow ing above h is t o r i c a l  l e v e l s ) . 30 The oth er three scen arios  
were designed to  t e s t  whether p o l ic y  a ction s  (e ith e r  new revenue measures, 
or  red u ction s and r e a llo c a t io n s  o f  expenditu res) would be needed under le s s  
favora b le  co n d it io n s . They assumed, r e s p e c t iv e ly , h igher drought r e l i e f  
expenditure, lower diamond export r e c e ip ts ,  and le s s  ex tern a l a id  funding. 
The model used cou ld  a ls o  p r e d ic t  the e f f e c t s  o f  a l l  three phenomena 
occu rr in g  a t once, though th is  " d is a s te r ■ scen ario  was not published  in  the 
NDP. The approach adopted by the Government was h ig h ly  u s e fu l, not on ly  in  
terms o f  p re d ic t in g  the macroeconomic impact o f  d e te r io ra t in g  revenues, but 
a lso  in  preparing the a u th o r it ie s  fo r  the e v e n tu a lit ie s  and having w e ll-  
thought-out p o l ic y  responses ready f o r  them.

71. B efore , however, attem pting to  apply th is  methodology elsew here,
i t  i s  important to  note that in  Botswana i t  forms part o f  a w e ll-fu n ct io n in g  
planning and budgeting system w ith in s t itu t io n s  and procedures that should 
be the envy o f  some developed, l e t  alone develop ing , econom ies. Among i t s  
p r in c ip a l a ttr ib u te s  a re : (a ) w ell-p repared  macroeconomic p r o je c t io n s  to  
underpin the Plan, using a model adopted to  the co u n try 's  needs and 
c h a r a c t e r is t ic s ;  (b ) a thorough preparation  p rocess  f o r  both  the NDP and the 
annual budget, in v o lv in g  each m in istry  and spending agency a t each stage o f

3 0 / Though i t  i s  in te re s t in g  to  n ote , en passan t, that the Bank rep ort 
con sidered  the revenue p ro je c t io n s  even in  the base case to  be 
somewhat con serv a tive , due mainly to  d i f fe r e n t  exchange rate  
su p p os ition s .



che p rocess ; ( c )  a manpower planning system and popu lación  growth 
p r o je c t io n s  designed to  guide expenditures in  the s o c ia l  s e c to rs  as w e ll as 
c i v i l  s e rv ice  s iz e  and s a la r ie s ;  (d ) a c a r e fu l ly  designed p u b lic  investment 
program, using (where appropria te) p r o je c t  eva lu a tion  techn iques, and 
choosing p r o je c ts  on the b a s is  o f  n a tion a l development p r i o r i t i e s ;  and (e ) 
recu rren t c o s t  im p lica tion s  f o r  c a p ita l  expenditures that are e x p l i c i t l y  
ca lcu la te d  and taken in to  account. In b r i e f ,  the system p ossesses many o f  
the a ttr ib u te s  o f  the medium term fin a n c ia l  p lanning "model” d iscu ssed  in  
paragraph 18 o f  th is  paper. The s o -c a l le d  weaknesses d escr ib ed  in  the Bank 
re p o rt , and' the recommendations f o r  addressing them, cou ld  alm ost be 
d escr ib ed  as fin e -tu n in g . Unless these fundamental c h a r a c te r is t ic s  are in  
p la ce , a t  le a s t  to  a s ig n if ic a n t  degree, the a p p lica t io n  o f  m odelling 
techniques to  deal w ith f i s c a l  u n certa in ty  w i l l  be o f  l i t t l e  use.

Comprehensive Budgetary Reform

72. The pervasive  nature o f  the d e f ic ie n c ie s  throughout the budgetary
system have persuaded some governments and observers that t r a d it io n a l 
procedures show l i t t l e  promise o f  enabling budgets to  f u l f i l l  th e ir  r o le  as 
instruments o f  economic p o l ic y  in  the wider sense. This has le d  to  attempts 
in  both  in d u s tr ia liz e d  and develop ing cou n tries  to  in troduce w holesale 
reform s to  the budgetary p rocess  which seek a c le a r e r  d e f in it io n  o f  the 
o b je c t iv e s  and outputs expected  from budgetary a l lo c a t io n s ,  a m u lti-year 
framework showing co s ts  and expected  r e su lts  and a system o f  eva lu ation  fo r  
feedback in to  subsequent budgeting. These o b je c t iv e s  are common to  a number 
o f  new methods which have been introduced  in  recent- decades in clu d in g  
Planning, Programing Budgeting System (PPBS), R a tio n a liza tio n  o f  Budgetary 
Choice (RBC), and Zero Based Budgeting (ZBB).

73. PPBS is  a refinem ent o f  the concept o f  performance budgeting which
was p a r t ia l ly  introduced in  the United States as ea r ly  as 1912. Performance 
budgeting, as w e ll as in trodu cin g  the concept o f  o b je c t iv e s ,  embodied 
c la s s i f i c a t io n  o f  expenditures by program and a c t iv i t y .  The proponents o f  
PPBS want to  carry  th is  fu rth er by adding the n otion s  o f  need and e f f i c ie n c y  
w ith the aim o f  qu an tify in g  as fa r  as p o s s ib le  the extent to  which the 
chosen o b je c t iv e s  have been met w ith  the means used. In a d d it io n , PPBS has 
a m ulti-annual dimension which should f a c i l i t a t e  the linkage between the 
planning and budgetary p rocess .

74. The schemata o f  a ty p ic a l PPBS process is  summarized in  Chart 1.31 
There are three b a s ic  phases fo llo w in g  the name o f  the method: planning, 
programing and budgeting. The planning phase seeks through study to  
id e n t i fy  present and fu ture requirements (o b je c t iv e s )  and to  evaluate

3 1 / For a fu l l e r  treatm ent, see A. Premchand: "R estru cturing Budgeting 
Systems in  Developing Countries : Relevance o f  the PPBS System"
(1977) and L. Gatam falvi: "La Reforme Budgétaire: Quelques
Experiences Recentes" paper presented at an IMF Budget and 
Expenditure Control seminar in  1984.



d if fe r e n t  p o s s ib le  so lu tio n s  w ith a view  to s e le c t in g  the optimum one. I t  
i s  in  th is  phase that system an a lysis  techniques come in to  th e ir  own. The 
nroyraminff phase takes the proposa ls  o f  the planning phase and in teg ra tes  
them in to  programs. These should not on ly  be in te r n a lly  coherent and 
co n s is te n t  among them selves but should form a h ierarch y  o f  p r i o r i t i e s .  This 
would be pyramid-shaped w ith the top p r io r i t y  ca tegory  o f  programs and sub­
programs a t the summit. D ecis ion s concern ing c a te g o r ie s , programs and 
a c tio n s  would be taken a t d i f fe r e n t  le v e ls  o f  the p o l i t i c a l  h ie ra rch y . The 
s e t t in g  o f  broad p r io r i t i e s  (program ca te g o r ie s )  concern ing h ea lth  p o l ic y ,  
a g r ic u ltu r a l p o l ic y ,  e t c . , would be a ca b in et le v e l  r e s p o n s ib i l i t y ,  w hile 
the op tim iza tion  o f  in d iv id u a l programs would be the task  o f  s e c to r  
m in is tr ie s . Each would be m u lti-y ea r  and would in d ica te  the t o t a l  c o s t  and 
tim eta b le . Every yea r, each program would be re v ise d  and updated in  the 
l ig h t  o f  experience and re p ro je c te d  forw ard. The th ird  phase, that o f  
bu dgetin g , i s  the tra n s la t io n  o f  each m u lti-year program in to  a s e t  o f  
s p e c i f i c  annual a c t io n s , and determ ines who does what and w ith  what 
resou rces . In e v ita b ly , th is  i s  the most d i f f i c u l t  stage o f  the p ro ce ss .
The organ ic s tru ctu re  o f  the budget adm in istration  is  d i f f e r e n t  from that 
im plied  by a programing approach and cannot be e a s i ly  a lte r e d . Moreover, 
problems ^ucîf'às the apportionment between programs o f  expenditures which 
are n o t 'd i r e c t ly  imputable ( l ik e  wages, fo r  example) must be so lv ed  a t  th is  
s ta ge . F in a lly , the system provides the means f o r  c o n tr o l and p ost hoc 
eva lu a tion  o f  r e s u lts  which should then be fe d  back in to  the planning and 
programing phases.

75. RGB, in troduced  in  France, i s  very  s im ila r  to  PPBS, to  which i t  
owes i t s  in s p ira t io n . D iffe ren ces  between the French and US exp erien ces , 
although im portant, r e f l e c t  implementation rather than substance. Both 
experim ents were i n i t i a l l y  attempted in  a con text o f  expanding resou rces and 
rap id  economic growth. The th ird  v a ria n t, ZBB, uses e s s e n t ia l ly  the same 
techniques but adapts them to  a more austere environment o f  unstable and 
even dim inish ing re a l revenues. As i t s  t i t l e  in d ica te s , th is  method s ta r ts  
from the b a s ic  assumption that the fa c t  that a given  a c t iv i t y  has had 
resou rces devoted to  i t  p re v io u s ly  does not au tom atica lly  e n t i t le  i t  to  a 
continued renewal o f  those resou rces . A ll  a c t i v i t i e s ,  excep t in  some cases 
o f  those form ing part o f  a con tin u in g , a lready-approved program, should 
s ta r t  from the assumption that they have to  be f u l l y  planned and ju s t i f i e d  
from scra tch .

76. System-wide budgetary reform s have generated a great deal o f
con troversy . In p a r t icu la r , in s t a l la t io n  and op era tion  o f  a com plete PPBS 
has n ot f u l l y  succeeded even in  the s o p h is t ica te d  adm in istrations o f  some 
in d u s tr ia liz e d  co u n tr ie s . They have proved to  be lengthy and 
a d m in is tra tiv e ly  complex undertakings req u ir in g  exten sive  re v is io n s  o f  
t r a d it io n a l accounting systems and in s t itu t io n a l  h a b its . In some ca se s , f o r  
example in  the United S ta tes , in s u f f i c ie n t  a tte n tio n  was p a id  to  making them 
com patible w ith  the p o l i t i c a l  p rocess  and too  much emphasis was p la ced  on 
te ch n ica l con s id e ra tio n s . N evertheless, they are fa r  from being  wasted 
e f f o r t s ,  and the experiments o f  both in d u s tr ia liz e d  and develop ing cou n tries  
are r ic h  in  lesson s  fo r  those develop ing cou n tries  con s id er in g  embarking 
upon a s im ila r  e x e r c is e . Annex I I I  con ta ins a more d e ta ile d  d is cu ss io n  o f



th e  p i t f a l l s  e n c o u n te re d  in  th e  U n ited  S ta te s  and B elgium  w ith  th e  
in t r o d u c t i o n  o f  PPBS; o f  th e  s lo w  b u t  n o t  w h o l ly  d is c o u r a g in g  i n s t a l l a t i o n  
o f  RBC i n  F ra n ce ; and o f  th e  D utch e x p e r ie n c e  w h ich  h as r e l i e d  on  a more 
g r a d u a l i s t i c , d e c e n t r a l i z e d  a p p ro a ch . To com plem ent th e  d i s c u s s i o n ,  two 
r e c e n t  exam ples o f  b u d g e ta ry  r e fo rm  i n  d e v e lo p in g  c o u n t r ie s  a re  d e s c r ib e d :  
th e  fo r w a rd  b u d g e t  i n  K enya, r e f i n e d  b y  th e  in t r o d u c t i o n  i n  1985 o f  th e  
B udget R a t i o n a l i z a t i o n  Program ; and th e  N a t io n a l  P u b l ic  E x p en d itu re  P la n  o f  
Papua New G uinea in t r o d u c e d  i n  1979 .

7 7 . In  g e n e r a l  te rm s, th e r e  w ou ld  ap p ea r  t o  b e  two g rou p s  o f  r e a s o n s
f o r  th e  f a i l u r e  o f  r e fo rm  e f f o r t s ,  ev en  i n  th e  m ost s u c c e s s f u l  c o u n t r ie s ,  t o  
l i v e  up t o  t h e i r  i n i t i a l  e x p e c t a t io n s .  F i r s t ,  th e  in h e re n t  c o m p le x ity  
in v o lv e d  i n  th e  new m ethods was n o t  made f u l l y  e x p l i c i t  a t  th e  o u t s e t .  T h is  
p r e v e n te d  adeq u ate  p r e p a r a t io n  o f  th e  p la n n in g  m echanism  and p r o c e d u r e s ,  th e  
a c c o u n t in g  system  and th e  re q u ire m e n ts  f o r  e l e c t r o n i c  d a ta  p r o c e s s in g .  The 
m udd ling  th rou g h  and im p r o v is a t io n  th a t  f o l l o w e d  b o th  s lo w e d  down th e  new 
s y s te m 's  i n s t a l l a t i o n  and r e d u ce d  i t s  c r e d i b i l i t y  in  th e  b u r e a u c r a c y .
S econ d , a s  in d ic a t e d  a b o v e , th e  t e c h n i c a l  a s p e c t s  w ere ov erem p h a sised  a t  th e
ex p en se  o f  th e  p o l i t i c a l  d im en sion .

7 8 . S in ce  th e  b u d g e ta r y  p r o c e s s  i s ,  in  e s s e n c e ,  one o f  p o l i t i c a l
b a r g a in in g , th en  i t  s h o u ld  b e  o b v io u s  th a t  th e  p o l i t i c a l  im p l ic a t io n s  o f  a 
m a jor  r e fo rm  s h o u ld  b e  f u l l y  and e x p l i c i t l y  ta k en  i n t o  a c c o u n t . Y e t  t h i s  i s  
se ld om , i f  e v e r ,  th e  c a s e .  The v e r y  n a tu re  o f  th e  p o l i t i c a l  d e b a te  
su rro u n d in g  th e  b u d g e t  ch an ges p r o fo u n d ly  a s  a  r e s u l t  o f  th e  in t r o d u c t i o n  o f  
p rog ra m in g  m eth od s . The a p p r o v a l o f  a  t r a d i t i o n a l  b u d g e t  p r e s e n te d  under 
th e  u s u a l form  o f  v o t e s  and l i n e  item s i s  v e r y  d i f f e r e n t  from  th a t  o f  a 
program  b u d g e t  w ith  q u a n t i f i e d  o b j e c t i v e s .  In  o r d e r  f o r  p o l i t i c i a n s  t o  f e e l  
s e c u r e  in  th e  r e j e c t i o n  o r  a p p ro v a l o f  a  b u d g e ta ry  ite m , i t  i s  im p o rta n t f o r  
them t o  have a c c e s s  t o  th e  same in fo r m a t io n  as th o s e  who have p r e p a re d  th e  
program . T h is  i s  d i f f i c u l t  t o  a c h ie v e  in  th e  c a s e  o f  s o p h is t i c a t e d  and 
com p lex  p rog ram s. F or exam ple , few  m in is t e r s  o r  l e g i s l a t o r s  in  F ran ce have 
th e  tim e o r  . i n c l i n a t i o n  t o  re a d  and a b s o rb  th e  e x t e n s iv e  and d e t a i l e d  
m a te r ia l  made a v a i la b le  t o  them i n  th e  program  b u d g e t  a n n ex es . M oreover , 
p o l i t i c i a n s  a re  aware th a t  th e  p r o b a b le  co n se q u e n ce s  o f  t h e i r  d e c i s i o n s  t o  
a p p rov e  o r  r e fu s e  an  e x p e n d itu r e  a p p l i c a t i o n  w i l l  b e  much m ore t r a n s p a r e n t  
i f  c o s t s  and o b j e c t i v e s  a re  c l e a r l y  i d e n t i f i e d  and q u a n t i f ie d  than  
o th e r w is e .  T h is  i s  b y  no means n e c e s s a r i l y  d e s i r a b le  f o r  th em .32

79 . In  n e a r ly  a l l  c o u n t r ie s ,  th e  b u d g e t  i s  s t r i c t l y  r e g u la t e d  b y  a
com p lex  s e t  o f  law s w h ich  g o v e rn  n o t  o n ly  i t s  s t r u c t u r e  b u t  th e  means o f  
p r e s e n t a t io n ,  a p p r o v a l and e x e c u t io n .  The in t r o d u c t io n  o f  new m ethods 
ig n o r e s  t h i s  a t  i t s  p e r i l .  The k in d  o f  re fo rm s  d is c u s s e d  h e re  r e q u ir e

3 2 /  A t one ex trem e , " t r a d i t i o n a l ” b u d g e ta ry  a l l o c a t i o n  ca n  b e  v ie w e d  
w h o l ly  a s  a p o l i t i c a l  p r o c e s s ,  r e s u l t i n g  from  n e g o t ia t io n s  betw een  
in t e r e s t e d  p a r t i e s ,  th e  r e s u l t s  o f  w h ich  r e f l e c t  th e  r e l a t i v e  
pow er o f  e a ch . A t t h i s  ex trem e , n o t  o n ly  i s  th e r e  no m arket 
m echanism  in  th e  econ om ic  s e n s e , and h en ce  no " p r i c e s "  a t ta c h e d  t o  
in p u ts  and o u tp u ts , b u t  th e  in t r o d u c t io n  o f  su ch  " p r i c e s "  m igh t be  
v iew ed  b y  p o l i t i c i a n s  a s ,  a t  b e s t ,  u n n e ce ssa ry  and, a t  w o r s t , 
t h r e a t e n in g .



fu n dam en ta l ch an ges in  b u d g e ta ry  l e g i s l a t i o n .  F or exam ple , in  m ost c a s e s  
th e  law  e n s h r in e s  th e  p r i n c i p l e  o f  annual b u d g e t in g ; program  b u d g e ts , by  
c o n t r a s t ,  im p ly  a m u lt i-a n n u a l fram ew ork . The ou tcom e o f  t h i s  d ich o tom y  i s  
t h a t  i n  none o f  th e  c a s e s  exam ined d o e s  th e  program  b u d g e t  h a v e  th e  f o r c e  o f  
la w . T h is  i n e v i t a b l y  r e i n f o r c e s  th e  te n d e n cy  t o  r e g a r d  i t  a s  a 
su p p lem en ta ry  e x e r c i s e  somewhat rem oved from  w here th e  " r e a l "  d e c i s i o n s  a re  
made.

8 0 . I n s t i t u t i o n a l l y ,  i t  i s  a lm o s t  c e r t a i n  t h a t  a  r e fo rm e d  b u d g e ta ry
sy stem  w i l l  c o l l i d e  w ith  an a d m in is t r a t iv e  s t r u c t u r e  and m ores l a r g e l y  
in c o m p a t ib le  w ith  i t .  E ith e r  th e  i n s t i t u t i o n s  m ust a d a p t t o  th e  new m ethod 
o r  th e  new m ethod w i l l  b e  f o r c e a b l y  a d a p te d  t o  th e  i n s t i t u t i o n a l  s t r u c t u r e  
t o  becom e e v e n t u a l ly  " n e u t r a l i z e d ” o r  ev en  r e j e c t e d .  The e x p e r ie n c e s  
d e s c r ib e d  in  Annex I  s u g g e s ts  th a t  th e  l a t t e r  i s  f a r  more common th an  th e  
fo r m e r . To p r e v e n t  o r  a t  l e a s t  m it ig a t e  t h i s  r e q u ir e s  c o n s id e r a b le  e f f o r t ,  
f o r e t h o u g h t  and e x p e n d itu r e  w h ich  s h o u ld  b e  e x p l i c i t l y  r e c o g n iz e d  a t  th e  
o u t s e t .  F i r s t ,  th e r e  i s  a  n eed  t o  b u i l d  u p  s u p p o r t  f o r  th e  ch an ge a t  a 
" g r a s s  r o o t s ” l e v e l  w it h in  th e  a d m in is t r a t io n .  The im p o s i t i o n  o f  ch an ge 
from  th e  to p  b y  e x e c u t iv e  o r d e r  i s  n e a r ly  a lw ays f a t a l .  The new m ethods 
s h o u ld  b e  in t r o d u c e d  g r a d u a l ly  on  a p i l o t  b a s is  i n  c a r e f u l l y  s e l e c t e d  
m i n i s t r i e s  w h ich  a r e  w i l l i n g  t o  b e  u se d  a s  g u in e a  p i g s .  The f u l l e s t  
p o s s i b l e  amount o f  in fo r m a t io n  on  th e  new sy stem  and i t s  b r o a d  o b j e c t i v e s  
s h o u ld  b e  w id e ly  d is s e m in a te d  among th o s e  p o t e n t i a l l y  a f f e c t e d .  In  
p a r t i c u l a r ,  th e  r o l e  o f  " o u t s id e r s "  ( e x p e r t s  and a n a ly s t s )  s h o u ld  b e  
e x p la in e d  t o  r e d u ce  s e n s a t io n s  o f  i n s e c u r i t y  and i r r i t a t i o n .  S econ d , i t  
s h o u ld  b e  r e c o g n iz e d  th a t  t h i s  w i l l  b e  an e x p e n s iv e ,  th ou gh  p r o d u c t iv e ,  
p r o c e s s .  A t l e a s t  th r e e  new c o s t  c a t e g o r i e s  w i l l  h ave  t o  b e  m et: 
in fo r m a t io n , t r a in in g  and equ ipm en t. The d ep th  and s c o p e  o f  d a ta  r e q u ir e d  
f o r  program  b u d g e t in g  i s  g r e a t ly  i n  e x c e s s  o f  th a t  f o r  a n orm al b u d g e ta ry  
e x e r c i s e .  A llo w a n ce  s h o u ld  b e  made f o r  th e  human and f i n a n c i a l  r e s o u r c e s  
th a t  t h i s  im p l ie s .  S im i la r ly ,  t r a in in g  s h o u ld  n o t  b e  re g a rd e d  as s im p ly  a 
" c la s s r o o m "  e x e r c i s e  o f  i n s t r u c t in g  th e  o p e r a t iv e s  o f  th e  new m ethod.
R a th e r , th e  g o v e rn m e n t.s h o u ld  ta p  a l l  s o u r c e s  o f  e x p e r t i s e ,  b o th  n a t io n a l
and i n t e r n a t io n a l ,  o r g a n iz e  se m in a rs , p u b l is h  a r t i c l e s ,  and co n d u c t
e x p e r im e n ta l w ork shops in  w h ich  p a r t i c i p a n t s  s h o u ld  b e  made t o  f e e l  p io n e e r s  
in  a  new p r o c e s s .  T r a in in g  s h o u ld  b e  re g a r d e d  as a  c o n t in u o u s  p r o c e s s  o f  
" l e a r n in g  b y  d o i n g . ” I t  s h o u ld  a l s o  b e  r e c o g n iz e d  th a t  program  b u d g e t in g  i s  
im p o s s ib le  w ith o u t  f u l l  a c c e s s  b y  b o th  c o r e  and s e c t o r  m i n i s t r i e s  t o  
e l e c t r o n i c  d a ta  p r o c e s s in g .  The f u l l  c o s t s  o f  e q u ip in g  and t r a i n in g  th e
a d m in is t r a t io n  s h o u ld  a g a in  b e  gauged  on  a p i l o t  b a s i s .

8 1 . T h ir d , w h ile  a v o id in g  th e  p i t f a l l s  o f  d i c t a t i o n  from  th e  c o r e
m i n i s t r i e s ,  i t  i s  im p o rta n t t o  e s t a b l i s h  a th o r o u g h ly  p r o f e s s i o n a l  u n i t ,  
p r o b a b ly  l o c a t e d  in  th e  m in is t r y  o f  f in a n c e ,  w h ich  i s  r e s p o n s ib le  f o r  
c o o r d in a t in g  and g u id in g  th e  re fo r m  e f f o r t .  T h is  u n i t  s h o u ld  h ave th e  f u l l  
b a c k in g  o f  th e  h ig h e r  p o l i t i c a l  a u t h o r i t i e s ,  s h o u ld  b e  r e s p o n s ib le  f o r  th e  
d is s e m in a t io n  o f  in fo r m a t io n , m anuals, e t c . ,  and s h o u ld  a d v is e  m i n is t r ie s  on  
th e  a c q u i s i t i o n  o f  a p p r o p r ia te  e x t e r n a l  s u p p o r t . H ow ever, th e  d e c i s i o n  o f  
w h eth er o r  n o t  t o  h i r e  o u t s id e  e x p e r t i s e  and t o  a l l o c a t e  r e s o u r c e s  t o  th e  
re fo r m  e f f o r t  s h o u ld  rem ain  th e  r e s p o n s i b i l i t y  o f  th e  e x e c u t in g  m in is t r y .



8 2 . F ou rth , i t  s h o u ld  b e  r e c o g n iz e d  th a t  th e  p r o c e s s  o f  r e fo r m , t o  be  
s u c c e s s f u l ,  m ust b e  g r a d u a l. I t  sh o u ld  b e  e x te n d e d  b ey on d  th e  p i l o t  
m i n is t r ie s  o n ly  as o t h e r s  becom e th o r o u g h ly  p r e p a r e d . P a r t i a l  r e fo r m s , such  
a s  th e  u se  o f  c o s t  b e n e f i t  te c h n iq u e s  and th e  p r e p a r a t io n  o f  s e c t o r  
s t r a t e g i e s ,  c o u ld  p r e c e d e  th e  f u l l  r e fo rm  e f f o r t .  Z t  i s  n o te w o rth y  in  t h i s  
c o n n e c t io n  t h a t  H o lla n d , w h ich  h as p erh ap s th e  m ost e n c o u r a g in g  e x p e r ie n c e s  
i n  w h o le s a le  b u d g e ta ry  r e fo r m , h as b een  d i s c u s s in g  and d e b a t in g  new m ethods 
s in c e  1950 ; b y  1986 program  b u d g e t in g  had  b een  e x te n d e d  t o  a b o u t  40 p e r c e n t  
o f  e x p e n d itu r e s .

8 3 . F i f t h ,  p r o c e d u r e s  s h o u ld  b e  k e p t  a s  s im p le  a s  p o s s i b l e  and sh o u ld  
b e  c o n s i s t e n t  w ith  th e  a v a i l a b i l i t y  o f  q u a l i f i e d  human r e s o u r c e s .  F or 
exam ple , an a ttem p t t o  s u b je c t  a l l  d e t a i l e d  l i n e  item s t o  a fo rw a rd  
b u d g e t in g  p ro ce d u r e  o r  th e  f u l l  ran ge  o f  o f f i c i a l  a c t i v i t i e s  t o  a program in g  
a p p roa ch  w i l l  b e  im p r a c t i c a l  in  m ost c o u n t r ie s  w h eth er i n d u s t r i a l i z e d  o r  
d e v e lo p in g . As th e  e x p e r ie n c e  o f  Kenya show s, f a i l u r e  t o  b e  s e l e c t i v e  can  
s w i f t l y  damage th e  re fo rm  e f f o r t .  On th e  o t h e r  hand , w h ile  b e in g  s e l e c t i v e ,  
d e v e lo p in g  c o u n t r ie s  sh o u ld  a v o id  th e  e r r o r  o f  Papua New G uinea w here th e  
new m ethod was c o n f in e d  o n ly  t o  a c t i v i t i e s  w h ich  c o u ld  b e  r e g a rd e d  as 
m a rg in a l. A g ood  s t a r t  m igh t b e  t o  in t r o d u c e  c o s t - b e n e f i t  t e c h n iq u e s ,  
fo rw a rd  b u d g e t in g  and p er fo rm a n ce  b u d g e t in g  t o  th o s e  m i n is t r ie s  w h ich  
a c c o u n t  f o r  th e  l i o n ' s  sh a re  o f  th e  c o r e  in v es tm en t program , c o n c e n t r a t in g  
i n i t i a l l y  on  th o s e  e x p e n d itu r e s ,  b o th  c a p i t a l  and c u r r e n t ,  w h ich  a re  l in k e d  
t o  th e  c o r e  program .

8 4 . F i n a l l y ,  o v e r a m b it io n  i s  h ig h ly  c o u n te r p r o d u c t iv e  i n  t h i s  f i e l d ,  
and i t  i s  im p orta n t t o  a v o id  t r y in g  t o  s w i f t l y  r e p la c e  th e  t r a d i t i o n a l  
system  in  i t s  e n t i r e t y  b y  a t o t a l l y  new a p p roa ch . T h is  w i l l  in e v i t a b l y  
ca u se  r e s i s t a n c e  a t  a l l  l e v e l s  o f  p u b l i c  i n s t i t u t i o n s ,  and w i l l  e v e n t u a l ly  
r e s u l t  in  d i s i l l u s i o n .  B a th e r , d e v e lo p in g  c o u n t r ie s  s h o u ld  remember th a t  
th e r e  a re  many f e a t u r e s  o f  a p rogram in g  b u d g e t in g  ap p roa ch  w h ich  a re  u s e f u l , 
in d e e d  v i t a l ,  i f  a p r o p e r  l in k  betw een  p la n n in g  and b u d g e t in g  i s  t o  b e  
a c h ie v e d  and i f  th e  b u d g e t  i s  t o  becom e an e f f e c t i v e  p o l i c y  in s tru m e n t.
T h ere  i s ,  f o r  exam ple , th e  b a s i c  p r i n c i p l e  th a t  governm ent o b j e c t i v e s  sh o u ld  
b e  c l e a r l y  s p e c i f i e d ,  in  as q u a n t i f ia b le  a  manner as p o s s i b l e ,  and th a t  
b u d g e ta ry  c a t e g o r ie s  a re  r e c l a s s i f i e d  s o  a s  t o  b e  a b le  t o  t r a c k  more e a s i l y  
th e  a tta in m en t o f  th e s e  o b j e c t i v e s .  T h ere  i s  a l s o  th e  t e n e t  th a t  m a jor  
in v es tm en t d e c i s i o n s ,  t o g e t h e r  w ith  t h e i r  c u r r e n t  e x p e n d itu r e  im p l ic a t io n s ,  
sh o u ld  b e  o b j e c t i v e l y  s c r u t i n i z e d  and s u b je c t  t o  c o s t  b e n e f i t  a n a ly s i s .
W h ile  r e c o g n iz in g ,  t h e r e f o r e ,  th a t  th e  e x p e r ie n c e s  d e s c r ib e d  in  Annex I I I  
i l l u s t r a t e  th e  l i m i t s  o f ,  and c o n s t r a in t s  t o ,  b u d g e ta ry  r e fo rm , and th a t  few  
w ou ld  a rgu e  f o r  th e  w h o le s a le  im p ort and i n s t a l l a t i o n  o f  new sytem s in  
d e v e lo p in g  c o u n t r ie s ,  i t  i s  n o n e th e le s s  im p orta n t t o  a v o id  an u n th in k in g  
r e j e c t i o n  o f  th e  program  b u d g e t  a p p roa ch . C a r e fu l ly  and s e l e c t i v e l y  
a p p l ie d ,  i t  h as much t o  o f f e r  d e v e lo p in g  c o u n tr y  governm ents a n x io u s  t o  
im prove th e  a l l o c a t i o n  o f  p u b l i c  r e s o u r c e s .
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MANAGEMENT OF PUBLIC EXPENDITURES:
CHECKLIST OF INSTITUTIONAL QUESTIONS TO BE ADDRESSED?/ *■

1 . M acroeconom ic Framework

1 .1  Are a n a ly s is  and p r o je c t i o n  o f  m acroeconom ic v a r ia b le s  w hich  have 
an im pact on p u b l i c  ex p en d itu re  p la n n in g  c a r r ie d  ou t  
s y s te m a t ic a l ly  and i f  s o ,  do th ey  appear to  be taken  s e r i o u s ly  a t  
a h ig h  p o l i t i c a l  l e v e l ?

1 .2  Which i n s t i t u t io n s  a re  r e s p o n s ib le  f o r  p rod u cin g  assessm en ts and 
fo r e c a s t s ?  What are  t h e i r  s t a f f i n g  and data  prob lem s?

1 .3  How fr e q u e n t ly  i s  the assessm ent c a r r ie d  ou t?  What i s  the 
p roced u re  f o r  u p d atin g  i t ?

1 .4  In  what form at are  the assessm ents prod u ced  ( e . g .  in  a m edium -tens 
p la n , through a f o r e c a s t in g  m odel, through an annual econom ic 
r e p o r t ) ?

1 .5  What i s  the l in k ,  fo r m a lly  and in  p r a c t i c e ,  betw een th ese  
assessm ents and the p re p a r a t io n  o f  investm ent program s and 
bu d gets?

1 .6  What i s  th e  e x te n t  and -q u a lit y  o f  background m a te r ia l  p ro v id e d  to  
th ose  r e s p o n s ib le  f o r  p la n n in g  and managing e x p en d itu res  (grow th  
r a te s  by s e c t o r ,  investm ent and sa v in g s  req u irem en ts , e x p ected  
r a te  o f  i n f l a t i o n ,  exchange r a te  movements, e t c . ) ?

1 .7  Does each agency produce i t s  own m acroeconom ic assum ptions w ith  
con sequ en t in c o n s is t e n c ie s ?

1 .8  What i s  the  d egree  o f  feed b a ck  betw een ex p en d itu re  p la n n in g  and 
econom ic assessm en ts? Are th ere  r e g u la r  rev iew  m eetin gs?  Are 
th ese  a tten d ed  by  fo r e c a s t e r s ?  How r e l i a b l e  has t h e i r  a d v ice  been  
in  the  p a s t?  Are governm ents p ro v id e d  w ith  the n e ce ssa ry  
in fo rm a tio n  t o  r e a c t  r a t i o n a l ly  t o  sh ock s?

2 . Investm ent Program ing and P r o je c t  P rep a ra tion

2 .1  To what e x te n t  can  the problem s a s s o c ia te d  w ith  the  investm ent 
program  be tr a c e d  to  i n s t i t u t io n a l  d e f i c i e n c i e s ?

1 /  T h is Annex draws h e a v ily  n o t  o n ly  on r e p o r ts  and co n v e rs a t io n s  w ith in  
the Bank, b u t a ls o  on the work o f  the s t a f f  o f  the IMF F is c a l  A f fa i r s  
Departm ent. M essrs. A. Premchand, P. H e l le r ,  L. G aram fa lv i, A. T a z i and 
H.R. de Zoysa have been  e s p e c ia l l y  generous w ith  t h e ir  tim e and a d v ic e . 
L ike th a t  o f  the Bank, the Fund 's work in  t h is  area  i s  c o n s ta n t ly  
e v o lv in g  as can  be seen  from  the F is c a l  A f fa i r s  D epartm ent's  p e r io d i c  
cou n try  s tu d ie s  as w e l l  as t h e ir  m e th o d o lo g ica l p a p ers .
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2 .2  I s  th e r e  a p la n n in g  fu n c t io n ?  I s  i t  a d e q u a te ly  c o o r d in a t e d  o r  
fra g m en ted  o v e r  a number o f  i n s t i t u t i o n s ?

2 .3  Why d o e s  fr a g m e n ta t io n  e x i s t  ( h i s t o r i c a l  f a c t o r s ,  th e  g r a f t i n g  o f  
"m odern" i n s t i t u t i o n s  o n to  t r a d i t i o n a l  s t r u c t u r e s , d e l i b e r a t e  
d e c i s i o n s  t o  d i v id e  p ow er, e t c . ) ?

/
2 .4  What w ou ld  b e  r e q u ir e d  t o  a c h ie v e  g r e a t e r  c o o r d in a t i o n ?  W ould a 

s im p le  m erger b e  enough o r  a r e  d e e p e r  s e a t e d  d i f f i c u l t i e s  more 
s i g n i f i c a n t ?

2 .5  What i s  th e  p r o c e s s  b y  w h ich  th e  in v e s tm e n t program  i s  a c t u a l ly  
p u t  t o g e t h e r ?

2 .6  What i s  th e  c a p a c i t y  o f  l i n e  m i n i s t r i e s  and sp e n d in g  a g e n c ie s  f o r  
g e n e r a t in g  and e v a lu a t in g  in v es tm en t p r o j e c t s ?

2 .7  A re c o h e r e n t  s e c t o r  s t r a t e g i e s  d e v e lo p e d  in  th e  l i n e  m i n is t r ie s ?

2 .8  A re  th e r e  c l e a r l y  d e l in e a t e d  r e s p o n s i b i l i t i e s  f o r  ea ch  s ta g e  o f  
th e  p r o j e c t  c y c l e  o r ,  r a t h e r ,  o v e r la p p in g  fu n c t io n s  c a u s in g  
c o n fu s io n  and a breakdow n o f  c o o r d in a t io n ?

2 .9  What i s  th e  r e l a t i o n s h ip  betw een  l i n e  and c o r e  m i n i s t r i e s ?  A re 
th e  l a t t e r  f o r c e d  t o  in te r v e n e  a t  t o o  d e t a i l e d  a  l e v e l  b e c a u s e  o f  
l a c k  o f  c a p a c i t y  in  th e  fo rm e r?  '

2 .1 0  D oes an a d eq u a te  m echanism  e x i s t  t o  e n a b le  c o r e  a g e n c ie s  t o  make 
s t r a t e g i c  c h o i c e s  betw een  In v estm en t a l t e r n a t i v e s ,  o r  a re  th e  l i n e  
m in is t r y  su b m iss io n s  more l i k e  sh o p p in g  l i s t s ?

2 .1 1  What i s  th e  in f lu e n c e  o f  c u r r e n t  r u le s  and r e g u la t io n s  g o v e r n in g  
th e  fo r m u la t io n  o f  th e  in v es tm en t program ? D oes th e  sy stem  o f  
ch e ck s  and b a la n c e s  and in c e n t iv e s  c o n t r a d i c t  th e  aim  o f  in v e s t in g  
in  e c o n o m ic a l ly  j u s t i f i e d  deve lop m en t p r o j e c t s ?

2 .1 2  What i s  th e  d e g re e  o f  a c c o u n t a b i l i t y  f o r  th e  s u c c e s s / f a i l u r e  o f  
d ev e lop m en t p r o j e c t s ?  I s  th e r e  c o n c e r n  w h eth er t a r g e t s  a re  met o r  
n o t ?  A re th e r e  a d eq u a te  fo rm a l arran gem en ts f o r  ¿ x  p o s t  r e v ie w s  
and a  fe e d b a c k  in t o  in v es tm en t p rog ra m in g?

2 .1 3  Has th e r e  b e e n  a ten d en cy  t o  s o lv e  I n s t i t u t i o n a l  w eakness and 
a d d r e ss  la c k  o f  t e c h n i c a l  c a p a c i t y  b y  th e  g r a f t in g  o f  new 
i n s t i t u t i o n s  o n to  a  t r a d i t i o n a l  a d m in is t r a t iv e  s t r u c t u r e ?  Has 
t h i s  b lu r r e d  r e s p o n s i b i l i t i e s  s t i l l  fu r t h e r ?  What h ave  b e e n  th e  
c o n se q u e n ce s  in  term s o f  "w id e n in g  th e  t e c h n i c a l  g a p ” b etw een  c o r e  
and l i n e  m in is t r ie s ?

The L in k  Betw een P la n n in g  and Annual B u d g etin g

3 .1  I s  th e r e  a r o l l i n g  annual in v es tm en t b u d g e t  l in k e d  t o  a  m u lt i -y e a r  
program ?
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3 .2  A re th e r e  fo rw a rd  b u d g e ts  a n d /o r  " c r o s s w a lk ” docum ents l in k in g  
in v es tm en t program s w ith  annual e x p e n d itu r e  a l l o c a t i o n s ?

3 .3  What i s  th e  c o v e r a g e  and d e g re e  o f  c o m p le x ity  o f  fo rw a rd  b u d g e ts ?  
Can th e  a d m in is t r a t io n  c o p e  w ith  them?

3 .4  What i s  th e  d e g r e e  o f  p a r t i c i p a t i o n  o f  p la n n in g  a g e n c ie s  (b o th  
c o r e  and l i n e )  i n  th e  annual b u d g e t  p r e p a r a t io n  p r o c e s s ?

3 . S A re  dev e lop m en t p la n s  and in v es tm en t s p e c i f i e d  i n  th e  r i g h t  amount 
o f  d e t a i l  and c o n s is t e n c y  f o r  u s e  in  th e  b u d g e t  p r o c e s s ?

3 .6  What a re  th e  i n s t i t u t i o n a l  m echanism s f o r  i n t e r m in i s t e r i a l  
d i s c u s s i o n  o f  l i n e  m in is t r y  su b m iss io n s ?

3 .7  D oes th e  fo rw a rd  b u d g e t /in v e s tm e n t  program  have th e  f o r c e  o f  law ? 
I f  n o t ,  w hat im pact d o e s  la c k  o f  l e g a l  f o r c e  h ave?

3 .8  What a re  th e  f a c t o r s  w h ich  may have damaged th e  c r e d i b i l i t y  o f  th e  
prog ra m in g  e x e r i c s e ?

3 .9  I s  th e  tim e  a v a i la b l e  f o r  c o m p le t in g  th e  b u d g e t  c y c l e  s u f f i c i e n t  
f o r  th e  com p lex  re q u ire m e n ts  o f  n e g o t ia t in g  and in c o r p o r a t in g  p la n  
t a r g e t s ?

3 .1 0  What i s  th e  a t t i t u d e  o f  th o s e  r e s p o n s ib le  f o r  b u d g e t  p r e p a r a t io n  
tow ards th o s e  who p re p a re  th e  in v es tm en t p rog ra m /d ev e lop m en t p la n ?

3 .1 1  What i s  th e  i n s t i t u t i o n a l  d i v i s i o n  o f  r e s p o n s i b i l i t i e s ?  W ould 
c o o r d in a t io n  b e n e f i t  s i g n i f i c a n t l y  from  h a v in g  p la n n in g  and 
b u d g e t in g  i n  th e  same m in is t r y ?  I f  n o t ,  th en  what ca n  b e  done t o  
im prove m a tte rs ?

3 .1 2  Does th e  c e n t r a l  p la n n in g  a u t h o r i t y  have l e g a l  pow er o f  v e t o  o v e r  
w h ich  p r o je c t s /p r o g r a m s  a re  in c lu d e d  in  th e  annual b u d g e t?  I f  s o ,  
d o e s  i t  h ave  th e  i n s t i t u t i o n a l  and t e c h n i c a l  c a p a c i t y  t o  make t h i s  
e f f e c t i v e ?

B udget P r e p a r a t io n

4 .1  What i s  th e  o r g a n iz a t io n  o f  th e  m in is t r y  o f  f in a n c e ?  Who w ith in  
i t  i s  r e s p o n s ib le  f o r  b u d g e t  p r e p a r a t io n ?  I s  th e r e  an  o f f i c e  
c o n ce rn e d  w ith  a n a ly z in g  governm ent o p e r a t io n s  i n  term s o f  t h e i r  
o b j e c t i v e s ?

4 .2  How a re  e x p e n d itu r e  e s t im a te s  p re p a re d ?  I s  th e  p r o c e s s  
e s s e n t i a l l y  In cre m e n ta l?

4 .3  What in fo r m a t io n  I s  a v a i la b le  t o  th e  f in a n c e  m in is t r y  on  th e  
number o f  c i v i l  s e r v a n ts  in  ea ch  e s ta b lis h m e n t , on  t h e i r  
a c t i v i t i e s ,  and on  th e  p r ic e /v o lu m e  r e l a t io n s h ip  f o r  wage 
e x p e n d it u r e s ?
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4 .4  A re  th e r e  o v e r la p p in g  fu n c t io n s  in  th e  f in a n c e  m in is t r y  o r  
fu n c t io n s  th a t  s h o u ld  b e  f u l f i l l e d  b u t  a r e  n o t ?  D oes th e  m in is t r y  
h ave i t s  own p r o j e c t  e v a lu a t io n  c a p a b i l i t y ?  I f  s o ,  how d o e s  i t  
r e l a t e  w ith  th a t  i n  p la n n in g ?

4 .5  What s o r t  o f  b u d g e ta r y  sy stem  i s  i n  o p e r a t io n  ( e . g .  F ren ch  
t r a d i t i o n ,  US t r a d i t i o n )  ? How am enable w ou ld  i t  b e  t o  new 
p r o c e d u r e s  from  a  d i f f e r e n t  t r a d i t i o n ?

4 .6  What i s  th e  b u d g e ta r y  c y c l e ?  A re  th e r e  p rob lem s o f  "b u n ch in g ” o f  
b u d g e ta r y  d e c i s i o n s  w h ich  a f f e c t  th e  q u a l i t y  o f  th e  ou tcom e?

4 .7  How f l e x i b l e  i s  th e  system  i n  term s o f  accom m odating  ch an g es a t  
e a ch  s ta g e  o f  th e  c y c l e ?

4 .8  How a p p r o p r ia t e  i s  th e  f i s c a l  y e a r ?

4 .9  D oes th e  m in is t r y  o f  f in a n c e  i s s u e  c i r c u l a r s  and g u id e l in e s  t o  th e  
l i n e  m i n i s t r i e s ?  I f  s o ,  a r e  th e s e  r o u t in e  docum ents o r  a r e  th e y  
u se d  t o  d is s e m in a te  s u b s t a n t iv e  p o l i c y  g u id e l in e s ?

B udget C overage

5 .1  How much o f  t o t a l  rev en u e  and e x p e n d itu r e  d o e s  th e  b u d g e t  c o v e r ?  
W hich i n s t i t u t i o n s  a re  e x c lu d e d  and why? What a r e  th e

- a rran gem en ts f o r  th e  ch a n n e lin g  o f  d on or  f in a n c e ?

5 .2  What i s  th e  e x t e n t  o f  earm ark in g? What w ou ld  b e  th e  i n s t i t u t i o n a l  
and e con om ic  im p l ic a t io n s  o f  c u r b in g  i t ?  I s  earm ark in g  a u t h o r iz e d  
i n  th e  c o n s t i t u t i o n  o r  i n  law s and d e c r e e s  th a t  may b e  d i f f i c u l t  
t o  ch an ge?

5 .3  How many s p e c i a l  fu n d s  and s e p a r a te  o r  su p p lem en ta ry  b u d g e ts  a re  
th e r e  and who b e n e f i t s  from  them?

5 .4  A re  s t a t e  e n t e r p r i s e  in v e s tm e n ts  in c lu d e d  i n  th e  c a p i t a l  b u d g e t?

5 .5  What m easures c o u ld  b e  ta k en  t o  im prove th e  c o o r d in a t i o n  o f  
autonom ous a g en cy  in v e s tm e n t w ith o u t  f u l l  i n c o r p o r a t i o n  i n t o  th e  
c e n t r a l  governm ent b u d g e t?

C l a s s i f i c a t i o n  o f  B udget Item s

6 .1  How u s e f u l  i s  th e  c u r r e n t  c l a s s i f i c a t i o n  f o r  d ev e lop m en t p o l i c y  
p u rp o s e s ?

6 .2  What i s  th e  d e f i n i t i o n  o f  c a p i t a l  e x p e n d itu r e s ?  How a r e  r e c u r r e n t  
c o s t s  d u r in g  c o n s t r u c t i o n  t r e a t e d ?

6 .3  A re "d e v e lo p m e n t"  e x p e n d itu r e s  s e p a r a t e ly  d e a l t  w ith ?  Do th e y  
in c lu d e  r e c u r r e n t  a s  w e l l  a s  c a p i t a l  c o s t s ?  I f  n o t ,  i s  th e r e  an 
a ttem p t t o  c a l c u l a t e  and f o r e c a s t  r e c u r r e n t  c o s t  i m p l ic a t io n s ?
A re th e  r e s u l t s  in c o r p o r a t e d  in  th e  annual and fo rw a rd  b u d g e ts ?
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6 .4  What w ou ld  b e  th e  i n s t i t u t i o n a l  and manpower im p l ic a t io n s  o f
re fo rm in g  c l a s s i f i c a t i o n ?  I s  th e  c o d in g  system  c a p a b le  o f  d a ta  
a u tom a tion ?

B udget Im p lem en ta tion  and C o n tr o l  o f  E x p en d itu re

7 .1  Whet i s  th e  i n s t i t u t i o n a l  c a p a c i t y  o f  th e  sp e n d in g  a g e n c ie s  and 
l i n e  m i n is t r ie s  t o  e x e r c i s e  g r e a t e r  r e s p o n s i b i l i t y  f o r  b u d g e t  
e x e c u t io n  and th e  c o n t r o l  o f  e x p e n d itu r e s ?

7 .2  A t  c o r e  m in is t r y  l e v e l ,  what a re  th e  arran gem en ts f o r  e x p e n d itu r e  
c o n t r o l ?  How many e x p e n d itu r e  c a t e g o r ie s  a re  th e r e ?  How many 
i n s t i t u t i o n s  a re  in v o lv e d ?

7 .3  What d e g re e  o f  c o n t r o l  d o e s  th e  f in a n c e  m in is t r y  e x e r c i s e  o v e r  
com m itm ents? Who i s  exem pt from  t h i s  c o n t r o l  and why?

7 .4  What a r e  th e  p r o c e d u r e s  f o r  o r d e r in g  and c o n t r o l l i n g  a c t u a l  
paym ents? What d e g re e  o f  autonom y do l i n e  m i n is t r ie s  and sp en d in g  
a g e n c ie s  h ave in  th e  e x p e n d itu r e  o f  earm arked fu n d s?

7 .5  To what e x t e n t  a re  e x i s t i n g  r u le s  and p r o c e d u r e s ,  ev en  i f  adeq u ate  
i n  t h e o r y , f r e q u e n t ly  and s i g n i f i c a n t l y  b y -p a s s e d  in  p r a c t i c e ?
Why i s  t h i s  done?

7 .6  To what e x t e n t  d oes  th e  f in a n c e  m in is t r y  have t o  r e s o r t  t o  
d e la y in g  t a c t i c s  t o  c o n t r o l  g lo b a l  sp en d in g  l i m i t s ?

7 .7  Does th e  f in a n c e  m in is t r y  have th e  n e c e s s a r y  in fo r m a t io n  t o  
c o n t r o l  th e  c o m p o s it io n  as w e l l  as th e  t o t a l  l e v e l  o f  sp e n d in g ?  
What i n s t i t u t i o n a l ,  p r o c e d u r a l  and manpower ch an ges a re  r e q u ir e d  
t o  make su ch  c o n t r o l  e f f e c t i v e ?  I s  i t  p o l i t i c a l l y  f e a s i b l e ?

7 .8  I f  c o n t r o l  m echanism s a re  a d e q u a te , what i s  th e  s c o p e  f o r  a l lo w in g  
g r e a t e r  f l e x i b i l i t y  on  th e  p a r t  o f  sp e n d in g  m i n is t r ie s  t o  
r e a l l o c a t e  r e s o u r c e s  t o  s u s t a in  c o r e  a c t i v i t i e s  and d e l i v e r  k ey  
s e r v i c e s ?

7 .9  What in stru m en ts  a re  a v a i la b le  t o  a c h ie v e  f l e x i b i l i t y  in  
e x p e n d itu r e s ?  How a re  su p p lem en tary  e s t im a te s  p r o c e s s e d ?  A re 
g u id e l in e s ?  A re th e y  a p p l ie d ?  Why a re  su p p lem en tary  e s t im a te s  
n e c e s s a r y - - i n i t i a l  u n d e r e s t im a t io n , u n fo r e s e e n  f a c t o r s ,  la c k  o f  
f l e x i b i l i t y  i n  th e  r e a l l o c a t i o n  o f  r e s o u r c e s ,  e t c . ?
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A. InfiCgd«S.£jgB
T h is  Annex d e s c r ib e s  th e  e x p e r ie n c e  o f  f o u r  I n d u s t r i a l i z e d  and 

th r e e  d e v e lo p in g  c o u n t r ie s  i n  th e  im p lem en ta tion  o f  im proved  b u d g e ta ry  
p r o c e d u r e s  and sy s te m s . A l l  s i x  ex p e r im e n ts  h ave  i n  common th e  o b j e c t i v e s  
o f  m aking th e  b u d g e t  a m ore e f f e c t i v e  in stru m en t o f  e con om ic  p o l i c y ,  and o f  
im p rov in g  l in k s  b etw een  p la n n in g  and b u d g e t in g  and b etw een  p o l i c y  in p u ts  
and o u tp u ts .  A c c o r d in g ly ,  th e y  aim  t o  im prove th e  a l l o c a t i o n  o f  
i n c r e a s in g ly  s c a r c e  r e s o u r c e s  and t o  f a c i l i t a t e  th e  p r e p a r a t io n  o f  
e x p e n d itu r e  program s c o n s i s t e n t  w ith  e con om ic  p o l i c y .  The ex p e r im e n ts  w ith  
r e fo rm  p r o v id e  a number o f  im p orta n t le s s o n s  f o r  d e v e lo p in g  c o u n t r ie s  w h ich  
a re  d is c u s s e d  in  th e  main t e x t .  None o f  them h as b e e n  f u l l y  s u c c e s s f u l ;  
th e y  ra n g e  from  a lm o st  t o t a l  f a i l u r e  ( t h e  in t r o d u c t io n  o f  PPBS in  th e  
U n ite d  S t a t e s )  t o  g ra d u a l im provem ent w ith  some h ope  f o r  fu t u r e  p r a c t i c a l  
im provem ents. A l l  o f  them , h ow ev er , am ply i l l u s t r a t e  th e  p o l i t i c a l ,  
i n s t i t u t i o n a l  and t e c h n i c a l  d i f f i c u l t i e s  a s s o c ia t e d  w ith  r e fo r m  in  t h i s  
com p lex  a r e a .

B. U n ite d  S ta te s

The p io n e e r  ex p er im en ts  in  program  b u d g e t in g  to o k  p la c e  in  th e  
U n ite d  S t a t e s .  T h e ir  e a r ly  h i s t o r y  stemmed from  th e  n eed  t o  c o o r d in a t e ,  in  
w artim e , th e  a v a i l a b i l i t y  o f  s t r a t e g i c  m e ta ls  w ith  th e  re q u ire m e n ts  o f  th e  
m i l i t a r y  f o r  f i n i s h e d  equ ipm en t. T h is  r e s u l t e d  in  th e  p r e p a r a t io n  o f  
P r o d u c t io n  R equ irem en ts o r  C o n t r o l le d  M a te r ia ls  P la n s w h ich  l in k e d  t o g e t h e r  
th e  p r o d u c t io n  o f  armaments w ith  th e  n e c e s s a r y  means (m e t a ls , l a b o r , e t c . ) . 
T h is  P lan  was thus th e  f i r s t  program  b u d g e t  p r e p a r e d  u n der o f f i c i a l  
a u s p ic e s .  A f t e r  th e  S econ d  W orld  War, th e  m eth od o log y  was d e v e lo p e d  and 
e x te n d e d , p r i n c i p a l l y  b y  th e  Rand C o r p o r a t io n  w ork in g  w ith  th e  D epartm ent 
o f  D e fe n se . T ech n iq u es  o f  c o s t  b e n e f i t  a n a ly s i s ,  system s a n a ly s i s  and 
m u l t i « c r i t e r i a  a n a ly s is  w ere r e f i n e d  and a d a p ted  t o  th e  n eed s  o f  m i l i t a r y  
p r o d u c t io n  and s t r a t e g y .  In  1953 , th e  p r e p a r a t io n  o f  th e  A ir  F o rce  b u d g e t  
u n der PPBS te ch n iq u e s  was p r o p o s e d . A lth ou g h  t h i s  was n o t  e le v a t e d  bey on d  
th e  academ ic s t a g e ,  th e  Rand C o r p o r a t io n  c o n t in u e d  t o  d e v e lo p  PPBS and th e  
m ethod was in t r o d u c e d  in t o  th e  D efen se  D epartm ent in  1961 b y  S e c r e ta r y  
McNamara.^ In  1965 , P r e s id e n t  Joh n son  o r d e r e d  th e  e x t e n s io n  o f  th e  system  
t o  th e  e n t i r e  F e d e ra l A d m in is t r a t io n .

A f t e r  s i x  y e a r s  o f  e f f o r t  and v e r y  d is c o u r a g in g  r e s u l t s ,  th e  
ex p er im en t was te r m in a te d . W ith ou t e x p r e s s ly  m e n tion in g  PPBS, a June 1971 
c i r c u l a r  from  th e  B udget O f f i c e  in fo rm ed  D epartm ents th a t  a p p l i c a t i o n s  f o r  
b u d g e ta ry  a l l o c a t i o n s  from  F e d e r a l a g e n c ie s  s h o u ld  no lo n g e r  b e  accom pan ied  
b y  m u lt i -y e a r  program s o r  b y  a n a l y t i c a l  s t u d ie s .  A number o f  r e a s o n s  can  
b e  c i t e d  f o r  t h i s  unhappy e x p e r ie n c e .  F i r s t ,  a  m ethod w h ich  was d e v e lo p e d  
e x c l u s i v e l y  in  one D epartm ent (D e fe n s e )  was im posed  b y  E x e c u t iv e  O rder on  
a l l  o t h e r s  w ith o u t  c o n s id e r in g  w h eth er th e y  had th e  means w ith  w h ich  t o  
com p ly . The Budget O f f i c e  is s u e d  c i r c u l a r s  b a se d  e n t i r e l y  on  th e  D e fen se

1 /  L . G a ra m fa lv i: "La R eform e B u d g é ta ir e : Q uelque E x p e r ie n ce s  R e c e n t e s ,"
IMF m im eograph, 1986.
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D epartm ent' s e x p e r ie n ce s  w ith ou t any attem pt t o  adapt them to  the 
requ irem en ts o f  o th e r  D epartm ents. Nor were th ese  l a t t e r  g iv e n  any 
a s s is ta n c e  from  the Budget O f f i c e  in  term s o f  e i t h e r  m eth odology  o r  
c o o r d in a t io n . Some Departm ents t r i e d  to  i n s t a l l  the  system  u s in g  o n ly  
t h e i r  own manpower r e s o u r c e s ;  o th e r s  asked  f o r  a s s is t a n c e  from  th e  D efense 
D epartm ent; y e t  o th e r s  h ir e d  c o n s u lta n ts  from  th e  u n i v e r s i t i e s  o r  even  from  
abroad . W hatever th e  q u a l i t y  o f  t h e i r  academ ic a ch ievem en ts , th e se  
in d iv id u a ls  were u s u a l ly  l e s s  chan fa m i l ia r  w ith  th e  c o m p le x it ie s  o f  th e  
U .S . F ed era l Government system .

Second , th e  in t r o d u c t io n  o f  program  b u d g e tin g  was n o t  p re ce d e d  by 
any s e r io u s  a n a ly s is  o f  the s u i t a b i l i t y  o f  th e  F ed era l s t r u c tu r e  f o r  i t ,  
n or  o f  th e  a d m in is tr a t iv e , p o l i t i c a l  and t e c h n ic a l  a s p e c ts  o f  i t .  The 
im p o s it io n  o f  the system  from  above w ith ou t any p r e p a r a t io n  o r  ta k in g  
a ccou n t o f  the manpower and o th e r  requ irem en ts condemned the experim en t to  
f a i lu r e  b e fo r e  i t  began .

T h ird , th e  en cou ra g in g  e x p e r ie n ce s  in  th e  D efense  Departm ent 
p rov ed  e lu s iv e  e lsew h ere . Q u a n t if ia b le  o b je c t i v e s ,  the v i t a l  raw m a te r ia l 
o f  PPBS, were c o n s id e r a b ly  more d i f f i c u l t  to  i d e n t i f y .  There was, 
m oreover, an in e v i t a b le  c la s h  betw een  the co n ce p t  o f  q u a n t i f ia b le  
o b je c t iv e s  in  the program  b u d g etin g  sen se  and th e  i m p l i c i t  o b je c t i v e  
fu n c t io n  o f  th e  F ed era l A d m in is tra t io n  as ex p re sse d  in  i t s  m ores and 
a d m in is tr a t iv e  s t r u c t u r e . T h is alw ays o c c u r s  t o  some e x te n t ,  and i t  i s  
u n r e a l i s t i c  t o  hope to  adapt a com plex p o l i t i c a l  s t r u c tu r e  t o  program ing 
id e a s  e x c e p t  v e ry  g ra d u a lly  and, even  th en , in c o m p le te ly . However, i t  i s  
n e ce ssa ry  t o  t r y  t o  in su re  a minimum o f  co n fo rm ity  t o  th e  id e a ls  o f  the new 
system  b y  h a v in g , w ith in  the A d m in is tra t io n , a t  l e a s t  one body  d e d ic a te d  to  
i t s  management and d is s e m in a t io n . T h is was m iss in g  in  the U n ited  S ta te s .

F ou rth , th e  in t r o d u c t io n  o f  PPBS en cou n tered  a S u b tle  b u t 
n o n e th e le ss  fo rm id a b le  o p p o s it io n  from  a d m in is tr a t io n  fu n c t io n a r ie s .  As i t  
was n o t  in s te a d  o f ,  bu t ra th e r  in  a d d it io n  t o ,  th e  t r a d i t i o n a l  bu d g etary  
p ro ce d u re s , i t  in c re a se d  the volume o f  work s u b s t a n t ia l ly .  O f f i c i a l s  were 
ch arged  w ith  the p re p a ra t io n  o f  the "norm al” b u d g et, p lu s  th e  program s 
bu dget and a crossw a lk  document (m a tr ix ) l in k in g  the two. O f f i c i a l s  a l s o  
re se n te d  what th ey  saw as the in t r u s io n  o f  a n a ly s ts  and o th e r  t e c h n ic ia n s , 
ch arged  w ith  the p la n n in g  fu n c t io n s , in to  t h e i r  dom ain. F req u en tly  the 
a n a ly s ts  d is p la y e d  la c k  o f  knowledge o r  a p p r e c ia t io n  o f  th e  d i f f i c u l t i e s  
In v o lv e d  in  the p r a c t i c a l  a p p l ic a t io n  o f  t h e ir  t h e o r ie s .  Resentm ent o f  
overw orked o f f i c i a l s  was a ls o  r e in fo r c e d  by  the know ledge th a t  the com plex 
and c o n t r o v e r s ia l  program s c o u ld  be seen  to  have l i t t l e  o r  no in f lu e n c e  
o v e r  the a c tu a l  a l l o c a t i o n  o f  r e s o u r c e s .

C. Belgium

The approach  adop ted  in  Belgium  from  the la t e  1960s onwards, 
d i f f e r s  in  s e v e r a l  im portant r e s p e c t s  from  th a t o f  the U n ited  S t a t e s .2 
In s te a d  o f  s t a r t in g  from  a g lo b a l  o r  c e n t r a l iz e d  p la n n in g  c o n c e p t , th e  
B e lg ia n s  attem pted  to  id e n t i f y  and sy ste m a tiz e  the  a c t io n s  fo l lo w e d  and the

2/ Garamfalvi SE c i t .
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o b je c t iv e s  pursued by in d iv id u a l  m in is t r ie s .  T h is approach  had the 
advantage o f  i d e n t i fy in g ,  a t  an e a r ly  s ta g e , the c o n t r a d ic t io n s  betw een 
d e c la r e d  o b je c t iv e s  and o b je c t iv e s  a c t u a l ly  pursued in  a cco rd a n ce  w ith  
a c t io n s  tak en . The e x e r c is e  was d e v e lop ed  in t o  the e la b o r a t io n  o f  programs 
a t  a m in is t r y -b y -m in is t r y  l e v e l ,  and then  co n v e r te d  in t o  program  b u d gets  
w ith  f in a n c ia l  v a lu e s  a tta ch e d  t o  the e x p e c te d  in p u ts  and o u tp u ts . Two 
m in is t r ie s ,  A g r ic u ltu r e  and H ea lth , were ch osen  f o r  the p i l o t  ex p erim en ts , 
and betw een  1969 and 1971 th e  o p e r a t io n  was ex ten ded  to  f i v e  more e n t i t i e s  
(th e  M in is t r ie s  o f  Labor and Employment, and o f  S o c ia l  S e c u r ity ,  the P ost 
O f f i c e ,  S c i e n t i f i c  E sta b lish m en ts ,. and, a t  i t s  own r e q u e s t , the  N a tion a l 
S avings Bank). A f t e r  1971, th e  bu d getary  re q u e s ts  a t  m in is t e r ia l  l e v e l  
c o u ld  be  made in  w h o lly  program  form  f o r  the two m ost advanced m in is t r ie s  
(A g r ic u ltu r e  and Labor and Employment). U n fo rtu n a te ly , t h is  was the h igh  
p o in t  o f  the B e lg ia n  experim en t. The e x te n s io n  to  o th e r  m in is t r ie s ,  and 
the in te g r a t io n  o f  the program ing approach  in to  t r a d i t io n a l  bu dgetary  
p roced u res  and a l lo c a t io n s  n ever took  p la c e .  The d e c i s io n  to  " fo r m a liz e "  
the system  was n o t taken  and i t  a c c o r d in g ly  f e l l  in to  d is u s e . A f t e r  1973, 
the method was p r o g r e s s iv e ly  abandoned by  th ose  m in is t r ie s  w hich  had 
adop ted  i t  and the c e n t r a l  team e s ta b lis h e d  to  c o o r d in a te  and a s s i s t  
program b u d g etin g  was d ism a n tled .

Four main reason s may be i d e n t i f i e d  f o r  th e  f a i lu r e  o f  the 
B e lg ia n  experim en t. F i r s t ,  n o t  o n ly  the p a r a l l e l  con tin u a n ce  o f  
t r a d i t i o n a l  bu d g etary  p ro ce d u re s , bu t a ls o  the f a i lu r e  o f  the p o l i t i c a l  
a u t h o r i t ie s  t o  g iv e  any w eigh t t o  program b u d g e tin g  meant th a t  the l a t t e r  
n ever l o s t  i t s  aura o f  b e in g  no more than a r a th e r  academ ic experim en t. 
Second, c l o s e  involvem ent and u n derstan d in g  o f  the new method was c o n fin e d  
to  r e l a t i v e l y  few  s e n io r  o f f i c i a l s  and l i t t l e  attem pt was made to  t r a in  o r  
encourage a sym path etic  a t t i tu d e  among the c i v i l  se rv a n ts  r e s p o n s ib le  f o r  
p rep a r in g  m in is t e r ia l  b u d g e ts . T h ird , the c o r e  i n s t i t u t io n s  in  the 
bu dgetary  p r o ce s s  ( f o r  exam ple, the F inance In s p e c to r a te  and Budget 
D ir e c to r a te  o f  the Finance M in is try , the P arliam ent and the O f f i c e  o f  the 
A ccountant G en era l) were n o t  in v o lv e d  in  the p io n e e r in g  o f  the system^ and 
n ever d is p la y e d  more than a q u a l i f i e d  enthusiasm  f o r  i t .  F ourth , th ose  who 
t r i e d  to  a p p ly  the system  s w i f t l y  found th a t i t  was im p r a c t ic a l  in  the  
absence o f  a f u l l y  com pu terized  management in fo rm a tio n  system . A t the time 
few , i f  any, B e lg ia n  m in is t r ie s  p o s se ss e d  such system s.

D. France

France i s ,  perh aps, the cou n try  which has gone the fu r th e s t  in  
the p r a c t i c a l  a p p l ic a t io n  o f  program b u d g e tin g . More than in  most 
in d u s t r ia l iz e d ,  n o n -S o c ia l is t  s o c i e t i e s ,  econom ic p la n n in g  e n joy ed  
c o n s id e r a b le  p r e s t ig e  in  France, a t  l e a s t  u n t i l  the 1970s, b o th  as an 
a u t h o r i t a t iv e  fo r e c a s t  o f  the French economy and as a statem ent o f  prop osed  
governm ent p o l i c i e s .^  N e v e r th e le ss , even in  France the  econom ic

3 /  The p io n e e r  work was done by  s c h o la r s  and c i v i l  se rv a n ts  from  the chosen  
m in is t r ie s  and was lo c a te d  in  the I n s t i t u t  A d m in is tr a t io n -U n iv e r s ite , an 
independent body which c a r r ie s  ou t re se a rch  work in  p u b l ic  
a d m in is tra t io n  in  Belgium in  c o l la b o r a t io n  w ith  the C i v i l  S e rv ice  
M in is try .

4 /  See "French P lanning Reforms 1981-84" by M artin  Cave, Brunei U n iv e r s ity , 
1986.
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v i c i s s i t u d e s  o f  the 1970s, com bined w ith  an in c r e a s in g ly  " f r e e  m arket" 
o r ie n t a t io n  o f  econom ic p o l i c y  t o  push p la n n in g  in to  d is r e p u te .  Top be 
s u re , p la n s  co n tin u e d  to  be prod u ced ; b u t  the s ix t h  p la n  (1 9 7 1 -7 5 ) was 
d is r u p te d  by  the r e c e s s io n  f o l lo w in g  the f i r s t  o i l  sh ock , w h ile  the 
ex p a n sion a ry  seven th  p la n  c o l l i d e d  w ith  the a u s t e r i t y  program  o f  Prime 
M in is te r  Raymond B arre in  the la t e  1970s. I t  was o n ly  a f t e r  th e  e l e c t i o n  
o f  a S o c i a l i s t  A d m in is tra t io n  in  May 1981, th a t  p la n n in g  began  t o  b e  taken  
s e r i o u s ly  a g a in  a t  a h ig h  p o l i t i c a l  l e v e l .

I t  i s  im portan t t o  b ea r  t h i s  background in  mind when c o n s id e r in g  
th e  French e x p e r ie n ce  w ith  program  b u d g e t in g : t h is  w as, in  e s s e n c e , the
a p p l ic a t io n  o f  p la n n in g  p r in c ip l e s  t o  th e  annual b u d g e t in g  e x e r c i s e  and a 
means o f  l in k in g  the  l a t t e r  t o  the p la n n in g  p r o c e s s .  As program  b u d g e tin g  
was e f f e c t i v e l y  launched  in  France o n ly  in  1970, i t s  e a r ly  y e a rs  were 
in e v i t a b ly  ta in te d  by  what was seen  as the in c r e a s in g  i r r e le v a n c e  o f  
p la n n in g .

M oreover, s e v e r a l  o th e r  in d u s t r ia l  c o u n t r ie s  a ttem p ted  to  
in tro d u ce  program  b u d g etin g  b ro a d ly  a lo n g  the l in e s  f i r s t  d e v e lo p e d  in  the 
U n ited  S ta te s . T h e ir  m ixed e x p e r ie n ce s  have a l s o  had an im pact on the 
French exp erim en t. The French, how ever, p e r s is t e d  and i t  w ould appear th a t 
the c o n ce p t  i s  g a in in g  ground, a l b e i t  s lo w ly . Even in  France th e re  i s  a 
lo n g  way to  go b e fo r e  program b u d g etin g  i s  f u l l y  a c c e p te d  o r  in te g r a te d  
in t o  r e g u la r  p roced u res  bu t the French a v o id ed  some o f  the m istak es o f  the 
U .S . and B e lg ia n  ex p erim en ts , and t h e i r  e x p e r ie n ce  p ro v id e s  a number o f  
im portan t l e s s o n s .

Program b u d g etin g  in  France attem pts to  ca p tu re  the c o n ce p t  o f  
perform ance e v a lu a t io n  by r e s u l t s  in tro d u ce d  in  the o r i g i n a l  Am erican PPBS 
id e a .3 However, in  France i t  was launched in  a more f l e x i b l e  form ; no 
d i r e c t i v e  o r  g e n e ra l in s t r u c t io n s  were is su e d  by  the c o r e  m in is t r ie s  and 
c o o r d in a t io n  was e n tru s te d  to  an I n t e r m in is t e r ia l  Commission e s t a b l is h e d  in  
Septem ber 1970. T h is Commission i s  e x p e c te d  to  "m on itor  and c o o r d in a te  the 
developm ent o f  the (program  b u d g e tin g ) ta sk s undertaken  in  each  m in is tr y  
and to  p rop ose  to  the Government the s e t t in g  up o f  p ro ce d u re s  t o  a ssu re  a 
p e r io d i c  c o n t r o l  o f  the r e s u l t s  a t ta in e d  from  t h is  w ork ."

Perhaps becau se  o f  t h is  r e l a t i v e l y  f l e x i b l e  app roach , program  
b u d g etin g  in c re a s e d  i t s  cov era g e  o f  p u b l ic  ex p en d itu re  a c t i v i t i e s  in  
F rance, o f t e n  a t  the i n i t i a t i v e  o f  in d iv id u a l  m in is t r ie s  and a g e n c ie s . By 
1974, f i f t y  a n a ly t ic a l  s tu d ie s  had been  com p leted  o r  were underway and f i v e  
m in is t r ie s  had p rep ared  program bu dgets which were annexed to  the f in a n c e  
(b u d g e t) law o f  1975. By the mid 1980s, program bu dgets p re s e n t  a r i c h  and 
sy s te m a tic  sou rce  o f  in fo rm a tio n  about the g re a t  b u lk  o f  p u b l i c  s e c t o r  
a c t i v i t i e s .  The 1984 b u d g et, p rep ared  in  1983, co n ta in e d  annexed program s 
in  91 g e n e ra l a reas and 395 sep a ra te  su b -g rou p in g s  r e p r e s e n t in g  a t o t a l  
e x p en d itu re  o f  850 b i l l i o n  fra n c s  (o v e r  90 p e r ce n t  o f  a l l  s t a t e

5 /  The fo l lo w in g  paragraphs draw upon an e x c e l l e n t  e v a lu a t io n  o f  the French 
program b u d g etin g  e x p e r ie n ce  in  R obert P o in sa rd : "Les Budgets de 
Programmes, Quinze Ans A pres" in  "Econom ie e t  P r e v is io n "  p u b lish e d  by 
the F inance M in is try , Year 1 9 8 5 /5 , Number 71.
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e x p e n d itu r e s  f o r e s e e n  under th e  b u d g et a p a r t  from  d e b t  s e r v i c i n g  and some 
s p e c i a l  a c c o u n t ) . As a r e s u l t  o f  t h i s  e x p a n s io n , c e r t a i n  "g o o d  h a b i t s ” 
have becom e in c u lc a t e d  and in  some c a s e s  have becom e l e g a l  re q u ire m e n ts .
The c a r r y in g  o u t  o f  c o s t  b e n e f i t  a n a ly s i s ,  f o r  exam ple , i s  o b l i g a t o r y  and 
th e  a b s e n ce  o f  su ch  a n a ly s is  o r  o f  a  p o s i t i v e  r a t e  o f  r e tu r n  h as l e d  t o  
a d m in is t r a t iv e  d e c i s i o n s  b e in g  r e v e r s e d  a t  m i n i s t e r i a l  o r  c a b in e t  l e v e l .

D e s p ite  th e s e  im p orta n t a d v a n ce s , program  b u d g e t in g , ev en  in  
F ra n ce , has n o t  becom e f u l l y  in t e g r a t e d  i n t o  th e  b u d g e ta ry  d e c is io n -m a k in g  
p r o c e s s .  D u rin g  th e  1 9 7 0 s , th e  b u d g e ta ry  annexes p re p a r e d  u n der program  
form , w h ile  ex p a n d in g  in  num ber, d id  n o t  p r o v id e  th e  b a s is  f o r  a c t u a l  
e x p e n d itu r e s  v o t e d  in t o  th e  b u d g e ta ry  la w . As n o te d  a b o v e , t h i s  c o in c id e d  
w ith  th e  in c r e a s in g  d is r e p u t e  o f  th e  p la n n in g  p r o c e s s  p e r  s e . G ra d u a lly , 
th e  i n i t i a l  a m b it io n  o f  f u l l  in t e g r a t i o n  in t o  th e  b u d g e ta ry  system  has been  
de f a c t o  abandoned . Even th e  r e v iv a l  o f  p la n n in g  u nder th e  S o c i a l i s t  
A d m in is t r a t io n  has n o t  r e v e r s e d  t h i s  t r e n d . In s te a d , new and p o t e n t i a l l y  
p r o d u c t iv e  u s e s  a re  b e in g  fou n d  f o r  program  b u d g e t in g . I t s  b e g in n in g s  in  
F ran ce  c o in c id e d  w ith  a p e r i o d  o f  grow th  and in c r e a s in g  r e s o u r c e s .  I t  was 
in te n d e d  b o th  t o  com plem ent and t o  draw upon a c e n t r a l i z e d  system  o f  
i n d i c a t i v e  p la n n in g  aim ed a t  m ax im izin g  th e  r a t i o n a l  u se  o f  th e s e  grow in g  
r e s o u r c e s .  As th e  e x t e r n a l  en v iron m en t w orsen ed , th e s e  a m b it io n s  se e m in g ly  
dimmed in t o  i r r e l e v a n c e .  H ow ever, th e  p e r s i s t e n c e  o f  th e  F ren ch  c i v i l  
s e r v i c e  a p p a ra tu s w ith  program  b u d g e t in g , d e s p i t e  i t s  a l i e n a t i o n  from  th e  
f i n a l  d e c is io n -m a k in g  p r o c e s s ,  meant th a t  n o t  o n ly  th e  a d m in is t r a t iv e  
m a ch in ery , b u t  a l s o  th e  n e c e s s a r y  t e c h n i c a l  and i n t e l l e c t u a l  c a p a b i l i t i e s ,  
w ere s t i l l  a v a i la b le  t o  p u t th e  in stru m en t t o  o th e r  u s e s .  T hese l a t t e r  
w ere m ore c o m p a t ib le  w ith  an en v iron m en t o f  s c a r c i t y  and fu t u r e  u n c e r t a in t y  
than  o f  abu n da n ce . Thus, a f t e r  1980, program  b u d g e t in g  has b een  marked b y  
g r e a t e r  em phasis on  in c r e a s in g  th e  p r o d u c t iv i t y  o f  th e  a d m in is t r a t io n  and 
on  r e i n f o r c i n g  th e  c o o r d in a t io n  and c o m p a t i b i l i t y  o f  c o s t  b e n e f i t  and o th e r  
s t u d ie s  aim ed a t  e n l ig h t e n in g  th e  c h o i c e  betw een  a l t e r n a t i v e  e x p e n d itu r e s .

The f a i l u r e  t o  r e a l i z e  th e  o r i g i n a l  a m b it io n  o f  f u l l  in t e g r a t i o n  
o f  th e  program  ap p roa ch  in t o  th e  b u d g e ta ry  d e c is io n -m a k in g  i s  n o t  e n t i r e l y  
due t o  e x t e r n a l  f a c t o r s .  I n t e r n a l  e lem en ts  a re  a l s o  a t  w ork from  w hich  
im p o rta n t le s s o n s  ca n  b e  drawn f o r  d e v e lo p in g  c o u n t r ie s .  F i r s t ,  
c o n c e p t u a l ly ,  th e  program s f r e q u e n t ly  f a i l  t o  s p e c i f y  t h e i r  f i n a l  o b j e c t i v e  
and i t s  tim e fram e w ith  th e  same d e g re e  o f  p r e c i s i o n  as th e  a d m in is t r a t iv e ,  
f i n a n c i a l  and p h y s i c a l  means th a t  a re  t o  b e  u se d . C o n se q u e n tly , im pact 
i n d i c a t o r s  ten d  t o  b e  r e le g a t e d  t o  a more m odest r o l e  and a r e  som etim es 
a b s e n t  a l t o g e t h e r .  The program  b u d g e ts  th u s f a l l s  f a r  s h o r t  o f  th e  
"p r o d u c t io n  f u n c t io n ” i d e a l  w h ich  aim s t o  show th e  e f f e c t  on  " o u t p u t ” o f  
c e r t a i n  co m b in a tio n s  o f  " in p u t " .

S econ d , th e  e f f o r t s  s u f f e r  from  la c k  o f  b a s i c  d a ta , and from  
d is p u t e s  a b ou t i n t e r p r e t a t i o n  o f  th e  in fo r m a t io n  th a t  was a v a i l a b l e .  For 
exam ple , f o r  some c i v i l  s e r v a n ts  th e  c o s t  o f  an a c t i v i t y  means o n ly  th o s e  
j u r i d i c a l l y  and f i n a n c i a l l y  l in k e d  t o  i t ;  f o r  o t h e r s ,  i t  h as a w id e r , more 
econ om ic  c o n n o ta t io n  w ith  e x t e r n a l i t i e s  f u l l y  ta k en  in t o  a c c o u n t . O fte n  
th e  fo rm er won th e  day i f  o n ly  b e ca u se  th o s e  e la b o r a t in g  th e  program  a re  
f o r c e d  t o  r e s o r t  t o  in a d eq u a te  g lo b a l  d a ta  a v a i la b le  from  th e  n a t io n a l  
a c c o u n t s .
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T h ird , c o n s id e r a b le  d i f f i c u l t y  i s  en cou n tered  in  e s t a b l i s h in g  and 
m a in ta in in g  the forw ard  ch a r a c te r  o f  the program  b u d g e ts . The overw helm ing 
i n s t i t u t i o n a l ,  p o l i t i c a l  and l e g a l  c o n c e n tr a t io n  rem ains on  th e  annual 
b u d g e t . The program  b u d gets  a re  forw ard  b u d g ets  o f  th re e  y e a r s .  The 
c ro ssw a lk  betw een  the r o l l i n g  th r e e -y e a r  bu dget and the annual e x e r c i s e  
le a d in g  t o  the f in a n c e  law was n ev er  p r o p e r ly  c o n s t r u c t e d .6 The program  
b u d g ets  have no l e g a l  f o r c e  w h a tsoev er . I n e v it a b le  f o r e c a s t in g  problem s 
and con seq u en t weakened c r e d i b i l i t y  compound t h is  prob lem .

F ou rth , the lin k a g e  betw een  b roa d  p la n n in g  o b je c t i v e s  and th o se  
o f  the forw a rd  bu dget i s  a ls o  weak, on  b o th  th e  i n s t i t u t i o n a l  and t e c h n ic a l  
p la n e s . The p la n s  c o n s i s t  o f  vague and g e n e ra l g o a ls  w hich  a re  f a r  from  
ea sy  to  narrow  down t o  q u a n t i f ia b le  o b je c t i v e s ,  th e  im pact o f  w hich  can  be 
m easured. These d i f f i c u l t i e s  can  o n ly  be compounded when the 
q u a n t i f i c a t io n  i s  done by  s e c t o r  m in is t r ie s  and e x e c u t in g  a g e n c ie s  w ith ou t 
adequate p a r t i c ip a t i o n  by  th ose  who p rep a re  th e  p la n .

F i f t h ,  the r e l a t iv e  la c k  o f  im portance a c co rd e d  t o  program  
b u d g e tin g  by  d e c is io n -m a k e rs  has in e v i t a b ly  had i t s  t o l l  on  th e  m orale and 
q u a l i t y  o f  work o f  th ose  r e s p o n s ib le  f o r  i t .  In  some c a s e s ,  the program  
b u d g etin g  o f f i c e  in  a m in is tr y  has been  c lo s e d  and i t s  work taken  o v e r  by  
the g e n e ra l b u d g e tin g  o f f i c e  which i s  a ls o  r e s p o n s ib le  f o r  a la r g e  number 
o f  o th e r  ta s k s . T e c h n ica l and e x e cu t in g  a g e n c ie s  have become r e lu c t a n t  t o  
e la b o r a te  c o m p lica te d  s e t s  o f  in fo rm a tio n  f o r  an a c t i v i t y  w hich  th ey  se e  as 
supplem entary. The s k i l l s  and te ch n iq u es  used to  p rep a re  th e  program s have 
become somewhat s tu n te d  in  t h e i r  developm ent due t o  la c k  o f  adequate 
t r a in in g  and p r o fe s s io n a l  s t im u lu s . The a d m in is tr a t iv e  m echanics and 
p roce d u re s  f o r  p ro d u cin g  the documents are  co n se q u e n tly  show ing s ig n s  o f  
wear and t e a r  and an in c r e a s in g  ten den cy  to  jam up. T h is , o f  c o u r s e , 
c o n t r ib u te s  t o  the  a forem en tion ed  d e la y s , th ereb y  c r e a t in g  som eth ing  o f  a 
v i c i o u s  c i r c l e .  The con tin u ed  d e v o t io n  o f  e n t h u s ia s t ic  d i s c i p l e s  o f  the 
approach  i s  i n s u f f i c i e n t  to  a r r e s t  t h is  g radu a l d eca y . S im ila r ly ,  on  the 
demand s id e ,  a c e r t a in  l o s s  o f  v ig o r  c o u ld  be n o te d  by  the end o f  the 
1970s. Many l e g i s l a t o r s  en cou n tered  d i f f i c u l t y  in  a b s o rb in g  th e  le n g th y  
and dense m a te r ia l  a s s o c ia t e d  w ith  the program  b u d gets  and t h e i r  d e s ir e  to  
t r y  waned as th ey  o b se rv e d  th e  a l ie n a t io n  o f  th e  te ch n iq u e  from  d e c i s io n  
m aking. In  1979, seven  m in is t r ie s ?  which r e g u la r ly  p rep a re  program  bu dgets 
were asked  i f  th e se  p la y e d  a s i g n i f i c a n t  r o l e  in  t h e i r  n e g o t ia t io n s  w ith  
o th e r  p a r ts  o f  the  a d m in is tra t io n  f o r  the o b ta in in g  o f  fu n d s . A l l  r e p l i e d  
in  th e  n e g a t iv e . R ath er, they  were h e ld  in  r e s e r v e  t o  b e  u sed  o n ly  i f  the 
co u rse  o f  the bu d g etary  d ia lo g u e  so  d ic t a t e d  and o n ly  i f  the n e ce ssa ry  
docum ents and in fo rm a tio n  c o u ld  be  made a v a i la b le  in  a t im e ly  manner.

6 /  T h is  prob lem  i s  w orsened by  th e  p o o r ly  c o o r d in a te d  tim in g  o f  th e
p r e p a r a t io n  o f  program  bu dgets and th a t  o f  the annual f in a n c e  law . Each 
program  docum ent, a lth ou gh  ex trem ely  len g th y  and d e t a i l e d ,  i s  o n ly  
a v a i la b le  to  l e g i s l a t o r s  a few  d ay s, a t  b e s t ,  b e fo r e  the d e f i n i t i v e  
v o t in g  on the a l lo c a t io n s  under the annual f in a n c e  law .

7 /  A g r ic u ltu r e ,  Economy and Budget, E d u ca tion , In d u s try , E nvironm ent, 
H ea lth , Labor and T ra n sp ort.
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I t  w ould n e v e r th e le s s  be a m istak e to  co n c lu d e  from  the above 
th a t  program  b u d g e tin g  In  France i s  a dead l e t t e r .  The r e v iv a l  o f  p la n n in g  
and th e  a d o p t io n  o f  R a t io n a l B udgetary  C h oice  t o  a more a u s te r e  environm ent 
have g iv e n  i t  a new le a s e  o f  l i f e .  T ech n iqu es le a rn e d  and d e v e lo p e d  s in c e  
1970 a re  b e in g  a p p l ie d  in  the p r e p a r a t io n  o f  P r i o r i t y  A c t io n  P l a n s - - " c o r e ” 
e x p e n d itu re s  in  tim es o f  f i s c a l  s h o r ta g e . ® As n o te d  e a r l i e r ,  th e  program s 
approach  i s  b e in g  u sed  t o  s tu d y  ways o f  in c r e a s in g  th e  a d m in is t r a t io n 's  
p r o d u c t iv i t y .  E q u a lly  im p orta n t, a t  a  t e c h n ic a l  l e v e l ,  have b een  th e  
e f f o r t s  made t o  r e c o n c i l e  the n om en cla tu res o f  th e  program s and the r e g u la r  
b u d g e ts . T h is  has w orked in  fa v o r  o f  th e  program s approach  th rou g h , f i r s t ,  
th e  a n n ex a tion  o f  program  t a b le s  t o  l e g a l  bu dget docum ents and, se con d , 
through  th e  in c r e a s in g  a d a p ta t io n  o f  t r a d i t i o n a l  n om en clatu re  to  a 
program ing s t r u c t u r e .  These developm ents en cou rage  the b e l i e f  ch at a t  
l e a s t  key e lem en ts in  th e  program  approach  w i l l  n o t  o n ly  become more 
in te g r a te d  in t o  the bu d g etary  p r o c e s s  and bu t a l s o  ex ten d ed  to  a s s e s s  p a s t  
perform an ce  and im prove b u d g eta ry  c o n t r o l  m echanism s.

E. H olla n d

As in  F ran ce , program  b u d g e tin g  in  H ollan d  d e v e lo p e d  in  the  1970s 
in  re sp on se  t o  experim en ts con d u cted  e lse w h e re . In  1971, the M in is te r  o f  
F inance e s t a b l is h e d  an In te rd ep a rtm en ta l Com m ission, c h a ir e d  b y  the 
D ir e c t o r  G en era l o f  th e  B udget, t o  d e v e lo p  m eth o d o lo g ie s  and te ch n iq u e s  f o r  
ex  an te  e v a lu a t io n . The e f f o r t s  o f  the  Com m ission were ex ten d ed  to  p erform  
a com prehensive  a n a ly s is  o f  th e  o b je c t i v e s  o f  a l l  th e  m in is t r ie s  in  a 
manner c h a r a c t e r i s t i c  o f  t h e  c e n t r a l iz e d  approach  o f  th e  t im e . P o l i t i c i a n s  
and c i v i l  s e r v a n ts , how ever, f e l t  th e  e x e r c i s e  t o  be  n o t  o n ly  cumbersome 
b u t th r e a te n in g . Few s tu d ie s  w ere com p leted  and th e  com m ission  had to  
adm it f a i l u r e  in  i t s  e v a lu a t io n  r e p o r t .

In  1982, th e  Dutch a u t h o r i t ie s  d e c id e d  on a new app roach . The 
Commission was a b o l is h e d , and m in is t r ie s  th em selves were made r e s p o n s ib le  
f o r  t h e i r  own p o l i c y  a n a ly s is  s t u d ie s .  A new departm ent f o r  p o l i c y  
a n a ly s is  was c r e a te d  in  the M in is try  o f  F inance t o  p r o v id e  g u id a n ce . 
T ra in in g  f a c i l i t i e s  were expanded, the developm ent o f  te ch n iq u e s  became 
more fo c u s s e d  on th e  o p e r a t io n a l  prob lem s fa c e d  by  s e c t o r  m in is t r ie s ,  and 
a g e n c ie s  w ere g iv e n  e n la rg e d  p o s s i b i l i t i e s  f o r  en gagin g  o u t s id e  
c o n s u lta n ts .  In  1984, a permanent mechanism was e s t a b l is h e d  to  p erm it the 
fo rm a l exchange o f  v iew s and e x p e r ie n ce s  o f  the new approach  on a n a t io n a l  
and r e g io n a l  l e v e l .  W orkshops and sem inars fo l lo w e d , by  no means c o n fin e d  
to  c i v i l  s e rv a n ts  o r  even  t o  Dutch n a t io n a ls .

What has em erged from  t h is  p r o c e s s  i s  an in t e r e s t in g  h y b r id  o f  
the r a t io n a l  o r  program  approach  to  p o licy -m a k in g  and ex p e n d itu re  
management, and th e  t r a d i t i o n a l  method o f  "m uddling th r o u g h ."9  P o l i t i c a l l y ,

8 /  A lth ou gh , a g a in , th e  r e la t io n s h ip  betw een  P r i o r i t y  A c t io n  P lans and 
program  b u d g ets  p rep a red  by  the same agency i s  n o t  alw ays c l e a r .

9 /  See "Some Im portant E x p erien ces  w ith  P o l ic y  A n a ly s is  and P erform ance 
B udgeting  in  the Dutch C en tra l Government" by A. S orber and J . S c h i ld ,  
in  " I n te r n a t io n a l  Review  o f  A d m in is tra t iv e  S c ie n c e s " ,  Septem ber 1986.
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th e  l a t t e r  has much t o  b e  s a id  f o r  I t :  i t  ta k e s  f u l l  a c c o u n t  o f  th e  n eed  
t o  n e g o t ia t e  and t o  r e c o g n iz e  th a t  th e  end  i s  o f t e n  a f u n c t io n  o f  th e  means 
c h o s e n  t o  a t t a i n  i t .  The i n t r o d u c t i o n  o f  program  te c h n iq u e s  h a s  b e e n  
g ra d u a l and b y  and la r g e  v o lu n t a r y .  The o n ly  l e g a l  re q u ire m e n t  i s  t h a t  o f  
th e  G overnm ent A cco u n ts  A c t  o f  1976 w h ich  s t i p u l a t e s  t h a t  " t o  ea ch  r e le v a n t  
c h a p te r  o f  th e  e x p e n d itu r e  e s t im a te s  th e r e  s h a l l  b e  a t ta c h e d  an annex 
g iv i n g  in fo r m a t io n ,  in  r e l a t i o n  t o  th o s e  e x p e n d itu r e s  f o r  w h ich  t h i s  i s  
p o s s i b l e  and a p p r o p r ia te  (my i t a l i c s ) , on  th e  r e s u l t s  a t t a in e d  i n  
c o n se q u e n ce  o f  th e  a c t i v i t i e s  f o r  w h ich  th e  e x p e n d itu r e s  a r e  in c u r r e d  and 
on  th e  r e s o u r c e s  a s s o c ia t e d  w ith  th o s e  r e s u l t s . "  The d e c i s i o n  on  w hat i s  
" p o s s i b l e ” o r  " a p p r o p r ia t e ” i s  ta k en  b y  ea ch  m in is t r y .

A lth ou g h  program  b u d g e t in g  i s  s t i l l  f a r  from  f u l l y  in t e g r a t e d  
i n t o  th e  D utch b u d g e ta ry  p r o c e s s ,  c o n s id e r a b le  a d v a n ces  h ave b e e n  made 
w h ich  b e a r  w itn e s s  t o  th e  s u c c e s s  o f  a g r a d u a l, d e c e n t r a l i z e d  a p p ro a ch .
C o s t  b e n e f i t  a n a ly s i s  i s  n e a r ly  a lw ays u sed  t o  e v a lu a te  in f r a s t r u c t u r e  
p r o j e c t s .  N ot o n ly  t h i s ,  b u t  p o l i c y  a n a ly s i s  te c h n iq u e s  (d e v e lo p m e n t o f  
s e c t o r a l  s t r a t e g i e s  w ith  q u a n t i f ia b le  g o a ls  and c o s t  in p u ts  and th e  
a p p l i c a t i o n  o f  c o s t  b e n e f i t  te c h n iq u e s  t o  g u id e  e x p e n d itu r e  c h o i c e s )  have 
b e e n  expanded  i n t o  a r e a s  su ch  a s  h e a l t h ,  th e  la b o r  m arket and cr im e  
p r e v e n t io n .  B etw een l a t e  1984 and m id 19 8 6 , m e t h o d o lo g ic a l  a d v ic e  on  
t e c h n iq u e s  o f  p r o j e c t  and program  e v a lu a t io n  was p r o v id e d  b y  F in a n ce  
M in is t r y  and p r i v a t e  c o n s u l t a n c ie s  t o  m i n is t r ie s  a s  d iv e r s e  a s  Home 
A f f a i r s ,  F o r e ig n  A f f a i r s ,  E conom ic A f f a i r s ,  S o c i a l  A f f a i r s  and Em ploym ent, 
E d u ca t io n  and S c ie n c e ,  H ou sin g , P h y s ic a l  P la n n in g  and E n viron m en t, and 
H e a lth . The t r a in in g  " i n f r a s t r u c t u r e " 'a n d  th e  su p p ly  o f  e x p e r t i s e  h as b een  
k e p t  f l e x i b l e  and m e th o d o lo g ie s  a re  c o n s t a n t ly  b e in g  r e v is e d  and u p d a te d  in  
a c c o r d a n c e  w ith  th e  le s s o n s  o f  e x p e r ie n c e .

A n oth er  i n t e r e s t i n g  f e a t u r e  o f  th e  D utch  e x p e r ie n c e  i s  th e  le n g th  
o f  tim e ta k e n  f o r  d e c i s i o n s  t o  e v o lv e  and f o r  sy stem s t o  ch an ge 
c o r r e s p o n d in g ly .  The fo rm a l in t r o d u c t io n  o f  program  b u d g e t in g  in  1976 had 
b e e n  p r e c e d e d  b y  d e ca d e s  o f  d i s c u s s i o n  and e x p e r im e n ta t io n : th e  id e a  had
f i r s t  b e e n  p u t  fo rw a rd  b y  two F in an ce  M in is t r y  o f f i c i a l s  f o l l o w i n g  a v i s i t  
t o  th e  U n ite d  S ta te s  in  1950 . In  k e e p in g  w ith  th e  t r a d i t i o n  o f  
c o n s u l t a t i o n  and d e c e n t r a l i z e d  d e c is io n -s ta k in g , th e  c o r e  m i n i s t r i e s  
g r a d u a l ly  a l lo w e d  a co n se n su s  t o  b u i l d  up r a t h e r  than  im p o s in g  sy stem s from  
th e  c e n t e r .  As n o te d  e a r l i e r ,  ev en  th e  r a t h e r  t o o t h l e s s  i n t e r m in i s t e r i a l  
c o n m is s io n  was d i s s o lv e d  in  1982 .

S im i la r ly ,  th e r e  has b een  no a ttem p t t o  r e p la c e  t r a d i t i o n a l  
m ethods o f  b u d g e ta ry  a l l o c a t i o n  ev en  in  th o s e  a r e a s  w here program  
te c h n iq u e s  a re  f u l l y  a p p l ie d .  R a th e r , th e  em phasis has b e e n  on  im p rov in g  
and com plem en tin g  t r a d i t i o n a l  m eth ods. A t one e x tre m e , t r a d i t i o n a l  
b u d g e ta r y  a l l o c a t i o n  ca n  b e  v ie w e d  as a  w h o l ly  p o l i t i c a l  p r o c e s s  r e s u l t i n g  
from  n e g o t ia t io n s  b etw een  in t e r e s t e d  p a r t i e s .  A t t h i s  e x tre m e , n o t  o n ly  i s  
th e r e  no m arket m echanism  and h en ce  no " p r i c e s ” a t ta c h e d  t o  th e  in p u ts  and 
o u tp u ts  o f  governm ent s e r v i c e s ,  th e r e  i s  no n eed  f o r  su ch  a m echanism . 
A greem ents a r e  re a ch e d  on  e x p e n d itu r e  a l l o c a t i o n s  b y  " in p u t "  ( e . g .  
s t a f f i n g ,  e q u ip m e n t), w ith o u t  r e g a r d  t o  o u tp u t . T h is  p r o c e s s  i s  f r e q u e n t ly  
d om in ated  a t  a  t e c h n i c a l  l e v e l  b y  in c re m e n ta lis m , w h ile  a t  a p o l i t i c a l
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l e v e l  b o th  the p h y s ic a l  m agnitudes and the p o l i c y  o b je c t i v e s  b eh in d  the 
sums o f  money a re  a l l  to o  o f t e n  l o s t .  In  p r a c t i c e  t h is  i s ,  a t  l e a s t  in  
m ost in d u s t r ia l iz e d  c o u n tr ie s  as w e ll  as the more s o p h is t i c a t e d  d e v e lo p in g  
c o u n t r ie s ,  tem pered by  the a p p l ic a t io n  o f  some o b je c t i v e  e v a lu a t io n  
te ch n iq u e s . In  H o lla n d , the in t r o d u c t io n  o f  program  b u d g e t in g  i s  aimed to  
in c re a s e  t h is  tem pering  by  g rad u a l s t e p s .  The in t e g r a t io n  o r  a n n ex a tion  o f  
in fo rm a t io n  on  c o s t s  and o u tp u ts  i s ,  m oreover, b e in g  done in  the l e a s t  
th re a te n in g  and "system  f r i e n d l y ” way p o s s i b l e .  T h is  means u se  o f  e x is t in g  
in fo rm a t io n  and i n s t i t u t i o n a l  s t r u c tu r e s  w herever s u i t a b le  and e n su r in g  
th a t  any changes a re  f u l l y  co m p a tib le  w ith  th e  e x is t in g  b u d g et mechanism 
and p o l i t i c a l  p r o c e s s  o f  n e g o t ia t io n .  By 1986, abou t 40 p e r c e n t  o f  Dutch 
c e n t r a l  governm ent e x p e n d itu re s  were c o v e re d  by  program  b u d g ets  as a g a in s t  
90 p e r c e n t  in  F ran ce. I t  ap p ea rs , how ever, th a t  the new te ch n iq u e s  are 
b e t t e r  en tren ch ed  and more w id e ly  a c c e p te d .

F. Forward B udgeting in  Kenva10

The Kenyan bu dget system  c o n s i s t s  o f  th re e  in stru m en ts : the
forw a rd  b u d g e t , the annual d r a f t  e s t im a te s , and th e  supplem entary r e v is e d  
e s t im a te s . The forw ard  bu dget i s  a p la n n in g  t o o l  w hich sh ou ld  determ ine 
annual governm ent e x p e n d itu re s  f o r  the n ex t th re e  y e a r s . I t  was f i r s t  
in tro d u ce d  in  1973 as p a r t  o f  an e f f o r t  t o  r e la t e  th e  f i v e  y ea r  developm ent 
p la n s  w ith  the annual developm ent and r e c u r r e n t  b u d g e ts . Use o f  the 
forw ard  b u d g et as a p la n n in g  t o o l  was somewhat haphazard u n t i l  the  mid 
1980s when se v e re  f i s c a l  c o n s t r a in t s  fo r c e d  the A u t h o r it ie s  t o  p la n  the use 
o f  r e s o u r c e s  more c a r e f u l l y .  In  th e o r y , the  forw ard  b u d g et i s  meant t o  :
( i )  rev iew  the im plem entation  o f  on g o in g  program s in  the developm ent p la n  
to  ensure th a t  t h e ir  e x e c u t io n  rem ains c o n s is t e n t  w ith  n a t io n a l  p r i o r i t i e s ;
( i i )  p ro v id e  r e v is e d  f in a n c ia l  c e i l i n g s  f o r  the c u r re n t  f i s c a l  y e a r  and 
t e n t a t iv e  bu dget c e i l i n g s  f o r  the n ex t two y e a r s ; and ( i i i )  in t e g r a te  
p la n n in g  and b u d g e tin g  on a con tin u ou s  b a s is .

A p i l o t  experim ent in  the M in is try  o f  A g r ic u ltu r e  has been  s u c c e s s fu l  
in  im plem enting many o f  the fe a tu r e s  o f  a forw ard  bu dget in c lu d in g : ( i )  a 
b e t t e r  l in k  betw een  p la n n in g  and b u d g e tin g  ( i i )  e s t a b l i s h in g  more s p e c i f i c  
c r i t e r i a  f o r  d e te rm in a tio n  o f  p r i o r i t i e s ;  ( i i i )  s tre n g th e n in g  p r o j e c t  
e v a lu a t io n  and m o n ito r in g ; ( i v )  b e t t e r  in t e r g r a t io n  o f  p a r a s ta ta ls  in  the 
p la n n in g  and bu dgetary  p r o c e s s e s s ;  (v )  pay in g  more a t t e n t io n  to  p la n n in g  o f  
cu r re n t  e x p e n d itu re s  and id e n t i fy in g  the cu r re n t  e x p en d itu re  im p lic a t io n s  
o f  c a p i t a l  p r o j e c t s ;  and ( v i )  changing  the in te r n a l  s t r u c tu r e  o f  the 
m in is tr y  t o  con form  to  the requ irem en ts o f  the new b u d g eta ry  system . 
I n e v it a b ly ,  e x ten d in g  the re form  to  the r e s t  o f  the C en tra l Government has 
been  more p r o b le m a tic . The i n s t i t u t i o n a l  d i f f i c u l t i e s  in h e re n t  in  m ajor

1 0 / T h is s e c t io n  draws on a number o f  Bank and o th e r  docum ents, the
fo l lo w in g  o f  w hich are  p u b l i c ly  a v a i la b le :  Emery H. R oe: "The C e i l in g  
as B ase: N a tion a l B udgeting in  K enya," in  "P u b lic  B udgeting  and 
F in a n ce ,"  Summer, 1986; and Glenn Lehmann: "K en ya 's  E x p erien ce  U ith  a 
Forward B u d g et,"  EDI T ra in in g  M a te r ia ls , J u ly  1986.
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ch a n g es  o f  t h i s  n a tu re  c o n t in u e  t o  m a n ife s t  th e m s e lv e s . H ow ever, th e  
G overnm ent has in  r e c e n t  y e a r s  made a d e te rm in ed  e f f o r t  t o  t a c k le  them . In  
F eb ru a ry  1985 , i t  announced i t s  in t e n t io n  t o  im plem ent a g overn m en t-w id e  
b u d g e t  r a t i o n a l i z a t i o n  program  (BRP) o f  w h ich  th e  fo rw a rd  b u d g e t  w ou ld  b e  
th e  p r i n c i p a l  in s tru m e n t . The BRP has f o u r  b r o a d  a im s:

( a )  t o  en su re  a  m ore p r o d u c t iv e  u se  o f  s c a r c e  r e s o u r c e s ;

( b )  t o  f a c i l i t a t e  th e  s e e k in g  o f  d o n o r  s u p p o r t  i n  a  manner c o n s i s t e n t
w ith  ( a )  a b o v e ;

( c )  t o  in c r e a s e  d o m e s t ic  r e s o u r c e  m o b i l i z a t i o n  m a in ly  th rou g h  h ig h e r  
u s e r  ch an g es and o t h e r  n o n -ta x  r e v e n u e s ; and

(d )  t o  im prove th e  p la n n in g  and b u d g e t in g  p r o c e s s e s  i n  b o th  c o r e  and 
s e c t o r a l  a g e n c ie s .

C o n s id e r a b le  p r o g r e s s  has b e e n  made in  r e c e n t  y e a r s  in  a c h ie v in g
th e s e  a im s, a lth o u g h  much rem ains t o  b e  d on e . Kenya i s  h e lp e d  b y  h a v in g  a
r e a s o n a b ly  w e l l -w o r k in g  b a s i c  a c c o u n t in g  system  and an a b i l i t y  t o  e x e r c i s e  
o v e r a l l  c o n t r o l  o f  e x p e n d itu r e s  in  th e  c e n t r a l  governm ent a g e n c ie s .  I t  has 
a l s o  s u c c e s s f u l l y  i n s t a l l e d  a c o m p u te r iz e d  f i n a n c i a l  in fo r m a t io n  and 
management sytem  in  th e  M in is t r y  o f  F in an ce  a s  w e l l  a s  i n  th e  M in is t r y  o f  
A g r ic u l t u r e  a s  p a r t  o f  th e  p i l o t  ex p e r im e n t m en tion ed  a b o v e . Im provem ents 
a r e  g r a d u a l ly  b e in g  made in  th e  p r o c e s s  b y  w h ich  th e  fo r w a r d  b u d g e t  i s  
p re p a re d  and in  th e  s e r io u s n e s s  w ith  w h ich  i t  i s  ta k en  b y  c o r e  and l i n e  
a g e n c ie s .  N e v e r t h e le s s ,  th e  BRP i s  s t i l l  a  lo n g  way from  a c h ie v in g  i t s  
o b j e c t i v e s .  E x p en d itu re  c u t s  c o n t in u e  t o  b e  made i n  r e s p o n s e  t o  r e s o u r c e  
s h o r ta g e s  w ith o u t  c l e a r  p r i o r i t i e s  o r  c o n c e r n  f o r  th e  q u a l i t y  o f  th e  
rem a in in g  p r o j e c t  p o r t f o l i o .  The wage com ponent o f  c u r r e n t  e x p e n d itu r e  i s  
s t i l l  in c r e a s in g  d i s p r o p o r t i o n a t e ly ;  as a  co n s e q u e n ce , n o t  o n ly  c a p i t a l  
sp e n d in g  b u t  m ain ten an ce  and o p e r a t in g  ex p e n se s  s u f f e r .  Many p r o j e c t s  a re  
n o t  b e e n  f u l l y  fu n d e d . The l in k  betw een  th e  p la n  and th e  b u d g e t  som etim es 
rem ain s u n c le a r .  T h is  i s  a  f a m i l i a r  l i t a n y  o f  p rob lem s w h ich  fo rw a rd  
b u d g e t in g  was in te n d e d  t o  s o l v e .

I t s  d i f f i c u l t y  in  d o in g  s o  t o  d a te  may b e  a t t r i b u t e d  t o  a  number 
o f  f a c t o r s  w h ich  h ave im p orta n t im p l ic a t io n s  f o r  o t h e r  c o u n t r ie s  a tte m p tin g  
s im i la r  r e fo r m s . F i r s t ,  a  s e r i e s  o f  m a jor  e x p e n d itu r e  re tre n ch m e n ts  h a v e , 
made i t  d i f f i c u l t  t o  a c h ie v e  l a s t i n g  im provem ents in  th e  c o m p o s it io n  o f  
e x p e n d itu r e . As th e  e x p e r ie n c e  o f  i n d u s t r i a l i z e d  c o u n t r ie s  h a s  shown, i t  i s  
somewhat e á s i e r  t o  in t r o d u c e  b u d g e ta ry  system  re fo rm s  a g a in s t  th e  back grou n d  
o f  abundance than  in  t im es  o f  a u s t e r i t y .  S econ d , Kenya, a lth o u g h  l e s s ,  
p e rh a p s , th an  m ost A f r i c a n  c o u n t r ie s ,  f a c e s  a c u te  s h o r ta g e s  o f  th e  human 
s k i l l  r e s o u r c e s  r e q u ir e d  t o  make im proved  b u d g e ta ry  sy stem s w ork . 
P a r t i c u la r l y  a t  s e c t o r  m in is t r y  l e v e l ,  th e r e  a re  few  q u a l i f i e d  s t a f f  t o  f i l l  
p la n n in g  o f f i c e r  p o s t s .  As a c o n s e q u e n ce , th e s e  o f f i c e r s  h ave  n o t  b een  
f u l l y  in v o lv e d  in  th e  p r e p a r a t io n  o f  fo rw a rd  b u d g e ts  w h ich  h ave  h en ce  come 
t o  b e  re g a rd e d  as a T rea su ry  p r e s e r v e .  A lth ou g h  th e  r u le s  s t i p u l a t e  th a t  
S e c t o r  P la n n in g  G rou ps, c h a ir e d  b y  P la n n in g  M in is t r y  o f f i c e r s ,  s h o u ld  
p r o v id e  a forum  f o r  th e  d i s c u s s i o n  o f  l i n e  m in is t r y  s u b m iss io n s  t o  en su re
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t h e i r  c o n s is t e n c y  w ith  o v e r a l l  p la n n in g  o b j e c t i v e s ,  th e s e  g rou p s  in  p r a c t i c e  
r a r e l y  m eet. M oreover , th e  tim e a v a i la b le  f o r  d i s c u s s io n s  and n e g o t ia t io n s  
i s  o f t e n  t o o  s h o r t  t o  p e rm it  b in d in g  agreem en ts t o  b e  r e a c h e d . Even w ith in  
th e  M in is t r y  o f  F in an ce  i t s e l f ,  th e r e  i s  a  d i f f e r e n c e  i n  s t a t u s  betw een  
p la n n in g o f f i c e r s  and T re a su ry  su p p ly  o f f i c e r s  w ith  th e  l a t t e r  p la y in g  b y  
f a r  th e  m ost im p o rta n t r o l e  i n  fo rw a rd  b u d g e t  and an im al e s t im a te  
p r e p a r a t io n s .

T h ir d , l i t t l e  a ttem p t i s  made t o  s i m p l i f y  c l a s s i f i c a t i o n s  o r  
c o n c e n t r a t e  on  p r i o r i t y  e x p e n d itu r e s  when fo r m u la t in g  th e  fo rw a rd  b u d g e ts . 
C o n se q u e n tly , th e y  becom e t h r e e -y e a r  p r o j e c t i o n s  o f  th e  annual b u d g e t  ite m s , 
w ith  a huge number o f  v o t e s ,  s u b -v o t e s ,  h eads and su b -h ea d s  w ith  s e v e r a l  
l i n e  item s u n der ea ch  o n e . The t u r g id  and u n w ie ld y  p r o c e s s  w ou ld  ta x  th e  
p a t ie n c e  and r e s o u r c e s  o f  a h ig h ly  s o p h is t i c a t e d  and f u l l y  autom ated  
a d m in s i t r a t io n .

F o u rth , th e r e  i s  l i t t l e  o r  no f l e x i b i l i t y  a l lo w e d  t o  m i n is t r ie s  in  
s h i f t i n g  r e s o u r c e s  betw een  b u d g e t  ite m s , p a r t i c u l a r l y  b etw een  th e  c a p i t a l  
and c u r r e n t  b u d g e ts . M oreov er , a lth o u g h  th e  Governm ent i s  aware o f  th e  n eed  
t o  r e c t i f y  th e  im ba lan ce  in  f a v o r  o f  wage e x p e n d itu r e s ,  th e  f o r a r d  b u d g e t  
m echanism  i s  n o t  u se d  t o  s e r v e  t h i s  en d . T h is  i s  b e ca u s e  p e r s o n n e l  
e x p e n d itu r e  i s  a  " p r o t e c t e d ” c a t e g o r y  w h ich  m in is t r ie s  do n o t  h ave th e  
d i s c r e t i o n  t o  in c r e a s e  o r  d e c r e a s e .  M oreov er , la r g e  s a la r y  in c r e a s e s  have 
r e c e n t ly  b e e n  g r a n te d , th e  number o f  c i v i l  s e r v a n ts  i s  p r o j e c t e d  t o  r i s e  
( e s p e c i a l l y  i n  h e a l t h ,  e d u c a t io n  and a g r i c u l t u r e ) , and p u b l i c  a g e n c ie s  a re  
o b l ig e d  t o  h i r e  c e r t a i n  s c h o o l  le a v e r s  u n a b le  t o  f i n d  w ork in  th e  p r iv a t e  
s e c t o r .  In  th e s e  c ir c u m s ta n c e s  i t  w ou ld  b e  m e a n in g le ss  t o  a ttem p t t o  u se  
th e  fo rw a rd  b u d g e t  t o  s e t  t a r g e t s  f o r  r e l a t i v e  p e r s o n n e l  e x p e n d itu r e s .

F i f t h ,  th e  fo rw a rd  b u d g e t in g  e x e r c i s e  h a s , u n t i l  r e c e n t ly ,  been  
m o s t ly  c o n f in e d  t o  th e  C e n tra l Governm ent a d m in is t r a t io n : th e  a c t i v i t i e s  o f
p a r a s t a t a ls  and o t h e r  "au ton om ou s” a g e n c ie s  h a r d ly  fe a t u r e d  in  th e  p la n n in g  
o r  b u d g e t in g  p r o c e s s ,  though  th e y  i n e v i t a b l y  had a m a jor  im p act on  b u d g e t  
e x e c u t io n  th ro u g h , f o r  exam ple , t h e i r  s u b s id y  and c a p i t a l  t r a n s f e r  
r e q u ir e m e n ts . The Governm ent h as e x p r e s s e d  i t s  in t e n t io n  t o  c o r r e c t  t h i s  
s i t u a t i o n  and t o  in v o lv e  b o th  p a r a s t a t a ls  and l o c a l  a u t h o r i t i e s  in  th e  
p r e p a r a t io n  o f  th e  fo rw a rd  b u d g e t : th e  T rea su ry  has b een  in s t r u c t e d  to
i s s u e  a p p r o p r ia te  g u id e l in e s .

S ix th , th e  m a jor  p r e o c c u p a t io n  o f  th e  T rea su ry  has b een  to  keep 
g lo b a l  e x p e n d itu r e  b e lo w  c e i l i n g s  w h ich  a re  c a l c u la t e d  on  th e  b a s is  o f  
rev en u e  p r o j e c t i o n s ,  d e f ic i t /G D P  r a t i o  a ssu m p tion s and h i s t o r i c a l  
e x p e n d itu r e  p a t t e r n s .  By c o n t r a s t ,  r e l a t i v e l y  l i t t l e  a t t e n t i o n  i s  p a id  to  
th e  a n a l y t i c a l  w ork ( p r o j e c t  e v a lu a t io n ,  econ om ic  c a t e g o r i z a t i o n ,  e t c . )  
w h ich  i s  su p p osed  t o  b e  c a r r i e d  o u t  b y  th e  S p e c ia l  P la n n in g  G rou ps. As 
n o te d  e a r l i e r ,  th e s e  g ro u p s , w h ich  a r e  c h a ir e d  b y  p la n n in g  o f f i c e r s  from  th e  
P la n n in g  M in is t r y ,  r a r e l y  m eet and a re  n o t  e q u ip p ed  t o  c a r r y  o u t  t h i s  
a n a l y t i c a l  w ork .
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S ev en th , th e  D evelopm ent Phase i t s e l f ,  w h ich  i s  su p p o se d  t o  
p r o v id e  th e  b a s is  f o r  fo rw a rd  b u d g e t  p r o j e c t i o n s ,  d o e s  n o t  c o n t a in  a 
s y s t e m a t ic a l l y  fo rm u la te d  l i s t  o f  s e c t o r  p r o j e c t s .  R a th e r , o v e r a l l  c e i l i n g s  
a re  s e t  f o r  s e c t o r  m in is t r y  dev e lop m en t e x p e n d itu r e s  w ith  l i t t l e  a t t e n t i o n  
p a id  t o  c o n t e n t .  L in k s betw en  th e  F in an ce  and P la n n in g  M i n is t r i e s  a r e ,  
m o re o v e r , weak w ith  th e  l a t t e r  p a r t i c i p a t i n g  t o  o n ly  a  l im i t e d  d e g r e e  in  
b u d g e t  e x e c u t io n .

F i n a l l y ,  th e  fo rw a rd  b u d g e t  h as no l e g a l  s t a t u s ,  u n l ik e  th e  annual 
b u d g e t  w h ich  form s th e  b a s i s  f o r  th e  f in a n c e  la w . Even th o u g h , a s  p a r t  o f  
th e  new BRP, th e  A u t h o r i t ie s  h ave is s u e d  g r e a t ly  im p rov ed  and m ore 
com p reh en s iv e  g u id e l in e s  on  how t o  p r e p a re  th e  fo rw a rd  b u d g e t  and r e v ie w  
in v es tm en t p rog ra m s, s e c t o r  m in is t r ie s  w i l l  i n e v i t a b l y  c o n t in u e  t o  p ay  more 
a t t e n t i o n  t o  th e  annual b u d g e t  w h ich  has a much m ore d i r e c t  im p a ct on  th e  
r e s o u r c e s  a c t u a l ly  made a v a i la b le  t o  them. M oreov er , th e s e  com p reh en siv e  
c i r c u l a r s  n eed  t o  b e  com plem ented b y  a w id e sp re a d  t r a in in g  program , a t  b o th  
c o r e  and s e c t o r  m in is t r y  l e v e l ,  o r  b o th  th e  aim s and te c h n iq u e s  o f  fo rw a rd  
b u d g e t in g .

The d i f f i c u l t i e s  a s s o c ia t e d  w ith  K en y a 's  fo rw a rd  b u d g e t in g  
ex p e r im e n ts  s h o u ld  n o t  b e  c o n s tr u e d  as a con d em n a tion  o f  th e  sy stem  i t s e l f ,  
any m ore th an  th o s e  e n c o u n te re d  b y  i n d u s t r i a l i z e d  c o u n t r ie s  im p ly  th e  
w h o le s a le  r e j e c t i o n  o f  program  b u d g e t  t e c h n iq u e s .  In d e e d , th e r e  i s  no 
q u e s t io n  th a t  th e  fo rw a rd  b u d g e t  has b een  a u s e fu l  in stru m en t i n  h e lp in g  th e  
Governm ent t o  th in k  more s y s t e m a t ic a l ly  i n  term s o f  e x p e n d itu r e  p r i o r i t i e s .  
R e ce n t p r o g r e s s  in  ov ercom in g  come o f  th e  d i f f i c u l t i e s  d i s c u s s e d  a b ov e  i s ,  
m o reov er , e n c o u r a g in g . N e v e r th e le s s ,  th e  Kenya exam ple p r o v id e s  a t  l e a s t  
f o u r  v a lu a b le  i n s t i t u t i o n a l  le s s o n s  w h ich  ca n  b e  o f  g r e a t  u se  t o  c o u n t r ie s  
t r y in g  t o  im prove b u d g e ta ry  p r o c e s s e s .  F i r s t ,  th e  r e g u la t i o n  o f  th e  system  
s h o u ld  b e  k e p t  as s im p le  as p o s s i b l e  s o  as n o t  t o  o v e r ta x  th e  l im i t e d  
a d m in is t r a t iv e  and t e c h n i c a l  c a p a c i t y  a v a i la b le  t o  m ost govern m en ts .
S econ d , th e  p r o c e s s  s h o u ld  b e  o r g a n iz e d  t o  a l lo w  am ple tim e f o r  f u l l  
d i s c u s s i o n  b y  a l l  in t e r e s t e d  p a r t i e s .  I t  may w e l l  b e  th a t  i n  th e  f i n a l  
a n a ly s i s  th e  F in an ce  M in is t e r  o r  Head o f  Governm ent w i l l  h ave t o  a c t  as 
a r b i t e r ;  b u t  i f  th e  system  i s  t o  s u c c e e d  i t  i s  e s s e n t i a l  th a t  a l l  in t e r e s t e d  
p a r t i e s  f u l l y  p a r t i c i p a t e  in  th e  p r e p a r a to r y  p r o c e s s .  T h ir d , th e  m in is t r y  
o r  d ep artm en t r e s p o n s ib le  f o r  th e  p la n  s h o u ld  b e  c l o s e l y  l in k e d ,  and in  
c l o s e  a l l i a n c e ,  w ith  th a t  r e s p o n s ib le  f o r  th e  annual b u d g e t . I f  t h i s  i s  n o t  
th e  c a s e ,  th en  i t  i s  in e v i t a b l e  th a t  th e  e x ig e n c ie s  and tim e p r e s s u r e s  o f  
th e  annual b u d g e t in g  e x e r c i s e  w i l l  ta k e  p r e c e d e n t  ( i t  i s ,  a f t e r  a l l ,  th e  
T re a su ry  w h ich  s ig n s  th e  c h e c k s ! )  and th e  e x e r c i s e  w i l l  b e  p e r c e iv e d  as a 
F in an ce  M in is t r y  p r e s e r v e .  F ou rth , i t  i s  e s s e n t i a l  th a t  th e  b u d g e t in g  
p r o c e s s  b e  as in t e g r a t e d  as p o s s i b l e ,  c o v e r in g  a l l  p u b l i c  s e c t o r  e n t i t i e s  
w h ich  h ave a s i g n i f i c a n t  im pact on  p u b l i c  f in a n c e s .  These c o n s id e r a t io n s  
le a d  on  t o  two v i t a l l y  im p orta n t a s p e c t s  o f  th e  b u d g e t  as a d e v e lo p m e n ta l 
in s tru m e n t: i t s  c o v e ra g e  and i t s  o r g a n iz a t io n .

G. N a t io n a l P u b l ic  E x p en d itu re  P la n n in g  in  Papua New Guin e a  (PNG)

The N a t io n a l P u b l ic  E x p en d itu re  P lan  (NPEP) in  Papua New G u in ea , 
w h ich  was a p p l ie d  d u r in g  th e  l a t e  1970s and e a r ly  1 9 8 0 s , was c o n c e iv e d  a s  a
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m ethod o f  r e s o u r c e  a l l o c a t i o n  d i s t i n c t  from  b o th  c o n v e n t io n a l  and 
t h e o r e t i c a l  program  b u d g e t in g , though  s h a r in g  some o f  t h e i r  c h a r a c t e r i s t i c s .  
W h ile  th e r e  was c o n s id e r a b le  d i s s a t i s f a c t i o n  w ith  t r a d i t i o n a l  m ethods o f  
r e s o u r c e  a l l o c a t i o n ,  e x p e r ie n c e  had shown th a t  m ost d e v e lo p in g  c o u n t r ie s  had 
n e i t h e r  th e  d a ta  n o r  th e  t r a in e d  manpower n eed ed  f o r  th e  k in d  o f  d e t a i l e d  
p la n n in g  in v o lv e d  in  th e  program  a p p roa ch es  and th a t  t h i s  was p a r t i c u l a r l y  
t r u e  o f  PNG. The c o u n tr y  was e s p e c i a l l y  p o o r ly  eq u ip p e d  t o  s e l e c t  p r o j e c t s  
on  th e  b a s i s  o f  s o c i a l  r e t u r n s .  S in c e  program  b u d g e t in g  in v o lv e d  th e  p r i o r  
r e c l a s s i f i c a t i o n  o f  a l l  e x p e n d itu r e  as w e l l  as a  c o s t - b e n e f i t  a p p roa ch  t o  
a l l o c a t i o n s ;  i t  was l i k e l y  t o  p ro v e  com p lex  and d i f f i c u l t  t o  im plem ent.

The NPEP aim ed t h e r e fo r e  t o  a l l o c a t e  p u b l i c  e x p e n d itu r e  th rou gh  
th e  b u d g e t  on  th e  b a s is  o f  p o l i c y -d e t e r m in e d  p r i o r i t i e s .  An o v e r a l l  c e i l i n g  
on  p u b l i c  sp en d in g  w ou ld  b e  d e r iv e d  from  m acroecon om ic c o n s id e r a t i o n s ,  
in c lu d in g  grow th  o f  re v e n u e s , e x p e c te d  c a p i t a l  in f lo w s ,  e t c .  A g g reg a te  
p u b l i c  e x p e n d itu re  w ou ld  th en  b e  d iv id e d  in t o  a number o f  s u b -b u d g e ts , each  
d i r e c t e d  tow ards a s p e c i f i c  g o a l  su ch  as f o o d  p r o d u c t io n  and n u t r i t i o n ,  
o th e r  e con om ic  p r o d u c t io n ,  s o c i a l  w e l fa r e ,  d eve lop m en t o f  r e l a t i v e l y  
backw ard r e g io n s ,  u rban  management, en v iron m en ta l p r o t e c t i o n  and so  on . 
P r i o r i t i e s  w ou ld  b e  l a i d  down b y  th e  Governm ent betw een  th e s e  " s t r a t e g i c  
o b j e c t i v e s "  and t r a n s la t e d  b y  th e  p la n n e r s  in t o  a l l o c a t i o n s  o f  fu n d s . The 
in t e n t io n  was th a t  a l l  p u b l i c  sp en d in g  s h o u ld  b e  c o v e r e d , b r in g in g  g e n e r a l  
a d m in is t r a t io n  and s e c u r i t y  in t o  th e  s t r a t e g i c  a l l o c a t i o n  fram ew ork . No 
d i s t i n c t i o n  was t o  b e  made betw een  c u r r e n t  and c a p i t a l  e x p e n d itu r e s ,  t o  
a v o id  th e  dan ger o f  a s s o c ia t i n g  deve lop m en t o n ly  w ith  th e  r o l l i n g  e x e r c i s e .  
In  e s s e n c e  NPEP was an a d a p ta t io n  o f  th e  UK P u b l ic  E x p en d itu re  S urvey  
P r o c e s s ,  s i m p l i f i e d  t o  s u i t  c o n d i t i o n s  i n  PNG.

NPEP has b een  an e f f e c t i v e  in stru m en t o f  m acroecon om ic p o l i c y ,  
c u r b in g  th e  grow th  o f  governm ent e x p e n d itu r e  in  a p e r i o d  o f  s e v e r e  r e s o u r c e  
c o n s t r a i n t .  I t  has e n fo r c e d  a system  o f  p r i o r i t i e s  and s tr e n g th e n e d  
in t e r n a l  c o n t r o l s  on  new item s o f  p u b l i c  sp e n d in g . The c o n c e p t  o f  fo rw a rd  
b u d g e t in g  has a l s o  tak en  r o o t .  D e s p ite  th e s e  im p orta n t a d v a n ce s , th e  system  
as a p p l ie d  h as a number o f  s h o r tco m in g s :

(a )  A t th e  s t a r t  o f  NPEP th e  id e a  o f  com p reh en siv e  e x p e n d itu r e  
p la n n in g  was g iv e n  up a s  an im m ediate aim , l a r g e l y  f o r  p o l i t i c a l  
r e a s o n s , and th e  m eth od o log y  was a p p l ie d  o n ly  t o  new a c t i v i t i e s ,  
l e a v in g  p r i o r  e x p e n d itu r e s  t o  b e  b u d g e ted  as b e f o r e .  The 
a n t i c ip a t i o n  th a t  th e  non-NPEP p a r t  o f  p u b l i c  e x p e n d itu r e  w ou ld  
d e c l in e  in ' r e l a t i v e  s i z e  and im p orta n ce  was n o t  r e a l i z e d ,  and th e  
"NPEP w edge” a c co u n ts  f o r  l e s s  than  a q u a r te r  o f  a l l  e x p e n d itu r e .

(b )  W hereas NPEP becam e th e  e x c lu s iv e  c o n c e r n  o f  th e  new ly  c r e a t e d  
N a t io n a l P la n n in g  O f f i c e  (NPO), th e  non-NPEP b u d g e t  rem ain ed  w ith  
th e  F in an ce  D epartm ent, c r e a t in g  in e v i t a b l e  i n s t i t u t i o n a l  
c o n f l i c t .
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( c )  S in c e  NPEP c o v e r s  b o th  c a p i t a l  and c u r r e n t  c o s t s  a s s o c ia t e d  w ith  
new a c t i v i t y  l e v e l s ,  r e c u r r e n t  e x p e n d itu r e  in  su ch  f i e l d s  as 
e d u c a t io n ,  h e a lt h  and r u r a l  d ev e lop m en t a re  d iv id e d  in  th e  PNG 
b u d g e t  in t o  NPEP and non-NPEP com p on en ts , l e a d in g  t o  c o n fu s io n  and 
o v e r la p p in g .

(d )  The " s t r a t e g i c  o b j e c t i v e s "  d e f in e d  t o  s e r v e  a s  th e  b a s i s  f o r  PNG’ s 
n a t io n a l  d ev e lop m en t s t r a t e g y  h ave n o t  p r o v e d  t o  b e  p a r t i c u l a r l y  
h e l p f u l  f o r  b u d g e ta ry  d e c is io n -m a k in g . They c u t  a c r o s s  b o th  
d e p a rtm en ta l r e s p o n s i b i l i t i e s  and th e  f u n c t io n a l  c l a s s i f i c a t i o n  o f  
e x p e n d itu r e .  £& a n te  th e  d ev e lop m en t a g e n c ie s  do n o t  h ave  
c e i l i n g s  t o  w ork  a g a in s t ,  o r  e x p e n d itu r e  t a r g e t s  b y  o b j e c t i v e s ,  
th ou gh  £ £  o o s t  th e  e x p e n d itu r e  i s  c r o s s - c l a s s i f i e d  b y  a g e n cy  and 
p r o j  e c t .

( e )  The " s t r a t e g i c  o b j e c t i v e "  a p p ro a ch , c o u p le d  w ith  th e  " p r o j e c t "  
b a s i s  f o r  th e  a l l o c a t i o n  o f  NPEP fu n d s , makes s e c t o r a l  p la n n in g  
d i f f i c u l t .

( f )  A lth ou g h  NPEP i s  a  f o u r -y e a r  r o l l i n g  p la n  in  c o n c e p t ,  in  p r a c t i c e  
i t  h as ten d ed  t o  b e  l a r g e l y  a y e a r - t o - y e a r  b u d g e ta ry  e x e r c i s e .
The fo rw a rd  b u d g e t  fo rm a t has l i t t l e  o p e r a t io n a l  c o n t e n t ;  v e r y  few  
p r o j e c t s  a re  i n i t i a t e d  i n  th e  l a t e r  y e a r s .

( g )  A l t o g e t h e r  NPEP p r o c e d u r e s  f o r  a p p r o v a l ,  fu n d in g  and m o d i f i c a t io n  
o f  hew a c t i v i t i e s  a re  t o o  e la b o r a t e  and r i g i d .  They a r e  u n ifo rm  
f o r  b o th  la r g e  and com p lex  p r o j e c t s  and f o r  m in or sch em es, ev en  
f o r  sm a ll s t a f f i n g  a d d i t io n s  in  e x i s t i n g  o r g a n iz a t i o n s .  As a 
r e s u l t ,  th e  NPO i s  in v o lv e d  in  d e t a i l e d  b u d g e t in g  and e x p e n d itu r e  
c o n t r o l  th a t  i t  has l i t t l e  tim e f o r  th e  m ore im p o rta n t ta s k s  o f  
p o l i c y  a n a l y s i s ,  e s ta b lis h m e n t  o f  in v e s tm e n t p r i o r i t i e s  and i n t e r ­
s e c t o r a l  c o o r d in a t i o n .

H. The A d m in is t r a t iv e  R eform  Program  i n  Jam aica

The fu n dam en ta l o b j e c t i v e  o f  J a m a ica ’ s  A d m in is t r a t iv e  R eform  
Program  (A R P ), s u p p o r te d  b y  a W orld  Bank t e c h n i c a l  a s s is t a n c e  lo a n  a p p rov ed  
in  May, 1984 , was t o  s t r e n g th e n  th e  l i n e  m i n i s t r i e s ,  p a r t i c u l a r l y  th o s e  
c r i t i c a l  t o  s t r u c t u r a l  a d ju stm en t and lo n g  term  econ om ic  d e v e lo p m e n t. 
H ow ever, i t  was d e te rm in ed  th a t  b e f o r e  im proved  management s t r u c t u r e s  c o u ld  
p ro d u ce  r e s u l t s  in  th e  l i n e  m i n i s t r i e s ,  th e  " a d m in is t r a t iv e  en v iron m en t” 
p r im a r i ly  s e t  b y  th e  th r e e  c o r e  a g e n c ie s  - -  F in a n ce  and P u b l ic  S e r v ic e  
M i n i s t r i e s ,  and th e  P u b l ic  S e r v ic e  Com m ission - -  w ou ld  h ave t o  b e  p r o fo u n d ly  
ch a n g ed . W ith  r e g a r d  t o  th e  M in is t r y  o f  F in a n ce , th e  ARP aim ed t o :  ( i )  
r e s t o r e  i t s  i n s t i t u t i o n a l  c a p a c i t y  b y  r a t i o n a l i z i n g  i t s  o r g a n iz a t io n a l  
s t r u c t u r e ,  u p g ra d in g  s t a f f  and p h y s i c a l  f a c i l i t i e s ,  and c r e a t i n g  o r  r e v i s in g  
p r o c e d u r e s  and sy stem s in  th e  a r e a s  o f  b u d g e t in g , f i n a n c i a l  a d m in is t r a t io n ,  
and p u b l i c  e n t e r p r i s e  c o n t r o l ;  ( i i )  s t r e n g th e n  th e  s t a f f  s u p p o r t  f o r  th e  
s e n io r  c i v i l  s e r v a n t  (F in a n c ia l  S e c r e t a r y )  t o  e n a b le  him  t o  d e v o te  m ore tim e 
t o  p la n n in g  and p o l i c y  w ork  r a t h e r  than  c r i s i s  management; and ( i i i )
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i n s t a l l ,  o v e r  a f i v e  y e a r  p e r io d ,  a p er fo rm a n ce  b u d g e t in g  and r e v ie w  system  
th ro u g h o u t th e  G overnm ent, in c lu d in g  th e  c r e a t i o n  o f  th e  n e c e s s a r y  
i n s t i t u t i o n a l  c a p a c i t y  in  b o th  th e  F in an ce  M in is t r y  and l i n e  a g e n c ie s .

A re v ie w  w h ich  to o k  p la c e  some th r e e  y e a r s  a f t e r  th e  lo a n  was 
a p p rov ed  c o n c lu d e d  th a t  n o t a b le  p r o g r e s s  had  b e e n  made in  p r e s e n t in g  th e  
b u d g e t  on  a  p er fo rm a n ce  b a s i s .  V i r t u a l l y  th e  e n t i r e  b u d g e t  w ou ld  b e  u s in g  
th e  PBS fo rm a t b y  1989 ; ev en  m ore s i g n i f i c a n t  was th e  c o n c lu s io n  th a t  th e  
new m ethod h ad  " a lr e a d y  l e d  t o  a  b e t t e r  d e f i n i t i o n  in  some m i n is t r ie s  o f  
l i n e s  o f  r e s p o n s i b i l i t y  and h a s  h e lp e d  p in p o in t  f i n a n c i a l ,  management, 
s t a f f ,  and c o n t r a c t in g  p rob lem s im ped in g  th e  t im e ly  a tta in m e n t o f  s t a t e d  
o b j e c t i v e s .  The q u a r t e r ly  r e v ie w  system  has r e p o r t e d ly  p ro v e n  t o  b e  
e s p e c i a l l y  u s e fu l  in  b r in g in g  a b ou t a b e t t e r  i n t e r a c t i o n  betw een  m anagers 
and o p e r a t in g  s t a f f . "  The i n i t i a l  p r o j e c t  b r i e f ,  m o reov er , c o n c lu d e d  th a t  "a  
r e a l  im provem ent in  th e  f i n a n c i a l  management and c o n t r o l  o f  th e  C e n tra l 
A d m in is t r a t io n "  c o u ld  b e  o b s e r v e d  in  r e c e n t  y e a r s .  The Governm ent had 
c a r r i e d  o u t  two SALs and S ta n d -b y s  " s u c c e s s f u l l y "  w h ile  a c h ie v in g  
c o n s id e r a b le  p r o g r e s s  i n  f i n a n c i a l  management: rev en u es  had  in c r e a s e d ,  
e x p e n d itu r e s  f a l l e n  and th e  f i s c a l  d e f i c i t  re d u ce d  from  n e a r ly  25 p e r c e n t  o f  
GDP i n  1984 t o  a b ou t 7 p e r c e n t  in  1987 . P o l i t i c i a n s  and s e n io r  c i v i l  
s e r v a n ts  c o n s id e r e d  th a t  th e  ARP had p la y e d  an im p orta n t r o l e  in  th e s e  
a ch iev em en ts  and w ish ed  i t  t o  c o n t in u e .

D e s p ite  th e s e  im p orta n t s u c c e s s e s , th e  i n s t a l l a t i o n  o f  th e  
b u d g e ta ry  r e fo rm  i t s e l f  was p r o v in g  p r o b le m a t ic .  In  l a t e  1987 , a  m is s io n  
s u g g e s te d  th a t  f r e s h  th ou g h t b e  g iv e n  t o  th e  im p lem en ta tion  o f  c e r t a i n  
f e a t u r e s  o f  th e  p r o p o s e d  p er form a n ce  b u d g e t in g  sy stem , ta k in g  a c c o u n t  th e  
l im i t a t i o n s  o f  th e  Jam aican  a d m in is t r a t iv e  sy stem . In  p a r t i c u l a r :

(a )  th e  g overn m en t-w ide  i n s t a l l a t i o n  o f  a  w ork in g  system  lo o k s  
u n l ik e ly  t o  b e  a cco m p lis h e d  b y  th e  t a r g e t  d a te  o f  m id 1989 , in  
th e  l i g h t  o f  p r o g r e s s  made t o  d a t e ;

(b )  th e  governm ent has n o t  y e t  e s t a b l i s h e d  a s a t i s f a c t o r y  l in k
betw een  th e  p la n n in g  and b u d g e ta ry  p r o c e s s e s  e s s e n t i a l  t o  a 
p er fo rm a n ce  b u d g e t in g  sy stem ;

( c )  th e  r e s p e c t iv e  r o l e s  o f  th e  B udget D iv i s i o n  o f  th e  F in an ce  
M in is t r y  and th e  P la n n in g  I n s t i t u t e  have n o t  b e e n  c l e a r l y  
d e f in e d ,  and th e  in t e g r a t i o n  o f  th e  P la n n in g  P r o je c t  S t a f f  
w ith  th e  B udget D iv is io n  has n o t  y e t  b een  s u c c e s s f u l l y  
a c co m p lis h e d ;

(d )  a s  a  con seq u en ce  o f  (b )  and ( c )  a b o v e , th e r e  a r e  s t i l l  two 
s e p a r a te  b u d g e ts  f o r  c a p i t a l  and r e c u r r e n t  e x p e n d itu r e s  f o r  
a l l  m in is t r ie s  and d ep a rtm en ts , ev en  th e  M in is t r y  o f
C o n s tr u c t io n  Works w h ich  was ch o se n  as a p i l o t  f o r  th e
i n s t a l l a t i o n  o f  th e  p er form a n ce  b u d g e t in g  p r o c e s s ;
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( e )  o r g a n iz a t io n a l  u n i t s  in  th e  l i n e  m i n is t r ie s  and a g e n c ie s  have 
n o t  b e e n  r e a l ig n e d  t o  m atch th e  new b u d g e ta r y  p r o c e s s ;

( f )  c o n s e q u e n t ly , c o s t  c e n t e r s ,  w h ich  s h o u ld  p ro d u ce  m ea su ra b le  
o u tp u ts  o r  s e r v i c e s  w ith  i d e n t i f i a b l e  c o s t  f i g u r e s  f o r  ea ch  
m in is t r y  and d ep a rtm en t, and ta k e  i n t o  a c c o u n t  a l l  r e le v a n t  
c o n s t i t u t i o n a l ,  i n s t i t u t i o n a l ,  and o r g a n iz a t i o n a l  a s p e c t s ,  
h ave  n o t  y e t  b e e n  s u c c e s s f u l l y  e s t a b l i s h e d ;

( g )  th e r e  i s  a  s e r io u s  la c k  o f  q u a l i f i e d  t e c h n i c a l  and a c c o u n t in g  
s t a f f ;  many o f  th o s e  t r a in e d  u n der th e  p r o j e c t  h ave m oved t o  
o t h e r  p o s i t i o n s  o r  have l e f t  th e  G overnm ent;

(h )  c o n s e q u e n t ly ,  th e r e  i s  no a d eq u a te  c o s t  a c c o u n t in g , ev en  in  
th e  t e c h n i c a l  m i n i s t r i e s ;  th e  c u r r e n t ,  e s s e n t i a l l y  c a s h -b a s e d  
a c c o u n t in g  m odel c o n t in u e s  t o  b e  u se d ; i t  i s  n o t  d e s ig n e d  t o  
y i e l d  th e  in fo r m a t io n  and a n a ly s is  n e c e s s a r y  f o r  p e r fo rm a n ce  
b u d g e t in g ;

. ( i )  e v a lu a t io n  o f  r e s u l t s  i s  re n d e re d  d i f f i c u l t  b y  th e  l a c k  o f
c a p a c i t y  t o  ch e ck  work in  p r o g r e s s  e x c e p t  i n  ca sh  d isb u rse m e n t 
te rm s; and

( j )  th e  le a d e r s h ip  r o l e  a s s ig n e d  t o  th e  B udget D iv i s i o n  o f  th e
F in a n ce  M in is t r y  ( e s s e n t i a l  f o r  th e  s u c c e s s f u l  i n s t a l l a t i o n  o f  
any new b u d g e t in g  m od e l) h as n o t  m a t e r ia l iz e d  in  p r a c t i c e ;  
th e r e  seem s, in d e e d , t o  b e  a la c k  o f  c l o s e  c o o p e r a t io n  betw een  
th e  D iv i s i o n  and th o s e  r e s p o n s ib le  f o r  im p lem en tin g  th e  ARP.
As a c o n s e q u e n ce , th e  momentum and en th u sia sm  m a n ife s t  in  th e  
e a r l y  s ta g e s  o f  th e  p r o j e c t ,  has b e e n  l o s t .

As a r e s u l t  o f  th e s e  d i f f i c u l t i e s ,  th e  b u d g e ta ry  r e fo rm  h as l a r g e l y  
s to p p e d  a t  th e  fo rm a t p r e p a r a t io n  s t a g e ,  and p er fo rm a n ce  b u d g e t in g  c o n c e p ts  
h ave n o t  y e t  b e e n  in t r o d u c e d  as a w ork in g  management t o o l  e v e n  i n  th e  
s e l e c t e d  p i l o t  m i n i s t r i e s .  Care s h o u ld , h ow ev er , b e  ta k en  n o t  t o  in t e r p r e t  
th e s e  r e s u l t s  a s  a w h o le s a le  con d em n ation  o f  th e  system  and a l l  i t  i s  
d e s ig n e d  t o  a c h ie v e .  T h ree  y e a r s  i s  a  v e r y  s h o r t  tim e f o r  th e  s u c c e s s f u l  
in t r o d u c t i o n  o f  r e fo rm e d  b u d g e ta ry  system s ev en  in  i n d u s t r i a l i z e d  c o u n t r ie s .  
Many o f  th e  p rob lem s e n co u n te re d  in  Jam aica  w ere f a m i l i a r  i n  F ran ce  th r e e  
y e a r s  a f t e r  RCB beg a n  t o  b e  in t r o d u c e d  t h e r e .  As shown a b o v e , b y  p e r s i s t i n g  
w ith  th e  im provem en ts, th e  F rench  now h ave a b u d g e ta ry  sy stem  w h ich , 
a lth o u g h  a lo n g  way rem oved from  th e  t o t a l  c o n v e r s io n  t o  RCB o r i g i n a l l y  
e n v is a g e d , i s  a b le  t o  draw on  th e  c o n c e p ts  and i n t e l l e c t u a l  d i s c i p l i n e  
in v o lv e d  in  th e  p r e p a r a t io n  o f  RCB t o  b e n e f i t  th e  f i n a n c i a l  management 
sy stem  a s a w h ole  and t o  im prove th e  b u d g e t  a s  an econ om ic  p o l i c y  t o o l .  I t  
w ou ld  b e  a p i t y  i f  th e  Jam aican  A u t h o r i t ie s  w ere t o  becom e s o  d i s i l l u s i o n e d  
b y  th e  e a r l y  s e tb a c k s  th a t  th e y  abandon th e  a ttem p t a t  b u d g e ta r y  r e fo r m .
Many o f  th e  c o n c e p t s  em bodied  in  p er fo rm a n ce  b u d g e t in g  a re  sou n d . I f  th e r e  
i s  a  m a jo r  l e s s o n  t o  b e  drawn from  J a m a ic a 's  e x p e r ie n c e  o f  th e  ARP ( o t h e r  
than  th e  norm al on es  c o n c e r n in g  th e  i n s t i t u t i o n a l ,  p r o c e d u r a l  and p o l i t i c a l  
p r e r e q u i s i t e s  f o r  s u c c e s s f u l  r e fo rm  w h ich  a re  d is c u s s e d  in  th e  m ain t e x t ) ,
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i t  i s  th a t  o u t s id e  a g e n c ie s  l i k e  th e  Bank sh o u ld  b e  c a r e f u l  n o t  t o  r a i s e  
e x p e c t a t io n s  t o o  h ig h . F iv e  y e a r s  was a lw ays t o o  s h o r t  f o r  su ch  a m a jor  
re fo rm  e f f o r t  in  a p o l i t i c a l l y  s e n s i t i v e  a r e a . I t  i s  u s e f u l  in  t h i s  and 
s im i la r  e n d ea v ors  t o  o b t a in  some sound s u c c e s s e s  w h ich  ca n  h e lp  t o  m a in ta in  
momentum. H igh i n i t i a l  e x p e c t a t io n s ,  when u n f u l f i l l e d ,  y i e l d  d isa p p o in tm e n t 
and d i s i l l u s i o n .
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THE BUDGETARY DECISION-MAKING PROCESS

a . I n t r g d v g t ip n

T h is  annex s e r v e s  th e  d o u b le  p u rp o se  o f  s u m a r i z i n g  a  number o f  
th e  c o n c e p t s  and I s s u e s  d e a l t  w ith  In  th e  t e x t  w h ile  a t  th e  same tim e 
f o c u s s in g  on  th o s e  a re a s  o f  th e  d e c is io n -m a k in g  p r o c e s s  t o  w h ich  Bank 
s t a f f  c o u ld  f r u i t f u l l y  pay  p a r t i c u l a r  a t t e n t i o n .  C le a r ly ,  t h i s  p r o c e s s  
v a r ie s  s u b s t a n t i a l l y  from  c o u n tr y  t o  c o u n tr y  s o  th a t  th e  d i s c u s s io n  
i n e v i t a b l y  s u f f e r s  from  a d e g re e  o f  g e n e r a l i z a t io n  and a b s t r a c t io n .  
N e v e r th e le s s ,  i t  aim s t o  h i g h l i g h t  th e  m ain d e f e c t s  f r e q u e n t ly  fou n d  in  
th e  p r o c e s s  and h en ce  p o in t  th e  way tow ards im provem ents in  p r o c e d u r e s  and 
i n s t i t u t i o n s  r e q u ir e d  t o  make p u b l i c  e x p e n d itu r e  a m ore e f f e c t i v e  
dev e lop m en t in s tru m e n t.

The annex f i r s t  d e s c r ib e s  th e  fram ew ork f o r  a  t y p i c a l  b u d g e ta ry  
p r o c e s s ,  and th en  g o e s  on  t o  d is c u s s  how, i n  p r a c t i c e ,  ea ch  s ta g e  p r e s e n ts  
a number o f  i n s t i t u t i o n a l  and p r o c e d u r a l  d i f f i c u l t i e s  w h ich  le a d  t o  
d e v ia t io n s  from  th e  i d e a l i z e d  sch em ata . Z t c o n c lu d e s  b y  c o n s id e r in g  some 
o f  th e  more common re s p o n s e s  b y  b o th  c e n t r a l  and l i n e  a g e n c ie s  t o  d e f e c t s  
in  th e  b u d g e ta ry  p r o c e s s .  These r e s p o n s e s  f r e q u e n t ly  h ave dam aging 
co n se q u e n ce s  o f  t h e i r  own f o r  th e  e f f e c t i v e  co n d u c t  o f  f i s c a l  p o l i c y  and 
o f  econ om ic  p o l i c y  in  th e  w id e r  s e n s e .

B. The B u dgetary  P r o c e s s :  A Schem ata

A t y p i c a l  b u d g e ta ry  d e c is io n -m a k in g  p r o c e s s  i s  sum m arised in  th e  
f o l l o w i n g  t a b l e .  The t a b le  p r e s e n ts  an e s s e n t i a l l y  t h e o r e t i c a l ,  ev en  
i d e a l i z e d  fram ew ork , from  w h ich  p r a c t i c e  ca n  d e v ia t e  in  a number o f  
im p orta n t r e s p e c t s .  The f i r s t  colum n r e f e r s  t o  th e  s t e p s  w h ich  s h o u ld  
n o rm a lly  b e  f o l lo w e d  in  a t y p i c a l  b u d g e ta ry  c y c l e ,  w h ile  th e  se co n d  
o u t l in e s  th e  m ost commonly o b s e r v e d  m ethods b y  w h ich  ea ch  s t e p  may b e  
c a r r ie d  o u t .
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B u dgetary  D e c is io n -M a k in g  P r o c e s s :  
T y p ic a l  S te n s . M ethods and A g e n c ie s  I n v o lv e d

S tep s M ethods and A g e n c ie s  In v o lv e d

( i )  D e te rm in a tio n  o f  o v e r a l l  
l e v e l  o f  p u b l i c  sp en d in g  
w it h in  b u d g e t  p e r i o d .

( i i )  I n i t i a l  a l l o c a t i o n  o f  
e s t im a te d  a v a i la b l e  r e s o u r c e s  
b e tw een  s e c t o r  a g e n c ie s  a n d /o r  
p rog ra m s.

(a )  E stim a te  o f  g lo b a l  c e i l i n g  b y  th e  
c e n t r a l  a u t h o r i t i e s  com m unicated  t o  
s e c t o r  a g e n c ie s .

( b )  E stim a te  o f  in d iv id u a l  p rogram  c o s t s  
b y  s e c t o r  a g e n c ie s  com m unicated t o  
c e n t r a l  a g e n c ie s  f o r  c o m p i la t io n  and 
a g g r e g a t io n .

(a )  C u rren t b u d g e t : a l l o c a t i o n  u s u a l ly  b y  
a g en cy  r a t h e r  th an  program . C ore a g e n c ie s  
sen d  s e c t o r  a g e n c ie s  b u d g e t  c i r c u l a r  
in d i c a t in g  econ om ic  p r o s p e c t s ,  b r o a d  
p o l i c y  o b j e c t i v e s ,  and how th e  b u d g e t  i s  
e x p e c te d  t o  h e lp  a t t a i n  them . On t h i s  
b a s i s ,  th e  c i r c u l a r  s h o u ld  j u s t i f y  
p r o p o s a ls  f o r  in c r e a s e s  and r e d u c t io n s  in  
a g en cy  a l l o c a t i o n s .

(b )  B udget c i r c u l a r  r e s t r i c t e d  t o  g e n e r a l  
s ta te m e n t o f  r e s o u r c e  a v a i l a b i l i t y  and 
p o l i c y  o b j e c t i v e s ,  a l lo w in g  th e  s e c t o r  
a g e n c ie s  t o  r e sp o n d  w ith  t h e i r  own 
p r o p o s a ls  f o r  a l l o c a t i o n .

( c )  C a p ita l.sx p e p d lS H T R i g e ç ç p r  a g e n ç la a  
p r e s e n t  p r o p o s a ls  f o r  new p r o j e c t s  b a se d  
on  c r i t e r i a  in d i c a t e d  b y  c o r e  a g e n c ie s , 
in c lu d in g  r a t e  o f  r e t u r n , a v a i l a b i l i t y  o f  
f in a n c in g ,  im p le m e n ta tio n  c a p a b i l i t y ,  and 
c o n s is t e n c y  w ith  o v e r a l l  e con om ic  and 
s o c i a l  o b j e c t i v e s .  Time t a b l e ,  a g a in  
p re p a re d  b y  s e c t o r  a g e n c ie s  p r o p o s e s  
annual breakdow n o f  e x p e n d itu r e s  f o r  
in c lu s i o n  in  th e  b u d g e t .
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( I i i )  R esp on se o f  s e c t o r  
a g e n c ie s  t o  b u d g e t  c i r c u l a r .

( i v )  P r e p a r a t io n  o f  d r a f t  
b u d g e t  docu m en t.

( v )  A p p rov a l o f  d r a f t  b u d g e t .

( v i )  P r e p a r a t io n  o f  f i n a l  
b u d g e t  f o r  p r e s e n t a t io n  t o  
l e g i s l a t u r e .

( v i i )  C o n s id e r a t io n  b y  
th e  l e g i s l a t u r e .

N e g o t ia t io n s  b etw een  c o r e  and s e c t o r  
a g e n c ie s  u s u a l ly  a t  t e c h n i c a l  l e v e l ,  th e  
C a b in e t  h a v in g  a lr e a d y  d e c id e d  on  b ro a d  
aim s and p r i o r i t i e s .  A pp roach  o f t e n  
in c r e m e n ta l, w ith  s c r u t in y  o f  p r e v io u s  
e x p e n d itu r e s  r a r e ,  and fo c u s  a lm o st  
e x c l u s i v e l y  on  p r o p o s e d  in c r e a s e s .  
N e g o t ia t io n s  may b e  c o n d u c te d  on  th e  
b a s i s  o f  p rog ra m s, b u t  m ost f r e q u e n t ly  on  
l i n e  item s ( s a l a r i e s ,  m a t e r ia ls  e t c . )  
w h ich  c u t  a c r o s s  p rog ra m s. The s u c c e s s  o f  
r e q u e s t s  f o r  h ig h e r  a l l o c a t i o n s  b a s e d  on  
p o l i t i c a l  b a r g a in in g  pow er o f  s e c t o r  
a g e n c ie s  c o n c e r n e d .

T h is  i s  th e  r e s p o n s i b i l i t y  o f  th e  c o r e  
a g e n c ie s . S in c e  r e q u e s t s  g e n e r a l ly  e x ce e d  
r e s o u r c e s ,  i t  i s  i n e v i t a b l e  th a t  c o r e  
ag en cy  t e c h n i c a l  s t a f f  w i l l  h ave a  m a jor  
in p u t  th rou g h  a d ju s tm e n t , in t e g r a t i o n  and 
h a rm o n iz a t io n .

T h is  i s  a t  C a b in e t  l e v e l  and ca n  b e  a 
le n g th y  p r o c e s s .  Due t o  a l t e r a t i o n s  b y  
c o r e  a g en cy  t e c h n i c a l  s t a f f  ( s e e  s t e p  
i v ) , what sp en d in g  m in is t e r s  r e a d  may b e  
s i g n i f i c a n t l y  d i f f e r e n t  from  what th e y  
th ou g h t t h e i r  o f f i c i a l s  had a g re e d  t o .  A 
r e tu r n  o f  a  d r a f t  b u d g e t  f o r  r e v i s i o n  and 
m o d i f i c a t io n  may o c c u r  s e v e r a l  t im es  
d u r in g  th e  c y c l e .

T h is  i s  th e  r e s p o n s i b i l i t y  o f  c o r e  
a g e n c ie s . T h is  ca n  b e  a t e c h n i c a l l y  
com p lex  ta s k , in v o lv in g  th e  p r e p a r a t io n  
o f  a  c o g e n t  summary and c o p io u s  an n ex es .

D epending on  th e  c o u n tr y , t h i s  may be  
th e  m ost d i f f i c u l t  p a r t  o f  th e  p r o c e s s .
I f  th e  l e g i s l a t u r e  ta k e s  i t s  ta s k  
s e r i o u s l y ,  th e  r e v ie w  ca n  in v o lv e  s e v e r a l  
s e s s i o n s :  ( a )  c o n s id e r a t i o n  o f  b u d g e t  
fram ew ork , in c lu d in g  m acroecon om ic 
p o l i c i e s  and a ssu m p tion s b e h in d  reven u e 
and e x p e n d itu r e  f o r e c a s t s ;  (b )  
e x a m in a tio n  o f  d e t a i l e d  p r o p o s a ls  a t  
b u d g e t  com m ittee  and su bcom m ittee  l e v e l ;  
and ( c )  f i n a l  p le n a r y  s e s s i o n  t o  p a ss  
b u d g e t  in t o  law .
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( v i l l )  B udget im p le m e n ta tio n : 
r e l e a s e  o f  fu n d s .

( i x )  B udget im p le m e n ta tio n : 
c a p i t a l  e x p e n d itu r e s .

( x )  B udget im p le m e n ta tio n : 
p rocu rem en t

Core a e e n cv  r e s p o n s i b i l i t i e s  in c lu d e  
a d m in is te r in g  paym ents t o  s e c t o r  a g e n c ie s  
so  a s  t o  e n su re  a d eq u a te  c o n t r o l  o v e r  th e  
f l o w  o f  e x p e n d it u r e s .  T h ere  a r e  th r e e  
b a s i c  m eth od s : ( a )  im m ediate r e l e a s e  o f  
e n t i r e  b u d g e te d  amount t o  s e c t o r  a g en cy  
a c c o u n t s ;  ( b )  r e l e a s e  o f  fu n d s  a g a in s t  
paym ent v o u c h e r s  o r  r e c e i p t s  sh ow in g  th a t  
th e  s e c t o r  a g e n cy  h a s  e f f e c t e d  o r  i s  
a b o u t  t o  e f f e c t  paym ent; ( c )  p e r i o d i c  
r e l e a s e  o f  fu n d s  t o  s e c t o r  a g e n c ie s  ( e . g .  
o n e - t w e l f t h  o f  th e  b u d g e te d  amount p e r  
month o r  o n e - f o u r t h  p e r  q u a r t e r ) .

S e c t o r  a g en cy  r e s p o n s i b i l i t i e s  in c lu d e :
(a )  p r e p a r in g  f o r e c a s t s  o f  re q u ire m e n ts  
o v e r  th e  y e a r ;  (b )  p r e p a r in g  com m itm ents; 
and ( c )  acknow ledgem ent o f  r e c e i p t s  o f  
g ood s  and s e r v i c e s  and c e r t i f i c a t i o n  o f  
e x p e n d itu r e s  on  them.

S e c t o r  a g e n c ie s  a re  n o r m a lly  r e s p o n s ib le  
f o r  p r o j e c t  im p le m e n ta t io n . T h is  in c lu d e s  
th e  p r e p a r a t io n  o f  f o r e c a s t  e x p e n d itu r e s  
o v e r  th e  y e a r ,  and th e  o r g a n iz a t io n  and 
a d m in is t r a t io n  o f  b id d in g  and c o n t r a c t in g  
p r o c e d u r e s .  C ore a g e n c ie s  w ou ld  b e  
r e s p o n s ib le  f o r  e n s u r in g  t h a t  law s and 
r e g u la t io n s  had b e e n  c o m p lie d  w ith  b e f o r e  
r e l e a s i n g  fu n d s .

C ore a g e n c ie s  s h o u ld  b e  r e s p o n s ib le  f o r  
e s t a b l i s h i n g  u n i fo r m it y  i n  c o n t r a c t u a l  
p r o c e d u r e s  t o  en su re  as many c o m p e t i t iv e  
b id s  a s  p o s s i b l e .  S e c t o r  a g e n c ie s  s h o u ld  
a d m in is te r  th e  p rocu rem en t p r o c e s s  
in c lu d in g  a d v e r t i s i n g ,  d e t a i l e d  c o s t  
e v a lu a t io n  ( f o r  co m p a r iso n  w ith  b i d  
p r i c e s ) ,  e v a lu a t io n  o f  b i d s ,  n e g o t ia t io n  
w ith  c o n t r a c t o r s ,  and r e v ie w  o f  . 
c o n t r a c t o r s '  p e r fo rm a n ce . C o n tr a c ts  
s h o u ld  o n ly  b e  aw arded a f t e r  b u d g e ta ry  
a l l o c a t i o n  i s  a s s u r e d .
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( x i )  B udget im p lem en ta tion : S e c t o r  a g e n c ie s  s h o u ld  p re p a re  p e r i o d i c
r e p o r t in g .  (m on th ly  o r  q u a r t e r ly )  p r o g r e s s  r e p o r t s

and a c c o u n ts ,  w h ich  s h o u ld  b e  
c o n s o l id a t e d  and a n n u a liz e d  b y  th e  c o r e  
a g e n c ie s .

R e s p o n s i b i l i t i e s  o f  th e  s e c t o r  a g e n c ie s  
in c lu d e :  ( a )  p e r i o d i c  r e v ie w  o f  a c t u a l  
e x p e n d itu r e s  ; ( b )  a n a ly s i s  o f  v a r ia t io n s  
w ith  b u d g e t  e s t im a t e s ;  ( c )  a n a ly s i s  o f  
b u d g e ta ry  l a g s ;  and (d )  m atch in g  
f i n a n c i a l  and p h y s i c a l  p r o g r e s s .

C ore a g e n c ie s  s h o u ld  (a )  c o n d u c t  p e r i o d i c  
o v e r a l l  p r o g r e s s  r e v ie w s  In d e p e n d e n tly  o r  
j o i n t l y  w ith  th e  sp en d in g  a g e n c ie s ;  (b )  
r e v is e  p o l i c i e s  and o b j e c t i v e s  where 
a p p r o p r ia te  i n  th e  l i g h t  o f  th e s e  
r e v ie w s ; and ( c )  r e a l l o c a t e  fu n d s w here 
n e c e s s a r y . (NB. In  many c o u n t r ie s ,  
m o n ito r in g  i s  c a r r i e d  o u t  b y  a c e n t r a l  
b o d y . T h is  may b e  n e c e s s a r y  w here th e  
c a p a c i t y  d o e s  n o t  e x i s t  i n  th e  l i n e  
m in is t r y  o r  s e c t o r a l  a g e n cy ; h ow ev er , i t  
i s  d e s i r a b l e  t h a t  t h i s  a c t i v i t y  s h o u ld  be  
c a r r i e d  o u t  b y  th o s e  in  c l o s e  c o n t a c t  
w ith  th e  p r o j e c t  in  q u e s t i o n ) .

( x i i i )  B udget im p le m e n ta tio n : C ore a g e n c ie s  s h o u ld  p r e p a r e  an o v e r a l l
ca sh  management. p la n  f o r  ca sh  management t o  en su re  th a t

b o r ro w in g  i s  w it h in  l i m i t s  and i n t e r e s t  
on  d e b t  m in im ized .

S e c t o r  a g e n c ie s  s h o u ld  r a p id ly  su rre n d e r  
e x c e s s  fu n d s  o r  p r o c e s s  r e q u e s t s  f o r  
a d d i t io n a l  fu n d s  in  a t im e ly  manner.

( x i i )  M o n ito r in g  and 
e v a lu a t io n .
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C. The Budget Process in Practice

(a )  D e te rm in a tio n  o f  O v e r a l l  S p e n d in g _L ev e ls

A t ea ch  p o in t  in  th e  p r o c e s s ,  a  number o f  f a c t o r s  ca n  com bin e t o  
d i v e r t  r e a l i t y  from  th e  t h e o r e t i c a l  p r o c e s s  d e s c r ib e d  a b o v e . In  th e  f i r s t  
s t a g e ,  th e  c o r e  a g e n c ie s  s h o u ld , i n  p r i n c i p l e ,  d e te rm in e  th e  o v e r a l l  l e v e l  
o f  p u b l i c  sp e n d in g  w it h in  th e  b u d g e ta ry  p e r i o d  c o n s i s t e n t  w ith  r e s o u r c e  
a v a i l a b i l i t y  and m acroecon om ic s t a b i l i t y .  In  f a c t ,  t o t a l  sp e n d in g  may s im p ly  
r e s u l t  from  th e  mere c o m p i la t io n  and a g g r e g a t io n  o f  th e  e x p e n d itu r e  
re q u ire m e n ts  o f  ea ch  in d iv id u a l  program  o r  a g e n cy . The pow er o f  th e  c o r e  
a g e n c ie s  t o  c a r r y  o u t  t h e i r  ta s k  i s  o f t e n  l im i t e d  b y  a number o f  f a c t o r s .  
F i r s t ,  th e  r e l a t i v e  p o l i t i c a l  pow er o f  some o f  th e  sp e n d in g  a g e n c ie s  may be  
su ch  th a t  th e y  ca n , in  e f f e c t ,  d e term in e  what th e y  w i l l  sp en d  b y  r e c o u r s e  t o  
h ig h e r  a u t h o r i t y  th a n  th e  c o r e  ( o r  c e n t r a l )  a g e n c ie s .  S econ d , f o r e c a s t s  o f  
f i s c a l  r e c e i p t s  a re  p la g u e d  b y  u n c e r t a in t ie s  e s p e c i a l l y  when th e r e  i s  
s i g n i f i c a n t  r e l ia n c e  on  com m odity t a x e s .  T h ir d , in  many c o u n t r i e s ,  n o t  a l l  
f o r e i g n  a id  o r  b o r r o w in g  f lo w s  th rou g h  th e  c e n t r a l  m i n i s t r i e s .  In  
M a u r ita n ia , f o r  exam p le , th e  c o r e  a g e n c ie s  h a d , u n t i l  r e c e n t l y , l i t t l e  
k n ow led g e , l e t  a lo n e  de f a c t o  c o n t r o l ,  o f  d i r e c t  arran gem en ts b etw een  
s e c t o r  a g e n c ie s  and f o r e i g n  p r o v id e r s  o f  fu n d s . F o u rth , a g g r e g a t io n  o f  
a g en cy  p r o p o s a ls  le a d s  t o  v e r y  n o t io n a l  m agn itudes w h ich  ca n n o t  p o s s i b l y  
h e lp  in fo rm e d  d e c is io n -m a k in g  on  a m u lt itu d e  o f  in d iv id u a l  p rog ra m s. F i f t h ,  
c e n t r a l  a u t h o r i t i e s  a re  f r e q u e n t ly  ham pered in  t h e i r  ju d gem en t o f  a g en cy  
p r o p o s a ls  b y  la c k  o f  b a s i c  in fo r m a t io n  on  m a tte rs  su ch  as number o f  s t a f f ,  
what a c t i v i t i e s  a re  underw ay, what th e y  c o s t  e t c .  The in fo r m a t io n  gap 
g e n e r a l ly  becom es w id e r  a s  one moves away from  th e  c e n t r a l  governm ent 
a g e n c ie s  and tow ards th e  l o c a l  a u t h o r i t i e s  and p u b l i c  e n t e r p r i s e s .

( b )  I n i t i a l  Re s o u r c e  A l l o c a t i o n

Many o f  th e  d e c i s i o n s  in v o lv e d  in  th e  n e x t  s t e p ,  th e  i n i t i a l  
a l l o c a t i o n  o f  th e  e s t im a te d  a v a i la b l e  r e s o u r c e s  b etw een  in d iv id u a l  a g e n c ie s  
a n d /o r  p rog ra m s, may a lr e a d y  h ave  b e e n  subsumed in  th e  p r e v io u s  s t a g e .
A g a in , t h i s  w ou ld  depend upon th e  r e l a t i v e  p o l i t i c a l  pow er o f  th e  c o r e  and 
sp e n d in g  a g e n c ie s .  A number o f  o t h e r  f a c t o r s  may a l s o  in te r v e n e  t o  underm ine 

. th e  t h e o r e t i c a l  p r o c e s s . F or in s t a n c e , b u d g e t  c i r c u l a r s  may n o t  b e  
s y s t e m a t ic a l l y  p re p a r e d  and d i s t r i b u t e d  in  a t im e ly  m anner. They may c o n t a in  
no c o g e n t  i n d i c a t i o n  o f  th e  g o v e rn m e n t 's  g o a ls  o r  how th e s e  a r e  t o  b e  met 
th rou g h  th e  b u d g e t . The e s t im a te  o f  th e  r e s o u r c e  e n v e lo p e  may b e  g r o s s l y  
in a c c u r a t e  f o r  r e a so n s  c i t e d  a b o v e . C ore a g e n c ie s  som etim es r e s o r t  t o  
d e l i b e r a t e l y  u n d e re s t im a t in g  i t  in  o r d e r  t o  in c r e a s e  th e  d e g r e e  o f  de f a c t o  
c e n t r a l  c o n t r o l  o v e r  r e s o u r c e  a l l o c a t i o n .  T h is  i n  tu rn  ca n  le a d  t o  th e  
p r o l i f e r a t i o n  o f  su p p lem en ta ry  b u d g e ts  w h ich  may in c r e a s e  th e  l i k e l i h o o d  o f  
h u r r ie d  e x p e n d itu r e  a l l o c a t i o n s  f o r  i l l - t h o u g h t  o u t  p u r p o s e s .

I t  i s  a t  t h i s  s ta g e  o f  th e  p r o c e s s  th a t  th e  q u a l i t y  o f  th e  
in fo r m a t io n  a v a i la b le  t o  th e  c o r e  a g e n c ie s  becom es a v i t a l  c o n s id e r a t i o n .  
In d e e d , i t  i s  o f t e n  p o s s i b l e  t o  i d e n t i f y  th e  k ey  d e c i s i o n  p o in t s  in  th e



ANNEX III
Page 7 of 15

c y c l e ,  b y  t r a c in g  th e  f lo w  o f  in fo r m a t io n  o r  la c k  o f  i t .  F in a n c ia l  d a ta , 
w h ich  i s  th e  b a s i c  raw m a te r ia l  f o r  e f f e c t i v e  b u d g e t  fo r m u la t io n , may be  
s c a t t e r e d  in  v a r io u s  m in is t r ie s  and a g e n c ie s .  A cco u n ts  and a c c o u n t in g  
sy stem s may n o t  b e  u n ifo rm  and may w e l l  b e  in  c o n f l i c t  w ith  ea ch  o t h e r .  For 
exam ple , th e  c o d i f i c a t i o n  and a c c o u n t in g  sy stem s a re  o f t e n  d i f f e r e n t  f o r  th e  
c u r r e n t  b u d g e t , p re p a re d  b y  b u d g e t  o f f i c e  i n  th e  f in a n c e  m in is t r y ,  and th e  
c a p i t a l  b u d g e t  w h ich  i s  th e  r e s p o n s i b i l i t y  o f  th e  th e  p la n n in g  a u t h o r i t y .
B oth  o f  them may b e  in c o n s is t e n t  w ith  th e  a c c o u n ts  in  th e  t r e a s u r y  
d ep artm en t o f  th e  f in a n c e  m in is t r y  w h ich  i s  r e s p o n s ib le  f o r  a d m in is te r in g  
a c t u a l  paym ents. These d i f f i c u l t i e s  in  th e  c o r e  m i n is t r ie s  a r e  o f t e n  
com pounded b y  th e  f a c t  th a t  th e  s e c t o r  a g e n c ie s  o p e r a te  w ith  t h e i r  own s e t s  
o f  d a ta  w h ich  w i l l  a g a in  l i k e l y  b e  d i f f e r e n t .  Even when d a ta  a re  c o n s i s t e n t ,  
i t  i s  b y  no means unknown f o r  th e  sp en d in g  a g e n c ie s  t o  c o n c e a l  th e  f u l l  c o s t  
o f  a p r o j e c t  in  an a ttem p t to  a v o id  an a d v e rse  d e c i s i o n .  As a r e s u l t ,  
program s th a t  have i n i t i a l l y  g a in e d  b u d g e t  s u p p o r t  on  th e  b a s is  o f  
u n d e r e s t im a t io n  h ave s u b s e q u e n t ly  b a l lo o n e d  ( t h e  " c a m e l 's  n o s e "  ph enom enon ). 
A g a in , some a g e n c ie s  o p e r a te  w ith  a d i f f e r e n t  f i s c a l  y e a r  t o  th a t  o f  th e  
c e n t r a l  governm ent w h ich  im pedes a ttem p ts  t o  a c h ie v e  a c c o u n t in g  c o n s is t e n c y .^  
A l l  t h i s  c o n fu s io n  n o t  o n ly  in v o lv e s  o f f i c i a l s  in  a d u p l i c a t i o n  o r  
t r i p l i c a t i o n  o f  d a ta  c o l l e c t i o n  and p r o c e s s in g ,  b u t  i s  a m a jor  im pedim ent t o  
th e  u se  o f  th e  b u d g e t  a s  a p o l i c y  in s tru m e n t. One o f  th e  m ost im p orta n t 
im provem ents th a t  ca n  b e  made t o  a  c o u n t r y 's  b u d g e ta r y  system  i s  th e  
c o n s t r u c t io n  and i n s t a l l a t i o n  o f  a  f i n a n c i a l  d a ta b a se  w h ich  p la c e s  a l l  
b u d g e ta ry  in fo r m a t io n ,a s  w e l l  as th e  p u b l i c  in v es tm en t program , on  a common 
b a s is  w h ich  ca n  b e  sh a re d  b y  c o r e  and s e c t o r  a g e n c ie s  a l i k e .  W h ile  t h i s  i s  a  
m a jor  u n d e r ta k in g , w h ich  can  s t r e t c h  o v e r  s e v e r a l  y e a r s ,  th e  d i r e c t  and 
i n d i r e c t  b e n e f i t s  a re  s u b s t a n t ia l .  Among th e  l a t t e r  a re  th e  f a c t  th a t  th e  
c o n s t r u c t i o n  and o p e r a t io n  o f  a  new in fo r m a t io n  system  w i l l  f o r c e  d i f f e r e n t  
a g e n c ie s  t o  w ork t o g e t h e r  on  s o l v in g  b u d g e ta ry  p rob lem s and a r r i v i n g  a t  a 
common u n d e rs ta n d in g  o f  th e  i s s u e s  in v o lv e d  in  s o l v in g  b u d g e ta ry  c o n f l i c t s .

( c )  N e g o t ia t io n s  Between S e c t o r  and C ore A g e n c ie s

The h a r d e s t  b a r g a in in g  n o rm a lly  ta k e s  p la c e  a t  th e  n e x t  s t a g e ,  when 
s e c t o r  a g e n c ie s  re sp on d  t o  th e  c o r e  a g e n c ie s ' i n i t i a l  p r o p o s a ls .  One o f  th e  
te c h n iq u e s  m ost w id e ly  u sed  in  th e  su b seq u en t n e g o t ia t io n s  i s  th e  
in cre m e n ta l a p p roa ch : r a th e r  than  d e l i b e r a t i n g  o v e r  th e  g e n e r a l  d e s i r a b i l i t y  
o f  c o n t in u in g  w ith  an o n g o in g  program  o r  p r o j e c t ,  th e  a u t h o r i t i e s  w i l l  
s im p ly  fo c u s  on  v a r ia t io n s  in  o u t la y s  com pared t o  th e  p r e v io u s  e x e r c i s e ,  in  
p r a c t i c e  c o n c e n t r a t in g  a lm ost e x c lu s iv e l y  on  p r o p o s e d  in c r e a s e s .  The 
i m p l i c i t  a ssu m ption  i s  th a t  no s c r u t in y  o f  what was s p e n t  u n der p r e v io u s  
b u d g e ts  i s  w a rra n ted ; com p la cen cy  r e g a r d in g  e x i s t i n g  p o l i c i e s  becom es 
in b r e d ; and th e  b u d g e ta ry  r e v ie w  p r o c e s s  becom es one more im pedim ent t o  th e  
r e v i t a l i s a t i o n  o f  p u b l i c  e x p e n d itu r e  management. Where in cre m e n ta lism  
fo c u s s e s  n o t  on  program s b u t  on  l i n e  item  c a t e g o r ie s  su ch  as s a l a r i e s ,  
m a t e r ia ls ,  d e b t  s e r v i c e  paym ents e t c ,  th e  e f f e c t s  ca n  b e  ev en  more

1 /  A lth ou g h  r a r e  f o r  m in is t r ie s  and o th e r  c e n t r a l  governm ent a g e n c ie s ,  t h i s  
i s  n o t  in fr e q u e n t  f o r  p u b l i c  e n t e r p r i s e s  and o th e r  d e c e n t r a l i z e d  
e n t i t i e s .
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p e r n i c i o u s .  F i r s t ,  t h i s  in v o lv e s  y e t  a  fu r t h e r  d e p a r tu r e  from  an o b j a c t i v e s - 
o r i e n t e d  a p p ro a ch , and, s e c o n d , b y  c o n c e n t r a t in g  on  th e  m i n u t ia e .o f  l i n e  
i t e m s , te n d s  t o  l o s e  s i g h t  o f  th e  b r o a d e r  p o l i c y  i s s u e s .  N e v e r t h e le s s ,  th e s e  
t e c h n iq u e s  a re  w id e ly  u sed  and h ave s t o o d  th e  t e s t  o f  tim e in  b o th  
d e v e lo p in g  and d e v e lo p e d  c o u n t r ie s  ; th e s e  f a c t o r s  a lo n e  a c c o u n t  f o r  a  la r g e  
p a r t  o f  t h e i r  a p p e a l .*  A lth o u g h , i n  some c o u n t r i e s ,  th e  in f lu e n c e  o f  
in c re m e n ta lis m  h as b e e n  d im in is h e d  b y  ch a n g es  i n  e x t e r n a l  c ir c u m s ta n c e s 3 o r  
th rou g h  th e  in t r o d u c t i o n  o f  medium term  p la n n in g  and im p roved  b u d g e ta ry  
t e c h n iq u e s .  In  m ost c a s e s ,  h ow ev er , i t  rem ain s d e e p ly  em bedded i n  th e  
d e c is io n -m a k in g  p r o c e s s ;  r e fo rm  e f f o r t s  s h o u ld  b e  r e s p e c t f u l  o f  th e  h o ld  i t  
h as o v e r  d e c is io n -m a k e r s  and t r y  t o  en su re  th a t  any s u g g e s te d  a l t e r n a t i v e s  
do n o t  d im in is h  s t i l l  f u r t h e r  th e  o f t e n  f r a g i l e  f i n a n c i a l  c o n t r o l  o v e r  th e  
sp e n d in g  a g e n c ie s .

One o f  th e  c o n se q u e n ce s  o f  in cre m e n ta lism  i s  t h a t  th e  b u d g e t  
p r o c e s s  becom es a lm o st  e x c l u s i v e l y  c o n c e r n e d  w ith  th e  o f t e n  s m a ll  amounts 
a v a i la b l e  f o r  a d d i t io n a l  sp e n d in g . In  a  la r g e  number o f  c o u n t r i e s ,  th e s e  a re  
f r e q u e n t ly  b e lo w  10 p e r c e n t  o f  t o t a l  f o r e s e e n  o u t la y s .  As f o r  th e  r e s t ,  th e  
g r e a t e r  p a r t  o f  i t  i s  f r e q u e n t ly  "u n to u c h a b le " ,  e i t h e r  f o r  p o l i t i c a l  r e a so n s  
( s a l a r i e s )  o r  b e ca u s e  o f  f i n a n c i a l  agreem en ts w h ich  th e  governm ent m ust 
h o n o r  (d e b t  s e r v i c i n g ) .  In  su ch  c ir c u m s ta n c e s , th e r e  i s  c l e a r l y  l i t t l e  o r  no 
room  f o r  a d ju stm en ts  o r  a d a p ta t io n  t o  u n fo r e s e e n  ch an ges i n  th e  econ om ic  
en v iro n m e n t. I f  th e  b u d g e ta ry  gap tu rn s  o u t  i n  p r a c t i c e  t o  b e  t o o  l a r g e  t o  
f in a n c e ,  th en  r e c o u r s e  m ust b e  had t o  a  number o f  p o t e n t i a l  p a l l i a t i v e s .
D ebt s e r v i c i n g  o b l i g a t i o n s  may b e  r e d u ce d  th rou g h  r e s c h e d u l in g ,  o r  th e  
in f lo w  o f  new f o r e i g n  r e s o u r c e s  may b e  in c r e a s e d  th rou g h  n e g o t ia t i o n .  
F r e q u e n t ly , h ow ev er , i t  i s  th e  c a p i t a l  b u d g e t , t o g e t h e r  w ith  o p e r a t io n  and 
m ain ten an ce  e x p e n d itu r e s ,  w h ich  b e a r s  th e  b r u n t  o f  th e  c u t s .  In  some 
c o u n t r ie s ,  w here th e r e  i s  a  s e p a r a te  d ev e lop m en t b u d g e t , i t  i s  n o t  unknown 
f o r  c u r r e n t  a c c o u n t  l i n e  item s t o  b e  s h i f t e d  t o  t h i s  b u d g e t  i n  o r d e r  t o  
s e c u r e  f in a n c in g ,  som etim es from  d o n o r -p r o v id e d  fu n d s . T h is  c l e a r l y  im pedes 
a g o v e rn m e n t 's  a b i l i t y  t o  " d e l i v e r "  th e  gen u in e  d ev e lop m en t e x p e n d itu r e s  as 
program m ed. N or ca n  i t  b e  e x p e c te d  th a t  a m ore r e la x e d  f i n a n c i a l  b a ck grou n d  
w i l l  le a d  t o  a more r a t i o n a l  s t r u c t u r e  o f  p u b l i c  sp e n d in g . On th e  c o n t r a r y ,  
i t  o f t e n  le a d s  t o  a d e t e r i o r a t i o n :  s a l a r i e s  and f r i n g e  b e n e f i t s  a r e  u s u s a l ly  
in c r e a s e d ,  t o g e t h e r  w ith  th e  numbers on  th e  p u b l i c  p a y r o l l ,  w h ile  l e s s  
a t t e n t i o n  i s  p a id  t o  q u a n t i t a t iv e  s e l e c t i o n  p r o c e d u r e s  f o r  new p r o j e c t s  and 
p ro g ra m s .

(d )  C a b in e t  A p p rov a l

N e g o t ia t io n s  betw een  c o r e  and s e c t o r  a g e n c ie s  ca n  b e  q u i t e le n g t h y ,  
and s e v e r a l  m o d i f i c a t io n s  may b e  r e q u ir e d  when th e  d r a f t  b u d g e t  i s  
c o n s id e r e d  a t  C a b in e t  l e v e l .  The tim e ta k en  b y  th e  w h ole  p r o c e s s  ca u s e s

2 /  See e s p e c i a l l y  A aron  W ild a v sk y :"A  B udget f o r  A l l  S e a s o n s : Why th e
T r a d i t i o n a l  B udget L a s t s "  in  G. B ruce D oern and A la n  M. M aslove  e d s :  "The 
P u b l ic  E v a lu a t io n  o f  Governm ent S p e n d in g " , I n s t i t u t e  o f  R e se a rch  on  
P u b l ic  P o l i c y ,  O ttaw a, 1979 .

3 /  F or exam p le , th e  f i n a n c i a l  c r i s i s  may b e  s u f f i c i e n t l y  g ra v e  s o  as t o  p o s e  
c h a l le n g e s  t o  t r a d i t i o n a l  a l l o c a t i o n s  o f  r e s o u r c e s ;  t h i s  i s ,  h ow ev er , 
c o m p a r a t iv e ly  r a r e .
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m a jor  p rob lem s in  many c o u n t r ie s ,  b o th  d e v e lo p in g  and d e v e lo p e d . T h is  ca n  
becom e p a r t i c u l a r l y  a c u te  i f  th e  c y c l e  h as t o  co p e  w ith  s i g n i f i c a n t  ch an ges 
t o  th e  t e c h n i c a l  d r a f t  as a r e s u l t  o f  C a b in e t  in t e r v e n t io n .  T h is  may le a d  to  
r e v i s i o n s  i n  e x p e n d itu r e  c e i l i n g s  w h ich  r e q u ir e  ch an g es th ro u g h o u t th e  
b u d g e t . As th e  tim e b etw een  th e  d r a f t  and f i n a l  b u d g e ts  i s  n e a r ly  a lw ays 
s h o r t ,  sp e n d in g  a g e n c ie s  may f i n d  i t  d i f f i c u l t  t o  make a d ju stm en ts  w it h in  
th e  c o n s t r a in t s  o f  th e  b u d g e t  c a le n d a r .  The ad h o c  b u d g e t  t h a t  em erges from  
t h i s  may w e l l  b e  v e r y  d i f f e r e n t  from  th e  a p p rov ed  b u d g e t  t h a t  r e f l e c t s  th e  
f u l l  a d ju s tm e n ts . The same th in g  may, o f  c o u r s e ,  happen  when th e  ch an g es a re  
e f f e c t e d  b y  th e  l e g i s l a t u r e ,  o r  o c c u r  a s  a  r e s u l t  o f  a  h ig h e r  than  
a n t i c ip a t e d  r a t e  o f  i n f l a t i o n .  Much n eed ed  manpower and s k i l l s  th a t  sh o u ld  
b e  d e v o te d  t o  b u d g e t  im p lem en ta tion  a re  t h e r e f o r e  r e q u ir e d  t o  change th e  
b u d g e t .

( e )  C on sequ en ces o f  Fragm ented R e s p o n s i b i l i t y

Added t o  th e  p rob lem s o f  tim e a re  th o s e  o f  fra g m en ted  and 
u n c o o r d in a te d  d e c is io n -m a k in g , o f t e n  l in k e d  t o  b lu r r e d  l i n e s  o f  a u t h o r i t y  
and r o l e s  betw een  a g e n c ie s .  A lth ou g h  th e s e  c h a r a c t e r is e  m ost e con om ies  t o  a 
g r e a t e r  o r  l e s s e r  e x t e n t ,  a ttem p ts  t o  r e i n f o r c e  d e c is io n -m a k in g  c a p a b i l i t y  
a t  c e n t r a l  l e v e l  le a d  t o  a  p a r t i c u l a r l y  a c u te  dilem m a f o r  d e v e lo p in g  
c o u n t r ie s .  On th e  one hand, e con om ic  and f i n a n c i a l  c r i s e s  com bine w ith
w eak n esses in  th e  management c a p a b i l i t i e s  o f  th e  sp en d in g  a g e n c ie s  t o  re n d e r
a s t r o n g e r  d e g re e  o f  c e n t r a l  c o n t r o l  o v e r  e x p e n d itu r e s  in d is p e n s a b le . On th e
o t h e r ,  th e  c e n t r a l  a u t h o r i t i e s  o f t e n  la c k  th e  m eans, b o th  in  term s o f
manpower and in fo r m a t io n , t o  make c e n t r a l  c o n t r o l  e f f e c t i v e .  E x p en d itu re  
management ca n  th u s g e t  b o g g ed  down in  le n g th y  p r o c e d u r e s ,  s u b je c t  t o  
ju dgem en t b y  a c t o r s  f a r  rem oved from  th e  co n se q u e n ce s  o f  t h e i r  d e c i s i o n s .

T hese p r o c e d u r a l  and i n s t i t u t i o n a l  d i f f i c u l t i e s  a re  f r e q u e n t ly  
r e i n f o r c e d  b y  th e  s t r u c t u r e  o f  a u t h o r i t y  and r o l e  d e s ig n a t io n  w ith in  an 
a d m in is t r a t io n . T h is  v a r ie s  from  c o u n tr y  t o  c o u n tr y  and i s  a r e f l e c t i o n  o f  
th e  c u l t u r e  o f  th e  s o c i e t y .  In  some c a s e s ,  e x e c u t iv e  a u t h o r i t y  as su ch  may 
s im p ly  n o t  b e  a ck n ow led ged ; in s t e a d  o f  d e c is o n s  b e in g  d e l i b e r a t e l y  ta k en , 
m a tte rs  may s im p ly  e v o lv e  d ep en d in g  on  th e  r e l a t i v e  p o l i t i c a l  s t r e n g th  o f  
d i f f e r e n t  p a r t i e s  a t  d i f f e r e n t  t im e s . Even w here t h i s  i s  n o t  th e  c a s e ,  i t  i s  
f r e q u e n t ly  o b s e r v a b le  th a t  d i f f e r e n t  r o l e s  a re  n o t  c l e a r l y  d e l in e a t e d  and 
th a t  a u t h o r i t y  i s ,  c o n s e q u e n t ly , fra g m en ted , u n c le a r  and u n c o o r d in a te d . 
F r a g i le  p o l i t i c a l  and a d m in is t r a t iv e  s t r u c t u r e s  te n d  t o  becom e h ig h ly  
p e r s o n a l i z e d  so  th a t  th e  a u t h o r i t y  b o u n d a r ie s  o f  an ag en cy  ca n  expand and 
c o n t r a c t  i n  a c co rd a n c e  w ith  i t s  le a d e r s h ip  and s t a f f  c a p a b i l i t y .  Even w ith in  
m ore e s t a b l i s h e d  and s o p h is t i c a t e d  s t r u c t u r e s ,  l i n e s  o f  a u t h o r i t y  becom e 
b lu r r e d  a s  a  s id e  e f f e c t  o f  e f f o r t s  t o  b u i l d  c o n s e n s u s . F or exam ple , th e  
p r e p a r a t io n  o f  th e  d r a f t  b u d g e t  s h o u ld  b e  th e  r e s p o n s i b i l i t y  o f ,  s a y , th e  
b u d g e t  b u rea u  o r  c o r r e s p o n d in g  o f f i c e  i n  th e  f in a n c e  m in is t r y .  The a ttem p t 
t o  s e c u r e  th e  agreem ent b y  p a r t i c i p a t i o n  o f  o th e r  a g e n c ie s  may le a d  t o  a
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d i l u t i o n  o f  th e  p r im a ry  a g e n c y 's  r e s p o n s i b i l i t y .^  M oreov er , k ey  a g e n c ie s  
a re  o f t e n  i n t e r n a l l y  d iv id e d ;  t h i s  ten d s  t o  b e  ev en  m ore a c u te  a t  a  
p o l i t i c a l  l e v e l .  C a b in e t  con sen su s  may b e  d i f f i c u l t  o r  im p o s s ib le  t o  a t t a i n .  
Then th e r e  i s  th e  r o l e  o f  th e  l e g i s l a t u r e .  In  new d e m o c r a c ie s , o r  c o u n t r ie s  
r e c e n t ly  r e s t o r e d  t o  d em ocra cy , th e  l e g i s l a t u r e  may i n s i s t  on  a much more 
a c t i v e  r o l e  i n  b u d g e t  d e c is io n -m a k in g , and a t  a  much e a r l i e r  s ta g e  o f  th e  
p r o c e s s  th a n  th e  e x e c u t iv e  i s  a ccu stom ed  t o .  Even i n  e s t a b l i s h e d  
d e m o c r a c ie s , th e  l e g i s l a t u r e  may h ave a h ea v y  r o l e  t o  p la y  in  b u d g e t  
fo r m u la t io n  w h ich  ca n  c o n t r a d i c t  o r  su p e r ce d e  t h a t  o f  th e  e x e c u t iv e  ( e . g .  
th e  U n ite d  S t a t e s ) .

In  th e  s h o r t  term , th e  s t a t e  o f  th e  a r t  on  e x p e n d itu r e  management 
o f f e r s  l i t t l e  t o  governm ents w is h in g  t o  s o lv e  th e s e  d ilem m as. In  th e  lo n g e r  
ru n , th e  d ev e lop m en t o f  a d eq u a te  e x p e n d itu r e  management c a p a b i l i t i e s  in  th e  
sp e n d in g  a g e n c ie s  i s  an e s s e n t i a l  p r e r e q u i s i t e  t o  m ore e f f e c t i v e  d e c i s i o n ­
m aking. Once t h i s  i s  i n s t a l l e d ,  i t  c o u ld  b e  r e i n f o r c e d  b y  th e  g ra d u a l 
in t r o d u c t i o n  o f  a  system  o f  " c o n t r o l  th rou g h  in c e n t iv e s "  somewhat p a r a l l e l  
t o  th e  m ethods o f  m o n ito r in g  and s u p e r v is io n  o f  p u b l i c  e n t e r p r i s e s  
f r e q u e n t ly  a d v o c a te d  b y  th e  Bank. In  e s s e n c e ,  t h i s  w ou ld  mean th e  
e s ta b lis h m e n t  o f  a sy stem  o f  t a r g e t  s e t t i n g  and p e r fo rm a n ce  m o n ito r in g  
l in k e d  t o  rew ards and p r n a l t i e s  f o r  th e  in d iv id u a l s  in v o lv e d  i n  b u d g e t in g  
and e x e c u t in g  th e  a c t i v i t i e s  c o n c e r n e d . Such id e a s  a re  f a r  from  new. In  th e

4 /  Many a d m in is t r a t io n s  r e s o r t  t o  th e  u se  o f  com m ittees  in  an a ttem p t t o  
b u i l d  c o n s e n s u s . H ow ever, c o n s id e r a b le  a t t e n t i o n  s h o u ld  b e  p a id  t o  t h e i r  
c o m p o s it io n  and term s o f  r e f e r e n c e  s in c e  o th e r w is e  th e y  ca n  e a s i l y  h ave  a 
number o f  n e fa r io u s  co n se q u e n ce s  f o r  th e  b u d g e ta ry  p r o c e s s .  F i r s t ,  
d e c is io n -m a k in g  b y  com m ittee  g e n e r a l ly  ta k e s  l o n g e r .  S econ d , th e  outcom e 
o f  com m ittee  d e l i b e r a t i o n s  ten d s  t o  b e  h ig h ly  d ep en d en t on  th e  
c h a r a c t e r i s t i c s  and i n t e r e la t i o n s h i p s  o f  th e  in d iv id u a ls  in v o lv e d ;  i t  i s  
th u s  l e s s  p r e d ic t a b l e  and m ore a r b i t r a r y .  T h ir d , co m m ittte e  m em bership 
may w e l l  b e  s h o r t  l i v e d ;  a c c o u n t a b i l i t y  i s  thus underm ined . F ou rth , 
u n le s s  a l l  a f f e c t e d  p a r t i e s  a r e  r e p r e s e n te d , th e y  may w e l l  t r y  t o  
underm ine com m ittee  d e c i s i o n s ;  on  th e  o t h e r  hand , in s u r in g  t h e i r  
r e p r e s e n t a t io n  may w e l l  make th e  com m ittee  u n w ie ld ly . R e co u rse  t o  
com m ittees  i s  o f t e n  a s u b s t i t u t e  f o r  more d e e p -s e a te d  re fo rm  o f  th e  c o r e  
i n s t i t u t i o n s ;  i t  i s  m o t iv a te d  b y  th e  p o w e r fu l f o r c e s  o f  con se n su s  
b u i ld in g  and d i l u t i o n  o f  r e s p o n s i b i l i t y .  U n less  r o l e s  a re  c l e a r l y  
d e f in e d ,  and a lo n g  w ith  them a re a s  o f  r e s p o n s i b i l i t y  and a c c o u n t a b i l i t y ,  
i t  i s  t o  b e  e x p e c te d  th a t  a g e n c ie s  and o f f i c i a l s  w i l l  tak e  th e  s a f e  r o u te  
o f  com m ittee  fo r m a t io n . A more p ro m is in g  a p p roa ch  o v e r  th e  lo n g e r  term  
w ou ld  b e  t o  u n d erta k e  a r e o r g a n iz a t io n  o f  th e  k ey  a g e n c ie s  and t h e i r  
i n t e r r e l a t i o n s h i p s .  T h is  w ou ld  im p ly  r e d e f i n i t i o n  o f  j o b  d e s c r i p t i o n s ,  
a ssessm en ts  o f  manpower re q u ire m e n ts  and p erh a p s  some m o d i f i c a t io n s  in  
th e  g o v eh m en t 's  o v e r a l l  o r g a n iz a t io n  c h a r t .
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la c e  1 9 6 0 s , S c h u lt z e 3 s u g g e s te d  th a t  in c e n t iv e s  b e  in c lu d e d  in  th e  d e s ig n  
and fo r m u la t io n  o f  th e  b u d g e t  and o f  in d iv id u a l  b u d g e ta ry  p rog ram s. These 
s h o u ld  c l e a r l y  n o t  c o v e r  th e  w h ole  gamut o f  governm ent sp e n d in g , b u t  c o u ld  
b e  a p p l ie d  in  a r e a s  w h ich  le n d  th em se lv es  more r e a d i l y  t o  th e  s p e c i f i c a t i o n  
o f  o u tp u t , c o s t s  and m easures o f  p e r fo rm a n ce . The p r a c t i c a l  a p p l i c a t i o n  o f  
su ch  an a p p roa ch  i s  l im i t e d  b y  th e  p h i lo s o p h y  o f  p u b l i c  s e r v i c e  w h ich  d oes  
n o t  n o rm a lly  in c lu d e  d i r e c t  p e r fo rm a n ce  in c e n t iv e s  i n  th e  c a r r e e r  p a th  o f  
s t a t e  em p loy ees  ( a t  l e a s t  in  c e n t r a l  and l o c a l  g o v e rn m e n t). H ow ever, 
s e l e c t i v e  a p p l i c a t i o n  o f  t h i s  ap p roa ch  may b e  w orth y  o f  fu r t h e r  e x p lo r a t io n .

( f )  Im p lem en ta tion  I s s u e s

These can  c o n v e n ie n t ly  b e  d iv id e d  in t o  p rob lem s o f  c o n t r o l  and ca sh  
management. By c o n t r o l  i s  meant n o t  m e re ly  e n s u r in g  th a t  e x p e n d itu r e s  a re  
k e p t  w it h in  l i m i t s  im posed  b y  r e s o u r c e  a v a i l a b i l i t y  ( i t s e l f  a  d i f f i c u l t  
t a s k ) ,  b u t  a l s o  th a t  th e y  r e f l e c t  th e  b ro a d  g o a ls  o f  p o l i c y .  M ost 
e x p e n d itu r e  management system s in  d e v e lo p in g  c o u n t r ie s  la c k  th e  means t o  
a c h ie v e  c o n t r o l  in  t h i s  b r o a d e r  s e n s e . S p e c i f i c a l l y ,  th e y  o f t e n  do n o t  have : ^

a  w e l l - d e f in e d  w ork program  f o r  ea ch  o f  th e  sp e n d in g  a g e n c ie s  
in d i c a t in g  f o r e c a s t s  o f  when f i n a n c i a l  and o t h e r  k ey  r e s o u r c e s  
w i l l  b e  n eed ed ;

a system  o f  p e r i o d i c  r e v ie w s  t o  r e p la n  and r e s c h e d u le  i n  th e  
l i g h t  o f  p r e v io u s ly  u n fo r e s e e n  o b s t a c l e s  a n d /o r  ch an g es in  
c o s t s  ;

an e s t a b l i s h e d  p ro ce d u r e  o f  p e r i o d i c  r e l e a s e s  o f  fu n d s to  
sp en d in g  a g e n c ie s  r e l a t i n g  f i n a n c i a l  f lo w s  t o  th e  program  o f  
a c t i v i t i e s  ;

a  f i n a n c i a l  management in fo r m a t io n  system  p r o v id in g  an u p - t o -  
d a te  and a c c u r a te  a c c o u n t  o f  com m itm ents, e x p e n d itu r e s  and th e  
s t a t u s  o f  fu n d s a l l o c a t e d  f o r  a  p a r t i c u l a r  a c t i v i t y  a n d /o r  t o  
a  p a r t i c u l a r  a g e n cy ;

a w e l l - f u n c t i o n in g  and a d e q u a te ly  s u p e r v is e d  p rocu rem en t 
system  f o r  th e  a c q u i s i t i o n  o f  g ood s  and s e r v i c e s ;

5 /  See C h a r le s  L . S c h u lt z e :  "The P o l i t i c s  and E conom ics o f  P u b l ic  S p en d in g " , 
th e  B rook in g s  I n s t i t u t i o n ,  W ashington  DC, 1968 , and "The R o le  o f  
I n c e n t iv e s ,  P e n a lt ie s  and Rewards in  A t t a in in g  E f f e c t i v e  P o l i c y , "  
Governm ent P r in t in g  O f f i c e ,  W ashington  DC, 1969 .

6 /  For fu r t h e r  d e t a i l s ,  s e e  F. K h a lid : "B udget E x e cu tio n  and Cash
M anagem ent," in  " I s s u e s  in  B u d getin g  and E x p en d itu re  C o n t r o l , "  IMF, 1982.



AfiKEX.HI 
Page 12 o f  15

a s im p le  b u t  fu n c t io n a l  r e p o r t in g  system  f o r  v e r i f i c a t i o n  o f  
w ork in  p r o g r e s s ,  t a i l o r e d  a c c o r d in g  t o  th e  v a r y in g  
r e q u ire m e n ts  o f  th e  l e v e l s  o f  h ie r a r c h y  in v o lv e d  in  b u d g e ta ry  
e x e c u t io n  and s u b je c t e d  t o  an i n s t i t u t i o n a l  r e v ie w  p r o c e s s  
(m o n th ly , q u a r t e r ly  e t c .  d ep en d in g  on  th e  im p o rta n ce  and 
n a tu re  o f  th e  a c t i v i t y ) ; o r .

an e v a lu a t io n  and a u d it  sy stem , a d m in is te r e d  b y  an in d ep en d en t 
b o d y  ( e i t h e r  w it h in  th e  govern m en t o r  a n sw era b le  s e p a r a t e ly  t o  
p a r l ia m e n t ) , c a p a b le  n o t  m e re ly  o f  f i n a n c i a l  a u d i t  b u t  a l s o  o f  
th e  e x t e n t  t o  w h ich  a  p r o j e c t  o r  a c t i v i t y  r e a l i z e d  i t s  w id e r  
g o a l s .

C o n se q u e n tly , th e r e  i s ,  a t  b e s t ,  an ov erem p h a sis  on  f i n a n c i a l  
c o n t r o l  a s  an end  in  i t s e l f .  T h is  ca n  re a ch  th e  p o in t  w here i t  s e r i o u s l y  
ham pers th e  w ork  o f  th e  sp e n d in g  a g e n c ie s .  H ig h ly  com p lex  p r o c e d u r e s  f o r  th e  
r e l e a s e  o f  fu n d s  a re  o f t e n  com bin ed  w ith  a c o n fu s io n  o f  th e  t r e a s u r y  
fu n c t io n  w ith  th a t  o f  e x p e n d itu r e  c o n t r o l  ( i . e .  fu n d s  w i l l  b e  h e ld  up a t  th e  
p o in t  o f  r e l e a s e  w h eth er o r  n o t  a l l  s t e p s  have b e e n  p r o p e r ly  c a r r i e d  o u t ,  
s in c e  t h i s  i s  th e  o n ly  e f f e c t i v e  way o f  k e e p in g  w it h in  o v e r a l l  sp e n d in g  
l i m i t s ) . T h is  n o t  o n ly  makes i t  n e a r ly  im p o s s ib le  f o r  th e  sp e n d in g  a g e n c ie s  
t o  p la n  t h e i r  a c t i v i t i e s ,  b u t  a l s o  r u le s  o u t  e f f e c t i v e  d e le g a t i o n  o f  
r e s p o n s i b i l i t y  o r  th e  e s ta b lis h m e n t  o f  a c c o u n t a b i l i t y  in  th e  u se  o f  p u b l i c  
fu n d s .

Good ca s h  management ( i . e .  th e  m eetin g  o f  th e  g o v e r n m e n t 's  d a i l y  
ca s h  re q u ire m e n ts  a t  a  minimum c o s t )  ca n  sa v e  governm ents s u b s t a n t ia l  
am ounts, a s  w e l l  as s u p p o r t in g  w id e r  aim s o f  m on etary  and f i s c a l  p o l i c y . ?  
D e s p ite  t h i s ,  i t  i s  a  n e g le c t e d  a re a  o f  p u b l i c  e x p e n d itu r e  management. T here 
a re  th r e e  m ain r e a s o n s  f o r  t h i s .  F i r s t ,  sp e n d in g  d ep artm en ts  r a r e l y  h ave 
in c e n t iv e s  t o  manage t h e i r  ca sh  w e l l ,  s in c e  th e  c o s t s  o f  p o o r  management, in  
ten u s  o f  i n t e r e s t  c h a r g e s , a re  u s u a l ly  b o rn e  b y  th e  b u d g e t , w h ile  th e  
b e n e f i t s  a c c r u e  t o  th e  f in a n c e  m in is t r y  a n d /o r  c e n t r a l  bank . S econ d , b u d g e t  
e x e c u t io n  f o c u s e s  p r im a r i ly  on  r e l e a s e  o f  fu n d s t o  l i n e  a g e n c ie s ,  w h ile  th e  
a c t u a l  sp e n d in g  o f  th e  money i s  u s u a l ly  s e v e r a l  s t a g e s  fu r t h e r  rem oved . 
T h ir d , a c c o u n t in g  in fo r m a t io n  sy stem s u se d  m ost f r e q u e n t ly  b y  govern m en ts do 
n o t  g e n e r a te  f l o w  o f  fu n d s  d a ta  b u t  c o n c e n t r a t e  r a t h e r  on  p o s t  h o c  
a c c o u n t a b i l i t y  f o r  r e s o u r c e s  r e le a s e d  t o  l i n e  a g e n c ie s .  The i n s t i t u t i o n a l  
p r e r e q u i s i t e s  f o r  e f f e c t i v e  ca s h  management may a l s o  b e  m is s in g .  T h ere  i s  
f r e q u e n t ly  no c e n t r a l  a u t h o r i t y  r e s p o n s ib le  f o r  t h i s  f u n c t io n .  B ecau se o f  
d e f e c t s  in  th e  b u d g e ta ry  sy stem , o r  w ith  a v ie w  t o  e s c a p in g  s u r v e i l l a n c e  as 
much a s  p o s s i b l e ,  l i n e  a g e n c ie s  o f t e n  p r e f e r  t o  g e n e r a te  s p e c i a l  fu n d s  o v e r  
w h ich  th e y  h ave  c o n t r o l  r a t h e r  th an  r e tu r n  t h e i r  s u r p lu s  ca sh  t o  a  c e n t r a l  
p o o l .  T h is  ca n  le a d  t o  a s i t u a t i o n  in  w h ich  th e  c o r e  a g e n c ie s  a re  f o r c e d  to  
b o rro w  t o  m eet th e  g o v e rn m e n t 's  d a y - t o -d a y  ca sh  re q u ire m e n ts  a t  a  r a t e  o f  
i n t e r e s t  h ig h e r  than  th a t  e a rn ed  on  th e  l i n e  a g e n c ie s ' ca sh  s u r p lu s e s  
d e p o s i t e d  w ith  th e  com m ercia l b a n k s.

7 /  F or exam ple , when th e  m onetary  a u t h o r i t i e s  a re  t r y in g  t o  k eep  a t i g h t  
h o ld  on  c r e d i t  e x p a n s io n , ca sh  management p r o c e d u r e s  s h o u ld  n o t  p e rm it  
p u b l i c  a g e n c ie s  t o  b u i ld  up la r g e  b a la n c e s  w ith  com m ercia l b a n k s .
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The p r a c t i c a l  p rob lem s a s s o c ia t e d  w ith  th e  b u d g e ta r y  p r o c e s s  have 
l e d  b o th  c o r e  and l i n e  a g e n c ie s  t o  a d o p t a number o f  a m e lia to r y  m easures and 
m ethods t o  d e a l  w ith  c o n f l i c t s  and f a c i l i t a t e  th e  a l l o c a t i o n  o f  fu n d s  t o  
a c t i v i t i e s  deemed p o l i t i c a l l y  im p o r ta n t . The m ost common a r e  e x t r a -b u d g e ta r y  
a c t i v i t y , earm ark in g  o f  fu n d s , and su p p lem en tary  b u d g e ts . A l l  th e s e  m ethods 
a r e ,  t o  a  l a r g e  e x t e n t ,  p a l l i a t i v e s  and s u b s t i t u t e s  f o r  d e e p e r , and h en ce  
p o l i t i c a l l y  d i f f i c u l t ,  i n s t i t u t i o n a l  r e fo r m s . M oreov er , t h e i r  a d o p t io n  ca n  
h ave  dam aging co n se q u e n ce s  f o r  th e  g o v e rn m e n t 's  a b i l i t y  t o  mange p u b l i c  
e x p e n d itu r e s  e f f e c t i v e l y .

(a )  fa jaa .-^ H ilg£ ta tY  .A s s iy l f y

As a r e s u l t  o f  th e  d e f e c t s  i n  th e  t r a d i t i o n a l  b u d g e ta ry  p r o c e d u r e s ,  
more and more a c t i v i t i e s  ten d  t o  s h i f t  f r u a  th e  n a t io n a l  b u d g e t  t o  o th e r  
s o u r c e s  o r  m ethods o f  f in a n c in g .  These a re  o f t e n  l e s s  v i s i b l e  and h en ce  l e s s  
s u b je c t  t o  p u b l i c  s c r u t in y .  Numerous e x t r a -b u d g e ta r y  fu n d s a re  c r e a t e d ,  some 
o f  th e  them w ith  d o n o r  encouragem ent and ev en  a c t i v e  s u p p o r t ,  t o  en su re  th e  
e s ta b lis h m e n t  o r  c o n t in u a t io n  o f  a g e n c ie s ,p r o g ra m s  and p r o j e c t s .  O f f i c i a l s  
d i s l i k e  th e  u n c e r t a in t y  and d e la y s  a s s o c ia t e d  w ith  norm al b u d g e ta ry  
a l l o c a t i o n s  and much p r e f e r  e f f e c t i v e l y  c o n t r o l l i n g  t h e i r  own f i n a n c e s .
D onor in f lu e n c e  i s  o f t e n  a m a jo r  f a c t o r ;  in  some c o u n t r ie s  f o r e i g n  fu n d in g  
d o e s  n o t  p a s s  th rou g h  th e  n a t io n a l  b u d g e ta ry  sy stem . In  M a u r ita n ia , f o r  
exam ple , a  r e c e n t  s tu d y  fou n d  t h e t  o v e r  90 p e r c e n t  o f  in v es tm en t 
e x p e n d itu r e s  a re  f in a n c e d  from  f o r e i g n  g ra n ts  and lo a n s  and a l l  a re  e x t r a -  
b u d g e ta r y . W h ile  u s e f u l  in  term s o f  o p e r a t io n a l  f l e x i b i l i t y  and g u a ra n te e in g  
th e  c o n t in u a t io n  o f  some v i t a l  fu n c t io n s ,  e x t r a -b u d g e ta r y  fu n d s a re  
f r e q u e n t ly  a b u sed . In  many c o u n t r ie s  i t  ca n  b e  s e e n  th a t  fu n d s a r e  s t i l l  
d i r e c t e d  t o  p r o j e c t s  and a c t i v i t i e s  th a t  have o u t l i v e d  t h e i r  u s e fu ln e s s  ; in  
s o m e .c a s e s , th e y  may even  h ave c e a s e d  t o  e x i s t ,  and .the money i s  c h a n n e lle d  
t o  o t h e r ,  non -m andated u s e s .  M oreov er , th e y  n o t  o n ly  underm ine p r a c t i c a l l y  
a l l  th e  p r i n c i p l e s  o f  sound b u d g e ta ry  m anagement, th e y  ca n  e s ca p e  com p a rison  
w ith  o t h e r  u s e s  o f  fu n d s  and h en ce  th e  c h o i c e s  w h ich  s h o u ld  b e  in v o lv e d  in  
th e  b u d g e ta r y  d e c i s i o n  p r o c e s s .  I t  i s  o f  l i t t l e  u s e ,  h ow ev er , t o  b e w a il  
t h e i r  in c r e a s in g  p r e v a le n c e  w h ile  f a i l i n g  t o  a d d r e ss  th e  d e f i c i e n c i e s  o f  th e  
b u d g e ta ry  p r o c e s s  i t s e l f ,  w h ich  a re  f r e q u e n t ly  t h e i r  m ain c a u s e .

(b )  Earm arking

Earm arking i s  a n o th e r  te ch n iq u e  w id e ly  u sed  t o  c ircu m v en t, th e  
norm al b u d g e ta ry  p r o c e s s .  I t  ca n  ta k e  th e  form  e i t h e r  o f  a  s p e c i f i c  
a l l o c a t i o n  o f  a  p e r c e n ta g e  o f  r e v e n u e s , o r  th e  d i r e c t i o n  o f  a  p a r t i c u l a r  
c a t e g o r y  o f  re v e n u e , t o  a p a r t i c u l a r  a g e n cy . I t  i s  p r e v a le n t  in  L a t in  
A m erica  and i n  E a st A s ia .  A lth ou g h  l e s s  c o n s p ic u o u s  in  sy stem s in h e r i t e d  
from  th e  B r i t i s h  o r  th e  F ren ch , i t  i s  in c r e a s in g ly  p r a c t i c e d  in  Sub-S aharan  
A f r i c a .  A t l e a s t  i n  t h e o r y , i t  has a  number o f  a d v a n ta g e s . I t  ca n  en su re  
fu n d in g  f o r  c e r t a i n  a c t i v i t i e s  and r e d u c e s  u n c e r t a in t y .  I t  ca n  p r o v id e  a 
d i r e c t  l i n k  b etw een  th e  c o s t s  and b e n e f i t s  o f  a  p a r t i c u l a r  ty p e  o f  t a x a t io n .

D. Typical Responses to Defects in the Budgetary System
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I t  s h o u ld  e a s e  p er fo rm a n ce  m easurem ent and th e  e s ta b lis h m e n t  o f  c o s t - c u t t i n g  
i n c e n t iv e s .  I t  ca n  h e lp  th e  e x e c u t iv e  r e d u ce  th e  d e la y s  a s s o c ia t e d  w ith  
l e g i s l a t i v e  a p p r o v a l o f  th e  b u d g e t  p r o c e s s .  In  p r a c t i c e ,  th e r e  a r e  a s  many 
p rob lem s a s  b e n e f i t s  a r i s i n g  from  th e s e  s o - c a l l e d  a d v a n ta g e s . The l i n k  
b etw een  t a x a t io n  c o s t s  and b e n e f i t s  i s  o f t e n  o b s c u r e  and n o t  a p p a re n t  t o  
ta x p a y e r s . A d m in is t r a t iv e ly ,  th e  grow th  o f  earm ark in g  u n derm ines th e  
a u t h o r i t y  o f  th e  c e n t r a l  b u d g e t in g  p r o c e s s  and t h a t  o f  th e  l e g i s l a t u r e .  I t  
e n co u r a g e s  an  e n c la v e  m e n t a l i t y  among th o s e  r e s p o n s ib le  f o r  a d m in is t e r in g  
th e  fu n d s . A g e n c ie s  te n d  t o  becom e a law  u n to  th e m se lv e s  and a g g r a v a te  th e  
c o m p le x ity  o f  th e  b u d g e t  p r o c e s s .  The r e s u l t i n g  l a c k  o f  f u n g i b i l i t y  o f  
p u b l i c  r e s o u r c e s  o f t e n  r e s u l t s  i n  new e x p e n d itu r e s  b e in g  in c r e m e n ta l  r a th e r  
th an  s u b s t i t u t i n g  f o r  e x i s t i n g  on es  w h ich  a re  p r o t e c t e d  from  c u t s  b y  t h e i r  
a c c e s s  t o  earm arked r e s o u r c e s .  M oreov er , s in c e  m ost m a jo r  new i n i t i a t i v e s  in  
p u b l i c  e x p e n d itu r e  a r e  f in a n c e d  e x t e r n a l l y ,  th e  end  r e s u l t  i s  b o th  an 
o v e r a l l  in c r e a s e  in  p u b l i c  sp e n d in g  and an a d d i t io n  t o  th e  e x t e r n a l  d e b t  
b u rd en . A c c e s s  t o  n o n fu n g ib le  r e s o u r c e s  may a l s o  d i s t o r t  th e  s e c t o r a l  
p a t t e r n  o f  in v e s tm e n t , e s p e c i a l l y  d u r in g  f i s c a l  a u s t e r i t y .  A g a in , d o n o rs  a re  
o f t e n  a m a jo r  p a r t  o f  th e  p ro b le m : th e y  en co u ra g e  earm ark in g  f o r  s i m i la r  
r e a s o n s  as e x tr a b u d g e ta r y  fu n d s (w h ich  ca n  a l s o  b e  f in a n c e d  from  earm arked 
r e v e n u e s ) . They o f t e n  i n s i s t  on  th e  s p e c i f i c  p r o v i s i o n  o f  c o u n t e r p a r t  fu n d s 
f o r  in d iv id u a l  p r o j e c t s  and p rog ra m s, r a t h e r  th an  a l lo w in g  th e  governm ent 
c o n t r ib u t io n  t o  b e  f in a n c e d  from  g e n e r a l  b u d g e ta r y  a l l o c a t i o n s .  T h is  ca n  
le a d  t o  th e  a cc u m u la t io n  o f  " s lu s h  fu n d s "  w h ich  th e  governm ent may u se  f o r  
n o n -b u d g e te d  p r o j e c t s  p r o v id e d  th a t  th e y  ca n  p ersu a d e  th e  d o n o r  t o  r e l e a s e  
th e  fu n d s . I n  Zam bia, f o r  exam ple , a  la r g e  and i l l - c o n c e i v e d  e x p a n s io n  o f  
th e  a g r i c u l t u r a l  c r e d i t  program  was f in a n c e d  b y  PL480 fu n d s  from  US f o o d  
a i d .  In  g e n e r a l  te rm s, governm ents s h o u ld  b e  e n co u ra g e d  t o  p h a se  o u t  
ea rm a rk in g , though  t h i s  s h o u ld  b e  g ra d u a l and a ccom p an ied  b y  e f f o r t s  t o  
re fo rm  th e  b u d g e ta ry  p r o c e s s .

( c )  S upplem entary  B udgets

C ore a g e n c ie s  may r e s o r t  t o  su p p lem en ta ry  b u d g e ts  i n  an e f f o r t  t o  
in c r e a s e  t h e i r  de f a c t o  c o n t r o l  o v e r  e x p e n d itu r e s  - -  f o r  ex am p le , b y  
a r t i f i c i a l l y  d e p r e s s in g  th e  t o t a l  amount o f  r e s o u r c e s  i n  th e  i n i t i a l  
b u d g e ta ry  e n v e lo p e  and th en  s u b s e q u e n t ly  m ee tin g  r e q u e s t s  th rou g h  
su p p lem en ta ry  a p p r o p r ia t io n s .  Som etim es, th e  l e g a l  fram ew ork makes th e  u se  
o f  su ch  su p p lem en ts  u n a v o id a b le . In  C o lom b ia , f o r  exam p le , th e  c o n s t i t u t i o n  
r e q u i r e s ,  f i r s t ,  t h a t  th e  b u d g e t  b e  b a la n c e d  in  th e  f o r m a l i s t i c  s e n s e  th a t  
e x p e n d itu r e s  must n o t  e x c e e d  l e g a l l y  c o n fir m e d  r e s o u r c e  a v a i l a b i l i t y ,  and, 
s e c o n d , th a t  e s t im a te d  rev en u es  n o t  in c r e a s e  b y  more th an  10 p e r c e n t  o v e r  
th e  p r e v io u s  y e a r 's  b u d g e t . T h is  means in  p r a c t i c e  th a t  th e  i n i t i a l  b u d g e t  
o n ly  p a r t i a l l y  c o v e r s  e x p e n d itu r e s  d u r in g  th e  y e a r ,  s o  th a t  a s e r i e s  o f  
su p p lem en ta ry  b u d g e ts  a r e  fo r m u la te d  as m ore r e s o u r c e s  becom e a v a i l a b l e .  In  
r e c e n t  y e a r s ,  th e r e  h ave b een  up t o  f i v e  su p p lem en ts  a c c o u n t in g  f o r  a s  much 
a s  50 p e r c e n t  o f  th e  i n i t i a l  a l l o c a t i o n .  I n e v i t a b ly ,  th e  a d d i t io n s  a re  
p r e p a r e d  i n  a h u rry  w ith o u t  an e v a lu a t io n  o f  t h e i r  c o n s i s t e n c y  w ith  th e  
o r i g i n a l  b u d g e t  o r  th e  o v e r a l l  d ev e lop m en t s t r a t e g y .  U n d e s ir a b le  th ou gh  such  
a sy stem  i s ,  a t  l e a s t  th e  c o r e  m in is t r ie s  m a in ta in  a d e g r e e  o f  e f f e c t i v e  
c o n t r o l  o v e r  e x p e n d itu r e  d e c i s i o n s .  By c o n t r a s t ,  i n  some S ub-S aharan  A fr i c a n
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c o u n t r ie s  i t  i s  th e  sp en d in g  m in is t r ie s  w h ich  ca n  d e term in e  th e  s i z e  o f  the  
su p p lem en ts . In  Zam bia, f o r  in s t a n c e ,  th e  C e n tra l Bank m a in ta in s  a 
" r e v a lu a t io n  a c c o u n t"  u nder w h ich  governm ent paym ents a re  a u t o m a t ic a l ly  
made, w h eth er o r  n o t  th e  e x p e n d itu r e  was a u th o r iz e d  in  th e  b u d g e t . Spending  
m i n is t r ie s  a r e  a l lo w e d  t o  overd raw  t h e i r  a c c o u n ts  w ith  M in is t r y  o f  F in an ce 
a p p ro v a l b e in g  p r o v id e d  o n ly  r e t r o s p e c t i v e l y  th rou g h  th e  su p p lem en ta ry  
b u d g e t . In  19 8 6 , th e  su p p lem en ta ry  b u d g e t  was a lm o s t  as la r g e  as th e  
o r i g i n a l  o p e r a t io n a l  b u d g e t  and was th e  m a jor  c o n t r ib u t o r  t o  a  v e r y  la r g e  
d e f i c i t .  A g a in , as w ith  earm ark in g  and e x t r a -b u d g e ta r y  fu n d s , th e  o n ly  cu re  
i n  th e  lo n g  run  i s  a  r e fo rm  and s t r e a m lin in g  o f  th e  m ain b u d g e t  p r o c e s s .
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Se c t io n  1 ; The D vera l 1 Goal s of Tax Re-form i n th e  Context 
o-f S t r u c tu r a l  Ad ju s t  ment

S e v e ra l deve lop ing  c o u n tr ie s  a re  p re s e n t ly  immersed in  
macroeconomic s t r u c tu r a l  ad justm ent p rocesses , in  a 
fo re ig n - d eb t burdened co n tex t. V a r io u s  L a t in  American 
c o u n tr ie s  have implemented more or le s s  am b itious programs 
of economic re form s in  th e  re ce n t past to  co n fro n t to  the  
main ch a lle n g e s  of f in a n c ia l  and economic im balances th a t  
c h a ra c te r iz e  th e  r e a l i t i e s  o f th e  n in e teen  e ig h t ie s .  
Theory p o s tu la te s  and ex p e rien ce  te a ch es , th a t  the  r o le  of 
f i s c a l  p o l ic ie s  in  such programs i s  a c r u c ia l  one.

T h is  paper i s  devoted to  the  a n a ly s is  o f the  tax reform  
s id e  of f i s c a l  p o l ic y .  We u t i l i z e  the  C h ile an  experience  
of com prehensive tax re form s in  1975 and 1985, fo r  
purposes of o b ta in in g  a b e t te r  understand ing  of the  r o le  
th ese  p layed  in  the  s t r u c tu r a l  ad justm ent e f f o r t s  of- the 
co u n try .

I t  i s  o f in t e r e s t  to  examine some of the  s p e c ia l l in k s  
th a t  a re  e s ta b lis h e d  between major in tended  s h i f t s  in  tax 
s t ru c tu re ,  tax admin i s t r a t io n  and tax revenues (conform ing 
e lem ents of tax reform  > and the  r e s u l t s  a c h ie va b le  in
f i s c a l  revenues re q u ire d  to  meet th e  f in a n c in g  of prudent 
f i s c a l  spending. A lso  in  understand ing  the  im pacts th a t  
such tax reform s have in  c r u c ia l  a re a s  of mid term 
ad justm ent: the  prom otion of p r iv a t e  sa v in g s , the
encouragement of g re a te r  fo re ig n  and dom estic in vestm en ts , 
the  enhancement of h ig h e r e f f i c ie n c y  in  the a l lo c a t io n  of 
re so u rce s  of the  economy. A r e la te d  g o a l, which 
accompanies those enumerated e a r l i e r ,  i s  the  a ch ie v in g  of 
d e s ired  v e r t i c a l  e q u ity  o b je c t iv e s  ( d is t r ib u t i v e  ju s t i c e )  
and should a ls o  be assessed  when d is cu ss in g  m atte rs  of
Comprehensive Tax Reform (C .T .R . ) .

I t  i s  e a s ie r  to  focus the  d is cu ss io n  of t h is  in t ro d u c to ry  
s e c t io n  , by d e s c r ib in g  what - in  our v iew  - a p o l ic y  of 
com prehensive tax reform  w i l l  not n o rm a lly  a ch ie ve  in  the 
modal deve lop in g  co u n try  case  of th e  p re sen t. 1J_

1/ T h is  c h a ra c te r iz a t io n  in ten d s  to  r e s t r i c t  the  v a l i d i t y  
of our comments to  a s ig n i f i c a n t  subset of the  deve lop ing  
wor1d .



I t  i s  our op in ion  th a t  by -follow ing t h i s  ra th e r  in d ir e c t  
ro u te  fo r  a p re lim in a r  d is c u s s io n , we save a co n s id e ra b le  
amount of tim e and space, w h ile  being  a b le  to  d ip e l l  a 
s e r ie s  of m isconcep tions th a t  in  s e ve ra l deve lop ing  
c o u n tr ie s  have surrounded th e  e v a lu a t io n  and p o s tu la te s  of 
tax reform .

I f  we fo cus  in  the  medium term as a r e le v a n t  tim e scope 
fo r  p o licym ake rs , and i f  we co n s id e r in  a r e a l i s t i c  manner 
the  range of f e a s ib le  o p e ra t io n a l a l t e r n a t iv e s  open to  the  
governments of a s ig n i f i c a t i v e  number of m id-size LDCs 
undergoing s t r u c tu r a l  ad justm ent p ro cesses , then we may be 
c e r t a in  th a t  fo r  the  fo llo w in g  l i s t  o f s ta te d  o b je c t iv e s  
tax reform  p o l ic ie s  per se w i l l  n o rm a lly  a ch ie ve  an 
in s ig n ic a n t  to  low net b e n e f ic ia l  im pact:

a) g en e ra te  w e lfa re  enhancing g a in s  v ia  a tax induced 
" f in e  tu n in g " of th e  mix of t ra d a b le  goods and s e r v ic e s ,  
and of the  mix of t ra d a b le  s e c to ra l a c t i v i t i e s  in  LD C 's ;

b) a l ig n  in  predeterm ined d e ta ile d  ways (p o l ic y  p lanned) 
the  post - f is c  persona l d is t r ib u t io n  of incomes 
s u s ta in a b le  in  the  medium term , w ith in  reaso n ab le  ranges 
of tax burdens;

c ) a l t e r  or secu re  in  any d e c is iv e  m agnitude, th e  v a lu e s  
and speed of the  f lo w s  of D ir e c t  Fo re ig n  Investm ents and 
Fo re ig n  Sav in g s  fo rthcom ing  to  th e  LDC economy, (except in  
an extrem e u n d e s ira b le  and l im it in g  c a s e ) .

L a t in  Am erica, A s ia  and A f r ic a  have in  the  p ast p laced  
unwarranted w eight in  the  expected c o n tr ib u t io n  of C .T .R . 
p o l ic ie s  as such , in  m atte rs  of such im portance as those 
d esc rib ed  in  th e  form er l i s t .  T h is  has tended, in  more 
than a few in s ta n c e s , to  d is c r e d it  th e  e f fe c t iv e n e s s  of 
tax re fo rm s. But i t  has done so fo r  th e  wrong reasons and 
under un reasonab le  e v a lu a t in g  s ta n d a rd s . It  i s  im po rtan t, 
as we s h a l l  i l l u s t r a t e  in  l a t e r  s e c t io n s  w ith  th e  C h ilean  
case , th a t  p o licym akers  and p o l i t i c i a n s  a t la rg e  be aware 
of th ese  l im i t a t io n s  o f tax p o l ic ie s ,  s p e c ia l l y  in  v iew  of 
the  s trong  and d i f f i c u l t  co u n try  e f f o r t s  in vo lve d  in  
p resen t-day s t r u c tu r a l  ad justm ent e f f o r t s .

The f i r s t  p o s tu la te  a ) ,  s im p ly  s ta te s  our p resen t 
c o n v ic t io n  th a t  i t  i s  g e n e ra l ly  i n e f f i c i e n t  ( in  the  
w e lfa re  sense) and unreasonab le  to  u t i l i z e  com prehensive



taw re-form p o l ic ie s  fo r  purposes of a ch ie v in g  "op tim al 
ta x a t io n "  typ e  p re s c r ip t io n  w ith  reg a rd s  to  the  s p e c if ic  
s t ru c tu re  of fo re ig n  tra d e  in  LDC’ s. T rue, C .T .R . can
conform one c r u c ia l  in p u t in  a complex p o l ic y  package of 
s t r u c tu r a l  ad justm ent p o l ic ie s  aimed a t re fo rm ing  the  
o v e r a l l  fo re ig n  tra d e  and s e c to ra l b a lan ces  o f the  economy 
over th e  medium and long term s. More so, CTR i s  one 
r a th e r  pow erfu l elem ent fo r  inducing  r e s t ru c tu r in g s  of 
the  a l lo c a t io n  of re so u rce s  among t ra d a b le  and non 
t ra d a b le  s e c to rs , when the  LDC economy s t a r t s  from an 
i n i t i a l  p o s it io n  o f g ross n o n - n e u tra lity  and g ross 
d is u n ifo rm ity  o f the  tax and commercial p o l ic y  trea tm ent 
fo r  goods and f a c to r s  of p ro d u ctio n . The C h ile an  case , in  
i t s  ex p e rien ce  1975-88, i s  a ra th e r  good example of how 
bold and coherent combined p o l ic y  s h i f t s  in  th e  tax and 
fo re ig n  tra d e  regim e a re a s , have moved th e  dynamics of 
growth and development towards a g re a te r  a c t iv e  r o le  
p layed  by the  t ra d a b le  (ex p o rts  and im ports s u b s t itu t io n )  
a c t i v i t i e s ,  and to  an a lte re d  mix of s e c to ra l v a lu e s  
added. (T h is  i s  s tu d ied  in  the  la s t  p a r ts  o f s e c t io n  2 ) .

The is s u e  s ta te d  here  does not a t  a l l  pretend to  igno re  
the  w e ll e s ta b lis h e d  f a c t  th a t  d i f f e r e n t  com binations of 
taxes  ( a l t e r n a t iv e s  of consum ption-base tax es , income 
tax es , s p e c i f ic  f a c to r  tax es , e t c . )  in te r a c t in g  w ith  any 
g iven  fo re ig n  tra d e  reg im e, g enera te  d i f f e r e n t  im pacts and 
r e s u l t s  on th e  s tand ard s  of e f f i c ie n c y  and genera l w e lfa re  
reached by the  economy. One c le a r  example of t h is  i s  the  
rep lacem ent of g iven  s p e c i f ic  lab o r taxes  ( fo r  example 
s o c ia l  s e c u r i t y  c o n tr i  b u tio n s ) by a genera l v a lu e  added 
ta x ; a p o l ic y  s h i f t  w ith  c le a r  w e lfa re  and fo re ig n  tra d e  
im pacts.

Our p o s tu la te  s im p ly  warns a g a in s t the  f e a s i b i l i t y  of 
pretended "w e lfa re  enhancing r e s u l t s "  supposedly 
a c h ie va b le  by p o licy- p lan n ed  d e v ia t io n s  from th e  benchmark 
of g ross n e u t r a l i t y  in  the  tax trea tm ent of p roducts and
of economic t ra n s a c t io n s  as such. W ithou t ig n o rin g  the
th e o re th ic a l developm ents generated  by the  modern th e o r ie s  
of "Optim al T a x a t io n " , we w ish to  a l l e r t  ag a in s t an over-  
o p t im is t ic  read ing  of such advances, on the  p a rt  of tax 
a d v is e rs  and p o licym akers  in  LDC’ s.

As we s h a ll  e x p la in  fu r th e r  in  l a t e r  s e c t io n s , from the
p o in ts  o f v iew  of both the  a v a i la b le  s ta te  of the  a r t  in  
the  a rea  of com putable (e m p ir ic a l ly  t e s ta b le )  genera l



e q u ilib r iu m  models a p p lic a b le  -for these  e x e rc is e s  to  the  
r e le v a n t  deve lop in g  c o u n tr ie s ,  and, th e  c h a r a c t e r is t i c s  of 
th e  s tag e  of p o l i t i c a l  economy ( lo b b ie s , p o lic y - e ro s io n s , 
•feedbacks and counter moves) in v o lv in g  -fiscal and trad e  
p o l i c ie s  in  LDC’ s, we d e r iv e  a most p e s s im is t ic  v iew  about 
the  s o c ia l  C ost—Bene-f i t  r e s u l t s  of C .T .R . typ e  " f in e  
tu n in g " of the  expo rts  and im ports mix. Most p ro b ab ly , in  
most cases  these  kind of s p e c i f ic  r e t a i lo r in g  a c t io n s  have 
been t r i e d ,  th ey  have produced long run w e lfa re  lo s se s  fo r  
s o c ie ty  a t la rg e  and s ig n i f i c a t i v e  d is ru p t io n  fo r  th e  
f i s c a l  m achinery as w e l l !

The second p o s tu la te  concern's the  in t e r e s t  to  re-do the  
d is t r ib u t io n  of persona l incomes (d e fin ed  a t  fa m ily  or 
in d iv id u a l l e v e ls )  by ta x - p la n n e rs ’ ch o ice  in  modern 
LDC’ s . We must s t a te  th a t  t h is  i s  an un reasonab le  ta sk .

Dem ocratic s o c ie t ie s  in  L a t in  Am erica, A s ia  or A f r ic a  have 
tra v e rs e d  through a more than ce n te n n ia l pe riod  of 
c o n f l i c t i v e ,  hard and complex p rocesses  of income and 
p ro p e rty  r e d is t r ib u t io n .  A power (and economic) game 
which has had p o s i t iv e  p rog ress on the  whole, but has a ls o  
encountered  c o n s id e ra b le  backward moves in  some of the  
re ce n t ex p e rien ces .

W ith  o n ly  some s im p l i f ic a t io n  and fo r  i l l u s t r a t i v e  
purposes, i t  can be sa id  th a t  th e  s t a te  of the  
d is t r ib u t io n  of incomes a t th e  persona l le v e l  in  such 
s o c ie t ie s ,  r e f l e c t s  a s o r t  of sem is tab le  b a lan c in g  of 
th re e  c la s s e s  of in t e r a c t in g  fo rc e s : those  a r is in g  from
the  s t a t e  of ownership of f a c to r s  of p ro d u ctio n ; fo rc é s  
a r is in g  from th e  in s t i t u t io n a l  and economic fu n c t io n in g  of 
p roduct and f a c to r  m arkets; and fo rc e s  a r is in g  out o f the  
dynamic compromising which s o c ia l  groups reach  in  
in s t i t u t io n a l  arrangem ents concern ing  the  p u b lic  budget 
a rea  ( s p e c ia l l y  in  the  ex p en d itu res  s id e  of th e  P u b lic  
B u d g e t ).

The way tax p aye rs  f i n a l l y  a d ju s t  to  th e  le g is la t e d  tax 
s h i f t s ,  as w e ll as the  in t e r a c t io n  w ith  o th er s id e s  of the  
budgetary p rocess (namely the  ex p en d itu res  s id e ) make th e  
f in a l  and e f f e c t iv e  o v e r a l l  in c id e n ce  of fe a s i  b le  
com prehensive tax re fo rm s, q u ite  b lu rre d  a t th e  persona l 
income le v e l .  Modern p r a c t ic e  of p u b lic  f in a n c e  has 
tended to  f in d  th a t  a c t in g  on a s e le c t iv e  and prudent way 
a t  th e  s o c ia l  ex p en d itu res  s id e  of th e  budgetary p rocess ,



i s  a b le  to  a ch ie ve  more la s t in g  r e s u l t s  in  term s o-f 
b e n e f it in g  th e  poorer in  s o c ie t y .

In  any case i t  i s  n e v e r th e le s s  a ls o  t ru e  th a t  th e  scope 
fo r  e f f e c t iv e  income r e d is t r ib u t io n  (a t  the  personal in ­
come le v e l )  v ia  tax p o l ic y  s h i f t s  i s  not v e ry  r e s t r i c t i v e ,  
i f  and when i t  i s  focused e x c lu s iv e ly  w ith  reg a rd s  to  
moves a t some s p e c ia l or s e le c t iv e  p o in ts  of th e  income 
s c a le .  In  th e  case  of some of th e  poorer p o p u la tio n  
ta rg e t  groups, p a r t ia l  schemes fo r  r e t a i lo r in g  the  bottom 
eche lons of th e  income tax s c a le  may p a r t i a l l y  b e n e f it  
v a s t  groups of the  "fo rm al p o o r". S im i la r  fa v o ra b le  
im pacts may be ob ta ined  by in tro d u c in g  some coherent 
d i f f e r e n t ia t io n  in  VAT p o l ic ie s .

However i t  i s  a ls o  th e  case  th a t  an e x p l ic i t y  t a i lo r e d  
p o l ic y  package of s o c ia l  expend itu re  programs ( id e n t i f ie d  
fo r  and b iased  to  th e  poo rer) i s  no rm a lly  today a more 
c o s t- e f f e c t iv e  way o f a ch ie v in g  l im ite d  but fa v o ra b le  
f i s c a l  r e d is t r ib u t io n .

I t  i s  th e  case , non w ith s ta n d in g , th a t  tax system s do have 
s trong  in f lu e n c e s  over the  p o l ic y  r e s u l t s  forthcom ing  out 
of more s im p le  and broad d is t r ib u t i v e  com parisons: 
d i s t r ib u t i v e  is su e s  fo cu s in g  on the  r e l a t i v e  s tan d in g s  of 
wage ea rn e rs  on the  one s id e  and owners of c a p it a l  on the  
o ther s id e ; d i s t r ib u t i v e  is s u e s  concern ing  com parisons 
between consumers as a group, and, s a ve rs  as the  o ther 
group in  s o c ie t y .  Su rveys , and s t a t i s t i c a l  d e s c r ip t io n s  
of sou rces and uses in d ic a to r s  of g ross and d isp o sab le  
incomes in  th e  p resen t s tag e  of development fo r  a la rg e  
p a rt of LDC’ s , do show - however - how l im ite d  these  g ross 
c a te g o r ie s  fo r  com parisons would be. At le a s t  fo r  the  
purposes of g en e ra tin g  ve ry  c le a r  com prehensive w e lfa re  
p r e s c r ip t io n s  out of them.

On se v e ra l in s ta n ce s  i l l  adv ised  admin i s t r a t io n s  in  L a t in  
Am erica and o th e r , have pretended th a t  s i g n i f i c a t i ve 
p ro g re s s iv e  income r e d is t r i b u tion  can be secured by the  
s o le  or dominant r o le  of tax re fo rm . Ex p e rien ce  shows a 
ra th e r  dubious s o c ia l  Cost B e n e f it  r a t io  in  th e  medium or 
long term e v a lu a t io n  of such "n a iv e "  typ es  of tax reform  
packages. Id e a l l y  we would d e s ir e  th a t  were not the  case  
in  th e  longer f u t u r e . . .

L a s t  but not le a s t ,  reg a rd in g  p o s tu la te  c ) ,  th e re  have



been some tre n d s  of thought th a t  have generated  a f a ls e  
i l l u s io n  in  term s of the  e f f e c t iv e  s o v e re ig n ty  th a t  LDC 
governments may e x e rt  in  determ in ing  th e  e f f e c t iv e  le v e l  
o f ta x a t io n  on p r o f i t s  and re tu rn s  accrued by d ir e c t  
fo re ig n  in vestm en t. I f  we d is ca rd  th e  more complex case  
of " r e n t  seek in g " fo re ig n  in v e s to rs  in  the  economy, and we 
fo cus on DFI a c t in g  in  normal c o m p e tit iv e  s e c to rs , then we 
can say  in  the  open economy con tex t th a t  the  best the  
d eve lop in g  co u n try  can do, i s  to  e f f e c t i v e l y  tax p r o f i t s  
of DFI a t th e  r a te  a t  which r e le v a n t  host c o u n tr ie s  tax 
those  in v e s to r s  back a t home.

The r e s t  of t h i s  paper w i l l  now proceed in  a more orthodox 
and fu n c t io n a l way. Having c le a re d  th e  way from what we 
fe a r  have been major phantoms surround ing  th e  d is cu ss io n  
of CTR in  th e  s ix t i e s  and s e v e n t ie s  and p a r t  of th e  
e ig h t ie s ,  we now get in to  the  d e s c r ip t io n  and a n a ly s is  of 
how C h ile  has gone about ( in  the  l a s t  t h ir t e e n  y e a rs ) 
r e s t ru c tu r in g  i t s  tax system in  the  con tex t of major 
s t r u c tu r a l  re fo rm s in  the  economic system . We s h a l l  
in tend  to  d e r iv e  from th a t  p a r t ic u la r  co u n try  ex p e rien ce , 
some id e a s  of what should  and what should not be attem pted 
in  com prehensive tax reform  by o ther deve lop ing  c o u n tr ie s  
of s im i la r  c o n d it io n s .

Our paper 
C h ile an  C .T . 
f i r s t ,  th e  
regim e by VAT; second, 
s im p l i f ic a t io n  of c a p it a l  
(an o r ig in a l )  t r a d i t io n a l  
s p e c ia l c la s s  of "p e rsona l

has co n cen tra ted  on two major elem ents 
R .s  as implemented in  1975 and 1984: 

rep lacem ent of th e  t r a d id ito n a l  
th e  r e s t ru c tu r in g  

income ta x a t io n  by 
income tax scheme, 
e x p en d itu re s " type

of

S a le s  Tax 
and major 

going from 
to  a (new) 

of ta x a t io n .



Se c t io n  2: Broad Based Consumption Taxes: In tro d u c in q  the
Val ue Added Tax i n th e  Context o-f Trade 
L ib e r a l i z a t i  on P o l i c i es

T h is  s e c t io n  i s  p r im a r i ly  devoted to  an a n a ly s is  and summary 
e v a lu a t io n  of the  in tro d u c t io n  of th e  V a lue  Added Tax in  the  
con tex t of a tra d e  l ib e r a l i z a t io n  p rocess as fo llo w ed  by a sm all 
deve lop ing  co u n try : the  case  of C h ile  1975. We r e s t r i c t  our
ex p o s it io n  to  issu ed  r e la te d  to  the  fo llo w in g  th re e  q u es tio n s :

(a ) which a re  th e  main p o l ic y  c o n s id e ra t io n s  to  weigh when
e v a lu a t in g  a s h i f t  from t r a d i t io n a l  s a le s  taxes  to  modern 
VAT ta x a t io n  in  an LDC of th e  c h a r a c t e r is t i c s  o f C h ile ?

(b) how in  f a c t  was th e  tax reform  in trod uced  and
im plem ented?, what a d m in is t ra t iv e  c o n s t r a in ts  appeared and 
how have these  been fa ce d ?

<c) what have the  r e s u l t s  o f t h is  p o l ic y  been, in  term s of
both f i s c a l  revenues and of th e  buoyancy of th e  in d ir e c t  
ta x a t io n  regim e (dom estic and tra d e  tax es  in c lu d e d )?



BROAD POLICY ISSUES TO CONSIDER

In  exam ining the  se t  o f ch o ice s  th a t  must be made by à co u n try  
contempl a t in g  the  e s tab lish m en t o-f a value-added tax o-f a 
s ig n i f i c a t i v e  com prehensive n a tu re  we may quote those o u t lin e d  by 
C a rl Shoup in  a re ce n t sem inar paper 1J_
The c h ie f  d e c is io n s  concern ,

(a ) E le c t io n  of one from fou r broad typ es  of VATs: the
consumption typ e , th e  income typ e , the  g ross product 
ty p e , and th e  personal-exem ption typ e  (a v a r ia n t  of 
consumption t y p e ) .

<b) The ch o ice  concern ing  th e  regim e fo r  in te rn a t io n a l  
t ra d e : th e  o r ig in  p r in c ip le  and the  d e s t in a t io n
p r i nc i p ie .

(c ) The method fo r  computing the  f i r m ’ s VAT l i a b i l i t y :  the
s u b s t ra c t i  on method, the  ta x - c re d it  method, th e  a d d it io n  
method.

(d) The ch o ice  of s e le c te d  ( i f  any) p rodu cts , f irm s  or 
s e c to rs  to  be f r e e  o f VAT,

(e ) The techn iq ue  of f r e e in g  from VAT: o u tr ig h t  exemption or 
"z e ro  r a t i n g " ,

<f) The s e c to rs  and f irm s  ( i f  any) th a t  a re  though to  re q u ire
s p e c ia l  r u le s  or reg im es,

(g) The ch o ice  between s in g le - ra te  VATs and VATs w ith  two or 
more r a te s ,

(h) The ch o ice  between le v y in g  t a x - in c lu s iv e  VAT r a te s  ve rsu s  
e s ta b lis h in g  ta x - e x c lu s iv e  r a te s .

1/ C a rl S . Shoup, " C r i t e r i a  fo r  Choice Among Types of Value-Added 
Tax ", co n fe ren ce  on the  Va lue  Added T ax a tio n , P u b lic  Economics 
D iv is io n ,  The World Bank (Wash. D .C ., 1986)



I t  i s  c le a r  th a t  im portan t p o l ic y  g o a ls  l i k e  m in im izing the  
•fiscal a d m in is t ra t io n  and p r iv a t e  s e c to r ’ s com pliance e f f o r t s ,  
and reach in g  a reaso n ab ly  " f a i r "  d is t r ib u t io n  of tax burdens by 
income c la s s e s ,  g enera te  a s e t  of is su e s  which cu t a cc ro ss  th e  
c la s s i f i c a t io n s  (a ) to  (h) above.

But in  a c tu a l o p e ra t iv e  tax p o l ic y  p r a c t ic e ,  the  fundamental 
q u es tio n  to  ask o u rse lv e s  i s :  how w ide a ch o ice  does a deve lop ing  
co u n try  undergoing s t r u c tu r a l  re form s have in  d ec id in g  fo r  th e  
in tro d u c t io n  of a value-added ta x ?

G iven th e  C h ile an  ex p e rien ce  as w e ll as th e  le sso n s  d e r iv a b le  
from o ther le s s  su c c e s s fu l L a t in  American co u n try  cases 
(A rg en tin a , Mexico, e t c ) ,  we b e l ie v e  by now th a t  th e  re le v a n t  
o p e ra t iv e  ch o ice  se t  i s  much more r e s t r ic t e d  than what i s  
suggested by Shoup’ s in t e r e s t in g  concep tua l taxonomy.

To s t a te  i t  in  s im p le  summary term s:

the  average  deve lop ing  co u n try  of L a t in  Am erica, when in c l in in g  
i t s e l f  fo r  a VAT a t the  p o l i t i c a l  economy le v e l  of d e c is io n  
making, i s  h e a v i ly  b iased  to  accep t th e  fo llo w in g  b a s ic  
b lu e p r in t :

dec id e  in  fa v o r  of th e  consumption typ e , use th e  d e s t in a t io n  
p r in c ip le ,  employ the  ta x - c re d it  method, e s ta b lis h  le g is la t e d  
r a te s  on a ta x - e x c lu s iv e  b a s is ,  and p ro v id e  fo r  some s p e c ia l 
trea tm en t to  a r e s t r ic t e d  number of goods and s e r v ic e s  and sm all 
f irm s  (s u b s e c to rs ) .  What we have in  mind in  t h is  aspect, i s  not 
m erely a " ta x - c o n s is te n c y " c r i t e r i a  (à la  Shoup. . . ) but v e ry  
p r a c t ic a l  c o n s id e ra t io n s  se t in  the  domain of po licym akers  know­
how; the  p o l i t i c a l  com prom ising; and the  p r a c t ic a l  f e a s i b i l i t y  a t 
the  a d m in is t ra t iv e  and com pliance le v e l .

I f  we co n cen tra te  o n ly  in  th e  cases of the  co re  prob lem -choices 
con fron ted  by m iddle income c o u n tr ie s  in  L a t in  America having 
more or le s s  r e c e n t ly  in trod uced  VAT, we can a ls o  say th a t the  
problems faced  do not d i f f e r  s t ro n g ly  from those th a t  o th e r 
in d u s t r i  a l ized  c o u n tr ie s  ( in  Europe or A s ia ) have faced . 
Fo llo w in g  M ilk a  Casanegra (1 ) ,  we can s t a te  th a t  the  n u ts h e ll of

1/ M ilk a  Casanegra, "Prob lem s of A d m in is te rin g  a Va lue  Added Tax 
in  D evelop ing C o u n tr ie s : An o v e rv ie w ", Conference on the  Va lue
Added T ax a tio n , op. c i t .  (Wash. D.C. 1986)



the  -factors determ in ing  whether the  t r a n s i t io n  p e riod  of a tax 
reform  in tro d u c in g  VAT, can be expected to  be more or le s s
e x p e d it io u s  and s o f t  a re :
whether and how th e  p a r t ic u la r  co u n try  has had p re v io u s  
ex p e rien ce  w ith  genera l s a le s  tax es ; the  e f fe c t iv e n e s s  of tax 
admin i s t r a t io n  ; and how the  VAT w i l l  be s tru c tu re d  in  term s of 
r a te s ,  of exem ptions and of the  trea tm en t p rovided  to  sm all 
tax p aye rs  1V

We would s t i l l  add an e x tra  determ in ing  f a c to r  fo r  th e  t r a n s i t io n  
the  coverage  of key p u b lic  op in io n  p e rce p tio n s  reg a rd in g  the 
te c h n ic a l and re s o u rc e - a l1o ca t i on advantages avowed fo r  a 
consum ption-type VAT as compared to  o th er more " im p e r fe c t "  forms 
of in d i r e c t  ta x e s . In  the  term  "co ve rag e " as used here , we
encompass both the  number of r e le v a n t  le a d e rs  of o p in io n  to  be 
educated on th e  s u b je c t  and th e  e f f o r t s  le ad in g  to  as w e ll as 
t h e i r  r e l a t i v e  understand ing  of how the  new VAT system would 
work. We s h a l l  see l a t e r ,  th a t  t h is  p a r t ic u la r  p o in t proved to  
be q u ite  d e c is iv e  in  se cu rin g  a s u f f i c ie n t  t re s h o ld  of support 
fo r  th e  major change implemented in  C h ile  in  Ja n u a ry  1975.

G iven the  l im ite d  scope of t h is  paper, we do not have tim e fo r  
e la b o ra t in g  a l l  th e  s p e c i f ic  in te r e s t in g  is su e s  and p o l ic y  
a sp e c ts . But b e fo re  going in to  an account of how C h ile  d id  i t  in
p r a c t ic e ,  i t  i s  u se fu l to  mention from the  o u tse t th a t  th e  most
d i f f i c u l t  a re a  fo r  e v a lu a t in g  the  s o c ia l  C o s t- B e n e fit  im pacts 
o f t h is  tax reform  p o l ic y  (re p la c in g  a complex and cumbersome se t 
of p rod u ction  e x c is e s  and r e t a i l  s a le s  tax es  by a b ro ad ly  based 
consumption VAT) l i e s  in  the  v e r t i c a l  e q u ity  a re a . In  f a c t ,  as 
we s h a l l  see fo r  th e  C h ile an  case , th e  a rea  where VAT (as i t  was 
implemented) doesn’ t  get a good grade, i s  p r e c is e ly  in  income 
r e d is t r ib u t io n .  T h is  p a r t ic u la r  to p ic  w i l l  prove im portan t when 
re se a rch in g  th e  p o l i t i c a l  s t a b i l i t y  of the  tax reform  in  the  
longer term (see  s e c t io n  4)

1/ The la s t  is su e  w i l l  p rove p a r t ic u la r l y  im portan t in  the  
C h ile an  case .



B. Background: In d ir e c t  Taxes in  C h ile  b e fo re  VAT and the  Tim ing
of th e  Tax Re-form.

In  o rder to  examine what was done and how i t  was done in  1974-75, 
i t  i s  u se fu l to  introduce- th e  n a tu re  o f the  changes, by
summarising f i r s t  the  h is t o r ic a l  background fo r  in d ir e c t  ta x a t io n  
in  C h ile .

In  1936 a genera l tax on p rodu ction  was le v ie d  a t th e  r a te  of
11.5 p e rce n t. T h is  taxed th e  f i r s t  t ra n s a c t io n  of a l l  movable 
goods. In  1954 the  above was rep la ced  by a General S a le s  Tax 
which e s ta b lis h e d  a tax of a cu m u la tive  n a tu re  on the  s a le  of 
movable p h y s ic a l goods a t a genera l r a t e  of 3 p e rce n t, w ith  a 
s p e c ia l r a te  of 10 percen t fo r  some goods. Two ye a rs  l a t e r ,  
s e r v ic e s  were in co rp o ra ted  a t  a genera l r a te  of 17 p e rcen t. In  
1972, the  law  was m od ified  so th a t  the  f i r s t  s a le  <by the  
producer) was taxed a t  17.5 pe rcen t w h ile  the  f in a l  s a le  (to  the  
consumer) was to  be taxed a t 4 p e rce n t. S a le  o f in p u ts  between 
producers was ta x a b le  a t a r a te  of 8 p e rce n t. In  1973 the  4 
p e rcen t f in a l  s a le s  tax was e lim in a te d  and th e  17.5 percen t tax 
was ra is e d  to  24 p e rcen t.

In  December 1974 the  General S a le s  Tax (Law 12.120 enacted  in
1956) was re p la ce d  by a s a le s  tax s tru c tu re d  on a va lu e  added
basi s .

The reasons fo r  adopting  th e  VAT in  C h ile  as th e  p r in c ip a l  
in d ir e c t  tax were: the  p e rce ived  in e f f i c ie n c ie s  in  reso u rce
a l lo c a t io n  encouraged by th e  e x is t in g  tax system  and the  
admini s t r a t i v e  co m p lic a tio n s  caused by a cum ulation  of tax
changes over the  ye a rs  (we may c a l l  the  l a t t e r  the  " trad i- tio n a l
p iecem eal approach" to  tax p o l i c y ) .

S in c e  the  e x is t in g  (p iecem ea l) in d ir e c t  tax system  co n s is te d  of 
d i f f e r e n t  tax  r a te s  a t  the  s tag es  o f p ro d u ctio n , f i r s t  s a le  and 
f in a l  s a le ,  i t  n a t u r a l ly  had to  fa c e  th e  problem of d e f in in g  
"p ro d u c tio n  p ro cess" com prehensive ly . To determ ine i f  the
tra n sa c te d  good was a f in a l  product or i f  i t  was d estin ed  to  be 
used as an in p u t in  the  p rodu ction  of another good was a complex 
m atte r. T h is  made the  ta sk  of ad m in is te r in g  the  tax a ve ry
d i f f i c u l t  one. The su b je c t  a ls o  added co n s id e ra b ly  to  a more or
le s s  con tinuous l i t i g a t i o n  p rocess between the  I . R . S .  and
tax p aye rs .



W ith reg ard s  to  re so u rce  a l lo c a t io n  is s u e s  a t  th a t  tim e , th e re
had been a cu m u la tive  p rocess  of ed uca tion  and awareness by
p o licym akers  and by tax a d v is e rs  a t  th e  tim e, of im portant
d is to r t io n s  th a t  th e  genera l S a le s  Tax system  e t a l had been 
g en e ra tin g  in  the  C h ile an  economy. Two of these  a re  s p e c ia l ly  
n o t ic e a b le  and were v e ry  open ly  d iscu ssed  a t  the  tim e of tax
re fo rm .

In  a d d it io n  to  the  d is t o r t io n s  in  the  p r ic e  s t ru c tu re  caused by 
th e  d i f f e r e n t i a l  tax r a te s ,  th e  tax system caused an ex cess ive  
degree of v e r t i c a l  in te g ra t io n  in  the  in d u s t r ia l  s e c to r  s in c e  i t  
taxed in p u ts  a t a low er r a te  than i t  d id  th e  f i r s t  s a le  by the  
p roducer. A lso , s in c e  th e  s a le s  and s e r v ic e s  tax es  were not 
in te g ra te d  in to  a s in g le  ta x , th e  system  p en a lized  
com m erc ia liza tion , by commision d is t r ib u to r s  as they  had to  pay a 
s e r v ic e s  tax on t h e i r  p r o f i t  m argins.

F in a l l y  o th e r two f a c to r s  then , n e c e s s ita te d  th e  im p o s itio n  of a 
v e ry  h igh r a te  of s a le s  tax . One was the  reduced tax base. The 
o th er was the  ve ry  h igh r a te  of in f l a t io n ,  which re s u lte d  in  the  
tax revenue c o l le c te d  from the  s a le s  of p reced ing  months being 
much sm a lle r  ( in  re a l term s) than would have accrued in  a zero  or 
low in f l a t io n  s i t u a t io n .  T h is  s i tu a t io n  o b v io u s ly  worsened 
du ring  th e  months when re a l in c re a s e s  in  the  amount so ld  were 
re g i s t e r e d .

As has been dem onstrated by the  h is t o r ic  ex p e rien ce  w ith  the  
s a le s  ta x , the  e x is te n c e  of v e ry  high r a te s  c o n s t itu te d  an 
encouragement to  evade taxes  and to  e x e rt  p ressu re  fo r  removal of 
the  tax by le g a l means.

In  th e  a rea  of fo re ig n  t ra d e , the  v a r ie d  tax r a te s  charged on 
goods de layed  the  a p p lic a t io n  of the  p r in c ip le  of e x c lu s iv e  
ta x a t io n  in  th e  co u n try  o f d e s t in a t io n  (as approved by GATT and 
ALALC) because of th e  d i f f i c u l t y  in  e s t im a tin g  the  exact amount 
of tax es  th a t  goods should be exempted from a t th e  tim e of 
ex p o rt. From another p o in t of v iew , th e  form er s a le s  tax 
di s e r im inated  ag a in s t n a t io n a l goods, as i t  l e f t  untaxed a l l  
fo re ig n  goods im ported d i r e c t l y  by in d u s t r ia l  u se rs .

A l l  of these  reasons, p lu s  an im p l ic i t  and pow erfu l goal by the  
M in is t r y  of F in an ce  of se cu rin g  a more income e la s t i c  and 
re sp o n s ive  f i s c a l  revenue base, b u i l t  up enough "p re s su re " a t  the  
p o l ic y  le v e l .  So th a t ,  a f t e r  s e v e ra l e x is t in g  s tu d ie s  concern ing  
VAT p o s s ib i l i t i e s  had been d ig es ted  and d iscu ssed  in  re le v a n t  
power c i r c l e s ,  the  tax reform  was more or le s s  e a s i ly  in trod uced



by the  v e ry  end of 1974. A lead  p rocess o f one q u a rte r was 
a llow ed  between th e  d a te  l e g is la t io n  was approved, and, th e  
e f f e c t iv e  s t a r t  p e riod  of VAT a p p lic a t io n  (March 1975).

I t  i s  worth n o t ic in g  a ls o , th a t  the  macro con tex t fo r  the  f i r s t  
year o f VAT im plem entation  was a v e ry  s p e c ia l one: C h ile  was
s t r ik e n  th a t  year by a heavy lo s s  in  i t s  term s of t ra d e , had 
in h e r it e d  v e ry  high in f l a t io n  r a te s  (605 to  3437. y e a r ly )  and the  
government o f P in o ch e t decided - by la t e  March 1975-to go fo r  a 
f i s c a l  "sh o ck - p o lic y "  package, in c lu d in g  not on ly  tax h ik e s  but 
seve re  and v e ry  speedy cu tb acks in  Government Ex p en d itu re  
Programs W_
Perhaps the  l a t t e r  e lem ents may help  to  e x p la in  why the  r a te  of 
VAT was chosen, from the  o u ts e t , a t the  v e ry  upper l im i t  o f the  
"tax  revenue n e u t r a l"  p o l ic y  s im u la t io n s  which had been performed 
du ring  1974 in  e v a lu a t in g  th e  pure f i s c a l  consequences of t h is  
tax reform Z/ The C h ile an  VAT genera l r a te  (v e ry  com prehensive in  
i t s  base) was se t  a t th a t  tim e a t 207., which c o n s t itu te d  one of 
the  top rank ing  r a te s  e x is t in g  in  th e  VAT system s of the  whole 
deve lop in g  w orld  3/.

1/ There was a major r e s t ru c tu r in g  of the  p u b lic  budget a t the  
tim e , which in c lu d ed  la rg e , a c ro ss  th e  board, cu ts  in  c u rre n t  and 
c a p it a l  o u t la y s  p lu s  a s e r ie s  of program s p e c i f ic  a d d it io n a l 
cu tb acks .

2/ S im u la t io n  e x e rc is e s  had shown tax r a te s  needed in  the  o rder 
of 14% to  16% a t the  tim e.

3/ As of yea r 1985, o n ly  one o ther deve lop in g  coun try  had a 
la rg e r  genera l VAT r a t e ;  and o n ly  fo u r out of 25 c o u n tr ie s  had 
r a te s  equal to  20%. The C h ile an  VAT base fo r  the  genera l r a te  
was more com prehensive in  any case .



B. Coverage, Base , S p e c ia l F e a tu re s  of VAT Reform in  C h ile

The VAT in  C h ile  taxed o n ly  t ra n s a c t io n s  of moveable goods u n t i l  
1976, th e  yea r in  which s e r v ic e s  a c t i v i t i e s  (whose rem uneration  
was not cons ide red  lab o r pay) were in co rp o ra ted  in to  the  VAT 
base. The base fo r  a p p lic a t io n  of the  tax was th e  e f f e c t iv e  
v a lu e  of the  t ra n s a c t io n ,  in c lu d in g  a l l  the  tax es  im p l ic i t  in  the  
p r ic e  of the  t ra n sa c te d  good, such as customs d u t ie s .

The s e l l e r  i s  now th e  tax c o l le c t o r .  T ra n sa c tio n s  have to  be 
d ec la red  m onthly, and pa id  w ith in  15 days of th e  ca len d a r month 
subsequent to  th e  month in  which the  t ra n s a c t io n  took p la ce .

The system  was implemented fo llo w in g  th e  ta x - c re d it  method. VAT 
to  be paid  by each taxp ayer a t ,  20 p e rce n t, in  a determ ined 
period  can be w r it te n  as

VAT = TD - TC = .2  S - .2  P = . 2 ( 3  - P )
t  t  t  t  t  t  t

where TD i s  th e  f i s c a l  d e b it ,  or the  debt th a t  the  taxp ayer has
w ith  th e  T re a su ry , TC i s  th e  f i s c a l  c r e d it  equal to  th e  VAT pa id
on a l l  purchases n ecessa ry  fo r  the  p ro d u ctio n  of the  good 
purchased , S i s  th e  s a le  p r ic e  w h ile  P i s  th e  g ross of a l l  VAT
p rod u ction  c o s t .  When t h is  form ula has a n e g a t iv e  v a lu e , th e
taxp aye r does not pay VAT. The excess of c r e d it  over d e b it ,  
which we c a l l  remnant c r e d i t ,  w i l l  in c re a s e  th e  c r e d it  of the  
in m e d ia te ly  fo llo w in g  p e r io d , ad ju sted  fo r  in f l a t io n .

The genera l r a te  of VAT was 20 percen t between March 1975 and 
June  1988, when i t  was lowered to  167. (g iven  the  su rp lu s  of 
Government’ s f i s c a l  accoun ts ) which i s  the  p resen t le g a l tax 
r a te .

VAT in  C h ile  i s  of extrem e com prehensiveness in  the  coverage  or 
base. However, not a l l  t ra n s a c t io n s  a re  ta x a b le  under the VAT. 
T h is  i s  due to  th e  exem ptions granted  to  a few goods and s e r v ic e s  
such as ed u ca tio n , bank in t e r e s t ,  e t c .  A lso , the  tax f a l l s  o n ly  
on consumption goods and not on c a p it a l  expenses, whether of 
n a t io n a l or fo re ig n  o r ig in .

Ex p o rts  a re  not su b je c t  to  VAT, as th ey  a re  z e ro - ra ted . The law  
a llo w s  the  ex p o rte r the  t o t a l  re co ve ry  of th e  c r e d it s  supported 
in  th e  a c q u is it io n  of goods and of s e r v ic e s  re c e iv e d , which a re  
d i r e c t l y  r e la te d  to  the  ex p o rt. The ex p o rte r has the  fo llo w in g



(a ) impute th e  c r e d it s ,  as opposed to  the  d e b its  o-f the  lo c a l  
s a le s .

(b) app ly  fo r  the  refund  to  the  T reasu ry  a f t e r  the  export has 
been e f fe c te d .

(c ) app ly  in  advance fo r  th e  re fu n d , p rov ing  th e  export 
commi tm ents.

S p e c ia l tax r a te s  a re  le v ie d  under the  VAT system , on the  
fo llo w in g  c a te g o r ie s  of goods, in  an in te n t  by the  le g is la t o r  to  
in tro d u ce  some degree o f p r o g r e s s iv i t y  to  th e  tax im pacts:

(a ) Luxury goods such as e lab o ra ted  p re c io u s  m eta ls , motor
c a rs , home a i r  co n d it io n e r s ,  v id eo  equipment a re  taxed a t 
the  r a te  of 50 p e rce n t. Yach ts  a re  taxed an a d d it io n a l 30 
p e rc e n t .

(b) New motor v e h ic le s ,  a lc o h o lic  beverages and c o lo r  T V 's  a re  
su b je c t  to  th e  usual r a te s ,  but o n ly  up to  th e  stage  p r io r
to  th e  f in a l  consum er's. The r a te s  range from 15 to  70
p e rc e n t .

No exemptions and/or d i f f e r e n t i a l  tax r a te s  have been e s ta b lis h e d  
fo r  item s such as food or m ed icine.

W ith reg ard s  to  the  is su e  of r e l i e f  p rovided  to  Sm all B u s in e ss , 
the  C h ile an  VAT system  d id  - r e a l i s t i c a l l y  - p ro v id e  fo r  a 
s p e c ia l trea tm en t fo r  tax p aye rs  of th a t  n a tu re .

A s e r ie s  of d ir e c t  q u a l i f i c a t io n s  fo r  a taxp ayer being c la s s i f i e d  
as "s m a ll"  were e s ta b lis h e d  in  the  o r ig in a l  l e g is la t io n :  must be
a n a tu ra l person ( in d iv id u a l  m erchan t); must e f f e c t  o p e ra tio n s  
a t the  f in a l  consumer s tag e ; must have a s a le s  average e q u iv a le n t  
to  no more than 20 so c a l le d  "tax  va lu e  u n i t s ’ per month, du ring  
the  cou rse  of a year 1J_
T h is  s p e c ia l fe a tu re  of th e  VAT system determ ines a f ix e d  monthly 
quota as f i s c a l  d e b it  per month, from which the  f i s c a l  c r e d it

1/ The "MTVU” or M onthly Tax Va lue U n it i s  e s ta b lis h e d  and 
m od ified  p e r io d ic a l l y  by the  In te rn a l Revenue S e r v ic e .  The va lu e  
of one such monthly u n it ,  as of March 1989, i s  the e q u iv a le n t  to  
32 US d o l la r s .



th a t  sm all tax p aye rs  have su s ta in ed  may be deducted or 
d isco u n ted . In  case  the  -Fiscal c r e d it  i s  la rg e r  than th e  -fixed 
f i s c a l  d e b it ,  no re fund  i s  in v o lv e d .

We b e l ie v e  th a t  - on th e  whole - th e  c h a ra c te r i s t i c s  describ ed  
p ro v id e  fo r  an e f f i c i e n t  im personal sm all b u s in ess  r e l i e f  scheme 
in  th e  C h ilean  case , where n ecessa ry  in c e n t iv e s  fo r  f a ir n e s s  in  
tax trea tm en t a re  c o r r e c t ly  se t by th e  way th ese  mechanisms 
in t e r a c t  through tim e.

C. A d m in is t ra t iv e  A spects  o f the  Tax Reform

I t  i s  u se fu l to  co n s id e r each of th e  main a d m in is t ra t iv e  changes 
re q u ire d  fo r  the  im plem entation  of VAT in  C h ile ,  as the  p r in c ip a l  
source  of in d i r e c t  tax revenue. B e a r in g  th ese  in  mind might 
p rove u se fu l fo r  o th e r deve lop ing  c o u n tr ie s ,  in  term s of t h e i r  
own assessm ent of how f e a s ib le  and c o s t- e f f e c t iv e  can th ese  
a d m in is t ra t iv e  s h i f t s  p rove in  im proving t h e i r  p a r t ic u la r  VAT 
a d m in is t ra t io n  system s. As r e le v a n t  as the  fo llo w in g  l i s t i n g  of 
is su e s  may be, i t  i s  not easy to  d e r iv e  d ir e c t  g e n e ra l iz a t io n s  of 
th e se ; a case-by-case e v a lu a t io n  would be needed fo r  each co u n try  
s i t u a t io n .

In  r e l a t i v e  o rder of p r i o r i t i e s ,  being a l l  of these  im portan t 
moves, we may l i s t :

1. D if fu s io n  of th e  Tax Reform
An in te n s iv e  in fo rm a tio n  and d if fu s io n  p lan  was begun in  
a l l  economic, s o c ia l  and geograph ic s e c to rs  of th e  co u n try ; 
w ith  obvious re-a lig n m en ts  in  tim e t h i s  campaign has never 
ceased .

2. S t a f f  T ra in in g
A s o l id  w e ll focused t r a in in g  p lan  fo r  In te rn a l Revenue 
s t a f f  was developed and en fo rced  w ith  the  o b je c t of
d e a lin g  e f f e c t i v e l y  w ith  a l l  in q u ir ie s  and doubts of
ta x p a ye rs , and so th a t  the  s t a f f  could  e f f e c t i v e l y  p ro te c t  
f i s c a l  in t e r e s t s  of the  government.

3. Change in  the  Form ulary System
As p a r t  of th e  program, i t  was n ecessa ry  to  c re a te  a new 
admini s t r a t i v e  data  system  of fo rm u la r ie s , co n s id e r in g  
those c h a r a c t e r is t i c s  th a t  would in c lu d e  a l l  r e le v a n t  
in fo rm a tio n  and he lp  in  a t ta in in g  e f f i c ie n c y  in
management.



4. In te rn a l Revenue S e r v ic e  C e n tra lis e d  R e g is te r s

The 1RS c e n tra l iz e d  a com plete r e g is t e r  o-f VAT taxp ayers  
c o n ta in in g  a l l  o-f t h e i r  persona l data  and VAT 
d e c la ra t io n s .  T h is  r e g is t e r  i s  based on the  "Ro l Unico  
T r ib u ta r io "  (RUT), or N a tio n a l Tax R o l l ,  and eve ry  VAT 
assessee  i s  req u ired  to  ap p ly  -for in s c r ip t io n  in  the  
r e g is t e r  b e fo re  commencing a c t i v i t i e s .  C o n s id e rab le  
p rog ress  in  o rd e rin g  and n a t io n a l coverage , had a lre a d y  
been ach ieved  in  C h ile  w ith  th e  N a tio n a l Tax R o ll  p r io r  to  
VAT’ s s t a r t  in  March 1975.

5. S t a f f  In c e n t iv e s
Another admini s t r a t i v e  measure co n s is te d  of a change in  
the  IR S ’ s s t a f f  rem uneration  scheme. As a means of 
encouraging s t a f f  to  a t t a in  th e  h igh budgeted income 
re q u ire d  by th e  T reasu ry , a s p e c ia l bonus system  based on 
percen tages of the  tax es  c o l le c te d  was e s ta b lis h e d . T h is  
could  a lso  improve rem uneration  le v e ls  in  accordance w ith  
changes in  admin is t r a t io n  ta rg e ts  (see  Appendix ).

Out of the  s ix  main a d m in is t ra t iv e  s h i f t s  co n s id e red , i t  i s  our
ex p e rien ce  th a t  item s 1 to  4 would n o rm a lly  c o n s t itu te  a se t of
co re  p re - re q u is i  t e s  to  reach  a more or le s s  su cce ss fu l 
t r a n s i t io n  in  VAT tax re fo rm .

I t  i s  in t e r e s t in g  to  p o in t o u t, in  pass in g , th a t  c o u n tr ie s  which 
have not in ve s ted  the  re q u ire d  amount of money and q u a l i t y  of
human re so u rce s  in  deve lop ing  a com puterized management 
in fo rm a tio n  system on the  m atte r, from th e  v e ry  o u tse t of the  
re fo rm , have sooner or l a t e r  pa id  r e l a t i v e l y  h igh co s ts  in  
run ing  the  VAT system e f f e c t i v e l y .  T h is  i s  one s p e c i f ic  a rea  
where h igh q u a l i t y  c a re fu l d es ig n s , should not be m inim ized or
bypassed during  the  f i r s t  y e a rs  of the  p o l ic y  s h i f t .  A lso , as
the  C h ile an  case  n e a t ly  shows, co n s id e ra b le  p o s i t iv e  
e x t e r n a l i t ie s  can be gained in  the  c ro ss  check ings and o th er 
complement e f f e c t s  between VAT com puterized exam ination  ro u t in e s  
and C o rpo rate  and In d iv id u a l Income Tax check-up ro u t in e s  / l .

/ I .  See the  re fe re n c e s  g iven  in  Appendix to  these  c ro s s ­
check ing  f i s e a l iz a t io n  and a u d it in g  ro u t in e s .



D. Admin i s t r a t i on C osts , Com pliance C osts and Tax Evas io n  Is su e s

I t  has been w e ll documented in  the  l i t e r a t u r e  th a t  u s u a lly  Va lue  
Added Taxes n o rm a lly  im ply r e l a t i v e l y  h igh a d m in is t ra t iv e  c o s ts  
as compared to  some o th er a l t e r n a t iv e s  -for in d ir e c t  ta x a t io n . 
Based on the  work by Yáñez and Izam %J_ we quote here  ev id ence  
reg a rd in g  a b so lu te  m agnitudes -for th e  estim ated  -fisca l iz a t io n  and 
VAT revenue c o s ts  in  C h ile .

The mean c o s ts  o-f VAT a d m in is t ra t io n  a re  here  d e fin ed  as the 
r a t io  of d i r e c t  a d m in is t ra t io n  c o s ts  of th e  tax to  f i s c a l  
revenues c o l le c te d .  R e le v a n t numbers fo r  C h ile  in d ic a te  th a t  by 
the  t h ir d  yea r of VAT 's  l i f e  (1977) mean c o s ts  were in  the  order 
of 17.. By yea r f i v e  (1979) th ese  had d e c lin e d  to  le s s  than 1/2 
of p e rcen t and by yea r seven th  o f VAT 's  h is to r y  they  became 
lower than 1/2 p e rcen t.

These r e s u l t s  a re  s u r p r is in g ly  fa v o ra b le , s in c e  o th e r au tho rs  
have e s ta b lis h e d  th a t  the  t y p ic a l  range r e le v a n t  fo r  these  co s ts  
l i e s  between 17. and 27. as a r u le  in  LDCs.

A lso , in  th e  C h ile an  ex p e rien ce , the  mean c o s ts  of VAT 
a d m in is t ra t io n  (as here  d e fin e d ) a re  f a r  below the  o v e r a l l  mean 
a d m in is t ra t io n  c o s ts  fo r  a l l  tax item s combined, du ring  the  same 
tim e framework quoted.

Second, s p e c ia l com putations have been done fo r  e s t im a tin g  a 
p a r t ic u la r  v e rs io n  of so c a l le d  "com p liance  c o s ts " .  We do know 
how complex i t  may be to  d e f in e  c o n c e p tu a lly  th ese  co s ts  and 
fu r th e r  to  c o r r e c t ly  measure them. But i f  we accep t a p a r t ic u la r  
v e rs io n  of com pliance c o s ts  as meaning " the  ex p en d itu res  devoted 
by the  tax a u t h o r i t ie s  aimed a t  reduc ing  the com pliance burden of 
ta x p a y e rs " , some f ig u r e s  may be p rov ided  fo r  th e  y e a r ly  
e x p e r ie n ce ’ 1977 - 1981.

In  th e  case  of VAT, these  "com p liance  c o s ts "  s t a r t  a t  1.77. of 
each tax  peso c o l le c te d  du ring  1977, ending a t  0.77. by year 1981.

1/ Jo sé  Yáñez and M iguel Izam, "Los Costos de Recaudación y 
F i se a l iz a c ió n  de lo s  Im puestos en C h ile :  Un prim er in te n to  de
m edición 1977--1981", E s tu d io s  de Economía N220, U n ive rs id a d  de 
Chi 1 e.



Thus, i t  i s  c le a r  than mean "com pliance  c o s ts "  have been and. 
p robab ly  s t i l l  a re  more im portan t than pure admin is t r a t i ve 
c o l le c t io n  c o s ts ; a ls o  t h e i r  gap has - on average  - widened in  
re ce n t y e a rs . A d d it io n a l ly  the  com parison between VAT 
"com p liance  c o s ts "  per peso c o l le c te d ,  and the  o v e r a l l  taxes  
"com p liance  c o s ts "  in  C h ile  show (on average ) s im i la r  -figures.

A l l  o-f the  above e lem ents a re  the  r e s u l t s  of one c le a r  tax p o l ic y  
tren d  e a s i ly  v e r i f a b le  in  the  modern h is to r y  a c t io n s  of th e  1RS: 
the  f a c t  th a t  s u b s ta n t ia l e f f o r t s  have been undertaken to  c o n tro l 
VAT c o l le c t io n s  (a t ta c k in g  e ro s io n  and/ or p o te n t ia l  e va s io n ) 
due to  the  h igh  f i s c a l  p ro f i t a b i1i t y  of th ese  1RS programs.

In  p a r t ic u la r  (see  Appendix fo r  fu r th e r  d e t a i l s )  one of the  
fo llow -up  methods used by th e  C h ile an  1RS, in  th e  study and 
e v a lu a t io n  of taxpayer tren d s  i s  the  d e b it / c r e d it  r e la t io n s h ip s .

The d e b it / c r e d it  r a t io  of a p a r t ic u la r  taxp ayer i s  obta ined  and 
i s  compared w ith  the  mean v a lu e  of t h i s  r a t io  fo r  th a t  c la s s  of 
a c t i v i t y  (s e c to r  or su b secto r) and re g io n . I f  i t  i s  
s ig n i f i c a n t l y  d i f f e r e n t  from t h i s  mean, tax evas io n  i s  s t ro n g ly  
in d ic a te d . A lso , i f  a tax p aye rs  d e b it / c r e d it  r a t io  c o n s is te n t ly  
rem ains le s s  than 1, tax evas io n  i s  suspected . The "p r e d ic t iv e  
e f f i c ie n c y "  of t h is  method has been improved by the  e x is te n c e  of 
a s in g le  tax r a te  and ve ry  few exem ptions. T h is  i s  one area  
where com puterised system s have aided co n s id e ra b ly  tax 
admin i s t r a t io n  and tax f i s c a l i s a t i o n .  E d u ca tio n a l campaigns 
about these  is su e s  i n t e l l i g e n t l y  addressed to  p o te n t ia l and 
a c tu a l tax p aye rs  have a ls o  rendered ra th e r  h igh p ay- o ffs  in  the  
e f fe c t iv e n e s s  of th e  system , w h ile  im proving the  h o r iz o n ta l 
e q u ity  r e s u l t s  o v e r a l l .



E .  F i s c a l  R e v e n u e  R e s u l t s  o f  t h e  T a x  R e f o r m

I t  i s  e v id e n t th a t  in  any LDC undergoing s t r u c tu r a l  ad justm ent 
w h i ls t  coping w ith  f i s c a l  im balances ( d e f i c i t s ) ,  one key goal of 
tax p o l ic y  is - th e  f u l f i l lm e n t  of budgeted tax revenue o b je c t iv e s .

One of the  im portan t c o n d it io n s  s e t  by the  tax a u t h o r i t ie s  in  
im plem enting th e  VAT was th a t  i t  had to  c o l le c t  a t  le a s t  as h igh 
and p re fe ra b ly  h ig h e r revenue as th a t  generated  by p r io r  in d ir e c t  
tax es . T h is  r e s t r i c t io n  was e x p l i c i t l y  in co rp o ra ted  in  
s im u la t io n s  conducted fo r  v a r io u s  VAT a l t e r n a t iv e s  in  1974. 
T h e re fo re  i t  i s  reaso n ab le  to  assess  the  perform ance of th e  VAT 
w ith  regard  to  the  revenue r e s u l t s  a t ta in e d  during  the  p eriod  
1974-1985.

For t h i s  purpose, we d iv id e  th e  d is cu ss io n  in  th re e  p a r ts :  th e
a n a ly s is  of th e  s h i f t s  th a t  o ccu rred  in  tax revenue com position , 
a d is cu s s io n  of the  s t ru c tu re  of tax c o l le c t io n  a r is in g  from the  
v a r io u s  components of VAT law , and f i n a l l y  a s im u la tio n  e x e rc is e  
performed fo r  VAT revenues o r ig in a te d  from th e  im ports base, 
g iven  th a t  th e  co u n try  was undergoing an im portan t 1 i b e ra l .i z a t i  on 
p rocess w ith  reg a rd s  to  fo re ig n  tra d e  during  1975-1980.

A lthough no exact c o r r e la t io n  can be drawn, com prehensive tax 
reform  le g is la t e d  du ring  the  second h a lf  of 1974 undoubtedly led  
to  major changes in  tax com position . Taxes in  C h ile  a re  of both 
th e  d i r e c t  and in d ir e c t  typ e s  and between 1969 and 1974 in d ir e c t  
tax revenues as a whole com prised about 43 p e rcen t of the  t o t a l .  
The main d if fe r e n c e  between these  two ye a rs  were th e  s h i f t s  
o ccu ring  in  the  shares  of d i r e c t  and o ther ta x e s . A ve ry  ra p id  
and s ig n i f i c a n t  in c re a s e  was experienced  in  t o t a l  in d ir e c t  tax 
c o l le c t io n s  a f t e r  the  VAT was le iv e d .  In d ir e c t  tax revenues 
doubled between 1975 and 1978.3V T h is  o v e r a l l  trend  has 
con tinued  u n t i l  the  p re se n t. M eanwhile, th e  share  of in d ir e c t  
tax es  in  the  t o t a l  clim bed to  about 62 p ercen t by 1980. By 1985, 
t h is  r a t io  i s  about 74%. T h is  tren d  r e f l e c t s  the  success  of 
consc iou s p o l ic ie s  designed e x p l ic i t y  to  reduce the  r o le  of 
d i r e c t  tax es  and of o th e r s p e c i f ic  l e v ie s ,  and promoting the  
share  of a genera l consumption tax such as VAT. 2/_
1/ In  t h i s  p a r t  we in c lu d e  t a r i f f  revenues in  the  d e f in i t io n  of 
t o t a l  in d i r e c t  tax revenues.

2/ The r e s u l t s  however may a ls o  in d ic a te  th a t  the  tax system 
became more im balanced, in  fa v o r  of VAT tax revenues, than 
p robab ly  what th e  same p o licym akers  d es ired  ex an te .



The d e f in i t io n  of in d i r e c t  tax es  used here  in c lu d e s : th e  genera l 
s a le s  and s e r v ic e s  tax es , e x c is e s  in c lu d ed  in  s o - ca lle d  
p rodu ction  ta x e s , and from 1975 onwards the  VAT.

The r o le  p layed  by VAT revenues in  t h is  p rocess has been 
s ig n i f i c a n t ,  judged both in  term s of t h e i r  c o n tr ib u t io n  in  
in d ir e c t  tax c o l le c t io n s  and in  t o t a l  tax  c o l le c t io n .  VAT 
revenues by them se lves today, re p re se n t c lo s e  to  51 percen t of 
o v e r a l l  tax revenues in  C h ile .

The share  o f the  VAT in  in d i r e c t  tax c o l1e c t i  ons ro se  r a p id ly  
du ring  the  p e r io d  1975-1978, when s p e c i f ic  c la s s e s  of commodities 
and s e r v ic e s  were in co rp o ra ted  to  th e  VAT base l/_. T h is  share  
ro se  again  in  1979-81 when th e re  was ra p id  economic growth, and 
has s in c e  s t a b i l iz e d  a t around 70 p e rce n t; a lthough i t  i s  too 
e a r ly  to  judge what the  mid-term e f f e c t s  of th e  genera l VAT r a te  
adjustm ent done in  J u l y  1988 w i l l  be ( le g a l r a te  d e c lin e  to  
167.) .

The next step  i s  to  assess  VAT c o l le c t io n s  as a fu n c t io n  of the  
th re e  major components: revenues c o lle c te d  from th e  genera l 20
percen t le v y ,  those c o l le c te d  from im port tax es  through the  VAT, 
and c o l le c t io n s  from the  VAT a t  s p e c ia l r a te s  (n o rm a lly  
su rcharges  above th e  genera l r a t e ) .  The f i r s t  ca teg o ry  above 
produces c lo s e  to  58 .5  p e rcen t of VAT c o l le c t io n s .

VAT revenues a r is in g  out of th e  im ports base have o s c i l la t e d  
s u b s t a n t ia l ly ,  and a t p resen t c o n s t itu te  about 38 percen t o f the 
t o t a l .  F in a l l y ,  a s e c u la r  d e c lin e  in  th e  share  o f VAT from 
s p e c ia l tax r a te s  has o ccu rred , f a l l i n g  from about 30 percen t 
during  1975-1978 to  about 3 .5  pe rcen t today.

The genera l p o l ic y  has been c o n s is te n t ly  tow ards the  adoption of 
a un iform  and ve ry  com prehensive r a te .

The b e fo re  mentioned p o l ic y  of tax u n ifo rm ity , has payed-off in  
terms of f i s c a l  revenue o b je c t iv e s .  But i t  may have added 
unm easurable co s ts  in  term s of th e  image of " r e g r e s s iv i t y "  of 
VAT, which now p r e v a i ls  in  v a r io u s  c i r c l e s  of p o l i t i c i a n s  and of 
p u b lic  o p in io n .

1/ On the  da ta  com parisons th a t  fo l lo w , we have excluded the  
t a r i f f  revenue c o l le c t io n s  from in d ir e c t  tax revenue f ig u re s  (see  
graphs a t end of s e c t io n  2 ) .  In  any case , by 1987 f i s c a l  revenue 
from t a r i f f s  rep resen ted  237. o f VAT c o l le c t io n s .



F. C o r re la t io n  between VAT Revenue R e s u lts  and Im port 
L ib e r a l iz a t io n  P o l ic ie s

I t  would be m is lead in g  not to  p o in t out th e  -fact th a t  s e v e ra l o-f 
VAT’ s perform ance s tand ard s  in  the  C h ile an  case , were impacted by 
the  m ore-or- less s im u ltaneous p o l i c ie s  o f fo re ig n - tra d e  
l ib e r a l i z a t io n .  Of p a r t ic u la r  im portance in  i t s  a s s o c ia t io n  to  
VAT revenues and f i s c a l  revenues in  g e n e ra l, was the  e v o lu t io n  of 
im port d u t ie s  and of the  im ports base through tim e.

To mention f i r s t  the  o rd e rs  of m agnitudes o f th e  macro s h i f t  in  
im ports tra d e  : when VAT was enacted  in  1975 the  t o t a l  c i f  v a lu e
of im ports was in  the  o rder of 1 b i l l i o n  US d o l la r s  o f the  tim e , 
whereas t h is  base had clim bed to  over 24 b i l l i o n  US d o l la r s  by 
1977, and were around 7 .3  b i l l i o n  by year 1981.1_/ I t  i s  worth 
n o ting  th a t  th e  im port f lo w s  mounted to  US d o l la r s  3 .3  b i l l i o n  by 
1985, and reached 5.1 b i l l i o n s  in  1988. In  sum, th e  VAT p rocess  
has been run in  th e  con tex t of a fo re ig n - tra d e  " r e v o lu t io n "  in  
the  C h ile an  case !

A summary account of th e  c r u c ia l  l ib e r a l i z a t io n  of in te rn a t io n a l  
tra d e  and th e  reform  of customs d u t ie s  i s  p rov ided  nex t. (T h is  
account c lo s e ly  fo llo w s  S e b a s tia n  Edwards' d e s c r ip t io n s ,  which - 
in  tu rn  - were based on those  by J . C .  Méndez). 2/_
Accord ing  to  t r a d i t io n a l  economic th e o ry  and in  l in e  w ith  a la rg e
amount of e m p ir ic a l support, p o licym akers  in  C h ile  expected th a t  
opening the  economy to  the  r e s t  o f the  w orld  would r e s u l t  in  a
r e a l lo c a t io n  of re so u rce s  toward the s e c to rs  in  which C h ile  had a
com para tive  advantage, in c reased  e f f i c ie n c y ,  r is in g  ex p o rts , 
f a s t e r  growth and an improved income d is t r ib u t io n  in  the  long 
ru n .

In  th e  la t e  1930s and e a r ly  1940s C h i l e 's  fo re ig n  t ra d e  become

1/ That was the  peak v a lu e  y e a r , fo llo w ed  by the  1982—1984 
m a c ro c r is is  and new s t r u c tu r a l  ad justm ent p o l ic ie s .

2/ S e b a s t iá n  Edwards and A le ja n d ra  Cox, "M onetarism  and 
L i b e r a l i  z a t i  on ; The Chi 1ean Ex perim en t" . B a l l in g e r  P u b lis h in g  Co. 
(Cambridge, USA, 1987)



in c r e a s in g ly  d is to r te d  through the  im p o s itio n  o-f t a r i f f s ,  im port 
quotas, and a l l  s o r ts  o-f re g u la t io n s  and c o n tro ls .  W ith  tim e, 
however, the  t a r i f f  s t ru c tu re  more and more r e f le c t e d  b e n e f it s  
ob ta ined  by d i f f e r e n t  p ressu re  groups. By th e  la t e  1960s high 
and v a r ia b le  t a r i f f s  had become a permanent fe a tu re  of the 
C h ile an  economy.

C h i le ’ s p ro te c t iv e  s t ru c tu re  had become one of the most 
d i s t o r t i v e  in  deve lop ing  c o u n tr ie s . C h i le ’ s long t r a d i t io n  of 
tra d e  r e s t r i c t io n s  generated  a number of n e g a t iv e  e f f e c t s ,  
in c lu d in g  a high degree of in e f f i c ie n c y  in  the  m anufacturing  
s e c to r ,  and s ta g n a tio n  of noncopper ex p o rts  1_/

By yea r 1973 im port t a r i f f s  averaged 105 p e rcen t and were h ig h ly  
d isp e rsed , w ith  some goods su b je c t to  nominal t a r i f f s  of more 
than 700 p e rce n t, and, o th e rs  f u l l y  exempted from im port d u t ie s  
(u s u a lly  fo r  in p u ts  w ith  no lo c a l p ro d u c e rs ). In  a d d it io n  to  
t a r i f f s ,  a b a t te r y  of q u a n t i t a t iv e  r e s t r i c t io n s  were a p p lie d , 
in c lu d in g  o u tr ig h t  im port p ro h ib it io n  and p r io r  im port d e p o s its  
of up to  10,000 p e rce n t. In  e a r ly  1974 th e  f i r s t  s e t of tra d e  
l ib e r a l i z a t io n  measures was taken : th e  maximum t a r i f f  was reduced 
from 700 p ercen t to  220 p e rce n t, and those d u t ie s  between 50 
p ercen t and 220 percen t were reduced by ten  percen tage  p o in ts . 
T h is  f i r s t  run of t a r i f f  re d u c tio n  had l i t t l e  e f f e c t  on r e l a t i v e  
p r ic e s  and fo re ig n  co m p e tit io n , s in c e  the  g re a t m a jo r ity  of th ese  
d u t ie s  were redundant. In  1975 (th e  yea r of VAT) a f t e r  
t r a d i t io n a l  rounds of t a r i f f  re d u c t io n s , th e  goverment announced 
th a t  by e a r ly  1978 nominal t a r i f f s  would range between 25 percen t 
and 35 p e rcen t. In  1976, a f t e r  a l l  q u a n t i t a t iv e  r e s t r i c t io n  had 
been ab o lish e d , the  tra d e  reform  g o a ls  were re v is e d , and th e  aim 
of a ch ie v in g  a un iform  107. im port t a r i f f  was im p l ic i t y  s e t .

1/ Here we f in d  another e m p ir ic a l proof of our a s s e r t io n  b) in  
s e c t io n  1: the  in e f f i c ie n c y  of t a r i f f - ta i  1 o rin g  of fo re ig n  tra d e .



Through t h is  p ro cess , by June  1976 the  average  t a r i f f  on im ports 
had d e c lin e d  to  33%, having  been in  the  o rder o f 90% in  1974 and 
of 52% in  1975. A lso , by Ju n e  1979, year when the  tra d e  reform
came to  an end, a l l  im ports item s - except au tom ob iles - had a 
nominal im port t a r i f f  of n e a r ly  10 p e rce n t; t h is  was 
s ig n i f i c a n t l y  below th e  average  t a r i f f  r a te  in  the  v a s t  m a jo r ity  
of LDC’ S. At p re sen t, th e  co u n try  i s  ru le d  by a v i r t u a l l y  
un iform  15% t a r i f f  r a te .

The 1ib e r a l iz a t io n  of i n te rn a t io n a l tra d e  generated  s u b s ta n t ia l 
changes in  dom estic r e l a t i v e  p r ic e s  th a t ,  to g e th e r w ith  changes 
in  th e  re a l exchange r a te ,  g r e a t ly  a f fe c te d  th e  a b i l i t y  of the  
C h ile an  economy to  compete i n t e r n a t io n a l1 y . W h ile  as a 
consequence o f the  tra d e  refo rm  the  m anufacturing  s e c to r  as a 
whole experienced  re d u c tio n  of i t s  dom estic r e l a t i v e  p r ic e s ,  the  
a g r ic u l t u r e ,  f o r e s t r y ,  and f is h in g  s e c to rs  were su b je c t  to  an 
in c re a s e  in  t h e i r  r e l a t i v e  p r ic e s .

At t h is  p o in t i t  i s  worth going back to  our main s u b je c t , to  t r y  
to  e s ta b lis h  major l in k s  and feedbacks between VAT reform  and the 
fo re ig n  tra d e  1ib e r a l i z a t io n  e f f o r t .

Two main l in k s  s h a l l  be ana lyzed :

(a ) the  concep tua l economic im pacts th a t  such 1ib e r a l iz a t io n  
p rocesses  have over expected net tax re so u rce s  ( t a r i f f  
revenues as a w h o le );

(b) the  e m p ir ic a l r e s u l t s  a r is in g  from th e  new im port-base in  
term s o f VAT revenues.

I t  s h a l l  be seen th a t  on both grounds, th e re  can be ground fo r  
optim ism  in  e v a lu a t in g  t h is  package of p o l ic ie s ,  fo r  the  case  of 
m iddle-incom e deve lop in g  c o u n tr ie s  such as C h ile .

A s e r ie s  of e m p ir ic a l s tu d ie s  done in  the  past by ex p e rts  from 
the  F is c a l  A f f a i r s  Department o f the  In t e r n a t io n a l Monetary Fund 
have shown th a t  s e v e ra l deve lop in g  c o u n tr ie s  be long ing  to  the  
sample of 1ow-to-mediurn income per c a p ita  ( s p e c ia l l y  A fr ic a n  
LDC’ s ) have t r a d i t i o n a l l y  r e l ie d  on fo re ig n —tra d e  tax es  (custom 
d u tie s  and export tax e s ) as a major determ inan t of t h e i r  f i s c a l  
revenues 1/. Average f ig u r e s  fo r  th ese  c o u n tr ie s  show th a t  not 
le s s  than 15% of t o t a l  c e n t r a l government revenues a re  d e rived

1 / Among o th e r papers see fo r  example Z. Fa rhad i an-Lor i e S< M. 
Katz , " F is c a l  D im ensions of Trade P o l i c y " ,  I .M .F .  Working Paper 
(Wash. D .C ., May 1988)



■from v a r io u s  taxes  le v ie d  on in te rn a t io n a l  tra d e . The 
com parative  e a s in e ss  o-f such tax-hand les  has been mentioned as an 
ex p lan a tio n s  -factor.

Being  t h is  as i t  i s ,  i t  i s  a ls o  th e  case  th a t  most of the  
deve lop ing  c o u n tr ie s  (both poor and m iddle-incom e ones) may have 
access  today to  some o th er dom estic and fo re ig n  tra d e  ta x a t io n  
s t r a t e g ie s  w ith in  a r e s t r ic t e d  ch o ice  range, which may be a b le  to  
g enera te  some economic e f f i c ie n c y  g a in s  w h ile  secu rin g  - a t  the  
ve ry  le a s t  - e q u iv a le n t  g lo b a l tax re so u rces  fo r  the  governments.

Even i f  our b e l ie f  on t h is  m atter i s  c le a r l y  s e t  fo r  expecting  
reven u e- n eu tra l or revenue enhancing r e s u l t s ,  we do reco g n ize  
th a t  s e v e ra l a sp ec ts  of th e  reform s re q u ire d  in  the  s p e c i f ic  a rea  
of fo re ig n  tra d e  ta x a t io n  e t  a l (lo w e rin g  average and modal 
nominal t a r i f f s ,  l ib e r a l iz in g  th e  fo re ig n  t ra d e  reg im e, d eva lu in g  
the  lo c a l cu rre n cy , e t c . ) ,  can be demanding and d i f f i c u l t  in  
term s of the  p o l i t i c a l  economy of such re fo rm s. I t  i s  obvious 
th a t  s trong  dom estic lo b b ie s  w i l l  t r y  to  r e s is t  any
s ig n i f i c a t i v e  p o l ic y  e f f o r t  fo r  reduc ing  custom d u tie s  and
opening up th e  economy to  i n te rn a t io n a l co m p e tit io n .

There i s  a not sm all l i s t  of cases in  the  LDC w orld , where the  
p o in t to  which they  have - by now - a r r iv e d  in  th e  le v e l  and 
s t ru c tu re  of e f f e c t iv e  p ro te c t io n  a c ro ss  major s e c to rs  of t h e i r  
economies i s  such, th a t  th e re  i s  th e re  an a - p r io r i  c le a r
a n a ly t ic a l  b ia s  fo r  expecting  good r e s u l t s  out of com prehensive 
fo re ig n  t ra d e  reform  packages. These would in c re a s e  both: the
a b so lu te  amount of ta x a t io n  to  be c o l le c te d ,  and the
resp o n s iven ess  of the  o v e r a l l  (perform ed) in d ir e c t  tax system to  
the  dynam ics of growth in  G .D .P . and fo re ig n - tra d e .

In a few words, th ese  a re  th e  growing deve lop ing  c o u n tr ie s  where
the  advanced stag e  of i m p o rt- su b s titu tio n  shows a de fa c to
c o n tra d ic t io n  w ith  re sp e c t  to  r e s u l t s  in  two g o a ls : a c c e la ra t in g
fu r th e r  dom estic in d u s tr i  a l i z a t io n  e f f o r t s  v ia  in c reased  im port- 
s u b s t i t u t io n , and, the  goal o f secu rin g  more f i s c a l  revenues and 
g re a te r  re sp o n s iven ess  from th e  custom d u tie s  base. To put i t  
s im p ly , t h e i r  s tag e  of e x ce ss iv e  e f f e c t iv e  p ro te c t io n , has r e ­
d ire c te d  the  t r a n s fe r  of economic su rp lu s : th a t  which o r ig in a l l y
went from dom estic consumers to  the  government by way of t a r i f f s  
on im ports . At t h e i r  advanced s tag e , most o f t h is  re le v a n t  
su rp lu s  has ended up in  the  hands of dom estic producing f irm s  and 
o n ly  ve ry  l i t t l e  has been l e f t  to  be shared by government in  
term s of t a r i f f  revenues e f f e c t i v e l y  c o l le c te d .  The exaggerated



degree o-f p ro te c t io n  has "d r ie d  up" the  pool o-f custom duty 
revenues.

The in t e r e s t in g  p o lic y - is s u e  a r is in g ,  i s  th a t  in  a new fo re ig n -  
tra d e  s t r a te g y ,  where im ports a re  l ib e r a l i s e d  and t a r i f f s  a re  
reduced and re-o rg an ised  in  a more r a t io n a l  and conven ien t way, 
i t  may be f e a s ib le  th a t  o v e r a l1 net tax  revenues end up 
in c re a s in g  both in  ab so lu te  and r e l a t i v e  (to  GDP) term s. In  th e  
p a r t ic u la r  case  where s im u lta n e o u s ly , e f f i c i e n t  VAT reform  has 
been in tro d u ced , i t  i s  p robab le  th a t  th e  f i s c a l  revenue 
re sp o n s iven ess  of th ese  s h i f t s  w i l l  become o f g re a te r  magnitude 
and perhaps a ls o  of g re a te r  d u r a b i l i t y .

Any a n a ly t ic a l  economic model w i l l  show th a t  fo r  those goods 
where th e  o r ig in a l  t a r i f f  r a te s  a re  ju s t  " p r o h ib i t i v e " ,  th e  
e f f e c t  of lo w erin g  the  custom duty w i l l  n e c e s s a r i ly  in c re a s e  
t a r i f f  revenues, s in c e  th e se  were n o n -ex is ten t a t th e  s t a r t .  
That e f f e c t  i s  independent o f the  a b so lu te  v a lu e  of th e  p r ic e -  
e l a s t i c i t y  o f demand fo r  im po rts , a v a r ia b le  which does a f f e c t  
the  magnitude of the  in c re a s e s  in  th ese  and in  o ther cases .

In  more genera l term s, th e  f i s c a l  revenue e f f e c t s  of a t a r i f f  
reform  o p e ra te  as a fu n c t io n  of 5 main e f f e c t s  generated : <i> the
f i r s t - o r d e r  im pact of changing the  r a te  of t a r i f f  i t s e l f ;  ( i i )  
th e  d i r e c t  im pact th a t  the  t a r i f f  change produces over dom estic 
p r ic e s  fo r  r e le v a n t  goods, and of th ese  on dom estic q u a n t i t ie s  
demanded (a move along the  demand cu rve  fo r  th e  good); ( i i i )  the  
net p r ice- in d u ced  ( in c lu d in g  the  changes v ia  s h i f t s  in  e f f e c t iv e  
p ro te c t io n ) over dom estic su p p ly ; ( i v )  the  r e le v a n t  c ro s s - e f fe c ts  
in  demands, generated  by th e  s h i f t  in  r e l a t i v e  p r ic e s  between 
complement and s u b s t itu te  goods; (v ) th e  induced im pacts 
generated  on the  supply-and-uses s id e s  fo r  t ra d a b le  in p u ts  and 
in te rm e d ia te  goods 1/.

Using a genera l e q u ilib r iu m  framework fo r  th e  C h ile an  case  we 
d is t in g u is h e d  between 4 s e c to rs  (t ra d a b le  consumption goods, 
t ra d a b le  f in a l  investm ent goods, t ra d a b le  in te rm e d ia te  goods, and 
non-tradab le  goods of f i n a l  and in te rm e d ia te  u s e ) , we have

1/ For these  e f f e c t s  and the  genera l e q u ilib r iu m  s im u la t io n s  fo r  
the  C h ile an  case  see E . A n ina t "Una Agenda de P o l í t i c a  F is c a l  
Pa ra  P a ís e s  Semi In d u s t r ia l iz a d o s  de L a t in o  A m érica ", CEPAL 
(S t g o . , C h ile ,  Agosto 1979)



e lsew here  done p a ram etric  s im u la t io n s  -for judg ing  th e  tax revenue 
im pacts o-f low ering  th e  average  tari-f-f r a te  from 60% to  30% and 
e lim in a t in g  the  o r ig in a l  d is p e rs io n  e x is t in g  in  the  tari-f-f 
system . That e x e rc is e , ex p la in ed  in  d e t a i l  in  a sep a ra te  paper, 
r e s u lte d  in  a m o d e lis t ic  expected ga in  in  in d ir e c t  tax re so u rces  
■for government: th e  ga in  estim ated  <ther>) accrued to  th e
e q u iv a le n t  o-f + 1.4% of the  o r ig in a l  (p re  re fo rm ) v a lu e  of G .N .P . 
A s ig n i f i c a n t  change by most ta x - p o lic y  s tan d ard s !

Having d iscussed  the  o v e r a l l  t a r i f f  revenue enhancing r e s u l t s  
from a concep tua l p o in t of v iew , i t  i s  now conven ien t to  fo cus  
aga in  in  the  perform ance of VAT, as c o r re la te d  to  th e  reform  in  
the  im ports regim e in  C h ile .  The next and f in a l  q u es tio n s  a re : 
how have VAT revenues from the  im ports base s p e c i f i c a l l y  
performed du ring  the  t a r i f f  reform  p eriod  fo llo w ed  by C h ile ?  Was 
the  e m p ir ic a l r e s u l t  in  f i s c a l  revenues th e re  as pow erfu l as the  
m agnitudes suggested by th e  m o d e lis t ic  s im u la t io n  fo r  t a r i f f  
re ven u es?.

G iven th a t  VAT s t r ik e s  c i f  im ports v a lu e s  once a f fe c te d  by the  
t a r i f f  f a c to r  (1+T), i t  would be expected th a t  VAT revenues 
a r is in g  from the  im ports base, should  have a ls o  responded 
p o s i t i v e ly  and s ig n i f i c a t i v e l y  du ring  th e  fo re ig n  tra d e  
1 i b e ra l i s a t  i on p eriod  (.1977-1981) on average .

Regard ing t h i s  is s u e , we performed a s p e c ia l a n a ly t ic a l  e x e rc is e  
in  o rder to  judge the  e f f e c t iv e  or e m p ir ic a l re sp o n s iven ess  th a t  
VAT le v ie d  on the  im ports base has had in  C h ile .

The standard  used was our own indepen den tly  estim ated  s e r ie s  fo r  
p o te n t ia l  VAT c o l le c t io n s  from t h is  base.

A s im u la t io n  e x e rc is e  was conducted using  Customs House da ta  and 
co n s is te d  of ap p ly in g  the  genera l VAT r a te  to  d isag g reg a te  im port 
f lo w s , and then comparing the  estim ated  p o te n t ia l  c o l le c t io n s  
w ith  the  a c tu a l tax c o l le c t io n s  rep o rted  by the  1RS fo r  t h is  
c la s s  of tax revenue, year by ye a r .



The r e s u l t s  o-f s im u la t in g  VAT revenues -from im ports appear in  the  
l a s t  two columns o-f the  -follow ing tim e s e r ie s :

YEAR G IF EXCHANGE C IF IMPORT POTENTIAL ACTUAL
IMPORTS RATE I MP0RTS DUTIES COLLECTION COLLECTION
<mUS$> <$/US$> (mCHl$) (m$> <m$) (m$>

1975 1.078 4.910 8.386 1.041 1.885 0.264
1976 1.655 13.050 21.598 2.916 4. 903 2.026
1977 2. 417 21.510 52.062 4.795 11.771 7. 195
1978 4.708 37.250 175.373 11.252 37.325 30.867
1979 3.243 31.670 102.006 8.699 22.481 15.482
1980 6. 145 37.000 239.655 14.918 50.915 43.209
1981 7.318 39.000 285.402 21.366 61.354 55.431
1982 4.093 50.710 208.375 13.119 44.299 39.625
1983 3. 160 78.790 248.976 29.648 er nr “7r*crw w m / w 51.716
1984 3.739 78.480 368.217 45.645 81.722 77.999

On a trend  b a s is ,  i t  appears th a t  the  gap between p o te n t ia l  and 
a c tu a l tax c o l le c t io n  i s  not s ig n i f i c a n t .  W ith  regard  to  the  
revenue o b je c t io n , VAT has perform ed good in  t h is  p a r t ic u la r  a rea  
as w e l1.

In  sum, we reach  a v e ry  p o s i t iv e  co n c lu s io n  about th e  concep tua l 
and e m p ir ic a l c o r r e la c io n s  e s ta b lis h e d  between the  VAT reform  and 
the  1 i b e r a l i z a t io n  tra d e  re fo rm s.
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CHART 2.3

N o te : e x c lu d e s  f i s c a l  rev en u es  from  t a r i f f  
on  im p o r ts .
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Sec t  i on 3 The Comorehensive Income Tax Reform; Chi 1ean Reforms  
of  1974 and 1984

In t h i s  s e c t i o n  we a n a l y z e  th e  main f e a t u r e s  o f  th e  com prehensive  
r e fo r m s  C h i l e  implemented in  i t s  Income Tax laws in  y e a r s  1974  
and 1984 .

The p r o c e s s  c o n s i s t e d  in  a more or l e s s  c o m p le te  r e s t r u c t u r i n g  in  
th e  b a s e ,  r a t e s  and tax tr e a tm e n t  a p p l i e d  t o  d i f f e r e n t  income  
s o u r c e s ,  with a s e r i e s  o f  s p e c i a l  measures i n v o l v i n g  t h e  t a x a t i o n  
of  c a p i t a l  incom es.  On t h e  whole ,  th e  trend was f o r  an 
i n t e g r a t i o n  o f  c o r p o r a t e  income t a x e s  and p erso n al  income t a x e s ,  
l e a d i n g  at  t h e  end of  th e  p r o c e s s  d e s c r i b e d  t o  th e  e s t a b l i s h m e n t  
of  a g r o s s  proxy f o r  p r o g r e s s i v e  p e r so n a l  e x p e n d i t u r e s  t a x .  The 
move under f o c u s  a l s o  i n v o lv e d  a s e t  o f  i n c e n t i v e s  f o r  p erso n a l  
s a v i n g s  and c o r p o r a t e  in v e stm e n t  p la n s  as  we s h a l l  s e e .

Although t h e  p e r i o d  1 9 7 4 - 1 9 8 4  was r i c h  in ta x  l e g i s l a t i o n  and in  
th e  a c cu m u la t io n  of  s i g n i f i c a t i v e  changes  in  income t a x e s ,  we 
have chosen t o  c o n c e n t r a t e  on th e  s e t  o f  economic i s s u e s  r e l e v a n t  
t o  t h e  tax t r e a tm e n t  o f  c a p i t a l  incom es.  S p e c i a l  i n t e r e s t  i s  
p la c e d  on t o p i c s  such as t h e  i n t e g r a t i o n  of  d i v i d e n d e - t a x a t i o n ,  
d o u b le  t a x a t i o n  problems and h o r i z o n t a l  e q u i t y  a s p e c t s .

We s t a r t  by p r o v i d i n g  a b r i e f  account  o f  th e  h i s t o r i c a l  
background of  income tax  laws in  C h i l e .

A. B r i e f  H i s t o r i c a l  Background

The f i r s t  income tax law was p assed  in  C h i l e  in  1924 .  Six  income  
c a t e g o r i e s  were d e f i n e d ,  a l l  o f  them taxed  a t  p r o p o r t i o n a l  r a t e s .  
A f t e r  1925 ,  t h e  d i r e c t  t a x a t i o n  was s u b j e c t  t o  s e v e r a l  c h an ges .  
The sc o p e  and o p p o r t u n i t y  o f  t h o s e  changes  respo nded ,  by and 
l a r g e ,  t o t h e  contemporaneous need of  f i s c a l  r e v e n u e s .  However,  
th e y  did  n ot  s i g n i f i c a n t l y  a l t e r  th e  b a s i c  s t r u c t u r e  o f  th e  
income tax with  th e  e x c e p t i o n  of  th e  i n t r o d u c t i o n  o f  p r o g r e s s i v e  
r a t e s  a p p l i e d  t o  th e  net  income o f  both f i r m s  and i n d i v i d u a l s .

From 1964 ,  a c y c l e  o f  r e f o r m s ,  e v e r y  te n  y e a r s ,  o f  d i r e c t  
t a x a t i o n  i s  c a r r i e d  on. These r e fo r m s  have p ursued ,  in  d i f f e r e n t  
d e g r e e s ,  economic o b j e c t i v e s  as  wel l  a s  a d m i n i s t r a t i v e  o n e s .



With r e s p e c t  t o  th e  -former, t h e  p r i o r i t i e s  have been g iv e n  t o  t h e  
promotion o f  s a v i n g s  and in v e stm e n t  p l u s  t h e  development o f  th e  
d o m e st ic  c a p i t a l  market ,  th e  n e u t r a l i z a t i o n  o f  economic  
d i s t o r t i o n s  c r e a t e d  by f o r m e r l y  unindexed tax  sy s te m ,  and, th e  
se a r ch  f o r  im proving th e  r e s o u r c e  a l l o c a t i o n  by r e l u c i n g  tax  
bu rd en s ,  s p e c i a l l y  on c a p i t a l  income, and t h e  e l i m i n a t i o n  of  
d i f f e r e n t i a t e d  tax r e g im e s  ( i . e .  o f  tax f r a n c h i s e s  and s e c t o r  
e x e m p t i o n ) .

For t h e  p u r p o s e s  o f  t h e  a n a l y s i s  t h a t  f o l l o w s ,  i t  i s  im portant  t o  
c o n s i d e r  t h a t  th e  l a s t  two com preh en sive  tax  r e fo r m s  — 1975 and 
1984 -  have been implemented under c r i t i c a l  macroeconomic
c o n d i t i o n s  e s s e n t i a l l y  c h a r a c t e r i z e d  by s e v e r e  r e c e s s i o n ,  low 
a g g r e g a t e  in v e stm e n t  and d o m e st ic  s a v i n g s  r a t e s  and e x c e s s i v e  
i n d e b t e d n e s s .  N e v e r h e l e s s ,  such r e fo r m s  have been in th e  
a g g r e g a t e  and in  dynamic term s  " r e v e n u e - n e u t r a l " ,  s i n c e  th e  
annual a v e r a g e  growth r a t e  o f  r e a l  rev e n u e s  from d i r e c t  t a x e s  has  
remained near 4 p e r c e n t  d uring  1 9 7 0 - 1 9 8 7  \J_

However, t h e  s h a r e  o f  t h e s e  t a x e s  on t o t a l  tax rev e n u e s  has  
d e c r e a s e d  from 3 2 .3 %  in  1975 t o  j u s t  19 .4%  in  1986 .  I t  can be  
e x p l a i n e d ,  t o  a g r e a t  d e g r e e ,  by th e  s i z a b l e  i n c r e a s e s  in VAT 
c o l l e c t i o n s .  S i n c e  t h e  C h i le a n  VAT system  (a s  examined) d o es  not  
concede  tax r e l i e f  t o  th e  consumption goods expended by lo w -  
income groups  th e  l a s t  r e s u l t  would show t h a t  t h e  r e c e n t  t r e n d s  
of  t h e  o v e r a l l  tax sy ste m ,  as  a whole ,  have s a c r i f i e d  v e r t i c a l  
e q u i t y  g o a l s  in  f a v o r  o f  economic  e f f i c i e n c y  c o n s i d e r a t i o n s .

1 /  D i r e c t  t a x e s  in our d e f i n i t i o n  i n c l u d e  both income and w ealth  
t a x e s  e x c l u d i n g  o n ly  t h e  s p e c i a l  t a x a t i o n  a p p l i e d  t o  th e  s a l e s  
and p r o f i t s  o f  copper companies (Gran M i n e r í a ) .



B .  T h e  E v o l u t i o n  o f  C a p i t a l  I n c o m e  T a x a t i o n

The Income Tax Reforms d e f i n e  t h r e e  s t a g e s  in t h e  e v o l v i n g  
p r o c e s s  e x p e r ie n c e d  by d i r e c t  t a x e s  in t h e  l a s t  25  y e a r s  in  
C h i l e .

The f i r s t  s t a g e ,  t h a t  g o e s  from 1964 t o  1974 ,  can be r e c o g n i z e d  
as t h e  p e r i o d  o f  a m o d i f ie d  " c l a s s i c a l  system  o f  t a x a t i o n "  
a p p l i e d  t o  th e  a c c r u a l  annual income b a s e .

T h i s  p e r io d  did  not  i n v o l v e  p r a c t i c a l l y  any tax i n t e g r a t i o n  and 
th u s  c o n s i d e r e d  f i r m s  and s h a r e h o l d e r s  as  t o t a l l y  s e p a r a t e  
e n t i t i e s  f o r  tax p u r p o s e s .

In t h e  second s t a g e  d uring  1 9 7 5 - 1 9 8 4 ,  t h e  income tax was 
p a r t i a l l y  i n t e g r a t e d  s i n c e  tax  c r e d i t s  were g iv e n  t o  s h a r e h o l d e r s  
by th e  t a x e s  paid  or w i th h e ld  a t  t h e  f i r m ' s  l e v e l .

F i n a l l y ,  in th e  t h i r d  s t a g e ,  p o s t  1964 t h e r e  i s  in  p l a c e  an 
h ybrid  and f u l 1y - i n t e g r a t e d  scheme o f  d i r e c t  t a x a t i o n ,  combining  
f e a t u r e s  o f  both an income tax and an e x p e n d i t u r e  t a x .  I t  
e s s e n t i a l l y ,  t a x e s  d i s t r i b u t e d  p r o f i t s  but a l l o w i n g  them an 
im portant  i n c e n t i v e  t o  t h e  r e in v e s t m e n t  o f  e a r n i n g s  v i a  an 
u n l i m i t e d  tax d e f e r r a l .

T h is  p r o c e s s  o f  ad ju stm en t  in  t h e  tax scheme and m o d e rn iza t io n  o f  
th e  system  o f  d i r e c t  t a x a t i o n ,  em phasiz ing  th e  a n a l y s i s  of  i t s  
induced e f f e c t s  on e q u i t y ,  and e f f i c i e n c y ,  c o n s t i t u t e s  th e  
c e n t r a l  theme o f  what f o l l o w s .

C. The C l a s s i c a l  System: 1 9 6 4 - 1 9 7 4  1_/

From 1964 t o  1974 ,  th e  s t r u c t u r e  o f  d i r e c t  t a x a t i o n  was b a s i c a l l y  
composed by p r o g r e s s i v e  t a x e s  on th e  income o f  p r o d u c t i v e  
f a c t o r s ,  a n et  worth t a x ,  a tax on i n t r a g e n e r a t i o n a l  wealth  
t r a n s f e r s ,  and p r o p o r t i o n a l  t a x e s  on r e a l i z e d  l o n g - t e r m  c a p i t a l  
g a i n s .  I t  a l s o  in c lu d e d  a p r o p e r ty  tax and a tax on th e  income  
from C h ilean  s o u r c e s  earned by n o n - r e s i d e n t s .

1 /  In t h i s  c o n t e x t ,  a " c l a s s i c a l  system  o f  d i r e c t  t a x a t i o n "  i s  
one under which t h e r e  i s  no tax i n t e g r a t i o n  o f  c o r p o r a t e  and 
i n d i v i d u a l  t a x e s .



The t o t a l  tax nominal burden reached in  t h a t  p e r i o d ,  an annual  
a v e r a g e  o-f 2 4 . 6 ’/. o f  GDP 1_/ The c o r r e s p o n d i ng n et  tax  burden  
imposed by d i r e c t  t a x a t i o n  was about 4 .67 .  o-f GDP, o-f which 3 .97 .  
was im p u ta b le  t o  income t a x e s  and t h e  r e s t  t o  v a r i o u s  t a x e s  on 
net w ealth  2 /_

With r e s p e c t  t o  t a x a t i o n  on c a p i t a l  income,  a m o d i f ie d  c l a s s i c a l  
system  was a p p l i e d  from 1964 onwards. The s c h e d u la r  tax on th e  
f i r m ' s  accrued  income was p r o p o r t i o n a l  and d i f f e r e n t i a t e d ,  w h i le  
s h a r e h o l d e r s  and p a r t n e r s  paid  a p r o g r e s s i v e  tax on t h e i r  own
g l o b a l  income ( th e  p r o g r e s s i v e  P ersonal  Income T a x ) .

Such a system  e s s e n t i a l l y  im p l ie d  a d o u b l e - t a x a t i o n  o f  d i v i d e n d s  
s i n c e  s h a r e h o l d e r s  d id  not  r e c e i v e  any tax  c r e d i t  f o r  th e  t a x e s  
paid  by th e  f i r m .  N e v e r t h e l e s s ,  an attem p t  o f  tax i n t e g r a t i o n  
was p r a c t i c e d  c o n c ed in g  tax  d e d u c t i o n s  t o  them, a p p l i c a b l e  under  
th e  p r o g r e s s i v e  p e rso n a l  income t a x ,  f o r  t h e  c o r p o r a t e  t a x e s .  
That tended t o  r edu ce  s i g n i f i c a n t l y  t h e  d ou b le  t a x a t i o n  o f  
d i v i d e n d s ,  s p e c i a l l y  f o r  t h o s e  s h a r e h o l d e r s  whose income was
taxed  at  a r e l a t i v e l y  high -m a r g in a l  r a t e .  By comparing
e f f e c t i v e  and s t a t u t o r y  marginal  r a t e s ,  i t  can be concluded  t h a t  
t h i s  t r e a tm e n t  im p l ie d  o v e r t a x a t i o n  o f  r e l a t i v e l y  low -in com e  
s h a r e h o l d e r s  whereas i t  reduced th e  burden o f  r i c h e r  o n e s .

For i n s t a n c e ,  i t  can be s e e n ,  from T a b le  (a t  t h e  end o f  th e
s e c t i o n ) ,  t h a t  th e  group o f  s h a r e h o l d e r s  s u b j e c t  t o  a 307
s t a t u t o r y  r a t e  a c c o r d in g  t o  t h e  P ersonal  Income Tax was o v e r ta x e d  
in 4 6 . 7 7 ;  w h i l e  a 607  p e r s o n a l - r a t e  s h a r e h o ld e r  reduced h i s  net  
tax burden in about 1 1 . 7 7 .  Thus t h i s  r e s u l t e d  in  t h e  v i o l a t i o n  
o f  th e  v e r t i c a l  e q u i t y  and h o r i z o n t a l  e q u i t y  p r i n c i p l e s  and was 
g e n e r a te d  by th e  d o u b le  t a x a t i o n  o f  d i v i d e n d s  and t h e  d i f f e r e n t  
tax v a l u e  o f  t h e  d e d u c t i o n s  conceded at  th e  p e rso n a l  l e v e l .  A 
v i o l a t i o n  o f  h o r i z o n t a l  e q u i t y  was a l s o  imbedded in  t h e  system  
s i n c e  t h e  t o t a l  burden borne by c a p i t a l  income depended a l s o ,  in  
p r a c t i c e  on t h e  economic s e c t o r  in  which t h e  in v estm e n t  was
c a r r i e d  o u t .  The i n t r a s e c t o r a l  income tax tr e a tm e n t  was 
c e r t a i n l y  n o n -u n ifo r m  u n t i l  19 7 5 .

1 /  T h i s  f i g u r e s  i n c l u d e s  d i r e c t  and i n d i r e c t  t a x e s  and s o c i a l  
s e c u r i t y  c o n t r i b u t i o n s .

2 /  I t  i s  computed e x c l u d i n g  tax  r e f u n d s  from t o t a l  annual g r o s s  
c o l l e c t i o n s .



Furthermore,  th e  tax  system  r u l i n g  1 9 6 4 - 1 9 7 4  induced economic  
d i s t o r t i o n s .  F i r s t l y ,  f i r m s  had a tax i n c e n t i v e  t o  r e t a i n
e a r n i n g s .

T h is  was an o b s t a c l e  f o r  t h e  development and m a t u r i t y  o f  th e  
d om est ic  c a p i t a l  market and s a v i n g s  were t o  some e x t e n t  a l l o c a t e d  
i n t o  th e  f i n a n c i n g  o f  in v e stm e n t  p r o j e c t s  r e n d e r i n g  m a r g i n a l l y  
lower shadow r a t e s  o f  r e t u r n .  Retained  e a r n i n g s  could  be 
r e i n v e s t e d  and l a t e r  d i s t r i b u t e d  as  b o n u s - s h a r e s  or by i n c r e a s i n g  
th e  v a lu e  o f  th e  e x i s t i n g  s t o c k  a v o i d i n g ,  through t h i s  o p t i o n ,  
th e  high  e f f e c t i v e  marginal  r a t e s  n o m in a l ly  a f f e c t i n g  d i v i d e n d s .  
T h i s  l o o p h o l e  p r i n c i p a l l y  b e n e f i t e d  h ig h —income s h a r e h o l d e r s  
s i n c e  th e y  c o u ld  " s u b s t i t u t e "  t h e  p r o g r e s s i v e  income t a x ,  by a 
f l a t  207., or 87. t a x ,  on r e a l i z e d  c a p i t a l  g a i n s .

S eco n d ly  t h e  d i f f e r e n t i a t e d  tax r a t e s  a p p l i e d  t o  t h e  income o f  
n o n - f i n a n c i a l  and f i n a n c i a l  c o r p o r a t i o n s  and t h e  t o t a l  tax  
exemption g r a n ted  t o  p u b l i c  e n t e r p r i s e s ,  c ou ld  have a l s o  produced  
some economic d i s t o r s i o n s ,  and rendered t h i r d - b e s t  or worse ty p e  
of  a l l o c a t i o n  of  r e s o u r c e s .

On th e  o th e r  hand, th e  tax r a t e  on t h e  income o f  p a r t n e r s h i p s  and 
p r o p r i e t o r s h i p s  was 207. and t h e  main d i f f e r e n c e  between them and 
s h a r e h o l d e r s  was t h a t  th e  l a t t e r  co u ld  sc a p e  p e rso n a l  or d iv id e n d  
t a x a t i o n  by keeping p r o f i t s  a t  th e  c o r p o r a t i o n  l e v e l ,  and t a k in g  
advantage  of  tax d e f e r r a l  or o f  a reduced and i m p e r f e c t  c a p i t a l  
g a i n s  tax. l_/^ Thus p a r t n e r s  were taxed  on t h e i r  b u s i n e s s ’ accrued  
annual income a c c o r d in g  with t h e i r  s h a r e s  in  th e  p a r t n e r s h i p ’ s  
e q u i t y  or p r o f i t s .  I t  im p l ie d  t h a t  a l l  o f  t h e  income earned by a 
p a r t n e r s h i p  in  a g iv e n  year  was in  a way ta x e d  t w i c e :  a t  th e
b u s i n e s s  l e v e l  by th e  s c h e d u la r  tax on c a p i t a l  income,  and, at  
th e  p e rso n a l  l e v e l  by th e  g l o b a l  p r o g r e s s i v e  p e rso n a l  t a x .  There  
was no p o s i b i l i t y  o f  d e f e r r a l  of  t h e  p a r t n e r s ’ p e r so n a l  t a x e s ,  
and i t  n o r m a l ly  would have d is c o u r a g e d  s a v i n g s  and th e  e q u i t y  
f i n a n c i n g  of  th e  p a r t n e r s h i p ’ s  c a p i t a l  in v e s t m e n t s .  A l s o ,  t h a t  
d i f f e r e n t i a l  tax t r e a tm e n t  g e n e r a te d  e q u i t y  d i s t o r s i o n s ,  and 
produced a t a x - i n d u c e d  p r e f e r e n c e  f o r  th e  c o r p o r a t e  form of  doing  
b u s i n e s s  2J_

1 /  Even though t h i s  tax tr e a tm e n t  was c o n v e n i e n t  from a tax  
admini s t r a t i  on and tax c o n t r o l  p o i n t  o f  v iew ,  i t  was dubiou s  and 
u n c e r t a i n  from th e  p e r s p e c t i v e  o f  development o f  e n t r e p r e n e u r i a l  
o r g a n i z a t i o n ,  in  an LDC such as  C h i l e .

2 /  I t  i s  worth n o t i n g  t h a t  during 1 9 7 4 - 1 9 7 9 ,  th e  regim e of  
t a x a t i o n  o f  c a p i t a l  g a i n s  was e x t r e m e ly  i m p e r f e c t  in  C h i l e .



T h i r d l y ,  th e  tax system  mainly  promoted d e b t ~ f  inanced in v e s t m e n t s  
by g r a n t i n g  f u l l  d e d u c t io n  o f  nominal i n t e r e s t  payments .  I t  was 
s p e c i a l l y  r e l e v a n t  f o r  t h o s e  i n d u s t r i e s  r egard ed  as  "  v i t a l "  f o r  
C h i l e ' s  economic d eve lop m en t .  Which in  a d d i t i o n  e n jo y e d  th e  
f r a n c h i s e  o f  a c c e l e r a t e d  d e p r e c i a t i o n . The p r e f e r e n c e  f o r  d e b t ,  
s t r o n g e r  under i n f l a t i o n a r y  c o n d i t i o n s  in  a c o n t e x t  o f  p a r t i a l  
i n d e x a t i o n  u s u a l l y  tended t o  i n c r e a s e  th e  c o s t  o f  c a p i t a l  on 
accou nt  o f  t h e  h ig h e r  r i s k  premiums t h a t  must be paid  f o r .  The 
d e t e r i o r a t i o n s  o f  t h e  c a p i t a l  s t r u c t u r e  j e o p a r d i z e s  t h e i r  
s o l v e n c y  (and t h a t  o f  o th e r  f i r m s ) .  Firms may become more 
v u l n e r a b l e  t o  a downturn in  t h e  b u s i n e s s - c y c l e ,  which n o r m a l ly  i s  
accompanied by a f a l l  in  th e  r e tu r n  on t o t a l  c a p i t a l ,  becoming  
near or below th e  i n t e r e s t  r a t e  t h a t  must be paid  t o  h o l d e r s  o f  
d e b t .

N e v e r t h e l e s s ,  t h a t  p o s s i b i l i t y  was reduced by th e  scheme o f  
p a r t i a l  i n d e x a t i o n  o f  th e  f i r m ’ s n e t  worth which was in p l a c e  
during  t h o s e  y e a r s .  I t  m ainly  c o n s t i t u t e d  a d i s i n c e n t i v e  f o r  
heavy r e l i a n c e  on debt  f i n a n c i n g ,  and, an i n d i r e c t  way o f  p l a c i n g  
some r e s t r i c t i o n s  on i n t e r e s t  d e d u c t i b i l i t y .  However, t h a t  
scheme had th e  d i s a d v a n t a g e  o f  be ing  n onn eutra l  s i n c e  i t  o n ly  
a l lo w e d  f o r  a p a r t i a l  c o r r e c t i o n  o f  t h e  d i s t o r t i o n a r y  e f f e c t s  
caused by i n f l a t i o n  on t h e  f i r m ’ s  f i n a n c i a l  s t a t e m e n t s  and 
t a x a b l e  incomes and fa v o r e d  f i x e d  a s s e t s ’ in v e s t m e n t s  a g a i n s t :  
i n v e n t o r i e s ,  f i n a n c i a l  and i n t a n g i b l e  a s s e t s .

In a d d i t i o n ,  th e  p r o g r e s s i v e  tax on n et  worth tended t o  o f f s e t  
th e  r e s t r i c t i o n s  f o r  debt  f i n a n c i n g  i n d i r e c t l y  imposed by t h e  
i n d e x a t i o n  scheme.  T h i s  l e v y  a l s o  in ten ded  t o  promote th e  t a x i n g  
of  t h o s e  incomes t h a t  had evaded or e luded  t h e  income tax by 
i n t e n d i n g  t o  complement i t ,  g iv e n  i t s  mechanisms.



In sum, th e  main problems fa c e d  a t  th e  end o f  19 7 4 ,  by th e  tax  
system  were: f i r s t ,  t h e  tax b a se  was h e te r o g e n e o u s  in  terms o f
t a x i n g  th e  same k inds  o f  incom es .  Second,  t h e r e  were d i f f e r e n t  
tax r a t e s  a p p l i c a b l e  f o r  t h e  same economic b a s e .  T h ir d ,  t h e  
system  lac ked  e f f e c t i v e  mechanisms t o  f u l l y  c o r r e c t  ( f o r  tax  
p u r p o se s )  th e  induced e f f e c t s  g e n e r a te d  by i n f l a t i o n .  And 
f o u r t h ,  t h e r e  was a permanent trend  f o r  a v i o l a t i o n  o f  g en er a l  
norms and p r i n c i p l e s ,  due t o  t h e  wide v a r i e t y  o f  p r e f e r e n t i a l  tax  
tr e a t m e n t  g r a n ted  t o  s p e c i f i c  s e c t o r s  and i n d u s t r i e s  1/..  A l l  of  
t h i s  n e g a t i v e l y  a f f e c t e d  h o r i z o n t a l  e q u i t y  and th e  a d m i n i s t r a t i v e  
v i a b i l i t y  o f  th e  tax system  a s  a whole.

To some e x t e n t ,  i t  was a l s o  t h e  r e s u l t  o f  a piecemeal  tax p o l i c y
approach implemented in  a baroque i n s t i t u t i o n a l  c o n t e x t  in  which 
t h e  d i f f e r e n t  b u s i n e s s  groups  had th e  p o s s i b i l i t y ,  a t  th e  
l e g i s l a t i v e  body,  t o  p r e s s u r e  t o o  h e a v i l y  f o r  t h e i r  own 
p a r t i c u l a r  i n t e r e s t .

In p a r t i c u l a r  , th e  p o l i t i c a l  economy during  t h o s e  p a s t  d eca des  
was c o n d u civ e  t o  c o n t in u o u s  lo b b y in g  from groups o f  b u s i n e s s  
a s s o c i a t e d  t o  t h e  very  powerfu l  1 i n d u s t r i a l i s t s  a s s o c i a t i o n  ,
which p r e s s u r e d  f o r  p r o t e c t i v e  t a r i f f s ,  f a v o r e d  tr e a tm e n t  in
c o r p o r a t e  t a x e s  , tax  f r a n c h i s e s  and , in  g en era l  , v a r i o u s  
c l a s s e s  o f  d i f f e r e n t i a t e d  tax  r e g im e s .  I t  was u n f o r t u n a t e  t h a t  
th e  p iecem eal  approach t o  tax p o l i c y  in  f a s h i o n  then , did  i n v i t e  
s p e c i a l l y  t h o s e  k inds  o f  p r e s s u r e s  in  th e  sy s te m .

/ I .  Laws r e g u l a t i n g  s e c t o r a l ,  r e g i o n a l  and per goods tax  
f r a n c h i s e s  added s e v e r a l  hundred pages  each .  These were a lm ost  
a l l  r e p e a le d  during 1 9 7 5 - 7 9 .  In any c a s e  t h e r e  are  s t i l l  t h r e e  
major p r e f e r e n t i a l  tax  t r e a t m e n t s  s u b s i s t i n g :  th e  s p e c i a l  c a s e s
of  a g r i c u l t u r e ,  sm all  mining a c t i v i t i e s  and th e  t r u c k i n g  s e c t o r .



D. The P a r t i a l l y  I n t e g r a t e d  D i r e c t  Tax System:  1 9 7 4 - 1 9 8 4

At t h e  end o-f 1974 ,  a com prehensive  tax re-form i n v o l v i n g  both  
d i r e c t  and i n d i r e c t  t a x e s  was c a r r i e d  out  by t h e  government.  The 
changes  in tr o d u c e d  by t h i s  re-form, in  th e  a r e a  o-f c a p i t a l  income  
t a x a t i o n  were mainly  in te n d e d  t o  e s t a b l i s h  a b e t t e r  ta x  
environment -for in v e stm e n t  by th e  p r i v a t e  s e c t o r ,  c o n t r i b u t e  t o  
t h e  development o-f t h e  d o m e st ic  c a p i t a l  market and overcome th e  
i n e f f i c i e n c i e s  and i n e q u i t i e s  inbedded by t h e  in  th e  tax  sy s te m .  
The changes  in c l u d e d :

(a) The i n t r o d u c t i o n  o f  a p a r t i a l  tax  i n t e g r a t i o n  scheme o f  
c o r p o r a t e  and p e rso n a l  income t a x e s  through th e  i m p o s i t i o n  
o f  a 40  p e r c e n t  w i t h h o ld in g  tax-known a s  th e  " A d d i t i o n a l  
Rate T a x " ,  a p p l i c a b l e  t o  accrued income earned by p r i v a t e  
c o r p o r a t i o n s  and p u b l i c  e n t e r p r i s e s ;

(b) The e l i m i n a t i o n  o f  both th e  c a p i t a l  g a i n s  tax and th e  net  
worth t a x .  Those were c o n s id e r e d  by t h e  new p o l i c y m a k e r s ,  
as  i n e f f i c i e n t ,  complex and w id e ly  evaded 1 / .

(c)  The a d o p tio n  o f  a com prehen sive  system  o f  tax i n d e x a t i o n  o f  
t h e  v a l u e  o f  a l l  r e a l  a s s e t s  and o f  a l l  r e a l  l i a b i l i t i e s .

With r e s p e c t  t o  tax i n t e g r a t i o n  o f  p e rso n a l  and c o r p o r a t e  t a x e s ,  
i t s  i n t r o d u c t i o n  had th e  o b j e c t i v e ,  in  t h e  f i r s t  p l a c e ,  o f  
e l i m i n a t i n g  th e  p r e f e r e n t i a l  t r e a tm e n t  g ive n  t o  r e t a i n e d  
e a r n i n g s ,  t h u s  in t e n d i n g  t o  promote th e  growth of  th e  d o m e st ic  
c a p i t a l  i n v e s t m e n t .  That a l s o  was d i r e c t e d  t o  r e a l l o c a t e  t h e s e  
d o m e st ic  s a v i n g s ,  tow ards  t h e  f i n a n c i n g  o f  t h o s e  in v e stm e n t  
p r o j e c t s  of r e l a t i v e l y  h ig h e r  r e t u r n s ,  a i d i n g  t o  maximize th e  
r a t e  o f  economic growth.

S e c o n d ly ,  i t  attem p ted  t o  improve tax e q u i t y  by t a x i n g  
s h a r e h o l d e r s  and p a r t n e r s  on th e  same b a s i s  (accrued income)  
e l i m i n a t i n g  t h e  b e n e f i t  o f  t a x - d e f e r r a l  o f  p e r s o n a l  income t a x e s  
conceded t o  th e  former on th e  n o n - d i s t r i b u t e d  p o r t i o n  of  
c o r p o r a t e  p r o f i t s .

1 /  J o r g e  Cauas,  "E l  Rol de l a  P o l í t i c a  T r i b u t a r i a  en e l  
D e s a r r o l l o  N a c i o n a l " ,  U n iv e r s id a d  de C h i l e ,  La Reforma  
T r i b u t a r i a :  Sus E f e c t o s  Económieos ( S a n t i a g o ,  1976)



However, t h e s e  o b j e c t i v e s  would n o t ,  in  p r a c t i c e ,  be m a t e r i a l i z e d  
in  t h e  d e s i r e d  d e g r e e .  The Re-form reduced t h e  a f t e r - t a x  r e l a t i v e  
c o s t  o f  debt  f i n a n c i n g  by both t a x i n g  r e t a i n e d  e a r n i n g s  and
a l l o w i n g  f u l l  d e d u c t i b i l i t y  o f  i n t e r e s t  payments.  I t  i n e v i t a b l y
induced more in d e b t e d n e s s  a t  t h e  margin .  P a r a d o x ical  1y ,  t h i s  tax  
s h i f t  came i n t o  f u l l  e f f e c t  in  a p e r i o d  c h a r a c t e r i z e d  by 
e x t r e m e ly  high  r e a l  i n t e r e s t  r a t e s  c o n t r i b u t i n g  t o  t h e  c r e a t i o n  
of  s e v e r e  macroeconomic im b alan ces  a t  th e  end o f  1982 .

□n th e  o th e r  hand, t h e  scheme of  p a r t i a l  tax i n t e g r a t i o n  did  not  
n e c e s s a r i l y  improve tax e q u i t y  s t a n d a r d s  e i t h e r .  The 
o v e r t a x a t i o n  b o r n e ,  b e f o r e  t h e  1975 Tax Reform, by lower income  
s h a r e h o l d e r s  in c r e a s e d  53 .7 7 .  with r e s p e c t  t o  t h e i r  s t a t u t o r y  
marginal  r a t e .  At t h e  same t i m e ,  high income s h a r e h o l d e r s  
reduced t h e i r  e f f e c t i v e  tax  burden in  d i r e c t  p r o p o r t i o n  t o  th e  
l e v e l  o f  t h e i r  own incomes ( s e e  T a b l e s ) .  T h i s  was e s s e n t i a l l y
due t o  th e  f a c t  t h a t  t h e  s c h e d u la r  tax on c a p i t a l  income was not  
i n t e g r a t e d ,  and t h e r e  was no t a x - r e f u n d  f o r  th e  d i f f e r e n c e  
between th e  w ith h o ld in g  tax  r a t e  and th e  p e r s o n a l - i n c o m e - t a x  
r e l e v a n t  marginal  r a t e .

The 1982 macroeconomic c r i s i s  fa c e d  by th e  C h i le a n  economy, was
b a s i c a l l y  c h a r a c t e r i z e d  by a sharp d e c l i n e  o f  d om est ic  s a v i n g s  
and i n v e s t m e n t s ,  and by a s i g n i f i c a t i v e  amount o f  d o m e st ic  and
f o r e i g n  i n d e b t e d n e s s .  Those c r i t i c a l  c o n d i t i o n s  demanded th e
im p lem en tat ion  o f  urgen t  and profound m a c r o - s t a b i 1 i z a t i o n  
p o l i c i e s ,  a s  w el l  as  s t r u c t u r a l  ad ju stm en t  p o l i c i e s .  In t h i s  
c o n t e x t ,  r a d i c a l  changes  were a p p l i e d  t o  t h e  s t r u c t u r e  o f  th e  tax  
s y stem .



E. The Ful 1y - I n t e g r a t e d  Income Tax F er i  ods 1984 onwards

The 1984 Income Tax Re-form e s s e n t i a l l y  r e p l a c e d  a p a r t i a l l y -  
i n t e g r a t e d  a c c r u a l - b a s e d  system  o-f c o r p o r a t e  and i n d i v i d u a l  
income t a x a t i o n ,  -for a proxy o f  a p r o g r e s s i v e  p e rso n a l  
e x p e n d i t u r e s  t a x .  The main o b j e c t i v e  o f  t h i s  s t r u c t u r a l  
ad ju stm e n t  in  tax  p o l i c i e s  c o n s i s t e d ,  a p a r t  from in t e n d i n g  t o  
r edu ce  th e  d ebt  e q u i t y  r a t i o  o f  a h e a v i l y  in d e b te d  p r i v a t e  
s e c t o r ,  in  f o s t e r i n g  t h e  r e c o v e r y  o f  t h e  growth r a t e  o f  th e  
economy by i n c r e a s i n g  th e  pace  o f  r e a l  in v e stm e n t  f in a n c e d  with  
r e t a i n e d  e a r n i n g s  in  p a r t i c u l a r ,  and f o s t e r i n g  d o m e st ic  p r i v a t e  
s a v i n g s  in  g e n e r a l  1J_

S p e c i f i c a l l y  t h e  re form  i m p l i e s  t h a t  o n ly  t h e  107. shareholder— tax  
on c a p i t a l  income i s  a p p l i e d  t o  th e  f i r m ’ s accrued income i f  i t  
i s  r e i n v e s t e d  on b u s i n e s s  2_/ s i n c e  t h e  407  l e g a l  w i t h h o l d i n g - t a x  
was g r a d u a l l y  r e d u c e d ,  and then t o t a l l y  e l i m i n a t e d  from 1986  
onwards. Thus,  s h a r e h o l d e r s ,  p a r t n e r s  and owners now pay 
p e r s o n a l  t a x e s  o n ly  in  t h e  year  in  which t h e s e  p r o f i t s  (or formal  
a c c o u n t a b l e  accumulated e a r n i n g s )  a r e  d i s t r i b u t e d  or withdrawn  
from t h e i r  r e s p e c t i v e  b u s i n e s s .  I t  means, in  o th e r  words, t h a t  
c a p i t a l  income i s  not  taxed when i t  i s  e a r n e d ,  i t  i s  o n ly  ta x e d  
when expended.  Then, by t a k i n g  advantage  o f  th e  tax d e f e r r a l  
i n c e n t i v e ,  p r o f i t s  may become in p r e s e n t  v a l u e  t e r m s ,  a v i r t u a l l y  
ta x -e x e m p t  income,  depending on t h e  e f f e c t i v e  t im e span t h a t  
c a p i t a l - i n c o m e  e a r n e r s  a r e  w i l l i n g  t o  keep t h o s e  p r o f i t s  at  the  
c o r p o r a t e  s e c t o r  (as  a whole) and on t h e  r e a l  r e t u r n  t h e s e  
r e i n v e s t e d  p r o f i t s  can s e q u e n t i a l l y  earn from new c o r p o r a t e  
in v e s t m e n t s  t h e y  are  a l l o c a t e d  t o .

1 /  I t  i m p l i e s  th e  r e d u c t i o n  o f  th e  a f t e r  tax r e l a t i v e  c o s t  o f  
r e t a i n e d  e a r n i n g s  as  a s o u r c e  o f  f i n a n c i n g  and in  t h i s  s e n s e  
r e s e t s  th e  p r e f e r e n t i a l  t r e a tm e n t  conceded t o  t h i s  s o u r c e  
under t h e  " c l a s s i c a l  s y s t e m " .

2 /  T h i s  tax on accrued  income was e l i m i n a t e d  very  r e c e n t l y  
th u s  th e  f i r m ’ s  net e a r n i n g s  a r e  taxed  o n ly  when d i s t r i b u t e d  
or withdrawn by p a r t n e r s  or  s h a r e h o l d e r s .



The b e n e f i t  r e c e i v e d  from d e f e r r a l  o f  th e  income tax  i s  equal  t o  
th e  d i f f e r e n c e  between th e  s t a t u t o r y  p r o g r e s s i v e  income tax r a t e  
on accrued income and th e  e f f e c t i v e  r a t e  r e s u l t i n g  from u sin g  
d i s t r i b u t e d  income a s  t h e  b a s e .  The h ig h e r  th e  i n v e s t o r ’ s  
p e rso n a l  tax  r a t e ,  t h e  b ig g e r  t h e  gap between t h e s e  r a t e s  and th e  
maximum b e n e f i t  t h a t  a c c r u e s  t o  t o p - i n c o m e - r a t e  s h a r e h o l d e r s  
c e t e r i s  p a r i b u s .  Thus,  tax  d e f e r r a l  i n c e n t i v e s  may t o  a g r e a t  
e x t e n t  c o n f l i c t  with v e r t i c a l  and h o r i z o n t a l  e q u i t y ,  o b j e c t i v e s ,  
s p e c i a l l y  when c o n s i d e r i n g  t h a t  w a g e -e a r n e r s ,  s u b j e c t  t o  f u l l  tax  
w it h h o ld in g  cannot p r a c t i c a l l y  t a k e  advantage  at  a comparable  
d e g r e e ,  o f  th e  few and s e l e c t i v e  f i n a n c i a l  s a v i n g s  d e d u c t i o n s  
al lo w e d  under t h e  wages t a x . 1 /

A l s o  th e  i n t e g r a t i o n  o f  th e  s c h e d u la r  tax on c a p i t a l  income and 
th e  p e r so n a l  income tax m a in t a i n s  some i n e q u i t y  f a v o r i n g  h i g h -  
income s h a r e h o l d e r s ,  even though i t  now e l i m i n a t e d  th e  
o v e r t a x a t i o n  borne by lower income s h a r e h o l d e r s  t h a t  p r e v a i l e d  in  
th e  former scheme ( s e e  T ab le  N ° 4 . 1 )

Perhaps,  th e  l a r g e r  tax  i n c e n t i v e s  gr a n ted  t o  c a p i t a l  incom es,  i s
a misunderstanded p o l i c y m a k e r s ’ r e a d in g  about t h e  t r a d e  o f f s
between economic growth and e q u i t y  f a c e d .

N e v e r t h e l e s s  in  th e  c a s e  o f  a s p e c i a l  s c e n a r i o  and under the  
s t r o n g  assum ption  of  a f u l l  and more p e r f e c t  c a p i t a l  m o b i l i t y  in  
LDCs open econom ies  (which a f t e r  a l l  most s t r u c t u r a l  re form  
p o l i c i e s  p u r s u e ) ,  t h e  p r e f e r e n t i a l  t r e a tm e n t  g iv e n  t o  c a p i t a l  
income by th e  1984 Reforms could  have reduced t h e  f i n a l  tax  
burdens f a l l i n g  on w orkers .  U n f o r t u n a t e l y , t h a t . s e e m s  t o  be an 
i m p l a u s i b l e  e m p i r i c a l  model and r e s u l t s  t o  r e a c h ,  in  modern
d e v e lo p in g  c o u n t r i e s .

In a d d i t i o n  t o  th e  i s s u e s  commented, o c a s s i o n a l  and l o n g - t e r m  
r e a l i z e d  c a p i t a l  g a i n s  earned in th e  s a l e s  o f  c o r p o r a t e  s h a r e s  
are  a f f e c t e d  by a 10% u n i q u e - t a x .  T h i s  p r e f e r e n t i a l  t r e a tm e n t  
may in d u c e ,  at  t h e  margin ,  some r i g i d i t y  in  r e s o u r c e  a l l o c a t i o n
by c r e a t i n g  again  a " l o c k - i n  e f f e c t " ,  p a r t i a l l y  ind u cin g
i n v e s t o r s  t o  hold  t h e s e  a s s e t s  somewhat lo n g e r  than wanted by 
s o c i e t y ’ s  o v e r a l 1 economic p r i o r i t i e s .

1 /  Wage e a r n e r s ,  as  i n d i v i d u a l s  a t  l a r g e  have a l i m i t e d  l i s t  of  
tax p r e f e r e n t i a l  f i n a n c i a l  in v estm e n t  o p t i o n s ;  p l u s  a cap on t a x -  
d e f e r r a l  e q u i v a l e n t  t o  20% o f  t h e i r  t a x a b l e  income.  A l l  o f  t h i s  
o p e r a t i v e  a t  the  I n d i v id u a l  Income Tax o n l y .



At t h e  i n d i v i d u a l  l e v e l ,  t h e  -fast re-forms have im p o r t a n t l y  
c o n t r i b u t e d  t o  th e  p r o c e s s  o-f r e d u c in g  d i r e c t  tax r a t e s ,  and 
widenning b r a c k e t s  and exemption l e v e l s .  The e v o l u t i o n  in
-fi -fteen y e a r s  has been i m p r e s s i v e .

For i n s t a n c e ,  th e  b a s i c  exemption was r i s e n  a t  an a v er a g e  nominal  
r a t e  o f  1 1 .3 %  per year  go in g  from US$ 648  in  1973 t o  about US$
3 . 2 1 2  in  19 8 7 .  The top  marginal  r a t e  went down 10 p o i n t s  in  t h e
same p e r i o d ,  and has i n v o lv e d  an i n c r e a s e  in t h e  amount o f  income  
s u b j e c t  t o  i t  ( c o v e r a g e  c h a n g e ) .  O vert im e ,  t h e s e  changes  have
had s i g n i f i c a t i v e  a f f e c t s  m ainly  in term s of  r e d u cin g  th e  o v e r a l l  
burden of  income t a x e s  t o  o n ly  3 .17 .  o f  BDP,in 1987 ,  and improving  
( in  th e  e f f i c i e n c y  s e n s e )  many of  t h e  i n c e n t i v e s  f o r  s a v i n g s  and 
i n v e s t m e n t .

F. The e v o l u t i o n  of  Wage Income T a xation

From 19 7 2 ,  la b o r  income has  been taxed  by a p r o g r e s s i v e  tax on 
wages which o p e r a t e s  on a monthly w i t h h o ld in g  b a s i s .

B e f o r e  th e  1975 Tax Reform, t h e  main problem of  i t  was t h a t  i t s  
r a t e  s t r u c t u r e  was s t e e p e r  than t h a t  o f  t h e  g l o b a l  p erso n al  
income t a x .  In f a c t ,  th e  top  marginal  r a t e  o f  th e  wages tax was 
by then 657. and o n ly  607. f o r  t h e  g l o b a l  t a x .

The high e f f e c t i v e  r a t e s  paid  under th e  wage tax c o n s t i t u t e d  a
d i s i n c e n t i v e  t o  th e  s u p p ly  o f  work b e i n g ,  in  a d d i t i o n  p e r c e i v e d  
by workers  a s  both i n e q u i t a b l e  and u n f a i r .  S e c o n d ly ,  t h e s e  were  
to o  many and narrow income b r a c k e t s  in  i t ,  producing some
b r a c k e t - c r e e p , s i n c e  t h e  tax in d e x in g  u n i t  was o n ly  p a r t i a l l y  and 
o c c a s i o n a l l y  a d j u s t e d  t o  t h e  p r e v a l e n t  i n f l a t i o n  r a t e .  F i n a l l y ,  
th e  b a s i c  exemption (or  Zero B racket  Amount) was a v e r y  minimum
amount; which u n n e c e s s a r i l y  c o m p l i c a t e d  th e  a d m i n i s t r a t i o n  o f  
th e  tax sy s tem  and in c r e a s e d  h e a v i l y  t h e  c o s t s  o f  tax
c o m p l i a n c e ,  w ith o u t  c l e a r  tax  revenue b e n e f i t s .

L a t e r ,  th e  e q u a l i s a t i o n  o f  t h e  r a t e  s t r u c t u r e  o f  both th e  wages  
tax  and t h e  p r o g r e s s i v e  income t a x ,  was t h e  most s i g n i f i c a n t  
change in tr o d u c e d  by th e  1975 Reform in  the  area  o f  la b o r  t a x e s .  
I t  c o r r e c t e d  some o f  th e  d i s t o r t i o n s  commented on b e f o r e .  
Furthermore ,  income b r a c k e t s  were widenned and marginal  tax r a t e s  
g r a d u a l l y  r e d u ce d .  T h i s  p r o c e s s  o f  a c t i o n s  towards  tax  
s i m p l i f i c a t i o n  was kept up t o  1983 ,  v e r i f y i n g  in t h a t  d a t e  a



n o t i c e a b l e  i n c r e a s e  in  th e  v a l u e  o-f th e  exempted amount, whose 
v a lu e  r o s e  t o  th e  e q u i v a l e n t  o-f US$ 3 6 4 . 4  m onthly .

The 1904 Tax Reform brought a b o u t ,  in t h e  f i r s t  p l a c e ,  a 
s i g n i f i c a n t  r e d u c t i o n  in t h e  g l o b a l  tax burden borne by la b o r  
income with th e  top  marginal  tax r a t e  r e a c h in g  a v a l u e  o f  o n ly  
50*/. .

S e c o n d ly ,  t h e  nominal p r o g r e s s i v i t y  imbedded in  th e  p re c e d in g  
s t r u c t u r e  has  been g r a d u a l l y  improved.

On t h e  o th e r  hand, t h e  s t r a t e g g y  o f  " p o p u la r  c a p i t a l i s m "  l/_  
a p p l i e d  in  t h e  s a l e  o f  p u b l i c  e n t e r p r i s e s ,  has  a l s o  rendered  t o  
workers in s e l e c t e d  formal a r e a s ,  t h e  p o s s i b i l i t y  o f  buying  
l i m i t e d  t i t t l e s  o f  s h a r e s  e n j o y i n g  tax b e n e f i t s  such as  th e  
e x c l u s i o n  from th e  tax b a se  o f  p r e f e r e n t i a l  d i v i d e n d s .

As i t  i s  w el l  known, tax  d e d u c t i o n s  are  n o r m a l ly  not  p r o g r e s s i v e  
in  any c a s e ,  s i n c e  t h e i r  tax v a l u e  a r e  a d i r e c t  f u n c t i o n  o f  th e  
marginal  tax r a t e  a f f e c t i n g  t h e  i n d i v i d u a l ' s  income. T h is  p o i n t  
i n t r o d u c e s  a s e c o n d -o r d e r  c r i t i c i s m  o r i e n t e d  t o  th e  p a r t i c u l a r  
way th e  tax  i n c e n t i v e  was gran ted  in  th e  "p o p u la r  c a p i t a l i s m "  
p o l i c i e s  mentioned above .

On t h e  i s s u e  o f  p r o g r e s s i v i t y ,  we have more t o  say  in  th e  l a s t  
s e c t i o n ,  which d e a l s  with t h e  g e n e r a l  s t r a t e g i c  i s s u e s  of  C .T .R .  
de s i  g n .

1 /  Popular c a p i t a l i s m  i s  und erstood  a s  s p e c i a l  l e g i s l a t i o n  
c r e a t i n g  a new s e r i e s  o f  s h a r e s  f o r  t h e  l a r g e s t  government  
i n t e r v e n e d  p r i v a t e  banks in  1 9 8 5 .  T h is  s h a r e s  were promoted and 
p la c e d  m a s s i v e l y  by r e c o u r s e  in  p a r t ,  o f  s p e c i a l  tax  f r a n c h i s e s  
on th e  d i v i d e n d s  p l u s  o th e r  p r i c e - d i s c o u n t  a d v a n ta g e s .



TABLE 3 
TAX STRUCTURE FOR HASES TAX 

in 1983 and 1987

1 9 8 3 a/ 1 9 8 7 b/

ust ust X ust ust l

0 364,4 0 0 297,5 0
364,41 911,0 B 297,51 B92,4 5
911,01 1.457,7 13 892,41 1.487,4 10

1.457,71 2.004,3 18 1.487,41 2.082,4 15
2.004,31 2.550,9 28 2.002,41 2.677,4 25
2.550,91 3.097,6 38 2.677,41 3.569,8 35
3.097,61 3.644,2 48 3.569,81 4.462,3 45
3.644,21 ABOVE 58 4.462,31 ABOVE 50

a/ Tipo de caabio proaedio (aereado bancario) 3 87,07
Average Exchange Rate used for convensions 3 87,07 pesos per dollar

b/ Tipo de caabio proaedio (aereado bancario) 3 235,34
Average Exchange Rate used for convensions 3 235,34 pesos per dollar

SOURCE: Ministerio de Hacienda, Calculo de Ingresos Generales de la Naciín, Banco
Central de Chile, Boletín Mensual



^ K E  3.1 
STRUCTURE OF THE DIRECT TAXATION OVER TINE

M  7 3 1 9  7 6 1 9  8 8

TAXES NONINAL TAXES NOMINAL
RATES

TAXES NONINAL RATES

I. INCONE TAXES
1. FIRST CATESORY
- General rate
- Non financial Corporation
- Financial Corporations

and Insurance Companies
- Owner’s salary

2.SECOND CATEGORY 
-- Mages
* Professionals (Individual)
- Professionals (Partners)
- Corporate Directors

17
35

40
5.5

Progresives rates between 
OZ and 65Z 

7 
12 
30

3.GLOBAL ON ANNUAL NON PRESIDENT Progresives rates 
INCONE FROM CHILEAN SOURCES between OZ and 60Z

I.INCONE TAXES
1.FIRST CATEGORY
2.ADDITIONAL RATE ON 

CHILEAN CORPORATION

3.SECOND CATEGORY

- MAGES
PROFESIONALS (IND)

4.GLOBAL ON ANNUAL EARNING 
OF RESIDENTS

10Z
40Z

Progressive rates 
between 0 and 60

Progressive rates 
between 0 and 60

5. ADDITIONAL ON NON RESIDENTS 20 and 40 
INCONE FROM CHILEAN SOURCES

6.HOUSING OR PROFITS TAX 5

I.INCOME
1.FIRST CATEGORY

2.SECOND CATEGORY 
-MAGES

3.6L0BAL ON ANNUAL EARNINGS 
OF RESIDENTS

10
Progressive rates 
between 0 and 50

Progresive rates 
between 0 and 50

4.ADDITIONAL ON NON RESIDENTS 20 and 35 
INCONE FROM CHILEAN SOURCES

II.TAXES ON MEALTH
1. PROPERTY
2.INHERITANCE AND STATE Progressive rates 

between 2.5 and 25

4.ADDITIONAL ON NON RESIDENTS
INCOME FROM CHILEAN SOURCES 40

5.H0USIN6 OR PROFITS TAX 7

6.CAPITAL GAINS 8 OR 20

II. TAXES ON MEALTH

II.TAXES ON MEALTH 
1.PROPERTY 
2.INHERITANCE AND 

STATE
Progressive rates 
between 5 and 55

1.NET NORTH
2.PROPERTY
3.INHERITANCE AND 

STATE.

Progressive 
■ultiple rates 
Progressive 
rate between 
5 and 55



TABLE 3 -2  
DIRECT TAX BURDEN AND THE 

INTEGRAT IOH OF THE CORPORATION 
AND INDIVIDUAL INCONE TAXES

CLASSICAL SYSTEM a/ PARTIAL INTEGRATION FULL INTEGRATION
lUp to 1974) 1975-1985 (1986 ON)

PROFT BEFORE TAXES (USÎ) 190 100 100

TAXES AT CORPORATE LEVEL

(2) FIRST CATEGORY 35 10 10
(3) ADITIONAL RATE TAX - 36 -

TAXES AT SHAREHOLDER LEVEL

14) INCONE TAX RATE 30Z 30Z 30Z 60X 30X 60Z
(5) DIVIDEND INCONE b/ 65 65 54 54 90 90
(6) TAX DEDUCTION 35 35 - - - -
(7) PERSONAL INCOME TAX BASE 30 30 54 54 90 90
(8) PERSONAL INCOME TAX 9 18 0 10.8 18 45
(9) TAX CREDIT - - 21.6 21.6 9 9

COMBINED TAX BURDEN

(10) TOTAL TAX 44.0 53.0 46 56.8 28 55
(11) EFFECTIVE TAX RATE 44. OX 53.OX 46X 56. BX 28X 55X
(12) OVER TAXATION 46.7X -11.7X 53.31 -5.3X -6.7X -B.3X

a/ These coaputations are valid only lor nonfinancial corporation
b/ It is assused that all the Iroa’ s alter tax prolits are distribute to the individual shareholder



TABLE 3.3 
EVOLUTION OF THE TAX STRUCTURE 

PROSRESSiyE INDIVIDUAL INCOME TAX a/

1974 1976 1983 1937

INCOME BRACKET 
USt USt

NOMINAL
MARGINAL

INCOME BRACKET
ust ust

NOMINAL
MARGINAL
RATE

INCOME BRACKET
ust ust

NOMINAL INCOME BRACKET 
MARGINAL USt USt 
RATE

NOMINAL
MARGINAL
RATE

0 640 0 0 672 0 0 3.212 0 0 3.212 0
¿4S.ÕÍ 1.620 10 672.01 1.680 10 3.212.01 8.028 8 3.212.01 9.636 5

1.¿20.01 3.240 15 1.680.01 3.360 15 8.028.01 12.840 13 9.636.01 16.060 10
3.240.01 4.S60 20 3.360.01 5.040 20 12.840.01 17.644 18 16.060.01 22.434 15
4.360.01 6.480 30 5.040.01 13.440 40 17.644.01 22.483 28 22.484.01 28.903 25
6.430.01 12.960 40 13.440.01 26.830 50 22.483.01 27.300 38 28.903.01 38.544 35

12,960.01 25.920 50 26.880.01 ABOVE 60 27.300.01 32.124 48 3a.544.01 48.180 45
25.920.01 ABOVE 32.124.01 ABOVE 58 43.180.01 ABOVE 50

a/ COMPUTED OK ANNUAL BASIS 

SOURCE: SERVICIO DE IMPUESTOS INTERNOS
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S e c t i o n  4 Consi d e r a t i  ons Reqardi nq t h e  Pol i t  i c a l  Economy o-f 
Comprehensive Tax Re-forms

In what - f o l l o w s ,  we w i l l  d i s c u s s  some o f  t h e  s t r a t e g y
c o n s i d e r a t i o n s  t o  be i n c lu d e d  in  t h e  d i s c u s s i o n  o f  com preh en sive  
tax  r e fo r m  (CTR). Even though we have in mind t h e  L a t i n  American  
and C h i le a n  e x p e r i e n c e s  o f  t h e  l a s t  2 d e c a d e s ,  some o f  t h e
l e s s o n s  a r r i v e d  at  may a l s o  be a p p l i c a b l e  t o  o t h e r  a r e a s  o f  th e  
d e v e l o p i n g  w o r ld .

The e x p e r i e n c e  o f  i n t r o d u c i n g  VAT, and t h e  two major  
r e s t r u c t u r i n g s  o f  c a p i t a l  income t a x a t i o n  in  C h i l e  ( 1 9 7 5 - 1 9 3 4 ) ,  
have a l t e r e d  -  as  commented -  in  major  ways t h e  C h i le a n  tax  
s y s t e m .  On economic e f f i c i e n c y  and tax a d m i n i s t r a t i o n  and 
c o m p l i a n c e  g r o u n d s ,  s e v e r a l  o f  our a p p r e c i a t i o n s  o f  t h e s e  s h i f t s  
have been on t h e  p o s i t i v e  s i d e .  Our o v e r a l l  r e a d in g  o f  t h e
r a t i o n a l i t y  embodied in  t h e s e  r e f o r m s ,  and o f  t h e i r  e x p e c t e d
im p a c ts  over  t h e  e f f i c i e n c y  under which th e  m icroeconom ic  system
works in  C h i l e ,  i s  f a v o r a b l e  on b a l a n c e .

The i s s u e  however i s :  has  t h e  c o u n t r y  as  a whole ,  c o n s i d e r e d
t h e s e  r e f o r m s  a s  p o s i t i v e  and l o n g - s t a n d i n g ?  To t h i s  s p e c i f i c  
but c r u c i a l  q u e s t i o n ,  our answer becomes u n c e r t a i n .

T h i s  i s  not  t h e  p l a c e  f o r  a d e t a i l e d  s p e c i f i c  accou nt  o f  t h e  
c r i t i c i s m s  t h a t  CTRs in  C h i l e  have produced in  p u b l i c  o p i n i o n ,  in  
p a r ty -c o m m i te d  tax a n a l y s t s  and o t h e r  c e n t e r s  c on form in g  t h e  
p o l i t i c a l  economy s t a g e  in  s o c i e t y  1 / . W h ile  some o f  t h e s e  a r e  
p u r e l y  " s t r a t e g i c "  in  n a tu r e  and a r e  a s s o c i a t e d  t o  t h e  t im in g  of  
t h e  r e f o r m s  ( P i n o c h e t ' s  government f o r  1 9 7 3 - 1 9 8 8 ) ,  o t h e r
c r i t i c i s m s  a r e  more i n c i s i v e  and pow erfu l  in  t h e i r  p o t e n t i a l
impact over  t h e  t e m p t a t i o n  t o  change a g a i n  (and perh aps  
r e v e r t ? . . . )  many o f  t h e s e  tax  p o l i c i e s ,  some o f  them b e in g  s t i l l  
r a t h e r  s h o r t - l i v e d .

1 /  One example chosen among s e v e r a l  i s  E r n e s t o  Edwards, "Reforma  
T r i b u t a r i a :  A n á l i s i s  y A l t e r n a t i v a s " ,  C .E .D .  ( S t g o . , 1984)



In o r de r  t o  g e n e r a l i s e ,  and move i n t o  t h e  more c o n c e p tu a l  
a n a l y t i c a l  l e v e l ,  we s h a l l  o n ly  r e p r o d u c e  h e r e  -  as  an
i l l u s t r a t i o n  one im p or tan t  c r i t i c i s m  l e v i e d  on one o f  t h e s e  CTRs:  
th e  r e g r e s s i v e  e f f e c t s  a p p a r e n t l y  g e n e r a te d  by t h e  re p la ce m e n t  
o f  t h e  t r a d i t i o n a l  ( p ie c e m e a l )  S a l e s  Tax by t h e  V alu e  Added Tax 
in  1975 .

We u t i l i s e  t h e  VAT i s s u e ,  in  t h e  C h i le a n  c a s e ,  mainly  t o
i l l u s t r a t e  some r e l e v a n t  s t r a t e g i c  i s s u e s  t h a t  most d e v e lo p in g  
c o u n t r i e s ,  w o r r ie d  about income r e d i s t r i b u t i o n  a t  t h e  p o l i t i c a l  
l e v e l ,  sh ou ld  c a r e f u l l y  c o n s i d e r  in  t h e  d e s i g n  and t im in g  of
major tax r e f o r m s .  I t  w i l l  be c l e a r  f o r  t h e  r e a d e r ,  t h a t  th e
c o n t e x t  d o e s  i n f l u e n c e  t o  a c o n s i d e r a b l e  d e g r e e  t h e  " i m a g e r y ” 
a r i s i n g  out  o f  VAT i n t r o d u c t i o n  1 / .

We w i l l  deal  with two r e l a t e d  i s s u e s :

A t r a c i n g  some o f  t h e  r e d i s t r i b u t i ve  e f f e c t s  o f  C h i le a n  VAT;

B d i s c u s s i n g  some key p o l i t i c a l  t r a d e - o f f s  f o r  tax p o l i c y  
d e s i g n  in  LDCs, and l i s t i n g  c o n s i d e r a t i o n s  c o n d u c i v e  t o  
h ig h e r  s t a b i l i t y  in  CTR p o l i c i e s .

The paper  c o n c lu d e s  with a c l a i m  t h a t  more human r e s o u r c e s  and 
communication e f f o r t s  sh o u ld  be devoted  in  LDCs t o  a t w o - f o l d  
p r o c e s s  o f  f i s c a l  p o l i c y  e d u c a t i o n :  n u r t u r i n g  key p o l i t i c i a n s
and t h e i r  a d v i s e r s  about t h e  c o s t - e f f e c t i v e n e s s  o f  t r a d i t i o n a l  
piecem eal  ap p ro a c h e s  v e r s u s  modern i n t e g r a t e d  and uniform  
s t y l e s  o f  tax  p o l i c i e s ;  f e e d i n g  tax  r e fo r m  l e a d e r s  (n o r m a l ly  
t r a i n e d  e c o n o m i s t s )  on t h e  p e r c e p t i o n s  about  i n s t i t u t i o n a l  
i n c i d e n c e  a p p r a i s a l s  t h a t  p o l i t i c i a n s  g e t  from CTR p r o p o s a l s .  
I n t u i t i v e ,  e m p i r i c a l l y  backed ,  c o n s i  d e r a t i o n s  show t h a t  th e  
s o c i a l  C o s t - B e n e f i t  r e s u l t s  from such dynamic e d u c a t i o n a l  
c r o s s - f e r t i 1 i z a t i o n s  c o u ld  prove  p r o f i t a b l e  f o r  d e v e lo p i n g  
c o u n t r i e s .

1 /  The c o n t e x t  r e f e r s  t o  t h e  v e r y  s p e c i a l  a u t h o r i t a r i  an r e g im e ,  
P i n o c h e t ' s  governm ent ,  which implemented t h e  r e fo r m .  But t o  a 
l a r g e  e x t e n t ,  on t h e  o th e r  hand, t h e  i n t r o d u c t i o n  o f  VAT was a 
long  t im e  d e s i r e d  g o a l ,  o f  v a r i o u s  C h i le a n  p o l i t i c a l  
admini s t r a t i o n s  o f  t h e  p a s t .



A. Summary o f  th e  Income R e d i s t r i b u t i v e ,  E f f e c t s  from VAT in  th e
C o n tex t  o f  O v e r a l l  Tax Reform.

Looking a t  t h e  p r o c e s s  o f  t a x  r e fo rm  from a m id -term  v i e w - p o i n t ,  
t h e r e  a r e  c o n v i n c i n g  r e a s o n s  f o r  s t a t i n g  t h a t  t h e  a d o p t i o n  and 
developm ent  o f  v a l u e  added t a x a t i o n  was o n ly  one change w it h i n  a 
complex tax  r e fo r m  p ack age :

(a)  The r e p la c e m e n t  o f  a t r a d i t i o n a l ,  n o n - i n t e g r a t e d  and 
d i f f e r e n t i a t e d  s y s te m  o f  S a l e s  T a x a t i o n  by a 
c o m p r e h e n s iv e ,  v i r t u a l l y  u n i fo r m ,  i n t e g r a t e d  consumption  
tax  o f  t h e  V a lu e  Added v a r i e t y ;

<b> A s i m u l t a n e o u s  p r o c e s s  o f  s i m p l i f i c a t i o n ,  r e s t r u c t u r i n g , 
i n t e g r a t i o n ,  and r a t e  r e d u c t i o n  in  t h e  most im p o r ta n t  
D i r e c t  Taxes  o f  th e  t im e  (p e r s o n a l  income t a x ,  c a p i t a l  
incomes t a x ) ;  where t h i s  r e d u c t i o n  in tax r e v e n u e s  was 
compensated .by t h e  e x t r a  c o l l e c t i o n s  from t h e  VAT. The 
r e fo rm  o f  19S4 which in te n d e d  t o  adopt  a rough form o f  
t h e  p e r s o n a l  " e x p e n d i t u r e s  t a x " ,  p o i n t s  a l s o  in  t h e  same 
di r e c t i  o n .

Depending on t h e  p o p u l a t i o n ’ s  age s t r u c t u r e ,  income c l a s s  
e x p e n d i t u r e  h a b i t s  on th e  one hand,  and on c h a n n e ls  o f  
p r o d u c t i o n ,  w h o l e s a l e  and r e t a i l  d i s t r i b u t i o n  of  t h e  r e l e v a n t  
g o o d s ,  t h e s e  c hanges  in  t h e  tax b a se  and s t r u c t u r e  im p l ie d  
d i f f e r e n t  p e r s o n a l  w e l f a r e  e f f e c t s  f o r  d i f f e r e n t  g r o u p s .  We 
c o n c e n t r a t e  on a com parison  o f  th e  f i n a l  e f f e c t s  on r e l a t i v e  
consumer p r i c e s  due t o  t h e  a d o p t i o n  o f  th e  VAT, and a b s t r a c t  from  
any induced c hanges  in  f a c t o r  p r i c e s .  Com parative  r e s u l t s  by 
p o p u l a t i o n  gr o u p s  a r e  a s s e s s e d  in a r e a l i s t i c  benchmark c a s e  
where l u x u r i e s  are  s u p p l i e d  by f i r m s  c o v e r i n g  m u l t i p l e  s t a g e s  o f  
p r o c e s s i n g ,  n o n - f o o d  normal goods  a r e  s u p p l i e d  by v e r t i c a l l y  
i n t e g r a t e d  f i r m s ,  and fo o d  i s  produced d o m e s t i c a l l y  under  
c o m p e t i t i v e  c o n d i t i o n s .

I t  i s  c l e a r  t h a t  p o p u l a t i o n  groups  h e a v i l y  b i a s e d  tow ards  fo o d  
consum ption  in  t h e i r  e x p e n d i t u r e  o u t l a y s  l o s e  a s  a r e s u l t  of  
changes  brought  about  by t h e  C h i le a n  VAT. Given t h a t  most  
C h i le a n  f o o d s t u f f s  b e lo n g  t o  th e  c a t e g o r y  o f  t r a d a b l e s ,  i t  i s  
r e a s o n a b l e  t o  adopt t h e  f u l l  " fo r w a r d  s h i f t i n g "  h y p o t h e s i s  f o r  
t h e  tax  in  t h i s  c a s e .  D i f f e r e n t  num erical  exam ples  worked out  
f o r  t h i s  c l a s s  o f  e f f e c t s  show t h a t  p r i c e  h i k e s  o f  about 10 
p e r c e n t  were p o s s i b l e ,  even i f  we assume an a v e r a g e  e v a s i o n  r a t e  
o f  50  p e r c e n t  f o r  VAT in  t h e  fo o d  p rod ucing  s e c t o r s  o f  t h e  t i m e .



T h i s  b r i n g s  us  t o  an o th er  p o i n t :  t h e  p r i c e  e f f e c t s  o f  t h e  tax
change depend a l s o  on t h e  c h a r a c t e r  o f  e v a s i o n ;  t h a t  i s ,  on th e  
r a t e  o f  e v a s i o n  b e f o r e  and a f t e r  th e  i n t r o d u c t i o n  o f  t h e  VAT, and 
on th e  d i f f e r e n t i a t i o n  o f  e v a s i o n  r a t e s  by s e c t o r s  and
c o m m o d it ie s .  To t h e  e x t e n t  t h a t  t h e  e v a s i o n  r a t e  f o r  t h e  VAT i s  
h ig h e r  in  t h e  a g r i c u l t u r e  s e c t o r ,  f o r  exam ple ,  t h e  r e g r e s s i v i t y  
of  th e  tax  s h i f t  i s  lo w e r e d .

Another  im p or tan t  f a c t o r  in  such " b e f o r e  and a f t e r "  i n c i d e n c e  
e x e r c i s e s  i s  t h e  p e r c e n t a g e  o f  v a l u e  added i n c o r p o r a t e d  t o  th e  
c o s t s  o f  i n p u t s  in  each o f  t h e  v a r i o u s  s t a g e s  o f  p r o d u c t io n  
t r a v e r s e d  by d i f f e r e n t  g o o d s .  One sh ou ld  r e c a l l  h e r e  t h a t  th e  
" t w o - t i e r "  tax  scheme which was in  f o r c e  during  and u n t i l  1 9 7 3 - 7 4
i n v o lv e d  t h e  o p e r a t i o n  of  two s e p a r a t e  r a t e s  a t  two d i s t i n c t
s t a g e s .  The c h a r a c t e r i s t i c s  o f  p r o d u c t i o n  and d i s t r i b u t i o n
p r o c e s s e s  become im p o r ta n t  f o r  t h e  i s s u e  in  f o c u s .  Thus i t  i s  
q u i t e  p o s s i b l e  t h a t  in  th e  c a s e  o f  consumer goods produced by 
n o n - i n t e g r a t e d  m u l t i - f i r m s ,  t h e  r e l a t i v e  p r i c e s  may have a c t u a l l y  
d e c l i n e d  a f t e r  th e  i n t r o d u c t i o n  o f  t h e  ( m u l t i - s t a g e )  VAT.

The above d i s c u s s i o n  i l l u s t r a t e s  t h e  prob le m s i n v o l v e d  in  
o b t a i n i n g  a c l e a r - c u t  s o l u t i o n .  There i s ,  however , one c l e a r  
c o n c l u s i o n :  a l a r g e  number o f  exempt g o o d s ,  f o o d s t u f f s  among
o t h e r s ,  were i n c o r p o r a t e d  i n t o  th e  VAT b a se  by 19 7 7 .  I t  i s  c l e a r  
t h a t  by t h e n ,  t h e  poor were l a r g e l y  h u rt  by t h e s e  W_

The l a s t  i s s u e ,  t h e  extrem e and e a r l y  c o m p r e h e n s iv e n e s s  o f  th e  
g e n e r a l  20"/. VAT h i t t i n g  on a v a s t  s c a l e  most or a l l  b a s i c  
consumption goods ( n e c e s s i t i e s )  a t  an im precedent  r a t e ,  has  
g e n e r a te d  s i g n i f i c a t i v e  r e s i s t a n c e  t o  t h e  ta x  change a n a l y s e d .
The image o f  " r e g r e s s i v i t y "  o f  VAT, embodied in many p o l i t i c a l  
schem es,  has grown out o f  t h i s  c h a r a c t e r i s t i c o f  t h e  new C h i le a n  
i n d i r e c t  tax sy s te m .

There i s  one o th e r  c l e a r  e f f e c t  g e n e r a te d  from t h e  tax p o l i c y  
s h i f t  which f a v o r s  c a p i t a l  a s  a c u m u la t iv e  f a c t o r .  The p r e v i o u s  
tax  sy s te m  ta x e d  s e v e r a l  t r a n s a c t i o n s  i n v o l v i n g  c a p i t a l  g o o d s .  
The new VAT system  p e r m i t s  f i r m s  t o  r e c o v e r  t a x e s  i m p l i c i t  in  
t h e i r  p u r c h a s e s  o f  c a p i t a l  g o o d s ,  by way o f  t h e  c r e d i t  method.  
However, i t  must be s t a t e d  t h a t  t h i s  was p r o b a b ly  not  a major  
s h i f t  in  th e  s h o r t  term ,  g iv e n  th e  l a r g e  l i s t  o f  tax  f r a n c h i s e s

1 /  T rue ,  th e  r i c h  do a l s o  consume t h o s e  n e c e s s i t i e s  and th u s  were  
a l s o  h i t  by t h e  tax r e fo r m ,  but h o u seh old  e x p e n d i t u r e  s u r v e y s  
show t h a t  l e s s  than 30% o f  t o t a l  consumption e x p e n d i t u r e s  by th e  
upper income c l a s s  group was s p e n t  on t h e s e  g o o d s .



and o-f s p e c i a l  tax  t r e a t m e n t s  t h a t  ( o ld )  ta x  laws p ro v id e d  
a l r e a d y  t o  v a r i o u s  t y p e s  o f  c a p i t a l  g o o d s ,  p l u s  t h e  lower s a l e s  
tax e s t a b l i s h e d  f o r  t r a n s a c t i o n s  d e v e lo p e d  at  t h e  producer  
s t a g e s .  T h i s  e f f e c t  from t h e  change ,  would o n l y  add p a r t i a l l y  t o  
th e  r e g r e s s i v i t y  a s p e c t s  o f  C h i le a n  VAT.

In any c a s e ,  th e  r e fo rm  meant t h a t  th e  r e l a t i v e  p r i c e  o f  
consumption g ood s  v i s  a v i s  c a p i t a l  goods  changed s i g n i f i c a n t l y .  
These  s h i f t s  tended  t o  f a v o r  an i n c r e a s e  in  s a v i n g  and in  
i n v e s t m e n t .  17 However, in  an economy where f i x e d  a s s e t s  a r e  
c o n c e n t r a t e d  in  term s  o f  o w n e r sh ip ,  t h e r e  i s  a f i r m  b a s i s  t o  
b e l i e v e  t h a t  t h i s  premium on s a v i n g  was i n t e r n a l i z e d  by p r o p e r t y  
owners t o  a l a r g e  e x t e n t  and f o r  a r a t h e r  lo n g  t im e  p e r i o d .  That  
i s ,  t h e  r e s p o n s e  o f  in v e s t m e n t  in  an i m p e r f e c t  c a p i t a l  market  
such a s  t h e  C h i le a n  one at  t h e  t im e  ( 1 9 7 5 - 1 9 8 5 )  was v e r y  s l o w .  
Hence, o ld  f i x e d  a s s e t s  e n jo y e d  c a p i t a l  g a i n s  or q u a s i - r e n t s  f o r  
a lo n g  p e r i o d ,  most o f  t h e s e  go in g  l a r g e l y  untaxed u n t i l  th e  
1 9 8 0 .  ( s e e  S e c t i o n  3 on th e  i s s u e  o f  c a p i t a l  g a i n s ) .

Summarizing,  t e n t a t i v e  c o n c l u s i o n s  r e g a r d i n g  t h e  perform ance  o f  
t h e  VAT in  C h i l e  seem t o  be t h a t  w h i l e  th e  new system  (with th e  
i n t r o d u c t i o n  o f  t h e  VAT a major  but  not  t h e  o n l y  change)  has  
g e n e r a t e d  good r e s u l t s  in  ter m s  of  economic e f f i c i e n c y  and th e  
f i s c a l  r even u e  o b j e c t i v e s ,  a c o s t  h as  been paid  in  te r m s  o f  
s e v e r a l  o f  t h e  r e d i s t r i b u t i ve  e f f e c t s  g e n e r a te d  by t h e s e  
m easu res .

In ter m s  of  t h e  l e s s o n s  l e a r n e d  from t h e  C h i le a n  e x p e r i e n c e  w ith  
t h e  VAT, an im p o r ta n t  one seems i s  t h a t  a s u p p o rt  system  must 
e x i s t  t o  m i t i g a t e  any i n e q u i t a b l e  e f f e c t s  o f  t h e  VAT, s p e c i a l l y  
g iv e n  t h e  im p o r ta n c e  t h i s  s o u r c e  o f  t a x a t i o n  has reach ed  in th e  
o v e r a l l  r e v e n u e s  o f  c e n t r a l  governm ent .

1 /  Note t h a t  in  th e  lo n g  run,  and depending on e l a s t i c i t y  v a l u e s  
and s u b s t i t u t i o n  f a c t o r s  t h e  c a p i t a l / l a b o r  r a t i o  sh o u ld  i n c r e a s e ,  
and c o u ld  o f  f a v o r  r e a l  wage r a t e s  r e l a t i v e  t o  t h e  n e t  o f  tax  
p r i c e  o f  c a p i t a l -



B. Tax P o l i c i e s  and P o l i t i c a l  Trade O f f s  in  L e s s  Developed
C o u n t r i e s .

The e x p e r i e n c e  o-f C h i l e  in  1 9 7 4 - 1 9 8 5  as  s t u d i e d ,  and t h a t  o f  
s e v e r a l  o t h e r  L a t in  American c o u n t r i e s  (Mexico r e c e n t l y . . . )  
t e a c h e s  us t h a t  co m p r e h e n s iv e  tax re-form -  undertaken in  t h e
c o n t e x t  o-f demanding macroeconomic a d ju stm e n t  p r o c e s s  -  must
c o n s i d e r  e x p l i c i t y  and t i m e l y  t h e  complex i s s u e s  r e g a r d i n g  s t a t i c
and dynamic i n c i d e n c e .  We b e l i e v e  t h a t  a s  d i f f i c u l t  a s  t h a t  may 
be when d e s i g n i n g  tax  r e fo r m ,  a c a r e f u l  c o n s i d e r a t i o n  o f  who g e t s  
h i t  and who and how w i l l  b e n e f i t ,  i s  a s i g n i f i c a t i v e  i n g r e d i e n t  
in  h e l p i n g  t o  c o n s t r u c t  f a r - r e a c h i n g  and dynamic s e l f - s u s t a i n i n g  
tax p o l i c i e s .  On t o o  many o c c a s i o n  t h e  ta x  r e fo rm  p r o c e s s  has  
been v iew ed,  by h u r r ie d  p o l i c y m a k e r s ,  in  a s h o r t - s i g h t e d  p u r e ly  
e f f i c i e n c y  o r i e n t e d  s e n s e .

There i s  l i t t l e  p urpose  indeed t o  have t r o u b l e d  LDC governments  
embark in v e r y  complex and demanding s t r u g g l e s  f o r  tax c h a n g e s ,  
i f  i t  i s  a t  t h e  same t im e  p r o b a b l e  t h a t  t h e  su b seq u en t  government  
a n d /o r  p o l i t i c a l  wave w i l l  e x e r c i s e  tax  p o l i c y  r e v e r s a l s . . .

Thus, a r e l e v a n t  q u e s t i o n - p r i o r  t o  t h e  f i n a l  d e s i g n  and 
im p le m e n ta t io n  p r o c e s s  o f  CTR sh ou ld  be a d d r e s s e d :  w i l l  th e  tax
p o l i c y  package in  p r e p a r a t i o n  end up a l i e n a t i n g  ( a g a i n s t  i t )  
major c o a l i t i o n s  and r e l e v a n t  o p i n i o n  l e a d e r s ?

I f  t h e  answer i s  y e s ,  and som etim es  even i f  i t  weren ’ t ,  a 
su b seq u en t  q u e s t i o n  should  then be asked by p o l i c y m a k e r s  t o  t h e i r  
a d v i s e r s  and t e c h n i c i a n s :
where and how have t h e  tax i n c i d e n c e  e f f e c t s  been l e f t  l o o s e  in  
t h e  d e s ig n  a n d /o r  i m p e r f e c t l y  d e a l t  w i th ?

To our s u r p r i s e ,  t h e r e  have been i n s t a n c e s  where a more c o h e r e n t  
and lo n g - r u n  f o c u s e d  CTR d e s i g n ,  as  compared t o  t h o s e  
im plemented,  was f e a s i b l e ;  and c o u ld  have o b t a i n e d  h ig h e r  
p o l i t i c a l  s c o r e s  w ith o u t  s i g n i f i c a n t  l o o s e s  e i t h e r  in  economic  
e f f i c i e n c y  or in  tax a d m i n i s t r a t i o n  s t a n d a r d s .

Tax a d v i s e r s ,  and s p e c i a l l y  e c o n o m i s t s ,  sh o u ld  not  tend t o  
d i s m i s s  e a s i l y  (or  t o  d i s g u i s e )  th e  p o l i t i c a l  a f t e r m a t h  g e n e r a te d  
a f t e r  C .T .R .  has been put t o  a c t i o n .

The p r i o r  s t a t e m e n t s  have been made not  o n l y  from a v e r t i c a l  
e q u i t y  p o i n t  o f  view a r i s i n g  -from i n c i d e n c e  c o n s i d e r a t i o n s ,  but  
s p e c i a l l y  from t h e  d e s i r e  t o  s e c u r e  a g r e a t e r  d e g r e e  o f  
s t a b i l i t y ,  and s u s t a i n t a b i 1 i t y  through t i m e ,  o f  t h e  major r u l e s



g o v e r n in g  t h e  tax  game. In t h e  L a t i n  American c o n t e x t  a t  l e a s t ,  
t h e r e  i s  a s t r o n g  c a s e  -  a s  a norm -  f o r  p r e f e r i n g  m o d e ra te ly  
i m p e r f e c t  but more d u r a b l e  ta x  r u l e s  c o n c e r n i n g  major d i r e c t  and 
i n d i r e c t  t a x e s ,  than g o in g  f o r  a p u r i s t  e x c e s s i v e l y  a m b i t i o u s  but  
s h o r t - l i v e d  ta x  p a c k a g e . . .

A f t e r  a l l ,  e c o n o m i s t s  and t a x  a d v i s e r s  sh o u ld  be aware -  l i k e  
p o l i t i c i a n s  u s u a l l y  a r e  -  t h a t  com preh en sive  tax  p o l i c y  b e l o n g s  
t o  one o f  th e  c o r e  a r e a s  o f  c l a s s i c a l  p o l i t i c a l  d e c i s i o n - m a k i n g :  
s o c i e t y ' s  d i s c u s s i o n  on how and what v a l u e  o f  t o t a l  p r i v a t e  
p u r c h a s in g  power i s  s e t  a p a r t  f o r  g o v e r n m e n t ' s  u s e .

In a c t u a l  p o l i c y  p r a c t i c e ,  i t  has been som etim es  s u r p r i s i n g  t o  
s e e  not  a reduced  number o f  h i g h -r a n k  economic  a d v i s e r s  on C . T . R .  
and r e l a t e d  f i s c a l  i s s u e s ,  v i r t u a l l y  i g n o r i n g  a l l - t o g e t h e r  th e  
p o l i t i c a l  im p a c ts  o f  such r e f o r m s  and t h e  s t r a t e g i c  
c o n s i  d e r a t i o n s  a r i s i n g  t h e r e o f .

At t h e  f i n a l  s t a g e  o f  our p a p e r ,  i t  i s  u s e f u l  t o  go back t o  some 
o f  th e  b a s i c s  in  C . T . R .  p l a n n i n g ,  and t o  ask o u r s e l v e s  about th e  
main s t r a t e g i c  f e a t u r e s  we d e s i r e  in  c o n s i d e r i n g  f u t u r e  d e s i g n s .  
In our v ie w ,  s i x  main g u i d e l i n e s  become t r u l y  r e l e v a n t  f o r  th e  
modern d e v e l o p i n g  c o u n t r y  c a s e .

F i r s t ,  Comprehensive Tax Reform sh o u ld  o n l y  be c o n s i d e r e d  f o r  
d e s i g n  and l e g i s l a t i v e  d i s c u s s i o n  and i m p le m e n ta t io n , i f  and o n l y  
i f  a c l e a r  p o s i t i v e  answer i s  g iv e n  (a t  t h e  a d eq u a te  l e v e l  o f  
government)  t o  fo u r  p r a c t i c a l  q u e s t i o n s :

(a) w i l l  t h e  g e n e r a l  e f f i c i e n c y  t r e n d  from t h e  tax  s h i f t  be  
p o s i t i v e  and s i g n i f i c a t i v e  over  th e  medium term ?

(b) w i l l  t h e  r e d i s t r i b u t i ve im p a c ts  from t h e  tax  c h a n g e s ,  i f  
s i g n i f i c a t i v e ,  be p a l a t a b l e  (and how) f o r  o r g a n i z e d  
s o c i e t y  a t  l a r g e  now and th e n ?

(c)  w i l l  t h e  tax  r e f o r m s  b e ,  as  a minimum, f i s c a l  revenue  
n e u t r a l  in  th e  r e l e v a n t  macroeconomic h o r i z o n ?

<d) w i l l  t h e  tax  package be s i m p l e  enough t o  comprehend,  
ab sorb  and comply by t h e  c o r e  p r i v a t e  s e c t o r ?

Second,  f e a s i b l e  p a ck a g es  o f  CTR sh o u ld  -  a s  a norm -  s t a y  
c l o s e r  t o  a g e n e r a l  s ta n d a r d  o f  ta x  d e s ig n  or ta x  s t r u c t u r e :  
r e l i a n c e  on a few b r o a d ly  com p reh en sive  b a s i s ,  and u t i l i z a t i o n  o f  
a r e l a t i v e l y  uni form  tax t r e a t m e n t  (tax r a t e s  and tax mechanics)



a c r o s s  s e c t o r s .  The a m b i t i o u s ,  "o p t i m a l  t a x a t i o n  i l l u s i o n "  a 
b len d ed  s t y l e  o-f p lanned tax  d is u n i - f o r m i t y  p r e s e n t  in  t h e  so  
c a l l e d  p iec em eal  approach sh o u ld  become ( h o p e f u l l y )  a tax  
monster  o f  t h e  p a s t . . . B y  t h i s  d a t e ,  t o o  many f i s c a l  
a d m i n i s t r a t i o n s  have been s e l f - d e v o u r e d  by t h e  never  ending t r e n d  
o f  r e t a i l o r i n g  each and e v e r y  l i t t l e  tax i te m  ( b a s e s ,  r a t e s ,  
f r a n c h i s e s ) ,  as  a f u n c t i o n  o f  d y n a m i c a l ly  changing s t r u c t u r a l  
economic  c o n d i t i o n s  a f f e c t i n g  Second B e s t  o p t i m a l i t y  1_/

T h i r d ,  c om preh en sive  tax r e fo r m  p ack ages  sh o u ld  be c a p a b l e  o f  
b ein g  r e l a t i v e l y  e a sy  t o  grasp  or  un derstan d  both by t h e  r e l e v a n t  
body p o l i t i c  a s  w el l  a s  by a v e r a g e  t a x p a y e r s  t h e m s e l v e s .  Here we 
r e f e r  t o  t h e  c o r e  o f  t h e  tax  p o l i c i e s ,  and not  n e c e s s a r i l y  t o  th e  
a c c o u n t in g  a n d /o r  tax  a u d i t i n g  d e t a i l s .  I f  t h e  c o r e  i d e a s  or tax  
p o l i c y  t r e n d s  in te n d e d  by t h e  changes  a r e  not  a d e q u a t e l y  
u n d e r s t a n d a b le  by t h o s e  l e g i s l a t i n g  and by t h o s e  t a x - p a y i n g ,  then  
most p r o b a b ly  CTR w i l l  en c o u n te r  heavy and dangerous  t r a n s i t i o n  
d i f f i c u l t i e s  in  a c t u a l  p r a c t i c e .  P l e a s e  n o t e  v e r y  c a r e f u l l y  
h e r e ,  t h a t  t h e r e  i s  p r a c t i c a l l y  no way in  which tax  
a d m i n i s t r a t i o n  and f i s c a l i s a t i o n  gimmicks w i l l  l a t e r  r e d r e s s  
t h i s  p rob lem .  The tax  game i s  v i r t u a l l y  a lw a y s  won or l o s t  a t  
t h e  c r u c i a l  prim ary  l e v e l  o f  d i r e c t  ta x p a y e r  c o m p l i a n c e :  
c o r p o r a t e ,  t r a n s a c t i o n s ,  or i n d i v i d u a l  l e v e l s .

F o u r th ,  c o m pr eh en siv e  tax r e fo r m  p o l i c i e s  sh o u ld  be o f  such an 
o r i e n t a t i o n  and d e s i g n  (and c o n s i d e r  t h e  r e l e v a n t  e x p e c te d  
f e e d b a c k s )  s o  a s  t o  be as  s e l f - r e i n f o r c i n g  and s e i f - s u s t a i ned as  
p o s s i b l e  through t im e .  T h i s  i s s u e  g i v e s  r i s e  t o  a complex p o l i c y  
problem in p r a c t i c e :  sh o u ld  LDCs p r e f e r  a com preh en sive  one-sweep  
t a x - r e v o l u t ion where a l l  major changes  a r e  c a r r i e d  about in  a 
b r i e f  t im e  sp an ,  o r ,  sh ou ld  t h e y  go f o r  a s e q u e n t i a l  w el l  t imed  
o r d e r i n g  o f  tax  s h i f t s  in  a l o n g e r  t im e  h o r i z o n ?

T h i s  i s  one p a r t i c u l a r  p o l i c y  a r e  a where no g e n e r a l  
p r e s c r i p t i o n s  e x i s t ,  s i n c e  a c a s e  by c a s e  s o c i a l  C o s t - B e n e f i t  
e x e r c i s e  sh o u ld  be done f o r  d e f i n i n g  t h e  o p t im a l  t im e  framework.  
The e x e r c i s e  r e f e r r e d  t o  must n e c e s s a r i l y  i n c l u d e  i n p u t s  
c o l l e c t e d  from p o l i t i c a l  o p p o r t u n i t y  c o n s i d e r a t i o n s ,  an a s p e c t  
which v a r i e s  n o t o r i o u s l y  from d e v e l o p i n g  c o u n t r y  t o  d e v e l o p i n g  
c o u n t r y .  One e lem en t  among many t o  e x p l i c i t y  c o n s i d e r  here  
though i s  t h a t

1 /  P l e a s e  n o t e  t h a t  o p t im a l  t a x a t i o n  a p p ro a c h e s  t o  t a x a t i o n  in  
d e v e l o p i n g  c o u n t r i e s  (moving d y n a m i c a l l y ) ,  in  and o f  t h e m s e l v e s  
must c o n t e m p la t e  f r e q u e n t  a d j u s t m e n t s  in  tax  r a t e s ,  g iv e n  th e  
i m p l i c i t  e l a s t i c i t i e s  changes  through t i m e .



in most c a s e s  t h e  t e m p t a t i o n  -for - fe v e r is h  tax l e g i s l a t i o n  
a r i s i n g  from an imagery  o f  t h e  " o n c e - i n - a - 1 i f e t i m e  o p p o r t u n i t y "  
u s u a l l y  g e n e r a t e s  im p r o v is e d  and very  i m p e r f e c t  tax  p a c k a g e s .

F i f t h ,  as  a rough r u l e  o f  thumb, i t  i s  a lw a y s  i n t e r e s t i n g ,  and 
rewarding in  t h e  long  run,  t o  examine CTR p r o p o s a l s  n ot  o n l y  from  
t r a d i t i o n a l  n o t i o n s  o f  economic  e f f i c i e n c y  and r e d i s t r i b u t i v e  
e f f e c t s ,  but  a l s o  from t h e  b r o a d e r  p e r s p e c t i v e  o f  a n a l y z i n g  how 
do t h e y  c o n t r i b u t e  ( i f  a n y t h i n g )  t o  th e  g e n e r a l  prom otion  o f  
c o m p e t i t i o n  in  t h e  p r o d u c t s  and f a c t o r s  m a r k e ts .  There  a r e  some 
c o n c e i v a b l e  tax  r e fo rm  p a c k a g e s  which,  g i v e n  t h e i r  mix and th e  
c o n t e x t  o f  g e n e r a l  p o l i c i e s ,  may n ot  appear as  s p e c t a c u l a r  on 
s t a t i c  e f f i c i e n c y  and d i s t r i b u t i v e  g r o u n d s .  But t h e s e  may 
c o n t r i b u t e  in  u n exp ec ted  s i g n i f i c a t i v e  ways t o  enhanced  
c o m p e t i t i o n  by f i r m s ,  p r o d u c t s  and f a c t o r s  o f  p r o d u c t i o n .  We 
sh o u ld  n o t e ,  in  p a s s i n g ,  t h a t  what c o m p e t i t i o n  g e n e r a l l y  d o e s  i s  
t o  a f f e c t  s u p p ly  and demand e l a s t i c i t i e s ,  t h e r e b y  changing  
through t im e  t h e  e x c e s s  burden and i n c i d e n c e  r e s u l t s  a r i s i n g  from  
t a x a t i o n .  I t  i s  our e d u c a te d  economic  i n t u i t i o n ,  t h a t  g iv e n  t h e  
very  i m p e r f e c t  s t a r t i n g  p o s i t i o n s  in  v a r i o u s  LDCs, an i n c r e a s e  in  
th e  d e g r e e  o f  c o m p e t i t i o n  p r e v a i l i n g  in  t h e  d e v e l o p i n g  world w i l l  
tend t o  s c o r e  p o s i t i v e l y  on t h e  income r e d i s t r i b u t i v e  e f f e c t s  o f  
s u c h - p o l i c i  e s .  F o r e ig n  t r a d e  t a r i f f  r e f o r m s  have been a good  
example h e r e .

I t  were p o s i b l e  t o  c o n t i n u e  adding more and more c o n s i d e r a t i o n s  
on t h e s e  s t r a t e g i c  i s s u e s .  The s u b j e c t  i s  indeed f a s c i n a t i n g  and 
prone t o  f u r t h e r  a p p l i e d  r e s e a r c h .  Let  us end t h e  paper by 
warning s c h o l a r s ,  p o l i c y m a k e r s  and tax  a d v i s e r s  a t  l a r g e ,  about  
t h e  e f f e c t s  o f  two s p e c i a l  " g a p s "  found in  f  i s e a l  p o l i  cy  
p r a c t i c e .  We have in mind a g a i n ,  p r e f e r e n t i al  1 y th e  L a t i n  
American e x p e r i e n c e s  w it h i n  t h e  d e v e l o p i n g  w o r ld ;  and we th in k  
t h a t  t h e s e  a r e  s t i l l  u n c o n c i o u s l y  ig n o re d  by * t r a d i t i o n a l  
a r c h i t e c t s  o f  f i s c a l  p o l i c y .

During t h e  s i x t i e s ,  t h e  s e v e n t i e s  and p a r t  o f  t h e  n i n e t e e n -  
e i g h t i e s ,  many L a t i n  American d e v e l o p i n g  c o u n t r i e s  have f a c e d  in  
p r a c t i c e  t h e  hard r e a l i t i e s  o f  two s p e c i a l  g a p s  -  we d e s c r i b e  in  
what f o l l o w s :

(a) A Troublesom e " E x p e c t a t i  o n s - E f f e c t i  ve I n c i d e n c e  G ap" ,  
r e f e r i n g  t o  t h e  u su al  d i v e r g e n c e  between t h e  f a c t u a l  
m agnitude o f  t a x a t i o n - o r i g i n a t e d  r e d i s t r i b u t io n  o f  
p e r s o n a l  incomes in  s o c i e t y ,  and what t r a d i t i o n a l  
p o l i c y m a k e r s  th o u g h t  t h e y  c o u ld  a c h i e v e  in  t h e s e  g r o u n d s .  
In some o c c a s i o n s  e v e n ,  t h e  d i v e r g e n c e  between th e



r e d i s t r i b u t i v e  tax i n c i d e n c e  r e s u l t s  and e x p e c te d  p o l i c y  
r e s u l t s ,  has a f f e c t e d  not  m ere ly  v a l u e s  but a l s o  s i g n s ,  
and in  t h e  wrong d i r e c t i o n !

(b) A complex " C r e d i b i l i t y  Gap" in  t h e  p e r v e r s e  f e e d b a c k s  
o r i g i n a t e d  in  t h e  b u s i n e s s  world o f  t a x p a y e r s ,  from th e  
way t h e y  read and form t h e i r  lo n g - r u n  e x p e c t a t i o n s  about  
cumbersome and h i g h l y  d i f f e r e n t i a t e d  p a ck a g es  o f  tax  
r e f o r m s .  There  a r e  s e v e r a l  e x p e r i e n c e s  in  L a t i n  Am erica ,  
where an i n v e r s e  r e l a t i o n s h i p  has ho ld  between:  th e
c r e d i b i l i t y  d e v e lo p e d  by th e  p r i v a t e  community on t h e  mid­
term or l o n g - t e r m  e f f e c t i v e n e s s  o f  tax  c h a n g e s ,  and, th e  
d e g r e e  o f  c o m p l e x i t y  and e x p e c t e d  d i f f i c u l t y  o f  
c o m p l ia n c e  a r i s i n g  o u t  o f  s p e c i a l l y  a m b i t i o u s  tax re form  
p a ck a g e s .

I t  i s  more or  l e s s  c l e a r  t h a t  f e e d b a c k s  and im p a c ts  on e f f e c t i v e  
tax r e v e n u e s  and f i n a l  t a x - m i x  a r i s i n g  from t h e  t a x p a y e r s ’ 
r e s p o n s e s  t o  some " o v e r - d o n e "  C . T . R . s ,  have p r e c i s e l y  been some 
of  t h e  e r o s i o n  f a c t o r s  e x p l a i n i n g  t h e  " e x p e c t a t i o n s  gap "  (poor  
r e s u l t s ) .  F i s c a l  s p e c i a l i s t s  in  th e  d e v e l o p i n g  world have tended  
t o  m inim ize  or t o  i g n o r e  t h e  d e g r e e  o f  a d a p t a t i o n  (and v e l o c i t y  
o f  r e s p o n s e )  o f  a v e r a g e  modern t a x p a y e r s  a s  a g a i n s t  tax  b u r d en s .  
The e m p i r i c a l  e l a s t i c i t i e s  f o r  tax  e r o s i o n ,  s o p h i s t i c a t e d  tax  
e v a s i o n  and p e r v e r s e  tax  c o m p l i a n c e ,  seem t o  have r i s e n  
c o n s i d e r a b l y  in  th e  modern c o n t e x t  o f  p r i v a t e  e n t e r p r i s e s .

One o t h e r  i n t e r v e n i n g  f a c t o r  h e r e ,  has  been th e  s u b s t a n t i v e  
i n c r e a s e  in  t h e  i n t e r n a t i o n a l  m o b i l i t y  o f  c a p i t a l  and o f  s k i l l e d -  
la b o r  in  d e v e l o p i n g  c o u n t r i e s ,  due t o  t h e  opening o f  t h e i r  
econom ies  t o  t r a d e  and f i n a n c i a l  d e b t .  And due t o  t h e  r e v o l u t i o n  
v e r i f i e d  in  modern day c om m u n icat ion s .  I t  i s  o f  outmost  
im p ortan ce  t h a t  f i s c a l  a d v i s e r s  and p o l i c y m a k e r s  do t a k e  accou nt  
o f  t h i s  new o v e r a l l  c o n t e x t ,  and become more r e a l i s t i c  about what 
t h e y  may r e a l l y  e x p e c t  from CTR, in t h e  modern d e v e l o p i n g  w o r ld .

I t  i s  our f i r m  b e l i e f  t h a t  p r i o r  t o  f u r t h e r  e x p e r i m e n t a t i o n s  with  
new com preh en sive  tax  r e f o r m s  in t h e  L a t in  American d e v e lo p in g  
w o r ld ,  more s c i e n t i f i c  r e s e a r c h  on t h e  r e l e v a n t  m agnitu des  o f  th e  
p o l i c y  t r a d e - o f f s  t h a t  we have been d e s c r i b i n g ,  needs t o  be 
c a r r i e d  out  e f f e c t i v e l y .  In t u r n ,  a c o n t i n u o u s  and w el l
s t r u c t u r e d  p r o c e s s  o f  e d u c a t i o n  about t h e s e  m a t t e r s ,  o r i e n t e d  t o  
both tax  a d v i s e r s  and p o l i c y  d e c i s i o n - m a k e r s  ( i n c l u d i n g  
p o l i t i c i a n s )  would have an i n t e r e s t i n g  p o s i t i v e  p a y - o f f  f o r  
s o c i e t y  at  l a r g e .  Too many e l e m e n t s  o f  t h e  f i s c a l  r e v e n u e s ,  c o s t  
e f f e c t i v e n e s s ,  economic e f f i c i e n c y ,  and r e d i s t r i b u t i v e  i n c i d e n c e



r e s u l t s ,  have been moving in  d i f f e r e n t  and v e r y  s p e c i a l  
d i r e c t i o n s  in  modern t i m e s ,  s o  a s  t o  c o n t i n u e  t o  r e l y  e x c l u s i v e l y  
on s i m p l i s t i c  p r e s c r i p t i o n s ,  d e r i v e d  from o l d  t e x t - b o o k s  w r i te n  
in  th e  f i f t i e s  under t h e  c l o s e d  economy framework.

I t  i s  o f  outm ost  im p o r ta n ce  t h a t  t h e  l a g  between paradigm s used  
f o r  p o l i c y  t h i n k i n g ,  a t  t h e  top  e c h e l o n s  o f  government,  and 
economic  models  t r u l y  r e l e v a n t  f o r  t h e  p r e s e n t  r e a l i t y  o f  th e  
d e v e l o p i n g  w o r ld ,  be s h o r t e n e d  or c l o s e d  in  t h e  near f u t u r e .  The 
e d u c a t i o n a l  p r o c e s s  i s  in  t h e s e  m a t t e r s  o f  c r u c i a l  im p o r ta n c e .

A f t e r  a l l ,  com p r e h e n s iv e  tax  r e fo rm  i s  one o f  t h e  most d e l i c a t e ,  
complex and demanding t a s k s  o f  f i s c a l  p o l i c y .  I t  means n o th in g  
l e s s  than a r e d e s i g n  o f  th e  tax  s y s te m ,  a t t e m p t i n g  t o  s t r i k e  a 
new l o n g - r u n  b a l a n c e  betw een:
t h e  v a l u e  of  f i s c a l  r e v e n u e s ;  t h e  d e g r e e  o f  t a x p a y e r s  c o n f i d e n c e  
and c o m p l i a n c e ;  t h e  economic e f f i c i e n c y  s t a n d a r d s ;  t h e  trend  r a t e  
o f  economic grow th ;  t h e  s t a t e  o f  a f f a i r s  r e g a r d i n g  t h e  p o s t - f i s c  
d i s t r i b u t i o n  o f  f a c t o r s 7 (and p e r s o n a l ) incom es .

I s n 7t  t h a t  c o m b in a t io n  o f  h i g h - p r i o r i t y  economic and p o l i t i c a l  
g o a l s ,  worth i n v e s t i n g  more high  q u a l i t y  r e s o u r c e s  t o  expand our 
knowledge in  t h e  d e v e l o p i n g  w o r ld ?



A P P E N D I  X



< A) SUMMARY OF IHE TAX_ F1SCAL1ZATION METHODS 
USED BY ÏRS CHILE. 1977-1Í 1/

I, FRAMEWORK OF CHILEAN TAX LAW

i) The reform of the income tax law was approached from a global 
point of view, and a completely new law was drawn up rather 
than introducing annexes to the existing legislation. In 
this new law almost all existent tax exemptions (which 
amounted to 164 pages of text) were eliminated, and tax rates 
for all taxpayers of similar characteristics were made 
uniform.

It is not d ifficu lt to imagine the chaos that the system of 
special tax franchises meant from the point of view of 
fiscalisation , as well as the opportunities presented to 
taxpayers for contriving diverse tax evasion schemes.

ii)  The cascading sales tax, which had an 87. tax amongst 
producers and a 247. tax between producers and consumers ( and 
which contained 108 exemptions in the text of the law, as 
well as innumerable other franchises) was substituted for a 
value added tax with a single 207. rate applicable to al 1 
goods and services. The only items exempted from this tax 
were public transport and real estate.

The difficu lty of reproducing in a computer the old cascading 
sales tax system that contemplated almost 300 special cases 
is understandable, as practically almost every type of sales 

transaction had its  own particular tax rate. Thus the 
uniformity in rates, a characteristic from which abnormal 
behavior can be observed and automatically detected by a 
computer, was lost.

II. TAX EVASION CONTROL OPERATIONS

From 1977 onwards a series of measures, described below, were
implemented in diverse areas.

A) Legal reforms between 1977 and 1981

1) Reforms that increase penalties for evasions

i) Fines and mandatory closure were established for not 
giving sales receipts, and closure set between 1 and 20 
days. In practice, the first  infraction was penalised 
with 10 days and the second infraction with 20 days.

In practice this was the most used instrument, as apart
from being profusely applied, it  attacked the most

1 / This first part of this Appendix is based to a considera­
ble extent, in a non-published memorandum by Mr. Cristian 
Eyzaguirre (SS), former undersecretary of the I.R.S.



d ifficu lt link in the value added tax chain, consumers,

ii)  Fines for not declaring taxes were increased.

i i i )  The law concerning penalties for tax transgressions was 
rei nforced.

iv) The obligation of transporting all goods with a permit 
duly stamped by the Internal Revenue Service was 
established, and non compliance has the same penalty as 
not giving a sales receipt.

) Reforms that further simplify the tax system and reduce 
the tax load:

i) The tranfer tax on automobiles is practically eliminated 
-  reduced to 1.5%.

i i)  The transfer tax on real estate is  repealed.

i i i )  The special tax on bars and canteens is  repealed,

iv) The tax on notarial acts is repealed, 

v i) The stamp tax for sealed paper is repealed.

v ii ) The collection mechanism of specific taxes on energy, 
fuel and alcohol is tranformed into one similar to that 
of the VAT, with debits and credits.

ix) The personal income tax is reduced; the depreciation 
period for assets is reduced to one third; and the
period for carrying tributary lasses is increased to
five years.

Changes in the organization of the 1RS

) A Management is established in each Region of the country
and four in Santiago; from each depend inspection
departments whenever justified by problems of distances. 
From about 140 inspection departments there are now only 
about 50 le ft .

) A Vice-Management of fiscalisation is created at the level 
of the National Management and its  mission is coordinating 
fiscalisation throughout the country. Additionally it 
counts with an important f isealisation group that travels 
throughout the country carrying out fiscalisation plans, 
which are independent of those undertaken by the Regional 
Management.



Sub-Directi on of Research 3.5 handed over to the Normative 
Sub-Direction. To the first is now assigned the job of 
watching over the computational system and of realising 
economic research that provide recommendations -for modifying 
the existing tax law and for improving fiscalisation.

Fi seali zati on poli cv

The introduction of computers in the fiscalisation process 
is undoubtedly the most significant fact and the one of 
greatest impact on the style and results of the 
fiscalisation process.

In general terms, a computerised system allows for oppor— 
tune, exact and systematic information on taxpayer behavior.

With simple programs one can quickly detect, behaviors that 
may signify tax evasion, and this can be efficiently veri­
fied by field  v isits  of the public o fficia l to those places 
indicated by the computer programs. The increase in e f f i ­
ciency in the fiscalisation process is enormous using this 
method.

Additionally, consistency programs are designed, both for 
VAT and Income, that detect "involuntary arithmetic errors", 
on the part of taxpayers. Once these errors are detected 
the taxpayer can be notified by mail of the type of error 
committed and can proceed to correct i t .  All this has a 
very low cost to the 1RS.

Specifically, the programs implemented have the purpose of 
identifying both non payers and those that under declare VAT 
and income taxes. Below is  a brief description of:

1) Income Tax

i ) Non payers

-  Firms that declare VAT but do not declare income once 
a year

-  Persons that are buying houses, cars, stock, etc. and 
do not f i le  a declaration

ii)  Under declarers

-  Firms whose eight column balance sheet results are 
inconsistent with monthly VAT declarations

-  Persons whose declared incomes are lower than 
investment in houses, cars, stock, etc.



-  Persons who declare an income lower than the 
in-formation the 1RS possesses of the tributary retentions 
that they have e-f-fected during the year

2) Value Added Tax

i ) Non payers

-  Firms or persons that have initiated activities and do 
not declare VAT

-  Intermittent presentation o-f monthly VAT declaration

-  Crossing o-f invoices (from 19S2 onwards) -  a process 
that consists in controlling that invoices accounted as 
fiscal credit in one firm have been accounted as fiscal 
debit in the issuing firm

-  Comparison of the receipts' and invoices' stamping 
paper and the monthly VAT declaration (this has not yet 
been implemented)

ii)  Under declarers

-  The crossing of invoices system described above is also 
used

-  Declarations that appear without flows in the period 
but that by crossing of invoices a debit or credit can be 
detected

-  Analysis of the debit/credit ratio. This is a powerful 
instrument for detecting under declarers of the VAT. When 
purchases are compared with sales (by means of the fiscal 
debits and credits) a gross contribution margin can be 
determined for each taxpayer. Analysis of this ratio 
both in absolute terms and in comparison with those of 
other taxpayers inthe same line of business can help to 
determine quite precisely whether they are concealing 
sales or increasing purchases by means of false invoices.

E) Publi ci tv

The publicity campaigns were planned so they would support the 
different computerized f isealization programs. Although there 
was a certain amount of bluffing each time a new program was 
announced, quite a significant number of taxpayers received a 
notification of revision of the announced program. Therefore 
from the start a high degree of credibility in the IRS's action 
was established.



(B) IHE INTERNAL REVENUES SERVICE'S OPERATION 
IN THE PERIOD 1984 -  1988.

Below are presented the principal criteria o-f operation of the 
Internal Revenue Service (1RS), together witfi the most relevant 
topics concerning tax reforms since 1984. and up to the present.

1. GENERAL CRITERIA OF THE 1RS OPERATION

COMMUNICATIONS MEDIA

Each time the 1RS undertakes a new operation, the Management, by 
means of the social communications media (press, radio and te le ­
vision) provides the general public with information regarding 
the bases and reasons that motivated the establishment of a new 
mode of fiscalization . It is thought that in this way both those 
affected by the new measure and the general public will 
understand better the IRS's actions.

TRADE UNION LEADERS

It is the Management's policy to be in permanent contact with 
trade union leaders of all sectors. They are notified in detail 
of the reasons and bases that have motivated or will motivate 
each of the actions undertaken by the 1RS, so that they may in 
turn inform their groups, by means of the different communication 
media they possess.

This permanent contact has meant that a significant number of 
leaders have publicly declared to be against tax evasion, with a 
positive effect on their associates, and providing fundamental 
support of the IRS’ s operation.

INCENTIVES FOR CONSUMERS

The contest and sales receipts raffle  that the 1RS currently 
realizes through a television program has, amongst other objec­
tives, the aim of providing consumers in general with a reason 
for requesting their receipt, in case the seller tries voluntari­
ly to withhold i t .

IMPERSONALITY OF THE FISCALIZATION PROCESS

It is  necessary for taxpayers to realize that the selection, 
strategy and strictness of the f isealization or control process 
applied, is due mainly to a computerized system. This system is



equal for all and therefore impersonal, as the supervision and 
inspection o-f the 1RS does not depend on the criteria o-f the 
public o fficia l that revised the accounting antecedents of a 
particular taxpayer.

THE IRS'S ARGUMENTATION

The IRS's argumentation to the general public, through the 
communications media and trade union leaders, is.based on the 
following fact: the unfairness and disloyalty on the part of tax
evaders to those taxpayers who fu lf i l l  their tributary 
obligations — "tax evasion is not only a problem for the 1RS, but 
a problem that affects the whole society".

2. EVOLUTION OF GENERAL POLICIES OF THE 1RS

IMPROVING ATTENTION TO THE PUBLIC

With the aim of improving attention to the public the 1RS 
proposed ' the following:

-  the Regional Directories must maintain specialized personnel in 
their units

-  the public can solve their doubts directly with the National 
Directory by telephone

-  the 1RS publishes in the press with anticipation the expiration 
dates for tax obligations» etc*

FUTURE OF COMPUTERIZED SYSTEMS IN THE 1RS

It has been a permanent policy of the 1RS to be technically
up-to-date in the operation of its  functions. In other areas the 
aim is  to work together with the Treasury (Ministry of Finance), 
in order to avoid duplication of information. The 1RS also hopes
to have at least one terminal in each Regional office connected
to the central computer. This progress is  accompanied by
appropiate training of the personnel.

3. FISCALIZATION FUNCTION -  EVOLUTION OF MOST RELEVANT EVENTS 
AND CRITERIA

INCENTIVES FOR GOOD COMPLIANCE

A revision of the previous 12 months' declarations is done for 
VAT and other monthly tax taxpayers. If no irregularities are 
found, the 1RS will not examine further back. If any faults are



■ f o u n d ,  u p  t o  t h e  p r e s c r i p t i o n  t e r m s  w i l l  b e  r e v i s e d .

NEW FORMAT FOR INVOICES

In 1985 new requirements for invoices and other documents were 
introduced. The new format has the following objectives!

a) give the document the importance it  deserves, which implies
certain requisites of size, design and lettering

b) fa c ilita te  identification of the document and of the person
or firm that issues it

c) identify the firms who manufacture the documents

d) fa c ilita te  information crossing by means of a triplicate of
the invoice that may be requested by 1RS if  necessary.

CONTROL OF GOODS

In order to restrict evasion, goods transported by any vehicle 
(such as trucks, etc) must be backed by documents (either 
invoices or shipping permits). Fisealization may occur during 
the 24 hours of the day, and includes railways, airlines and 
buses. This mechanism also tries to detect suppliers of illegal 
markets, as the 1RS cannot act directly against sellers.

MODIFICATION OF INFRACTIONS OF THE TAX LAW

For the offense of withholding sales receipts, invoices, etc. or 
of issuing them without meeting the legal requirements, the fine 
varies between 50'/. to 500% of the amount of the operation, with a 
minimum of 5 UF (US* 91) 1 /. Previously there was a fixed fine
of 500%. This modification allows for judgement of attenuating 
or aggravating circumstances in each case. In the case of loss 
of accounting books and other supporting documents, the fine was 
reduced from a range of 10% to 40% of the infractor's capital to 
a range of 1% to 30%.

1/ This amount is indexed to inflation .



INCOME TAX O P E R A T IO N  -

As from f i s c a l  year 19B5 a new concept o f f i s e a l iz a t io n  e x is t s .
The income op era tion  i s  now a permanent program o f con tro l o f a l l
d e c la ra tio n s  re ce iv ed  any month o f the year. These d e c la ra tio n s  
are su b jected  to  r ig o ro u s  v e r i f i c a t io n  o f  con sisten cy  by
computers, in order t o :

a) insure a c o r r e c t  d e c la ra tio n

b) insure a prompt and e f f i c i e n t  a tten tion  in the re cep tion  o f
forms and payment o f  ex cess  taxes

c ) p rov ide  a grea ter  scope fo r  f is e a l iz a t io n

d) obta in  and render u p -to -d a te  in form ation  at gen era l, 
s e c t o r ia l  and in d iv id u a l le v e l .

PREVENTIVE CONTROL OF THE FUEL TAX

Within a b a s ic a l ly  p rev en tive  scheme and with the view o f 
r e s t r i c t in g  fu e l tax evasion , in  19B7 two r e s o lu t io n s  were 
pu b lish ed . They e s ta b lish ed  the requirement o f issu in g  a Fuel 
Purchase Order by buyers o f th ese  p rod u cts, in order to
ev en tu a lly  prove th e ir  r ig h t  to  d iscou n t the f i s c a l  c r e d it  o f 
th e ir  purchases.

4. RESOURCE MANAGEMENT POLICIES OF THE 1RS

TRAINING

The tra in in g  o f the 1RS personnel i s  coord in ated  by the Training 
School o f  the S e rv ice . In Santiago, th is  jo b  i s  accom plished by 
system atic courses d ic ta te d  by 1RS m onitors, on s u b je c ts  such as 
Tax Law, Income ta x es , VAT, e t c .  In the p rov in ces , th is  tra in in g  
i s  re a liz e d  by home cou rses , with a s t r i c t  monthly eva lu a tion  by 
a monitor from the Regional D ire cto ry . Those who wish to  jo in  
the f i s e a l iz a t io n  s t a f f  must f i r s t  pass a Basic Course in 
F is e a l iz a t io n . F in a lly  th ere  are severa l cou rses fo r  updating 
knowledge in severa l areas.

5. INTERNAL ORGANIZATION

i )  Budget D ecen tra liza tion

F inancia l resou rces  o f  the 1RS (except the N ational D ire cto ry ’ s 
investm ents) are ra t io n a liz e d  in order t o  improve e f f i c i e n c y  in 
use o f  resou rces .

i i )  The 1RS and i t s  R eg ion a liza tion  Process

From 1975 onwards i t  has been a permanent p o l ic y  o f the 1RS to  
decen tra l i r e . i t s  op era tion s . C urrently  the 1RS has an e f f e c t iv e  
presence in 55 p la ces  (a l l  reg ion a l and p ro v in c ia l c a p i t a l s ) .

PUBLIC SERVICES

i i )  S im p lif ica t io n  o f  procedures and resou rce  optim iza tion  in 
tax c o l le c t in g

With the aim o f  f a c i l i t a t i n g  tax payments, and thus reducing time 
consuming proceedures fo r  taxpayers and encouraging voluntary 
fu l f i l lm e n t  o f  tax o b lig a t io n s ,  the 1RS has determined the 
fo llo w in g :



1) The State Bank, commercial and development banks and 
financial institutions can act as delegates of the Treasury 
Service for collecting all types of taxes.

2) In 1982 taxpayers who had to declare income tax once a 
year are now freed of annexing a series of other documents

i i i )  Conveniences for taxpayers in Jurisdictional matters

With respect to procedures of tax claims and fines for 
infraction of tributary rulesthe 1RS sought to confirm the organ 
qualified for studying and solving jurisdictional matters. An 
important step in this area has been to qualify all Courts of 
Appeal in the country for judging tributary matters, which means 
taxpayers have prompt access to justice.

iv) Simplification and convenience in procedures

i) lower interest fines for delayed payments

i i ) establishment of new criteria  in the matter of
condonations as a reward for timely payments

i i i )  increase in the minimum amount needed to issue a
receipt

iv) fa c ilita te  the procedures for the formal end of
activ ities  by a firm

v) elimination of duplication of fines for non declaration 
and non payment of taxes

From November 1987 taxpayers that live at farthest loca lities  
where there are no offices of the 1RS now count with collect 
telephone consulting system, dialing the Regional Direction's 
telephone.

METHODOLOGY

Taxpayers information system "ARCO":

"ARCO" is  a referential coefficient that helps configurate a 
Tributary Profile of the taxpayer. It consists of a set of 12 
parameters grouped in 3 categories: Behavior, Compliance and
Economic Reference. These parameters are an average of the 
values of the coefficient for a period of time and are weighed 
according to certain predetermined coefficients. An "ARCO" 
coefficient near 1 indicates a taxpayer with normal behavior, but 
a coefficient near 0 indicates quite abnormal behavior.

9



6 .  D I F F U S I O N  A N D  P U B L I C  I N F O R M A T I O N  P O L I C I E S

INFORMATION FOR CONSUMERS

The consumer must receive information ons

-  tax laws and obligations

-  rights of taxpayers

This information reaches the consumer through publicity 
campaigns, notices in communications media, road signs, o ffic ia l  
bulletin, press supplements in periods of tax payments, etc.

TRIBUTARY INFORMATION

It is necessary to inform the public of tax norms using all 
possible media: tax norms supplements in newspapers, meetings
with the private and public sectors to inform of reforms, infoi— 
mative bulletin sent by mail to unions, etc.

7- RESOURCE ALLOCATION POLICIES

MEASURES THAT BENEFIT MINOR TAXPAYERS

Starting December 1987 two measures that benefit minor taxpayers 
were introduced:

a) an increase from 10 to 20 M.T.U. ^  (US* 640) of December 
of each year in the exemption of the G1 obal Income Tax , for 
minor investors in stock and other mobile capital.

b) the derogation of a special minimum tax that affected 
firms constituted by natural persons and partnerships who 
manage vehicles for public transport and freights.

1/ Monthly Tributary Unit (US* 32). which is bassically indexed to past 
inflation.
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Do Taxes M atter? A Review o f the In c e n t iv e  
and Output E f f e c t s  o f T a x atio n

b y ‘Jonathan S k in n e r

A s e le c t iv e  review  o f the l i t e r a t u r e  on ta x a tio n  and economic 
b e h a v io r, and some new evid en ce on the l i n k  between ta x a tio n  and 
n a t io n a l output, i s  p resen ted  in  t h is  pap er.

From the p o in t o f view  o f ta x p a y e rs, the burden of ta x a tio n  i s  
what they pay to the government. However, sh o uld  the government 
use i t s  revenues w is e ly , such a tax may re p re s e n t a net g a in  to 
s o c ie t y .  Econom ists fo cu s on a d if f e r e n t  type o f burden caused by 
ta x a tio n . When taxes a re  imposed, consumers and p ro d u cers t ry  to 
a vo id  the tax burden by consuming, o r p ro d u cin g  le s s  of the h ig h ly  
taxed good. As i s  e x p la in e d  in  t h is  paper, such economic b eh avio r  
re p re s e n ts  a net lo s s  to s o c ie t y .

To i l l u s t r a t e  t h is  n o tio n  o f the economic in e f f ic ie n c y  of 
ta x a tio n , some h e u r is t ic  examples a re  f i r s t  chosen from h i s t o r ic a l  
and more re ce n t a cco u n ts. I t  i s  shown that in  some ca se s, the 
b e h a v io ra l e f f e c t s  o f taxes on consumer b e h a v io r a re  dram atic. In  
other cases ( f o r  example. Investm ent in c e n t iv e s  in  d evelo p in g  
c o u n t r ie s )  the evid ence i s  mixed.

The l a t t e r  h a lf  of the paper re vie w s the l it e r a t u r e  on a more 
d ir e c t  measure of the in c e n t iv e  e f f e c t s  of ta x a tio n : how do taxes
a f f e c t  output growth ra te s ?  There a re  some c o n s is te n t  e m p iric a l  
r e g u la r it ie s  (th e  growth ra te  o f the government s e c t o r  i s  
p o s it iv e ly  c o r re la t e d  w ith  output growth r a t e s  in  c ro ss-c o u n tv v  
d a ta ), w h ile  th ere a r s  o th e r r e la t io n s h ip s  w ith  mixed r e s u lt s  (the  
e f f e c t  o f tax ra t e s  on output growth r a t e s  i s  sometimes n e g a tive ,  
and sometimes ze ro , in  c ro s s -c o u n t ry  e m p ir ic a l s t u d i e s ) . Some new 
evid ence on these is s u e s  i s  p ro vid ed  u s in g  a com prehensive sample 
o f 111 c o u n t r ie s .



T a x p a y e r s  o f t e n  v i e w  t h e  p r i m a r y  b u r d e n  o f  t a x a t i o n  t o  b e  t h e  

a m o u n t  t h e y  h a n d  o v e r  t o  t h e  t a x  c o l l e c t o r .  T h e  o b v i o u s  c o s t  o f  

t a x a t i o n  t o  t h e  c o n s u m e r  i s  t h e  l o s t  i n c o m e  a n d  h i g h e r  p r i c e s  o f  t a x e d  

g o o d s ;  t o  p r o d u c e r s  i t  i s  t h e  f o r e g o n e  p r o f i t s  a n d  l o w e r  a f t e r - t a x  

p r o d u c t  p r i c e s .  T h r o u g h o u t  r e c o r d e d  h i s t o r y ,  c i t i z e n s  h a v e  r e g i s t e r e d  

t h e i r  c o m p l a i n t s  a g a i n s t  t h e  t a x e s  t h e y  p a y  w i t h  "m u r m u r s  a n d  w i t h  

s m o t h e r e d  c u r s e s  a m o n g  th e m  f r o m  h a t r e d  o f  t h e  b u r d e n . " 1

T h i s  p a p e r  w i l l  s t r e s s  t h a t  t h e  t a x  b i l l  t h a t  t a x p a y e r s  g r u m b l e  

a b o u t  —  t h e  p r i v a t e  c o s t  —  h a s  l i t t l e  t o  d o  w i t h  t h e  f u l l  s o c i a l  c o s t s  

o f  t h e  t a x .  T h e  r e a s o n  i s  t h a t  f r o m  a  s o c i a l  p o i n t  o f  v i e w ,  m o n e y  

c o l l e c t e d  f r o m  t h e  p r i v a t e  s e c t o r  i s  e q u a l  t o  t h e  m o n e y  g a i n e d  b y  t h e  

p u b l i c  s e c t o r  ( l e s s  a d m i n i s t r a t i v e  c o s t s ) .  I t  i s  c e r t a i n l y  p o s s i b l e  

t h a t  t h e  g o v e r n m e n t  p r o g r a m s  f i n a n c e d  b y  t h i s  r e v e n u e , s u c h  a s  

e d u c a t i o n ,  h e a l t h ,  o r  t r a n s p o r t a t i o n ,  w i l l  p r o v i d e  t o  t h e  a v e r a g e  

t a x p a y e r  t h e  s a m e ,  i f  n o t  m o r e ,  t h a n  t h e  b e n e f i t s  t h a t  w o u l d  h a v e  b e e n  

r e a l i z e d  h a d  t h e  t a x e s  n e v e r  b e e n  c o l l e c t e d .  T o  t h e  e x t e n c  t h a t  t h e  

g o v e r n m e n t  u s e s  t h e  t a x  r e v e n u e  w i s e l y  a n d  e f f e c t i v e l y ,  t h e  l o s s  o f  t h e  

p r i v a t e  i n d i v i d u a l ' s  t a x  p a y m e n t  c a n  y i e l d  a  g r e a t e r  g a i n  t o  s o c i e t y .

O f  c o u r s e ,  i t  i s  n o t  s u p r i s i n g  t h a t  t a x p a y e r s  s e e k  t o  a v o i d  p a y i n g  

t a x e s ,  s i n c e  t h e i r  p a y m e n t s  w i l l  h a v e  l i t t l e  e f f e c t  o n  t h e i r  ow n  

b e n e f i t s  f r o m  g o v e r n m e n t  s p e n d i n g .

T h i s  p a p e r  w i l l  f o c u s  p r i m a r l y  o n  a  d i f f e r e n t  t y p e  o f  c o s t .

P r i v a t e  c i t i z e n s  b e a r  t h e  b u r d e n  o f  t h i s  c o s t  o f  t a x a t i o n ,  b u t  t h e r e  i s

I .  I n t r o d u c t i o n

1T h e  q u o t a t i o n  i s  f r o m  a 1 5 t h  c e n t u r y  w r i t e r  o b s e r v i n g  t a x p a y e r s '  
r e a c t i o n s  t o  t h e  t a i l l e  i n  E n g l a n d  ( S a b i n e ,  1 9 8 0 ;  p .  5 5 ) .



n o  o f f s e t t i n g  r e v e n u e  g a i n e d  b y  t h e  g o v e r n m e n t .  W i t h o u t  t h e  o f f s e t t i n g  

g a i n ,  t h e r e  i s  a  " d e a d w e i g h t "  c o s t  t o  s o c i e t y  a s  a  w h o l e .  T h e s e  c o s t s  

a r e  i n  s o m e  s e n s e  a b s t r a c t ,  a n d  m o r e  d i f f i c u l t  t o  m e a s u r e ,  b u t  t h e y  a r e  

i m p o r t a n t  b e c a u s e  t h e y  r e d u c e  t h e  w e l l - b e i n g  o f  c o n s u m e r s  o r  d r a g  d o w n  

t h e  p r o d u c t i v e  c a p a b i l i t y  o f  t h e  e c o n o m y .  T h e  g o a l  o f  a n y  t a x  s y s t e m  

s h o u l d  b e  t o  m i n i m i z e  t h e s e  c o s t s ,  g i v e n  t h e  r e v e n u e  t h a t  t h e  g o v e r n m e n t  

m u s t  r a i s e .

I t  i s  u s e f u l  t o  c a t e g o r i z e  t h e s e  s u b t l e  c o s t s  o f  t a x a t i o n  i n t o  

t h r e e  g r o u p s .  T h e  f i r s t  i s  t h e  e f f i c i e n c y  c o s t  o f  a  t a x .  S u c h  c o s t s  d o  

n o t  a p p e a r  i n  g o v e r n m e n t  b u d g e t  s t a t e m e n t s ,  b u t  a r e  c o s t s  n e v e r t h e l e s s .  

T h e y  a r e  c a u s e d  b y  t h e  d i s t o r t i o n  i n  t a x p a y e r ' s  b e h a v i o r  c a u s e d  b y  t h e  

t a x —i n d u c e d  c h a n g e s  i n  p r i c e s  a n d  w a g e  r a t e s .  F o r  e x a m p l e ,  a  p a y r o l l  

t a x  m ay d i s c o u r a g e  s a l a r i e d  w o r k ,  a n d  t h e r e b y  r e d u c e  t h e  p r o d u c t i v i t y  o f  

t h e  l a b o r  f o r c e .  A t a x  o n  c a p i t a l  i n c o m e  may r e d u c e  s a v i n g s  a n d  h e n c e  

i n v e s t m e n t .  B e c a u s e  t h e  g o v e r n m e n t  c a n n o t  c o l l e c t  a n y  t a x e s  o n  t h e  

f o r e g o n e  l a b o r ,  o r  t h e  f o r e g o n e  s a v i n g s ,  i t  l o s e s  r e v e n u e .  B e c a u s e  t h e  

i n d i v i d u a l  n o  l o n g e r  e n j o y s  t h e  b e n e f i t s  o f  t h e  w a g e s  f r o m  t h e  f o r e g o n e  

w o r k ,  o r  t h e  p r o c e e d s  o f  t h e  s a v i n g s ,  h e  o r  s h e  i s  w o r s e  o f f .  H e n c e  t h e  

g o v e r n m e n t  l o s e s  p o t e n t i a l  r e v e n u e  a n d  t h e  t a x p a y e r  i s  w o r s e  o f f .

A n o t h e r  c o s t  o f  t a x a t i o n  i s  t h e  a d m i n i s t r a t i v e ,  c o m p l i a n c e ,  a n d  

a v o i d a n c e  c o 3 t s  f r o m  c o l l e c t i n g  i t .  S t r i c t l y  s p e a k i n g ,  t h e  

a d m i n i s t r a t i v e  c o s t  i s  o b s e r v a b l e ;  o n e  n e e d  o n l y  c h e c k  t h e  y e a r l y  b u d g e c  

t o  m e a s u r e  h o w  m uch  t h e  g o v e r n m e n t  s p e n d s  t o  c o l l e c t  r e v e n u e .  B u t  

a d m i n i s t r a t i v e  c o s t s  may b e  o n l y  a  f r a c t i o n  o f  c o m p l i a n c e  c o s t s  

( a c c o u n t a n t s  h i r e d  t o  f i l l  o u t  t a x  f o r m s )  o r  a v o i d a n c e  c o s t s  ( f a s c  b o a c s  

a n d  c i r c u i t o u s  r o u t e s  t o  s m u g g l e  g o o d s  i n t o  t h e  c o u n t r y ) . T h e s e  L a t t e r



t w o  c o s t s  s t i l l  r e p r e s e n t  " l e a k a g e s " ;  t h e  u s e  o f  o t h e r w i s e  p r o d u c t i v e  

r e s o u r c e s  i n  u n p r o d u c t i v e ,  t a x  a v o i d a n c e  o r  c o m p l i a n c e  a c t i v i t i e s .

C o s t s  m ay a l s o  b e  e x p e n d e d  o n  b r i b e r y  a n d  o t h e r  f o r m s  o f  d i r e c t  

i n c o m e  t r a n s f e r  t o  a v o i d  p a y i n g  t a x e s .  W h i l e  s u c h  a c t i v i t i e s  d o  n o t  

p l a c e  a  d r a i n  o n  r e s o u r c e s  p e r  s e ,  t h e y  d o  l e a d  t o  a  m o s t  u n d e s i r a b l e  

d i s t r i b u t i o n  o f  i n c o m e  a w a y  f r o m  t h e  p u b l i c  t r e a s u r y  a n d  t o w a r d s  t h e  

m o r e  c o r r u p t  o f f i c i a l s ,  a n d  t o w a r d s  a  g e n e r a l  b r e a k d o w n  o f  p r o f e s s i o n a l  

s t a n d a r d s  i n  t a x  a d m i n i s t r a t i o n .  I t  i s  i m p o r t a n t  t o  n o t e  t h a t  w h i l e  

c o r r u p t i o n  h a r m s  t h e  e c o n o m y ,  i t  d o e s  s o  i n  a  w ay  w h i c h  i s  d i f f e r e n t  

f r o m  t h e  s o c i a l  c o s t s  d i s c u s s e d  a b o v e .

T h e  f i n a l  c o s t  o f  t a x a t i o n  r e l a t e s  p r i m a r l y  t o  t h e  t u r m o i l  w h i c h  

s u r r o u n d s  a n y  c h a n g e  i n  t h e  t a x  c o d e .  C o m p a n i e s  w h i c h  a r e  u n s u r e  a b o u t  

f u t u r e  t a x  p r o v i s i o n s  m ay a s s u m e  t h e  w o r s t  a n d  c a n c e l  i n v e s t m e n t  p l a n s ,  

d e s p i t e  t h e  b e s t  i n t e n t i o n s  o f  t h e  h o s t  c o m p a n y .  T h e s e  a r e ,  o n c e  a g a i n ,  

c o s t s  b o r n e  b y  t a x p a y e r s  w h i c h  y i e l d  n o  e x t r a  r e v e n u e  f o r  t h e  

g o v e r n m e n t .

O ne  g o a l  o f  t h i s  p a p e r  i s  t o  p r o v i d e  a  p a r t i a l  r e v i e w  o f  t h e  

d e a d w e i g h t  o r  s o c i a l  c o s t s  o f  t a x a t i o n .  T h e  r e v i e w  i s  v e r y  s e l e c t i v e ,  

a n d  p i c k s  o u t  r e a d i l y  a p p a r e n t  e x a m p l e s  o f  d e a d w e i g h t  c o s t s .  T h a t  i s ,  

i t  f o c u s e s  o n  o b v i o u s  e x a m p l e s  o r  v i g n e t t e s  t o  i l l u s t r a t e  a n d  e n l i v e n  

t h e  u s u a l  a b s t r a c t  m e a s u r e s  o f  e f f i c i e n c y  c o s t .  A n o t h e r  g o a l  i s  t o  

d e t e r m i n e  w h e t h e r  t h e s e  " d e a d w e i g h t "  c o s t s  o f  t a x a t i o n  h a v e  a n  u l t i m a t e  

e f f e c t  o n  n a t i o n a l  o u t p u t .  I n  p a r t i c u l a r ,  r e c e n t  p a p e r s  ( M a r s d e n ,  1 9 8 3 ;  

L a n d a u ,  1 9 8 6 ;  S k i n n e r ,  1 9 8 8 ;  E n g e n  a n d  S k i n n e r ,  1 9 8 8 ;  K o e s t e r  a n d  

K o r m e n d i ,  1 9 8 8 )  h a v e  s t r e s s e d  t h e  n e g a t i v e  i m p a c t  o f  t a x a t i o n  o n  o u t p u t  

g r o w t h  r a t e s .  A sam p L e  o f  1 1 1  c o u n t r i e s  i s  u s e d  t o  e x a m i n e  w h e t h e r



t h e r e  a r e  r e a d i l y  a p p a r e n t  r e l a t i o n s h i p s  b e t w e e n  f i s c a l  p o l i c y  a n d  

o u t p u t  g r o w t h  r a t e s .

P e r h a p s  o n e  r e a s o n  w h y  e f f i c i e n c y  o r  " d e a d w e i g h t "  c o s t s  r e c e i v e  

l i t t l e  w e i g h t  i n  p o l i c y  d i s c u s s i o n s  i s  b e c a u s e  t h e  n o t i o n  o f  e f f i c i e n c y  

c o s t  i s  s o  a b s t r a c t  a n d  d i f f i c u l t  t o  q u a n t i f y .  T h e  n e x t  s e c t i o n  

t h e r e f o r e  d r a w s  o n  a  s i m p l e  e x a m p l e  o f  c o m m o d i t y  t a x a t i o n  t o  i l l u s t r a t e  

w h a t  t h e  e f f i c i e n c y  c o s t  i s ,  a n d  t o  d i s t i n g u i s h  i t  f r o m  s m u g g l i n g  c o s t s .  

S e c t i o n  I I I  p r o v i d e s  a  s e l e c t i v e  r e v i e w  o f  e f f i c i e n c y  c o s t ,  a n d  i n  

p a r t i c u l a r  d r a w s  o n  h i s t o r i c a l  e x a m p l e s  f o r  i l l u s t r a t i v e  p u r p o s e s .  

S e c t i o n  I V  p r e s e n t s  e v i d e n c e  o n  t h e  c o r r e l a t i o n  b e t w e e n  t a x a t i o n  a n d  

o u t p u t  g r o w t h  r a t e s ,  w h i l e  S e c t i o n  V  c o n c l u d e s .

I I .  Whv T a x e s  C a u s e  E f f i c i e n c y  L o s s e s

B e c a u s e  e c o n o m i s t s  h a v e  f o c u s e d  o n  e f f i c i e n c y  a s  t h e  g u i d i n g  

p r i n c i p l e  f o r  t a x  d e s i g n ,  i t  i s  u s e f u l  f i r s t  t o  p r o v i d e  a  s i m p l e  

d e s c r i p t i o n  o f  t h e  e f f i c i e n c y  c o s t  o f  t a x a t i o n .  I  f o c u s  o n  o n e  e x a m p l e ,  

t h a t  o f  a  c o m m o d i t y  t a x  o n  b i c y c l e s ,  b u t  t h e  p r i n c i p l e s  o f  e f f i c i e n c y  

c o s t  e x t e n d  q u i t e  g e n e r a l l y  t o  o t h e r  t y p e s  o f  t a x e s  a s  w e l l .

C o n s i d e r  t h e  c a s e  o f  t h e  t a r i f f  o n  b i c y c l e s  i n  a  h y p o t h e t i c a l

d e v e l o p i n g  c o u n t r y .  A s s u m e  t h a t  t h e  b e f o r e - t a x  p r i c e  o f  b i c y l e s ,  w h i c h  

m u s t  b e  i m p o r t e d ,  i s  $ 8 0 .  T h e  i m p o r t  t a r i f f  i n  a t  l e a s t  o n e  d e v e l o p i n g  

c o u n t r y  i s  7 0  p e r c e n t ,  b r i n g i n g  t h e  t o t a l  p r i c e  t o  $ 1 3 6 .

I  w i l l  a s s u m e  t h a t  f a r m e r  i s  w i l l i n g  t o  p a y  $ 8 0  f o r  t h e  b i c y c l e ,  

b u t  i s  u n w i l l i n g  t o  p a y  t h e  f u l l  $ 1 3 6  p r i c e .  I n  f a c t ,  t h i s  f a r m e r  w i l l  

p a y  u p  t o  $ 1 0 0 ,  b u t  b l a n c h  a t  a n y  p r i c e  h i g h e r .

W h at  i s  t h e  e f f i c i e n c y  c o s t  o f  t h i s  t a x ?  I t  i s  q u i t e  e a s i l y

4
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c a l c u l a t e d .  W i t h o u t  t h e  t a x ,  t h e  f a r m e r  w o u l d  b u y  t h e  b i c y c l e  f o r  $8 0 . 

S i n c e  h e  w o u l d  h a v e  p a i d  $ 1 0 0  f o r  t h e  sa m e  b i c y l e ,  h e  e n j o y s  a  " c o n s u m e r  

s u r p l u s "  o f  $ 2 0 ;  t h e  e x c e s s  o f  w h a t  t h e  b i c y c l e  i s  w o r t h  t o  h i m  ( i . e . , 

w h a t  h e  w o u l d  h a v e  p a i d )  o v e r  t h e  p r i c e  a c t u a l l y  p a i d .

W h en  g o v e r n m e n t  i m p o s e s  t h e  7 0  p e r c e n t  t a x ,  t h e  f a r m e r  n o  l o n g e r  

p u r c h a s e s  t h e  b i c y c l e ,  a n d  n o  l o n g e r  e n j o y s  t h e  " c o n s u m e r  s u r p l u s ' *  o f  

$ 2 0 .  T h e  g o v e r n m e n t  c o l l e c t s  n o  a d d i t i o n a l  r e v e n u e  ( a t  l e a s t  f r o m  t h i s  

p o t e n t i a l  t a x p a y e r ) ;  s i n c e  t h e  b i c y c l e  i s  n o t  p u r c h a s e d ,  n o  t a x e s  a r e  

p a i d .  T h e  f a r m e r  l o s e s  $ 2 0  a n d  t h e  g o v e r n m e n t  g a i n s  n o t h i n g .

T h i s  s t o r y  w h i c h  a p p l i e s  t o  o n l y  o n e  i n d i v i d u a l  c a n  b e  g e n e r a l i z e d  

t o  t h e  c o u n t r y w i d e  m a r k e t  f o r  b i c y c l e s .  Som e w i l l  b e  w i l l i n g  t o  s p e n d  

m o r e  t h a n  $ 1 0 0  ( o r  e v e n  m o r e  t h a n  $ 1 3 6 ) ,  w h i l e  o t h e r s  a r e  w i l l i n g  t o  

s p e n d  l e s s .  We c a n  a r r a y  e a c h  i n d i v i d u a l  l o o k i n g  f o r  a  b i c y c l e  d u r i n g  

t h e  y e a r  a s  i n  F i g u r e  1 ,  w i t h  t h e  v e r t i c a l  h e i g h t  b e i n g  t h e  m axim um  e a c h  

f a r m e r  i s  w i l l i n g  t o  p a y  ( i . e . ,  t h e  d e m a n d  c u r v e ) .  T h e  n u m b e r s  a r e  

b a s e d  l o o s e l y  o n  t r a d e  d a t a  f r o m  o n e  A f r i c a n  c o u n t r y .

A s s u m e  7 0 0 0  b i c y c l e s  w i l l  b e  s o l d  w i t h o u t  a n y  t a x .  I f  t h e r e  i s  a 

t a x  o f  7 0  p e r c e n t ,  t h e n  o n l y  t h o s e  who v a l u e  t h e  b i c y c l e  a b o v e  $ 1 3 6  w i l l  

b u y  i t ;  a s s u m e  t h i s  i s  a  t o t a l  o f  4 0 0 0  t h o u s a n d .  T h e  e f f i c i e n c y  c o s t  o f  

t h e  t a x  c a n  b e  c a l c u l a t e d  i n  t h e  f o l l o w i n g  w a y .

A s s u m i n g  t h a t  e a c h  p e r s o n  o n l y  b u y s  o n e  b i c y c l e ,  t h e r e  a r e  3 

t h o u s a n d  i n d i v i d u a l s  w ho  h a v e  b e e n  d i s c o u r a g e d  f r o m  b u y i n g  a  b i c y c l e  

b e c a u s e  o f  t h e  t a x .  T h e  i n d i v i d u a l  r i g h t  a t  t h e  m a r g i n  o f  b u y i n g  a  

b i c y c l e  w i t h  t h e  t a x  m i g h t  h a v e  v a l u e d  t h e  b i c y c l e  a t  $ 1 3 5 . 9 8 .  H e n c e  

h i s  c o n s u m e r  l o s s  i s  $ 1 3 5 . 9 8  — 8 0  -  $ 5 5 . 9 8 ,  o r  t h e  c o n s u m e r  s u r p l u s  h e  

w o u l d  h a v e  e n f o v e d . h a d  t h e r e  b e e n  no  t a x .  T h e  n e x t  i n d i v i d u a l  m i g h t



v a l u e  t h e  b i c y c l e  a t  $ 1 3 5 . 9 6 ,  s o  t h a t  h i s  c o n s u m e r  s u r p l u s  w o u l d  h a v e  

b e e n  $ 5 5 . 9 6 .  We m ay p e r f o r m  t h i s  c a l c u l a t i o n  f o r  a l l  t h e  3 , 0 0 0  

i n d i v i d u a l s  w h o  w o u l d  h a v e  b o u g h t  t h e  b i c y c l e .  T h e  sum o f  a l l  t h e  

l o s s e s  i s  t h e  a r e a  o f  t h e  t r i a n g l e  d e n o t e d  b y  BAD i n  F i g u r e  1 .  T h e  a r e a  

o f  t h i s  t r i a n g l e  i s  m e a s u r e d  b y  o n e - h a l f  t h e  a m o u n t  o f  t h e  t a x  ( $ 5 6 )  

t i m e s  t h e  c h a n g e  i n  q u a n t i t y  d e m a n d e d  f o r  t h e  p r o d u c t  ( 3 , 0 0 0 ) ,  o r  

$ 8 4 , 0 0 0 .

T h e  e f f i c i e n c y  c o s t  o f  $ 8 4 , 0 0 0  i s  a  c l e a r  l o s s  t o  s o c i e t y .  T h e  

m a g n i t u d e  o f  t h i s  l o s s  i s  m o r e  t h a n  o n e —t h i r d  o f  t h e  r e v e n u e  ( w h i c h  i s  

$ 5 6 x 4 0 0 0  -  $ 2 2 4 , 0 0 0 ) .  W h a t  t h i s  m e a n s  i s  t h a t  o n  a v e r a g e ,  e v e r y  $ 1 . 0 0  

i n  r e v e n u e  c o l l e c t e d  b y  t h e  g o v e r n m e n t  c a u s e s  a  l o s s  t o  c o n s u m e r s  o f  

$ 1 . 3 3 ;  $ 1 . 0 0  i n  t h e  r e v e n u e  a c t u a l l y  p a i d  p l u s  $ 0 . 3 3  i n  f o r e g o n e  

" c o n s u m e r  s u r p l u s "  f r o m  t h e  e n j o y m e n t  o f  a  c o m m o d i t y  w h i c h  w o u l d  h a v e  

b e e n  p u r c h a s e d  h a d  t h e r e  b e e n  n o  t a x .

T h e  c a l c u l a t i o n  r e p o r t e d  a b o v e  d e t e r m i n e d  t h e  a v e r a g e  e f f i c i e n c y  

c o s t  o f  t h e  t a x  a s  a  f r a c t i o n  o f  t h e  r e v e n u e .  A d i f f e r e n t  m e a s u r e  w o u l d  

b e  t h e  m a r g i n a l  e f f i c i e n c y  c o s t ;  w h a t  i s  t h e  c h a n g e  i n  t h e  e f f i c i e n c y  

c o s t  i f  g o v e r n m e n t  r e v e n u e  i s  i n c r e a s e d  b y  a  c e r t a i n  d o l l a r  a m o u n t .  F o r  

e x a m p l e ,  i f  t h e  b i c y c l e  t a x  w e r e  r a i s e d  f r o m  70 p e r c e n t  t o  8 0  p e r c e n t ,  

t h e  p r i c e  w o u l d  i n c r e a s e  t o  $ 1 4 4 .  I f ,  i n  t u r n ,  q u a n t i t y  d e m a n d e d  f e l l  

t o  3 , 5 7 0 ,  t h e n  t h e  c h a n g e  i n  r e v e n u e  w o u l d  b e  $ 4 , 4 8 0  ( $ 2 2 8 , 4 8 0  — 

$ 2 2 4 , 0 0 0 ) ,  b u t  t h e  e f f i c i e n c y  c o s t  w o u l d  i n c r e a s e  b y  $ 2 5 , 7 6 0  ( $ 1 0 9 , 7 6 0  -  

$ 3 4 , 0 0 0 ) .  I n  t h i s  c a s e ,  t h e  e f f i c i e n c y  c o s t  i n c r e a s e  i s  m o r e  t h a n  5. 

t i m e s  t h e  t a x  r e v e n u e  i n c r e a s e .  F o r  t h e  t a x  i n c r e a s e  t o  b e  j u s t i f i e d  o n  

e f f i c i e n c y  g r o u n d s ,  e a c h  d o l l a r  s p e n t  m u s t  r e t u r n  m o r e  t h a n  $ 6  i n  

s o c i a l  b e n e f i t s .



F i n a l l y ,  i f  t h e r e  w e r e  s m u g g l i n g  o f  b i c y c l e s ,  t h e  g o v e r n m e n t  w o u l d  

f i n d  t h a t  n o t  o n l y  w o u l d  l o w e r  t a r i f f s  i n c r e a s e  b i c y c l e  p u r c h a s e s ,  b u t  

i t  a l s o  m i g h t  r e d u c e  t h e  a m o u n t  o f  s m ù g g l i n g .  S h i f t i n g  t h e  i m p o r t a t i o n  

o f  b i c y c l e s  f r o m  i l l e g a l  t o  l e g a l  c h a n n e l s  m ay h a v e  l i t t l e  e f f e c t  o n  t h e  

d o m e s t i c  u s e  o f  b i c y c l e s ,  b u t  i t  w i l l  h a v e  a  p o s i t i v e  i m p a c t  o n  t h e  

g o v e r n m e n t ' s  r e v e n u e .  F o r  e x a m p l e ,  w h e n  B a n g l a d e s h  d e c r e a s e d  i t s  t a x  o n  

f a b r i c s  f r o m  2 0 0  t o  1 0 0  p e r c e n t ,  l e g a l l y  i m p o r t e d  f a b r i c s  m o r e  t h a n  

d o u b l e d ,  s o  t h a t  r e v e n u e  a c t u a l l y  i n c r e a s e d .  I t  i s  u n l i k e l y ,  h o w e v e r ,  

t h a t  d o m e s t i c  c o n s u m p t i o n  m o r e  t h a n  d o u b l e d ;  w h a t  i s  m o r e  l i k e l y  i s  t h a t  

s m u g g l e d  f a b r i c s  b e c a m e  l e g a l l y  i m p o r t e d  f a b r i c ,  w h i c h  s h i f t s  i n c o m e  

f r o m  s m u g g l e r s  t o  t h e  g o v e r n m e n t .

E f f i c i e n c y  c o s t s  a r e  p r e s e n t  w h e n  p r o d u c e r s  a r e  t a x e d .  T h e  m o s t  

o b v i o u s  e x a m p l e s  o f  t h e  d e a d w e i g h t  o r  e f f i c i e n c y  c o s t  o f  a  p r o d u c e r  t a x  

c o m e s  f r o m  c o u n t r i e s  s u c h  a s  T a n z a n i a  a n d  G h a n a ,  w h e r e  h e a v y  e x p o r t  

t a x a t i o n  ( e i t h e r  i m p l i c i t  o r  e x p l i c i t )  h a v e  s q u e e z e d  a g r i c u l t u r a l  

p r o d u c t i o n ,  l e a d i n g  t o  a  s h a r p  f a l l  i n  o u t p u t ,  f o r e i g n  e x c h a n g e  

e a r n i n g s ,  a n d  t a x  r e v e n u e  ( s e e  t h e  W o r l d  D e v e l o p m e n t  R e p o r t . 1 9 8 6 ) .

O n c e  a g a i n ,  p r o d u c e r s  l o s e  b e c a u s e  t h e y  a r e  p r o d u c i n g  l e s s  u n d e r  t h e  

t a x ,  b u t  t h e  g o v e r n m e n t  g a i n s  n o  e x t r a  r e v e n u e  f r o m  t h e  r e d u c e d  

p r o d u c t i o n  a c t i v i t y .  When e x p o r t  t a x e s  a f f e c t  s u c h  a n  i m p o r t a n t  

c o m p o n e n t  o f  t h e  e c o n o m y  ( e s p e c i a l l y  o n c e  t h e  l i n k a g e s  w i t h  t h e  r e s t  o f  

t h e  e c o n o m y  a r e  a c c o u n t e d  f o r ) , i t  s e e m s  c l e a r  t h a t  t h e  t a x a t i o n  o f  

a g r i c u l t u r a l  o u t p u t  c a u s e d  a  s u b s t a n t i a l  d e c l i n e  i n  n a t i o n a l  o u t p u t .

O ne p o i n t  s h o u l d  b e  made h e r e .  I n  many s o c i a l i s t i c  c o u n t r i e s ,  

t h e r e  i s  l i t t l e  o r  n o  w e i g h t  p l a c e d  o n  " c o n s u m e r  s u r p l u s " ;  t a x e s  w h i c h  

d i s c o u r a g e  t h e  u s e  o f ,  e . g . ,  l u x u r y  o r  d e c a d e n t  c a p i t a l i s t i c  g o o d s  a r e



t h o u g h t  t o  b e  s o c i a l l y  b e n e f i c i a l .  S u c h  t a x e s  p r e v e n t  c i t i z e n s  f r o m  

p l a c i n g  p r i v a t e  o v e r  s o c i a l  r e s p o n s i b i l t i e s . H o w e v e r ,  e v e n  s o c i a l i s t i c  

c o u n t r i e s  s h o u l d  a v o i d  d i s t o r t i o n a r y  p r o d u c e r  t a x e s ,  s i n c e  m o r e  ( o f  t h e  

s o c i a l l y  c o r r e c t  c o m m o d i t i e s )  i s  s t i l l  p r e f e r r e d  t o  l e s s . 2

T h e s e  s i m p l e  e x a m p l e s  h a v e  p r o v i d e d  i l l u s t r a t i o n s  o f  t h e  e f f i c i e n c y  

c o s t  o f  t a x a t i o n .  I t  i s  a  f u r t h e r  q u e s t i o n  h o w  e f f i c i e n c y  c o s t  c a n  b e  

m e a s u r e d ,  a n d  w h e t h e r  t h e r e  i s  c o n v i n c i n g  e v i d e n c e  t h a t  e f f i c i e n c y  c o s t s  

a r e  l a r g e  a n d  i m p o r t a n t .  I t  i s  t o  t h i s  i s s u e  t h a t  w e t u r n  n e x t .  F i r s t ,  

s e l e c t i v e  e v i d e n c e  f o r  a  v a r i e t y  o f  t a x  i n s t r u m e n t s  i s  p r e s e n t e d ,  f r o m  

b o t h  d e v e l o p e d  a n d  d e v e l o p i n g  c o u n t r i e s .  A s  n o t e d  a b o v e ,  t h i s  e v i d e n c e  

i s  c h o s e n  f o r  i t s  i l l u s t r a t i v e  o r  p e d a g o g i c a l  v a l u e ;  n o  a t t e m p t  i s  m ade  

t o  m ake  a n  e x h a u s t i v e  s u r v e y  o f  t a x a t i o n  a n d  i n c e n t i v e s .

I I I .  T a x a t i o n  a n d  E c o n o m i c  B e h a v i o r

T h e  f o l l o w i n g  s e c t i o n  r e v i e w s  t h e  e v i d e n c e  a b o u t  h o w  t a x a t i o n  

a f f e c t s  e c o n o m i c  i n c e n t i v e s .  B e c a u s e  d i f f e r e n t  t a x  i n s t r u m e n t s  w i l l  

h a v e  d i f f e r e n t  e f f e c t s  o n  b e h a v i o r ,  e a c h  t a x  i s  d i s c u s s e d  s e p a r a t e l y .

T r a d e  T a x a t i o n

I m p o r t  a n d  e x p o r t  t a x e s  h a v e  b e e n  t h e  p r i n c i p l e  m e t h o d  o f  

c o l l e c t i n g  t a x e s  f o r  c o u n t r i e s  i n  e a r l y  s t a g e s  o f  d e v e l o p m e n t .  T h e  e a s e  

o f  a d m i n i s t r a t i n g  a  t a x  c o l l e c t e d  a t  o n l y  a  f e w  e n t r y  a n d  e x i t  p o r t s  

e x p l a i n s  t r a d e  t a x e s '  p o p u l a r i t y .  Y e t  e a r l y  o n ,  g o v e r n m e n t s  r e c o g n i z e d  

t h e  c o s t s  o f  e x c e s s  c u s t o m s  d u t i e s .  F o r  e x a m p l e ,  a n  u n n a m e d

2I am neglecting here the issue of the incidence of the tax. 
Producers of decadent capitalist goods may be taxed in lieu of 
taxing consumers directly; the same outcome —  a reduction in 
output of Che commodity —  will occur.





c o m m i s s i o n e r  i n  t h e  1 8 t h  c e n t u r y  E n g l i s h  c u s t o m s  s h a r e d  t h i s  a d v i c e ;

I  w i l l  t e l l  y o u  a  s e c r e t ,  w h i c h  I  l e a r n e d  m a n y  y e a r s  a g o  f r o m  t h e  
c o m m i s s i o n e r s  o f  t h e  c u s t o m s  i n  L o n d o n :  t h e y  s a i d  w h e n  a n y  
c o m m o d i t y  a p p e a r e d  t o  b e  t a x e d  a b o v e  a  m o d e r a t e  r a t e ,  t h e  
c o n s e q u e n c e  w a s  t o  l e s s e n  t h a t  b r a n c h  o f  t h e  r e v e n u e  b y  o n e h a l f ;  
a n d  o n e  o f  t h e s e  g e n t l e m e n t  p l e a s a n t l y  t o l d  me t h a t  t h e  m i s t a k e  o f  
p a r l i a m e n t s  o n  s u c h  o c c a s i o n s  w a s  o w i n g  t o  a n  e r r o r  o f  c o m p u t i n g  
t w o  a n d  t w o  m ake  f o u r ;  w h e r e a s  i n  t h e  b u s i n e s s  o f  l a y i n g  
i m p o s i t i o n s ,  tw o  a n d  tw o  n e v e r  m ade m o r e  t h a n  o n e . . . . [ S m i t h ,  1 9 7 6 :  
( Ü )  4 1 1 ]

W h a t  i s  l u r k i n g  i n  t h e  c o m m i s s i o n e r s '  m i n d  i s  a n  e a r l y  p r e c u r s o r  o f  

t h e  " L a f f e r "  e f f e c t ;  t h a t  r e v e n u e  m ay e v e n  f a l l  i f  t a r i f f s  a r e  r a i s e d .

I t  i s  o n l y  i n  t h e  e x t r e m e  c a s e  t h a t  r e v e n u e  w i l l  d e c l i n e  w h e n  t a r i f f s  

i n c r e a s e ,  b u t  t h e  p r i n c i p l e  —  t h a t  t a x e s  c a n  h a v e  a  s t r o n g  i m p a c t  o n  

t h e  q u a n t i t y  o f  l e g a l  i m p o r t s  —  i s  e m p h a s i z e d  h e r e .  T h e r e  a r e  tw o  

r e a s o n s  w h y  r e v e n u e  m ay s u f f e r  i n  r e s p o n s e  t o  a  t a x  i n c r e a s e .  T h e  f i r s t  

i s  t h a t  t h e  t a x  d i s c o u r a g e s  i m p o r t s ,  l e a d i n g  t o  a  d e c l i n e  i n  c o n s u m p t i o n  

o f  t h e  g o o d .  T h e  s e c o n d  c o s t  i s  t h e  e r o s i o n  o f  t a x  r e v e n u e  t h r o u g h  

s m u g g l i n g .  T h i s  i s  a  d i f f e r e n t  t y p e  o f  c o s t ;  t h e  s m u g g l e d  g o o d  i s  s t i l l  

c o n s u m e d ,  b u t  a t  h i g h e r  r e s o u r c e  c o s t s  f o r  e x t r a - l e g a l  t r a n s p o r t a t i o n  

( a n d  a s s o c i a t e d  a n t i - s m u g g l i n g  r e s o u r c e  c o s t s ) .

A d d i t i o n a l  e v i d e n c e  i n  f a v o r  o f  t h e  s t r o n g  p r i c e  s e n s i t i v i t y  o f  

i m p o r t s  c o m e s  f r o m  t h e  r e d u c t i o n  i n  B r i t i s h  t a r i f f s  o n  t e a  a f t e r  1 7 4 5  

r e p o r t e d  b y  M c C u l l o c h  ( 1 8 4 5 ) ,  a n d  d e p i c t e d  i n  F i g u r e  2 .  T h e  e f f e c t i v e  

a v e r a g e  i m p o r t  d u t y ,  a n d  t o t a l  i m p o r t s ,  a r e  r e p o r t e d  f o r  e a c h  y e a r  

b e t w e e n  1 7 4 1  a n d  1 7 5 0 .  I n  1 7 4 5 ,  t h e  t e a  t a r i f f  w a s  r e d u c e d  b y  m o r e  t h a n  

50 p e r c e n t ,  w i t h  a  p r o n o u n c e d  e f f e c t  o n  i m p o r t a t i o n  o f  t e a . 3 I t  s e e m s

^One s h o u l d  a l w a y s  b e  w a r y  o f  u s i n g  e v e n t  s t u d i e s  t o  m ake 
i n f e r e n c e s  a b o u t  w h e t h e r  A a f f e c t s  B, s i n c e  o c h e r  f a c t o r s  w h i c h  
c h a n g e d  a t  Che sam e t i m e  may h a v e  a f f e c t e d  B a s  w e l l .  H o w e v e r .



Year

S o u r c e :  M c C u l l o c h  ( 1 9 8 4 ) ,  p a g e  3 3 2 .  T e a  i s  m e a s u r e d  

i n  t h o u s a n d s  o f  p o u n d s



c l e a r  i n  t h i s  c a s e  t h a t  m u ch  o f  t h e  i n c r e a s e d  i m p o r t a t i o n  o f  t e a  w a s  d u e  

t o  a  r e d u c t i o n  i n  s m u g g l i n g ,  a l t h o u g h  c o n s u m p t i o n  o f  t e a  i s  l i k e l y  t o  

h a v e  i n c r e a s e d  a s  w e l l .  N e v e r t h e l e s s ,  t h e  i n c o m e  t r a n s f e r  f r o m  

s m u g g l e r s  w h o  p r e v i o u s l y  c o u l d  p o c k e t  t h e  s m u g g l i n g  p r e m i u m ,  t o  

c o n s u m e r s  p a y i n g  l o w e r  p r i c e s ,  i s  a  l a u d a b l e  s o c i a l  g o a l  i n  i t s e l f .

N o t  a l l  g o o d s  w i l l  r e s p o n d  s o  r e a d i l y  t o  t a x  c u t s . T h e s e  

i l l u s t r a t i o n s  a r e  p r o v i d e d  t o  s h o w  t h e  e x t r e m e  d e g r e e  o f  d i s t o r t i o n s  

t h a t  t a x e s  a r e  c a p a b l e  o f  i m p o s i n g .  I n  m o s t  c a s e s ,  r e d u c i n g  t a x  r a t e s  

w i l l  l e a d  t o  i n c r e a s e d  c o n s u m p t i o n  ( a n d  p r o d u c t i o n )  o f  t h e  g o o d  i n  

q u e s t i o n ,  w h i c h  r e d u c e s  t h e  s o c i a l  e f f i c i e n c y  c o s t ,  b u t  r e v e n u e  w i l l  

g e n e r a l l y  f a l l  i n  r e s p o n s e  t o  t h e  t a x  c u t .  T h e r e  a r e  a  f e w  e x c e p t i o n s ;  

L i n d s e y  ( 1 9 8 7 ) ,  f o r  e x a m p l e ,  s u g g e s t e d  t h a t  t h e  d e c l i n e  i n  t h e  U . S .  

l o n g t e r m s  c a p i t a l  g a i n s  t a x  a c t u a l l y  i n c r e a s e d  t a x  r e v e n u e  d u r i n g  t h e  

e a r l y  1 9 8 0 s .  T h e  e v i d e n c e  i s  s t r o n g  t h a t  s u c h  " L a f f e r "  e f f e c t s  a r e  r a r e  

a n o m a l i e s  ( f o r  a  r e v i e w ,  s e e  F u l l e r t o n ,  1 9 8 2 ) .  T h e  p o i n t  r e m a i n s  t h a t  

e v e n  i f  a  t a x  c u t  d o e s  n o t  i n c r e a s e  r e v e n u e ,  i t  w i l l  i n c r e a s e  

c o n s u m p t i o n  o f  t h e  g o o d  a n d ,  t o  t h e  e x t e n t  t h a t  c o n s u m p t i o n  o f  t h e  

i m p o r t e d  g o o d  i s  d e e m e d  s o c i a l l y  d e s i r a b l e ,  a u g m e n t  n a t i o n a l  w e l f a r e .

M c C u l l o c h  ( 1 8 4 5 )  a l s o  p o i n t e d  o u t  t h e  r i s k s  o f  a s s e s s i n g  h e a v y  

e x p o r t  t a x e s  f o r  c o u n t r i e s  w i t h  m o n o p o l y  p o w e r  i n  t h a t  e x p o r t  g o o d .

T h e  d u t y  o n  c i n n a m o n  e x p o r t e d  f r o m  C e y l o n  may b e  r e f e r r e d  t o  i n  
i l l u s t r a t i o n  o f  t h e  m i s c h i e v o u s  c o n s e q u e n c e s  r e s u l t i n g  f r o m  
c a r r y i n g  d u t i e s  o n  e x p o r t s ,  e v e n  w h e n  t h e  e x p o r t i n g  c o u n t r y  h a s  
g r e a t  f a c i l i t i e s  o f  p r o d u c t i o n  o n  h e r  s i d e ,  t o  a n  u n r e a s o n a b l e  
e x t e n t . . . . T h i s  [ e x p o r t ]  d u t y  w as  s u r e , . . .  t o  p r e v e n t  t h e  t r a d e  
f r o m  e x t e n d i n g ;  b u t  i t  h a s  d o n e  m o r e  t h a n  t h i s :  i t  h a s  l e d  t o  t h e

t h e  d r a m a t i c  c h a n g e  i n  i m p o r t s  o v e r  s u c h  a  s h o r t  p e r i o d  a t  a  t i m e  
w h e n  t h e  t a x  r a t e  h a s  c h a n g e d  p r o v i d e s  s t r o n g  e v i d e n c e  i n  f a v o r  
o f  t h e  i n f e r e n c e  t h a t  t h e  l o w e r e d  t a x  r a t e  i n c r e a s e d  t e a  i m p o r t s .



i n t r o d u c c i ó n  a n d  s u c c e s s f u l  c u l t i v a t i o n  o f  t h e  c i n n a m o n  p l a n t  i n  
J a v a ,  G u i a n a ,  a n d  t h e  W e s t  I n d i e s ;  a n d  i t  h a s  a l s o  l e d  t o  t h e  
g e n e r a l  s u b s t i t u t i o n  o f  c a s s i a  i n  t h e  p l a c e  o f  c i n n a m o n  [ p p .  
1 9 7 - 1 9 8 ]

M o r e  r e c e n t l y ,  t h e  i m p a c t  o f  e x p o r t  t a x e s  o n  a g r i c u l t u r a l  o u t p u t  

h a s  b e e n  t h e  f o c u s  o f  m any W o r l d  B a n k  s t u d i e s ,  s o m e  o f  w h i c h  a r e  

s u m m a r i z e d  i n  t h e  1 9 8 6  W o r l d  D e v e l o p m e n t  R e p o r t . T h e  o f t - c i t e d  

e x p e r i e n c e  o f  G h a n a  w i t h  e x p o r t  t a x e s  o n  c o c o a  ( e i t h e r  e x p l i c i t  o r  

i m p l i c i t ,  t h r o u g h  m a r k e t i n g  b o a r d s  a n d  f i x e d  e x c h a n g e  r a t e s )  i s  a  

p a r t i c u l a r l y  d r a m a t i c  i l l u s t r a t i o n  o f  t h e  i n c e n t i v e  e f f e c t s  o f  t a x a t i o n .  

L i k e  C e y l o n  m an y  y e a r s  a g o ,  t h e  m o n o p o l y  p o s i t i o n  o f  B a n g l a d e s h  i n  j u t e  

h a s  b e e n  e r o d e d  a s  s y n t h e t i c  s u b s t i t u t e s  h a v e  b e e n  d e v e l o p e d .  I n  s h o r t ,  

t h e  g a i n s  f r o m  m o n o p o l y  p r i c i n g  o f  e x p o r t  g o o d s  m ay w e l l  b e  s h o r t l i v e d .

M o r e  r e c e n t  s t u d i e s  o f  t r a d e  t a x a t i o n  h a v e  s t r e s s e d  t h e  c o m p l e x  

e f f e c t s  o f  i m p o r t  a n d  e x p o r t  t a x a t i o n  o n  t h e  e n t i r e  e c o n o m y .  T h e r e  a r e  

a  n u m b e r  o f  s i m u l a t i o n  m o d e l s  w h i c h  i m p l e m e n t  e c o n o m e t r i c a l l y  e s t i m a t e d  

p a r a m e t e r s  i n  g e n e r a l  e q u i l i b r i u m  m o d e l s  o f  p a r t i c u l a r  c o u n t r i e s  

( C l a r e t e  a n d  W h a l l l e y ,  1 9 8 7 ;  a l s o  s e e  S h o v e n  a n d  W h a l l e y ,  1 9 8 5 ) .  T h e  

e x c e s s  b u r d e n  o f  t r a d e  t a x a t i o n  i s  t h e n  a d d r e s s e d  u s i n g  a 

" c o u n t e r f a c t u a l "  —  w h a t  w o u l d  b e  p r o d u c t i o n  a n d  i n c o m e  i f  t h e  e x i s t i n g  

t a r i f f s  w e r e  r e p l a c e d  b y  i n c r e a s i n g  o t h e r  t a x e s  s o  t h a t  g o v e r n m e n t  

r e v e n u e  i s  h e l d  c o n s t a n t ?  A c o m p a r i s o n  o f  r e a l  i n c o m e ,  o r  o f  c o n s u m e r  

u t i l i t y ,  p r o v i d e s  a  m e a s u r e  o f  t h e  e x c e s s  b u r d e n  o f  t h e  t a x .  T h a t  i s ,  

t h e s e  m o d e l s  c a n  c a l c u l a t e  t h e  l o s s  i n  c o n s u m e r  " s u r p l u s "  c a u s e d  b y  

t a r i f f s .  T h e  d i s a d v a n t a g e  w i t h  t h e  s i m l u a t i o n  i s  t h a t  i t  c a n n o t  b e  

t e s t e d ,  a n d  t h e  a c c u r a c y  o f  t h e  p r e d i c t i o n  i s  o n l y  a s  g o o d  a s  t h e  

a s s u m p t i o n s  e m b e d d e d  i n  t h e  m o d e l .



I n  g e n e r a l ,  s u c h  s t u d i e s  o f  p a r t i c u l a r  c o u n t r i e s  h a v e  s h o w n  

s u b s t a n t i a l  l o s s e s  c a u s e d  b y  t r a d e  t a x a t i o n .  A r e c e n t  p a p e r  b y  D a h l  a n d  

M i t r a  ( 1 9 8 6 ) ,  h o w e v e r ,  s u g g e s t s  t h a t  t a r i f f  r e f o r m  i n  I n d i a  w o u l d  h a v e  

o n l y  m i n i m a l  e f f e c t s  o n  n a t i o n a l  w e l f a r e .

P a y r o l l  T a x a t i o n

T h e r e  h a v e  b e e n  m a n y  s t u d i e s  o f  t h e  e f f i c i e n c y  c o s t  c a u s e d  b y  

p a y r o l l  t a x e s  i n  d e v e l o p e d  c o u n t r i e s .  I n  g e n e r a l ,  t h e  e f f i c i e n c y  c o s t s  

w e r e  f o u n d  t o  b e  m i n i m a l ,  o w i n g  t o  l o w  e s t i m a t e d  e l a s t i c i t i e s  o f  l a b o r  

s u p p l y  f o r  m en ( f o r  a  r e v i e w ,  s e e  K i l l i n g s w o r t h ,  1 9 8 3 )  . G e n e r a l l y ,  t h e  

r e s p o n s i v e n e s s  o f  l a b o r  s u p p l y  t o  i t s  ow n  w a g e  i s  h i g h e r  f o r  m a r r i e d  

w o m e n ,  a n d  f o r  o l d e r  a n d  y o u n g e r  w o r k e r s .

A g r a p h i c  e x a m p l e  o f  h o w  p a y r o l l  t a x e s  a f f e c t  h o u r s  o f  w o r k  i s  

p r o v i d e d  b y  d a t a  i n  K o t l i k o f f  ( 1 9 7 8 ) .  F i g u r e  3 d i s p l a y s  t h e  f r e q u e n c y  

d i s t r i b u t i o n  o f  w a g e  e a r n i n g s  f o r  men o v e r  a g e d  65 i n  t h e  US ( n o t  

i n c l u d i n g  t h e  32  p e r c e n t  e a r n i n g  o v e r  $ 4 0 0 0  d o l l a r s ) .  T h e  s p i k e  i n  t h e  

m i d d l e  o f  t h e  d i s t r i b u t i o n  o c c u r s  b e c a u s e  w a g e  e a r n i n g s  o v e r  $ 2 4 0 0  ( i n  

1 9 7 4 )  w e r e  i m p l i c i t l y  t a x e d  a t  a  v e r y  h i g h  r a t e .  F o r  t h o s e  e n r o l l e d  i n  

s o c i a l  s e c u r i t y  ( t h e  v a s t  m a j o r i t y  o f  t h e  p o p u l a t i o n ) ,  b e n e f i t s  w e r e  

r e d u c e d  b y  5 0  c e n t s  f o r  e v e r y  o n e  d o l l a r  i n c r e a s e  i n  w a g e  e a r n i n g s  o v e r  

$ 2 4 0 0 .  T h e  s p i k e  j u s t  u n d e r  $ 2 4 0 0  s u g g e s t s  t h a t  i f  t h e  t a x  h a d  n o t  b e e n  

i n  e x i s t e n c e ,  m o r e  h o u r s  w o u l d  h a v e  b e e n  s u p p l i e d .  O n c e  a g a i n ,  t h i s  

" b u n c h i n g ' '  r e p r e s e n t s  a  n e t  l o s s  t o  s o c i e t y ,  s i n c e  t h e  p o t e n t i a l  w o r k e r s  

l i m i t  t h e i r  h o u r s ,  w h i c h  o n l y  d e p r i v e s  t h e  g o v e r n m e n t  o f  r e v e n u e . 4

P a y r o l l  t a x e s  i n  d e v e l o p e d  c o u n t r i e s  a r e  t h o u g h t  t o  c a u s e

4R e v e n u e s  i n c l u d e  b o t h  p a y r o l l  t a x e s  o n  e x t r a  h o u r s  o f  w o r k ,  a n d  
t h e  p o t e n t i a l  r e d u c t i o n  i n  s o c i a l  s e c u r i t y  b e n e f i t s .



f i g u r e  j : r e r c e n c  u i s c r l o u c i o n  q i  ^ o r t c e r s

A g e d  6 5 - 7 1 :  M a l e s ,  1 9 7 4

o  1 0 0 0  2 0 0 0  3 0 0 0  4 0 0 0

E a rn in g s I n t e r v a l  [B eg in n in g  V alue]

S o u r c e :  K o t l i k o f f  ( 1 9 7 8 ) .  E a r n i n g s  i n t e r v a l s  a r e  

$ 2 0 0 ;  3 2  p e r c e n t  e a r n e d  m o r e  t h a n  $ 4 0 0 0 .  T h e  S o c i a l  

S e c u r i t y  e a r n i n g s  l i m i t  i s  $ 2 4 0 0 .



e f f i c i e n c y  l o s s e s  b e c a u s e  w o r k e r s  v a r y  c h e i r  l a b o r  s u p p l y  i n  r e s p o n s e  t o  

t h e  n e t  w a g e  r a t e .  T h i s  n e o c l a s s i c  v i e w  i s  v i e w e d  b y  F i e l d s  ( 1 9 8 7 )  a s  

i r r e l e v a n t  t o  d e v e l o p i n g  c o u n t r y  t a x  p o l i c y .  T h e  p a y r o l l  t a x  i s  

t y p i c a l l y  a s s e s s e d  o n l y  o n  h i g h  w a g e  w o r k e r s  i n  l a r g e - s c a l e  c o m p a n i e s .  

T h e  c o v e r a g e  o f  t h e  p a y r o l l  t a x  w i l l  t h e r e f o r e  b e  m i n i m a l ,  a n d  m o r e  

c l o s e l y  r e s e m b l e  a  t a x  o n  l a r g e  c o r p o r a t i o n  d o i n g  b u s i n e s s  i n  t h e  

c o u n t r y  ( e s p e c i a l l y  i f  t h e y  m u s t  p a y  a  g i v e n  n e t  w a g e  r a t e  t o  a t t r a c t  

h i g h l y  s k i l l e d  w o r k e r s ) . G i v e n  t h a t  t h e  p a y r o l l  t a x  r a r e l y  a f f e c t s  

f a r m e r s  o r  l o w e r  i n c o m e  w o r k e r s ,  t h e  i n c e n t i v e  e f f e c t s  o f  s u c h  a  t a x  

a r e ,  i n  h i s  o p i n i o n ,  s m a l l .  I f  t h e  p a y r o l l  t a x  i s  s i m p l y  a  t a x  o n  d o i n g  

b u s i n e s s  f o r  l a r g e  s c a l e  c o m p a n i e s ,  a n d  i f  t h e  t a x  i s  p a s s e d  a l o n g  t o  

c o n s u m e r s  ( s e e  B r e n t ,  1 9 8 6 ) ,  t h e n  i t s  d i s t o r t i o n  i n  d e v e l o p i n g  c o u n t r i e s  

i s  t o  a r t i f i c a l l y  r a i s e  p r i c e s  o f  s o m e  g o o d s  m o r e  t h a n  o t h e r s .  I n  f a c t ,  

a c c o r d i n g  t o  t h e  H a r r i s  a n d  T o d a r r o  m o d e l  ( 1 9 7 0 ) ,  a  p o l i c y  w h i c h  r e d u c e s  

n e t  w a g e s  c a n  r e d u c e  u r b a n  u n e m p l o y m e n t  b y  d e c r e a s i n g  t h e  a t t r a c t i v e n e s s  

o f  c o m p e t i n g  f o r  s c a r c e  u r b a n  j o b s .

T a x a t i o n  o f  I n v e s t m e n t  a n d  S a v i n g s

T h e r e  i s  a  s u b s t a n t i a l  a n d  g r o w i n g  l i t e r a t u r e  o n  m e a s u r i n g  t h e  

e f f i c i e n c y  c o s t  o f  i n v e s t m e n t  a n d  s a v i n g s  t a x a t i o n  i n  d e v e l o p e d  

c o u n t r i e s .  T h e  e f f i c i e n c y  c o s t  t a k e s  tw o  f o r m s .  F i r s t ,  i f  t h e  r a t e  o f  

r e t u r n  o n  s a v i n g s  i s  r e d u c e d ,  s a v e r s  f a c e  l o w e r  i n t e r e s t  r a c e s .  H o l d i n g  

o v e r a l l  t a x  r e v e n u e  c o n s t a n t  ( s o  t h a t  t h e  c h a n g e  i s  " c o m p e n s a t e d " ;  

r o u g h l y  s p e a k i n g ,  t h e  t a x p a y e r ' s  l i f e t i m e  d i s p o s a b l e  i n c o m e  i s  h e l d  

c o n s t a n t ) ,  c o n s u m e r s  w i l l  c o n s u m e  C oo  m uch a n d  i n v e s t  t o o  l i t t l e  t o d a y ,  

a t  t h e  e x p e n s e  o f  f u t u r e  c o n s u m p t i o n .

T h e  s e c o n d  p r o b l e m  a s s o c i a t e d  w i t h  t h i s  t a x  i s  t h a t  i t  a t t e n u a t e s



Che c a p i t a l  s t o c k .  O v e r  t i m e ,  a s  l e s s  i n v e s t m e n t  t a k e s  p l a c e ,  t h e  

g r o w t h  i n  t h e  c a p i t a l  s t o c k  w i l l  f a l l ,  w h i c h  ( i n  a  n e o c l a s s i c a l  m o d e l )  

w i l l  l e a d  t o  a  l o w e r  o v e r a l l  s t a n d a r d  o f  l i v i n g ;  n a t i o n a l  i n c o m e  a n d  

w a g e s  w i l l  b o t h  d e c l i n e .  M any s t u d i e s  o f  s a v i n g s  a n d  i n v e s t m e n t  

t a x a t i o n  h a v e  f o c u s e d  o n  t h e  i m p a c t  o f  t a x a t i o n  o n  t h e  d y n a m i c  p a t h  o f  

c a p i t a l  g r o w t h .

T h e  e x c e s s  b u r d e n  o f  a  t a x  e i t h e r  o n  s a v i n g s  o r  o n  t a x a t i o n  w i l l  

d e p e n d  o n  h o w  s e n s i t i v e  t h e s e  f a c t o r s  a r e  t o  t a x a t i o n .  A t  p r e s e n t ,  

t h e r e  i s  n o  c o n s i s t e n t  e v i d e n c e  t h a t  n e t - o f - t a x  i n t e r e s t  r a t e s  h a v e  a 

s t r o n g  e f f e c t  o n  s a v i n g s  r a t e s .  I n  t h e  U n i t e d  S t a t e s ,  D e n s i s o n ' s  Law —  

t h a t  g r o s s  p r i v a t e  s a v i n g s  w a s  a  c o n s t a n t  f r a c t i o n  o f  GNP —  w a s  o n c e  

i n v o k e d  a s  e v i d e n c e  t h a t  t a x e s  a n d  i n t e r e s t  r a t e s  h a d  n o  e f f e c t  o n  

s a v i n g s  r a t e s .  H o w e v e r ,  a s  B o s k i n  ( 1 9 7 8 )  s u g g e s t e d ,  t h e  r e l e v a n t  

m e a s u r e  o f  s a v i n g s  f o r  t a x  p o l i c y  p u r p o s e s  w a s  n e t  s a v i n g s  a s  a  f r a c t i o n  

o f  d i s p o s a b l e  i n c o m e .  T h e  r e s u l t s  o f  e c o n o m e t r i c  s t u d i e s  t e s t i n g  

w h e t h e r  t a x a t i o n ,  o r  t h e  n e t  i n t e r e s t  r a t e ,  a f f e c t  s a v i n g s ,  a r e  m i x e d  

( e . g . ,  B o s k i n ,  1 9 7 8 ;  H o w r e y  a n d  H ym a n s ,  1 9 7 8 ) .  E a r l i e r  s t u d i e s  o f  

s a v i n g s  r a t e s  i n  d e v e l o p i n g  c o u n t r i e s  h a v e  s i m i l a r l y  f o u n d  m i x e d  r e s u l t s  

( M i k e s e l l  a n d  Z i n s e r ,  1 9 7 3 ) .

T h e  i n t r o d u c t i o n  o f  IR A s  i n  t h e  U . S .  h a s  p r o v i d e d  a  r e c e n t  n a t u r a l  

e x p e r i m e n t  t o  t e s t  t h e  e f f e c t  o f  s a v i n g s  i n c e n t i v e s .  T h e  s u c c e s s  o f  

IR A s  h a s  b e e n  u n d e n i a b l e ;  f r o m  $5  b i l l i o n  i n  1 9 8 1 ,  IRA c o n t r i b u t i o n s  

h a v e  g r o w n  t o  a n  e s t i m a t e d  $ 4 5  b i l l i o n  i n  1 9 8 6  ( t h e  l a s t  y e a r  i n  w h i c h  

t h e i r  g e n e r o u s  t a x  a d v a n t a g e s  a r e  u n i f o r m l y  a v a i l a b l e ) .  I n  i t s e l f ,  t h i s  

i s  n o t  a  t e s t  o f  s a v i n g s  i n c e n t i v e s ,  s i n c e  t h e  s u d d e n  i n c r e a s e  i n  IR A s 

c o u l d  r e p r e s e n t  a s h i f t  o u t  o f  o c h e r ,  m o r e  h e a v i l y  t a x e d ,  s a v i n g s



i n s t r u m e n t s .  (A n  i n f r a m a r g i n a l  s h i f t  f r o m  t a x e d  i n v e s t m e n t s  t o  IR A s  

r e p r e s e n t s  o n l y  a  l o s s  t o  t h e  t r e a s u r y  w i t h o u t  n e w  s a v i n g s . )  V e n t i  a n d  

W i s e  ( 1 9 8 7 )  p r o v i d e  e v i d e n c e ,  h o w e v e r ,  t h a t  r o u g h l y  t w o - t h i r d s  o f  t h e  

n e w  IR A  s a v i n g  ca m e  f r o m  a  r e d u c t i o n  i n  c o n s u m p t i o n ,  w i t h  t h e  r e m a i n i n g  

o n e  t h i r d  r e p r e s e n t i n g  a  s h i f t  f r o m  o t h e r  s a v i n g s  i n s t r u m e n t s .  I n  su m , 

t h e  m i x e d  r e s u l t s  f r o m  a g g r e g a t e  r e g r e s s i o n s  may r e f l e c t  p r o b l e m s  w i t h  

d a t a  m e a s u r e m e n t ,  b u t  t h e r e  i s  s o m e  e v i d e n c e  t h a t  s p e c i f i c  p r o g r a m s  

d e s i g n e d  t o  i n c r e a s e  s a v i n g s  m ay b e  s u c c e s s f u l .

O t h e r  r e s e a r c h e r s  h a v e  a t t e m p t e d  t o  e v a l u a t e  t h e  i m p a c t  o f  t a x a t i o n  

o n  s a v i n g s  i n  c o m p u t a b l e  g e n e r a l  e q u i l i b r i u m  m o d e l s  u s i n g  p a r a m e t e r  

v a l u e s  e s t i m a t e d  i n  e c o n o m e t r i c  s t u d i e s  (S u m m e r s ,  1 9 8 1 ;  F u l l e r t o n ,

S h o v e n ,  a n d  U h a l l e y ;  1 9 8 3 ;  A u e r b a c h ,  K o t l i k o f f  a n d  S k i n n e r ,  1 9 8 3 ;

B a l l a r d ,  F u l l e r t o n ,  S h o v e n ,  a n d  W h a l l e y ,  1 9 8 5 )  I n  t h e s e  m o d e l s ,  

i n d i v i d u a l s  h o l d  a  v a r y i n g  d e g r e e  o f  f o r e s i g h t ,  a n d  m ake  c u r r e n t  

c o n s u m p t i o n  a n d  s a v i n g s  c h o i c e s  b a s e d  n o t  s i m p l y  o n  c u r r e n t  p r i c e s ,  b u t  

o n  f u t u r e  p r i c e s  a s  w e l l .  T h e y  f i n d  u n i f o r m l y  l a r g e  e f f i c i e n c y  g a i n s  

f r o m  s w i t c h i n g  t o  a  g e n e r a l  i n c o m e  t a x  t o  a  c o n s u m p t i o n  b a s e d  t a x .  One 

e x p l a n a t i o n  f o r  t h e s e  r e s u l t s  i s  t h e  e x t e n t  t o  w h i c h  f u t u r e  p r i c e s  

a f f e c t  c u r r e n t  c o n s u m p t i o n  f o r  t h e  l i f e  c y c l e  c o n s u m e r s .  T h e  r e a s o n  i s  

t h a t  o v e r  t h e  e x t e n d e d  h o r i z o n  r e l e v a n t  f o r  c o n s u m p t i o n ,  a  3 0  o r  4 0  

p e r c e n t  t a x  o n  i n t e r e s t  c a n  t r a n s l a t e  i n t o  a  l a r g e  d i s t o r t i o n  a g a i n s t  

f u t u r e  c o n s u m p t i o n .  F o r  e x a m p l e ,  i f  t h e  g r o s s  i n t e r e s t  r a t e  w e r e  8 

p e r c e n t  a n d  t h e  t a x  w e r e  4 0  p e r c e n t ,  t h e n  t h e  n e t  r e t u r n  w o u l d  b e  4 . 8  

p e r c e n t .  T h e  c o s t  o f  c o n s u m i n g  o n e  d o l l a r  o f  c o n s u m p t i o n  30  y e a r s  i n  

t h e  f u t u r e ,  i n  t e r m s  o f  c u r r e n t  c o n s u m p t i o n ,  i s  10  c e n t s  a t  t h e  8 

p e r c e n t  i n t e r e s t  r a t e ,  a n d  24  c e n t s  a t  t h e  4 . 8  p e r c e n t  i n t e r e s t  r a t e .



T h a t  i s ,  t h e  4 0  p e r c e n t  s t a t u t o r y  r e a l  t a x  r a t e  t r a n s l a t e s  i n t o  a  1 4 0  

( [ 2 4 —1 0 ] / 1 0 )  p e r c e n t  t a x  o n  f u t u r e  c o n s u m p t i o n .  I t  i s  n o t  s u p r i s i n g  

t h a t  r e m o v i n g  s u c h  a  t a x  y i e l d s  a n  i m p r o v e m e n t  i n  u t i l i t y ,  e s p e c i a l l y  i n  

m o d e l s  w i t h  i n f i n i t e l y  l i v e d  i n d i v i d u a l s  ( C h a m l e y ,  1 9 8 1 ) .

I t  s h o u l d  b e  e m p h a s i z e d  t h a t  t h e  l a r g e  s a v i n g s  e l a s t i c i t i e s  w h i c h  

a r e  i m p l i e d  b y  t h e  l i f e  c y c l e  m o d e l  a r e  r a r e l y  i f  e v e r  f o u n d  i n  

e m p i r i c a l  s t u d i e s .  T h i s  c o u l d  b e  c a u s e d  b y  i n n a p r o p r i a t e  m e a s u r e s  o f  

s a v i n g s ,  o r  b y  a g g r e g a t i o n  b i a s  ( i n  t i m e  s e r i e s  s t u d i e s ) .  My ow n  

o p i n i o n  i s  t h a t  t h e  s i m u l a t i o n  s t u d i e s  n e g l e c t  i s s u e s  o f  u n c e r t a i n t y .

I f ,  f o r  e x a m p l e ,  t h e r e  i s  u n c e r t a i n t y  a b o u t  f u t u r e  i n t e r e s t  r a t e s  a n d  

w a g e s  ( S k i n n e r ,  1 9 8 8 ) ,  o r  a b o u t  w h a t  f u t u r e  t a x e s  w i l l  b e  ( S k i n n e r ,

1 9 8 6 ) ,  f l u c t u a t i o n s  i n  c u r r e n t  n e t - o f - t a x  i n t e r e s t  r a t e s  a r e  u n l i k e l y  t o  

s i g n a l  a  l a r g e  c h a n g e  i n  f u t u r e  i n t e r e s t  r a t e s .  T h i s  y e a r ' s  ju m p  i n  t h e  

t a x  r a t e  p r o v i d e s  o n l y  a  s m a l l  a m o u n t  o f  " n e w s " ,  r e l a t i v e  t o  " n o i s e "  

a b o u t  t h e  n e t  i n t e r e s t  r a t e  10  y e a r s  h e n c e .  T h e  r o l e  o f  u n c e r t a i n t y  i s  

l i k e l y  t o  b e  e v e n  m o r e  i m p o r t a n t  i n  d e v e l o p i n g  c o u n t r i e s ,  w h e r e  r e g i m e  

s h i f t s  a n d  f l u c t u a t i n g  c o m m o d i t y  p r i c e s  w o u l d  b e  t h e  n o r m .

E c o n o m e t r i c  s t u d i e s  o f  s a v i n g s  i n  d e v e l o p i n g  c o u n t r i e s  a r e  

d i f f i c u l t ,  o w i n g  t o  p r o b l e m s  o f  m e a s u r e m e n t .  F i r s t ,  g r o s s  d o m e s t i c  

s a v i n g  i s  m e a s u r e d  a s  a  r e s i d u a l  b y  s u b t r a c t i n g  t h e  c u r r e n t  a c c o u n t  

d e f i c i t  f r o m  g r o s s  c a p i t a l  f o r m a t i o n .  B e c a u s e  t h e r e  a r e  u s u a l l y  n o  

i n d e p e n d e n t  m e a s u r e s  o f  n a t i o n a l  i n c o m e ,  i t  i s  o f t e n  d i f f i c u l t  t o  c h e c k  

t h e  a c c u r a c y  o f  t h e  s a v i n g s  e s t i m a t e s  ( M i k e s e l l  a n d  Z i n s e r ,  L 9 7 3 )  . I n  

a d d i t i o n ,  t h e r e  i s  n o  s i n g l e  n e t  r e t u r n  t o  s a v i n g  o r  u s e r  c o s t  o f  

c a p i t a l ;  d i f f e r e n t  i n v e s t m e n t  p r o j e c t s  r e c e i v e  d i f f e r e n t  t a x  t r e a t m e n t ,  

w h i l e  s o m e  s a v i n g s  a c c o u n t s  may e n j o y  p r e f e r e n t i a l  t r e a t m e n t  o v e r



o t h e r s .  I n  l i g h t  o f  t h e s e  m e a s u r e m e n t  p r o b l e m s ,  i t  i s  p e r h a p s  n o t  

s u p r i s i n g  t h a t  e v i d e n c e  f r o m  d e v e l o p i n g  c o u n t r i e s  a b o u t  s a v i n g s  a n d  

t a x a t i o n  i s  m i x e d .

A  m o r e  g e n e r a l  m o d e l  o f  s a v i n g s  a n d  i n v e s t m e n t  a l l o w s  f o r  t h e  tw o  

t o  d i f f e r  b y  i n c l u d i n g  a n  i n t e r n a t i o n a l  s e c t o r .  I n  s u c h  a  m o d e l ,  

i n c e n t i v e s  f o r  i n v e s t m e n t  w i l l  a f f e c t  t h e  c o u n t r y  c a p i t a l  s t o c k  

d i f f e r e n t l y  t h a n  i n c e n t i v e s  f o r  s a v i n g s  ( f o r  e x a m p l e ,  M u t t i  a n d  G r u b e r t ,  

1 9 8 5 ;  F r a n k e l  a n d  R a z i n ,  1 9 8 8 ) .  T h e  r e a s o n  i s  t h a t  i n v e s t m e n t  

i n c e n t i v e s  w i l l  e n c o u r a g e  f o r e i g n  i n v e s t m e n t  i n  t h e  h om e  c o u n t r y ,  

i n d e p e n d e n t  o f  w h a t  h om e  c o u n t r y  s a v i n g s  h a p p e n s  t o  b e .  A l t e r n a t i v e l y ,  

a n  i n c e n t i v e  f o r  s a v i n g s  w i l l  e n c o u r a g e  h om e c o u n t r y  t a x p a y e r s  t o  s a v e , 

b u t  t h a t  s a v i n g s  m ay n o t  b e  r e f l e c t e d  i n  hom e c o u n t r y  c a p i t a l  —  i t  c a n  

s i m p l y  f l o w  a b r o a d  ( s o  t h a t  t h e  f o r e i g n  c o u n t r y  w i l l  e n j o y  t h e  b e n e f i t s  

o f  t h e  i n v e s t m e n t ) . D e s p i t e  t h e  t h e o r e t i c a l  u n s h a c k l i n g  o f  s a v i n g s  a n d  

i n v e s t m e n t ,  t h e r e  i s  a  s u p r i s i n g  d e g r e e  o f  c o r r e l a t i o n  b e t w e e n  t h e  tw o  

m e a s u r e s  a c r o s s  c o u n t r i e s  ( F e l d s t e i n  a n d  H o r i o k a ,  1 9 8 0 ) .

T h e  d i s c u s s i o n  b e l o w  w i l l  f o c u s  o n  i n v e s t m e n t  i n c e n t i v e s ,  s i n c e  

d e v e l o p i n g  c o u n t r i e s  a r e  o f t e n  c o n c e r n e d  w i t h  a t t r a c t i n g  f o r e i g n  

i n v e s t m e n t  f r o m  d e v e l o p e d  c o u n t r i e s .  I n  a d d i t i o n ,  e v i d e n c e  i s  p r e s e n t e d  

o n  t h e  i m p a c t  o f  t h e  t a x  c o d e  o n  U . S .  i n v e s t m e n t  a b r o a d ,  a n d  o n  d i r e c t  

f o r e i g n  i n v e s t m e n t  i n  t h e  U . S .

T h e  f u n d a m e n t a l  p r o b l e m  w i t h  a s s e s s i n g  t h e  i m p o r t a n c e  o f  i n v e s t m e n t  

i n c e n t i v e s  o n  a c t u a l  i n v e s t m e n t  i s  w h e t h e r  s u c h  p r o v i s i o n s  e n c o u r a g e  

a d d i t i o n a l  i n v e s t m e n t .  F i r m s  w h i c h  h a d  a l r e a d y  p l a n n e d  t o  i n v e s t  i n  t h e  

c o u n t r y  w o u l d  t a k e  a d v a n t a g e  o f  t h e  i n c e n t i v e ,  p o s s i b l y  w i t h o u t  a n y  

c h a n g e  i n  e c o n o m i c  b e h a v i o r .  I f  t h i s  w e r e  t h e  c a s e ,  t h e  " i n c e n t i v e s "



w o u l d  s i m p l y  r e p r e s e n t  a  t r a n s f e r  o f  r e v e n u e  f r o m  t h e  g o v e r n m e n t  t o  t h e  

b u s i n e s s  s e c t o r .

T a b l e s  1 a n d  2 p r e s e n t  a  su m m a ry  o f  f i s c a l  i n c e n t i v e s  o f f e r e d  i n  28 

d e v e l o p i n g  c o u n t r i e s ;  t h e  d a t a  a r e  f r o m  S h a h  a n d  T o y e  ( 1 9 8 0 ) . 5 T h e  

p r i m a r y  m e c h a n i s m  f o r  p r o v i d i n g  i n v e s t m e n t  i n c e n t i v e s  i s  t h e  t a x  

h o l i d a y ,  i n  w h i c h  t h e  c o m p a n y  i s  e x e m p t  f r o m  c o m p a n y  t a x e s  f o r  a  f i x e d  

n u m b e r  o f  y e a r s  w h i c h ,  i n  t h i s  s a m p l e ,  r a n g e s  f r o m  2 t o  1 0 .  T h e  s e c o n d  

m o s t  p o p u l a r  i n c e n t i v e  i s  s o m e  f o r m  o f  h i g h  d e p r e c i a t i o n  a l l o w a n c e ,  

i n v e s t m e n t  c r e d i t ,  o r  d e v e l o p m e n t  r e b a t e .  T h e  t h i r d  c o m m o n l y  u s e d  

s c h e m e  i s  t h e  e x e m p t i o n  o f  i m p o r t e d  c a p i t a l  g o o d s  f r o m  i m p o r t  t a r i f f s .

T h e r e  a r e  a  n u m b e r  o f  m e t h o d s  f o r  t e s t i n g  w h e t h e r  t h e s e  i n c e n t i v e s  

a r e  e f f e c t i v e .  Som e s t u d i e s  h a v e  e x a m i n e d  t h e  i n v e s t m e n t  t o  GNP r a t i o  

b e f o r e  a n d  a f t e r  t h e  t a x  c h a n g e s  ( s e e  r e f e r e n c e s  i n  S h a h  a n d  T o y e  ( S T ) ) ,  

a l t h o u g h  i t  i s  d i f f i c u l t  t o  a t t r i b u t e  c h a n g e s  i n  t h i s  r a t i o  o n l y  t o  t h e  

t a x  c h a n g e s .  E s s e n t i a l l y  ( i f  t h e r e  i s  n o  t r e n d ) ,  t h e r e  i s  a  50  p e r c e n t  

p r o b a b i l i t y  t h a t  t h e  i n v e s t m e n t  t o  GNP r a t i o  w i l l  g o  up  a f t e r  t h e  t a x  

c h a n g e .

A l t e r n a t i v e l y ,  t h e  b u s i n e s s m e n  c a n  b e  i n t e r v i e w e d  t o  a s s e s s  w h e t h e r  

t h e  t a x  i n c e n t i v e s  w e r e  i m p o r t a n t  i n  t h e i r  d e c i s i o n s .  I n  a  s t u d y  o f  

M e x i c o  ( S t a n f o r d  a n d  C h r i s t e n s e n ,  1 9 5 9 ;  q u o t e d  i n  S T ) ,  14  o f  2 4  f i r m s  

s u r v e y e d  s a i d  t h e y  w o u l d  h a v e  i n v e s t e d  t h e  sa m e  a m o u n t  e v e n  i n  t h e  

a b s e n c e  o f  t h e  t a x  i n c e n t i v e s .  N i n e  f i r m s  r e p o r t e d  t h a t  t h e  " p r o b a b l y ' '  

w o u l d  h a v e  i n v e s t e d  t h e  sam e a m o u n t ,  w h i l e  o n l y  o n e  f i r m  a t t r i b u t e d  a n

5F o r  a n  o v e r v i e w  o f  i n v e s t m e n t  i n c e n t i v e s  i n  d e v e l o p i n g  
c o u n t r i e s ,  a l s o  s e e  U s h e r  ( 1 9 7 7 ) .



SUMMARY OF FISCAL INCENTIVE SCHEMES IN ZX DEVELOPING COUNTRIES 
TYPE (A l) SCHEMES ONLY

TABLE 1

Catmtry Sourcem Tax
Holiday
(yean)

'La is
Canynrrer

(yean)

Dividends Annual
Profit
L im it

Other
Conditions

Interest 
Deductible 

from Profits
1. Afghanistan 62(b) 4 — Exempt m.m Yes2. Bangladesh 53 5 — Ex. __
3. Barbados 21(a) 7(9 3/7 Ex. until 

year 9/11
— Yes

4. Ecuador 37. 61. 62(d) 5 6 Ex. — — Foreign loans

5. Fiji 21(f). 38. 66 5 6 Ex. 13% K
oniy

6. Guyana ■ 14, 13, 32 5 —» Ex.
7. Ghana 37 4/10 Ex.8. India 18, 21(d) 5 3 Ex. 7% K — Lon; ten  foreign

9. Indonesia 55 2/3 jodefinite Ex. See nnt/q
loans

10. Ivory Coast 37 5 _ Ex. __
11. Jamaica 21(a) 5 6 Ex. __ Yes12. Malaysia 21(e), 34 

41, 62X0
2/5 — Ex. — see notes

13. Mauritius 21(d). 58 3/8 indefinite Ex. see rcnti-t
14. Niger 37 10 —
13. Nigeria 44, 49, 30,

62id)
2/5 4 Ex. ' — see notes —

16. Paraguay 62(c) 5 — 30% to 
30% IC

— —

17. Pakistan 3, 6. 19, 20 
21(d). 29, 33

4 (to ’65) 2 (to 71)
•■m Ex. 3% to 

10%  K
— Forngn loans oniy

18. Peru 65 3 —  ' Ex. --- — " —
19. Senegal 37 8 — ■mm MM

20. Sri Lanka 4, 5.53 5 — Ex. 10%  K see notes —•
21. Sierra Leone 37. 58 5 indefinite Not Ex. — —M —
22. Singapore 21(e). 28 5/10 — Ex. — see notes Yes
23. Sudan 21(h). 60 3/10 5 Ex. 10%  K see notes
24. Surinam 11 5/10 — Ex. —* see notes —
23. Tanzania 21(h) ■ — — ■“"*
26. Trimhaa ■ -

Ex. Y =inn Tooazo 21(a) 5/10 see noces
27. Uraauav 68 10 — MM

22. Zamoia 21(c) — _

•The figures in fhi» colunia raer to the numbered sources In the R etu nve list at the end.

Kl
•t.

Notes 9.

13.

¡naonata. If capitai investment is 52 5 miiiioa or less period o f  tax holiday is 2 yeux, i f  more dun 525 miiiioa, 3 
y o u x

12. Maiaysta. I f capitai investment u MS250.00Q, tax holiday period is 2 years; if up to M 5500.000,3 years if up to 
MSI miilinn 4 years if over MSI miiiioa. 3 years
Maurumx. If 100 employed. 2 extra years tax holiday; i f200 employed 3 extra years if up to 350 employai 4 extra 
years if over 350 employed. 4 extra years 
Nigeria. IF capital investment lax than N. 10,000, no holiday.

¿1. Sri Lanka. 20 per cent additional tax relief, if over 50 employed.
22. Singapore. I f capitai expenditure exceeds 510 miiiioa. u x  hohday extended to 10 years
23. Sudan. IT capital expenditure is up to £50.000. penod o f  tax holiday ia 3 years if capital expenditure ix up to

£150.000. penod ix 5 yean. Holiday is extendable by a further 5 years
Surinam. Penod o f  tax holiday ta up to 10 years depending on the size o f  the capital investment.
Trtmdud and Tobago. Penod o f tax holiday on a sliding scaie between 5 and 9 years JQ; urs tax holiday forcapital 
intensive and enclave enterpnses

15.
21.

24.
26.
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SUM MARY OF FISCAL
t a b l e  i .

INCENTIVE SCHEMES IN 23 DEVELOPING COUNTRIES -  TYPE (A21 (B!) AND (BZ) SCHEMES
NJ

■ --J

(A2) (BI ! (B2)
Country S o u r c e * First Year Annual I.A .. I.T .C . or Extra Shift Import Duty Investment

Allowance Allowance D.R. Allowance Exemption Grant

Afghanistan 62(b) —
Bangladesh 53 10/30% — — — P +  M Ex. H
Barbados 21(a) 20% on P +  M ‘ I.A. 40% on 

P +  M
— —

« X
X
>

Ecuador 37, 61. 62(d) — 29% (5 yrs.) — __ P +  M Ex. /*»
Fiji 21(0, 58, 66 20% on P +  M At taxpayer’s LA. 55% — __ Up to 50% K z

Guyana 14, 15, 32 40% on P +  M 
10% on B

discretion
— — P +  M Ex. 

(10 yrs.)

(hotels only) >
z
w

Ghana 37 — — __ __ /-s
India 18, 21(d) 25% o f  Kt" — D.R. 15/25 D .S.-5 0 %  D -7

31, 53, 57 40% t t T.S. — 100% D —— 4L

Indonesia 55 — — — __ P +  M +  R Ex. 1
Ivory Coast 37 — — — __
Jamaica 21(a) 20%  o f K — LA. 20% D .S .— +20% 

o f  LA.
— —

<
Malaysia 21(e). 34 80% o f K 20% (I yr.) I.T .C  25% __ __

41. 62(0
Mauritius 21(d). 58 — — — _ p»
Niger 37 — — — __ -te

n
Nigeria 44, 49. 50 — — — --- P +  M +  R Ex. Z

62(d) H

Paraguay 62(c)
Pakistan 3, 6, 19. 20 10/30% on 157. p.a. I.T .C  10% D.S. —50% D P + M  +  R Ex. — Sn

21(d), 29. 53 P +  M T .S .-  +  100% >
D

Peru 65 — « — — P +  M + p arts Z
Ex. — s*

Senegal 37 — — — — — — Z
Sn Ian It a 4, 5, 53. 62(a) 33 i/80% I.T.C. 1 0 %  

D . R .  2 0 / 4 0 %

P +  M Ex.
“

Sierra Leone 37, 58 — — — — — — i/!
Singapore 21(c), 28 2 0 / 100%

(discretionary)
33*%

Sudan 21(b). 60 — — — D.S. =  +  3 X D P + M +  parts —
Ex. --- zz

Surinam 11 — (optional) — P +  M +  R Ex. 
(First 3 VT3-)

--- ’wT.

Tanzania 21(b) — 12}% p.a. LA. 20% --- — ---
Trinidad and 21(a) 0 / 4 0 %  o n

Tobago P +  M
after
holiday

Uruguay 68 — — — --- — —
Zambia 21(c) — LA. 20%

~

*The figures in this column refer to the numbered sources in the Reference list at the end.
Key to table: LA. is investment allowance. I.T.C. is investment tax credit and D.R. is development rebate.

P is plant. M is machinery, B is buildings, R is raw materials. K. is capital expenditure, D is depreciation, 
D.S. is double shift and T.S. is inpie shift.
t with efFcc.. itotn June 1974. f f  up to and including May, 1974.



i m p o r t a n t  r o l e  f o r  t h e  t a x  i n c e n t i v e s .  O f  4 0  P a k i s t a n i  f i r m s  s u r v e y e d ,

8 r e p o r t e d  t h a t  t h e  t a x  i n c e n t i v e s  w e r e  i m p o r t a n t  f a c t o r s  i n  t h e i r  

d e c i s i o n  ( A z h a r  a n d  S h a r i f ,  1 9 7 4 ;  S T ) . T h e  e q u i v a l e n t  f i g u r e s  f o r  

J a m a i c a  w a s  t w o  f i r m s  o u t  o f  55  s u r v e y e d  ( C h e n - Y o u n g ,  1 9 6 7 ;  S T ) . A s  

S h a h  a n d  T o y e  ( 1 9 8 0 )  n o t e ,  b i a s  i n  q u e s t i o n a i r e s  c a n  g o  i n  t w o  

d i r e c t i o n s .  T h e  f i r s t  i s  t h a t  b u s i n e s s m e n  c l a i m  t h a t  t h e  t a x  e f f e c t s  

a r e  n o  i m p o r t a n t ,  i n  o r d e r  t o  e x t r a c t  m o r e  c o n c e s s i o n s  f r o m  t h e  

g o v e r n m e n t .  T h e  s e c o n d ,  m o r e  l i k e l y ,  b i a s  i s  t h a t  b u s i n e s s e s  may 

o v e r s t a t e  t h e  i m p a c t  o f  t h e  i n c e n t i v e s  t o  c o n v i n c e  t h e  g o v e r n m e n t  t o  

r e t a i n  s u c h  " e f f e c t i v e "  t a x  i n s t r u m e n t s .

A t h i r d  m e t h o d  i s  t o  c a l c u l a t e  w h a t  p r o f i t s  w o u l d  h a v e  b e e n  h a d  

t h e r e  b e e n  n o  i n v e s t m e n t  i n c e n t i v e ,  a n d  c o m p a r e  t h a t  m e a s u r e  w i t h  a  

" c r i t i c a l  m in im u m  r a t e  o f  p r o f i t  w h i c h  f i r m s  r e q u i r e . "  I f  t h e  p r o f i t  

r a t e  w i t h o u t  i n c e n t i v e s  i s  b e l o w  t h a t  r a t e ,  b u t  t h e  p r o f i t  r a t e  w i t h  

i n c e n t i v e s  i s  a b o v e  t h a t  r a t e ,  t h e  i n c e n t i v e  p a c k a g e  i s  j u d g e d  t o  h a v e  

b e e n  a  s u c c e s s .  T a x  i n c e n t i v e s  i n  P a k i s t a n  ( A z h a r  a n d  S h a r i f ,  1 9 7 4 ;  

K e m a l ,  1 9 7 5 )  a n d  i n  C o l o m b i a  ( B i l l s b o r r o w  a n d  P o r t e r ,  1 9 7 2 )  w e r e  

e s t i m a t e d  t o  h a v e  i n c r e a s e d  i n v e s t m e n t  b y  20  p e r c e n t ,  30  p e r c e n t ,  a n d  10 

p e r c e n t ,  r e s p e c t i v e l y  ( t h e  tw o  P a k i s t a n  s t u d i e s  u s e d  d i f f e r e n t  

a s s u m p t i o n s ) .

D e s p i t e  t h e  w i d e  u s e  o f  i n v e s t m e n t  i n c e n t i v e s ,  t h e  e v i d e n c e  a b o u t  

t h e i r  e f f e c t i v e n e s s  i s  m i x e d .  W h a t ,  t h e n ,  a c c o u n t s  f o r  t h e i r  w i d e s p r e a d  

u s e  i n  t h e  f a c e  o f  s u c h  l i t t l e  e v i d e n c e  o f  t h e i r  e f f e c t i v e n e s s ?  S h a h  

a n d  T o y e  c o n s i d e r  a  n u m b e r  o f  p o s s i b l e  e x p l a n a t i o n s .  T h e  f i r s t  i s  t h a t  

t a x  e v a s i o n  a n d  a v o i d a n c e  w i l l  a l l o w  f i r m s  t o  a v o i d  p a y i n g  t a x e s ,  s o  

c o u n t r i e s  s i m p l y  make d e  i u r e  w h a t  i s  a l r e a d y  d e  f a c t o . H o w e v e r ,  Lt

1 9



s e e m s  h a r d  Co b e l i e v e  t h a c  l a r g e  a n d  v i s i b l e  c o r p o r a t e  r e p r e s e n t a t i v e s  

o f  w e a l t h y  c a p i t a l i s t  c o u n t r i e s  c a n  e v a d e  t a x  c o l l e c t i o n  a s  e a s i l y  a s  

t h e  s m a l l  m e r c h a n t  i n  t h e  m a r k e t p l a c e .

A n o t h e r  e x p l a n a t i o n  s u g g e s t s  t h a t  c o m p e t i t i o n  a m o n g  c o u n t r i e s  f o r  

f o r e i g n  i n v e s t m e n t  w i l l  k e e p  t a x e s  t o  a  m in im u m . W h i l e  t h i s  e x p l a n a t i o n  

m ay a p p e a r  r e a s o n a b l e  f o r  s m a l l e r  c o u n t r i e s ,  i t  i s  l e s s  a p p e a l i n g  f o r  

c o u n t r i e s  s u c h  a s  N i g e r i a  o r  I n d o n e s i a  t h a t  h a v e  l a r g e  d o m e s t i c  

e c o n o m i e s .

S h a h  a n d  T o y e  s u g g e s t  f i n a l l y  t h a t  t h e  n a t u r e  o f  t h e  i n c e n t i v e s ,  

a n d  t h e  f a c t  t h a t  t h e y  c o e x i s t  w i t h  q u a n t i t y  r e s t r i c t i o n s  a n d  l i c e n s i n g  

r e g u l a t i o n ,  s u g g e s t s  t h a t  c o u n t r i e s  a r e  n o t  n e c e s s a r i l y  r e s p o n d i n g  t o  

o u t s i d e  d e m a n d  p r e s s u r e s ,  b u t  i n s t e a d  t o  t h e  p r e s s u r e s  o f  w e a l t h y  

i n v e s t o r s  i n s i d e  t h e  c o u n t r y ,  w h o  s t a n d  t o  b e n e f i t  f r o m  t h e  m a n i p u l a t i o n  

o f  q u a n t i t y  r e s t r i c t i o n s  a n d  o t h e r  g o v e r n m e n t  c o n s t r a i n t s ,  w h i l e  a t  t h e  

sa m e  t i m e  f r e e i n g  c o m p a n i e s  f r o m  p a y i n g  t a x e s .

I n  s u m m a r y , t h e  w i d e  u s e  o f  i n v e s t m e n t  i n c e n t i v e s  a p p e a r  t o  h a v e  

s o m e  e f f e c t  o n  b u s i n e s s  i n v e s t m e n t ,  b u t  a t  a  h i g h  c o s t  o f  f o r e g o n e  

r e v e n u e  t o  c o m p a n i e s  w ho w o u l d  h a v e  i n v e s t e d  w i t h o u t  i n c e n t i v e s .  T h e  

p o t e n t i a l  f o r  t r a n s f e r  p r i c i n g  a n d  o c h e r  f i n a n c i a l  c o n t o r t i o n s  t o  s h i f t  

c o m p a n y  p r o f i t s  i n t o  b r a n c h e s  t h a t  e n j o y  t a x  c o n c e s s i o n s  i s  l i k e L y  t o  

r e d u c e  r e v e n u e  a s  w e l l .  A b e t t e r  e x p l a n a t i o n  f o r  w hy  i n v e s t m e n t  

i n c e n t i v e s  a r e  s o  p o p u l a r  may c o m e  f r o m  i n d u s t r i a l i s t  p o l i t i c a l  p r e s s u r e  

g r o u p s  w ho e n j o y  i n f l u e n c e  w i t h  l e g i s l a t o r s  a n d  g o v e r n m e n t s .

E c o n o m e t r i c  e v i d e n c e  f r o m  t h e  U n i t e d  S t a t e s  s e e m s  t o  s u g g e s t  a 

p r o n o u n c e d  r o l e  f o r  t a x  p o l i c y  Ln a f f e c t i n g  t h e  l o c a t i o n  o f  i n v e s t m e n t .  

B o s k i n  a n d  G a l e  ( 1 9 8 6 ) ,  u p d a t i n g  a n d  e x t e n d i n g  w o r k  b y  H a r t m a n  ( 1 9 8 4 ) ,



s u g g e s t  C h a t  t h e  o w n - p r i c e  e l a s t i c i t y  o f  f o r e i g n  i n v e s t m e n t  i n  t h e  U . S .  

i s  a p p r o x i m a t e l y  1 . 0 ,  w h i l e  t h e  o w n - p r i c e  e l a s t i c i t y  o f  U . S .  i n v e s t m e n t  

a b r o a d  i s  i n  e x c e s s  o f  1 . 0 .  T h e r e  a p p e a r s  t o  b e  s o m e  s t a b i l i t y  i n  t h e s e  

e s t i m a t e s ,  d e s p i t e  t h e  s u b s t a n t i a l  f l u c t u a t i o n  i n  d i r e c t  f o r e i g n  

i n v e s t m e n t  i n  t h e  U n i t e d  S t a t e s  d u r i n g  t h e  e a r l y  1 9 8 0 s .

T o  t h i s  p o i n t ,  t h e  n e g a t i v e  i m p a c t  o f  t a x a t i o n  o n  i n v e s t m e n t  h a s  

b e e n  e m p h a s i z e d .  H o w e v e r ,  c o m p a r a t i v e  d a t a  a c r o s s  c o u n t r i e s  p r o v i d e s  a 

d i s s e n t i n g  v i e w .  F i g u r e  4  s h o w s  a v e r a g e  i n v e s t m e n t / G D P  r a t i o s  o v e r  t h e  

p e r i o d  1 9 7 0 - 8 0  c o m p a r e d  t o  a v e r a g e  t a x  e f f o r t  ( t a x  r e v e n u e / G D P )  o v e r  t h e  

sa m e  p e r i o d . 7 T h e r e  i s  a  s t r o n g  p o s i t i v e  c o r r e l a t i o n  b e t w e e n  i n v e s t m e n t  

r a t i o s  a n d  t h e  o v e r a l l  t a x  e f f o r t .  T h i s  s o m e w h a t  s u p r i s i n g  r e s u l t  a l s o  

e m e r g e s  f o r  p r i v a t e  i n v e s t m e n t  i n  a n  m u l t i v a r i a t e  r e g r e s s i o n  s t u d y  o f  

A f r i c a n  c o u n t r i e s  b e t w e e n  1 9 6 5 - 8 2  ( S k i n n e r ,  1 9 8 8 )  a n d  i n  K o e s t e r  a n d  

K o r m e n d i  ( 1 9 8 8 ) .

O n e  i n t e r p r e t a t i o n  o f  t h e  c o r r e l a t i o n  b e t w e e n  t a x a t i o n  a n d  g r o s s  

i n v e s t m e n t  w o u l d  b e  t h a t  a  l a r g e  f r a c t i o n  o f  t h e  i n v e s t m e n t  i s  p u b l i c ,  

s o  t h a t  h i g h e r  t a x  r a t e s  t r a n s l a t e  i n t o  h i g h e r  i n v e s t m e n t  r a t e s .  T h i s  

f i n d i n g  w o u l d  b e  i n  a c c o r d a n c e  w i t h  t h e  t r a d i t i o n a l  v i e w  t h a t  t h e  

g o v e r n m e n t  h a s  a  h i g h e r  m a r g a i n a l  p r o p e n s i t y  t o  s a v e ,  s o  t h a t  h i g h e r  

t a x e s  l e a d  t o  h i g h e r  o v e r a l l  s a v i n g s  r a t e s .  T h e  p o s i t i v e  c o r r e l a t i o n  

b e t w e e n  p r i v a t e  i n v e s t m e n t / G D P  r a t i o s  a n d  a v e r a g e  t a x  r a c e s  i n  A f r i c a n

7T h e  i n v e s t m e n t  a n d  GDP d a t a  c o m e  f r o m  Sum m ers a n d  H e s t o n  ( 1 9 8 4 ) ,  
a n d  a r e  i n  r e a l  t e r m s .  T h e  Sum m ers a n d  H e s t o n  s e r i e s  i s  
c a l c u l a t e d  t o  p r o v i d e  i n t e r n a t i o n a l l y  c o m p a r a b l e  m e a s u r e s  o f  
n a t i o n a l  a c c o u n t s .  S e e  L i n d a u e r  ( 1 9 8 7 )  f o r  a  c o m p a r i s o n  o f  t h e s e  
d a t a  w i t h  s t a n d a r d  g o v e r n m e n t  s t a t i s t i c s .

N o t e  t h a t  o n l y  a v e r a g e  t a x  r a t e s  a r e  u s e d  h e r e .  W h i l e  
m a r g i n a l  t a x  r a t e s  w o u l d  b e  m o r e  u s e f u l ,  t h e y  a r e  n o t  a v a i l a b l e  
f o r  d e v e l o p i n g  c o u n t r i e s .



F i g u r e  4 ; '  I n v e s t m e n t  a n d  T a x  R a t e s  f o r  1 1 1  C o u n t r i e s :  1 9 7 0 - 8 0

N o t e :  I n v e s t m e n t  i s  d e f i n e d  t o  b e  t h e  r a t i o  

o f  g r o s s  i n v e s t m e n t  t o  G D P ,  a v e r a g e d  o v e r  1 9 7 0 - 8 0  

R e a l  d a t a  u s e d  f r o m  S u m m e r s  a n d  H e s t o n  ( 1 9 8 4 ) .



c o u n t r i e s , h o w e v e r ,  i s  l e s s  c o n s i s t e n t  w i t h  t h i s  v i e w .  T h e  p o s i t i v e  

c o r r e l a t i o n  c o u l d  a l s o  b e  c o n s i s t e n t  w i t h  a  " c r o w d i n g  o u t "  a r g u m e n t ;  

t h a t  h i g h e r  t a x  e f f o r t  w i l l  b e  a s s o c i a t e d  w i t h  l o w e r  d e f i c i t s ,  s o  t h e r e  

w i l l  b e  l e s s  n a t i o n a l  s a v i n g  a b s o r b e d  b y  p u b l i c  d e b t  c r e a t i o n .  W h e t h e r  

c r o w d i n g  o u t  i s  a n  i m p o r t a n t  f a c t o r  i n  i n c o m p l e t e  f i n a n c i a l  m a r k e t s  o f  

LDCs i s  n o t  c l e a r  a t  t h i s  p o i n t .  I n  su m m a ry ,  t h e  p o s i t i v e  c o r r e l a t i o n  

b e t w e e n  t h e  r a t i o  o f  t o t a l  i n v e s t m e n t  t o  GDP, a n d  a v e r a g e  t a x  e f f o r t  i s  

s o m e t h i n g  o f  a  p a r a d o x .

T a x a t i o n  o f  W e a l t h  a n d  P r o p e r t y

T h e  t a x a t i o n  o f  p r o p e r t y  h a s  b e e n  o n e  o f  t h e  e a r l i e s t  s o u r c e s  o f  

g o v e r n m e n t  r e v e n u e .  G o v e r n m e n t s  h a v e  r e l i e d  e i t h e r  o n  m o v a b l e  p r o p e r t y ,  

s u c h  a s  l i v e s t o c k ,  o r  o n  i m m o v a b l e  p r o p e r t y ,  s u c h  a s  l a n d  a n d  

s t r u c t u r e s .  W h i l e  t h e s e  t a x e s  m ay a p p e a r  t o  b e  r e l a t i v e l y  

n o n - d i s t o r t i o n a r y , t h e y  c a n  c h a n g e  p r o p e r t y  o w n e r s '  b e h a v i o r  i n  s u c h  a  

w a y  t o  r e d u c e  e c o n o m i c  e f f i c i e n c y .  C o n s i d e r  f i r s t  t h e  i m m o v a b l e  

p r o p e r t y  t a x  a s  a d m i n i s t e r e d  i n  1 7 t h  c e n t u r y  E n g l a n d .  R a t h e r  t h a n  a 

lu m p  sum  t a x  o n  d w e l l i n g s ,  t h e  t a x  w a s  b a s e d  o n  t h e  s i z e  o f  t h e  h o u s e ,  

a s  p r o x i e d  b y  t h e  n u m b e r  o f  h e a r t h s .  T h e  t a x  l e d  t o  s o m e  h e a r t h s  b e i n g  

w a l l e d  u p ;  S i r  P e t e r  C o u r t n e y  i n  C o r n w a l l  w a l l e d  u p  6 o f  2 1  h e a r t h s  

d u r i n g  1 6 6 2  ( S t o a t e ,  1 9 8 1 ) .  I n  a  c o m p a r i s o n  o f  h e a r t h  t a x  a s s e s s m e n t s  

b e t w e e n  1 6 6 2  a n d  1 6 6 4 ,  f u l l y  3 . 2  p e r c e n t  o f  a l l  h e a r t h s  i n  L 662  w e r e  

r e p o r t e d  w a l l e d  up  i n  1 6 6 4  ( S t o a t e ,  1 9 8 1 ;  p a g e s  x i i - x i i i ) .

T h e r e  w a s  a p p a r e n t l y  so m e  c o n f u s i o n  o v e r  w h e t h e r  t h e  w a l l e d  up 

f i r e p l a c e s  w e r e  r e s t o r e d  a f t e r  t h e  t a x  c o l l e c t o r  l e f t ,  o r  w h e t h e r  t h e y  

w e r e  p e r m a n e n t l y  w a l l e d  u p .  A p e r m a n e n t  r e d u c t i o n  i n  t h e  n u m b e r  o f  

h e a r t h s  c o r r e s p o n d s  t o  a n  e f f i c i e n c y  l o s s  f r o m  t h e  t a x .  R e s i d e n t s  g a i n



n o t h i n g  f r o m  t h e  h e a r t h s ,  n o r  d o e s  t h e  g o v e r n m e n t  c o l l e c t  a n y  r e v e n u e .  

Y e t  t h e  o r i g i n a l  o w n e r  s p e n t  r e s o u r c e s  o n  b u i l d i n g  t h e  n o w  u s e l e s s  

h e a r t h .  A l t e r n a t i v e l y ,  t h e  h e a r t h s  c o u l d  b e  w a l l e d  u p  t e m p o r a r l y ,  t o  

c o i n c i d e  w i t h  t h e  v i s i t  o f  t h e  t a x  c o l l e c t o r .  W h i l e  t h e  h e a r t h s  w o u l d  

b e  u s e d  ( b e t w e e n  t a x  c o l l e c t i o n s ) , a  s u b s t a n t i a l  a m o u n t  o f  w a s t e d  e f f o r t  

w o u l d  g o  i n t o  b r i c k i n g ,  a n d  t h e n  b a s h i n g ,  t h e  b a r r i e r .  A n o t h e r  e x a m p l e  

o f  p e r m a n e n t  e f f i c i e n c y  c o s t  w e r e  t h e  h o u s e s  b u i l t  w i t h  f e w e r  w i n d o w s  s o  

a s  t o  a v o i d  t h e  w i n d o w  t a x .  T h e  e f f i c i e n c y  l o s s  i s  t h e  n e c e s s i t y  o f  

r e s i d e n t s  t o  l i v e  i n  d a r k  h o u s e s ,  w i t h  n o  c o r r e s p o n d i n g  g a i n  t o  t h e  

g o v e r n m e n t .

T h e r e  i s  a l s o  h i s t o r i c a l  e v i d e n c e  t h a t  t h e  t a x a t i o n  o f  m o v a b l e  

p r o p e r t y  l e a d s  t o  a  w a s t e  o f  r e s o u r c e s .  F o r  e x a m p l e ,  Adam S m i t h  f i n d s  

t h a t

I n  t h e  c o u n t r i e s  w h e r e  t h e  p e r s o n a l  t a i l l e  t a k e s  p l a c e ,  t h e  f a r m e r  
i s  c o m m o n l y  a s s e s s e d  i n  p r o p o r t i o n  t o  t h e  s t o c k  w h i c h  h e  a p p e a r s  
t o  e m p l o y  i n  c u l t i v a t i o n .  He i s ,  u p o n  t h i s  a c c o u n t ,  f r e q u e n t l y  
a f r a i d  t o  h a v e  a  g o o d  te a m  o f  h o r s e s  o r  o x e n ,  b u t  e n d e a v o u r s  t o  
c u l t i v a t e  w i t h  t h e  m e a n e s t  a n d  m o s t  w r e t c h e d  i n s t r u m e n t s  o f  
h u s b a n d r y  t h a t  h e  c a n . . . .T h e  p u b l i c ,  t h e  f a r m e r ,  t h e  l a n d l o r d ,  a l l  
s u f f e r  m o r e  o r  l e s s  b y  t h i s  d e g r a d e d  c u l t i v a t i o n .  [ S m i t h ,  1 9 7 6 :  
3 8 3 - 3 8 4 ]

S i n c e  t h e  1 7 t h  a n d  1 8 t h  c e n t u r y ,  t h e r e  h a s  b e e n  a  g e n e r a l  d e c l i n e  

I n  t h e  u s e  o f  w e a l t h  t a x e s .  E s p e c i a l l y  i n  t h e  c a s e  o f  l a n d  t a x a t i o n ,  

t h e y  h a v e  p r o v e d  t o  b e  h i g h l y  u n p o p u l a r ,  a n d  w i t h  t h e  m o n e t i z a t i o n  o f  

e c o n o m i e s ,  g o v e r n m e n t s  h a v e  s w i t c h e d  g r a t e f u l l y  t o  s a l e s ,  c u s t o m s ,  a n d  

i n c o m e  t a x a t i o n .  T h e r e  a r e  o n l y  tw o  r e a l  e x c e p t i o n s  t o  t h e  g e n e r a l  

d e c l i n e  i n  w e a l t h  t a x a t i o n ;  t h e  f i r s t  I s  t h e  u r b a n  p r o p e r t y  t a x ,  a n d  t h e  

s e c o n d  i s  t h e  p r o p e r t y  t r a n s f e r  t a x .  U r b a n  p r o p e r t y  t a x a t i o n ,  w h i l e



s t r u g g l i n g  w i t h  a s s e s s m e n t  l a g s  a n d  e v a s i o n ,  h a s  m a i n t a i n e d  a  s t r o n g  

r o l e  i n  s u p p o r t i n g  l o c a l  f i n a n c e s .

T h e  t a x a t i o n  o f  p r o p e r t y  t r a n s f e r  o c c u r s  o n l y  w h e n  d e e d s  o r  t i t l e s  

a r e  t r a n s f e r e d  a n d  r e c o r d e d  b y  g o v e r m e n t  a g e n c i e s .  I t  i s  e c o n o m i c a l l y  

l e s s  e f f i c i e n t  t h a n  t h e  s t r a i g h t  t a x a t i o n  o f  p r o p e r t y ,  s i n c e  i t  

r e s t r i c t s  t h e  m o b i l i t y  o f  p r o p e r t y  b y  " l o c k i n g  i n "  o w n e r s h i p .  T r a n s f e r  

t a x a t i o n  i s  o f t e n  j u s t i f i e d  a s  t a x i n g  w e a l t h y  l a n d o w n e r s  w ho  a r e  b u y i n g  

a d d i t i o n a l  l a n d ,  b u t  t h e  t a x  m ay j u s t  a s  w e l l  c a u s e  a  f a l l  i n  t h e  n e t  

s a l e  p r i c e  o f  t h e  p o t e n t i a l l y  d i s t r e s s e d  l a n d o w n e r  w ho  i s  f o r c e d  t o  s e l l  

b y  e c o n o m i c  n e c e s s i t y .  T h e  t r a n s f e r  t a x  r a n g e s  i n  m o s t  c o u n t r i e s  f r o m  3 

p e r c e n t  t o  15  p e r c e n t ;  i n  o n e  c o u n t r y  ( B a n g l a d e s h ) , i t  r a i s e s  m o r e  i n  

r e v e n u e  t h a n  a  t a x  a s s e s s e d  o n  a l l  l a n d ,  d e s p i t e  t h e  f a c t  t h a t  l a n d  

t r a n s f e r s  a r e  q u i t e  i n f r e q u e n t .  O ne r e a s o n  w h y t h e  p r o p e r t y  t r a n s f e r  

t a x  m ay  e n j o y  i n c r e a s i n g  p o p u l a r i t y  i s  i t s  p o t e n t i a l  f o r  m a i n t a i n i n g  

r e v e n u e  c o l l e c t i o n  i n  t h e  f a c e  o f  i n f l a t i o n .  W h i l e  p r o p e r t y  t a x  

a s s e s s m e n t s  t y p i c a l l y  l a g  f a r  b e h i n d  m a r k e t  v a l u e  i n  c o u n t r i e s  w i t h  h i g h  

i n f l a t i o n  r a t e s ,  d e c l a r e d  p r o p e r t y  t r a n s f e r  p r i c e s  w i l l  k e e p  up  w i t h ,  o r  

e v e n  s u r p a s s ,  i n f l a t i o n  r a t e s .  F u r t h e r m o r e ,  t h e  a d m i n i s t r a t i v e  c o s t s  o f  

t h e  t a x  a r e  v e r y  l o w ,  s i n c e  t h e  t a x  m u s t  b e  p a i d  b e f o r e  t h e  d e e d  i s  

t r a n s f e r r e d  t o  t h e  n ew  o w n e r .

T a x  A d m i n i s t r a t i o n .  C o m p l i a n c e  C o s t s ,  a n d  S m u g g l i n g

H i s t o r i c a l  e x a m p l e s  o f  t a x  a v o i d a n c e  a n d  a d m i n i s t r a t i v e  c o s t s  a r e  

n u m e r o u s .  I n  1 7 t h  c e n t u r y  F r a n c e ,  t h e  c o s t s  o f  a d m i n i s t r a t i o n  w e r e  f a r  

g r e a t e r  t h a n  t h e  n e t  r e v e n u e  t o  t h e  g o v e r n m e n t ;  o f  t h e  19 m i l l i o n  l i v r e s  

e x p e c t e d  f r o m  t h e  t a i l l e  ( a  lu m p  sum o r  p o l l  t a x ) ,  o n l y  6 m i l l i o n  w e r e  

d e l i v e r e d  t o  t h e  c e n t r a l  t r e a s u r y .  T h e  r e m a i n d e r  w as  c o n s u m e d  b y



a d m i n i s t r a t o r s  a n d  l o c a l  t a x  c o l l e c t o r s  ( W e b b e r  a n d  W i l d a v s k y ,  1 9 8 6 ,  p .  

2 7 8 ) .  B y  t h e  s a m e  t o k e n ,  t h e  z a m i n d a r s ,  o r  t a x  " f a r m e r s " ,  i n  I n d i a  h a d  

b y  1 9 0 0  i n c r e a s e d  r e v e n u e  f r o m  f a r m e r s  t o  R p .  1 6 5  m i l l i o n ,  b u t  t u r n e d  

o v e r  t o  t h e  B r i t i s h  g o v e r n m e n t  o n l y  R p .  39  m i l l i o n  ( H o s s a i n ,  R a h m a n , a n d  

A k a s h ,  1 9 8 5 )  . M o r e  r e c e n t l y ,  t h e  B a n g l a d e s h  L a n d  D e v e l o p m e n t  T a x  h a s  

r e p o r t e d  a d m i n i s t r a t i v e  c o s t s  i n  e x c e s s  o f  6 6  p e r c e n t  o f  t o t a l  t a x  

r e v e n u e .  O ne r e a s o n  w h y  t h e  a d m i n i s t r a t i v e  c o s t s  o f  t h e s e  t a x e s  h a v e  

b e e n  s o  h i g h  i s  t h a t  a  l a r g e  f r a c t i o n  o f  t h e  p o p u l a t i o n  m u s t  b e  i n d u c e d  

t o  p a y  v e r y  s m a l l  p a y m e n t s ,  l e a d i n g  t o  a  g r e a t  d e a l  o f  a d m i n i s t r a t i v e  

e f f o r t  f o r  e a c h  r u p e e  o r  t a k a .

T r a d e  t a x a t i o n  i s  u s u a l l y  t h e  t a x  i n s t r u m e n t  e x h i b i t i n g  t h e  l o w e s t  

c o l l e c t i o n  c o s t .  Adam S m i t h  r e p o r t e d  a v e r a g e  c o s t s  o f  s l i g h t l y  o v e r  10  

p e r c e n t  o f  r e v e n u e ,  b u t  s i n c e  t h a t  t i m e  c o l l e c t i o n  c o s t s  h a v e  f a l l e n  t o  

a n  a v e r a g e  o f  1 t o  3 p e r c e n t ,  e v e n  i n  l e s s  d e v e l o p e d  c o u n t r i e s .

A s i d e  f r o m  t h e  d i r e c t  a d m i n i s t r a t i v e  c o s t s ,  t a x p a y e r s  o f t e n  r e d u c e  

t a x  p a y m e n t s  b y  e v a d i n g  o r  m i s r e p r e s e n t i n g  t h e  v a l u e  o n  w h i c h  t h e i r  t a x  

i s  a s s e s s e d .  D u r i n g  t h e  1 3 t h  c e n t u r y ,  m o v a b l e  p r o p e r t y  t a x e s  i n  E n g l a n d  

w e r e  o c c a s i o n a l l y  a s s e s s e d  f o r  t o  p a y  r a n s o m s  f o r  c a p t u r e d  k i n g s ,  

p r o v i d e  a  d o w r y  f o r  p r i n c e s s e s ,  o r  t o  f i n a n c e  h o l y  c r u s a d e s .  D u r i n g  

t h i s  t i m e ,  E n g l i s h  t a x p a y e r s  w e r e  n o t  s l o w  t o  d i s c o v e r  t h e  b e n e f i t s  o f  

u n d e r a s s e s s i n g  p r o p e r t y :

We h a v e  l a t e l y  h e a r d  c h a t  t h e  f o u r  j u r o r s  . . .  a r e  v i o l a t i n g  t h e i r  
o a t h s  b y  f a l s e  v a l u a t i o n s ,  n a m e l y ,  t h e y  g e n e r a l l y  v a l u e  a n  o x  a t  
f i v e  s h i l l i n g s ,  w h e n  i t  i s  w o r t h  t e n  s h i l l i n g s  o r  e v e n  m o r e ;  a  p i g  
w h i c h  i s  w o r t h  tw o  a r e  t h r e e  s h i l l i n g s ,  t h e y  v a l u e  a t  6 d . ; . . .  we
s h a l l  n o t  r e c i e v e  h a l f  o f  t h e  t h i r t i e t h  g r a n t e d  t o  u s  s o
g e n e r o u s l y  b y  t h e  m a g n a t e s  a n d  o t h e r s  o f  o u r  r e a l m .  [ C l o s e  r o l l s ,
1 2 3 4 - 1 2 3 7 ,  p .  5 6 9 ;  f r o m  M i t c h e l l  ( 1 9 7 0 ) ]



W h a t  a r a  Che c o s e s  i n v o l v e d  h e r e ?  T h e r e  a r e  c l e a r l y  a d m i n i s t r a t i v e  

p r o b l e m s ,  b u t  i f  e v e r y  j u r o r  p e r s i s t s  i n  u n d e r v a l u i n g  t h e  p r o p e r t y ,  t h e n  

t h e  t a r g e t  r e v e n u e  c o u l d  j u s t  a s  w e l l  b e  r a i s e d  b y  d o u b l i n g  t h e  t a x  

r a t e .  Y e t  a s s e s s o r s  c o u l d  c o m p e n s a t e  f o r  t h e  d o u b l i n g  b y  u n d e r v a l u i n g  

t o  a n  e v e n  g r e a t e r  e x t e n t .  H o w e v e r ,  v a r i a t i o n s  i n  a s s e s s m e n t  p r a c t i c e s  

w i l l  l e a d  t o  i n e q u i t i e s  i n  t a x  c o l l e c t i o n  a s  w e l l .

A n  a d d i t i o n a l  c o s t  o f  t a x  a d m i n i s t r a t i o n  i s  t a x  c o m p l i a n c e .  E v e n  

i f  t a x p a y e r s  a r e  p e r f e c t l y  h o n e s t ,  t h e y  m u s t  s t i l l  s p e n d  t i m e  a n d  m o n e y  

o n  k e e p i n g  r e c o r d s  f o r  t a x  c o l l e c t i o n ,  a n d  o n  p r e p a r i n g  t h e i r  t a x  

r e t u r n .  I n  s o m e  c o u n t r i e s ,  t h i s  c o m p l i a n c e  c o s t  i s  r e f l e c t e d  i n  

a d m i n i s t r a t i v e  c o s t s ,  s i n c e  t h e  t a x  o f f i c i a l s  w i l l  a l s o  f i l l  o u t  t a x  

r e t u r n s .  H o w e v e r ,  i n  m o s t  c o u n t r i e s  t h e s e  a r e  c o s t s  b o r n e  e n t i r e l y  b y  

t h e  t a x p a y e r s .  S l e m r o d  a n d  S o ru m  ( 1 9 8 4 ) ,  f o r  e x a m p l e ,  h a v e  e s t i m a t e d  

t h e  a g g r e g a t e  c o s t  o f  t a x  c o m p l i a n c e  w as  b e t w e e n  $ 1 7  a n d  $ 2 7  b i l l i o n  

d o l l a r s  i n  t h e  U n i t e d  S t a t e s  d u r i n g  1 9 8 2 .  T h i s  t r a n s l a t e s  t o  m o r e  t h a n  

5 p e r c e n t  o f  t o t a l  t a x e s  c o l l e c t e d .

A f u r t h e r  c o s t  o f  t a x a t i o n  i s  t h e  u n c e r t a i n t y  c a u s e d  b y  a  c h a n g e  i n  

t h e  t a x  r e g i m e .  F o r  e x a m p l e ,  f o l l o w i n g  t h e  1 9 8 1  E c o n o m i c  R e c o v e r y  A c t  

i n  t h e  U . S . ,  c o m p a n i e s  w e r e  a l l o w e d  t o  t r a d e  t a x  c r e d i t s .  T h i s  " s a f e  

h a r b o r  l e a s i n g "  p r o v i s i o n  w a s  c o n t r o v e r s i a l ,  a n d  i t  w as  u n c e r t a i n  

w h e t h e r  i t  w o u l d  b e  r e s c i n d e d .  F e a r  o f  t h e  t a x  c h a n g e  l e a d  t o  s a l e s  o f  

t h e  t a x  b e n e f i t s  a t  l e s s  t h a n  h a l f  t h e i r  a c t u a l  v a l u e ,  b e c a u s e ,  a s  o n e  

c o r p o r a t i o n  c h a i r m a n  p u t  i t ,  h e  f e a r e d  t h e  " r i s k  o f  l o s i n g  t h e  t a x  

b e n e f i t s  t h r o u g h  a  c h a n g e  i n  t h e  t a x  l a w  o r  o t h e r  c o n t i n g e n c i e s . "  

( S k i n n e r ,  1 9 8 6 ) .

M o r e  g e n e r a l l y ,  u n c e r t a i n t y  a b o u t  f u t u r e  t a x  r a t e s  o f t e n  l e a d s  t o  a



w e l f a r e  l o s s .  I f ,  f o r  e x a m p l e ,  t h e  g o v e r n m e n t  s e t s  n e w  t a x e s  t h a t  

p r o v i d e  i n v e s t m e n t  i n c e n t i v e s ,  c o u n t r i e s  may b e  u n w i l l i n g  t o  i n v e s t  

b e c a u s e  t h e y  a r e  n o t  c o n v i n c e d  t h a t  f u t u r e  t a x  r a t e s  w i l l  n o t  i n c r e a s e .  

I n  t h i s  s i t u a t i o n ,  t h e  g o v e r n m e n t  t r e a s u r y  l o s e s  r e v e n u e  w i t h o u t  

a s s o c i a t e d  g a i n s  i n  i n v e s t m e n t .  I n  s u m m a r y ,  r e p e a t e d  t a x  r e f o r m  m ay b e  

v i e w e d  n o t  a s  a  s u c c e s s i v e  a p p r o x i m a t i o n  t o  t h e  o p t i m a l  t a x  s y s t e m ,  b u t  

a s  a  s i g n a l  t h a t  n e w  t a x  c h a n g e s  a r e  f o r e c a s t  f o r  t h e  f u t u r e .

On t h e  M a r g i n a l  C o s t  o f  T a x a t i o n

T h e  p r e v i o u s  s u b s e c t i o n s  h a v e  a t t e m p t e d  t o  p r o v i d e  h e u r i s t i c  

i l l u s t r a t i o n s  o f  t h e  s o c i a l  c o s t  o f  t a x a t i o n .  F o r  t h e  p u r p o s e s  o f  t a x

r e f o r m ,  h o w e v e r ,  o n e  o f t e n  f o c u s e s  o n  m a r g i n a l  t a x  c h a n g e s .  A s  w a s

i l l u s t r a t e d  i n  S e c t i o n  I I ,  t h e  m a r g i n a l  c o s t  o f  i n c r e a s i n g  r e v e n u e  f r o m  

a n  e x i s t i n g  t a x  i s  g e n e r a l l y  h i g h e r  t h a n  t h e  o v e r a l l  ( o r  a v e r a g e )  t a x  

b u r d e n .  I t  i s  t h e r e f o r e  u s e f u l  t o  b r i e f l y  r e v i e w  t h e  e v i d e n c e  o n  t h e  

m a r g i n a l  c o s t  o f  r a i s i n g  ( o r  b e n e f i t s  o f  c u t t i n g )  t a x e s ,  s i n c e  t h e s e  

m e a s u r e s  a r e  i m p o r t a n t  f o r  m a k i n g  p o l i c y  j u d g e m e n t s .

T h e  l i t e r a t u r e  o n  t h e  e x c e s s  b u r d e n  o f  t a x a t i o n  h a s ,  f o r  t h e  m o s t  

p a r t ,  u s e d  m o d e l s  m o s t  a p p r o p r i a t e  f o r  d e v e l o p e d  c o u n t r i e s .  T h e  f o c u s  

o f  S t u a r t  ( 1 9 8 4 ) ,  B a l l a r d ,  S h o v e n ,  a n d  W h a l l e y  ( 1 9 8 5 b ) ,  B r o w n i n g  ( 1 9 7 6 ,

1 9 8 7 )  , a n d  o t h e r s  h a s  b e e n  t o  c a l c u l a t e  t h e  m a r g i n a l  e x c e s s  b u r d e n  o f  

t a x a t i o n  i n  t h e  U n i t e d  S t a t e s  i n  c o m p e t i t i v e  m o d e l s  w i t h  g e n e r a l l y  f r e e  

f a c t o r  f l o w s  a n d  p r i c e s  w h i c h  a d j u s t  t o  t h e  d i f f e r e n t  t a x  r a t e s .

Am ong t h e  f i r s t  s t u d i e s  o f  m a r g i n a l  e x c e s s  b u r d e n  w a s  B r o w n i n g  

( 1 9 7 6 ) .  He e s t i m a t e d  t h a t  t h e  e x c e s s  b u r d e n  w a s  b e t w e e n  9 a n d  16 c e n t s  

p e r  d o l l a r  o f  r e v e n u e  c o l l e c t e d .  L a t e r  r e s e a r c h e r s  f o u n d  m e a s u r e s  

l a r g e r  i n  m a g n i t u d e ;  u s i n g  a  t w o - s e c t o r  g e n e r a l  e q u i l i b r i u m  m o d e l  o f  th



U n i t e d  S t a t e s ,  S t u a r t  ( 1 9 8 4 )  f o u n d  t h a t  t h e  m a r g i n a l  e x c e s s  b u r d e n  o f  a 

l a b o r  i n c o m e  t a x  w a s  b e t w e e n  7 a n d  5 0  c e n t s ,  d e p e n d i n g  i n  p a r t  o n  h o w  

t h e  r e v e n u e  w a s  u s e d .  S i m i l a r l y ,  a  c o m p u t a b l e  d y n a m i c  g e n e r a l  

e q u i l i b r i u m  s t u d y  b y  B a l l a r d ,  S h o v e n ,  a n d  W h a l l e y  ( 1 9 8 5 )  s u g g e s t e d  t h a t  

t h e  e x c e s s  b u r d e n  w a s  b e t w e e n  2 5  a n d  50  c e n t s  p e r  d o l l a r .  O ne m i g h t  

t h i n k  t h a t  t h e  d i f f e r e n c e  b e t w e e n  B r o w n i n g  a n d  l a t e r  s t u d i e s  i s  d u e  t o  

t h e  l a t e r  s t u d i e s  a l l o w i n g  f o r  g e n e r a l  e q u i l i b r i u m  e f f e c t s .  H o w e v e r ,  

B r o w n i n g  ( 1 9 8 7 )  a r g u e s  t h a t  m o s t  o f  t h e  d i f f e r e n c e  i n  t h e  m a r g i n a l  

e x c e s s  b u r d e n  m e a s u r e s  i s  c a u s e d  b y  d i f f e r e n t  a s s u m p t i o n s  a b o u t  t h e  

c o r r e c t  e m p i r i c a l  p a r a m e t e r s  o f  t h e  m o d e l .  F o r  e x a m p l e ,  i n  a  s i m p l e  

p a r t i a l  e q u i l i b r i u m  m o d e l ,  h e  s h o w e d  t h a t  t h e  m a r g i n a l  e x c e s s  b u r d e n  ( i n  

t h e  c a s e  w h e r e  e a r n i n g s  a r e  a l l o w e d  t o  d e c l i n e )  c o u l d  r a n g e  f r o m  11  

c e n t s  p e r  d o l l a r  t o  3 d o l l a r s ,  d e p e n d i n g  o n  t h e  l a b o r  s u p p l y  e l a s t i c i t y  

( e i t h e r  . 2  o r  . 4 ) ;  t h e  p r o g r e s s i v i t y  o f  t h e  t a x  ( t h e  r a t i o  o f  m a r g i n a l  

t o  a v e r a g e  t a x e s  b e i n g  e i t h e r  . 8  o r  2 )  a n d  t h e  t a x  r a t e  ( . 3 8  o r  . 4 8 ) .  

B r o w n i n g  c o n c l u d e d  t h a t  m o s t  o f  t h e  v a r i a t i o n  i n  m a r g i n a l  e x c e s s  b u r d e n  

m e a s u r e s  o c c u r e d  b e c a u s e  o f  d i f f e r e n c e s  i n  e m p i r i c a l  p a r a m e t e r s .

A s  S t u a r t  ( 1 9 8 4 )  h a s  s h o w n ,  a n o t h e r  i m p o r t a n t  f a c t o r  t h a t  a f f e c t s  

t h e  m a r g i n a l  e x c e s s  b u r d e n  i s  h ow  t h e  r e v e n u e  i s  u s e d .  I f ,  f o r  e x a m p L e ,  

t h e  i n c o m e  i s  r e d i s t r i b u t e d ,  t h e n  c o m p e n s a t e d  e l a s t i c i t i e s  a r e  u s e d  t o  

c a l c u l a t e  e x c e s s  b u r d e n .  T h e s e  a r e  g e n e r a l l y  h i g h e r  t h a n  u n c o m p e n s a t e d  

e l a s t i c i t i e s ,  w h i c h  a r e  t h e  a p p r o p r i a t e  m e a s u r e  f o r  c a l c u l a t i n g  e x c e s s  

b u r d e n  w h e n  t h e  t a x  i s  u s e d  f o r  g o v e r n m e n t  s e r v i c e s  w h i c h  d o  n o t  

s u b s t i t u t e  f o r  p r i v a t e  s e r v i c e s  ( s e e  B a l l a r d ,  1 9 8 7 ) .

I t  i s  d i f f i c u l t  t o  t a l k  a b o u t  " t h e "  m a r g i n a l  e x c e s s  b u r d e n ,  s i n c e  

t h e  e f f i c i e n c y  c o s t  w i l l  d e p e n d  c r u c i a l l y  o n  w h a t  t a x  i n s t r u m e n t  i s



c h a n g e d  ( B a l l a r d ,  S h o v e n ,  a n d  W h a l l e y ,  1 9 8 5 ) .  F u l l e r t o n  a n d  H e n d e r s o n

( 1 9 8 7 ) ,  f o r  e x a m p l e ,  e x a m i n e  t h e  m a r g i n a l  e x c e s s  b u r d e n  o f  d i f f e r e n t  

t a x e s  o n  c a p i t a l .  T h e y  f i n d  s o m e  p r o v i s i o n s  o f  t h e  t a x  l a w ,  s u c h  a s  t h e  

i n v e s t m e n t  t a x  c r e d i t ,  h a v e  n e g a t i v e  e x c e s s  b u r d e n ,  w h i l e  o t h e r  

p r o v i s i o n s  h a v e  h i g h  m a r g i n a l  e x c e s s  b u r d e n s .  I n  t h e  sa m e  w a y ,  A hm ed  

a n d  S t e r n  ( 1 9 8 4 )  e x a m i n e  d i f f e r e n t  c o m m o d i t y  t a x e s  i n  I n d i a ,  a n d  

d e t e r m i n e  t o  a  f i r s t - o r d e r  a p p r o x i m a t i o n  w h i c h  c o m m o d i t y - s p e c i f i c  t a x  

h a s  t h e  h i g h e s t  m a r g i n a l  c o s t  t o  s o c i e t y .  T h e y  a l s o  a l l o w  f o r  

d i s t r i b u t i o n a l  c o n s i d e r a t i o n s  t o  e n t e r  t h e  c a l c u l a t i o n s .

T h e  p r e v i o u s  s e c t i o n  h a s  a t t e m p t e d  t o  d o c u m e n t  t h e  i n c e n t i v e  

e f f e c t s  o f  t a x a t i o n .  F a c t o r s  s u c h  a s  e f f i c i e n c y  c o s t s  a n d  c o m p l i a n c e  

c o s t s  a r e  d i f f i c u l t  t o  m e a s u r e  d i r e c t l y ,  a l t h o u g h  o n e  m i g h t  e x p e c t  c h a t  

u l t i m a t e l y ,  t h e y  w i l l  b e  r e f l e c t e d  i n  n a t i o n a l  i n c o m e .  I t  i s  t o  t h i s  

t o p i c  t h a t  w e t u r n  n e x t .

I V .  Q u c p u t  G r o w t h  a n d  T a x a t i o n

T h e r e  a r e  tw o  m e t h o d s  f o r  e s t i m a t i n g  t h e  e f f i c i e n c y  c o s t s  o f  

t a x a t i o n .  T h e  f i r s t  i s  t o  d e v e l o p  a  t h e o r e t i c a l  m o d e l ,  a n d  c a l c u l a t e  

e f f i c i e n c y  c o s t s  b y  p l u g g i n g  i n  e m p i r i c a l  p a r a m e t e r s  f r o m  a  v a r i e t y  o f  

s t u d i e s .  T h e  s e c o n d ,  w h i c h  i s  f o l l o w e d  b e l o w ,  e s t i m a t e s  w h a t  i s  

e s s e n t i a l l y  a  r e d u c e d  f o r m  e q u a t i o n  o f  t a x a t i o n ,  f i s c a l  p o l i c y ,  a n d  GDP. 

T h e  a d v a n t a g e  o f  t h i s  m e t h o d  i s  t h a t  i t  i s  a  d i r e c t  m e a s u r e  o f  

e f f i c i e n c y  c o s t s  w h i c h  r e f l e c t s  p a r a m e t e r s  ( s u c h  a s  t h e  d y n a m i c  e f f e c t s  

o f  t a x  p o l i c y  ) w h i c h  a r e  g e n e r a l l y  d i f f i c u l t  t o  raodeL p r o p e r l y  i n  

t h e o r e t i c a l  m o d e l s .  I n  a d d i t i o n ,  t h e  e s t i m a t e s  d e r i v e d  b e l o w  a r e  

r e a d i l y  u n d e r s t a n d a b l e  t o  p o l i c y  m a k e r s  —  d o  t a x e s  a f f e c t  t h e  l e v e l ,  o r



t h e  g r o w t h  r a t e ,  i n  n a t i o n a l  o u t p u t ?  T h e r e  a r e  s h o r t c o m i n g s  t o  t h i s  

d i r e c t  e s t i m a t i o n  o f  t a x a t i o n  a n d  o u t p u t ;  t h e  p o t e n t i a l  f o r  m i s m e a s u r e d  

d a t a ,  u n o b s e r v a b l e  f a c t o r s  a f f e c t i n g  b o t h  t a x  r a c e s  a n d  o u t p u t ,  a n d  

e n d o g e n e i t y .  T h e s e  s h o r t c o m i n g s  a r e  d i s c u s s e d  i n  m o r e  d e t a i l  b e l o w .

W h i l e  t h i s  s u r v e y  i s  c o n c e r n e d  p r i m a r l y  w i t h  t h e  e x c e s s  b u r d e n  o f  

t a x a t i o n ,  t h e  m o d e l s  d i s c u s s e d  b e l o w  c a n  b e  u s e d  t o  a d d r e s s  a  b r o a d e r  

i s s u e ,  w h i c h  i s  w h e t h e r  t h e  b e n e f i t s  o f  g o v e r n m e n t  s p e n d i n g  j u s t i f y  t h e  

e f f i c i e n c y  c o s t s  o f  t h e  t a x e s  n e c e s s a r y  t o  f i n a n c e  i t . 8 T h a t  i s ,  t a x e s  

m ay  b e  d i s t o r t i o n a r y , b u t  t h e  r e l e v e n t  p o l i c y  q u e s t i o n  i s  w h e t h e r  t h e  

m a r g i n a l  b e n e f i t s  o f  t a x - f i n a n c e d  g o v e r n m e n t  e x p e n d i t u r e s  e x c e e d  t h e  

m a r g i n a l  d i s t o r t i o n a r y  c o s t s  o f  c o l l e c t i n g  t h e  r e v e n u e .

T h e  r e v i e w  o f  t h e  e v i d e n c e  t h a t  f o l l o w s  w i l l  b o t h  s u m m a r i z e  

e x i s t i n g  l i t e r a t u r e ,  a n d  p r o v i d e  n e w  e v i d e n c e  f r o m  a  c o m p l e t e  s a m p l e  o f  

1 1 1  c o u n t r i e s  u s i n g  v a r i a b l e s  o n  o u t p u t ,  i n v e s t m e n t ,  a n d  g o v e r n m e n t  

c o n s u m p t i o n .  T h e  d a t a  a r e  d e r i v e d  f r o m  Sum m ers a n d  H e s t o n  ( 1 9 8 4 ) ,  t h e  

G o v e r n m e n t  F i n a n c i a l  S t a t i s t i c s  ( I M F ,  1 9 8 6 )  a n d  o t h e r  s o u r c e s ,  a n d  a r e  

d i s c u s s e d  i n  m o r e  d e t a i l  i n  E n g e n  a n d  S k i n n e r  ( 1 9 8 8 ) .  T h e  Sum m ers  a n d  

H e s t o n  d a t a  h a v e  b e e n  c o n v e r t e d  t o  i n t e r n a t i o n a l l y  c o m p a r a b l e  p r i c e  

l e v e l s ,  a n d  h a v e  b e e n  w i d e l y  u s e d  i n  c r o s s - c o u n t r y  s t u d i e s .  I  b e g i n  

f i r s t  w i t h  a d - h o c  l i n e a r  m o d e l s  o f  t a x a t i o n  a n d  n a t i o n a l  o u t p u t ,  a n d  o f  

g o v e r n m e n t  s p e n d i n g  a n d  n a t i o n a l  o u t p u t .  S e c o n d ,  R a m 's  m o d e l  o f  

g o v e r n m e n t  s p e n d i n g ,  a n d  E n g e n  a n d  S k i n n e r ' s  m o d e l  w h i c h  i n c l u d e s  b o t h

3T h e r e  a r e  s o u r c e s  o f  g o v e r n m e n t  r e v e n u e s  o t h e r  t h a n  t a x e s ,  b u t  I 
w o u l d  a r g u e  t h a t  t a x a t i o n  i s  t h e  o n l y  f e a s i b l e  l o n g - t e r m  m e t h o d  
o f  f i n a n c i n g .  D e b t  c a n  b e  u s e d  i n  t h e  s h o r t  r u n ,  b u t  t a x e s  m u s t  
b e  r a i s e d  i n  t h e  f u t u r e  t o  p a y  b a c k  t h e  d e b t .  W h i l e  t h e  c o u n t r y  
h a s  t h e  o p t i o n  t o  d e f a u l t  ( o r  i n f l a t e  a w a y  t h e  v a l u e  o f  t h e  
d e b t ) , i t  i s  u n l i k e l y  t o  f i n d  n e w  s o u r c e s  o f  b o r r o w e d  m o n e y  a f t e r  
d o i n g  s o .



g o v e r n m e n t  s p e n d i n g  a n d  t a x a t i o n ,  i s  p r e s e n t e d .  F i n a l l y ,  p o t e n t i a l

s h o r t c o m i n g s  o f  t h e s e  c r o s s - c o u n t r y  e s t i m a t i o n  m o d e l s  a r e  d i s c u s s e d .

T h e  s t u d y  b y  M a r s d e n  ( 1 9 8 3 )  w a s  a m o n g  t h e  f i r s t  t o  t e s t  t h e

h y p o t h e s i s  t h a t  t a x e s  s h o u l d  a f f e c t  o u t p u t  g r o w t h  r a t e s . 9 He m a t c h e d  10

h i g h  t a x  c o u n t r i e s ,  s u c h  a s  Z a m b i a ,  B r i t a i n ,  C h i l e ,  a n d  Z a i r e ,  w i t h  10

l o w  t a x  c o u n t r i e s  s u c h  a s  S i n g a p o r e ,  K o r e a ,  U r u g u a y ,  a n d  J a p a n .  T h e

c o u n t r y  p a i r s  w e r e  c h o s e n  o n  t h e  b a s i s  o f  " s i m i l a r  p e r  c a p i t a  i n c o m e s

b u t  c o n t r a s t i n g  t a x  l e v e l s , "  a n d  t h e  d i f f e r e n c e  i n  g r o w t h  r a t e s  f o r  t h e

tw o  s e t s  o f  c o u n t r i e s  w e r e  t h e n  c a l c u l a t e d .  C o u n t r i e s  w i t h  h i g h  t a x

r a t e s  ( d e f i n e d  t o  b e  t h e  r a t i o  o f  t a x  r e v e n u e  t o  GDP) e x p e r i e n c e d  a

l o w e r  a v e r a g e  g r o w t h  r a t e  t h a n  t h o s e  w i t h  l o w  t a x  r a t e s .  M a r s d e n ' s

r e s u l t s  i m p l y  t h a t  " a n  i n c r e a s e  o f  o n e  p e r c e n t a g e  p o i n t  i n  t h e  t a x / G D P

r a t i o  d e c r e a s e s  t h e  r a t e  o f  e c o n o m i c  g r o w t h  b y  0 . 3 6  p e r c e n t  ( s i c )

p o i n t s . "  T r a n s l a t i n g  f r o m  g r o w t h  r a t e s  t o  d i f f e r e n c e s  i n  p e r  c a p i t a

i n c o m e ,  M a r s d e n ' s  c o e f f i c i e n t  i m p l i e s  t h a t  a  3 p e r c e n t  i n c r e a s e  i n  t h e

t a x  t o  GDP r a t i o  w i l l  r e d u c e  t h e  l e v e l  o f  GDP 20  y e a r s  i n  t h e  f u t u r e  b y

2 02 0  p e r c e n t a g e  p o i n t s  ( 1  — . 0 3 6 x 3 )

O ne s h o r t c o m i n g  w i t h  t h i s  s t u d y  i s  t h e  l a c k  o f  a  t h e o r e t i c a l  

f r a m e w o r k ,  a  p r o b l e m  t h a t  i t  s h a r e s  w i t h  a  n u m b e r  o f  o t h e r  s t u d i e s .  F o r  

e x a m p l e ,  a s  i s  d i s c u s s e d  b e l o w ,  s t a n d a r d  n e o c l a s s i c a l  g r o w t h  t h e o r y  

p r e d i c t s  t h a t  t a x  r a t e s  a f f e c t  t h e  l e v e l . b u t  n o t  t h e  g r o w t h  r a t e  o f  GDP 

i n  s t e a d y - s t a t e  e q u i l i b r i u m .  S e c o n d ,  t h e  c h o i c e  o f  t h e  20  c o u n t r y

9T h e  e a r l i e r  l i t e r a t u r e  o n  t a x a t i o n  a n d  o u t p u t  f o c u s e d  o n  t h e  
o p p o s i t e  q u e s t i o n  —  w h a t  i s  t h e  " a p p r o p r i a t e "  t a x  e f f o r t  f o r  a 
c o u n t r y  i n  a  p a r t i c u l a r  s t a g e  o f  d e v e l o p m e n t .  T h e  d i r e c t i o n  o f  
c a u s a t i o n  i s  m o d e l e d  i n  r e v e r s e ;  GDP, t h e  i n d e p e n d e n t  e x o g e n o u s  
v a r i a b l e ,  a f f e c t s  t h e  c h o i c e  o f  t a x  e f f o r t ,  t h e  d e p e n d e n t  
v a r i a b l e  ( N e w l y n ,  1 9 8 5 ;  T a n z i ,  1 9 8 7 ) .



F i g u r e  5 :  G D P  G r o w t h  R a t e s  a n d  A v e r a g e

T a x  R a t e s :  1 9 7 0 - 8 0

Average Tax Rates 1970-80



s a m p l e  i s  n o c  r a n d o m .  A b e t t e r  t e s t  o f  t h e  h y p o t h e s i s  t h a t  t a x a t i o n  

a f f e c t s  o u t p u t  g r o w t h  i s  t o  e x a m i n e  t h e  e n t i r e  s a m p l e  o f  c o u n t r i e s  f o r  

w h i c h  d a t a  a r e  a v a i l a b l e .  A  s c a t t e r  d i a g r a m  i s  p r e s e n t e d  i n  F i g u r e  5 

w h i c h  s h o w s  r e a l  GDP g r o w t h  a s  m e a s u r e d  b y  Sum m ers  a n d  H e s t o n  f o r  t h e  

p e r i o d  1 9 7 0 —1 9 8 0 ,  c o m p a r e d  t o  t h e  a v e r a g e  t a x  r a t e  d u r i n g  t h a t  p e r i o d .  10 

T h e r e  i s  n o  o b v i o u s  s i m p l e  c o r r e l à t i o n  b e t w e e n  t a x  r a t e s  a n d  GDP g r o w t h  

r a t e s ;  t h e  s l o p e  o f  t h e  r e g r e s s i o n  l i n e  ( s h o w n  i n  t h e  g r a p h )  i s  - . 0 3 6  

( s o  t h a t  a  o n e  p e r c e n t a g e  p o i n t  i n c r e a s e  i n  t h e  t a x  e f f o r t  i s  p r e d i c t e d  

t o  r e d u c e  o u t p u t  g r o w t h  b y  . 0 3 6  p e r c e n t a g e  p o i n t s )  a n d  i s  i n s i g n i f i c a n t .

O ne  p o t e n t i a l  s h o r t c o m i n g  w i t h  F i g u r e  5 i s  t h a t  a l l  c o u n t r i e s  a r e  

w e i g h t e d  e q u a l l y ;  i f  s m a l l  c o u n t r i e s  a r e  " o u t l i e r s ' * ,  t h e y  m ay m a s k  t h e  

t r u e  c o r r e l a t i o n  b e t w e e n  o u t p u t  g r o w t h  r a t e s  a n d  t a x a t i o n .  T o  c o r r e c t  

f o r  t h i s ,  F i g u r e  6 p r e s e n t s  t h e  c o r r e l a t i o n  b e t w e e n  t a x a t i o n  a n d  o u t p u t  

g r o w t h  w e i g h t e d  b y  t h e  ( n o r m a l i z e d )  c o u n t r y  p o p u l a t i o n .  A g a i n ,  n o  c l e a r  

c o r r e l a t i o n  a r i s e s .  F i n a l l y ,  M a r s d e n  ( 1 9 8 3 )  i n  h i s  m a t c h i n g  t e c h n i q u e ,  

a t t e m p t s  t o  c o r r e c t  f o r  d i f f e r e n c e s  i n  p e r  c a p i t a  i n c o m e .  A r e g r e s s i o n  

w h i c h  c o n t r o l s  f o r  p e r  c a p i t a  i n c o m e  l e v e l s  i s  a s  f o l l o w s :

Ÿ -  0 . 0 4 6  +  0 . 0 0 7 x T a x  - 0 . 3 1 6 x Y  R2 -  . 0 0 4
( 7 . 8 7 )  ( 0 . 1 8 )  ( 1 . 6 1 )  N -  1 1 1

w h e r e  Y ( i n  p e r c e n t a g e s )  a n d  Y ( i n  t h o u s a n d s  o f  US d o l l a r s )  a r e  t h e  

g r o w t h  r a t e ,  a n d  l e v e l ,  o f  GDP, r e s p e c t i v e l y ,  a n d  a b s o l u t e  v a l u e s  o f  

t - s t a t i s t i c s  a r e  i n  p a r e n t h e s e s .  G i v e n  t h a t  t h e  c o e f f i c i e n t  o n  T a x  ( t h e  

t a x  e f f o r t )  i s  i n s i g n i f i c a n t ,  t h e r e  d o e s  n o t  s e e m  t o  b e  a  s i m p l e

10F o r  so m e  c o u n t r i e s ,  t a x  r a t e s  ( a n d  o u t p u t  g r o w t h  r a t e s )  w e r e  
a v e r a g e d  o v e r  3 o r  9 y e a r s  o w i n g  t o  t h e  l a c k  o f  d a t a .



F i g u r e  6 :  GDP G r o w t h  R a t e s  a n d  A v e r a g e
T a x  R a t e s ,  W e i g h t e d  b y  P o p u l a t i o n :  1 9 7 0 - 8 0
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A v e r a g e  T a x  R a t e s  1 9 7 0 - 8 0



c o r r e l a t i o n  b e t w e e n  g r o w t h  r a t e s  a n d  t a x a t i o n  ( a l s o  s e e  K o e s t e r  a n d  

K o r m e n d i ,  1 9 8 8 ) .

T h e  i m p a c t  o f  t a x a t i o n  o n  o u t p u t  g r o w t h  r a t e s  i s  m i x e d  c o n d i t i o n a l  

o n  a  l a r g e r  n u m b e r  o f  v a r i a b l e s  i n  c r o s s - c o u n t r y  r e g r e s s i o n s .  F o r  

e x a m p l e ,  M a r t i n  a n d  F a r d m a n e s h ,  1 9 8 7  ( t h e i r  r e g r e s s i o n  D, p ,  1 8 )  f i n d  

t h a t  t a x a t i o n  h a s  l i t t l e  e f f e c t  o n  g r o w t h  r a t e s , c o n d i t i o n a l  o n  

a c c u m u l a t e d  i n v e s t m e n t ,  p o p u l a t i o n  g r o w t h ,  a n d  g o v e r n m e n t  s p e n d i n g .  

K o e s t e r  a n d  K o r m e n d i  ( 1 9 8 8 )  s i m i l a r l y  f i n d  l i t t l e  e v i d e n c e  t h a t  t a x a t i o n  

a f f e c t s  g r o w t h  r a t e s .  H o w e v e r ,  L a n d a u  ( 1 9 8 6 )  e s t i m a t e s  a  n e g a t i v e  

c o n d i t i o n a l  c o r r e l a t i o n ,  a s  d o e s  E n g e n  a n d  S k i n n e r  ( 1 9 8 8 )  a n d  S k i n n e r

( 1 9 8 8 ) .  T o  i l l u s t r a t e  t h i s  f i n d i n g ,  c o n s i d e r  a g a i n  t h e  f u l l  s a m p l e  o f  

1 1 1  c o u n t r i e s  d u r i n g  t h e  p e r i o d  1 9 7 0 - 8 0 .  A s i m p l e  r e g r e s s i o n  o f  o u t p u t  

g r o w t h  a n d  t a x a t i o n  w h i c h  c o n d i t i o n s  o n  I / Y ,  t h e  a c c u m u l a t e d  c h a n g e  i n  

g r o s s  i n v e s t m e n t  o v e r  t h e  11  y e a r  p e r i o d ,  L ,  t h e  p e r c e n t a g e  c h a n g e  i n  

p o p u l a t i o n ,  a n d  G / Y ,  g o v e r n m e n t  s p e n d i n g  a s  a  f r a c t i o n  o f  ( i n i t i a l )  Y .  

i s  e s t i m a t e d  t o  b e

Ÿ -  0 . 0 1 9  +  O . l ô O x I / Y  +  0 . 8 9 5 X L  - 0 . 0 9 8 x G / Y  - 0 . 0 6 2 x T a x  
( 1 . 5 3 )  ( 4 . 6 4 )  ( 3 . 1 0 )  ( 2 . 1 0 )  ( 1 . 6 7 ) '

R 2 -  . 2 4 0

T h e  c o e f f i c i e n t  o n  a v e r a g e  t a x  r a t e s  i s  s i g n i f i c a n t  a t  t h e  10 

p e r c e n t  l e v e l .  I t  i s  i n t e r e s t i n g  t o  n o t e  t h a t  w h e n  t h e  m o d e l  i s  

s p e c i f i e d  s o m e w h a t  d i f f e r e n t l y  —  s u b s t i t u t i n g  t h e  c h a n g e  i n  G d i v i d e d  

b y  Y f o r  G / Y ,  a s  s u g g e s t e d  b y  Ram ( 1 9 8 6 )  —  t h e  t a x  c o e f f i c i e n t  r i s e s  t o  

—. 0 8 2 ,  w i t h  a  s i g n f i c a n c e  l e v e l  o f  2 . 5 1 .

K o e s t e r  a n d  K o r m e n d i  ( 1 9 8 8 )  u s e d  c o u n t r y  s p e c i f i c  r e g r e s s i o n s  t o



c a l c u l a t e  m a r g i n a l  t a x  r a t e s .  T h e y  r a n  t h e  r e g r e s s i o n

T a x c  -  a Q +  a 1 GDPc  

f o r  e a c h  c o u n t r y  a n d  i n t e r p r e t e d  a ^  t o  b e  t h e  m a r g i n a l  t a x  r a t e . T h i s  

i s  a n  i n g e n i o u s  m e t h o d  f o r  m e a s u r i n g  m a r g i n a l  t a x  r a t e s  f r o m  a  m inim um  

s o u r c e  o f  d a t a ,  b u t  i t  w i l l  a l s o  p i c k  u p  d i s c r e t i o n a r y  c h a n g e s  i n  t h e  

t a x  c o d e .  S t r i c t l y  s p e a k i n g ,  s u c h  c h a n g e s  w o u l d  n o t  m e a s u r e  m a r g i n a l  

t a x  " w e d g e s "  s i n c e  t h e y  r e f l e c t  i n f r a m a r g i n a l  r e v e n u e  c o l l e c t e d  o n  a n  

e x i s t i n g  t a x  b a s e . 11 H o w e v e r ,  t h e  a u t h o r s  f o u n d  t h a t  t h e  r a n k i n g  o f  

c o u n t r i e s  a c c o r d i n g  t o  t h e i r  e s t i m a t e d  m a r g i n a l  t a x  m e a s u r e s  c o r r e l a t e d  

w e l l  w i t h  a  r a n k i n g  b a s e d  o n  t h e  s t a t u t o r y  m a r g i n a l  t a x  r a t e s .

A s  n o t e d  e a r l i e r ,  t h e y  f o u n d  l i t t l e  i m p a c t  o f  m a r g i n a l  r a t e s  o n  

o u t p u t  g r o w t h ,  a l t h o u g h  i n  c r o s s - s e c t i o n a l  r e g r e s s i o n s  o n  t h e  l e v e l  o f  

o u t p u t ,  t h e y  f o u n d  t h a t  t h e  a v e r a g e  t a x  r a t e  h a d  a  p o s i t i v e  e f f e c t ,  a n d  

t h e  m a r g i n a l  t a x  r a t e  a  n e g a t i v e  e f f e c t  o n  o u t p u t ,  w i t h  s t r o n g  

s i g n i f i c a n c e  f o r  e a c h  c o e f f i c i e n t .  T h e y  i n t e r p r e t e d  t h e  p o s i t i v e  

c o e f f i c i e n t  o n  a v e r a g e  t a x e s  t o  p r o x y  f o r  a  d e m a n d  e f f e c t  ( l a r g e r  

c o u n t r i e s  t a x  m o r e ) , a n d  t h e  n e g a t i v e  c o e f f i c i e n t  o n  m a r g i n a l  t a x  r a t e s  

t o  b e  t h e  t r a d i t i o n a l  d i s t o r t i o n a r y  e f f e c t .

O ne  o f  t h e  d i f f i c u l t i e s  i n  a r r i v i n g  a t  a  c o n c l u s i o n  a b o u t  t h e  

i m p a c t  o f  t a x a t i o n  o n  o u t p u t  i s  t h e  a b s e n c e  o f  a n  a  p r i o r i  m o d e l  

a p p r o p r i a t e  f o r  e s t i m a t i n g  t h e  e f f e c t  o f  t a x e s  o n  o u t p u t .  O ne a t t e m p t  

t o  d e v e l o p  a  t h e o r e t i c a l  m o d e l  i s  d e s c r i b e d  i n  S k i n n e r  ( 1 9 8 8 )  a n d  E n g e n  

a n d  S k i n n e r  ( 1 9 8 8 ) .  W h i l e  t a x e s  h a v e  n o  e f f e c t  o n  t h e  s t e a d y  s t a t e

u I f  a  c o u n t r y  h a s  tw o  s e c t o r s ,  a n d  t a x  r a t e s  i n  o n e  s e c t o r  a r e  
h i g h e r  t h a n  i n  t h e  o t h e r ,  t h e n  i f  t h e  h e a v i l y  t a x e d  s e c t o r  g r o w s  
f a s t e r  t h a n  t h e  o t h e r ,  t h e  " m a r g i n a l "  t a x  a s  m e a s u r e d  b y  t h i s  
r e g r e s s i o n  m e t h o d  w i l l  b e  h i g h e r  t h a n  t h e  a v e r a g e  t a x ,  e v e n  w h en  
t h e  s e c t o r - s p e c i f i c  t a x e s  a r e  h e l d  c o n s t a n t .



g r o w t h  p a t h  i n  n e o c l a s s i c a l  m o d e l s  ( s i n c e  g r o w t h  r a t e s  a r e  d e t e r m i n e d  b y  

f a c t o r s  s u c h  a s  p o p u l a t i o n  g r o w t h  a n d  t e c h n o l o g i c a l  c h a n g e ) , t a x e s  w i l l  

a f f e c t  g r o w t h  r a t e s  a l o n g  a  t r a n s i t i o n  p a t h .  C o n s i d e r  a  s i m p l i f i e d  

m o d e l  o f  t h e  e c o n o m y  i n  w h i c h  t h e r e  a r e  tw o  s e c t o r s  i n  t h e  e c o n o m y ,  o n e  

w h i c h  i s  h e a v i l y  t a x e d  ( e . g ,  m a n u f a c t u r i n g  a n d  s o m e  l a r g e  c o r p o r a t i o n s  

i n  d e v e l o p i n g  c o u n t r i e s )  a n d  o n e  w h i c h  i s  n o t  ( s m a l l - s c a l e  a g r i c u l t u r e ,  

t h e  u n d e r g r o u n d  e c o n o m y ,  e t c . ) .  T a x e s  w i l l  t e n d  t o  i n d u c e  n e w  e c o n o m i c  

i n p u t s ,  s u c h  a s  i n v e s t m e n t  a n d  l a b o r  s u p p l y ,  t o  f l o w  i n t o  t h e  l o w - t a x  —  

a n d  l e s s  p r o d u c t i v e  — s e c t o r s .  T h e  i n t r o d u c t i o n  o f  t a x a t i o n  t h e r e f o r e  

r e d u c e s  t h e  o v e r a l l  m a r g i n a l  p r o d u c t i v i t y  o f  l a b o r  a n d  c a p i t a l ,  a n d  

t h e r e b y  l o w e r s  t h e  c o u n t r y  g r o w t h  r a t e  c o n d i t i o n a l  o n  t h e  o b s e r v e d  

g r o w t h  i n  l a b o r  a n d  c a p i t a l  ( t h i s  a b s t r a c t s  f r o m  s e c o n d a r y  e f f e c t s  o f  

t a x e s  o n  t h e  s u p p l y  o f  l a b o r  a n d  c a p i t a l ) . R e g r e s s i o n  r e s u l t s  u s i n g  a 

s a m p l e  o f  A f r i c a n  c o u n t r i e s  ( S k i n n e r ,  1 9 8 8 )  a n d  a  m o r e  c o m p l e t e  s a m p l e  

o f  1 1 1  c o u n t r i e s  ( E n g e n  a n d  S k i n n e r ,  1 9 8 8 )  f o u n d  a  s i g n i f i c a n t  n e g a t i v e  

e f f e c t  o f  t a x a t i o n  o n  t h e  m a r g i n a l  p r o d u c t  o f  c a p i t a l  a n d  l a b o r .

T h e r e  h a s  b e e n  a  s u b s t a n t i a l  a m o u n t  o f  e m p i r i c a l  r e s e a r c h  u s i n g  

c r o s s - c o u n t r y  d a t a  t o  t e s t  t h e  i m p a c t  o f  g o v e r n m e n t  s p e n d i n g  o n  o u t p u t  

g r o w t h  r a t e s .  L a n d a u  ( 1 9 8 3 ;  1 9 8 6 )  f o u n d  a  s t r o n g  n e g a t i v e  i m p a c t  o f  

g o v e r n m e n t  s p e n d i n g  ( a n d  m o r e  s p e c i f i c a l l y ,  g o v e r n m e n t  c o n s u m p t i o n  

e x c l u d i n g  m i l i t a r y  a n d  e d u c a t i o n a l  e x p e n d i t u r e s )  o n  o u t p u t  g r o w t h  r a c e s  

( a l s o  s e e  M a r t i n  a n d  F a r d m a n e s h ,  1 9 8 7 ) .  T o  t e s t  t h i s  p r o p o s i t i o n  u s i n g  

t h e  d a t a  o n  1 1 1  c o u n t r i e s  m e n t i o n e d  a b o v e ,  c o n s i d e r  a  s i m p l e  g r a p h  w h i c h  

c o m p a r e s  t h e  a v e r a g e  r a t i o  o f  g o v e r n m e n t  c o n s u m p t i o n  o n  g o o d s  a n d  

s e r v i c e s  t o  GDP d u r i n g  1 9 7 0 - 8 0  w i t h  GDP g r o w t h  r a t e s  d u r i n g  t h e  sam e 

p e r i o d  ( F i g u r e  7 ) •  T h e  r e g r e s s i o n  l i n e  ( s h o w n  o n  t h e  g r a p h )  i s
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e s t i m a t e d  t o  b e

Ÿ -  0 . 0 5 7  — 0 . 0 8 4 ( G / Y )  R2 -  . 0 2 1  
( 6 . 6 8 )  ( 1 . 8 4 )

T h a t  i s ,  t h e  c o r r e l a t i o n  i s  o n l y  m o d e r a t e .  H o w e v e r ,  w h e n  f a c t o r s  s u c h  

a s  i n v e s t m e n t  a n d  p o p u l a t i o n  g r o w t h  r a t e s  a r e  a l s o  i n c l u d e d ,  t h e  r e s u l t s  

a r e  s o m e w h a t  s t r o n g e r :

Ÿ  -  0 . 0 1 2  +  0 . 1 3 2 ( I / Y )  +  1 . 1 5 4 ( L )  - 0 . 1 1 8 ( G / Y )  R 2 -  . 2 2 7

( 1 . 0 0 )  ( 4 . 3 2 )  ( 4 . 6 9 )  ( 2 . 6 1 )

T h a t  i s ,  t h e  c o e f f i c i e n t  o n  G / Y  i s  n e g a t i v e  a n d  s t r o n g l y  

s i g n i f i c a n t .  Ram ( 1 9 8 6 )  c r i t i c i z e d  t h e  f u n c t i o n a l  f o r m  u s e d  b y  L a n d a u .  

E s s e n t i a l l y ,  t h e  p o i n t  i s  t h a t  i f  Y  i s  a  f u n c t i o n  o f  G, t h e n  Y —  t h e  

p e r c e n t a g e  c h a n g e  i n  Y  —  s h o u l d  b e  a  f u n c t i o n  o f  t h e  c h a n g e  i n  G, a n d  

n o t  t h e  l e v e l  o f  G . F o r  t h i s  r e a s o n ,  Ram ( 1 9 8 6 a )  d e v e l o p e d  a  m o d e l  o f  

p u b l i c  a n d  p r i v a t e  o u t p u t  w h i c h  t e s t s  t h e  i m p a c t  o f  t h e  g r o w t h  i n  

g o v e r n m e n t  s p e n d i n g  w i t h  t h e  g r o w t h  i n  o u t p u t .  He f i n d s  a  s t r o n g  

p o s i t i v e  e f f e c t  o f  g o v e r n m e n t  s p e n d i n g ,  b o t h  u s i n g  c r o s s - s e c t i o n a l  

a n a l y s i s  a n d  t i m e - s e r i e s  r e g r e s s i o n s  f o r  e a c h  c o u n t r y .  R a m 's  f i n d i n g s  

a r e  s t r o n g l y  c o n f i r m e d  u s i n g  my s a m p l e  o f  1 1 1  c o u n t r i e s ;  t h e  p e r c e n t a g e  

g r o w t h  r a t e  i n  g o v e r n m e n t  s p e n d i n g  i s  c o n t r a s t e d  w i t h  o u t p u t  g r o w t h  i n  

F i g u r e  8 ;  t h e  p o s i t i v e  c o r r e l a t i o n  c o e f f i c i e n t  i s  h i g h l y  s i g n i f i c a n t  i n  

a  b i v a r i a t e  r e g r e s s i o n .  Ram i n t e r p r e t s  t h i s  c o r r e l a t i o n  t o  m ean  t h a t  

g o v e r n m e n t  i n p u t s  o f  c a p i t a l  a n d  l a b o r  a r e  o f t e n  m o r e  p r o d u c t i v e ,  a n d  

m ay c o n f e r  p o s i t i v e  e x t e r n a l i t i e s  o n  t h e  p r i v a t e  s e c t o r .

W h i l e  Ram w as  t h e  f i r s t  t o  p r o v i d e  a  t h e o r e t i c a l  f o u n d a t i o n  f o r  h i s  

e c o n o m e t r i c  e s t i m a t i o n ,  h i s  a n a l y s i s  s u f f e r s  f r o m  tw o  s h o r t c o m i n g s .
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F i r s c ,  h i s  t h e o r e t i c a l  m o d e l  e x p r e s s e s  G a s  t h e  c o n t r i b u t i o n  o f  

g o v e r n m e n t  c a p i t a l  a n d  l a b o r  t o  v a l u e  a d d e d  i n  GDP. H o w e v e r ,  t h e  G t h a t  

m u s t  b e  u s e d  b y  r e s e a r c h e r s  i s  e x p e n d i t u r e s  o n  g o o d s  a n d  s e r v i c e s .

H e n c e  m e a s u r e d  G i s  a  u s e ,  a n d  n o t  a  s o u r c e  o f  i n c o m e ;  t h e  o n l y  m e a s u r e d  

c o n t r i b u t i o n  o f  g o v e r n m e n t  t o  GDP i s  t h r o u g h  i t s  p a y r o l l .

- S e c o n d ,  t h e r e  i s  t h e  p o t e n t i a l  f o r  e n d o g e n e i t y .  C o u n t r i e s  w h i c h  

g r o w  q u i c k l y  m ay a l s o  b e  l i k e l y  t o  e x p a n d  t h e i r  g o v e r n m e n t •s e r v i c e s . A 

r e g r e s s i o n  o f  t h e  g r o w t h  i n  g o v e r n m e n t  s p e n d i n g  o n  o u t p u t  g r o w t h  may 

s i m p l y  r e f l e c t  a  h i g h  i n c o m e  e l a s t i c i t y  o f  g o v e r n m e n t  s p e n d i n g .  Ram 

( 1 9 8 6 b )  s u g g e s t s  t h a t  t h i s  e n d o g e n e i t y  i s  n o t  s e r i o u s ;  a  r e l a t e d  p a p e r  

(R a m , 1 9 8 7 )  a r g u e s  t h a t  t h e r e  i s  l i t t l e  e v i d e n c e  f r o m  c r o s s - c o u n t r y  

c o m p a r i s o n s  t o  s u p p o r t  t h e  v i e w  t h a t  g o v e r n m e n t  c o n s u m p t i o n  i s  

p o s i t i v e l y  r e l a t e d  t o  p e r  c a p i t a  i n c o m e  ( a l s o  s e e  L i n d a u e r ,  1 9 8 7 ) .  

F i n a l l y ,  E n g e n  a n d  S k i n n e r  ( 1 9 8 8 )  a t t e m p t  t o  c o n t r o l  f o r  t h i s  

e n d o g e n e i t y  i n  a  s i m u l t a n e o u s  e q u a t i o n s  m o d e l  o f  g o v e r n m e n t  s p e n d i n g  a n d  

o u t p u t  g r o w t h .

W h a t  d o  t h e s e  s t u d i e s  i m p l y  a b o u t  t h e  r e l a t i v e  c o s t s  a n d  b e n e f i t s  

o f  t a x - f i n a n c e d  g o v e r n m e n t  s p e n d i n g ?  M a r t i n  a n d  F a r d m a n e s h  ( 1 9 8 7 )  f o u n d  

a n  i n s i g n i f i c a n t  b u t  p o s i t i v e  e f f e c t  o f  t a x e s  o n  o u t p u t  g r o w t h  r a t e s ,  

b u t  g o v e r n m e n t  s p e n d i n g  h a s  a n e g a t i v e  a n d  s i g n i f i c a n t  i m p a c t  o n  GDP 

g r o w t h  ( R e g r e s s i o n  D, p . 1 8 ) .  W h i l e  t h e  a u t h o r s  i n t e r p r e t  t h i s  t o  m ean  

t h a t  r e d u c i n g  d e f i c i t s  w i l l  s p u r  o u t p u t  g r o w t h ,  t h e  r e g r e s s i o n  s u g g e s t s  

t h a t  c u t t i n g  g o v e r n m e n t  s p e n d i n g  w i l l  h a v e  a  g r e a t e r  i m p a c t  o n  e c o n o m i c  

g r o w t h  t h a n  r a i s i n g  t a x e s .

P r e l i m i n a r y  r e s u l t s  f r o m  E n g e n  a n d  S k i n n e r  ( 1 9 8 8 )  s u g g e s t s  t h a t  a 

l o n g - r u n  t a x - f i n a n c e d  i n c r e a s e  i n  t h e  s h a r e  o f  g o v e r n m e n t  s p e n d i n g  l e a v e



o u t p u t  g r o w t h  r a t e s  e s s e n t i a l l y  u n c h a n g e d .  T h i s  r e s u l t  c o u l d  b e  

i n t e r p r e t e d  a s  m e a n i n g  t h a t  t h e r e  a r e  n o  g a i n s  t o  i n c r e a s i n g  g o v e r n m e n t  

s p e n d i n g .  I t  c o u l d  a l s o  b e  i n t e r p r e t e d  t o  m ean  t h a t  g o v e r n m e n t s  a r e  n ow  

a t  a  s o c i a l  o p t i m u m ;  t h e  m a r g i n a l  b e n e f i t s  o f  g o v e r n m e n t  s p e n d i n g  a r e  

e x a c t l y  o f f s e t  b y  t h e  m a r g i n a l  c o s t s  o f  t a x a t i o n . 12

T h e r e  a r e  s o m e  g e n e r a l  s h o r t c o m i n g s  o f  c r o s s - s e c t i o n a l  s t u d i e s .

F i r s t ,  i t  i s  u n l i k e l y  t h a t  t h e  c o e f f i c i e n t s  e s t i m a t e d  w i l l  b e  s i m i l a r  

a c r o s s  c o u n t r i e s ;  t h e  m a r g i n a l  p r o d u c t  ( i n  e l a s t i c i t y  f o r m )  o f  a  o n e  

p e r c e n t a g e  p o i n t  i n c r e a s e  i n  l a b o r  s u p p l y  m ay b e  d i f f e r e n t  f o r  d i f f e r e n t  

c o u n t r i e s . 13 A n o t h e r  p r o b l e m  i s  t h a t  o t h e r ,  u n o b s e r v a b l e  f a c t o r s ,  s u c h  a s  

a  w e l l  a d m i n i s t e r e d  c i v i l  s e r v i c e ,  c o u l d  e n c o u r a g e  g r o w t h  r a t e s  i n  

o u t p u t ,  l e a d  t o  e f f i c i e n t  c o l l e c t i o n  o f  t a x e s ,  a n d  p r o v i d e  g o v e r n m e n t  

s e r v i c e s  a t  l o w  c o s t .  I n  t h i s  c a s e ,  a  r e g r e s s i o n  w o u l d  f i n d  a  p o s i t i v e  

c o e f f i c i e n t  o n  t a x e s  a n d  a  n e g a t i v e  c o e f f i c i e n t  o n  g o v e r n m e n t  s p e n d i n g ,  

e v e n  i f  t h e r e  w e r e  n o  c a u s a l  r e l a t i o n s h i p  a m on g  t h e  t h r e e  f a c t o r s .

F i n a l l y ,  t h e  e n d o g e n e i t y  p r o b l e m  ( a s  d i s c u s s e d  a b o v e )  c a n  l e a d  t o  b i a s e d  

r e g r e s s i o n  c o e f f i c i e n t s .

I n  s u m m a ry ,  w h e t h e r  o n e  t h i n k s  t h a t  g o v e r n m e n t  s p e n d i n g  c o n t r i b u t e s  

t o ,  o r  s u b t r a c t s  f r o m ,  o u t p u t  g r o w t h  d e p e n d s  o n  t h e  m o d e l  t h a t  o n e  h a s  

i n  m i n d .  GDP g r o w t h  r a t e s  a r e  p o s i t i v e l y  c o r r e l a t e d  w i t h  t h e  g r o w t h  i n  

G, b u t  n e g a t i v e l y  c o r r e l a t e d  w i t h  t h e  l e v e l  o f  G. T h e  i m p a c t  o f  t a x e s  

o n  o u t p u t  g r o w t h  r a t e s  i s  n e g a t i v e  i n  so m e  s t u d i e s ,  b u t  n o t  s i g n f i c a n t l y

UI am indebted to Z. Shalizi for this point.
^When coefficients differ across countries heteroscedasticity 
results. The OLS estimate of the average coefficient value 
across countries will be unbiased, although the standard errors 
will be biased (Engen and Skinner, 1988).



d i f f e r e n t  f r o m  z e r o  i n  o t h e r s .

V. C o n c l u s i o n

T h e  e v i d e n c e  o n  h o w  t a x e s  a f f e c t  e c o n o m i c  b e h a v i o r  i s  m i x e d .  T h e  

l i k e l i h o o d  o f  a  c l e a r  " e v e n t  s t u d y "  w h i c h  p r o v i d e s  r e a d i l y  a p p a r e n t  

e v i d e n c e  t h a t  t a x e s  d o ,  o r  d o  n o t ,  a f f e c t  b e h a v i o r  i s  q u i t e  l o w .

N a t u r a l  e x p e r i m e n t s  s u c h  a s  IR A s  i n  t h e  U . S . ,  a n d  t h e  d r o p p i n g  o f  t e a  

d u t i e s  i n  E n g l a n d  d u r i n g  t h e  1 8 t h  C e n t u r y ,  a r e  v a l u a b l e ,  b u t  o n l y  e x i s t  

f o r  a  l i m i t e d  n u m b e r  o f  c a s e s .  I n  g e n e r a l ,  e c o n o m i s t s  h a v e  c o m e  t o  r e l y  

o n  m o r e  c o m p l i c a t e d  e c o n o m e t r i c  a n d  s i m u l a t i o n  m o d e l s  w h i c h  c o r r e c t  f o r  

a  l a r g e  n u m b e r  o f  f a c t o r s .  T h e  s e n s i t i v i t y  o f  t h e  r e s u l t s  t o  e q u a t i o n  

o r  p a r a m e t e r  s p e c i f i c a t i o n ,  a n d  t h e  a b s t r a c t n e s s  o f  t h e  e f f i c i e n c y  c o s t s  

m e a s u r e d  i n  s u c h  m o d e l s  c a n  r e d u c e  t h e i r  e f f e c t i v e n e s s  i n  p o l i c y  

a n a l y s i s .  T h i s  p a p e r  h a s  a t t e m p t e d  t o  p i c k  o u t  e x a m p l e s  o f  h o w  t a x e s  

a f f e c t  e c o n o m i c  b e h a v i o r ,  a n d  t o  d e s c r i b e  i n  m o r e  d e t a i l  w h y  s u c h  t a x e s  

c a u s e  a  r e d u c t i o n  i n  n a t i o n a l  w e l f a r e .  A m o r e  d i r e c t  m e a s u r e  o f  w e l f a r e  

c o s t  w a s  a l s o  a t t e m p t e d ;  t o  m e a s u r e  t h e  e f f e c t  o f  f i s c a l  p o l i c y  o n  

o u t p u t  g r o w t h .  W h i l e  t h e r e  i s  s o m e  e v i d e n c e  t h a t  t a x a t i o n  a n d  

g o v e r n m e n t  s p e n d i n g  may r e d u c e  o u t p u t  g r o w t h ,  t h e  e v i d e n c e  i s  n o t  

o v e r w h e l m i n g .  I n  p a r t i c u l a r ,  t h e r e  m u s t  b e  g r e a t e r  a g r e e m e n t  a m o n g  

r e s e a r c h e r s  a b o u t  t h e  t h e o r e t i c a l  p a t h s  b y  w h i c h  g o v e r n m e n t  f i s c a l  

p o l i c y  a f f e c t s  n a t i o n a l  o u t p u t .
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L e s s o n s  F r o m  P o s t - W a r  E x p e r i e n c e  W i t h  

T a x  R e f o r m  I n  D e v e l o p i n g  C o u n t r i e s *

M a l c o l m  G i l l i s

I .  I n t r o d u c t i o n

D o z e n s  o f  d e v e l o p i n g  n a t i o n s  h a v e  a t t e m p t e d  m a j o r  t a x  r e f o r m  

s i n c e  1 9 4 5 .  A  f e w  r e f o r m  e f f o r t s  e n c o u n t e r e d  s o m e  d e g r e e  o f  s u c c e s s ;  

m a n y  w e r e  f a i l u r e s .  T h i s  p a p e r  s i f t s  t h r o u g h  a  n u m b e r  o f  p o s t - w a r  t a x  

r e f o r m  e x p e r i e n c e s  i n  s e a r c h  o f  l e s s o n s  t h a t  m a y  b e  o f  v a l u e ,  t o  

g o v e r n m e n t s  c o n s i d e r i n g  m a j o r  t a x  r e f o r m  o v e r  t h e  n e a r  f u t u r e .

A .  T a x a t i o n  a n d  R e s o u r c e  T r a n s f e r

T a x a t i o n  i s  b u t  o n e  o f  t h r e e  m e t h o d s  o f  m o d e r n  p u b l i c  s e c t o r  

f i n a n c e ;  i n f l a t i o n  a n d  b o r r o w i n g  a r e  t h e  o t h e r s .  I n  r e c e n t  y e a r s ,  

l a t i t u d e  f o r  u s e  o f  t h e  l a t t e r  t w o  m e t h o d s  h a s  s h r u n k  m a r k e d l y  f o r  

m o s t  d e v e l o p i n g  c o u n t r i e s .  I n f l a t i o n  h a s  b e c o m e  i n c r e a s i n g l y  s u s p e c t  

a s  a  m e t h o d  o f  f i n a n c e ,  o w i n g  t o  w i d e r  r e c o g n i t i o n  o f  i t s  c o r r o s i v e  

e f f e c t s  n o t  o n l y ,  u p o n  g r o w t h  a n d  d e v e l o p m e n t  b u t  u p o n  i n c o m e  

d i s t r i b u t i o n .  I n  t h e  w a k e  o f  t h e  i n t e r n a t i o n a l  d e b t  c r i s i s ,  f e w  n e w  

r e s o u r c e s  h a v e  b e e n  a v a i l a b l e  f r o m  e x t e r n a l  b o r r o w i n g  s i n c e  t h e  e a r L y  

e i g h t i e s ,  a n d  t h e  n a t u r e  o f  m o n e y  a n d  c a p i t a l  m a r k e t s  i n  m o s t

* T h e  a u t h o r  a c k n o w l e d g e s  w i t h  t h a n k s  h e l p f u l  c o m m e n t s  o n  e a r l i e r  

d r a f t s  b y  t h e  f o l L o w i n g :  A n n e  K r u e g e r ,  E d w a r d  T o w e r ,  C h a r l e s  M c L u r e ,

R o y  B a h l ,  B i l l  A s c h e r ,  C a r l  S h o u p  a n d  W a y n e  T h i r s k .



d e v e l o p i n g  c o u n t r i e s  p r e c l u d e s  e x t e n s i v e  u s e  o f  d o m e s t i c  b o r r o w i n g  f o r  

f i n a n c e  o f  g o v e r n m e n t  a c t i v i t y .  G o v e r n m e n t s  i n  t h e  e i g h t i e s  h a v e  

i n c r e a s i n g l y  t u r n e d  t o  t h e  t a x  s y s t e m ,  b o t h  f o r  i n c r e m e n t a l  f i n a n c e  

a n d  t o  h e l p  s u p p l a n t  r e s o u r c e s  f o r m e r l y  r a i s e d  t h r o u g h  i n f l a t i o n  a n d  

o r  b o r r o w i n g .  F e w  t a x  s y s t e m s  i n  p l a c e  h a v e  p r o v e d  c a p a b l e  o f  b e a r i n g  

t h e  a d d i t i o n a l  s t r a i n .  T h o s e  g o v e r n m e n t s  t h a t  h a v e  b e e n  u n w i l l i n g  o r  

u n a b l e  t o  r e d u c e  s p e n d i n g  h a v e  b e e n  f o r c e d  t o  c o n s i d e r  m a j o r  

a d j u s t m e n t s  i n  t a x e s  a s  t h e  o n l y  m e a n s  f o r  a t t a i n i n g  o r  r e s t o r i n g  

o r d e r l y  m o b i l i s a t i o n  o f  r e s o u r c e s .

S h o r t - r u n  r e v e n u e  c o n s i d e r a t i o n s ,  t h e n ,  h a v e  l o o m e d  l a r g e  i n  

r e c e n t  a t t e m p t s  a t  t a x  r e f o r m  i n  d e v e l o p i n g  c o u n t r i e s ,  a s  m a n y  

g o v e r n m e n t s  h a v e  t h e r e b y  s o u g h t  t o  a v e r t  f i s c a l  c r i s i s .  B u t  p o s t w a r  

h i s t o r y  a l s o  p r o v i d e s  m a n y  e x a m p l e s  o f  t a x  r e f o r m s  g e a r e d  t o  

l o n g e r - t e r m  o b j e c t i v e s .  I n  t h e s e . c a s e s ,  f o c u s  h a s  b e e n  u p o n  

r a t i o n a l i z a t i o n  a n d  s i m p l i f i c a t i o n  o f  t h e  t a x  s y s t e m  i n  o r d e r  t o  

r e m o v e  t a x  b a r r i e r s  t o  e f f i c i e n t  r e s o u r c e  a l l o c a t i o n  a n d  t o  f o s t e r  

e c o n o m i c  g r o w t h ,  a n d / o r  t o  r e d u c e  m a l d i s t r i b u t i o n  o f  i n c o m e .  

P a r t i c u l a r l y  w i t h i n  t h e  l a s t  d e c a d e ,  t h e r e  h a v e  b e e n  s e v e r a l  i n s t a n c e s  

i n  w h i c h  g o v e r n m e n t s  h a v e  m o u n t e d  m a j o r  t a x  r e f o r m  e f f o r t s  a b s e n t  

s h o r t - t e r m  f i s c a l  c r i s i s .  T a x  r e f o r m  p r o g r a m s  h a v e  b e e n  d e v i s e d  t o  

p r o m o t e  l o n g e r  t e r m  o b j e c t i v e s  n o t  o n l y  i n  t h e  i n f r e q u e n t  n u m b e r  o f  

c a s e s  w h e r e  h i g h l y  i n d e b t e d  g o v e r n m e n t s  h a v e  u n d e r t a k e n  s i z e a b l e  

r e d u c t i o n s  i n  e x p e n d i t u r e  t o  m a i n t a i n  e x t e r n a l  c r e d i t w o r t h i n e s s ,  b u t  

a l s o  i n  t h e  e v e n  r a r e r  i n s t a n c e s  w h e r e i n  m a i n t a i n à n c e  o f  e c o n o m i c  

s t a b i l i t y  h a s  r e q u i r e d  n e i t h e r  s h a r p  c u t b a c k s  i n  s p e n d i n g  n o r  m a j o r  

i n c r e a s e s  i n  t a x  r e v e n u e s .



B .  T o w a r d  a  T a x o n o m y  f o r  T a x  R e f o r m

N o t  m a n y  p o s t w a r  a t t e m p t s  a t  t a x  r e f o r m  i n  L D C ' s  h a v e  f u l f i l l e d  

t h e  e x p e c t a t i o n s  o f  t h e i r  a r c h i t e c t s ;  m a n y  h a v e  b e e n  s t i l l b o r n .  A  

s m a l l  n u m b e r  h a v e  e n c o u n t e r e d  l i m i t e d  s h o r t - r u n  s u c c e s s ,  o n l y  t o  

f a l t e r  l a t e r ;  s t i l l  f e w e r  h a v e  b e e n  r e l a t i v e l y  s u c c e s s f u l  o v e r  l o n g e r  

p e r i o d s  o f  t i m e .  G e n e r a l i z i n g  f r o m  t h e  r i c h  p o s t w a r  r e f o r m  e x p e r i e n c e  

i s  e x t r e m e l y  d i f f i c u l t  b o t h  b e c a u s e  o f  t h e  w i d e  r a n g e  o f  t h e s e  

e x p e r i e n c e s  a n d  b e c a u s e  m a n y  r e f o r m  p r o g r a m s  i n  L D C ' s  h a v e  n o t  b e e n  

w e l l  d o c u m e n t e d .  F o r  b o t h  r e a s o n s ,  t h i s  p a p e r  d o e s  n o t  a t t e m p t  t o  

p r e s e n t  l e s s o n s  f r o m  a l l  r e f o r m s  a t t e m p t e d  t h r o u g h  1 9 8 7 .  P r o m i n e n t  

a m o n g  m a j o r  r e f o r m s  n o t  d i s c u s s e d  i n  a n y  d e t a i l  i n c l u d e  t h e  I n d i a n  a n d  

T u r k i s h  i n i t i a t i v e s  i n  1 9 8 5 ,  b o t h *  o f  w h i c h  r e l i e d  h e a v i l y  u p o n  

n e w l y - i n s t a l l e d  v a l u e - a d d e d  t a x e s ,  b u t  a b o u t  w h i c h  l i t t l e  h a s  b e e n  

p u b l i s h e d  t o  d a t e .

N o t w i t h s t a n d i n g  t h e  d i f f i c u l t i e s  i n v o l v e d  i n  g e n e r a l i z i n g  a b o u t  

L D C  e x p e r i e n c e  w i t h  t a x  r e f o r m ,  s i f t i n g  o f  a v a i l a b l e  e v i d e n c e  d o e s  

r e v e a l  t h e  n e c e s s a r y  b u t  n o t  s u f f i c i e n t  c o n d i t i o n  f o r  s u c c e s s f u l  t a x  

r e f o r m :  t h e  r e f o r m  p r o g r a m  m u s t  b e  b r o a d l y  c o n c e i v e d  t o  e m b r a c e

f u n d a m e n t a l  c h a n g e s  i n  t a x  s y s t e m s .  A  t a x  s y s t e m  h a s  t w o  p r i n c i p a l ,  

I n t e r d e p e n d e n t  e l e m e n t s :  t h e  t a x  s t r u c t u r e  a n d  t h e  c o m p l e x  o f

m e c h a n i s m s ,  a n d  i n s t i t u t i o n s  g o v e r n i n g  t a x  a d m i n i s t r a t i o n  a n d  t a x  

c o m p l i a n c e .  M o s t  r e f o r m s  h a v e  f o c u s e d  p r i m a r i l y  u p o n  a l t e r a t i o n s  i n  

t h e  t a x  s t r u c t u r e  a l o n e ,  o r d i n a r i l y  a  s u f f i c i e n t  c o n d i t i o n  f o r  f a i l u r e  

f o r  c o m p r e h e n s i v e  i f  n o t  p a r t i a l  r e f o r m s  ( s e e  b e l o w ) .  T h e  t a x  

s t r u c t u r e  c o n s i s t s  o f  t h e  c o n f i g u r a t i o n s  o f  t a x  b a s e s  a n d  t a x  r a t e s  

p r o v i d e d  i n  l e g i s l a t i o n  a n d / o r  d e c r e e s .  W h i l e  s o m e t i m e s  o b s c u r e d  b y  

l a y e r  u p o n  l a y e r  o f  p r o v i s i o n s  e n a c t e d  p i e c e m e a l  o v e r  s e v e r a l  d e c a d e s ,



t h e  t a x  s t r u c t u r e  i s  t h e  m o r e  v i s i b l e  c o m p o n e n t  o f  t h e  t a x  s y s t e m .  

M e c h a n i s m s  a n d  i n s t i t u t i o n s  o £  t a x  a d m i n i s t r a t i o n  a n d  c o m p l i a n c e ,  

h o w e v e r ,  i n c l u d e  b o t h  r e a d i l y  o b s e r v e a b l e  a s  w e l l  a s  v e i l e d  e l e m e n t s  

o f t e n  o v e r l o o k e d  i n  d i a g n o s e s  o f  f i s c a l  i l l s .  T h e s e  I n c l u d e  t h e  

p r o c e d u r a l  a n d  l e g a l  f r a m e w o r k s  g o v e r n i n g  a s s e s s m e n t ,  c o l l e c t i o n ,  

a u d i t ,  s a n c t i o n s ,  a p p e a l s ,  r e c o r d  k e e p i n g  a s  w e l l  a s  t h e  s t a t e  o f  

I n f o r m a t i o n  t e c h n o l o g y ,  t h e  r e w a r d  s t r u c t u r e  f a c i n g  t h e  c i v i l  s e r v i c e ,  

d i s c l o s u r e  r e q u i r e m e n t s  f o r  f i r m s  a n d  a c c o u n t i n g  c o n v e n t i o n s  u s e d  b y  

t h e m .

T h e  n o r m a l  s t a t e  o f  t a x  s y s t e m s  t h u s  d e f i n e d  i s  t h a t  o f  f l u x ,  n o t  

s t a s i s .  M o d i f i c a t i o n s  m a d e  o n  a  m o r e  o r  l e s s  c o n t i n u o u s  b a s i s ,  

w h e t h e r  i n  u n d e r l y i n g  l a w s  o r  i n  a d m i n i s t r a t i v e  r u l e s  a n d  p r o c e d u r e s  

a r e  b e s t  d e s c r i b e d  a s  t a x  a d j u s t m e n t s  r a t h e r  t h a n  r e f o r m .  C h a n g e s  i n  

t h e  t a x  s y s t e m  q u a l i f y  a s  t a x  r e f o r m  o n l y  w h e n  t h e y  i n v o l v e  

d i s c o n t i n u i t y ,  a n d  s i g n i f i c a n t l y  a l t e r  t h e  t r a j e c t o r y  o f  t h e  s y s t e m .  

T a x  r e f o r m  m a y  e m b r a c e  a l l ,  o r  o n l y  a  f e w  m a j o r  t a x  s o u r c e s  ( i n c o m e  

t a x e s ,  s a l e s  t a x e s ,  p r o p e r t y  t a x e s ,  i m p o r t  d u t i e s ,  e t c . ) .  W h e n  t h e s e  

c h a n g e s  i n c l u d e  m o s t  o r  a l l  i m p o r t a n t  t a x  s o u r c e s ,  t h e y  m a y  b e  

l a b e l l e d  c o m p r e h e n s i v e  t a x  r e f o r m .  W h e r e  r e f o r m s  a r e  u n d e r t a k e n  o n l y  

f o r  o n e  o r  t w o  t a x  s o u r c e s  a f f e c t i n g  l e s s  t h a n ,  s a y  o n e - t h i r d  o f  

c o l l e c t i o n s ,  t h e y  c a n  b e  c a l l e d  p a r t i a l .



P a r t i a l  a s  w e l l  a s  c o m p r e h e n s i v e  t a x  r e f o r m  i n i t i a t i v e s  a r e  o f t e n  

u n d e r t a k e n  a s  m e a n s  f o r  r e v e n u e  e n h a n c e m e n t .  B u t  a s  s u b s e q u e n t  

s e c t i o n s  w i l l  s h o w ,  a  s i g n i f i c a n t  n u m b e r  o f  r e f o r m s  h a v e  b e e n  d e s i g n e d  

u n d e r  t h e  c o n s t r a i n t  t h a t  t a x  r e f o r m  s h o u l d  n o t  r e s u l t ,  o v e r a l l ,  i n  

s i g n i f i c a n t l y  l o w e r  o r  h i g h e r  r e v e n u e s .  T h e s e  a r e  e x a m p l e s  o f  r e v e n u e  

n e u t r a l  t a x  r e f o r m ,  w h e r e i n  t h e  t i m e  h o r i z o n  f o r  r e v e n u e  n e u t r a l i t y  i s  

u s u a l l y  g r e a t e r  t h a n  o n e  o r  t w o  y e a r s .

R e v e n u e - n e u t r a l  t a x  r e f o r m  i s  n o t  n e c e s s a r i l y  d i s t r i b u t l o n a l l y  

n e u t r a l ,  n o r  e c o n o m i c a l l y  n e u t r a l  t a x  r e f o r m . 1  D i s t r i b u t i o n s l l y  

n e u t r a l  t a x  r e f o r m  i s  c o n t r a s t e d  w i t h  r e d i s t r i b u t i v e  t a x  r e f o r m .  I n  

t h e  f o r m e r ,  b u t  n o t  t h e  l a t t e r ,  r e f o r m  i s  i n t e n d e d  t o  p r e s e r v e  t h e

i
p r e - e x i s t i n g  p a t t e r n  o f  a g g r e g a t e  t a x  l i a b i l i t i e s  a c r o s s  i n c o m e  

b r a c k e t s ;  t h e  m i x  o f  t h e s e  l i a b i l i t i e s ,  h o w e v e r  m a y  c h a n g e  

d r a s t i c a l l y ,  a s  f o r  e x a m p l e  r e p l a c e m e n t  o f  w e a l t h  t a x e s  b y  i n c o m e  

t a x e s .  R e d i s t r i b u t i v e  t a x  r e f o r m ,  i t  w i l l  b e  s h o w n ,  m a y  a i m  e i t h e r  a t  

" l e v e l i n g  d o w n "  o r  " l e v e l i n g  u p "  i n  t h e  i n c o m e  d i s t r i b u t i o n ,  o r  b o t h .

R e f o r m s  t h a t  a r e  i n t e n d e d  t o  b e  e i t h e r  r e v e n u e  n e u t r a l  o r  

d i s t r i b u t I o n a l l y  n e u t r a l  m a y  o r  m a y  n o t  a l s o  h a v e  e c o n o m i c  n e u t r a l i t y  

a s  a n  o b j e c t i v e .  B u t  r e f o r m s  g e a r e d  b o t h  t o  r e v e n u e  a n d  

d i s t r i b u t i o n a l  n e u t r a l i t y  t y p i c a l l y  h a v e  e c o n o m i c  n e u t r a l i t y  a s  a n  

o v e r r i d i n g  g o a l .  A s  d i s c u s s e d  a t  g r e a t e r  l e n g t h  b e l o w ,  a n  

e c o n o m i c a l l y  " n e u t r a l "  t a x  s t r u c t u r e  i s  n o t  n e c e s s a r i l y  a n  " o p t i m a l "  

t a x  s t r u c t u r e ,  n -->r e v e n  a n  " e f f i c i e n t "  o n e .  R a t h e r ,  a d v o c a t e s  o f  

n e u t r a l i t y  s e e k  -t ? a x  s y s t e m  t h a t  d o e s  n o t  i n v o l v e  m a t e r i a l  c h a n g e s  i n  

t h e  s t r u c t u r e  o f  j  r t v - j r e  lr\< «*rtr l v < * s  t h a t  w o u l d  p r e v a i l  i n  t h e  a b s e n c e  

o f  t a x e s .  G r e a t e r  n e u t r a l i t y  I n  t a x a t i o n  i s  g e n e r a l l y  t h o u g h t  t o  

r e q u i r e  s h i f t s  t o w a r d  m o r e  u n i f o r m i t y  i n  r a t e s  a n d  g r e a t e r  c o n s i s t e n c y



I n  d e f i n i t i o n  o f  t h e  t a x  b a s e .  W h e r e a s  t h e  g o a l s  o f  r e v e n u e  

n e u t r a l i t y  a n d  d i s t r i b u t i o n a l  n e u t r a l i t y  i m p l y  m a i n t e n a n c e  o f  t h e  

s t a t u s  q u o  i n  c o l l e c t i o n s  a n d  i n c o m e  d i s t r i b u t i o n  r e s p e c t i v e l y ,

f u r t h e r a n c e  o f  t h e  g o a l  o f  e c o n o m i c  n e u t r a l i t y  g e n e r a l l y  i n v o l v e s
»

d e l i b e r a t e  d e p a r t u r e s  f r o m  t h e  s t a t u s  q u o ,  i n  t h a t  f e w e r ,  a n d  l e s s  

s e v e r e  t a x - i n d u c e d  d i s t o r t i o n s  a r e  s o u g h t ,  r e l a t i v e  t o  t h o s e  p r i o r  t o  

r e f o r m .  E c o n o m i c a l l y  n e u t r a l  t a x  r e f o r m  l i e s  a t  o n e  e n d  o f  a  

c o n t i n u u m  h a v i n g  i n t e r v e n t i o n i s t  t a x  r e f o r m  a t  t h e  o t h e r  e n d .  I n  t h e  

l a t t e r ,  p o l i c y  m a k e r s  d e l i b e r a t e l y  s e e k  t o  u s e  t h e  t a x  s y s t e m  t o  g u i d e  

p r i v a t e  d e c i s i o n - m a k i n g  t o  e n d s  s o u g h t  b y  t h e  g o v e r n m e n t .  E a r l y  

p o s t - w a r  t a x  r e f o r m s  w e r e  c l o s e r  t o  t h e  i n t e r v e n t i o n i s t  e n d  o f  t h e  

c o n t i n u u m  t h a n  h a v e  b e e n ,  m o s t  r e f o r m s  i m p l e m e n t e d  o r  p r o p o s e d  a f t e r  

1 9 7 5 .

F i n a l l y ,  t a x  r e f o r m s  d i f f e r  w i t h  r e g a r d  t o  p h a s i n g  o f  

I m p l e m e n t a t i o n .  T h i s  m a y  b e  c r i t i c a l  f o r  s u c c e s s  o f  c o m p r e h e n s i v e  

r e f o r m  e f f o r t s ,  f o r  r e a s o n s  o f f e r e d  b e l o w ,  b u t  i s  l a r g e l y  i r r e l e v a n t  

f o r  p a r t i a l  r e f o r m s .  M o s t  c o m m o n l y ,  g o v e r n m e n t s  h a v e  a n n o u n c e d  a n d  

a t t e m p t e d  t o  i m p l e m e n t  a l l  r e f o r m  p r o v i s i o n s  a t  o n c e .  T h i s  c a n  b e  

c a l l e d  c o n  t  e m o o r a n e o u s  t a x  r e f o r m ,  e v e n  w h e n  t r a n s i t i o n  r u l e s  d e l a y  

f u l l  a p p l i c a b i l i t y  o f  c h a n g e s  u n t i l  s u b s e q u e n t  y e a r s .  T a x  r e f o r m  

m e a s u r e s  a n n o u n c e d  a n d  i m p l e m e n t e d  i n  d i s t i n c t  s t a g e s ,  a s  i n t e g r a l  

p a r t s  o f  a  l a r g e r  d e s i g n ,  a r e  e x a m p l e s  o f  p h a s e d  t a x  r e f o r m .  F i n a l l y ,  

r e f o r m  e n a c t e d  s e r i a l l y  o n  a  t a x - b y - t a x  b a s i s ,  w i t h  l i t t l e  m o r e  t h a n  

i n c i d e n t a l  r e f e r e n c e  t o  a  l a r g e r  d e s i g n ,  m a y  b e  c a l l e d  s u c c e s s i v e  t a x  

r e f o r m .



I t  i s  a p p a r e n t ,  t h e r e f o r e ,  t h a t  " t a x  r e f o r m "  h a s  m a n y  m e a n i n g s .  

T h e  t a x o n o m y  p r e s e n t e d  h e r e ,  b y  n o  m e a n s  a i r t i g h t  n o r  e x h a u s t i v e ,  

r e f e r s  o n l y  t o  d i f f e r e n c e s  i n  p o l i c y - m a k e r s '  I n t e n t i o n s  f o r  t a x  

r e f o r m , '  n o t  t o  t h e  e x t e n t  t o  w h i c h  t h e s e  i n t e n t i o n s  a r e  f u l f i l l e d  i n  

a n y  g i v e n  r e f o r m  e p i s o d e .  E v e n  s o ,  t h e  t a x o n o m y  y i e l d s  1 3 5  d i f f e r e n t  

c o n f i g u r a t i o n s  o f  t a x  r e f o r m  e v e n  w i t h o u t  d i s t i n g u i s h i n g  b e t w e e n  

r e d i s t r i b u t i v e  r e f o r m s  t h a t  a t t e m p t  t o  " l e v e l  u p "  o r  " l e v e l  d o w n " .

T h a t  i s  t o  s a y ,  p o l i c y m a k e r s  f a c e  a t  l e a s t  s i x  s e t s  o f  a l t e r n a t i v e s  i n  

f r a m i n g  t a x  r e f o r m :

T o  r e c a p i t u l a t e ,  t h e s e  a r e :

( a )  r e f o r m  o f  t a x  s t r u c t u r e s ,  o r  t a x  a d m i n i s t r a t i o n ,  o r  r e f o r m  o f  t a x

\
s y s t e m s  ( b o t h  s t r u c t u r a l  a n d  a d m i n i s t r a t i v e  r e f o r m ) .

( b )  c o m p r e h e n s i v e  o r  p a r t i a l  r e f o r m .

( c )  r e v e n u e  e n h a n c i n g ,  r e v e n u e  n e u t r a l  o r  r e v e n u e  d e c r e a s i n g  r e f o r m .

( d )  d i s t r i b u t i o n ã l l y  n e u t r a l  o r  r e d i s t r i b u t i v e  t a x  r e f o r m .

( e )  e c o n o m i c a l l y  n e u t r a l  o r  i n t e r v e n t i o n i s t  r e f o r m .

( f )  c o n t e m p o r a n e o u s ,  p h a s e d  o r  s u c c e s s i v e  r e f o r m .

T h e r e  a r e  t w o  c h o i c e s  i n  a l l  b u t  ( a ) ,  ( c )  a n d  ( f ) ,  w h i c h  c o n t a i n

3  3
t h r e e  e a c h ,  s o  t h e  n u m b e r  o f  a p p a r e n t  c o m b i n a t i o n s  i s  2  x  3  3

2 1 6 ,  w h e r e  a l l  o p t i o n s  a r e  o p e n .  H o w e v e r ,  n o t  a l l  o p t i o n s  a r e  o p e n  i n

a l l  c a s e s .  F o r  e x a m p l e ,  a  c o u n t r y  c o n s t r a i n e d  t o  s e e k  r e v e n u e

e n h a n c e m e n t  t o  m e e t  a  c r i s i s  i n  d e b t  s e r v i c e  w o u l d ,  a t  t h e  v e r y  m o s t ,

3  1
c o n t e m p l a t e  s e v e n t y  t w o  d i f f e r e n t  p a t h s  t o  t a x  r e f o r m  (  2  x  1  x  

2
3  ) .  A n d  a s  a  p r a c t i c a l  m a t t e r ,  f e w  o p t i o n s  a r e  o p e n  i n  m o s t  c a s e s ,  

s o  t h a t  f e a s i b l e  p a t h s  t o  t a x  r e f o r m  m a y  n u m b e r  l e s s  t h a n  1 0 .



T h e  s u n  h a s  r a r e l y  s e t  o n  t a x  r e f o r m  p r o g r a m s  i n  d e v e l o p i n g  

c o u n t r i e s  i n  t h e  p o s t w a r  p e r i o d .  A t  l e a s t  t w e n t y  c o m p r e h e n c i v e  

r e f o r m s  h a v e  b e e n  p r o p o s e d  s i n c e  1 9 4 5 ,  s e v e r a l  o f  w h i c h  h a v e  b e e n  

e n a c t e d  i n  w h o l e  o r  i n  p a r t .  E x a m p l e s  o f  p a r t i a l  t a x  r e f o r m  o v e r  t h e  

s a m e  p e r i o d  n u m b e r  i n  t h e  d o z e n s .  I n  1 9 8 7  a l o n e ,  m a j o r  r e f o r m  e f f o r t s  

h a v e  b e e n  i n i t i a t e d  i n  K e n y a ,  M a l a w i ,  P a k i s t a n  a n d  s e v e r a l  o t h e r  

n a t i o n s .

A )  C o m p r e h e n s i v e  v s .  P a r t i a l  R e f o r m

T h e  f i r s t  t r u l y  c o m p r e h e n s i v e  p o s t - w a r  t a x  r e f o r m  p r o g r a m

2
a n y w h e r e  w a s  t h a t  i n  o c c u p i e d  J a p a n  i n  1 9 4 9 - 5 0 ,  a t  a  t i m e  w h e n  t h a t  

w a r t o r n  n a t i o n  w a s  t h e n  a  r e b u i l d i n g ,  i f  n o t  a  d e v e l o p i n g ,  c o u n t r y .

I n  t h e  f i f t i e s  a n d  s i x t i e s  f u l l - b l o w n  s e t s  o f  p r o p o s a l s  f o r  r e f o r m  o f

3
a l l  m a j o r  t a x e s  w e r e  f a s h i o n e d  f o r  V e n e z u e l a  i n  1 9 5 8 - 5 9 ,  C o l u m b i a

i n  1 9 6 8 4  a n d  1 9 7 4 ,  L i b e r i a 6  i n  1 9 6 9 .  C h i l e 6  e n a c t e d  m a j o r

r e f o r m s  i n  i n c o m e ,  s a l e s  a n d  t r a d e  t a x e s  i n  1 9 7 4 - 7 5 ,  f e a t u r i n g  b o t h  a

v a l u e - a d d e d  t a x ,  a n d  u n i f o r m  i m p o r t  t a r i f f s  ( e x c e p t  o n  a u t o s ) .  T h e s e

r e f o r m s  w e r e  n o t a b l e  a l s o  i n  t h a t  t h e y  i n v o l v e d  t h e  f i r s t  a t t e m p t

a m o n g  L D C s  t o  a c h i e v e  f u l l  i n t e g r a t i o n  o f  t h e  p e r s o n a l  a n d  c o r p o r a t i o n

i n c o m e  t a x  ( s i n c e  d i s c a r d e d  i n  f a v o r  o f  p a r t i a l  i n t e g r a t i o n ) .  A  m a j o r

7
c o m p r e h e n s i v e  r e f o r m  e f f o r t  i n  B o l i v i a  w a s  a b o r t e d  i n  1 9 7 6 - 7 7 .

M o r e  r e c e n t l y ,  • ' > m p r e h e n s i y e  r e f o r m s  w e r e  p r o p o s e d  a n d  e n a c t e d  i n

8  9
I n d o n e s i a  ( 1 9 8 J  h d  . J a m a i c a  ( 1 9 8 5 - 8 7 )  a n d  B o l i v i a  ( 1 9 8 6 ) ;  a n d

p r o p o s è d  f o r  P a k i s t a n  ( 1 9 8 6  8 7 ) ' ° .

I I .  S ou rces  o f  L essons



P a r t i c u l a r l y  n o t a b l e  a m o n g  t h e  d o z e n s  o f  p a r t i a l  r e f o r m s  w e r e

t h o s e  i n  I n d i a  ( 1 9 5 6 ) 1 1 ,  S r i  L a n k a  ( 1 9 5 9 ) 1 2 ,  B r a z i l  ( 1 9 6 5 ) 1 3  a n d

t h r e e  c a s e s  i n  U r u g u a y  ( 1 9 6 7 ,  1 9 6 8  a n d  1 9 7 4 - 7 5 ) . 1 4 .  B o t h  t h e  I n d i a

a n d  S r i  L a n k a  e p i s o d e s  m a r k  i m p o r t a n t  m i l e s t o n e s  i n  t a x  r e f o r m

e f f o r t s :  t h e y  w e r e  t h e  f i r s t  a t t e m p t s  t o  i n t r o d u c e  a  d i r e c t  t a x  o n

e x p e n d i t u r e s  a s  p a r t  o f  a n  i n t e r - l o c k i n g . s e t  o f  t a x e s  o n  i n c o m e ,

w e a l t h  a n d  e x p e n d i t u r e s ,  i n t e n d e d  t o  b e  m o r e  o r  l e s s  s e l f - e n f o r c i n g .

S i g n i f i c a n t  t h o u g h  t h e s e  e f f o r t s  w e r e ,  t h e y  n e v e r t h e l e s s  q u a l i f y  a s

e x a m p l e s  o f  p a r t i a l  r e f o r m ,  b e c a u s e  i n  b o t h  i n s t a n c e s  t h e  e x p e n d i t u r e

t a x  w a s  n o t  a  m a j o r  s o u r c e  o f  r e v e n u e ,  s i n c e  i t  a p p l i e d  o n l y  t o  a  v e r y

s m a l l  p r o p o r t i o n  o f  t h e  p o p u l a t i o n . ^  T h e  b r a i n c h i l d r e n  o f  N i c h o l a s  

1 6
K a l d o r ,  b o t h  e x p e n d i t u r e  t a x e s  w e r e  s h o r t - l i v e d .  T h e  t a x  w a s

t w i c e  e n a c t e d  a n d  t w i c e  r e p e a l e d  i n  I n d i a ,  a n d  w a s  a b o l i s h e d  i n  S r i

L a n k a  i n  1 9 6 5  a f t e r  f i v e  y e a r s  o f  u n s a t i s f a c t o r y  p e r f o r m a n c e .

T w o  o f  t h e  p a r t i a l  r e f o r m s  i n  B r a z i l  a n d  U r u g u a y  i n  t h e  l a t e

s i x t i e s  a r e  e s p e c i a l l y  n o t e w o r t h y  c h a p t e r s  i n  t h e  h i s t o r y  o f

v a l u e - a d d e d  t a x a t i o n .  B r a z i l  a n d  U r u g u a y  w e r e  n o t  o n l y  t h e  f i r s t

a m o n g  d e v e l o p i n g  n a t i o n s  t o  a d o p t  a  v a l u e - a d d e d  t a x  e x t e n d i n g  t h r o u g h
*

t h e  r e t a i l  l e v e l ,  t h e y  p r e c e d e d  F r a n c e  a n d  t h e  r e s t  o f  t h e  E u r o p e a n

C o m m u n i t y  ( E C )  i n  i m p l e m e n t i n g  t h i s  n o w  m o s t  c o m m o n  f o r m  o f  s a l e s

t a x .  ( T h e  t a x  w a s  e n a c t e d  f o r  J a p a n e s e  p r e f e c t u r e s  i n  1 9 5 0 ,  b u t  n e v e r

p u t  i n t o  o p e r a t i o n ) .  I n d e e d ,  a d o p t i o n  o f  t h i s  f o r m  o f  v a l u e - a d d e d  t a x

( V A T )  c o n s t i t u t e d  i m p o r t a n t  e x a m p l e s  o f  p a r t i a l  t a x  r e f o r m  i n  2 0  o t h e r

1 7
d e v e l o p i n g  n a t i o n s  o v e r  t h e  p e r i o d  1 9 7 0  1 9 8 6 .  I t  i s  o f  

c o n s i d e r a b l e  s i g n i f i c a n c e  t h a t  v i r t u a l l y  e v e r y  d e v e l o p i n g  c o u n t r y  t h a t  

h a s  e n a c t e d  s a l e s  t a x  r e f o r m  s i n c e  1 9 6 5  h a s  c h o s e n  o n e  o r  a n o t h e r  o f



t h e  t w o  m o s t  c o m m o n  f o r m s  o f  V A T :  t h e  r e t a i l  t y p e  n o w  u s e d  a l l  o v e r

E u r o p e ,  o r  t h e  m a n u f a c t u r e r ' s  V A T ,  e n a c t e d  i n  I n d o n e s i a  i n  1 9 8 4  a n d

1 8
p r o p o s e d  f o r  P a k i s t a n  i n  1 9 8 7 .  A m o n g  t h e  4 0 - o d d  c o u n t r i e s  t h a t

h a v e  u s e d  t h e  V A T ,  o n l y  V i e t n a m  ( t h e n  S o u t h  V i e t  N a m )  h a s  r e p e a l e d  i t

a n d  t h i s  w a s  d u r i n g  w a r t i m e  ( 1 9 7 1 ) .  E x p e r i e n c e  o v e r  t h e  p a s t  t w o

d e c a d e s ,  t h e n ,  s u g g e s t s  v e r y  s t r o n g l y  t h a t  i n s o f a r  a s  t a x  r e f o r m  i s

1 9
c o n c e r n e d ,  t h e  V A T  i s  t h e  w a v e  o f  t h e  p r e s e n t ,  i f  n o t  t h e  f u t u r e .

U r u g u a y  w a s  a l s o  t h e  s c e n e  o f  t w o  o t h e r  s i g n i f i c a n t  p a r t i a l  

20
r e f o r m s .  T h e  f i r s t ,  i n  1 9 6 7 ,  r e s u l t e d  i n  t h e  c r e a t i o n  o f  t h e

f i r s t  o p e r a t i o n a l  p r e s u m p t i v e  i n c o m e  t a x  o n  a g r i c u l t u r e  a t  t h e

n a t i o n a l  l e v e l .  T h i s  t a x  w a s  i n i t i a l l y  v i e w e d  a s  a  m o d e l  f o r  s i m i l a r

l e v i e s  i n  o t h e r  L D C s  b u t  h a s  p r o v e d  w a n t i n g  w h e r e  i t  h a s  b e e n  t r i e d .

A n d  a s  d i s c u s s e d  b e l o w ,  t h e  p r e s u m p t i v e  t a x  i n  U r u g u a y  t o d a y  d e v i a t e s

s h a r p l y  i n  s t r u c t u r e  a n d  o p e r a t i o n  f r o m  t h a t  o r i g i n a l l y  e n a c t e d .

U r u g u a y  w a s  a l s o  t h e  f i r s t ,  a n d  a p p a r e n t l y  o n l y  c o u n t r y  t o  a b o l i s h  a n

o p e r a t i n g  p e r s o n a l  i n c o m e  t a x  ( 1 9 7 4 ) .  M u c h  h a s  b e e n  m a d e  o f  t h i s  
«

a p p a r e n t l y  r a d i c a l  m e a s u r e ,  b u t  i t  s h o u l d  b e  n o t e d  t h a t  t h e  p e r s o n a l

I n c o m e  t a x  f i r s t -  c a m e  i n t o  e x i s t e n c e  i n  U r u g u a y  o n l y  i n  t h e  e a r l y
*

s i x t i e s ,  a n d  n e v e r  r a i s e d  v e r y  s i g n i f i c a n t  a m o u n t s  o f  r e v e n u e  p r i o r  t o  

i t s  a b o l i t i o n .

B )  T a x  S t r u c t u r e s  v s .  T a x  S y s t e m s  

U n t i l  t h e  l a t e  s e v e n t i e s ,  b o t h  c o m p r e h e n s i v e  a n d  p a r t i a l  t a x  r e f o r m  

i n i t i a t i v e s  ( w i t h  t h e  e x c e p t i o n  o f  J a p a n )  t e n d e d  s t r o n g l y  t o  f o c u s  

u p o n  t a x  s t r u c t u r e s  r a t h e r  t h a n  t h e  b r o a d e r  t a x  s y s t e m .  T h i s  w a s  

c l e a r l y  t r u e  f o r  t h e  c o m p r e h e n s i v e  r e f o r m  p r o p o s a l s  f o r  C o l o m b i a  I n  

1 9 6 8  ( b u t  n o t  i n  a  s u b s e q u e n t  p a r t i a l  r e f o r m  o f  t h e  C o l o m b i a n  V A T  i n  

1 9 8 4 ) ,  t h e  a b o r t i v e  r e f o r m  e f f o r t s  i n  G h a n a  ( 1 9 6 9 - 7 1 ) ,  t h e  p a r t i a l

page 10



r e f o r m s  i n  I n d i a  a n d  S r i  L a n k a  i n  t h e  l a t e  f i f t i e s ,  a s  i n  B r a z i l  i n

1 9 6 5 .  I n  s e v e r a l  o t h e r  r e f o r m  p r o g r a m s  p r i o r  t o  1 9 8 0 ,  b r o a d e r  t a x

s y s t e m  i s s u e s  e x t e n d i n g  t h r o u g h  t a x  a d m i n i s t r a t i o n  a n d  c o m p l i a n c e  w e r e

a l s o  a d d r e s s e d ,  b u t  a d m i n i s t r a t i v e  a s p e c t s  o f  t a x  r e f o r m  w e r e

p e r i p h e r a l ,  n o t  c e n t r a l ,  t o  t h e  p r o p o s a l s .  T h e s e  i n c l u d e d  P e r u  i n

1 9 6 8 *  L i b e r i a  ( 1 9 6 9 )  a n d  B o l i v i a  ( 1 9 7 6 - 7 7 ) .  I n  s t i l l  o t h e r  c a s e s ,

21
i n c l u d i n g  t h e  V e n e z u e l a n  r e f o r m  p r o p o s a l s  o f  1 9 5 8 - 5 9 ,  ,  a n d  t h e

o n g o i n g  K o r e a n  t a x  r e f o r m s  a d o p t e d  a l m o s t  e v e r y  y e a r  b e t w e e n  1 9 6 0  a n d

1 9 7 6 ,  m o r e  s u b s t a n t i a l  s t r e s s  w a s  p l a c e d  o n  a d m i n i s t r a t i v e  a s p e c t s  o f  

22
t a x  r e f o r m  .

F u r t h u r ,  t h e  p a t h b r e a k i n g  J a p a n e s e  r e f o r m  p a c k a g e s  o f  1 9 4 9 - 5 0

w e n t  w e l l  b e y o n d  e x a m i n a t i o n  o f  s t r u c t u r a l  I s s u e s  i n  t a x  r e f o r m  t o

d e t a i l e d  c o n s i d e r a t i o n  o f  s e v e r a l  k e y  i s s u e s  i n  t a x  a d m i n i s t r a t i o n  a n d

c o m p l i a n c e .  T h e  b l u e - r e t u r n  s y s t e m  o f  b u s i n e s s  t a x a t i o n  d e v i s e d  b y

t h e  S h o u p  t e a m  w a s  a n  i n n o v a t i o n  i n  t a x  a d m i n i s t r a t i o n  t h a t  h a s

2 3
s u r v i v e d  i n  J a p a n  f o r  n e a r l y  4 0  y e a r s .  B u t  i t  w a s  n o t  u n t i l  t h e  

m i d - 1 9 8 0 s  t h a t  c o m p r e h e n s i v e  t a x  r e f o r m  p r o g r a m s  a g a i n  b e g a n  t o  

i n v o l v e  s t r o n g  e m p h a s i s  u p o n  w i d e r  t a x  s y s t e m s ,  a s  o p p o s e d  t o  t a x  

s t r u c t u r e s .

F i n a l l y ,  a  s i z a b l e  s h a r e  o f  t h e  p r e p a r a t i o n s  f o r  t h e  v e r y  r e c e n t  

I n d o n e s i a n  a n d  J a m a i c a n  r e f o r m s  w a s  c h a n n e l l e d  i n t o  e f f o r t s  i n t e n d e d  

t o  a m e l i o r a t e  v e x i n g  p r o b l e m s  i n  t a x  a d m i n i s t r a t i o n  a n d  c o m p l i a n c e ,  

i n c l u d i n g  c o m p u t e r i z a t i o n  o f  t h e  t a x  i n f o r m a t i o n  s y s t e m  a n d  m a j o r  

c h a n g e s  i n  t a x p a y i n g  p r o c e d u r e s .  T h e  P a k i s t a n  r e f o r m  p r o p o s a l  o f  

1 9 8 6 - 8 7  w a s  u n u s u a l  I n  t h a t  i t  i n v o l v e d  a n  u s u a l l y  h e a v y  f o c u s  u p o n  

a d m i n i s t r a t i v e - c o m p l i a n c e  i s s u e s ,  w i t h  m u c h  l e s s  a t t e n t i o n  t o  p r o b l - e m s  

i n  t h e  u n d e r l y i n g  t a x  s t r u c t u r e .



C )  R e v e n u e - E n h a n c i n g  v s .  R e v e n u e  N e u t r a l  R e f o r m

T h e  r e v e n u e  m o t i v a t i o n s  f o r  t a x  r e f o r m  i n  t h e  d o z e n s  o f  a t t e m p t s

a t  p a r t i a l  o r  c o m p r e h e n s i v e  r e f o r m  h a v e  b e e n ,  i n  m o s t  i n s t a n c e s ,

s h r o u d e d  b y  t h e  p a s s a g e  o f  t i m e .  I t  i s  g e n e r a l l y  a s s u m e d  t h a t  i n  m o s t

s e t t i n g s  t h e  p r i m e  i m p e t u s  f o r  t a x  r e f o r m  h a s  b e e n  t h e  n e e d  f o r

i m m e d i a t e  r e v e n u e  e n h a n c e m e n t  t o  s u r m o u n t  f i s c a l  c r i s i s .  B u t  p o s t w a r

h i s t o r y  p r o v i d e s  p r o v i d e s  a  l a r g e  n u m b e r  o f  e x a m p l e s  o f  t a x  r e f o r m

p r o g r a m s  t h a t  w e r e  i n t e n d e d  t o  b e  m o r e  o r  l e s s  r e v e n u e  n e u t r a l ,  i n  t h e

s h o r t  t o  m e d i u m  t e r m .

I m m e d i a t e  r e v e n u e  e n h a n c e m e n t  w a s  c l e a r l y  n o t  a  m a j o r  r e a s o n  f o r

2 4
m o u n t i n g  n a t i o n a l  t a x  r e f o r m  i n i t i a t i v e s  i n  o c c u p i e d  J a p a n  ( w h e r e

s i g n i f i c a n t  n a t i o n a l  g o v e r n m e n t  b u d g e t  s u r p l u s e s  w e r e  e x p e c t e d  i n

1 9 5 1 ) ,  B r a z i l  i n  1 9 6 5 2 5 ,  L i b e r i a  i n  1 9 6 9 , 2 6  B o l i v i a  i n  1 9 7 6 - 7 7 2 7

o r  C o l o m b i a  i n  1 9 8 6 .  T h e  J a m a i c a n  r e f o r m  p r o g r a m  o f  1 9 8 6 - 8 7  h a s  b ë e n

g e a r e d  e s s e n t i a l l y  t o w a r d  r e v e n u e  n e u t r a l i t y  f o r  i n c o m e  t a x  r e f o r m ,

b u t  t h e  s t i l l - p e n d i n g  V A T  i s  e x p e c t e d  t o  r a i s e  s o m e w h a t  m o r e  r e v e n u e

t h a n  t h e  t a x e s  i t  i s  t o  r e p l a c e .  T h e  c o m p r e h e n s i v e  I n d o n e s i a n  r e f o r m

o f  1 9 8 3 - 8 4  w a s  n o t  i n i t i a l l y  c o n c e i v e d  a s  e s s e n t i a l  f o r  a v e r t i n g

s h o r t - t e r m  f i s c a l  c r i s i s  o r  f o r  e x p a n d i n g  t h e  s h a r e  o f  o v e r a l l  t a x

r e v e n u e s  i n  G D P  o v e r  t h e  l o n g e r  t e r m .  N e v e r t h e l e s s ,  p r e p a r a t i o n  f o r

r e f o r m  w a s  b e g u n  i n  e a r l y  1 9 8 1  w i t h  t h e  r e a l i z a t i o n  t h a t  t h e  h i g h  o i l

p d c e s  o f  1 9 7 9 - 8 0 - w e r e  n o t  l i k e l y  t o  c o n t i n u e ,  a n d  t h a t  n o n - o i l  t a x e s

w o u l d  s o o n e r  o r  l a t e r  h a v e  t o  b e  c a l l e d  u p o n  t o  p r o v i d e  a  m u c h  l a r g e r

a m o u n t  o f  r e v e n u e s  t h a n  c o u l d  b e  e x p e c t e d  w i t h o u t  f u n d a m e n t a l  t a x  

2 8
r e f o r m .  T h e  I n d o n e s i a n  r e f o r m ,  t h e n ,  w a s  i n t e n d e d  t o  b e  m o r e  o r

l e s s  r e v e n u e - n e u t r a l  o v e r  t h e  s h o r t  r u n ,  b u t  l i k e  t h e  V e n e z u e l a n

2 9
r e f o r m  p r o p o s a l  o f  1 9 5 9 ,  w a s  a l s o  e x p e c t e d  t o  r e n d e r  t h e  s y s t e m



c a p a b l e  o £  s u b s t a n t i a l  r e v e n u e  e n h a n c e m e n t  s h o u l d  t h e  n e e d  a r i s e  o v e r

t h e  l o n g e r  t e r m .  I n  t h e  e v e n t ,  t a x  r e f o r m  a s  e n a c t e d  p r o v e d  s t r o n g l y

r e v e n u e - e n h a n c i n g  a f t e r  o i l  p r i c e s  c o l l a p s e d  i n  1 9 8 3 - 8 6 :  n o n - o i l  t a x e s

r o s e  f r o m  l i t t l e  m o r e  t h a n  6  p e r c e n t  o f  G D P  i n  1 9 8 0  t o  j u s t  a b o v e  9

p e r c e n t  i n  1 9 8 6 .  A s  i n  m a n y  o t h e r  r e f o r m  e p i s o d e s ,  t h e  v a l u e - a d d e d

t a x  w a s  p r i m a r i l y  r e s p o n s i b l e  f o r  t h e  s h a r p  g r o w t h  i n  r e v e n u e s .

I n  o t h e r  n o t a b l e  c a s e s ,  i m m e d i a t e  r e v e n u e  e n h a n c e m e n t  w a s  a  p r i m e

m o t i v e  f o r  t a x  r e f o r m .  I n  s o m e  c a s e s  t h e  d r i v e  f o r  r e v e n u e

e n h a n c e m e n t  w a s  i m p e l l e d  b y  a c u t e  f i s c a l  c r i s i s .  T h i s  w a s  t r u e  f o r

t h e  C o l o m b i a n  p a r t i a l  r e f o r m  i n  1 9 6 5 - 6 6 3 0  t h e  s h o r t - l i v e d  P e r u v i a n  

3 1
r e f o r m  o f  1 9 6 8  a s  w e l l  a s  t h e  B o l i v i a n  t a x  c h a n g e s  e n a c t e d  i n

1 9 8 6  a s  p a r t  o f  t h e  D r a c o n i a n  m e a s u r e s  r e q u i r e d  t o  c h e c k

h y p e r i n f l a t i o n .  A l s o ,  t h e  C o l o m b i a n  c o m p r e h e n s i v e  r e f o r m  o f  1 9 7 4 ,  a s

w e l l  a s  t h e  p a r t i a l  r e f o r m s  o f  1 9 8 2 ,  1 9 8 4  a n d  1 9 8 5  w e r e  e s s e n t i a l L y

r e s p o n s e s  t o  e c o n o m i c  e m e r g e n c i e s ,  i n c l u d i n g  t h e  o u t g r o w t h  o f  a  c r i s i s

2 9
i n  d e b t  s e r v i c e  i n  t h e  l a t t e r  t w o  y e a r s .  F i s c a l  c r i s i s ,  h o w e v e r ,

h a s  b e e n  b y  n o  m e a n s  t h e  o n l y  r e a s o n  w h y  g o v e r n m e n t s  h a v e  s o u g h t

s h o r t - t e r m  r e v e n u e - e n h a n c i n g  r e f o r m  i n  t h e  t a x  s y s t e m .  T h e  V e n e z u e l a n

p r o p o s a l s  o f  1 9 5 8 - 5 9  c o n t e m p l a t e d  i m m e d i a t e  r e v e n u e  e n h a n c e m e n t  i n

o r d e r  t o  i n c r e a s e  g o v e r n m e n t  s p e n d i n g  o n  e d u c a t i o n  a n d  h e a l t h .  A n d

t h e  C o l o m b i a n  p r o p o s a l s  o f  1 9 6 8 - 7 0  s o u g h t  r e v e n u e  e n h a n c e m e n t  t o  h e l p

f i n a n c e  n e w  e x p e n d i t u r e  p r o g r a m s  f o r  p r i m a r y  a n d  s e c o n d a r y  

3 3
e d u c a t i o n .



D )  D l s t r l b u t i o n a l l v  N e u t r a l  o r  R e d i s t r i b u t i v e  T a x  R e £ o r m

D e v e l o p i n g  c o u n t r y  t a x  r e f o r m  p r o g r a m s  i n  t h e  f i r s t  h a l f  o f  t h e

p o s t w a r  p e r i o d  w e r e  g e n e r a l l y  c h a r a c t e r i z e d  b y  a  m u c h  s t r o n g e r

e m p h a s i s  o n  t h e  n e e d  f o r  i n c o m e  r e d i s t r i b u t i o n  t h a n  h a s  b e e n  t h e  c a s e

s i n c e  t h e n .  P r e o c c u p a t i o n  w i t h  e n h a n c i n g  p r o g r e s s i v i t y  o f  t h e  t a x

3 4
s y s t e m  w a s  i n  k e e p i n g  w i t h  r e c e i v e d  w i s d o m  o f  t h e  d a y .  B y  t h e

m i d - s e v e n t i e s ,  h o w e v e r ,  t h e  a v a i l a b l e  e v i d e n c e ,  b o t h  e m p i r i c a l  a n d

a n e c d o t a l  p r o v i d e d  s c a n t  g r o u n d s  f o r  o p t i m i s m  t h a t  t h e  t a x  s i d e  o f  t h e

b u d g e t  i n  d e v e l o p i n g  c o u n t r i e s  c o u l d  b e  u s e d  e f f i c a c i o u s l y  t o  s e c u r e

s i g n i f i c a n t  i n c o m e  r e d i s t r i b u t i o n  f r o m  r i c h  t o  p o o r  h o u s e h o l d s ,

p a r t i c u l a r l y  s i n c e  t h e  p r e f e r r e d  i n s t r u m e n t  f o r  r e d i s t r i b u t i o n — t h e

p e r s o n a l  i n c o m e  t a x — t y p i c a l l y  a c c o u n t s  f o r  o n l y  a b o u t  2 %  o f  G D P  i n

d e v e l o p i n g  c o u n t r i e s ,  w i t h  3 / 4  o f  t h i s  c o m i n g  n o t  f r o m  c a p i t a l  i n c o m e ,

3 5
b u t  f r o m  w a g e s  a n d  s a l a r i e s .  S u b s e q u e n t l y ,  a t t e n t i o n  s h i f t e d  t o

3 6
t h e  r e d i s t r i b u t i v e  p o t e n t i a l  o f  t h e  e x p e n d i t u r e  s i d e ,  . a s  t a x  

r e f o r m e r s  i n c r e a s i n g l y  p u r s u e d  t h e  m o r e  m o d e s t  r e d i s t r i b u t i o n a l  

o b j e c t i v e  o f  p r e v e n t i n g  t a x  r e f o r m  f r o m  m a k i n g  t h e  p o o r  " w o r s e

37o f f " .

I n d e e d ,  m o s t  e x a m p l e s  o f  a v o w e d l y  r e d i s t r i b u t i v e  t a x  r e f o r m

p r o g r a m s  w e r e  c r a f t e d  p r i o r  t o  1 9 7 0 .  T h e  m o s t  a r d e n t  a r g u m e n t s  f o r

r e d i s t r i b u t i o n  t h r o u g h  t a x a t i o n  w e r e  c o n t a i n e d  i n  t h e  K a l d ò r  p r o p o s a l s

3 8
f o r  e x p e n d i t u r e  t a x e s  i n  I n d i a  a n d  S r i  L a n k a .  B o t h  t h e

3 9  4 0
c o m p r e h e n s i v e  V e n e z u e l a n  a n d  t h e  C o l o m b i a n  ( L 9 6 8 )  p r o p o s a l s ,

4 1
a n d  t o  a  l e s s e r  e x t e n t ,  t h e  L i b e r i a n  p a c k a g e  o f  1 9 6 9 ,  h o w e v e r ,  

l a i d  r e l a t i v e l y  h e a v y  s t r e s s  u p o n  i n c o m e  r e d i s t r i b u t i o n  t h r o u g h  t a x  • 

r e f o r m ,  p r i m a r i l y  t h r o u g h  r e l i a n c e  u p o n  p r o g r e s s i v e  r a t e s  o f  i n c o m e  

t a x  t h a t  w e r e  h i g h  b y  s t a n d a r d s  p r e v a i l i n g  i n  t h e  l a t e  e i g h t i e s .



E x a m p l e s  o f  s u c c e s s f u l  i n c o m e  r e d i s t r i b u t i o n  t h r o u g h  t a x  r e f o r m  a r e  i n

a n y  c a s e  r a r e ,  a l t h o u g h  t h e  f i r s t  t w o  y e a r s  o f  t h e  C o l o m b i a n  1 9 7 4

r e f o r m s  ( b a s e d  i n  p a r t  o n  t h e  1 9 6 8  p r o p o s a l s )  d i d  a c h i e v e  t e m p o r a r i l y

s o m e  m e a s u r e  o f  s u c c e s s  i n  t h i s  r e g a r d .  W i t h i n  t w o  y e a r s ,  h o w e v e r ,

t h e  a d m i n i s t r a t i v e  a n d  p r o c e d u r a l  p r o v i s i o n s  o f  t h e  r e f o r m  w e r e  g u t t e d

b y  s u b s e q u e n t  l e g i s l a t i o n ,  u n d e r m i n e d  b y  a d v e r s e  S u p r e m e  C o u r t

d e c i s i o n s  a s  w e l l  a s  t a x p a y e r  r e a l i z a t i o n  t h a t  p e n a l t i e s  f o r  e v a s i o n  

4 2
h a d  n o  t e e t h .

N o n e  o f  t h e  p r o p o s e d  o r  e n a c t e d  t a x  r e f o r m  p r o g r a m s  o f  t h e

s e v e n t i e s  a n d  e i g h t i e s  w a s  i n t e n d e d  t o  b e  a s  d l s t r i b u t i o n a l l y  n e u t r a l

4 3
a s  t h e  1 9 8 4  a n d  1 9 8 6  U . S .  r e f o r m  p r o p o s a l s ,  b u t  f e w  p l a c e d  g r e a t

* *
e m p h a s i s  o n  u s e  o f  t a x  r e f o r m  a s  a  m e a n s  o f  r e d i s t r i b u t i n g  i n c o m e  f r o m

r i c h  t o  p o o r .  T h e  B o l i v i a n  p r o p o s a l s  o f  1 9 7 6 - 7 7 ,  f o r  e x a m p l e ,

s t r e s s e d  t h e  n e e d  f o r  d i r e c t i n g  i n c r e a s e s  i n  i n c o m e  t o w a r d  t h e  l o w e r

e n d  o f  t h e  i n c o m e  s c a l e ,  r a t h e r  t h a n  o n  r e d i s t r i b u t i n g  e x i s t i n g  i n c o m e

4 4
t h r o u g h  t a x e s  a n d  f i s c a l  t r a n s f e r s .  A n d  i n  t h e  1 9 8 7  p r o p o s a l s

f o r  r e f o r m  i n  t h e  F i n a l  R e p o r t  o f  t h e  P a k i s t a n  N a t i o n a l  T a x  R e f o r m

C o m m i s s i o n ,  i t  i s  n o t e d  t h a t  " r e a l i s t i c  a p p r a i s a l  s u g g e s t s  t h a t  t h e

c a u s e  o f  t h e  p o o r  c a n  b e  s e r v e d  o n l y  t o  a  m a r g i n a l  e x t e n t  t h r o u g h  t a x  

4 5
p o l i c y  m e a s u r e s " .  T h e  c o m p r e h e n s i v e  r e f o r m s  i m p l e m e n t e d  i n  

I n d o n e s i a  ( 1 9 8 3 - 8 5 )  a n d  J a m a i c a  ( 1 9 8 5 - 8 6 )  e m b o d i e d  e x p e c t a t i o n s  t h a t  a  

r i s i n g  s h a r e  o f  t a x  L i a b i l i t i e s  w o u l d  b e  p a i d  b y  t h e  h i g h e s t  q u i n t i l e  

o v e r  t h e  m e d i u m  * o  l o n g  t e r m ,  b u t  n e i t h e r  r e f o r m  w a s  d r i v e n  p r i m a r i l y  

b y  r e d i s t r i b u t  i ' ' f  *  i c o n s i d e r a t i o n s .  I n d e e d ,  t h e  e s s e n c e  o f  b o t h  

r e f o r m s  w a s  d r a s r  l .  . i m p  l í f  i M r  i o n  i n  b o t h  t a x  l a w s  a n d  t a x  

p r o c e d u r e s ,  a c h i e v e d  n ut  o n l y  b y  p u r p o s e f u l  s h i f t s  t o w a r d  m o r e  u n i f o r m  

t a x  r a t e s  a n d  m u c h  b r o a d e r  d e f i n i t i o n  ó f  t a x  b a s e s ,  b u t  a l s o  i n  t h e



c a s e  o f  i n c o m e  t a x e s ,  s i z e a b l e  r e d u c t i o n s  i n  t a x  r a t e s ,  m a d e  p o s s i b l e

b y  b a s e  b r o a d e n i n g .  C e r t a i n l y  i n  t h e  I n d o n e s i a n  c a s e ,  e m p h a s i s  w a s

l a i d  u p o n  r e d u c t i o n ,  i f  n o t  r e m o v a l ,  o f  t a x  b u r d e n s  o n  t h e  p o o r e s t  

4 0 % ,  c o u p l e d  w i t h  m e a s u r e s  t o  n a r r o w  b o t h  t h e  i n c e n t i v e  a n d  t h e  s c o p e  

f o r  e v a s i o n  o f  t a x  b y  t h e  r i c h e s t  2 0 % .  C o n s e q u e n t l y ,  t h e  u n i f o r m  r a t e  

m a n u f a c t u r e r s  V A T  d o e s  n o t  e x t e n d  t o  p u r c h a s e s '  o f  u n p r o c e s s e d  f o o d .

A n d  b e c a u s e  t h e  e x e m p t i o n  s t r u c t u r e  o f  t h e  i n c o m e  t a x  e x c l u d e s  t h e  

p o o r e s t  8 0 %  f r o m  t h e  t a x  n e t . ,  t h e  n e w  I n d o n e s i a n  i n c o m e  t a x  w o u l d  h a v e  

a  p r o g r e s s i v e  i m p a c t  b y  i t s  v e r y  p r e s e n c e ,  e v e n  i f  i t  w e r e ,  a s  i n  

J a m a i c a ,  i m p o s e d  a t  a  s i n g l e ,  u n i f o r m  r a t e .

F i n a l l y ,  i n  C o l o m b i a  i n  1 9 8 6 ,  a n d  i n  t h e  m o r e  r e c e n t  p a r t i a l  

i n c o m e  t a x  r e f o r m s  i n  I n d i a  ( 1 9 7 4 ,  1 9 7 5 ,  1 9 8 4 ) ,  t h e  t o p  m a r g i n a l  r a t e s  

o f  i n c o m e  t a x  w e r e  r e d u c e d  n o t a b l y  i n  e a c h  c a s e .  T h e s e  a d j u s t m e n t s  

w e r e  m o t i v a t e d  n o t  b y  d i s t r i b u t i o n a l  g o a l s ,  b u t  b y  c o n s i d e r a t i o n s  b o t h  

o f  t a x  a d m i n i s t r â t i o n / c o m p l i a n c e  a n d  o f  e c o n o m i c  g r o w t h . 4 6

E )  E c o n o m i c a l l y  N e u t r a l  v s .  I n t e r v e n t i o n i s t  R e f o r m

W i t h  f e w  n o t a b l e  e x c e p t i o n s  ( s u c h  a s  t h e  J a p a n e s e  r e f o r m s  o f  

1 9 4 9 - 5 0 ) ,  t h e  e v o l u t i o n  o f  t a x  s y s t e m s  u n t i l  t h e  l a t e  s i x t i e s  s h o w e d  

s i g n s  o f  g r o w i n g  r e l i a n c e  u p o n  t a x  p r o v i s i o n s  d e s i g n e d  t o  g u i d e  

p r i v a t e  f i r m s  a n d  i n d i v i d u a l s  t o w a r d  ( o r  a w a y  f r o m )  i n v e s t m e n t s  a n d  

a c t i v i t i e s  f a v o r e d  ( d i s f a v o r e d )  b y  g o v e r n m e n t .  T h e s e  i n t e r v e n t i o n i s t  

g o a l s  r e q u i r e d  a  d e g r e e  o f  f i n e - t u n i n g  o f  t a x  s t r u c t u r e s  i n c o n s i s t e n t  

w i t h  r e a l i t i e s  o f  t a x  a d m i n i s t r a t i o n  a n d  t a x  c o m p l i a n c e  i n  v i i t u a l l y  

a l l  d e v e l o p i n g ,  I t  n o t  d e v e l o p e d ,  n a t i o n s .



A r g u a b l y ,  i t  w a s  n o t  c o i n c i d e n t a l  t h a t  t h e  m o s t  e x t e n s i v e  u s e  o f  

s p e c i a l  t a x  i n c e n t i v e s  t o  p r o m o t e  g r o w t h  a n d  d e v e l o p m e n t  o c c u r e d  i n  

t h e  p e r i o d  a n d  i n  t h e  c o u n t r i e s  w h e n  a n d  w h e r e  t h e  l e a s t  a t t e n t i o n  

t e n d e d  t o  b e  p a i d  t o  i s s u e s  i n  t a x  a d m i n i s t r a t i o n  a n d  c o m p l i a n c e .  

N a t i o n s  t h a t  r e l i e d  p a r t i c u l a r l y  h e a v i l y  u p o n  t a x  i n c e n t i v e  r e g i m e s

t h r o u g h  t h e  s i x t i e s  a n d  s e v e n t i e s  a n d  i n t o  t h e  e i g h t i e s  i n c l u d e d

4 7  4 8  4 9
B o l i v i a ,  B r a z i l ,  C o l o m b i a ,  G h a n a ,  I n d o n e s i a ,  L i b e r i a ,  a n d

P a k i s t a n 5 0  a s  w e l l  a s  J a m a i c a 5 1 ,  V e n e z u e l a  a n d  T u r k e y .  I n c e n t i v e s

w e r e  u s e d  t o  p r o m o t e  i n v e s t m e n t  i n  p r i o r i t y  i n d u s t r i e s ,  t o  e n c o u r a g e

l o c a t i o n  o f  f i r m s  i n  s o - c a l l e d  b a c k w a r d  r e g i o n s ,  t o  f o s t e r  e x p o r t s ,  t o

u s e  p u b l i c  a c c o u n t a n t s ,  t o  p r o m o t e  e m b r y o n i c  d o m e s t i c  s t o c k  m a r k e t s ,

t o  p u r c h a s e  i n s u r a n c e ,  a n d  o f  c o u r s e  t o  a t t r a c t  f o r e i g n  I n v e s t m e n t .

A  n u m b e r  o f  e a r l i e r  r e f o r m  p r o p o s a l s ,  i n c l u d i n g  t h o s e  i n  C o l o m b i a  

( 1 9 6 8 - 7 0 ) ,  L i b e r i a  ( 1 9 6 9 )  a n d  G h a n a  ( 1 9 6 9 - 7 1 )  s o u g h t  t o  c u r t a i l  

a v a i l a b i l i t y  o f  i n c e n t i v e  p r o g r a m s ,  b u t  t o  l i t t l e  a v a i l  a l t h o u g h  t h e  

C o l o m b i a n  r e f o r m  a s  e n a c t e d  i n  1 9 7 4  e s s e n t i a l l y  e l i m i n a t e d  m o s t  

i n c e n t i v e s .  O t h e r w i s e  g o v e r n m e n t s  i n  m o s t  c a s e s  h a v e  p r o v e d  e x t r e m e l y  

r e l u c t a n t  t o  f o r e g o  t h i s  t y p e  o f  f i s c a l  f i n e - t u n i n g ,  e v e n  w h e n  

p r e s e n t e d  w i t h  e v i d e n c e  n o t  o n l y  o f  t h e i r  c o r r o s i v e  e f f e c t s  o n  

r e v e n u e s  b u t  u p o n  t a x  a d m i n i s t r a t i o n .

L a t e r  r e f o r m  e f f o r t s  i n  t h e  s e v e n t i e s  a n d  e i g h t i e s  r e f l e c t e d  

s t r o n g e r  e m p h a s i s  o n  n e u t r a l i t y  a n d  g r e a t e r  s k e p t i c i s m  o f  t h e  e f f i c a c y  

o f  d i f f e r e n t i a l  t a x  I n c e n t i v e s ,  p a r t i c u l a r l y  I n c o m e  t a x  h o l i d a y s .  T o  

i l l u s t r a t e ,  t h e  B o l i v i a n  p r o p o s a l s  o f  1 9 7 6 - 7 7  c a l l e d  f o r  a  m a r k e d  

s h i f t  f r o m  i n c e n t i v o s  p r o v i d i n g  t a x  r e l i e f  t h r o u g h  i n c o m e  t a x  

e x e m p t i o n s  a n d  r a t e  r e d u c t i o n s  t o  i n v e s t m e n t  g r a n t s ,  t a x  c r e d i t s  a n d  

e x p e n s i n g  o f  c a p i t a l



a s s e t s .  .  T h e  I n d o n e s i a n  r e f o r m s  o f  1 9 8 3 - 8 4  w e n t  m u c h  f u r t h e r .

A l l  s p e c i a l  t a x  i n c e n t i v e  p r o v i s i o n s  w e r e  a b o l i s h e d  i n  o n e  f e l l  s w o o p ,

t h e r e b y  m a k i n g  i t  p o s s i b l e  t o  l o w e r  i n c o m e  t a x  r a t e s  s h a r p l y  b o t h  f o r

5 3
f i r m s  a s  w e l l  a s  i n d i v i d u a l s .  F i n a l l y ,  t h e  J a m a i c a n  r e f o r m s  o f  

1 9 8 6 - 8 7  w e r e  a s  s t r o n g l y  a d d r e s s e d  t o w a r d  " g e t t i n g  p r i c e s  r i g h t "  a s  

a n y  t a x  r e f o r m  e n a c t e d  u p  t o  n o w :  t h e  J a m a i c a n  r e f o r m  a b o l i s h e d  1 6

s e p a r a t e  s p e c i a l  p u r p o s e  t a x  c r e d i t s  o n  t h e  p e r s o n a l  i n c o m e  t a x  a n d  

c u r t a i l e d  c o m p a n y  t a x  i n c e n t i v e s  f o r  b o t h  a g r i c u l t u r a l  a n d  i n d u s t r i a l  

f i r m s .

F )  C o n t e m p o r a n e o u s  v s .  P h a s e d  a n d  S u c c e s s i v e  R e f o r m

A s  n o t e d  e a r l i e r ,  t h e s e  t i m e - r e l a t e d  d i s t i n c t i o n s  a r e  r e l e v a n t

l a r g e l y  f o r  t h e  c o m p r e h e n s i v e  t y p e s  o f  t a x  r e f o r m .  E x a m p l e s  o f

d i f f e r e n c e s  i n  p h a s i n g  o f  i m p l e m e n t a t i o n  i n  c o m p r e h e n s i v e  t a x  r e f o r m s

a r e ,  h o w e v e r ,  n o t  n u m e r o u s ,  l a r g e l y  b e c a u s e  n o t  a l l  s u c h  r e f o r m

p r o g r a m s  d i s c u s s e d  t o  t h i s  p o i n t  w e r e  a c c e p t e d  b y  g o v e r n m e n t s ;  s o m e

n e v e r  r e a c h e d  t h e  s t a g e  o f  d r a f t  l e g i s l a t i o n  ( V e n e z u e l a  1 9 5 9 ,  G h a n a

1 9 6 9 - 7 0 ,  L i b e r i a  1 9 6 9 ,  B o l i v i a  1 9 7 6 - 7 7 ) .  A  f e w  r e f o r m  p a c k a g e s  w e r e

d i s t i l l e d  i n t o  d r a f t  l a w s  a n d  t h e n  p u t  a s i d e  ( C o l o m b i a ,  1 9 6 8 ) ,  t o  b e

r e v i v e d  t h e r e a f t e r ,  s o m e t i m e s  a s  l o n g  a s  h a l f  a  d e c a d e  l a t e r .

I n  a l m o s t  a l l  I n s t a n c e s ,  g o v e r n m e n t s  a t t e m p t i n g  t o  i m p l e m e n t

c o m p r e h e n s i v e  t a x  r e f o r m  h a v e  i n t e n d e d  t h a t  i t  a l s o  b e

c o n t e m p o r e a n o u s .  T h i s  w a s  c l e a r l y  t h e  c a s e  i n  J a p a n  ( 1 9 4 9 - 5 0 ) ,

C o l o m b i a  ( 1 9 7 4 ) ,  C h i l e  ( 1 9 7 4 - 7 5 )  I n d o n e s i a  ( 1 9 8 3 - 8 4 ) ,  a n d  B o l i v i a  "  

5 5
( 1 9 8 6 )  b u t  n o t  . ' a m a l e a  ( 1 9 8 5  8 6 ) .  B u t  s o m e  e s s e n t i a l l y  

c o n t e m p o r a n e o u s  r ~ t - . t t s  h a v e  I n v o l v e d  s o m e  p h a s i n g  o f  k e y  p r o v i s i o n s .  

T h i s  w a s  s o  f o r  t h e  I n d o n e s i a n  r e f o r m ,  w h e r e i n  n e w  i n c o m e  a n d  s a l e s  

t a x  l a w s  w e r e  b o t h  e n a c t e d  I n  1 9 8 3 ,  t o  t a k e  e f f e c t  i n  1 9 8 4 ,  w h i l e

52



f i n a l  p r o p e r t y  t a x  r e f o r m  l e g i s l a t i o n  w a s  d e l a y e d  u n t i l  1 9 8 6  a n d  

i m p l e m e n t e d  o n l y  i n  1 9 8 7 .  I n  a d d i t i o n ,  t h e  i m p l e m e n t a t i o n  d a t e  f o r  

s a l e s  t a x  r e f o r m  s c h e d u l e d  i n i t i a l l y  f o r  1 9 8 4 ,  w a s  u l t i m a t e l y  

p o s t p o n e d  u n t i l  1 9 8 5 .

R e c e n t  J a m a i c a n  r e f o r m s  f u r n i s h  a  g o o d  e x a m p l e  o f  p h a s e d  r e f o r m .

A  n e w ,  v a s t l y  s i m p l i f i e d  p e r s o n a l  i n c o m e  t a x  w a s  i n t r o d u c e d  i n  1 9 8 6 ,  

c o r p o r a t e  t a x  r e f o r m  w a s  i m p l e m e n t e d  a  y e a r  l a t e r ,  a n d  a  n e w  V A T  

( i n c l u d i n g  s o m e  l a r g e  r e t a i l e r s )  i s  s c h e d u l e d  f o r  i n t r o d u c t i o n  i n  1 9 8 7  

o r  1 9 8 8 .

F i n a l l y ,  t h e  K o r e a n  e x p e r i e n c e  f r o m  1 9 6 0  t h r o u g h  1 9 7 5  b e s t  

i l l u s t r a t e s  t h e  c a s e  o f  s u c c e s s i v e  t a x  r e f o r m .  T h e r e ,  r e f o r m  i n  t a x

t
s t r u c t u r e  a n d  t a x  a d m i n i s t r a t i o n  t o o k  p l a c e  a l m o s t  e v e r y  y e a r  a f t e r  

1 9 6 0 .  S t i l l ,  n o t  a l l  K o r e a n  t a x  r e f o r m  c o u l d  b e  c h a r a c t e r i z e d  a s  

s u c c e s s i v e :  d r a s t i c  o v e r h a u l  i n  t a x  s t r u c t u r e s  w a s  a d o p t e d  i n  1 9 6 7 ,

1 9 7 1  a n d  1 9 7 6 . 5 6

T h e  a p p a r e n t  p r e f e r e n c e  f o r  c o n t e m p o r a n e o u s  r e f o r m  i n  

c o m p r e h e n s i v e  p r o g r a m s  m a y  b e  d u e  t o  t w o  p r i n c i p a l  f a c t o r s .  F i r s t ,

b o t h  p h a s e d  a n d  s u c c e s s i v e  r e f o r m  m a y  i n v o l v e  g r e a t e r  r i s k  o f  a d v e r s e
»

r e v e n u e  c o n s e q u e n c e s .  A  c o m p r e h e n s i v e  r e f o r m  m a y  f e a t u r e ,  f o r  

e x a m p l e ,  g r e a t e r  r e l i a n c e  o n  o n e  m a j o r  t a x  s o u r c e  ( s a l e s  t a x e s )  a n d  

l e s s e r  r e l i a n c e  o n  a n o t h e r  ( i n c o m e  t a x e s ) .  T h e r e f o r e ,  e v e n  f o r  

r e f o r m s  i n t e n d e d  o v e r a ' l l  t o  b e  r e v e n u e  n e u t r a l ,  a n d  p a r t i c u l a r l y  f o r  

t h o s e  d e s i g n e d  t o  b e  r e v e n u e - e n h a n c i n g ,  a l L  m a j o r  e l e m e n t s  m a y  n e e d  t o  

b e  i m p l e m e n t e d  s i m u l t a n e o u s l y  t o  a v o i d  r e v e n u e  d i s l o c a t i o n  t h a t  m i g h t  

j e o p a r d i z e  t h e  e n t i r e  r e f o r m  p a c k a g e .  S e c o n d ,  t a x  r e f o r m  i n e v i t a b l y  

I n v o l v e s  w i n n e r s  a n d  L o s e r s .  T h o s e  I n t e r e s t  g r o u p s  p e r c e i v i n g  

t h e m s e l v e s  a s  l o s e r s  f r o m  o n e  e l e m e n t  o f  a  r e f o r m  p a c k a g e  m a y  b e



• w i n n e r s "  f r o m  i m p l e m e n t a t i o n  o f  a n o t h e r  c o m p o n e n t -  I f  s o ,  

c o n t e m p o r a n e o u s  r e f o r m  m a y  d e c r e a s e  t h e  i n t e n s i t y  o f  t h e i r  o p p o s i t i o n  

a g a i n s t  t h e  o f f e n d i n g  r e f o r m  p r o v i s i o n s .  T h i s  i s  b e c a u s e  w i t h  a  

p h a s e d ,  n o t  t o  m e n t i o n  a  s u c c e s s i v e  t y p e  o f  r e f o r m ,  t a x p a y e r s  c a n  

n e v e r  b e  c e r t a i n  t h a t  t h e  e l e m e n t s  f a v o r a b l e  t o  t h e m  w i l l  b e  a c t u a l l y  

i m p l e m e n t e d .

O n  t h e  o t h e r  h a n d ,  c o n t e m p o r a n e o u s  r e f o r m s  h a v e  t h e  d i s a d v a n t a g e  

t h a t  t h e y  a l l o w ,  r e l a t i v e  t o  p h a s e d  r e f o r m s ,  l e s s  t i m e  f o r  t h e  t a x  

a d m i n i s t r a t i o n  t o  a b s o r b  c h a n g e s  i n  t a x  l a w s  a n d  a d m i n i s t r a t i v e  

p r o c e d u r e s .

*

I I I .  A s s e s s i n g  T a x  R e f o r m

A .  D e f i n i n g  S u c c e s s  a n d  F a i l u r e

N o  s i n g l e  s t a n d a r d  f o r  m e a s u r i n g  s u c c e s s ,  o r  l a c k  o f

s u c c e s s ,  i n  t a x  r e f o r m  p r o g r a m s  w i l l  b e  a c c e p t a b l e  i n  a l l  i n s t a n c e s .

O n e  a p p r o p r i a t e  b e n c h m a r k ,  h o w e v e r ,  m i g h t  b e  t h e  e x t e n t  t o  w h i c h  a

p a r t i c u l a r  r e f o r m  a c h i e v e d  i t s  a n n o u n c e d  o b j e c t i v e s .  T y p i c a l

o b j e c t i v e s  s o u g h t  f o r  t a x  r e f o r m  h a v e  b e e n  r e v e n u e s ,  r e d i s t r i b u t i o n ,*

p r o m o t i o n  o f  g r o w t h ,  s i m p l i f i c a t i o n  a n d  i m p r o v e d  r e s o u r c e  a l l o c a t i o n ,

n o t  a l l  o f  w h i c h  h a v e  b e e n  c o m m o n  t o  a l l  e f f o r t s  s u r v e y e d  h e r e i n .

W e  h a v e  a l r e a d y  s e e n  t h a t  w h i l e  i n  s e v e r a l  c a s e s  s h o r t - t e r m

f i s c a l  c r i s i s  h a s  b e e n  - t h e  p r i n c i p a l  f a c t o r  p r e c i p i t a t i n g  t a x  r e f o r m ,

t h e r e  a l s o  h a v e  b e e n  s e v e r a l  I n s t a n c e s  i n  w h i c h  g o v e r n m e n t s  h a v e

s o u g h t  f u n d a m e n t a l  t a x  r e f o r m  i n  t h e  a b s e n c e  o f  c r i s i s .  B u t  e v e n  i n

m a n y  o f  t h e s e  c a s e s ,  g o v e r n m e n t s  h a v e  i n i t i a t e d  p r e p a r a t i o n s  f o r

r e f o r m  i n  o r d e r  t o  p r e p a r e  t h e  t a x  s y s t e m  t o  m e e t  p o s s i b l e  f u t u r e

f i s c a l  c r i s e s  - ( V e n e z u e l a ,  1 9 5 9 ;  L i b e r i a ,  1 9 6 9 ;  I n d o n e s i a ,  1 9 8 3 - 8 4 ) .  

i R c S i t i l l  o t h e r  i n s t a n c e s ,  g o v e r n m e n t s  h a v e  t u r n e d  t o  t a x  r e f o r m  n o t



t o  c o p e  w i t h  i m m i n e n t  f i s c a l  c o l l a p s e ,  b u t  t o  a l l e v i a t e  c h r o n i c  

d e f i c i t s  l e a d i n g  t o  c h r o n i c a l l y  h i g h  r a t e s  o f  i n f l a t i o n  ( C h i l e ,  

1 9 7 4 - 7 5 ) .  F i n a l l y ,  t a x  r e f o r m  h a s  b e e n  s o u g h t  a s  a  m e a n s  o f  f i n a n c i n g  

i n c r e m e n t a l  e x p e n d i t u r e s  i n  k e y  s e c t o r s ,  s u c h  a s  e d u c a t i o n ,  a s  i n  t h e  

a b o r t i v e  C o l o m b i a n  p r o p o s a l s  o f  1 9 6 8 .

A l l  o f  t h e  a b o v e  e x a m p l e s  h a v e  h a d ,  h o w e v e r ,  o n e  e l e m e n t  i n  

c o m m o n :  t h e  d e s i r e  t o  i m p r o v e  t h e  r e v e n u e - g e n e r a t i n g  c a p a c i t y  o f  t h e

t a x  s y s t e m ,  e i t h e r  i n  t h e  s h o r t  t e r m ,  w h e n  f i s c a l  c r i s i s  r e q u i r e s  

i m m e d i a t e  r e v e n u e  e n h a n c e m e n t ,  o r  i n  t h e  m e d i u m  t o  l o n g - t e r m ,  i n  w h i c h  

c a s e s  s h o r t - r u n  r e v e n u e  n e u t r a l i t y  m a y  b e  d e e m e d  a c c e p t a b l e .

T h e  e x p e c t a t i o n  t h a t  r e f o r m  w o u l d  I n c r e a s e  t a x  r a t i o s ,  q u i c k l y  o r  

u l t i m a t e l y ,  h a s  b e e n  c h a r a c t e r i s t i c  o f  v i r t u a l l y  a l l  e x p e r i e n c e s  

e x a m i n e d  i n  t h i s  p a p e r .  T h i s  o b j e c t i v e  h a s  b e e n  n o t  o n l y  u b i q u i t o u s ,  

b u t  t y p i c a l l y  t h e  m o s t  a r d e n t l y  p u r s u e d  b y  p o l i c y - m a k e r s .  O t h e r  g o a l s  

h a v e  b e e n  w i d e l y  s o u g h t . ,  i n c l u d i n g  i n c o m e  r e d i s t r i b u t i o n ,  p r o m o t i o n  o f  

e c o n o m i c  g r o w t h ,  t a x  s i m p l i f i c a t i o n  a n d  i m p r o v e d  r e s o u r c e  a l l o c a t i o n .  

B u t  w i t h  t h e  p o s s i b l e  e x c e p t i o n  o f  t h e  1 9 8 6  r e f o r m s  i n  C o l o m b i a 5 7  

n o n e  o f  t h e s e  n o n - r e v e n u e  m o t i v e s  h a v e  e v e r  p r e c i p i t a t e d ,  s i n g l y  o r  

j o i n t l y ,  t h e  l a u n c h i n g  o f  t a x  r e f o r m  p r o g r a m s .  T o  b e  s u r e ,  t h e  

I n d i a n ,  S r i  L a n k a n  a n d  V e n e z u e l a n  r e f o r m s  o f  t h e  f i f t i e s ,  t h e  

C o l o m b i a n  r e f o r m  p r o p o s a l s  o f .  t h e  l a t e  s i x t i e s  ( a n d  t h e  r e f o r m s  a s  

I m p l e m e n t e d  i n  1 9 7 4 )  w e r e  a l l  i n f u s e d  w i t h  v a r y i n g  d e g r e e s  o f  

r e d i s t r i b u t i v e  i n t e n t .  A l s o ,  t a x  r e f o r m  f o r  p r o m o t i o n  o f  e c o n o m i c  

g r o w t h  w a s  a  p r o m i n e n t ,  o b j e c t i v e  i n  e a r L y  p o s t w a r  r e f o r m s  a n d  r e c e n t  Ly 

h a s  a g a i n  b e c o m e  a  w i d e l y  d i s c u s s e d ,  i f  n o t  p u r s u e d  o b j e c t i v e .  T a x  

s i m p l i f i c a t i o n ,  f o r m e r l y  v i e w e d  a s  e s s e n t i a l l y  a  m e a n s  t o  o t h e r  e n d s  

o f  t a x  r e f o r m ,  h a s  i t s e l f  b e e n  a n  i m p o r t a n t  o b j e c t i v e  o f  r e f o r m



p r o g r a m s  o f  t h e  e i g h t i e s ,  i n c l u d i n g  t h o s e  o f  I n d o n e s i a  ( 1 9 8 3 - 8 4 ) ,  

J a m a i c a  ( 1 9 8 6 - 8 7 )  a n d  C o l o m b i a  ( 1 9 8 6 ) ,  a s  g o v e r n m e n t s  h a v e  s o u g h t  t o  

r e d u c e  n e e d l e s s  c o s t s  o f  t a x  a d m i n i s t r a t i o n  f o r  g o v e r n m e n t s  a n d  c o s t s  

o f  t a x  c o m p l i a n c e  f o r  t a x p a y e r s .  T a x  s i m p l i f i c a t i o n  p a r t i c u l a r l y  

w h e r e  t h e  t a x  s y s t e m  h a s  g o n e  u n r e f o r m e d  f o r  d e c a d e s ,  h a s  a l s o  c o m e  t o  

b e  i n c r e a s i n g l y  s e e n  a s  s u p p o r t i v e  o f  t h e  g o a l  o f  r e d u c i n g  t a x - i n d u c e d  

b a r r i e r s  t o  i m p r o v e d  r e s o u r c e  a l l o c a t i o n ,  a  p r o m i n e n t  g o a l  o f  t h e  

I n d o n e s i a n ,  J a m a i c a n  a n d  C o l o m b i a n  r e f o r m s  o f  t h e  m i d - e i g h t i e s .

B .  A n n o u n c e d  O b j e c t i v e s  a n d  A c t u a l  P e r f o r m a n c e

1 .  R e v e n u e s

«
W e  h a v e  s e e n  t h a t  e f f o r t s  t o  r e f o r m  t a x a t i o n  h a v e  b e e n  

c h a r a c t e r i s t i c  o f  a  v e r y  w i d e  v a r i e t y  o f  m i d d l e - i n c o m e ,  b u t  f e w  v e r y  

l o w  i n c o m e  d e v e l o p i n g  c o u n t r i e s  f o r  a t  l e a s t  f o u r  d e c a d e s .  I f  j u d g e d  

o n l y  b y  r e v e n u e  i m p l i c a t i o n s ,  t h e s e  u n d e r t a k i n g s  a p p e a r  t o  h a v e  b e e n  

m a r k e d  w i t h  s o m e  s u c c e s s .  F o r  d e v e l o p i n g  c o u n t r i e s  a s  a  g r o u p ,  t h e  

t y p i c a l  s h a r e  o f  t a x e s  i n  G D P  ( t h e  t a x  r a t i o )  h o v e r e d  a t  a b o u t  1 1  

p e r c e n t  i n  t h e  1 9 5 0 s .  F o r  t h e  p e r i o d  1 9 7 2 - 7 6 ,  t h e  a v e r a g e  t a x  r a t i o

h a d  r i s e n  t o  1 6  p e r c e n t ,  a n d  i n  m o r e  r e c e n t  y e a r s  ( 1 9 7 7 - 8 1 )  t h e
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a v e r a g e  r a t i o  h a d  i n c r e a s e d  s t i l l  f u r t h e r ,  t o  1 7 . 5  p e r c e n t .  I n

s o m e  c o u n t r i e s ,  t h e  t a x  r a t i o  n e a r l y  d o u b l e d  o v e r  t h e  t w e n t y - f i v e

y e a r s  p r i o r  t o  1 9 8 5 .  T o  b e  s u r e ,  m a n y  o f  t h e s e  w e r e  n a t i o n s  s u c h  a s

I n d o n e s i a  w i t h  a  h i g h  s h a r e  o f  e x p o r t s  i n  r a w  m a t e r i a l s ,  w h e r e i n  t h e

t a x  b a s e  i s  r e a d i l y  a c c e s s i b l e  t o  t h e  t a x  a d m i n i s t r a t i o n .  B u t

s i z e a b l e  n a t u r a l - r e s o u r c e  e x p o r t s  a r e  n o t  a l w a y s  b e h i n d  s h a r p

i n c r e a s e s ' - i n  t a x  r a t i o s :  I n  I n d i a  t h e  t a x  r a t i o  r o s e  f r o m  1 0  p e r c e n t

5 9
i n  1 9 6 0  t o  2 0  p e r c e n t  i n  1 9 8 4  .  M o r e  g e n e r a l l y ,  t a x  r a t i o s  r o s e  i n

. v i r t u a l l y  a l l  d e v e l o p i n g  n a t i o n s  w h e r e  t h e r e  w a s  a  m a t e r i a l  d e c l i n e  i n  

t h e  s h a r e  o f  a g r i c u l t u r e  i n  G D P ,  a n d  a  r i s e  i n  t h e  s h a r e  o f



m o r e  e a s i l y  t a x e d  s e c t o r s - ,  s u c h  a s  i n d u s t r y  a n d  m i n i n g .

A  f e w  t a x  r e f o r m  e p i s o d e s  h a v e  b e e n  i d e n t i f i e d  w i t h  s h a r p  i n c r e a s e s  i n

t a x  r a t i o s ;  s o m e t i m e s  t h e s e  h a v e  p r o v e n  s u s t a i n a b l e ,  o f t e n  n o t .  F o r

e x a m p l e ,  S o u t h  K o r e a ,  r e l y i n g  m o r e  s t r o n g l y  o n  r e f o r m  o f  t a x

a d m i n i s t r a t i o n  t h a n  i n  t a x  s t r u c t u r e  i n  i t s  1 9 6 5 - 6 6  p r o g r a m ,  s o u g h t  t o

i n c r e a s e  t a x  c o l l e c t i o n s  b y  4 0 %  t h r o u g h  m o r e  e f f e c t i v e  e n f o r c e m e n t  a l o n e .

T h i s  a m b i t i o u s  t a r g e t  w a s  n o t  m e t ,  b u t  i n  f i v e  y e a r s  t h e  K o r e a n  R e v e n u e

S e r v i c e  w a s  a b l e  t o  r e d u c e  u n d e r r e p o r t i n g  o f  p e r s o n a l  i n c o m e  b y

o n e - t h i r d . 6 0  A l s o ,  t h e  C o l o m b i a n  t a x  r e f o r m  o f  1 9 7 4  r e s u l t e d  i n  a  1 7

p e r c e n t  i n c r e a s e  i n  t h e  t a x  r a t i o  f o r  t h e  f i r s t  y e a r  a f t e r  t h e  r e f o r m ,

f r o m  9 . 0  p e r c e n t  t o  1 0 . 5  p e r c e n t 6 1 .  T h i s  r e l a t i v e l y  l a r g e  j u m p ,

h o w e v e r ,  p r o v e d  t r a n s i t o r y ,  f o r  r e a s o n s  d i s c u s s e d  b e l o w .  T h e  I n d o n e s i a n

r e f o r m s  o f  1 9 8 3 - 8 4 ,  i n i t i a l l y  d e s i g n e d  t o  b e  r e v e n u e  n e u t r a l ,  c a u s e d  t h e

• %
s h a r e  o f  n o n - o i l  t a x e s  i n  G D P  t o  r i s e  b y  5 0  p e r c e n t  b y  1 9 8 6 ,  f r o m  6  t o  9

p e r c e n t ,  e v e n  a s  t a x  r a t e s  w e r e  g e n e r a l l y  r e d u c e d .  M o s t  o f  t h e  i n c r e a s e

i n  r e v e n u e s  a r o s e  f r o m  t h e  n e w  v a l u e - a d d e d  t a x  i n s t a l l e d  i n  L 9 8 5 .  I n d e e d ,

s u c c e s s f u l  r e v e n u e  r e s u l t s  f r o m  t a x  r e f o r m  h a v e  b e e n  s t r o n g l y  a s s o c i a t e d

w i t h  i m p l e m e n t a t i o n  o f  v a l u e - a d d e d  t a x e s  i n  a  v ery  h i g h  p r o p o r t i o n  o f
»

c a s e s .  I n  t h e  4 0 - o d d  d e v e l o p i n g  c o u n t r i e s  t h a t  h a v e  a d o p t e d  t h e  v a t  i n

t a x  r e f o r m  p r o g r a m s  s i n c e  1 9 6 8  a l o n e ,  t h e  V A T  h a s  t e n d e d  t o  b e  s o m e t h i n g

o f  a  " m o n e y  m a c h i n e " ,  i n  t h e  s e n s e  t h a t  i t  h a s  n o t  b e e n  u n c o m m o n  f o r  t h e

r a t i o  o f  V A T  r e v e n u e s  t o  G D P  t o  e x c e e d  b y  a t  l e a s t  5 0  p e r c e n t  t h e  r a t i o  o f

t h e  i n d i r e c t  t a x e s  r e p l a c e d  b y  t h e  V A T ,  w i t h i n  t h r e e  y e a r s  o f

i m p l e m e n t a t i o n . 6 2  M o r e o v e r ,  b y  1 9 8 4  t h e  V A T  h a d  c o m e  t o  a c c o u n t  f o r
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m o r e  t h a n  2 0 %  o f  t o t a l  t a x  r e v e n u e s  i n  n i n e  L D C s ,  i n c l u d i n g  ( i n  

d e c l i n i n g  o r d e r  o f  r e v e n u e  i m p o r t a n c e  o f  t h e  V A T )  C h i l e  ( 3 7 % ) ,  P e r u ,  

B r a z i l ,  C o l o m b i a ,  K o r e a ,  M a d a g a s c a r ,  G u a t e m a l a ,  U r u g u a y ,  a n d  T u r k e y .



T h e  V A T  h a s  s h o w n  s t r o n g  s t a y i n g  p o w e r  a s  w e l l ;  b o t h  i n  B r a z i l  ( 1 9 6 8 ^

a d o p t i o n )  a n d  C h i l e  ( 1 9 7 4  a d o p t i o n )  t h e  V A T  r e v e n u e s  i n  1 9 8 3  w a s  m o r e  t h a n

s i x  p e r c e n t  o f  G D P .  M o r e  g e n e r a l l y ,  t h e  b u l k  o f  i n c r e a s e d  r e v e n u e s  f r o m

t a x  r e f o r m  h a v e  c o m e  n o t  f r o m  d i r e c t  t a x e s  o n  i n c o m e ,  p e r s o n a l  e x p e n d i t u r e

a n d  w e a l t h  e m p h a s i z e d  b y  a d v o c a t e s  o f  r e f o r m  i n  t h e  f i f t i e s  a n d  s i x t i e s ,

b u t  f r o m  i n d i r e c t  t a x e s ,  i n c l u d i n g  t h e  V A T .  T h i s  h a s  b e e n  t r u e  n o t  o n l y

f o r  n a t i o n s  w h e r e  r e d i s t r i b u t i v e  g o a l s  h a v e  n o t  b e e n  r e c e n t l y  s t r e s s e d  i n

t a x  r e f o r m  ( I n d o n e s i a ,  U r u g u a y ) ,  b u t  f o r  t h o s e  n a t i o n s  s u c h  a s  I n d i a  a n d

N i c a r a g u a ,  w h e r e  t h e y  h a v e  b e e n  e m p h a s i z e d . 6 4  E x a m p l e s  o f  s u c c e s s  i n

s e c u r i n g  r e v e n u e  o b j e c t i v e s  o f  t a x  r e f o r m  h a v e  b e e n  r a r e  w h e r e  t h e

v a l u e - a d d e d  t a x  h a s  n o t  b e e n  a n  e l e m e n t  i n  r e f o r m . 6 5  W a r t i m e  V i e t n a m

a s i d e ,  t h e  J a p a n e s e  r e f o r m  o f  1 9 5 0  a n d  t h e  B o l i v i a n  p a r t i a l  r e f o r m  o f

1 9 7 3 6 6  a r e  t h e  o n l y  c l e a r  e x a m p l e s  o f  r e v e n u e  f a i l u r e  i n  r e f o r m s

i n v o l v i n g  t h e  V A T ,  a l t h o u g h  t h e  A r g e n t i n e  V A T  ( a d o p t e d  i n  1 9 7 5 )  d i d  n o t ,  ^

i n  i t s  f i r s t  d e c a d e ,  d i s p l a y  g r e a t  r e v e n u e  p r o d u c t i v i t y  a n d  t h e  V A T  i n

M o r o c c o  h a s  b e e n  s e v e r e l y  h a m s t r u n g  b y  e x c e s s i v e  n u m b e r s  o f  r a t e s  a n d

e x e m p t i o n s .  B u t  t h e  J a p a n e s e  V A T  w a s  n e v e r  i n t r o d u c e d  f o l l o w i n g  i t s

e n a c t m e n t ;  a n d  t h e  B o l i v i a n s  d i d  u l t i m a t e l y  i n s t a l l  a  r e v e n u e - p r o d u c t i v e

«
f l a t - r a t e  V A T  i n  1 9 8 5 - 8 6 .

R e f o r m s  g e a r e d  t o  r e v e n u e  n e u t r a l i t y  m i g h t  b e  j u d g e d  s u c c e s s f u l  i f  

a c t u a l l y  r e v e n u e - e n h a n c i n g ,  b u t  n o t  i f  r e v e n u e - s a c r i f i c i n g .  T h e  J a p a n e s e  

r e f o r m s ,  a s  n o t e d ,  s o u g h t  t a x  r e d u c t i o n  a t  t h e  n a t i o n a l  l e v e l  

( p a r t i c u l a r l y  f o r  p e r s o n a l  i n c o m e  t a x e s )  a n d  s t r o n g e r  t a x  s o u r c e s  f o r  

s u b n a t i o n a l  g o v e r n m e n t s  ( p r e f e c t u r e s ) ,  i m p l y i n g  r o u g h  r e v e n u e  n e u t r a L i r y  

f o r  t h e  p a c k a g e  a s  a  w h o l e . 6 7  i n  t h e  e v e n t ,  t h e  f o r m e r  w a s  a c h i e v e d ,  

t o t a l  n e t  t a x  r e v e n u e  f e l l  b y  1 0  p e r c e n t ,  w i t h  t h e  p e r s o n a l  i n c o m e  t a x



C a l l i n g  b y  2 1  p e r c e n t  i n  1 9 5 0 - 5 1 ,  t h e  f i r s t  y e a r  o f  t h e  r e f o r m .

H o w e v e r ,  t h e  f a i l u r e  t o  i m p l e m e n t  t h e  V A T  f o r  t h e  p r e f e c t u r e s  m e a n t  t h a t

o v e r a l l  r e v e n u e  n e u t r a l i t y  w a s  n o t  a c h i e v e d .  T h e  p o s t - r e f o r m  J a p a n e s e

p e r s o n a l  i n c o m e  t a x  p r e s e n t s  a n  i n t e r e s t i n g  p h e n o m e n o n :  o v e r  t h e  n e x t  1 5

y e a r s  f o l l o w i n g  t h e  c u t  i n  r a t e s  i n  1 9 5 0 ,  p e r s o n a l  i n c o m e  t a x  r e v e n u e s

g r e w  a t  s u c h  a  r a p i d  p a c e  t h a t  t h e  g o v e r n m e n t  r e s o r t e d  t o  a  f u r t h e r  f i v e
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s e p a r a t e  r a t e  - r e d u c t i o n s ,  m o s t  n o t a b l y  i n  1 9 5 4  a n d  1 9 5 5 .  I t  i s  l e f t

t o  f u t u r e  r e s e a r c h  t o  d e t e r m i n e  w h e t h e r  J a p a n e s e  t a x  r e f o r m  e x p e r i e n c e  i n

t h e  t w o  d e c a d e s  a f t e r  1 9 4 9  c o n s t i t u t e s  a n  o b j e c t  l e s s o n  s u p p o r t i n g  t h e

l e s s  r e s t r a i n e d  c l a i m s  o f  t h e  s u p p l y - s i d e  s c h o o l  o f  e c o n o m i c s  o r  t h o s e  w h o

a r g u e  t h a t  t h e  b e t t e r  p a r t  o f  t a x  r e f o r m  i s  s u s t a i n e d  c o n m i i t m e n t  t o

I m p r o v e d  t a x  a d m i n i s t r a t i o n .

T h e  r e v e n u e  y a r d s t i c k  i n d i c a t e s  t h e  c l e a r e s t  f a i l u r e s  i n  c a s e s  o f

t h o s e  r e f o r m  p a c k a g e s  t h a t  w e r e  e i t h e r  s t i l l b o r n ,  p a r t i a l l y  i m p l e m e n t e d  o r

u n d u l y  d e l a y e d .  S t i l l b o r n  c a s e s  i n c l u d e  L i b e r i a  ( 1 9 6 9 ) ,  B o l i v i a

( 1 9 7 6 - 7 7 ) ,  a n d  G h a n a  ( 1 9 6 9 - 7 1 ) .  T h e  V e n e z u e l a n  r e f o r m  p a c k a g e  w a s
«

i m p l e m e n t e d  o n l y  i n  v e r y  s m a l l  p a r t  i n  1 9 5 8 .  T a x  r e f o r m  l a n g u i s h e d  f o r  

t h e  n e x t  1 5  y e a r s ,  a t  w h i c h  t i m e  t h e  p r i n c i p a l  e l e m e n t s  o f  t h e  1 9 5 7  

p r o p o s a l s  w e r e  i n  f a c t  a d o p t e d . 7 0  T h e  C o l o m b i a n  p a c k a g e  o f  1 9 6 8 - 6 9  

e x p e r i e n c e d  a  s . i m i l a r  f a t e :  b i t s  a n d  p i e c e s  w e r e  e n a c t e d  ( a n d  s o m e  

r e s c i n d e d )  f r o m  1 9 6 8 - 7 2 ,  b u t  t h e  c o r e  o f  t h e  o r i g i n a l  p r o p o s a l s  w a s  

f i n a l l y  i m p l e m e n t e d  i n  1 9 7 4 .  B o t h  e p i s o d e s  s u g g e s t  t h a t  d e l a y e d  r e f o r m  i s  

n o t  a l w a y s  l o s t  r e f o r m .

R e v e n u e  p e r  f r - a n . - e ,  t h e n ,  h a s  b e e n  o n e  o f  t h e  p r i n c i p a l  c r i t e r i a

il

e m p l o y e d  i n  j u d q i r . )  * h * *  s u < - .  - - s s  >r f a i l u r e  o f  t a x  r e f o r m  p r o g r a m s .  

N e v e r t h e l e s s ,  i t  i s  i m p o r t a n t  t o  n o t e  t h a t  a  r e v e n u e - s u c c e s s f u l  t a x  r e f o r m  

c o u l d  b e  a  f a i l u r e ,  w h e n  s e e n  f r o m  a  w i d e r ,  a n d  a r g u a b l y  m o r e  a p p r o p r i a t e ,
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e c o n o m i c  p e r s p e c t i v e .  T h e  " P l e a s e  e f f e c t "  c a n n o t  b e  i g n o r e d ,  n o r  c a n  ^  

i t  b e  a s s u m e d  t h a t ,  w h e r e  p r e s e n t ,  g r e a t e r  p u b l i c  s a v i n g s  m a d e  p o s s i b l e  b y  

t a x  r e f o r m  w i l l  b e  u s e d  f o r  e x p e n d i t u r e s  h e l p f u l  f o r  d e v e l o p m e n t .

2 .  R e d i s t r i b u t i o n :  L e v e l i n g  D o w n  a n d  L e v e l i n g  U p

E a r l i e r  s e c t i o n s  i d e n t i f i e d  r e f o r m  p r o g r a m s  i n v o l v i n g  s o m e  s i g n i f i c a n t  

s t r e s s  u p o n  i n c o m e  r e d i s t r i b u t i o n .  C r i t e r i a  f o r  s u c c e s s  i n  t h i s  a r e n a  

w o u l d  d i f f e r  a c c o r d i n g  t o  w h e t h e r  t h e  e m p h a s i s  i s  u p o n  r e c t i f y i n g  p r o b l e m s  

o f  r e l a t i v e  i m p o v e r i s h m e n t  ( h i g h l y  s k e w e d  i n c o m e  d i s t r i b u t i o n )  o r  a b s o l u t e  

I m p o v e r i s h m e n t  ( a  l a r g e  s h a r e  o f  t h e  p o p u l a t i o n  a t  o r  b e l o w  m i n i m a l  

s u b s i s t e n c e  l e v e l s  o f  I n c o m e ) .

T a x  r e f o r m s  d e s i g n e d  t o  a m e l i o r a t e  r e l a t i v e  i m p o v e r i s h m e n t  t e n d  t o  

p l a c e  h e a v i e r  s t r e s s  u p o n  i n c r e a s i n g  p r o g r e s s i v i t y  a t  t h e  u p p e r  t a i l  o f  

t h e  i n c o m e  d i s t r i b u t i o n ,  u s u a l l y  t h r o u g h  s t e e p l y  p r o g r e s s i v e  r a t e s  i n  t h e  

p e r s o n a l  i n c o m e  t a x .  S u c h  r e f o r m s  h a v e  a l s o  t e n d e d  t o  e m p h a s i z e  r e v e n u e  ^  

e n h a n c e m e n t ,  w i t h  t h e  e x p a n s i o n  o f  r e v e n u e s  t o  b e  c o l l e c t e d  f r o m  t h e  u p p e r  

q u a r t i l e  o f  t h e  i n c o m e  d i s t r i b u t i o n  s o m e t i m e s  c o u p l e d  w i t h  m e a s u r e s  t o  

l i g h t e n  t a x  b u r d e n s  u p o n  t h e  p o o r e s t  4 0  o r  5 0  p e r c e n t  o f  f a m i l i e s .  T a x  

r e f o r m  d e s i g n e d  t o  a m e n d  r e l a t i v e  i m p o v e r i s h m e n t  t h e n ,  i s  c o n c e r n e d  w i t h  

l e v e l i n g  d o w n  a f t e r - t a x  i n c o m e s .  B y  c o n t r a s t ,  r e f o r m  g e a r e d  t o  r e d u c t i o n  

o f  a b s o l u t e  i m p o v e r i s h m e n t  i s  c o n c e r n e d  w i t h  l e v e l i n g  u p .  b y  m a k i n g  t h e  

v e r y  p o o r  b e t t e r  o f f ,  o r  b y  i n s u r i n g  t h a t  t a x  r e f o r m  i t s e l f  d o e s  n o t  m a k e  

t h e m  w o r s e  o f f  w h i l e  a t  t h e  s a m e  t i m e  c h a n n e l l i n g  e x p a n d e d  t a x  r e v e n u e s  

i n t o  p r o - p o o r  e x p e n d i t u r e s .  I n c o m e  t a x  r e f o r m  c a n  c o n t r i b u t e  t o  l e v e l i n g  

u p  b y  e n a c t m e n t  o f  p e r s o n a l  e x e m p t i o n s  h i g h  e n o u g h  t o  i n s u r e  t h a t  t h e  p o o r  

f a l l  o u t s i d e  t h e  t a x  n e t * .
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E x a m p l e s  o f  r e f o r m s  f o c u s e d  e s s e n t i a l l y  u p o n  l e v e l i n g  d o w n  i n c l u d e

b o t h  t h e  I n d i a n  a n d  S r i  L a n k a  e x p e n d i t u r e  t a x e s  o f  t h e  m i d  t o  l a t e

f i f t i e s .  I n  b o t h  n a t i o n s  t h e  e x p e n d i t u r e  t a x  a f f e c t e d  o n l y  t h e

u p p e r m o s t  e n d s  o f  t h e  i n c o m e  d i s t r i b u t i o n .  N e i t h e r  a t t e m p t  w a s

n o t a b l y  s u c c e s s f u l ;  t h e  w o r k  o f  B i r d  a n d  D e w u l f  s u g g e s t  t h a t  t a x

p o l i c y  d e s i g n e d  w i t h  t h i s  r e d i s t r i b u t i v e  g o a l  i n  m i n d  h a s  g e n e r a l l y

7 2
b e e n  u n s u c c e s s f u l  a c r o s s  d e v e l o p i n g  c o u n t r i e s  ;  e x a m p l e s  o f  

s u c c e s s f u l  r e f o r m s  f o c u s e d  p r i m a r i l y  o n  l e v e l i n g  d o w n  a r e  d i f f i c u l t  t o  

f i n d .

R a t h e r ,  m o s t  r e f o r m  p r o g r a m s  h a v e  b e e n  h y b r i d s ,  w h e r e  

r e d i s t r i b u t i v e  g o a l s  a r e  c o n c e r n e d .  E x a m p l e s  i n c l u d e  t h e  C o l o m b i a n  

r e f o r m  p r o p o s a l  o f  1 9 6 8 - 6 9 ,  a s  w e l l  a s  t h e  1 9 7 4  r e f o r m  t h a t  

i n c o r p o r a t e d  m a n y  e l e m e n t s  o f  t h e  1 9 6 8  p r o p o s a l s .  I n  b o t h ,  s t r e s s  o n  

h e a v i e r  t a x a t i o n  o f  c a p i t a l  i n c o m e ,  p a r t i c u l a r l y  c a p i t a l  g a i n s  a n d  

i n c o m e  f r o m  w e a l t h ,  w a s  d u e  l a r g e l y  t o  a  d e s i r e  t o  r e d u c e  r e l a t i v e  

i m p o v e r i s h m e n t .  B u t  t h e  r e f o r m  p a c k a g e  a s  p r o p o s e d  a l s o  c a l l e d  f o r  

m o r e  e f f e c t i v e  t a x a t i o n  o f  a l c o h o l  a n d  t o b a c c o .  H o w e v e r  d e s i r a b l e  o n  

s o c i a l  g r o u n d s ,  h e a v i e r  t a x e s  o n  t h e s e  i t e m s  t e n d  t o  i n c r e a s e  t a x  

b u r d e n s  o n  l o w - i n c o m e  f a m i l i e s ,  g i v e n  i n c o m e  e l a s t i c i t i e s  o f  s p e n d i n g  

o n  b o t h .  A t  t h e  s a m e  t i m e ,  t h e  C o l o m b i a n  r e f o r m  p r o g r a m ,  a s  i n i t i a l l y  

d e s i g n e d  a n d  a s  i m p l e m e n t e d ,  a l s o  c o n t a i n e d  m e a s u r e s  t o  l e v e l  u p  t h e  

t a x  b u r d e n ,  b y  e x p a n d i n g  e x e m p t i o n s  o f  f o o d  u n d e r  i n d i r e c t  t a x e s ,  a n d  

t o  r e d u c e  t a x e s  o n  s m a l l e r  r u r a l  l a n d  p a r c e l s .

T h e  C o l o m b i a n  r e f o r m  o f  1 9 7 4  w a s  m o d e r a t e l y  s u c c e s s f u l  i n  l e v e l i n g  

d o w n  f o r  a  s h o r t  r i m e :  t h e  i n l t l a L  I m p a c t  o f  t h e  r e f o r m  m a y  h a v e



s h i f t e d  b e t w e e n  1 . 4  a n d  1 . 5  p e r c e n t  o f  G D P  a w a y  f r o m  t h e  t o p  q u i n t l i e
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o f  t h e  i n c o m e  d i s t r i b u t i o n  i n  1 9 7 5 - 7 6 .  M o s t  o f  t h i s  g a i n  h o w e v e r ,  

w a s  d i s s a p a t e d  a f t e r  t w o  y e a r s ,  f o r  r e a s o n s  i d e n t i f i e d  e a r l i e r .

T h e  t w o  m o s t  r e c e n t  c o m p r e h e n s i v e  r e f o r m s  o f  t a x  s y s t e m s ,  t h o s e  o f  

I n d o n e s i a  a n d  J a m a i c a ,  i n v o l v e d  m o r e  s t r e s s  u p o n  l e v e l i n g  u p  r a t h e r  

t h a n  l e v e l i n g  d o w n .  B o t h  e s c h e w e d  s t e e p l y  p r o g r e s s i v e  r a t e s ,  b o t h  f o r  

i n c o m e  a n d  c o n s u m p t i o n  t a x e s ,  i n s t e a d  c o n c e n t r a t i n g  o n  t a x  r a t e  

r e d u c t i o n  a n d  u p o n  b a s e - b r o a d e n i n g .  B o t h  i n v o l v e d  a d o p t i o n  o f  

p e r s o n a l  e x e m p t i o n s  h i g h  e n o u g h  t o  e x c l u d e  t h e  p o o r e s t  7 5  t o  8 0  

p e r c e n t  o f  f a m i l i e s  f r o m  t h e  i n c o m e  t a x  b a s e .  T h e  I n d o n e s i a n  i n c o m e  

t a x  r a t e  s t r u c t u r e  c a l l s  f o r  a  m a x i m u m  r a t e  o f  3 5 % ,  w i t h  t w o  l o w e r  

r a t e s  o f  1 5 %  a n d  2 5 % ;  t h e  J a m a i c a n  t a x  i s  i m p o s e d  a t  a  f l a t  r a t e  o f  3 3  

1 / 3 % .  T h e  o n l y  l e v e l i n g  d o w n  f e a t u r e  i n  t h e  e n t i r e  I n d o n e s i a n  p a c k a g e  

e x p r e s s l y  c o n c e r n e d  w i t h  " l e v e l i n g  d o w n "  w a s  a  s p e c i a l  t a x  o n  s u c h  

■ l u x u r y "  i t e m s  a s  a u t o s  a n d  V C R s  t o  c o m p l e m e n t  t h e  f l a t - r a t e  v a t .  N o t  

s u r p r i s i n g l y ,  t h e  l u x u r y  t a x ,  e v e n ‘ a t  r a t e s  d o u b l e  t h o s e  o f  t h e  V A T ,  

h a s  a c c o u n t e d  f o r  l e s s  t h a n  3  p e r c e n t  o f  t o t a l  i n d i r e c t  t a x  

c o l l e c t i o n s  s i n c e  t h e  r e f o r m  w a s  i m p l e m e n t e d .  I n  I n d o n e s i a ,  a s  i n  

m o s t  o t h e r  c o u n t r i e s ,  t h e  s h a r e  o f  " l u x u r i e s ”  i n  t o t a l  c o n s u m p t i o n  h a s  

b e e n  s o  s m a l l  a s  t o  p r e c l u d e  s u b s t a n t i a l  c o l l e c t i o n s  f r o m  s u c h  t a x e s .

3 .  P r o m o t i o n  o f  E c o n o m i c  G r o w t h

A  r e c u r r i n g  t h e m e  o f  t a x  r e f o r m  o v e r  t h e  p a s t  f o u r  d e c a d e s  h a s  

b e e n  t h a t  o f  f o s ¡ e r l n g  g r o w t h  t h r o u g h  t a x  p o l i c y .  B u t  t h e  

r e f o r m - g r o w t h  n e x u s  - i s  s e e n  b y  s o m e  a d v o c a t e s  o f  r e f o r m  i n  j t h e  l a t e  

e i g h t i e s  i s  v e r y  d i f f e r e n t  t n x r  t h a t  c o m m o n l y  p e r c e i v e d  i n  t h e  f i f t i e s  

a n d  e a r l y  s i x t i e s .



G r o w t h - p r o m o t i n g  t a x  r e f o r m  w a s  e a r l i e r  w i d e l y  t h o u g h t  t o  r e q u i r e

m a n i p u l a t i o n  o f  t a x  r a t e s  a n d  t a x  b a s e s  t o  p r o v i d e  d i f f e r e n t i a l

i n c e n t i v e s  f o r  s e i z u r e  o f  o p p o r t u n i t i e s  f o r  s a v i n g ,  i n v e s t m e n t  a n d

i n d u s t r i a l  l o c a t i o n  i d e n t i f i e d  b y  g o v e r n m e n t s .  M o s t  o f  t h e  r e f o r m

p r o g r a m s  f a s h i o n e d  f o r  t h e  f i f t i e s  a n d  s i x t i e s  s p e c i f i e d  a  v a r i e t y  o f ■

s p e c i a l  r e l i e f s  o r  t a x  p r e f e r e n c e s  f o r  t h i s  o r  t h a t  i n d u s t r y  o r

o c c u p a t i o n  o r  r e g i o n .  A  n o t a b l e  e x c e p t i o n ,  h o w e v e r ,  w a s  t h e  J a p a n e s e

p a c k a g e  o f  1 9 4 9 - 5 0 ,  w h i c h  w a s  c r i t i c i z e d  a t  t h a t  t i m e  f o r  t h e  a b s e n c e

7 4
o f  s u c h  p r o v i s i o n s .  T h e  p r i n c i p a l  a r c h i t e c t  o f  t h a t  r e f o r m ,  P r o f .  

C a r l  S h o u p ,  v i e w e d  s u c h  p r o v i s i o n s  a s  " h a v i n g  n o  p l a c e  i n  t h e  i n c o m e  

t a x  l a w . " 7 5

B y  t h e  e i g h t i e s ,  m a n y  f i s c a l  e c o n o m i s t s ,  a n d  a p p a r e n t l y  m a n y  

t a x  p o l i c y  m a k e r s  i n  L D C s ,  h a d  c o m e  a r o u n d  t o  t h e  S h o u p  v i e w  o f  t h e  

e f f i c a c y  o f  u s i n g  t a x  p r e f e r e n c e s  f o r  p r o m o t i n g  g r o w t h ,  t h a t  t h e  t a x  

s y s t e m  c o u l d  f a c i l i t a t e  g r o w t h  b y  d o i n g  t h e  j o b  f o r  w h i c h  t a x  s y s t e m s  

a r e  b e s t  s u i t e d :  r a i s i n g  r e v e n u e s  t o  f i n a n c e  e x p e n d i t u r e s  i n

n o n - i n f l a t i o n a r y  f a s h i o n .  B u t  a n  i n f l u e n t i a l ,  i f  r e l a t i v e l y  s m a l l ,  

g r o u p  o f  a d v o c a t e s  o f  t a x  p o l i c y  f o r  f o s t e r i n g  g r o w t h  d i d  e m e r g e  i n  

t h e  e a r l y  e i g h t i e s .  W h e r e a s  g r o w t h m a n s h i p  t h r o u g h  t a x  p o l i c y  i n  t h e  

s i x t i e s  r e q u i r e d  t h a t  t h e  t a x  s y s t e m  b e  f i n e l y - t u n e d  t o  a c t i v e l y  

e n c o u r a g e  g r o w t h ,  t a x  g r o w t h m a n s h i p  i n  t h e  e i g h t i e s  v i e w s  t a x  r a t e  

r e d u c t i o n  a s  b o t h  t h e  n e c e s s a r y  a n d  s u f f i c i e n t  c o n d i t i o n  f o r  

a c c e l e r a t e d  g r o w t h .

T o  b e  s u r e ,  s o m e  f r a g m e n t a r y ,  b u t  s t i l l  i n c o n c l u s i v e  e v i d e n c e  

h a s  a p p e a r e d  t h a t  a t t e s t s  t o  a n  a s s o c i a t i o n  b e t w e e n  l o w e r  t a x  r a t e s  

a n d  h i g h  g r o w t h  i n  s o m e  s e t t i n g s 7 6 .  A n d  C h i l e  ( 1 9 7 5 - 7 9 )  a n d  I n d i a  

( t h r e e  o c c a s i o n s  s i n c e  1 9 7 4 )  h a v e  e x p e r i e n c e d  s p u r t s  i n  g r o w t h



f o l l o w i n g  r e d u c t i o n s  i n  t h e  t o p  m a r g i n a l  r a t e  o f  i n c o m e  t a x .  

N o n e t h e l e s s ,  a s s e r t i o n s  o f  a  c l e a r  p o s i t i v e  n e x u s  b e t w e e n  t a x a t i o n  a n d  

g r o w t h  i n  g e n e r a l ,  a n d  o f  t h e  g r o w t h  i m p a c t  o f  t a x  r a t e  r e d u c t i o n s  i n  

p a r t i c u l a r ,  c o n t i n u e  t o  b e  b a s e d  u p o n  b e l i e f ,  r a t h e r  t h a n  e m p i r i c a l l y
•i

v e r i f i e d  c l a i m s .

N e v e r t h e l e s s ,  t h e r e  i s  o n e  l e v e l  o f  a r g u m e n t  u n d e r  w h i c h  s u c h  a

n e x u s  a p p e a r s  t o  b e  t a k i n g  s h a p e .  T h i s  h a s  t o  d o  w i t h  t h e  q u e s t i o n  o f

t h e  i n t e r n a t i o n a l  m o b i l i t y  o f  c a p i t a l .  F o r  m u c h  o f  t h e  p o s t w a r

p e r i o d ,  e c o n o m i s t s  a n d  p o l i c y m a k e r s  t e n d e d  t o  v i e w  c a p i t a l  a s

e s s e n t i a l l y  i m m o b i l e  a c r o s s  i n t e r n a t i o n a l  b o r d e r s .  I m m o b i l i t y  o f

c a p i t a l  w a s  t h o u g h t  t o  b e  p a r t i c u l a r l y  c h a r a c t e r i s t i c  f o r  d e v e l o p i n g

c o u n t r i e s ,  w h e r e  e x p l i c i t  c o n t r o l s  o n  m o v e m e n t  o f  c a p i t a l  t e n d e d  t o  b e

f a r  m o r e  p e r v a s i v e  t h a n  i n  d e v e l o p e d  c o u n t r i e s .  B u t  q u i t e  a p a r t  f r o m

b o t h  t h e  p o r o s i t y  o f  s u c h  c o n t r o l s  ( a r i s i n g  f r o m  i n e f f e c t i v e

a d m i n i s t r a t i o n )  a n d  t h e  f a c t  t h a t  s o m e  d e v e l o p i n g  c o u n t r i e s  s u c h  a s

I n d o n e s i a  a n d  S i n g a p o r e  i m p o s e  l i t t l e  o r  n o  e x p l i c i t  l i m i t s  o n

m o v e m e n t s  o f  f o r e i g n  e x c h a n g e ,  t h e r e  i s  a  g r o w i n g  b o d y  o f  e v i d e n c e

i n d i c a t i n g  a  f a i r l y  h i g h  d e g r e e  o f  i n t e r n a t i o n a l  m o b i l i t y  o f  c a p i t a l ,
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b o t h  f o r  t h e  w o r l d  i n  g e n e r a l  a n d  f o r  d e v e l o p i n g  c o u n t r i e s  i n  
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p a r t i c u l a r .

T h e  g r e a t e r  t h e  i n t e r n a t i o n a l  m o b i l i t y  o f  c a p i t a l ,  t h e  g r e a t e r  

a r e  t h e  c o n s t r a i n t s  o n  t a x a t i o n  o f  c a p i t a l  b y  a n y  o n e  c o u n t r y .  T a x  

r e f o r m  i n  a n y  g i v e n  c o u n t r y  t h a t  r e d u c e s  t h e  d o m e s t i c  a f t e r - t a x  r a t e  

o f  r e t u r n  t o  c a p i t a l  m u c h  b e l o w  t h a t  a v a i l a b L e  e l s e w h e r e  i n c r e a s e s  t h e  

L i k e l i h o o d  o f  o u t w a r d  m i g r a t i o n  o f  c a p i t a l ,  t o  l o c a l e s  w h e r e  a f t e r - t a x  

r e t u r n s  h a v e  n o t  b e e n  s o  c u r t a i l e d .  S e e n  t h i s  w a y ,  t h e  c o n n e c t i o n  

b e t w e e n  c a p i t a l  t a x a t i o n  a n d  g r o w t h  i s  t h e r e f o r e  r e l a t i v e l y



s t r a i g h t f o r w a r d .  A l t h o u g h  m o d e r n  g r o w t h  t h e o r y  n o  l o n g e r  g i v e s  p r i d e  

o f  p l a c e  t o  t h e  f a c t o r  c a p i t a l ,  n o  o n e  h a s  y e t  f i g u r e d  o u t  h o w  a  

c o u n t r y  m a y  s u s t a i n  g r o w t h  w i t h o u t  s t e a d y  g r o w t h  i n  i t s  c a p i t a l  

s t o c k .  . T o  t h e  e x t e n t  t h a t  c a p i t a l  i s  r e q u i r e d  f o r  g r o w t h ,  a n d  t o  t h e  

e x t e n t  t h a t  c a p i t a l  i s  m o b i l e  i n t e r n a t i o n a l l y ,  t h e  l i g h t e r  i s  t h e  

I n d i c a t e d  t a x a t i o n  o f  c a p i t a l  a n d  i n c o m e  f r o m  c a p i t a l .  R e c e n t  

r e a d i n g s  o f  t h e  e v i d e n c e  o n  b o t h  t h e  r o l e  o f  c a p i t a l  i n  g r o w t h  a n d  i t s  

m o b i l i t y  s u g g e s t s  t h a t  r e l a t i v e l y  h i g h  r a t e s  o f  c a p i t a l  t a x a t i o n  a r e  

c o n s i s t e n t  w i t h  g r o w t h  o n l y  w h e n  t h e y  a r e  e a s i l y  a v o i d e d  o r  e v a d e d  b y  

c a p i t a l  o w n e r s  l a r g e  a n d  s m a l l .

4 .  T a x  S i m p l i f i c a t i o n

T h e  t a x  s y s t e m s  o f  m o s t  d e v e l o p i n g  c o u n t r i e s  h a v e ,  m o r e  o f t e n  

t h a n  n o t ,  b e e n  d e s i g n e d  t o  c o n f o r m  t o  a s s u m p t i o n s  p r e v a i l i n g  i n  v e r y  

f e w  o f  t h e m :  l o w  r a t e s  o f  I n f l a t i o n ,  a  p l e n t i t u d e  o f  s k i l l e d

a d m i n i s t r a t o r s  a v a i l a b l e  t o  o p e r a t e  i n h e r e n t l y  c o m p l e x  i n c o m e  t a x e s ,  

e a s y - t o - f o l l o w  " p a p e r  t r a i l s "  i n  t h e  c o n d u c t  o f  b u s i n e s s  b y  t h e  

p r i v a t e  s e c t o r ,  a n d  p r e s u m e d  i m m o b i l i t y  o f  c a p i t a l  a c r o s s  n a t i o n a l  

b o r d e r s .

T h e  i n t e r a c t i o n s  a m o n g  t h e s e  a s s u m p t i o n s ,  t o g e t h e r  w i t h  

w i d e s p r e a d  u t i l i z a t i o n  o f  t a x  p r e f e r e n c e s  f o r  p r o m o t i o n  o f  g r o w t h ,  h a s  

y i e l d e d  i n  m a n y  c a s e s ,  t a x  s y s t e m s  o f  s u c h  c o m p l e x i t y  a s  t o  d e f y  t h e

I n t e n t i o n s  o f  t h e  m o s t  e a r n e s t  a n d  b e s t - p r o v i s i o n e d  t a x

a d m i n i s t r a t o r s .  S u s t a i n e d  r a t e s  o f  i n f l a t i o n ,  e v e n  w h e n  a s  l o w  a s  6

o r  7  p e r c e n t ,  e n g e n d e r  v e r y  s e r i o u s  p r o b l e m s  i n  d e f i n i n g  t a x a b l e

i n c o m e  e q u i t a b l y ,  t h r o u g h  e f f e c t s  o f  i n f l a t i o n  i n  d i s t o r t i n g  

d e p r e c i a t i o n  a l l o w a n c e s  a n d  I n t e r e s t  i n c o m e  a n d  e x p e n s e s .  T h e  

p r e s e n c e  o f  p r o g r e s s i v e  t a x  r a t e s  c o m p o u n d s  t h e s e  p r o b l e m s .



p a r t i c u l a r l y  i n  e n v i r o n m e n t s  o f  d o u b l e - d i g i t  ( a n d  i n c r e a s i n g l y ,  

t r i p l e - d i g i t )  i n f l a t i o n  t h a t  h a v e  b e c o m e  a l l  t o o  c o m m o n  a m o n g  

d e v e l o p i n g  c o u n t r i e s .  I n e v i t a b l y ,  g o v e r n m e n t s  m u s t  p r o v i d e  t a x p a y e r s  

r e l i e f  f r o m  t h e  c o m b i n e d  r a v a g e s  o f  i n f l a t i o n  a n d  p r o g r e s s i v e  r a t e s ,  

o r  e l s e  a c q u i e s e  i n  t h e  e v e n t u a l  c o l l a p s e  o f  t h e  s y s t e m .  G r a n t i n g  o f  

r e l i e f ,  w h e t h e r  i n  t h e  f o r m  o f  c o m p l i c a t e d  p r o v i s i o n s  f o r  t a x  

i n d e x a t i o n ,  i n e v i t a b l y  r e s u l t  i n  g r e a t e r  c o m p l e x i t y  i n  t a x  l a w s  a n d  

t a x  a d m i n i s t r a t i o n  a l i k e .

T h e  l a c k  o f  r e l i a b l e  " p a p e r  t r a i l s : "  i n  t h e  c o n d u c t  o f  b u s i n e s s  

l e a d s  t o  I n c r e a s e d  r e l i a n c e  u p o n  c r u d e  r u l e s  o f  t h u m b  i n  a s s e s s m e n t  o f  

t a x e s ,  p a r t i c u l a r l y  i n  t h e  f o r m  o f  m u c h  v a u n t e d  a n d  l i t t l e  p r o v e n  

f o r m s  o f  " p r e s u m p t i v e  t a x a t i o n . ”  M a n y  o f  t h e  a b o v e  f a c t o r s  u n i t e  t o  

c o m p l i c a t e  e f f o r t s  t o  t a x  w h a t  i s  e s s e n t i a l l y  u n t a x a b l e  f o r  m o s t  

L D C s :  t h e  o v e r s e a s  i n v e s t m e n t  i n c o m e  o f  t h e  e n t r e p r e n u e r i a l  a n d

r e n t i e r  c l a s s ,  w h e t h e r  b u s i n e s s p e r s o n s  o r  c i v i l  s e r v a n t s .

O v e r  s e v e r a l  d e c a d e s ,  a t t e m p t s  a r e  t y p i c a l l y  m a d e  t o  c o p e  w i t h  

s u c h  I n c o m e  t a x  d i f f i c u l t i e s  o n  a n  e s s e n t i a l l y  p i e c e m e a l  b a s i s ,  

t h r o u g h  l a y e r s  o f  s p e c i a l  p r o v i s i o n s  a n d  d e c r e e s  e n a c t e d  w i t h  l i t t l e  

r e f e r e n c e  t o  o n e  a n o t h e r ,  o n l y  t o  t h e  v e x i n g  p r o b l e m s  o f  i m m e d i a t e  

c o n c e r n .  C o n s e q u e n t l y ,  t a x e s  t h a t  t y p i c a l l y  a f f e c t  n o  m o r e  t h a n  2  

p e r c e n t  o f  t h e  p o p u l a t i o n  a n d  a c c o u n t  f o r  l e s s  t h a n  a  s i x t h  o f  

r e v e n u e s  c o m e  t o  c o n s u m e  u p w a r d s  o f  9 0  p e r c e n t  o f  a d m i n i s t r a t i v e  

r e s o u r c e s .  U l t i m a t e l y ,  r e v e n u e s  m a y  b e  s u s t a i n e d  o n l y  t h r o u g h  f u r t h e r  

i n c r e a s e s  i n  t a x  r a t e s  o n  s t e a d i l y  s h r i n k i n g  b a s e s .



W h e n  t h i s  p o i n t  i s  r e a c h e d ,  o r  w e l l  b e f o r e  t h a t ‘  t i m e ,  t a x  

s i m p l i f i c a t i o n  b e c o m e s  a t t r a c t i v e  n o t  o n l y  a s  a  m e a n s  o f  r e d u c i n g  

n e e d l e s s  c o s t s  o f  t a x  a d m i n i s t r a t i o n  a n d  c o m p l i a n c e ,  b u t  b e c a u s e  t h e

r i s k  o f  r e v e n u e  l o s s  f r o m  r e f o r m s  s o  m o t i v a t e d  a r e  l o w ,  a n d  t h e
*

p o s s i b i l i t y  o f  e f f i c i e n c y  g a i n s  h i g h .

5 )  R e f o r m  a n d  R e s o u r c e  A l l o c a t i o n

T a x  s y s t e m s  i m p i n g e  u p o n  e f f i c i e n c y  i n  r e s o u r c e  a l l o c a t i o n

p r i m a r i l y  t h r o u g h  t h e  e f f e c t s  o f  t a x e s  u p o n  i n c e n t i v e s  t o  s a v e ,

i n v e s t ,  s u p p l y  l a b o r  e f f o r t  a n d  u n d e r t a k e  r i s k s .  F o r  d e v e l o p e d

c o u n t r i e s ,  p a r t i c u l a r l y  t h e  U n i t e d  S t a t e s ,  e v i d e n c e  h a s  b e e n  m o u n t i n g

t h a t  t h e  a d v e r s e  e f f e c t s  o f  t a x e s  o n  t h e s e  k e y  i n c e n t i v e s  h a s  g i v e n
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r i s e  t o  w e l f a r e  c o s t s  ( e x c e s s  b u r d e n s )  t h a t  a r e  n o t  a t  a l l  t r i v i a l

O p t i m a l  t a x  t h e o r y  p r o v i d e s  r u l e s  f o r  t h e  d e s i g n  o f  t a x  s t r u c t u r e s

* V
t h a t  w o u l d  a l l o w  t h e s e  w e l f a r e  c o s t s  t o  b e  m i n i m i z e d  g i v e n  s u f f i c i e n t  

i n f o r m a t i o n  o n  d e m a n d  a n d  s u p p l y  e l a s t i c i t i e s .  B u t  b e c a u s e  o p t i m a l  

t a x  t h e o r y  t o  d a t e  h a s  a s s u m e d  t h a t  c o s t s  o f  t a x  a d m i n i s t r a t i o n  a n d  

c o m p l i a n c e  a r e  n i l ,  t h e  t h e o r y  f u r n i s h e s  f e w  w o r k a b l e  g u i d e l i n e s  f o r  

r e f o r m  o f  t a x  s y s t e m s .  F o r  t h e s e  a n d  o t h e r  r e a s o n s  p r o v i d e d  b e l o w  

( i n c l u d i n g  i n c o m e  d i s t r i b u t i o n  c o n s i d e r a t i o n s ) ,  o p t i m a l  t a x  t h e o r y  h a s  

y e t  t o  h a v e  m u c h  i n f l u e n c e  i n  s h a p i n g  a c t u a l  t a x  p o l i c y ,  

n o t w i t h s t a n d i n g  i t s  s i g n i f i c a n t  i m p a c t  u p o n  t h e  w a y  e c o n o m i s t s  v i e w  

t a x  i s s u e s 8 0 .

S i n c e  " o p t i m a l i t y "  i n  r e a l - w o r l d  t a x  s y s t e m s  i s  a t  p r e s e n t

u n a t t a i n a b l e  a t  a n y  c o s t ,  t a x  r e f o r m  d i r e c t e d  t o w a r d  m o r e  e f f i c i e n t

r e s o u r c e  a l l o c a t i o n  I s  g e n e r a l  L y  m e a s u r e d  a g a i n s t  c o n d i t i o n s  r e q u i r e d
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f o r  g r e a t e r  n e u t r a l i t y  i n  t a x a t i o n  ,  p a r t i c u l a r l y  s i n c e  o p t i m a l  t a x

t h e o r y  h a s  p r o v i d e d ,  t o  d a t e ,  l i t t l e  a s s i s t a n c e  i n  i d e n t i f y i n g  o p t i m a l  

d e p a r t u r e s  f r o m  n e u t r a l i t y  i n  r e a l  w o r l d  p o l i c y  s e t t i n g s .  G r e a t e r



n e u t r a l i t y  i n  t a x a t i o n  i s  g e n e r a l l y  t a k e n  t o  i m p l y  b o t h  g r e a t e r  

u n i f o r m ! t y  i n  t a x  r a t e s  a n d  g r e a t e r  g e n e r a l i t y  i n  n o t  o n l y  t h e  t a x  

r u l e s  p r e s c r i b e d  i n  t a x  s t r u c t u r e s  b u t  i n  t h e  m e c h a n i s m s  o f  t a x  

a d m i n i s t r a t i o n .  G r e a t e r  g e n e r a l i t y ,  t h e n ,  r e q u i r e s  b o t h  t h e  

b r o a d e n i n g  o f  t a x  b a s e s  t o  t h e  e x t e n t  p o s s i b l e ,  a s  w e l l  a s  s h i f t s  

t o w a r d  m o r e  e v e n - h a n d e d n e s s  i n  t a x  a d m i n i s t r a t i o n .

U n t i l  t h e  s e v e n t i e s  n e u t r a l i t y  w a s  n o t  p r o m i n e n t  a m o n g  t h e

e x p l i c i t  g o a l s  c i t e d  f o r  t a x  r e f o r m  p r o g r a m s  i n  d e v e l o p i n g  n a t i o n s .

W h e r e  p r e s e n t ,  n e u t r a l i t y  a s  a n  o b j e c t i v e  o f  r e f o r m  w a s  t y p i c a l l y

I m p l i c i t  r a t h e r  t h a n  e x p l i c i t ,  s e r v i n g  t o  c o n d i t i o n  r a t h e r  t h a n

d i c t a t e  t h e  s h a p e  o f  r e f o r m  p r o p o s a l s .  E x c e p t  f o r  s u c h  n o t a b l e

e x c e p t i o n s  a s  t h e  I n d i a n  a n d  S r i  L a n k a n  r e f o r m s  o f  t h e  l a t e  f i f t i e s ,  .

m o s t  p u b l i s h e d  r e f o r m  p r o p o s a l s ,  h o w e v e r ,  d i d  c a l l  f o r  g r e a t e r

u n i f o r m i t y  ( l e s s  d i s p e r s i o n )  i n  t a x  r a t e s .  S i m i l a r l y ,  a r g u m e n t s  f o r

r e f o r m  g e n e r a l l y  e v i n c e d  s t r o n g  p r e f e r e n c e s  f o r  b a s e - b r o a d e n i n g  a n d

a v e r s i o n  t o  e x e m p t i o n s ,  e x c e p t  t h o s e  d e e m e d  e s s e n t i a l  o n  g r o u n d s  o f  

« * 

i n c o m e  d i s t r i b u t i o n .  E m p h a s i s  o n  n e u t r a l i t y  w a s  m o s t  m a r k e d  i n  t h e

m o r e  r e c e n t  r e f o r m s  e n a c t e d  i n  I n d o n e s i a  a n d  J a m a i c a ,  b u t  p u r s u i t  o f

g r e a t e r  n e u t r a l i t y  i n  t a x a t i o n  a l s o  u n d e r g i r d e d  s u c h  r e f o r m  p a c k a g e s

a s  t h o s e  p r o p o s e d  f o r  J a p a n  ( 1 9 4 9 - 5 0 ) ,  V e n e z u e l a  ( 1 9 5 7 ) ,  C o l o m b i a

( 1 9 6 8 - 6 9  a n d  a g a i n  i n  1 9 8 6 ) ,  L i b e r i a  ( 1 9 6 9 )  a n d  B o l i v i a  ( 1 9 7 6 - 7 7 ) .

B .  C o n c l u s i v e  a n d  I n c l u s i v e  F a c t o r s  U n d e r l y i n g  S u c c e s s  a n d  F a i l u r e

T h e  t h r e e  s u b s e q u e n t  s e c t i o n s  e x a m i n e  f a c t o r s  t h a t  h a v >  b e e n  

a s s o c i a t e d  w i t h  s o m e  s u c c e s s  i n  t a x  r e f o r m  p r o g r a m s ,  o r  t h a t  m a y  h a v e  

c o n t r i b u t e d  t o  s u c c e s s  I n  s o m e  c a s e s  a n d  f a i l u r e  i n  o t h e r s ,  o r  w h o s e



r o l e  h a s  b e e n  i n c o n c l u s i v e .  B y  t h e  s t a n d a r d s  o u t l i n e d  i n  f o r e g o i n g  

s e c t i o n s ,  f e w  c o m p r e h e n s i v e  r e f o r m s  w o u l d  q u a l i f y  a s  s u c c e s s f u l ,  e v e n  

i n  t h e  s h o r t  t e r m .  T h e r e  a r e ,  h o w e v e r ,  p e r h a p s  t w o  d o z e n  e x a m p l e s  o f  

p a r t i a l  r e f o r m s  t h a t  h a v e  e n c o u n t e r e d  m o r e  t h a n  j u s t  a  m o d i c u m  o f  

s u c c e s s .  M o s t  o f  t h e  l a t t e r ,  m o r e o v e r ,  h a v e  b e e n  i n s t a n c e s  i n  w h i c h  a  

V A T  w a s  a d o p t e d  t o  r e p l a c e  o t h e r  i n d i r e c t  t a x e s .  T h e  d e c i s i o n  t o  m o v e  

t o  a  V A T ,  i n  t h e  L D C  c o n t e x t ,  h a s  b e e n  i t s e l f  a  f a c t o r  i n  s u c c e s s f u l  

p a r t i a l  r e f o r m s ,  a s  w e  s h a l l  s e e .

1 )  S h o r t  a n d  L o n g e r  T e r m  S u c c e s s e s

R e f o r m s  t h a t  m e t  o r  e x c e e d e d  r e v e n u e  o b j e c t i v e s  h a v e  a l s o  t e n d e d  

t o  b e  r e f o r m s  t h a t  h a v e  g o n e  f u r t h e r  i n  s a t i s f y i n g  r e d i s t r i b u t i v e ,  

g r o w t h ,  s i m p l i f i c a t i o n  a n d  r e s o u r c e  a l l o c a t i o n  g o a l s  w h e r e  t h e s e  l a s t  

f o u r  g o a l s  h a v e  b e e n  s o u g h t .  T h i s  s t a t e m e n t  a p p l i e s  b o t h  t o  r e f o r m  

p a c k a g e s  g e a r e d  t o  r e v e n u e  e n h a n c e m e n t  a s  w e l l  a s  r e v e n u e  n e u t r a l i t y .  

H o w e v e r ,  t h e r e  a r e  e x c e p t i o n s :  t h e  J a p a n e s e  r e f o r m s  o f  1 9 4 9 - 5 0  w e r e

s u c c e s s f u l  i n  r e v e n u e  t e r m s  f o r  t h e  c e n t r a l  g o v e r n m e n t  t a x  s y s t e m ,  b u t  

n o t  t h a t  o f  t h e  p r e f e c t u r e s .  S t i l l ,  t h i s  r e f o r m  e p i s o d e  m u s t  b e  

c l a s s e d  a s  s u c c e s s f u l ,  i f  f o r  n o  o t h e r  r e a s o n  t h a n  t h e  f a c t  t h a t  s o  

m u c h  o f  w h a t  w a s  i m p l e m e n t e d  r e m a i n e d  i n t a c t  f o r  s o  l o n g .

O t h e r  c o m p r e h e n s i v e  r e f o r m s  t h a t  m a y  q u a l i f y  a s  s u c c e s s f u l  i n  t h e  

s h o r t  t e r m  i n c l u d e  t h o s e  i n  C o l o m b i a  i n  1 9 7 4 ,  C h i l e  a l s o  i n  1 9 7 4 ,  

I n d o n e s i a  i n  1 9 8 4  8 5 ,  a n d  t h e  p e r s o n a l  I n c o m e  t a *  c o m p o n e n t  o f  t h e  

p h a s e d  J a m a i c a n  r « ' f o r m s  o f  1 9 8 6  8 7 .  N o t a b l e  e x a m p l e s  o f  t h e  m a n y  

s u c c e s s f u l  p a r t i a .  r * * t o r m s  i n c L u d e  t h e  I n t r o d u c t i o n  o f  t h e  V A T  i n  

U r u g u a y  ( 1 9 6 8 ) ,  a n d  H r a / . i l  ( L > .  F a c t o r s  u n d e r l y i n g  s u c c e s s  w e r e  

d i f f e r e n t  i n  d i f f e r e n t  c a s e s ,  b u t  s i x  m a y  b e  p a r t i c u l a r l y  s i g n i f i c a n t .



F i r s t  a n d  f o r e m o s t ,  t a x  r e f o r m  t e n d s  t o  b e  m o s t  s u c c e s s f u l  w h e n  

i t  h a s  b e e n  n e e d e d  l e a s t .  T h a t  i s ,  t h e  c h a n c e s  f o r  s u c c e s s f u l  

c o m p r e h e n s i v e  r e f o r m  a r e  g r e a t e s t  w h e n  r e f o r m  i s  n o t  a  r e s p o n s e  t o  

s e v e r e  s h o r t - t e r m  f i s c a l  c r i s i s .  I n t r o d u c t i o n  o f  t a x  r e f o r m  i n  

r e s p o n s e  t o  a c u t e  f i s c a l  c r i s i s  i n c r e a s e s  t h e  l i k e l i h o o d  t h a t  t h e  

r e f o r m  w i l l  b e  h u r r i e d  a n d  p r o b a b l y  p o o r l y  d e s i g n e d  a n d  c e r t a i n l y  

p o o r l y  i m p l e m e n t e d ;  i t  v i r t u a l l y  g u a r a n t e e s  t h a t  r e f o r m  w i l l  e m p h a s i z e  

t a x  s t r u c t u r e  r a t h e r  t h a n  n e e d e d  c h a n g e s  i n  t h e  b r o a d e r  t a x  s y s t e m ,  

a n d  t h a t  m a j o r  i m p l e m e n t a t i o n  i s s u e s  w i l l  b e  o v e r l o o k e d .

A c u t e  f i s c a l  c r i s i s  w a s  a b s e n t  i n  J a p a n  a s  w e l l  a s  i n  t h e  r e c e n t  

I n d o n e s i a n  c a s e ;  l a r g e  i n f u s i o n s  o f  f o r e i g n  a i d  m e a n t  t h a t  J a m a i c a  

f a c e d  c h r o n i c  b u t  n o t  a c u t e  f i s c a l  s t r e s s  i n  t h e  m i d - e i g h t i e s .  I n  t h e  

l a t t e r  t w o  i n s t a n c e s ,  p r e p a r a t i o n s  f o r  r e f o r m  b e g a n  m o r e  t h a n  t w o  

y e a r s  b e f o r e ,  t h e  e f f e c t i v e  d a t e  o f  t h e  f i r s t  r e f o r m  l e g i s l a t i o n .

A b s e n t  t h e  p r e s s u r e s  o f  a c u t e  f i s c a l  c r i s i s ,  t h e  a r c h i t e c t s  o f  r e f o r m  

h a d  i n  b o t h  c a s e s  s u f f i c i e n t  t i m e  t o  d e v i s e  a n d  v e t  m a j o r  c h a n g e s  i n  

t a x  s t r u c t u r e  s u i t a b l e  f o r  e a c h  s e t t i n g ,  t o  c o n s i d e r  p a r a l l e l  

I m p r o v e m e n t s  i n  t a x  a d m i n i s t r a t i o n ,  a n d  t o  p l a n  m e a s u r e s  f o r  

s m o o t h i n g  i m p l e m e n t a t i o n  o f  r e f o r m .  T h e  s u c c e s s  o f  t h e  J a p a n e s e  

r e f o r m s  i s  a l l  t h e  m o r e  n o t a b l e  b e c a u s e  o f  t h e  v e r y  t i g h t  t i m e  

c o n s t r a i n t s  o n  t h e  r e f o r m  e f f o r t :  m o s t  s t u d i e s  o f  r e f o r m  o p t i o n s  w e r e

c o m p l e t e d  w i t h i n  4  m o n t h s  i n  1 9 4 9 ;  b y  A p r i l  o f  1 9 5 0  m u c h  o f  t h e  r e f o r m  

p r o g r a m  w a s  i n  p l a c e .

S e c o n d ,  e x c e p t  f o r  p o s t w a r  J a p a n ,  t h e  c h a n c e s  f o r  s u c c e s s f u l  

- r e f o r m  a p p e a r  t o  b e  t h e  g r e a t e r  w h e n  a  V A T  i s  i n v o l v e d .  T h i s  w a s  t r u e



£ o r  t h e  1 9 7 4  C h i l e a n  r e f o r m s ,  t h e  1 9 8 4  I n d o n e s i a n  r e f o r m ,  a n d  f o r  a l l

b u t  o n e  o f  t h e  n e a r l y  4 0  d e v e l o p i n g  c o u n t r i e s  t h a t  h a v e  a d o p t e d  o n e  o f

t h e  t w o  m o s t  c o m m o n  f o r m s  o f  V A T  s i n c e  1 9 6 7 .

T w o  f a c t o r s  s e e m  r e s p o n s i b l e  f o r  t h e  r e l a t i v e l y  h i g h  s u c c e s s  r a t e

f o r  r e f o r m s  i n v o l v i n g  t h e  V A T .  T o  b e g i n  w i t h ,  t h e  V A T  h a s  g e n e r a l l y

r e p l a c e d  a r c h a i c  a n d  e s s e n t i a l l y  i n a d m i n i s t e r a b l e  f o r m s  o f  s a l e s  t a x ,

s u c h  a s  m u l t i p l e - s t a g e  t u r n o v e r  t a x e s  a n d  s i n g l e  s t a g e  m a n u f a c t u r e r s '

t a x e s .  I n  a d d i t i o n ,  w h i l e  t h e  b e n e f i t s  o f  t h e  s e l f - e n f o r c i n g  f e a t u r e s

o f  t h e  V A T  a r e  o f t e n  o v e r s t a t e d ,  t h e  t a x  c r e d i t  m e t h o d  o f  c o l l e c t i o n

u s e d  i n  v i r t u a l l y  a l l  V A T  c o u n t r i e s  n o t  o n l y  m a l e e s  e v a s i o n  s o m e w h a t

m o r e  d i f f i c u l t  i n  p r a c t i c e ,  b u t  h e l p s  p r e s e r v e  t h e  i n t e g r i t y  o f  t h e

V A T  a g a i n s t  t h o s e  i n t e r e s t s  s e e k i n g  e x e m p t i o n s  f r o m  t h e  t a x .  T h i s  i s

b e c a u s e  n o n - r e t a i l  f i r m s  b e n e f i t  n e i t h e r  f r o m  e x e m p t i o n s  o r
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z e r o - r a t i n g ,  ( t h e  a l t e r n a t i v e  t o  e x e m p t i o n )  u n d e r  t h e  V A T .

T h i r d ,  t h e  c h a n c e s  f o r  s u c c e s s f u l  t a x  r e f o r m  a r e  c o n s i d e r a b l y

e n h a n c e d  w h e n  r e f o r m  e f f o r t s  g o  w e l l  b e y o n d  m e r e  c h a n g e s  i n  t a x
«

s t r u c t u r e ,  t o  f u n d a m e n t a l  r e f o r m  o f  t h e  b r o a d e r  t a x  s y s t e m ,  t h a t  a l s o  

I n v o l v e  m e a s u r e s  t o  s i m p l i f y  t a x  a d m i n i s t r a t i o n  a n d  c o m p l i a n c e .  T a x  

s y s t e m s  g e n e r a l l y  d o  n o t  b r e a k  d o w n  o n l y  b e c a u s e  o f  t h e  p r e s e n c e  o f  

d e f e c t s  i n  t a x  s t r u c t u r e ,  b u t  b e c a u s e  l o n g - s t a n d i n g  f l a w s  i n  t a x  

s t r u c t u r e  r e i n f o r c e  a n d  a g g r a v a t e  u n d e r l y i n g  w e a k n e s s e s  i n  t h e  

m a c h i n e r y  o f  t a x  a d m i n i s t r a t i o n .

T h e  J a p a n e s e  r e f o r m s  o f  1 9 4 9 - 5 0  w e r e  n o t a b l e  f o r  a  s t r o n g  f o c u s  

o n  t a x  a d m i n i s t r a t i o n .  T h e  e a r l y  s u c c e s s  o f  t h e  C o l o m b i a n  r e f o r m s  o f  

1 9 7 4  w a s  d u e  i n  s i g n i f i c a n t  p a r t  t o  m a j o r  c h a n g e s  i n  t h e  p r o c e d u r a l  

a n d . l e g a l  f r a m e w o r k s  g o v e r n i n g  a s s e s s m e n t ,  c o l l e c t i o n  a n d  a u d i t ;  

j u d i c i a l  r e v o c a t i o n  o f  t h e s e  c h a n g e s  i n  1 9 7 5 - 7 6  w a s  t h e  m o s t



s i g n i f i c a n t  f a c t o r  i n  t h e  u n d o i n g  o f  t h e  r e f o r m .  T h e  I n d o n e s i a n  a n d  

J a m a i c a n  r e f o r m s  i n  t h e  m i d - e i g h t i e s  i n v o l v e d  u n u s u a l l y  h i g h  s t r e s s  o n  

s i m p l i f i c a t i o n  o f  a d m i n i s t r a t i o n  a n d  p r o c e d u r a l  c h a n g e s  a n d  a l s o  

i m p r o v e m e n t s  i n  t a x  i n f o r m a t i o n  s y s t e m s ,  a l t h o u g h  t h e  I n d o n e s i a n  

r e f o r m  a s  e n a c t e d  d e l i v e r e d  l e s s  t h a n  p r o m i s e d  o n  a l l  h u t  t h e  l a t t e r .

F o u r t h ,  s u b s t a n t i a l  a t t e n t i o n  t o  i m p l e m e n t a t i o n  i s s u e s  s e e m s  t o  

a u g e r  w e l l  f o r  s u c c e s s f u l  t a x  r e f o r m ,  i f  t h e  e x p e r i e n c e s  f r o m  t h e  

s m a l l  n u m b e r  o f  s u c c e s s f u l  c o m p r e h e n s i v e  r e f o r m s  a r e  a n y  i n d i c a t i o n .  

I m p l e m e n t a t i o n  m e a s u r e s  c o n d u c i v e  t o  s u c c e s s  i n c l u d e  p r o v i s i o n  o f  

e x p e r t  l e g a l  a d v i c e  i n  d r a f t i n g  o f  a c t u a l  r e f o r m  l e g i s l a t i o n  f r o m  t h e  

d e c i s i o n  o f  p o l i c y - m a k e r s ,  t r a i n i n g  o f  t a x  a d m i n i s t r a t i o n  o f f i c i a l s  t o  

o p e r a t e  t h e  r e f o r m e d  s y s t e m ,  p u b l i c i t y  f o r  e d u c a t i n g  t a x p a y e r s  a b o u t  

t h e  n e w  s y s t e m ,  a n d  e v e n  c a r e f u l  a t t e n t i o n  t o  t h e  f a s h i o n i n g  o f  n e w  

f o r m s  f o r ' f i l i n g  o f  t a x e s .  B o t h  t h e  r e c e n t  I n d o n e s i a n  a n d  J a m a i c a n  

r e f o r m  e f f o r t s  p l a c e d  v e r y  h e a v y  s t r e s s  o n  i n s u r i n g  t h a . t  d r a f t  

l e g i s l a t i o n  r e f l e c t e d  t h e  i n t e n t i o n s  o f  p o l i c y m a k e r s  a n d  o n  

p r e p a r a t i o n  o f  t a x  o f f i c i a l s  a n d  t a x p a y e r s  f o r  t h e  n e w  t a x  r e g i m e ;  t h e  

J a p a n e s e  r e f o r m s  w e r e  v e r y  h e a v i l y  p u b l i c i z e d  p r i o r  t o  e n a c t m e n t .

F i f t h ,  t h e  f e w  e x a m p l e s  o f  s u c c e s f u l  c o m p r e h e n s i v e  r e f o r m  a r e  

a s s o c i a t e d  w i t h  a  r e l a t i v e l y  h i g h  d e g r e e  o f  c o n t i n u i t y  a m o n g  

d e c i s i o n - m a k e r s  r e s p o n s i b l e  f o r  e c o n o m i c  p o l i c y  i n  g e n e r a l  a n d  t a x  

p o l i c y  i n  p a r t i c u l a r .  S u c c e s s f u l  r e f o r m s  i n  e a r l y  p o s t w a r  J a p a n ,  

I n d o n e s i a  i n  8 4 ,  a n d  J a m a i c a  i n  L 9 8 6 - 8 7  w e r e  d e s i g n e d  a n d

i m p l e m e n t e d  u n d e r  - h e  s a m e  c h i e f  e x e c u t i v e s ,  w i t h  n o  a b r u p t  c h a n g e s  i n  

t h e  o r i e n t a t i o n  ..>t M i n i s t e r s  o f  F i n a n c e ,  t h e  c a b i n e t  o f f i c i a l  m o s t  

c r u c i a l  f o r  s u c c e s s  i n  t a x  r e f o r m .  F i n a l l y ,  t h e  1 9 7 4  C o l o m b i a n  

r e f o r m s  w e r e  d e s i g n e d  a n d  i m p l e m e n t e d  e s s e n t i a l l y  b y  t h e  s a m e  t e a m  o f



C o l o m b i a n  e c o n o m i s t s  t h a t  h a d  p a r t i c i p a t e d  i n  p r e p a r a t i o n  o f  t h e  1 9 6 8  

p a c k a g e  t h a t  w a s  t h e  p r e c u r s o r  o f  t h e  1 9 7 4  r e f o r m .  C o n t i n u i t y  i n  

d e c i s i o n - m a k i n g  f o r  t a x  p o l i c y  s e e m s  e s s e n t i a l  n o t  o n l y  t o  i n s u r e  

a d o p t i o n  o f  s e n s i b l e  r e f o r m ,  b u t  t o  p r o v i d e  f o r  t h e  t y p e  o f  a c t i v e  

f o l l o w - u p  t h a t  s e e m s ,  i n c r e a s i n g l y ,  e s s e n t i a l  f o r  d e f e n d i n g  r e f o r m .

N o  t a x  r e f o r m  p r o g r a m s  c a n  a n t i c i p a t e  a l l  p o s s i b l e  p r o b l e m s .  O n c e  

e n a c t e d ,  o b v i o u s  g a p s  i n  l e g i s l a t i o n  a n d  i n  a d m i n i s t r a t i v e  r e s o u r c e s  

t e n d  t o  q u i c k l y  e m e r g e .  E f f e c t i v e  f o l l o w - u p  r e q u i r e s  a  w a t c h d o g  g r o u p  

c o m m i t t e d  t o  t h e  s u c c e s s  o f  t h e  r e f o r m ,  p r e p a r e d  t o  p r o p o s e  

m o d i f i c a t i o n s  f o r  d e a l i n g  w i t h  p r o b l e m s  a s  t h e y  e m e r g e ,  b u t  w h i c h  a r e  

c o n s i s t e n t  w i t h  t h e  s p i r i t  o f  t h e  r e f o r m .  P r o v i s i o n  f o r  s u c h  w a t c h d o g  

a c t i v i t y  w a s  m a d e  b o t h  i n  I n d o n e s i a  a n d  J a m a i c a ,  a n d  t o  a  c e r t a i n  

e x t e n t ,  i n  C o l o m b i a  i n  1 9 7 4 - 7 5 .

S i x t h ,  s u c c e s s f u l  r e f o r m s  t e n d  t o  p l a c e  l i t t l e  o r  n o  r e l i a n c e  o n  

• t a x  g i m m i c k s "  o r  o t h e r  " q u i c k  f i x e s "  f o r  f i s c a l  p r o b l e m s .  S u c h  

" g i m m i c k s ”  i n c l u d e  s a l e s  t a x  l o t t e r i e s  f o r  r e c e i p t s  g i v e n  b y  f i r m s ,  

m o s t  f o r m s  o f  p r e s u m p t i v e  t a x e s ,  i n c l u d i n g  t h o s e  u p o n  a g r i c u l t u r e ,  a n d  

s o - c a l l e d  s e l f - a s s e s s m e n t  s y s t e m s  f o r  t a x e s  o n  p r o p e r t y .  *

F i n a l l y ,  t h e  h a l f - l i v e s  o f  s u c c é s s f u l  t a x  r e f o r m s  t e n d  t o  b e  t h e  

l o n g e r ,  t h e  l a r g e r  t h e  n u m b e r  o f  t h e  f o r e g o i n g  s i x  f a c t o r s  w e r e  

p r e s e n t ,  a n d  t h e  l o n g e r  t h e y  w e r e  p r e s e n t .  F o r  e x a m p l e  t h e  u n d o i n g  o f  

t h e  C o l o m b i a n  r e f o r m  o f  1 9 7 4  c o i n c i d e d  w i t h  a n  i n t e r u p t i o n  o f  

c o n t i n u i t y  i n  d e c i s i o n - m a k i n g  a n d  t h e  o v e r t u r n i n g  o f  k e y  p r o c e d u r a l  

a n d  a d m i n i s t r a t i v e  p r o v i s i o n s .



2 )  F a i l u r e s

N o t  m a n y  d e v e l o p i n g  c o u n t r i e s  h a v e  c o n s i s t e n t l y  f a i l e d  I n  

i m p l e m e n t i n g  t a x  r e f o r m  i n  t h e  p o s t - w a r  p e r i o d .  A b o r t i v e  t a x  r e f o r m s
a

i n  V e n e z u e l a  ( 1 9 5 9 ) ,  C o l u m b i a  ( 1 9 6 8 ) ,  a n d  B o l i v i a  ( 1 9 7 7 )  w e r e  f o l l o w e d

b y  f a i r l y  s u c c e s s f u l  r e f o r m s  w i t h i n  a  d e c a d e .  T h e  p o s t w a r  h i s t o r y  o f

a  f e w  d e v e l o p i n g  c o u n t r i e s  i s ,  h o w e v e r ,  s t u d d e d  w i t h  e p i s o d e s

i n v o l v i n g  f a i l e d  a t t e m p t s  a t  t a x  r e f r o m .  T h i s  h a s  b e e n  p a r t i c u l a r l y

t r u e  f o r  P e r u ,  w h e r e  t h e r e  h a s  b e e n  n o  f u n d a m e n t a l  t a x  r e f o r m  f o r  
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t h r e e  d e c a d e s ,  i n  s p i t e  o f  m a j o r  r e f o r m  i n i t i a t i v e s  i n  1 9 6 8  a n d  

1 9 7 1 - 7 5 .  I t  h a s  a l s o  b e e n  t r u e  f o r  G h a n a  t h r o u g h  1 9 8 6  a n d  P a k i s t a n  

t h r o u g h  1 9 8 7 .

I n  g e n e r a l ,  e c o n o m i c  f a c t o r s  r e s p o n s i b l e  f o r  f a i l u r e  o f  r e f o r m s  

a c t u a l l y  i m p l e m e n t e d ,  o r  f o r  s t i l l b o r n  r e f o r m s ,  t e n d  t o  b e  t h e  o b v e r s e  

o f  t h e  s i x  f a c t o r s  t h a t  h a v e  t e n d e d  t o  u n d e r l a y  s u c c e s s :  r e f o r m s

e n a c t e d  i n  r e s p o n s e  t o  a c u t e  f i s c a l  c r i s i s ,  r e f o r m s  n o t  i n v o l v i n g  a  

V A T ,  r e f o r m s  w i t h -  e x c e s s i v e  f o c u s  o n  t a x  s t r u c t u r e  a t  t h e  e x p e n s e  o f  

a t t e n t i o n  t o  a d m i n i s t r a t i o n  i s s u e s ,  i n a t t e n t i o n  t o  i m p l e m e n t a t i o n  

i s s u e s ,  l a c k  o f  c o n t i n u i t y  i n  d e c i s i o n - m a k i n g ,  a n d  o v e r - r e l i a n c e  o n  

t a x  g i m m i c k s ,  a n d  " q u i c k  f i x e s "  i n  t a x  a d m i n i s t r a t i o n .

I n  a d d i t i o n ,  t w o  o t h e r  f a c t o r s  m a y  h a v e  p l a y e d  a  r o l e -  i n  s o m e  

i n s t a n c e s  o f  f a i l u r e :  e x c e s s i v e  r e l i a n c e  u p o n  p e r s o n a l  I n c o m e  t a x e s

i n  î e f o r m  p r o g r a m s ;  a n d  v i g o r o u s  o p p o s i t i o n  f r o m  t h e  p r e s s .

- i S u c c e s s f u l  r e f o r m s  h a v e  t e n d e d  t o  b e  t h o s e  t h a t  h a v e  i m p l e m e n t e d  

f e a x ' r s y s t e m s  d e s i g n e d  t o  w o r k  w i t h  p o o r  a d m i n i s t r a t i o n .  I n c o m e  t a x e s



a r e ,  b y  s e v e r a l  o r d e r s  o f  m a g n i t u d e ,  m o r e  d i f f i c u l t  t o  a d m i n i s t e r  t h a n  

m o s t  f o r m s  o f  i n d i r e c t  c o n s u m p t i o n  t a x e s ,  i n c l u d i n g  t h e  V A T .

M o r e o v e r ,  t h e r e  a r e  v e r y  f e w  e x a m p l e s  o f  p e r s o n a l  i n c o m e  t a x e s  i n  L D C s  

t h a t  i n v o l v e  m o r e  t h a n  t h r e e  o r  f o u r  p e r c e n t  o f  t h e  p o p u l a t i o n .  F o r  

b o t h  r e a s o n s ,  r e f o r m  p r o g r a m s  r e l y i n g  h e a v i l y  u p o n  p e r s o n a l  i n c o m e  

t a x e s  f o r  r e v e n u e  e n h a n c e m e n t  a r e  n o t  l i k e l y  t ó  b e  s u c c e s s f u l .

T h e  p r e s s  h a s  p l a y e d  a  n o t a b l e  r o l e  i n  p r e d i s p o s i n g  c e r t a i n

e l e m e n t s  o f  r e f o r m  p a c k a g e s  t o  f a i l u r e .  T h e  J a p a n e s e  p r e s s  s u s t a i n e d

a  b a r r a g e  o f  c r i t i c i s m  a g a i n s t  t h e  e n a c t m e n t  o f  t h e  p r e f e c t u r a l '  V A T  i n  
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1 9 4 9 - 5 0 ,  a r g u i n g  t h a t  i t  w a s  d i s c r i m i n a t o r y  a g a i n s t  t h e m .  M u c h  o f  

t h e  p r e s s  i n  C o l o m b i a  o p p o s e d  t h e  a n n o u n c e m e n t  o f  i n i t i a t i o n  o f  r e f o r m  

s t u d i e s  i n  1 9 6 8 ,  s o  t h e  t o r r e n t  o f  p r e s s  c o m p l a i n t s  a f t e r  r e l e a s e  o f  

t h e  p r o p o s a l s  i n  1 9 6 9  w a s  n o t  s u r p r i s i n g ,  b u t  n e v e r t h e l e s s  e f f e c t i v e  

i n  h e l p i n g  t o  t h r o t t l e  p l a n s  f o r  i m m e d i a t e  i m p l e m e n t a t i o n .

3 )  I n c o n c l u s i v e  F a c t o r s
«

T w o  f a c t o r s  m i g h t  b e  e x p e c t e d  t o  p l a y  s i g n i f i c a n t ,  i f  n o t  c r i t i c a l ,  

r o l e s  i n  p r e d i s p o s i n g  a  r e f o r m  t o  s u c c e s s  o r  f a i l u r e :  t h e  p l a c e  o f

t a x  r e f o r m  i n  a  s e q u e n c e  o f  b r o a d  p o l i c y  r e f o r m s ,  a n d  t h e  e x t e n t  o f  

i n v o l v e m e n t  o f  f o r e i g n  a i d  d o n o r s  i n  f i n a n c i n g  a n d  s h a p i n g  r e f o r m .

R e c e n t  l i t e r a t u r e  i n  e c o n o m i c  p o l i c y  s u g g e s t s  t h a t  s e q u e n c i n g  o f  

m a j o r  p o l i c y  c h a n g e s  c a n  m a t t e r  g r e a t l y  f o r  t h e  s u c c e s s  o f  t h e  s e t  o f  

m e a s u r e s  i n  q u e s t i o n .  T o o  f e w  t a x  r e f o r m  p r o g r a m s  h a v e  b e e n  e n a c t e d  

a s  p a r t  o f  a n y  c l e a r l y  d e f i n a b l e  s e q u e n c e  t o  a l l o w  a n y  c o n c l u s i v e  

l e s s o n s  t o  b e  d r a w n  o n  t h i s  s c o r e .  T h r e e  e x p e r i e n c e s ,  h o w e v e r ,  d o  

i n d i c a t e  t h a t  s e q u e n c i n g  o f  r e f o r m s  c a n  m a t t e r ,  a n d  t h a t  t h e  p l a c e  o f  

t a x  r e f o r m  i n  t h e  s e q u e n c e  m a y  b e . c r i t i c a l :  t h e  c a s e s  o f  J a p a n



( 1 9 4 9 - 5 0 ) ,  K o r e a  ( 1 9 6 2 - 6 5 )  I n d o n e s i a  ( 1 9 8 3 - 8 4 ) .  T h e  T u r k i s h , t a x

r e f o r m  o f  1 9 8 5  w a s  a l s o  a d o p t e d  a s  p a r t  o f  a  b r o a d e r  s e q u e n c e  o f
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p o l i c y  r e f o r m s ,  a n d  d i d  e n c o u n t e r  a t  l e a s t  i n i t i a l  s u c c e s s .

T h e  J a p a n e s e  t a x  r e f o r m  w a s  l a s t  i n  a  s e q u e n c e  o f  m a j o r  p o l i c y

c h a n c e s  i m p o s e d  b y  G e n e r a l  M a c A r t h u r ,  t h e  S u p r e m e  C o m m a n d e r  f o r  t h e

A l l i e d  P o w e r s  ( S C A P )  o c c u p y i n g  . J a p a n .  I n  t h i s  c a s e ,  l a t e n e s s  w a s  a

p r o b l e m :  p o s t - m o r t e m s  o n  t h e  S h o u p  M i s s i o n  t h a t  p r e p a r e d  t h e  t a x

r e f o r m s  i n v a r i a b l y  c o n c l u d e  t h a t  h a d  t h e  S h o u p  r e f o r m s  b e e n  s u b m i t t e d

i n  1 9 4 6  o r  e v e n  a s  l a t e  a s  1 9 4 8 ,  a  g r e a t e r  p r o p o r t i o n  o f  t h e  p l a n
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w o u l d  h a v e  e n d u r e d .  A s  i t  t u r n s  o u t ,  t h e  f i r s t  e l e m e n t  i n  t h e

s e q u e n c e  w a s  a n  a t t e m p t ,  i n  1 9 4 6 ,  t o  o v e r h a u l  t h e  J a p a n e s e  t a x

a d m i n i s t r a t i o n ,  w h i c h  b e g a n  t o  f o u n d e r  o n  b a s i c  d e f i c i e n c i e s  i n  t a x

s t r u c t u r e  a n d  o n  a  p r e m a t u r e  a t t e m p t  t o  i n t r o d u c e  " s e l f  a s s e s s m e n t

u n d e r  t h e  i n c o m e  t a x " .  T h e  s e c o n d  w a s  t h e  i m p l e m e n t a t i o n  o f  D r a c o n i a n

e c o n o m i c  s t a b i l i z a t i o n  a n t i - i n f l a t i o n  m e a s u r e s  o f  t h e  D o d g e  M i s s i o n  i n

e a r l y  1 9 4 9 ,  ( b e f o r e  t h e  a r r i v a l  o f  S h o u p ) ,  w h i c h ,  i t  h a s  b e e n  a r g u e d ,

l i m i t e d  t h e  r e v e n u e  o p t i o n s  t h a t  t h e  S h o u p  M i s s i o n  c o u l d  h a v e  

87p r o p o s e d .

T a x  r e f o r m  w a s  a l s o  l a t e  i n  t h e  s e q u e n c e  o f  p o l i c y  r e f o r m s  i n

K o r e a  i n  t h e  e a r l y  s i x t i e s ,  b u t  i n  t h i s  c a s e  l a t e n e s s  w a s  n o t  a

h i n d e r a n c e .  S u c c e s s f u l  r e f o r m s  i n  f i n a n c i a l  p o l i c i e s  a n d  t r a d e
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p o l i c i e s  i n  1 9 6 3 - 6 5  p r e c e d e d  t a x  r e f o r m  i n  1 9 6 6 .  T h e  e a r l i e r  

r e f o r m s  i n  t h e  s e q u e n c e  s m o o t h e d  t h e  w a y  f o r  t a x  r e f o r m ,  b y  b r i n g i n g  

s t a b i l i t y  a n d  g r o w t h .  T h e s e  e a r l i e r  s u c c e s s e s  m a y  a l s o  h a v e  m e a n t  

t h a t  t h e  c r e d i b i l i t y  o f  g o v e r n m e n t  e c o n o m i c  p o l i c y  w a s  w e l l

e s t a b l i s h e d  b y  t h e  t i m e  t a x  r e f o r m  w a s  i n t r o d u c e d .



T h e  I n d o n e s i a n  t a x  r e f o r m  o f  1 9 8 3 - 8 4  w a s  a l s o  t h e  l a s t  i n  a  

s e q u e n c e  o f  m a j o r  p o l i c y  r e a d j u s t m e n t s .  E a r l i e r  i n  1 9 8 3 ,  f i v e  m a j o r  

c h a n g e s  w e r e  a d o p t e d  i n  d o m e s t i c  e n e r g y  p o l i c y ,  g o v e r n m e n t  c o n s u m p t i o n  

a n d  i n v e s t m e n t  p o l i c y ,  e x c h a n g e  r a t e  p o l i c y  a n d  f i n a n c i a l
i
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p o l i c y .  .  I n  e a c h  c a s e ,  t h e  f i v e  p r e v i o u s  r e f o r m s  i n  t h e  s e q u e n c e  

w e r e  p e r c e i v e d  t o  h a v e  b e e n  s u c c e s s f u l .  T h e  p a c k a g e  a s  a  w h o l e  

t h e r e f o r e  g a i n e d  a  m e a s u r e  o f  p u b l i c  a c c e p t a n c e :  t h e  t a x  r e f o r m  c o u l d

t h e n  b e  p r e s e n t e d  a s  t h e  l a s t  o f  s i x  m a j o r  b e l t - t i g h t e n i n g  p o l i c y  

a d j u s t m e n t s  r e q u i r e d  t o  g e a r  t h e  e c o n o m y  t o  a n  e r a  o f  l o w e r  o i l  p r i c e s .

T h r e e  c a s e s ,  h o w e v e r ,  a r e  i n s u f f i c i e n t  f o r  d r a w i n g  g e n e r a l i z a t i o n  

a b o u t  t h e  b e s t  p l a c e  o f  t a x  r e f o r m  i n  a n y  b r o a d e r  s e q u e n c e  o f  p o l i c y  

r e f o r m s .

W e  w o u l d  e x p e c t  t h e  r o l e  o f  a i d  d o n o r s  t o  b e  r e l a t i v e l y  

u n i m p o r t a n t .  R a t h e r ,  i t  m i g h t  b e  e x p e c t e d  t h a t  t h e  g r e a t e r  t h e  d e g r e e  

o f  i n v o l v e m e n t  b y  b i l a t e r a l  a n d  m u l t i l a t e r a l  a i d  d o n o r s  i n  a r r a n g i n g  

t a x  r e f o r m ,  t h e  l e s s  l i k e l y  t h e  c h a n c e s  o f  s u c c e s s .  T h e  r e a s o n  i s  

q u i t e  s i m p l e ,  a n d  h a s  l i t t l e  t o  d o  w i t h  t h e  c o m p e t e n c e  o f  d o n o r  

a g e n c i e s  a n d  n o t  u s u a l l y  m u c h  t o  d o  w i t h  p o l i t i c s .  R a t h e r ,  a i d  d o n o r s  

a r e  m u c h  m o r e  l i k e l y  t o  b e  i n v o l v e d  i n  t a x  r e f o r m  w h e n  r e f o r m  

i n i t i a t i v e s  a r e  u n d e r t a k e n  i n  r e s p o n s e  t o  a c u t e  f i s c a l  c r i s i s ,  s i n c e  

r e f o r m  p r o g r a m s  f a s h i o n e d  i n  r e s p o n s e  t o  a c u t e  f i s c a l  s t r e s s  a r e  

t h e m s e l v e s  m o r e  l i k e l y  t o  f a i l ,  i t  s h o u l d  n o t  b e  s u r p r i s i n g  t h a t  d o n o r  

i n v o l v e m e n t  m a y  o f t e n  b e  a s s o c i a t e d  w i t h  f a i l e d  t a x  r e f o r m .

S e v e r a l  d o n o r - s p o n s o r e d  r e f o r m  i n i t i a t i v e s  h a v e  b e e n  s t i l l b o r n .  

T h e s e  i n c l u d e  t h o s e  f o r  L i b e r i a ,  E l  S a l v a d o r ,  a n  e a r l y  e f f o r t  i n  

C o l o m b i a  i n  1 9 5 0 ,  a n  e a r l y  C h i l e a n  e x a m p l e  ( 1 9 6 7 )  a n d  P a n a m a  i n  t h e  

s e v e n t i e s .  B u t  a  g o o d l y  n u m b e r  o f  e f f o r t s  w h e r e  d o n o r s  h a v e  n o t  b e e n



i n v o l v e d  h a v e  s u f f e r e d  a  s i m i l a r  f a t e ,  n o t a b l y  i n  G h a n a  ( 1 9 6 9 - 7 1 )  a n d  

B o l i v i a  ( 1 9 7 6 ) .  N e i t h e r  t h e  C o l o m b i a n  r e f o r m  p r o p o s a l s  o f  1 9 6 8  n o r  

t h e  r e f o r m  p a c k a g e  a c t u a l l y  a d o p t e d  i n  1 9 7 4  h a d  a n y  d o n o r  i n v o l v e m e n t ,  

b u t  t h e  f i r s t  w a s  l a r g e l y  u n s u c c e s s f u l  w h i l e  t h e  s e c o n d  w a s  n o t .  T w o  

r e c e n t ,  a n d  a p p a r e n t l y  s u c c e s s f u l ,  r e f o r m s  c l o u d  t h e  p i c t u r e  e v e n  

f u r t h u r .  T h e  I n d o n e s i a n  t a x  r e f o r m s  o f  1 9 8 3 - 8 4  ( a n d  I n d e e d  t h e  w h o l e  

s e q u e n c e  o f  s i x  m a j o r  p o l i c y  a d j u s t m e n t s  i n  t h a t  p e r i o d )  w a s  

u n d e r t a k e n  w i t h o u t  d o n o r  i n v o l v e m e n t  o f  a n y  k i n d .  O n  t h e  o t h e r  h a n d ,  

a i d  d o n o r s  d i d  h e l p  t o  i n i t i a t e  s u c c e s s f u l  t a x  r e f o r m  i n  K o r e a  i n  t h e  

s i x t i e s  p r i m a r i l y  b y  w i t h d r a w i n g  f o r e i g n  a i d ,  t h e r e b y  i n c r e a s i n g  t h e  

n e e d  f o r  r e l i a n c e  o n  d o m e s t i c  r e s o u r c e  m o b i l i z a t i o n .  D o n o r s  a l s o  

p l a y e d  a  s i g n i f i c a n t  r o l e  i n  u r g i n g  t h e  r e c e n t  J a m a i c a n  t a x  r e f o r m ,  

t h e  c o s t s  o f  w h i c h  w e r e  l a r g e l y  b o r n e  b y  U S A I D .

*

I V .  L e s s o n s  f r o m  E x p e r i e n c e

F r o m  t h e  f o r e g o i n g  d i s c u s s i o n ,  a t  l e a s t  1 4  p r i n c i p a l  l e s s o n s  c a n  

b e  d r a w n .  H a l f  o f  t h s e  a r e  r a t h e r  c o n c l u s i v e ,  t h e  o t h e r . h a l f  a r e ,  

w h i l e  p e r h a p s  i n s t r u c t i v e ,  n o t  a l t o g e t h e r  c o n c l u s i v e .

A . C o n c l u s i v e  L e s s o n s

1 )  H u r r i e d  R e f o r m s  a r e  G e n e r a l l y  F a i l e d  R e f o r m s

V i r t u a l l y  a l l  s u c c e s s f u l  c o m p r e h e n s i v e  r e f o r m s ,  a n d  m o s t

s u c c e s s f u l  p a r t i a l  r e f o r m s ,  h a v e  h o t  b e e n  u n d e r t a k e n  i n  r e s p o n s e  t o

a c u t e '  r e v e n u e  c r i s i s ,  w i t h  t h e  n o t a b l e  e x c e p t i o n s  o f  o c c u p i e d  J a p a n

9 0
a n d  t h e  r e c e n t  ( 1 9 8 5 )  T u r k i s h  r e f o r m s ,  t h e r e  a r e  a l m o s t  n o  

e x a m p l e s  o f  s u c c e s s f u l  c o m p r e h e n s i v e  r e f o r m s  t h a t  w e r e  d e s i g n e d  a n d  

i m p l e m e n t e d  w i t h i n  m o n t h s .  T h e  a p p r o p r i a t e  t i m e  h o r i z o n  f o r  t a x  

r e f o r m  i s  t h u s  b e s t  e x p r e s s e d  i n  y e a r s ,  n o t  m o n t h s .



T i m e  i s  r e q u i r e d  n o t  o n l y  t o  m a k e  a  c o n v i n c i n g  c a s e  f o r  r e f o r m ,  

b u t  t o  e v a l u a t e  c o m p e t i n g  r e f o r m  p r o p o s a l s  t o  s c r u t i n i z e  a n d  v e t  d a t a  

p r e p a r e d  i n  s u p p o r t  o f  r e f o r m ,  a n d  a b o v e  a l l  t a k e  s t e p s  t o  i n s u r e  t h a t  

n e w  t a x  s t r u c t u r e s  w i l l  w o r k  w e l l  w i t h  p o o r  a d m i n i s t r a t i o n .

S u f f i c i e n t  t i m e  w a s  n o t  a v a i l a b l e  i n  t h e  r e f o r m  p r o g r a m s  f o r  V e n e z u e l a  

( 1 9 5 7 - 5 8 ) ,  C o l o m b i a  ( 1 9 6 8 - 6 9 ) ,  L i b e r i a  ( 1 9 6 9 ) ,  G h a n a  ( 1 9 6 9 - 7 0 )  n o r  

B o l i v i a  ( 1 9 7 6 - 7 7 ) .  R e f o r m  w a s  a b o r t e d  o r  l o n g  d e l a y e d  i n  a l l  t h e s e  

c a s e s .

O n  t h e  o t h e r  h a n d ,  t h e  r e c e n t  a p p a r e n t l y  s u c c e s s f u l  t a x  r e f o r m s  

i n  I n d o n e s i a  w e r e  d e v e l o p e d  o v e r  a  p e r i o d  o f  y e a r s :  f o u r  i n  I n d o n e s i a

( c o u n t i n g  a  y e a r  d e v o t e d  t o  i m p l e m e n t a t i o n  a f t e r  e n a c t m e n t  i n  1 9 8 3 )  

a n d  t h r e e  i n  J a m a i c a ,  a l s o  c o u n t i n g  a  y e a r  o f  w o r k  o n  i m p l e m e n t a t i o n .

B u t  y e a r s  o f  d i s c u s s i o n  d o  n o t  g u a r a n t e e  s u c c e s s f u l  r e f o r m ,  n o r  

d o e s  s p e e d  i n  i m p l e m e n t a t i o n  n e c e s s a r i l y  a l w a y s  l e a d  t o  f a i l u r e ,  

p a r t i c u l a r l y  f o r  p a r t i a l  r e f o r m s .  T h e  n e w  B o l i v i a n  V A T ,  e n a c t e d  i n  

1 9 8 6  i n  r e s p o n s e  t o  s e v e r e  f i s c a l  c r i s i s ,  w h e r e i n  t h e  t a x  r a t i o  h a d  

f a l l e n  f r o m  1 0  p e r c e n t  t o  2  p e r c e n t  i n  t h e  t w o  p r e c e d i n g  y e a r s  a f t e r  

l e s s  t h a n  t h r e e  m o n t h s  o f  d i s c u s s i o n ,  a t t e s t s  t o  t h e  l a t t e r .

2 )  D e l a v e d  R e f o r m  i s  M o t  N e c e s s a r i l y  L o s t  R e f o r m

R e f o r m  p r o g r a m s  m e e t i n g  w i t h  i n i t i a l  f a i l u r e  d o  n o t  a l w a y s  

r e p r e s e n t  w a s t e d  e f f o r t ,  p r o v i d e d  t h e y  a r e  " p l a c e d  o n  t h e  s h e l f , "  

r e a d y  t o  b e  i m p l e m e n t e d  a t  a  m o r e  p r o p i t i o u s  t i m e .  V e  h a v e  s e e n  t h a t  

r e f o r m  p r o p o s a l s  I n  V e n e z u e l a  ( 1 9 5 7 )  a n d  C o l o m b i a  ( 1 9 6 8 - 6 9 )  f o r m e d  t h e  

b a s i s  f o r  a c t u a l  r e f o r m s  i m p l e m e n t e d  y e a r s  l a t e r .



3 )  R e C o n n  M u s t  F o c u s  o n  T a x  S y s t e m s '

O n e  o f  t h e  c l e a r e s t  l e s s o n s  e m e r g i n g  f r o m  t h e  r i c h  p o s t w a r  

h i s t o r y  o f  t a x  r e f o r m  i n  L D C s  i s  t h a t  w h i l e  r e f o r m  o f  t a x  s t r u c t u r e  

m u s t  p r e c e d e  a d m i n i s t r a t i v e  r e f o r m ,  c o m p r e h e n s i v e  r e f o r m  e f f o r t s  

c o n f i n e d  t o  t a x  s t r u c t u r e s  a r e  u n l i k e l y  t o  q u a l i f y  a s  s u c c e s s f u l .  T h e  

s a m e  c o n c l u s i o n  a p p l i e s  w i t h  a l m o s t  e q u a l  f o r c e  t o  p r o g r a m s  o f  p a r t i a l  

r e f o r m .  I n c l u d i n g  t h e  m a n y  e x a m p l e s  o f  s u c c e s s f u l  s w i t c h o v e r s  t o  t h e  

V A T .

S u c c e s s f u l  r e f o r m  r e q u i r e s  t h a t  t a x  a d m i n i s t r a t i o n  b e  a  c e n t r a l ,  

r a t h e r  t h a n  p e r i p h e r a l  f o c u s  o f  r e f o r m .  T h i s  d o e s  n o t  a l w a y s  r e q u i r e

t h a t  t a x  r e f o r m  r e s u l t  i n  s h a r p  a n d  r a p i d  i m p r o v e m e n t s  i n  t a x

a d m i n i s t r a t i o n ;  b u t  a t  a  m i n i m u m  i t  d o e s  r e q u i r e  t h a t  s t r u c t u r a l  

r e f o r m  b e  e x p l i c i t e l y  d e s i g n e d  t o  f u n c t i o n  w e l l  w i t h  w e a k  

a d m i n i s t r a t i o n .

W h i l e  r e f o r m  p a c k a g e s  g i v i n g  s h o r t  s h r i f t  t o  a d m i n i s t r a t i o n  h a v e  

n o t  b e e n  s u c c e s s f u l ,  t h e r e  h a s  b e e n  a t  l e a s t  o n e  c a s e  ( K o r e a  1 9 6 6 )  

w h e r e  r e f o r m  f o c u s e d  l a r g e l y  u p o n  a d m i n i s t r a t i v e  i s s u e s  h a s  b e e n  

f a i r l y  s u c c e s s f u l ,  a l t h o u g h  n o t  t o ,  t h e  e x t e n t  s o u g h t  b y  t h e  a r c h i t e c t s  

o f  r e f o r m .

4 )  S i m p l i f i c a t i o n  a n d  R a t e  R e d u c t i o n  A r e  M u t u a l l y  R e i n f o r c i n g

A  w o r l d w i d e  m o v e m e n t  h a s  b e e n  d i s c e r n i b l e  i n  t h e  p a s t  d e c a d e :  a

d r i f t  a w a y  f r o m  h i g h  r a t e s  o f  t a x  ( i n c l u d i n g  m a r g i n a l  r a t e s  u n d e r  

I n c o m e  t a x e s  a n d  d i f f e r e n t i a t e d  r a t e s  o f  s a l e s  t a x ) ,  a n d  f i n e - t u n e d  

t a x  s t r u c t u r e s ,  ' - w a r d  l o w e r  a n d  m o r e  u n i f o r m  r a t e s  a n d  s i m p l e r  

s t r u c t u r e s .  B o t h  s i m p l 1 f l o a t  i o n  a n d  r a t e  r e d u c t i o n  s e e m  t o  w o r k  b e s t  

w h e r e  t h e ' - o t h e r  i s  p r e s e n t .



G r o w i n g  r e c o g n i t i o n  o f  t h e  e x t e n t  o f  m o b i l i t y  o f  c a p i t a l  a c r o s s  

i n t e r n a t i o n a l  b o u n d a r i e s  h a s  c o n t r i b u t e d  t o  d o w n w a r d  p r e s s u r e  o n  h i g h  

m a r g i n a l  t a x  r a t e s  i n  c o u n t r y  a f t e r  c o u n t r y ,  i n c l u d i n g  I n d o n e s i a ,  

J a m a i c a ,  P a k i s t a n ,  I n d i a  a n d  m o s t  r e c e n t l y  B o l i v i a .  P a l l i n g  r a t e s  

h a v e  c o n t r i b u t e d  t o  s i m p l i f i c a t i o n  i n  s e v e r a l  r e s p e c t s ,  n o t  l e a s t  o f  

w h i c h  i s  t h e  i m p a c t  o f  l o w e r  t a x  r a t e s  u p o n  a r g u m e n t s  f o r  c o m p l i c a t e d  

a n d  d i f f i c u l t - t o  a d m i n i s t e r  t a x  i n c e n t i v e s .  E n a c t m e n t  o f  g e n e r a l l y  

l o w e r  r a t e s  r e d u c e s  t h e  r e w a r d  f o r  r e n t - s e e k i n g  t h a t  a c c r u e  t o  t h o s e  

w h o  s e e k  a n d  r e c e i v e  t a x  p r e f e r e n c e s .  A l s o ,  r e d u c t i o n  i n  h e i g h t  a n d  

d i s p e r s i o n  o f  t a x  r a t e s  m a k e s  a v o i d a n c e  a n d  e v a s i o n  l e s s  a t t r a c t i v e ,  

a n d  l e s s  f e a s i b l e ,  f o r  t a x p a y e r s .

5 )  R e v e n u e  S h o r t f a l l s  D o o m  R e f o r m

T a x  r e f o r m s  t h a t  f a l l  s h o r t  o f  r e v e n u e  o b j e c t i v e s ,  w h e t h e r

*
r e v e n u e  e n h a n c e m e n t  o r  r e v e n u e  n e u t r a l i t y ,  a r e  u n l i k e l y  t o  b e

s u c c e s s f u l  i n  a c h i e v i n g  n o n - r e v e n u e  o b j e c t i v e s  o f  r e f o r m .  T h e r e  a r e

n o  e x a m p l e s  o f  r e f o r m s  i n v o l v i n g  r e v e n u e  s h o r t f a l l s  w h e r e i n  g o a l s  o f

*
e i t h e r  r e d i s t r i b u t i o n  o r  g r o w t h  p r o m o t i o n  w e r e  s e r v e d .  T h e r e  m a y  b e  

e x a m p l e s  w h e r e i n  r e v e n u e  g o a l s  o f  r e f o r m  w e r e  b a d l y  u n f u l f i l l e d  a n d  . 

r e s o u r c e  a l l o c a t i o n  g o a l s  r e a l i z e d ,  b u t  s u c h  e x a m p l e s  w e r e  n o t  

u n c o v e r e d  i n  t h i s  s u r v e y .

6 )  I n d i r e c t  T a x e s  A r e  C r i t i c a l  i n  S e c u r i n g  S u c c e s s f u l  R e f o r m  

S u c c e s s f u l  t a x  r e f o r m s  h a v e  t e n d e d  t o  b e  t h o s e  e m p h a s i z i n g  s a l e s

t a x a t i o n ,  a n d  i n  p a r t i c u l a r  t h e  v a l u e - a d d e d  t a x .  E x c e p t  f o r  J a p a n ,  

w h e r e  t h e  V A T ,  f i r s t  p r o p o s e d  i n  1 9 4 9 ,  r e m a i n s  t o  b e  i m p l e m e n t e d  t h i s  

h a s  b e e n  t h e  p r e v a i l i n g  p a t t e r n  f o r  s u c c e s s f u l  c o m p r e h e n s i v e  r e f o r m s ,  

a l t h o u g h  t h e  i n i t l a L L y  s u c c e s s f u l  1 9 7 4  C o l o m b i a n  r e f o r m s  d i d  i n v o l v e  

h e a v y  e m p h a s i s  u p o n  t h e  i n c o m e  t a x .  P a r t i a l  r e f o r m s  t h a t  h a v e



e n c o u n t e r e d  s u c c e s s  h a v e  b e e n  o v e r w h e l m i n g l y  i n d i r e c t  t a x  r e f o r m s ,  

i n v o l v i n g  i n  v i r t u a l l y  a l l  c a s e s  a d o p t i o n  o f  a  V A T .  A m o n g  t h e  f a m i l y  

o f  v a l u e - a d d e d  t a x e s ,  L D C s  h a v e  t e n d e d  s t r o n g l y  t o  a d o p t  t h e  t y p e  o f  

t a x  p i o n e e r e d  i n  L a t i n  A m e r i c a  i n  t h e  l a t e  s i x t i e s  a n d  n o w  u t i l i z e d  i n  

a l l  E C  c o u n t r i e s :  t h e  c o n s u m p t i o n  t y p e  v a l u e - a d d e d  t a x ,  u s i n g  t h e  

t a x - c r e d i t  m e t h o d  o f  c o l l e c t i o n  a n d  i m p o s e d  o n  t h e  d e s t i n a t i o n  

p r i n c i p l e .  M o r e o v e r ,  d e v e l o p i n g  c o u n t r i e s  h a v e  i n c r e a s i n g l y  t u r n e d  t o  

t h e  r e t a i l  f o r m  o f  t h e  V A T ,  a s  e m p l o y e d  i n  t h e  E C .

7 ) I m p l e m e n t a t i o n  I s  C r u c i a l

I t  i s  n o t  e n o u g h  t o  i n s u r e  t h a t  r e f o r m  i n  t a x  s t r u c t u r e s  

d o v e t a i l s  w i t h  a d m i n i s t r a t i v e  c a p a c i t i e s .  S u c c e s s f u l  t a x  r e f o r m  

r e q u i r e s  d e t a i l e d  a t t e n t i o n  t o  i m p l e m e n t a t i o n  i s s u e s .  P o o r l y  d r a f t e d  

r e f o r m  l e g i s l a t i o n  j e o p a r d i z e s  c h a n c e s  f o r  s u c c e s s f u l  r e f o r m .  M o r e

• i
t h a n  o n e  r e f o r m  h a s  f o u n d e r e d  b e c a u s e  o f  I n a d e q u a t e  p r e p a r a t i o n  o f  t a x  

c o l l e c t o r s  t o  a d m i n i s t e r  t h e  r e f o r m  a n d / o r  u n i n t e l l i g a b l e  i n s t r u c t i o n s

t o  t a x p a y e r s ,  o r  b e c a u s e  n e w  t a x  f o r m s  f o r  n e w  t a x  l a w s  w e r e

«
u n a v a i l a b l e  o r  u n s u i t a b l e .

*

B )  N o n - C o n e l u s l v e  L e s s o n s

1 )  T a x  R e f o r m .  R e d i s t r i b u t i o n  a n d  G r o w t h  

T h e  i m p l i c a t i o n s  o f  t a x  r e f o r m  f o r  i n c o m e  r e d i s t r i b u t i o n  a n d  

e c o n o m i c  g r o w t h  r e m a i n  t o  b e  v e r i f i e d .  H o w e v e r ,  t h e  r e c o r d  d o e s  

s u g g e s t  t h a t  w h i l e  e x p e c t a t i o n s  t h a t  t a x  r e f o r m  c o u l d  h e l p  i n  

" l e v e l i n g - d o w n "  i n  i n c o m e  d i s t r i b u t i o n  h a v e  b e e n  r a r e l y  f u l f i l l e d ,  

r e f o r m s  g e a r e d  t o  " l e v e l i n g  u p "  h a v e  n o t  h a d  d i s s a p p o i n t i n g  r e s u l t s .



T a x  r e f o r m  p r o g r a m s  t h a t  r e c o g n i z e  c o n s t r a i n t s  i m p o s e d  b y  

i n t e r n a t i o n a l  m o b i l i t y  o f  c a p i t a l  m a y  b e  h e l p f u l  t o  g r o w t h ,  b u t  b e y o n d  

t h a t  t h e  n e x u s  b e t w e e n  e c o n o m i c  g r o w t h  a n d  t a x  p o l i c y  i s  n o t  a t  a l l  

w e l l  e s t a b l i s h e d .

2 )  C o m p r e h e n s i v e  v s .  P a r t i a l  R e f o r m s

E x p e r i e n c e  d o e s  n o t  a l l o w  a n y  f i r m  j u d g m e n t s  a s  t o  t h e  r e l a t i v e  

m e r i t s  o f  c o m p r e h e n s i v e  v e r s u s  p a r t i a l  r e f o r m ;  t h e  f a c t  t h a t  a  g r e a t e r  

n u m b e r  o f  p a r t i a l  r e f o r m s  h a v e  b e e n  s u c c e s s f u l  m a y  b e  d u e  n o t  s o  m u c h  

t o  t h e  n o n - c o m p r e h e n s i v e n e s s  o f  t h e  r e f o r m  e f f o r t ,  b u t  t o  t h e  f a c t  

t h a t  m a n y  s u c h  r e f o r m s  i n v o l v e d  i m p l e m e n t a t i o n  o f  a  v a l u e - a d d e d  t a x .

C o m p r e h e n s i v e  r e f o r m  h a s  w o r k e d  b e s t ,  h o w e v e r ,  w h e n  i t  h a s  b e e n  

u n d e r t a k e n  i n  t h e  a b s e n c e  o f  i m p e n d i n g  f i s c a l  c r i s i s ,  a n d  w h e n  i t  h a s  

f o c u s e d  o n  t h e  e n t i r e  t a x  s y s t e m ,  r a t h e r  t h a n  m e r e l y  u p o n  t a x  

s t r u c t u r e s .

3 )  C o n t e m p o r a n e o u s  v s .  P h a s e d  R e f o r m

T h e r e  h a v e  b e e n  f e w  e x a m p l e s  o f  w h o l l y  c o m t e m p o r a n e o u s  t a x  

r e f o r m s .  T h e  C o l o m b i a n  r e f o r m  o f  1 9 7 4  w a s  t h e  c l o s e s t  t o  a  f u l l y  

c o n t e m p o r a n e o u s  r e f o r m ,  b u t  t h i s  r e f o r m  r a n  a f o u l  o f  j u d i c i a l  r e v i e w  

• s h o r t l y  a f t e r  i m p l e m e n t a t i o n .  A  f e w  s u c c e s s f u l  r e f o r m s ,  i n c l u d i n g  

t h a t  o f  I n d o n e s i a  i n  1 9 8 3 - 8 4  w e r e  e s s e n t i a l l y  c o n t e m p o r a n e o u s ,  b u t  

n e v e r t h e l e s s  i n v o l v e d  s o m e  p h a s i n g  o f  r e f o r m  m e a s u r e s .

P h a s e d  r e f o r m  h a s  b e e n  a t t e m p t e d  m o s t  r e c e n t l y  i n  J a m a i c a ;  t h e  

u l t i m a t e  s u c c e s s  o f  t h i s  r e f o r m  w i l l  d e p e n d  i n  v e r y  l a r g e  p a r t  u p o n  

e f f e c t i v e  i m p l e m e n t a t i o n  o f  a  n e w  V A T ,  s c h e d u l e d  f o r  1 9 8 7 - 8 8 .



4 )  S e q u e n c i n g  o f  R e f o r m

W h i l e  t h e  s e q u e n c i n g  o f  p o l i c y  a d j u s t m e n t s  m a y  b e  e x t r e m e l y  

i m p o r t a n t  f o r  t r a d e ,  e x c h a n g e  r a t e  a n d  f i n a n c i a l  p o l i c y ,  t h e r e  i s  n o  

c l e a r  e v i d e n c e  t h a t  p r o s p e c t s  f o r  s u c c e s s f u l  t a x  r e f o r m  a r e  d e p e n d e n t  

u p o n  t h e  e x i s t e n c e  o f  a  s e q u e n c e  o f  r e f o r m s ,  n o r  o f  t h e  p l a c e  o f  t a x  

r e f o r m  i n  t h a t  s e q u e n c e .  N o n e t h e l e s s ,  t h e  e x p e r i e n c e s  o f  K o r ^ a  ( 1 9 6 6 )  

a n d  I n d o n e s i a  ( 1 9 8 3 - 8 4 )  d o  s u g g e s t  t h a t  w h e n  a  s e r i e s  o f  p o l i c y  

r e f o r m s  a r e  s e q u e n c e d ,  c h a n c e s  o f  s u c c e s s f u l  t a x  r e f o r m  a r e  n o t  

j e o p a r d i z e d  b y  h a v i n g  t a x  r e f o r m  l a s t  i n  t h e  s e q u e n c e .

5 )  A i d  D o n o r s  a n d  R e f o r m

T h e  m o s t  t h a t  c a n  b e  s a i d  a b o u t  t h e  i m p l i c a t i o n s  o f  i n v o l v e m e n t  b y  

a i d  d o n o r s  i n  r e f o r m  i s  t h a t  n o n - i n t r u s i v e  i n v o l v e m e n t  ( c o n f i n e d  t o  

f i n a n c i n g  o f  w h a t e v e r  f o r e i g n  s k i l l s  a r e  n e e d e d  f o r  t a x  r e f o r m )  h a s  

p r o v e n  h e l p f u l  i n  s e v e r a l  c a s e s .  A n d  a l t h o u g h  a  n u m b e r  o f  s u c c e s s f u l  

r e f o r m s  h a v e  b e e n  i m p l e m e n t e d  w i t h  n o  i n v o l v e m e n t  w h a t s o e v e r  t>y  

d o n o r s ,  t h i s  p r o v e s  L i t t l e ,  s i n c e  m a n y  r e f o r m  p r o g r a m s  h a v e  f a i l e d  

w i t h o u t  d o n o r  a s s i s t a n c e .

6 )  O p t i m a l  T a x  T h e o r y  a n d  T a x  R e f o r m

T h e  i m p a c t  o f  o p t i m a l  t a x  t h e o r y  u p o n  t a x  r e f o r m  h a s  t o  d a t e  

b e e n  s m a l l  a n d  i n d i r e c t .  I t  h a s  b e e n  s m a l l  l a r g e l y  b e c a u s e  t h e  

l i t e r a t u r e  o n  o p t i m a l  t a x a t i o n  h a s  n o t  y e t  p r o d u c e d  r u l e s  a n d  c r i t e r i a  

r e a d i l y  u n d e r s t a n d a b l e  b y  f r a m e r s  o r  t a x  p o l i c y ,  b e c a u s e  t h é  t h e o r y  

a s s u m e s  f r i c t i o n  l e s s  t a x  a d m i n i s t r a t i o n  a n d  c o m p l i a n c e  a n d  b e c a u s e  i t  

a s s u m e s  k n o w l e d g e  a b o u t  e l a s t i c i t i e s  t h a t  i s  n o t  y e t  a v a i l a b l e .

T h e r e  h a s  b e e n  a n  I m p o r t a n t  I n d i r e c t  e f f e c t  o f  o p t i m a l  t a x  t h e o r y ,  

h o w e v e r  i n  t h a t  i t  h a s  a f f e c t e d  t h e  w a y  m a n y  p o l i c y  e c o n o m i s t s  v i e w  

t a x  r e f o r m .  I n  p a r t i c u l a r ,  i t  h a s  c a u s e d  t h e m  t o  s h a r p e n  a s  w e l l  a s



q u a l i f y  m a n y  o f  t h e  a r g u m e n t s  l o n g  u s e d  t o  s u p p o r t  s h i f t s  t o w a r d  

g r e a t e r  " n e u t r a l i t y "  i n  t a x a t i o n .  I t  i s  n o w  m o r e  w i d e l y  r e c o g n i z e d  

t h a t  " n e u t r a l "  t a x e s  a r e  n o t  n e c e s s a r i l y  " e f f i c i e n t "  t a x e s  o r  

" o p t i m a l ”  t a x e s .  W h i l e  n o t  n e a r l y  a s  i n t e l l e c t u a l l y  s a t i s f y i n g  a  

g u i d e  t o  t a x  p o l i c y  a s  " o p t i m a l  t a x a t i o n " ,  n e u t r a l  t a x a t i o n  i s  t o  b e  

p r e f e r r e d  a s  a  b e n c h m a r k  u n t i l  s u c h  t i m e  a s  a n a l y s t s  a r e  a b l e  t o  

I d e n t i f y  o p t i m a l  d e p a r t u r e s  f r o m  n e u t r a l i t y  i n  r e a l  w o r l d  p o l i c y  

s e t t i n g s ,  a n d  u n t i l  s u c h  t i m e  a s  a d m i n i s t r a t i v e  c a p a c i t i e s  a r e  e q u a l  

t o  t h e  t a s k  o f  o p e r a t i n g  n e c e s s a r i l y  c o m p l i c a t e d  o p t i m a l  t a x  

s t r u c t u r e s .  I n  b o t h  d e v e l o p e d  a n d  d e v e l o p i n g  c o u n t r i e s  t h a t  t i m e  w i l l  

n o t  l i k e l y  a r r i v e  b e f o r e  t h e  2 1 s t  c e n t u r y .

7 )  T r a n s f e r a b i l i t y  o f  L e s s o n s  

T h e  t a x  r e f o r m  e x p e r i e n c e s  s u r v e y e d  i n  t h i s  p a p e r  s u g g e s t  t h a t  l e s s o n s  

t e n d  t o  b e  t r a n s f e r r e d  f r o m  c o u n t r y  t o  c o u n t r y  f r e q u e n t l y  a n d  w i t h  

s o m e  r a p i d i t y .  T h e  a p p r o p r i a t e n e s s  o f  s u c h  t r a n s f e r s  i s ,  h o w e v e r ,  

a n o t h e r  q u e s t i o n .

%
I n  t h e  f i r s t  t w o  d e c a d e s  o f  p o s t w a r  h i s t o r y ,  t h e  d i r e c t i o n  o f  

t r a n s f e r  w a s  l a r g e l y  f r o m  d e v e l o p e d  t o  d e v e l o p i n g  c o u n t r i e s .  T h i s  m a y  

a c c o u n t  f o r  t h e  s t r o n g  e m p h a s i s  u p o n  i n c o m e  t a x e s  i n  m o s t  e a r l y  L D C  

r e f o r m  e p i s o d e s .  A r g u a b l y ,  s o m e  w r o n g  l e s s o n s  w e r e  t r a n s f e r r e d ,  a s  

a d v i s o r s  f r o m  w e a l t h y  c o u n t r i e s  -  a n d  L D C  o f f i c i a l s  r e t u r n i n g  f r o m  

s t u d y  a b r o a d  -  t e n d e d  j t o  p r e s c r i b e  r e f o r m s ^ r a o r e  s u i t a b l e  t o  h i g h l y  

i n d u s t r i a l i z e d  s o c i e t i e s  t h a n  t o  l o w - I n c o m e  n a t i o n s  w i t h  l o w  l e v e l s  o f  

l i t e r a c y  a n d  e v e n  m o r e  L o w l y  p a i d  t a x  c o l l e c t o r s .

B e g i n n i n g  i n  t h e  e a r l y  s i x t i e s ,  s i g n i f i c a n t  l e s s o n s  l e a r n e d  i n  

d e v e l o p i n g  c o u n t r i e s  b e g a n  t o  b e  t r a n s p l a n t e d  t o  o t h e r  L D C s .  S o m e  o f  

t h e s e  l e s s o n s  p r o v e d  i n s t r u c t i v e ;  p a r t i c u l a r l y  t h o s e  l e a r n e d  a b o u t  t h e



V A T  i n  B r a z i l  a n d  U r u g u a y  b e g i n n i n g  i n  1 9 6 8 .  W i t h i n  t w o  d e c a d e s ,  m o r e  

t h a n  4 0  L D C s  h a d  a d o p t e d  o n e  o r  a n o t h e r  f o r m  o f  V A T ,  a n d  s e v e r a l  

o t h e r s  w e r e  c o n s i d e r i n g  t h e  t a x  i n  1 9 8 7 .  A s  n o t e d  e a r l i e r ,  t h e  t a x  

h a s  e n j o y e d  a  r e m a r k a b l e  d e g r e e  o f  r e v e n u e  s u c c e s s  i n  a l l  b u t  t w o  o r  

t h r e e  i n s t a n c e s  w h e r e  i t  h a s  b e e n  a d o p t e d .

A  r e a d i n g  o f  l e s s o n s  f r o m  e x p e r i e n c e  i n  t a x  r e f o r m  i n  t h e  

p o s t - w a r  p e r i o d ,  t h e n ,  a r g u e s  f o r  g r e a t e r  s e l e c t i v i t y  i n  d e c i d i n g  

w h i c h  l e s s o n s  m e r i t  t r a n s f e r  i n  a n y  g i v e n  c a s e ,  a n d  c o n s i d e r a b l e  

s k e p t i c i s m  o v e r  e x a g g e r a t e d  c l a i m s  m a d e  f o r  t h i s  o r  t h a t  t a x  

i n n o v a t i o n  o r  t h i s  o r  t h a t  r e f o r m  s t r a t e g y .  T a x  r a t e  r e d u c t i o n s  m a y  

p r o m o t e  g r o w t h  i n  s o m e  s e t t i n g s ;  t h e y  m a y  p r e d i s p o s e  a  c o u n t r y  t o  

r u i n o u s  i n f l a t i o n  a n d  c o n s e q u e n t l y  l o w  g r o w t h  i n  o t h e r s .  M a r k e d  

s h i f t s  t o w a r d  h e a v i e r  r e l i a n c e  u p o n  i n d i r e c t  t a x e s  m a y  b e  a d v i s a b l e  i n  

s o m e  c o u n t r i e s  b u t  u n n e c e s s a r y  i n  o t h e r s ,  p a r t i c u l a r l y  t h o s e  w i t h  

r e n t - g e n e r a t i n g  e x p o r t  s e c t o r s  t h a t  a r e  e a s i l y  a c c e s s i b l e  t o  t h e  t a x  

a d m i n i s t r a t i o n .

« T h e  d i f f e r e n c e s ,  a f t e r  a l l ,  b e t w e e n  t h e  o v e r  o n e  h u n d r e d  

d e v e l o p i n g  c o u n t r i e s  a r e  a t  l e a s t  a s  s t r i k i n g  a s  a n y  s i m i l a r i t i e s  

b e t w e e n  t h e m .  E v e n  s o ,  t w o  l e s s o n s  a p p e a r  t o  b e  a l m o s t  u n i v e r s a l l y  

v a l i d .  F i r s t ,  t a x  s y s t e m s  a r e  b e s t  s u i t e d  t o  t h e  t a s k  o f  r a i s i n g  

r e v e n u e s . ,  a n d  h a v e  n o t  p r o v e n  w e l l  s u i t e d  a s  m e a n s  o f  a c h i e v i n g  o t h e r  

o b j e c t i v e s .  S e c o n d ,  s u c c e s s f u l  t a x  p o l i c y  r e q u i r e s  t h a t  t a x  

a d m i n i s t r a t i o n  b e  e v e r y w h e r e  t r e a t e d  n o t  a s  a  p e r i p h e r a l ,  b u t  a  

c e n t r a l  q u e s t i o n  i n  t a x  r e f o r m .



FOOTNOTES -  TAX REFORM

F o r  a  c h a r a c t e r i z a t i o n  o f  r e v e n u e ,  d i s t r i b u t i o n a l  a n d  

e c o n o m i c  g o a l s  i n  r e c e n t  U . S .  t a x  r e f o r m ,  s e e  M c L u r e ,  i n  G i l l i s  

f o r t h c o m i n g ,  a n d  M c L u r e  a n d  Z o d r o w  ( 1 9 8 7 ) .

3  S e e  S h o u p  ( 1 9 4 9 ) .

3  S h o u p  ( 1 9 5 9 ) .

4  M u s g r a v e  a n d  G i l l i s  ( 1 9 7 1 ) .

5  S h o u p  ( 1 9 7 0 ) .

6  H a f b e r g e r ,  f o r t h c o m i n g  i n  G i l l i s ,  e d i t o r ,  T a x  R e f o r m .

7  M u s g r a v e  e t .  a l .  ( 1 9 8 1 ) .

8  G i l l i s  ( 1 9 8 5 ) .

9
B a h l ,  f o r t h c o m i n g  i n  G i l l i s ,  e d i t o r .

1 0  N a t i o n a l  T a x  R e f o r m  C o m m i s s i o n ,  F i n a l  R e p o r t  ( D e c .  3 1 ,  1 9 8 6 )

^  K a l d o r ,  I n d i a n  P u b l i c  F i n a n c e .  1 9 5 6 .

12
R e p o r t  o f  t h e  T a x a t i o n  I n q u i r y  C o m m i s s i o n .  C o l o m b o  ( 1 9 6 8 ) .

1 3  S h o u p  ( 1 9 6 5 )  T a x  S y s t e m  o f  B r a z i l  ( V a r g a s ) .

1 4
H a r b e r g e r ,  i n  G i l l i s ,  f o r t h c o m i n g .

1 5  S h o u p  ( 1 9 7 0 )  p .  1 5 5 .  ( T e x t )

1 6
N i c h o l a s  K a l d o r ,  I n d i a n  T a x  R e f o r m  ( N e w  D e l h i ,  1 9 5 6 ) .

^ 7  C a s a n e g r a  J a n c h t e r  ( f o r t h c o m i n g  i n  G i l l i s ,  S h o u p ,  S i c a t ,  

e d i t o r s ) .



A s i d e  f r o m  B r a z i l  a n d  U r u g u a y ,  2 0  n a t i o n s  r e f o r m e d  s a l e s  

t a x e s  b y  s w i t c h i n g  f r o m  c r u d e r  f o r m s  o f  s a l e s  t a x  ( i n c l u d i n g
* i

m a n u f a c t u r e r s  s a l e s  t a x e s ,  m u l t i p l e - s t a g e  c a s c a d e  t a x e s  a n d  

e x c i s e - l i k e  s y s t e m s )  t o  v a l u e - a d d e d  t a x e s  e x t e n d i n g  t h r o u g h  t h e  r e t a i l  

s t a g e .  T h e s e  I n c l u d e  1 9 7 0 :  E c u a d o r ;  1 9 7 3 :  B o l i v i a ;  1 9 7 5 :  C h i l e ,  C o s t a  

R i c a ,  a n d  A r g e n t i n a ;  1 9 7 6 :  H o n d u r a s ;  1 9 7 7 :  K o r e a  a n d  P a n a m a ;  1 9 8 0 :  

M e x i c o ;  1 9 8 2 :  P e r u ,  N i c a r a g u a ,  a n d  H a i t i ;  1 9 8 3 :  G u a t e m a l a ;  1 9 8 4 :  

C o l o m b i a ,  D o m i n i c a n  R e p u b l i c ,  M a d a g a s c a r ;  1 9 8 5 :  T u r k e y ;  1 9 8 6 :  N i g e r ,

P o r t u g a l ,  a n d  T a i w a n .  H a r b e r g e r ,  f o r t h c o m i n g .

1 9
F u r t h e r ,  i n  v i r t u a l l y ^ a l l  n a t i o n s  u s i n g  t h e  V A T ,  t h e  t a x  h a s  

b e e n  o f  t h e  c o n s u m p t i o n  r a t h e r  t h a n  t h e  " I n c o m e ”  t y p e ,  h a s  b e e n  

c o l l e c t e d  u s i n g  t h e  t a x  c r e d i t  m e c h a n i s m ,  a n d  h a s  b e e n  i m p o s e d  o n  t h e  

d e s t i n a t i o n  p r i n c i p l e .  O n l y  C o l o m b i a  a n d  A r g e n t i n a  f u l l y  u t i l i z e  t h e  

" i n c o m e  f o r m "  o f  V A T ,  w h e r e i n  t a x e s  c o l l e c t e d  o n  p u r c h a s e s  o f  c a p i t a l  

e q u i p m e n t  c a n n o t  b e  c r e d i t e d  f r o m  t a x e s  d u e  o n  s a l e s  a l t h o u g h  b o t h  

T u r k e y  a n d  F i n l a n d  a l l o w  l e s s  t h a n  f u l l  c r e d i t  f o r  t a x e s  p a i d  o n

c a p i t a l  g o o d s .  ( G i l l i s ,  S h o u p ,  S i c a t ,  f o r t h c o m i n g ) .

20
H a r b e r g e r ,  f o r t h c o m i n g .

21
A b o u t  t w o - f i f t h s  o f  t h e  i n c o m e  t a x  s e c t i o n  o f  t h e  V e n e z u e l a n  

r e p o r t  o f  1 9 5 9  w a s  g i v e n  o v e r  t o  a d m i n i s t r a t i o n  o f  t h e  t a x .  ( S h o u p ,

V e n e z u e l a )

22
O n e  a u t h o r i t a t i v e  s o u r c e  m a i n t a i n s  t h a t  " i n s t i t u t i o n a l  

' r e f o r m  i n  b o t h  t h e  c o n t e n t  a n d - t h e  a d m i n i s t r a t i o n  o f  t h e  t a x  l a w s  t o o k  

p l a c e  i n  a l m o s t  e v e r y  y e a r  a f t e r  1 9 6 0 .  ( B a h l ,  K i m  a n d  P a r k ,  1 9 8 6 ,  p .

fo o tn o te s  2

18



2 3
S h o u p ,  " J a p a n "  f o r t h c o m i n g  i n  G i l l i s ,  T a x  R e f o r m .

2 4
S h o u p ,  " J a p a n , "  f o r t h c o m i n g  i n  G i l l i s .  M o r e  p r e c i s e l y ,  

r e v e n u e  e n h a n c e m e n t  w a s  n o t  a  m a j o r  g o a l  f o r  t a x  r e f o r m  a t  t h e  

n a t i o n a l  l e v e l  i n  o c c u p i e d  J a p a n .  H o w e v e r ,  t h e  p r e f e c t u r e s  w e r e  

c h r o n i c a l l y  r e v e n u e  s h o r t ,  a n d  t h e  a b o r t i v e  p r e f e c t u r a l  V A T  w a s  

d e v e l o p e d  t o  b o l s t e r  t h e i r  r e v e n u e s .

2 5  S h o u p  ( B r a z i l )  1 9 8 7 .

2 6  S h o u p  ( L i b e r i a )  1 9 7 0 .
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E c o n o m i c  A s p e c t s  o f  P r i v a t i z a t i o n  
P r o g r a m s

In a considerable number of developing countries, governments are reviewing 
their policies with respect to state-owned enterprises. In some cases, these reviews 
are limited in scope, covering such subjects as methods of operation and systems of 
oversight and control. In others, however, the issue of continued ownership by the 
state is under consideration.

This paper addresses those cases in which the question of state ownership is 
under consideration. Its purpose is to help the decisionmaker think about the 
economic aspects of the privatization option, an option that includes not only the sale 
of equity in state-owned enterprises to the private sector, but also the liquidation of 
such enterprises in whole or in part.

The review that follows has more application to market economies than to 
economies that severely limit private ownership of the means of production. 
However, the analysis makes no initial assumptions about the relative economic 
merits of public versus private ownership, for instance, that privately-owned 
enterprises are more efficient or that state-owned enterprises are more responsive to 
the nation's economic goals. In most developing countries, the performance of 
private enterprises rarely approaches the ideal of a competitive firm in an efficient 
market. Instead, factor markets and product markets are characteristically inefficient 
in varying degrees and are likely to remain so, and government policies greatly affect 
the enterprises' performance and financial profitability. Nor do state-owned 
enterprises often approach any of the ideals that justify their existence, such as 
behaving unambiguously as agents of the state. In practice, such enterprises are 
commonly used to serve the special interests of the managers, of labor, of some 
given group of favored consumers, of a selected region, or of a political party.
Thus, when using economic criteria to choose between state ownership and private 
ownership, comparing the characteristics of the ideal state-owned enterprise and the 
ideal private enterprise is misleading. Instead, one is obliged to compare the 
performance that can be reasonably expected of each type of enterprise in the 
particular circumstances of each developing country.

The N e e d  for R e v i e w

Before turning to a consideration of the key issues, however, one can 
reasonably ask whether the question of privatization is likely to arise at all in a 
setting that eschews ideological generalizations and that approaches privatization on 
a case-by-case basis. On reflection, the answer is fairly straightforward. Even 
when governments make no major assumptions about the relative merits of public



and private ownership, they would still be wise to consider from time to time 
whether the privatization of individual enterprises is appropriate.

The usefulness of such periodic reconsideration becomes obvious if one 
considers why governments in developing countries acquired or created state-owned 
enterprises in the first instance. Those initial motivations have followed some fairly 
well-defined patterns.

1. S p e e d i n g  in d u s t r ia l i z a t i o n . Economic historians such as Gershenkron 
have demonstrated that in the industrialization process, latecomer countries have 
typically found it useful to use the powers of the state to establish some of the 
critical building blocks of early industrialization. At that early stage, an 
entrepreneurial class with the ability and willingness to mobilize capital and 
technology is not yet in place. That at least was the early history of czarist 
Russia, Germany, and Japan as well as the Republic of Korea, Brazil, Mexico, 
the Philippines, and various other countries. Eventually, however, 
entrepreneurs in the private sector increased their risk-taiking and managerial 
capabilities sufficiently to raise the question whether the use of state resources in 
these key industries was still optimal.

2. R e g u l a t i n g  " n a t u r a l" m o n o p o l i e s .  Early in the development process, 
many essential industries have the character of natural monopolies. Enjoying 
large potential economies of scale, these industries can only operate at low cost 
if competition is restrained. Telecommunication companies, railroads, and 
electric power utilities, among others, fall in this class. But history has 
demonstrated that as national demand increases, competition can be introduced 
without adding to the cost base; and as industrial technology changes, potential 
economies of scale are sometimes dramatically reduced, a change that has 
occurred, for example, in the steel and telecommunications industries.
Moreover, even when industries continue to exhibit some of the attributes of 
natural monopolies, regulation is not to be excluded as a desirable alternative to 
ownership; and the government's capacity to mount an effective regulatory 
regime may have grown from the time when the state-owned enterprise was first 
established. When such changes occur, the time may be ripe for reconsidering 
the state's ownership of the enterprises that were created in earlier 
circumstances.

3. E x e r c i s i n g  m o n o p o l y  o r  m o n o p s o n y  p o w e r .  Developingcountri.es
that were large buyers or large sellers of commodities in international markets 
often created state-owned enterprises to be able to exercise their monopoly 
power in such markets more effectively. That has been an especially pressing 
need for ex-colonies, which on independence found their commodity trade 
largely in the hands of foreign-owned firms. Countries like Ghana, which once 
dominated world cocoa markets, and Brazil, which once held a similar position 
in world coffee markets, are illustrative. But market structures change, and 
when they do, optimal behavior changes as well. At some stage, as markets 
broaden and become less concentrated, the greatest rewards may go to buyers 
and sellers that can move swiftly and flexibly, rather than to those that attempt to 
exercise monopoly power. At that point, it may be worth reconsidering whether 
the state-owned enterprise is the most appropriate form of enterprise.



4. C o n t a i n i n g  f o r e i g n  o w n e r s h i p . Governments in developing countries 
have frequently nationalized enterprises that were subsidiaries of multinational 
enterprises, hoping thereby to increase their ability to manage their national 
economies or to increase their rents from such enterprises. In some cases, those 
hopes have been realized; in others not. When countries have not achieved their 
objectives, the reasons for failure have been of various kinds. In the case of 
copper and oil, for instance, world market conditions and the industry structure 
changed dramatically. In other cases, countries underestimated the difficulties 
of managing the subsidiary outside of a multinational enterprise network. 
Whatever the reasons, a periodic review of such cases is obviously indicated.

5. R e s t r u c t u r i n g  t h e  e c o n o m y .  Developing countries typically are 
required to restructure their economies as world markets shift and comparative 
advantages change. Simple, labor-intensive products, such as textiles and toys, 
often give way to more complex lines, such as foundry products and plastics.
In the process, governments often find themselves the unhappy owners of failed 
enterprises that formerly had been in the private sector. In such cases, the 
government's usual object is to ease the transition; to ensure that the 
redeployment of manpower and other resources is done with minimal shock and 
pain to the national system. These cases, by their nature, call for periodic 
review to determine whether the transitional purposes of the government's 
ownership are being realized.

6. M a n a g e r s *  in i t ia t iv e s . Some developing countries have been 
discovering that the managers of their state-owned enterprises have extended the 
business of their enterprises in various new directions, creating subsidiaries for 
the purpose. In several countries, that process of extension has markedly 
increased the size and scope of the state-owned sector. The managers' 
motivations in creating these new subsidiaries have been diverse. In some 
cases, the new entities have been the result of a process of vertical integration or 
of diversification, seemingly logical extensions of existing lines of business. In 
other cases, such as Pertamina in Indonesia, the motivation seems to have been 
a desire for empire building. In still others, especially in countries in which 
subsidiary financial and operating data have not been consolidated in the 
parent's statements, the subsidiaries have provided the basis for creative 
accounting, including the concealment of assets and profits or losses.

These are not the only reasons for the creation of state-owned enterprises in 
developing countries but they cover the bulk of the cases. They also illustrate the 
fact that any country that purports to maintain some semblance of a market economy 
is likely to find it useful to reconsider from time to time whether the original reasons 
for maintaining its state-owned enterprises are still valid. In such reconsideration, 
the critical economic criteria are likely to be the following:

What would be the effect of the privatization on efficiency in the use of the 
country's productive resources?

What would be the effect on increasing the stock of the country's productive 
resources?

What would be the effect on the country's income distribution?



What would be the effect in the short and medium term on the government's 
cash flow?

T h e  Efficiency Criterion

The various factors that have given rise to state-owned enterprises in developing 
countries suggest that governments' objectives have not always been economic in 
nature; and that, even when the objectives are primarily economic, the economist’s 
ordinary tools cannot always measure very well whether the sought-after goals are in 
fact being achieved.

Nevertheless, any review of state-owned enterprises is bound to consider 
centrally a number of issues in which ordinary economic criteria do have 
considerable relevance. Of these, the most basic issue is that of efficiency.

T h e  C o n c e p t

In common usage, "efficiency" is not a very precise concept. For economists, 
however, efficiency has a fairly exact meaning and is measured in a fairly precise 
way, namely, by the amount of output that is derived from a given input. Efficiency 
is therefore increased if output rises without an increase in inputs.

The usual question in the minds of government officials is whether the 
efficiency generated by managers of a privately-owned enterprise is higher than that 
generated by managers of a state-owned enterprise. For the analyst seeking to 
answer that question, the problem is to determine whether, at a given cost of 
management, managers in private enterprises can obtain more output than managers 
in public enterprises from given inputs of capital, labor, and intermediate materials.

A demonstration that private enterprises are more efficient than state-owned 
enterprises in the narrow sense just defined is not, of course, a sufficient basis for 
privatization of the enterprise. Much depends on the reasons for the relatively higher 
efficiency of the private enterprise. Consider the following illustration:

In the city of Lahore, people consider the small, privately-owned buses to be far 
more efficient than the oversized buses of the government transport authority 
with which they compete. The inefficiency of the government buses is largely 
due to sloppy maintenance and to corruption, including the stealing of spare 
parts and supplies. However, the efficiency of the privately-owned buses is 
achieved in part by some wildly reckless tactics in traffic that have been 
notorious for the deaths and injuries they have created.

In this case, it is evident the problem might be resolved by various policies other 
than privatization, including more effective policing of corruption and stealing, or 
more effective control of city traffic.

Nevertheless, privatization may prove to be the most relevant policy for 
increasing efficiency in some cases. It is easy to demonstrate that relatively small 
differences in efficiency can have decisive economic consequences that promise high 
payouts. Although efficiency may possibly be increased in a number of different



ways short of privatization, in this paper we shall concentrate on the privatization 
option, leaving the alternative possibilities to be explored elsewhere. A key 
question, then, is whether a switch from public ownership to private can reasonably 
be expected to produce efficiency increases.

T h e  R e l a t i o n s h i p  t o  P r o f i t s

Economists have made repeated efforts to measure the relative efficiency of 
state-owned and private enterprises. Before summarizing their conclusions, it will 
help to clarify the relationship of efficiency to profit.

People think of profitable firms as efficient and of unprofitable ones as less so. 
One significant study in India demonstrated that even the most sophisticated 
observers, such as financial editors and business executives, tend to rate the relative 
performance of state-owned firms by their book profits. The Government of 
Pakistan, after carefully considering various alternative possibilities for rating and 
rewarding the performance of managers in state-owned enterprises, adopted a 
scheme in 1982 that in its original form based such rewards wholly on book profits. 
The same assumption that high book profits and good performance go hand in hand 
can be detected in many other countries. Yet the link between efficiency and book 
profits is actually very loose, especially in the conditions found in developing 
countries. The weakness in linkage stems principally from two factors.

One factor that weakens the linkage is coverage. Profit represents the reward to 
those that provide the enterprise with capital. Efficiency, however, refers to the 
output performance of all the productive factors employed in the enterprise, 
irrespective of whether the rewards go to lenders, to the government, or to the 
owners. Accordingly, assuming that the prices of the firm's outputs and inputs 
correctly reflect their social value, the firm's efficiency can be measured by its book 
profit plus interest paid plus taxes paid (minus subsidies received). That 
consideration alone means that measures of efficiency and measures of book profit 
may deviate considerably from one another.

The second reason for such deviations is implicit in the first. Wherever the 
prices of the firm's inputs or outputs are affected by monopoly, or by governmental 
restraints, such as price fixing or import restrictions, or by the ignorance of buyers 
or sellers, the profit figure contains elements unrelated to efficiency, and changes in 
profits are an unreliable guide to changes in efficiency. In such situations, the 
profits or the changes in profits may simply reflect a shift in monopoly power or in 
governmental policies. The vast changes in the profits recorded by state-owned oil 
companies during the 1970s and 1980s, for instance, were unrelated to changes in 
levels of efficiency. The increase in profits in the 1970s was largely due to an 
increase in monopoly power, and the subsequent decline in profits was largely the 
result of a weakening of that power.

Indeed, under the imperfect market conditions that prevail in developing 
countries, a genuine increase in efficiency does not necessarily produce an increase

1. See, for instance, Mary M. Shirley, B a n k  le n d in g  f o r  S t a t e -O w n e d  
E n t e r p r i s e  S e c t o r  R e f o r m :  P o l i c i e s  a n d  P r o c e d u r e s , draft, March 
1987.



in profits. Instead, an increase in efficiency may open the door to demands from 
other claimants: from labor for an increase in wages, from suppliers for an increase 
in prices, from buyers for a reduction in prices, and even from the government for 
an increase in taxes. Accordingly, one has to penetrate beneath the statement of 
profits and losses to draw any conclusions about an enterprise's efficiency.

Relative Efficiency Measured

Of the various subjects to which economists have devoted attention in 
development planning, the measurement of efficiency stands high in the list. That 
issue arises in many contexts, not only in the choice between private and state 
ownership, but also in the choice between different technologies. Irrespective of the 
purpose, the problems of measurement are typically much the same. One such 
problem is how to compare plants producing the same final product that use different 
combinations of inputs in the production process, that is, capital, labor, intermediate 
products, and managerial skills. Such differences are commonly encountered in 
comparisons between private firms and state-owned firms. If economists could rely 
on prices to reflect relative values, such differences might not create a serious 
measurement problem. But economists are well aware that in developing countries, 
the relative prices of these factors offer no sure guide to their relative economic 
value. Distortions in interest rates, wage rates, and exchange rates complicate the 
problem of measurement.

The proposed solutions to such difficult questions need not concern us here.2 
Difficulties of this sort do, however, tend to limit the number of studies on the 
relative efficiency of private and state-owned enterprises. Moreover, most of the 
studies undertaken relate to enterprises in the mature industrialized countries.

Nevertheless, the studies so far conducted do point to some useful conclusions. 
One careful review, for instance, concludes cautiously that no general grounds exist 
for believing that managerial efficiency is any different in state-owned enterprises 
than in private enterprises.3 Another review, drawing on some 28 studies of recent 
vintage, comes to a rather different conclusion. It distinguishes industries in which 
strong competitive conditions exist from other industries, and concludes that in 
competitive industries, private enterprises do out-perform state-owned enterprises.4

2. Those that wish to pursue the subject will find particularly useful F. L.
C. H. Helmers, L e c t u r e  N o t e s  o n  P r o j e c t  P la n n in g  (Washington, D.C.:
EDI, April 1982). See particularly the bibliography, pp.93-95, and 
"Choice of Technology," pp. 162-183.

3. R. Millard, "The Comparative Performance of Public and Private Ownership" in 
Eric Roll (ed.) T h e  M i x e d  E c o n o m y  (London: MacMillan, 1982). See also 
William G. Tyler, "Technical Efficiency in Production in a Developing 
Country," O x f o r d  E c o n o m i c  P a p e r s , vol. 31 (Nov. 1979), pp. 477-495.

4. George Yarrow, "Privatization in Theory and Practice," E c o n o m i c  
P o l i c y ,  no. 2 (April 1984), pp. 373-375. See also Jonathan Aylen, 
"Privatization in Developing Countries," L l o y d 's  B a n k  R e v i e w , no. 163 
(January 1987), pp. 15028, which concludes that market structure is 
more important than ownership in explaining performance.



The generalization that private firms are relatively more efficient than state- 
owned enterprises under highly competitive conditions is a reasonable enough 
assumption to guide policymakers in the absence of specific evidence to the 
contrary. In such markets, private enterprises are driven by the hope of profits and 
the fear of bankruptcy, while state-owned enterprises are not driven to the same 
degree. In monopoly situations, including public utilities, that distinction between 
state-owned and private enterprises does not operate with the same compelling force.

To be sure, strongly competitive markets are not very common in many 
developing countries, especially in industries in which state-owned enterprises are 
concentrated. Still, there may be important cases in which the assumption about the 
superior efficiency of private enterprises does carry operational significance.
Notable among these cases are industries in which effective domestic competition 
may be possible, such as trucking services, as well as enterprises selling in 
competitive world markets, such as agricultural marketing boards or mining 
companies. In such instances, the efficiency criterion is likely to give a signal-albeit 
not a conclusive signal-pointing in the direction of privatization.

T h e  L i q u i d a t i o n  A l t e r n a t i v e

Some governments, when measuring the efficiency levels of some state-owned 
enterprises, have discovered that the prospective value added by such enterprises 
would be negative. More precisely, once the inputs and outputs have been priced by 
their real opportunity costs, the enterprises' output has less value than the inputs 
required to produce the output. This is probably true of some of the refineries and 
petrochemical plants of the oil exporting countries, and some of the import- 
substituting plants in the metal processing industries.

Such a finding will not occur, of course, unless the industry concerned is 
enjoying a high measure of protection, as is typical of import-substituting industries, 
or a high degree of subsidy, as is commonly the case of raw-materials processing 
facilities. These conditions, however, can apply as readily to private enterprises as 
to state-owned enterprises, especially in countries in the early stages of 
industrialization, when they are still emphasizing the achievement of economies of 
agglomeration and increased efficiency through leaming-by-doing. In such cases, 
the negative net value generated by the enterprise is not a result of public ownership, 
but of the policies of protection or subsidy. Whether the continuation of such 
policies is justified depends in part on the realism of the country's assumptions 
about anticipated increases in efficiency. Even where the possibilities of increasing 
efficiency do not exist, however, governments may be prepared to accept the losses 
implicit in negative value added to create jobs or to reduce their vulnerability to 
changes in the world markets for unprocessed materials. Where that is the case, the 
conclusion that the enterprise actually reduces the total product available to the 
economy will at least serve to raise the question whether the implicit cost of such 
operations is worth the results.

Increasing the Supply of M a n a g e m e n t  a n d  Saving

Although governments in developing countries are eager to increase the efficient 
use of the resources that they have at hand, they usually place even more importance



on increasing the supply of those resources as the means for increasing their growth 
rates. The resources most amenable to such increases are the supply of management 
and the supply of savings.

M a n a g e m e n t

Most economists recognize that if a nation's privatization program is to achieve 
its objectives, it must lead to an improvement in the management of the nation's 
productive resources. The implicit assumption-an assumption that is plausible in 
the conditions of many developing countries--is that the public sector is relatively 
handicapped in its ability to recruit managerial talent. Public pay scales may be 
limited; foreign managers may be unacceptable; and, especially in some countries of 
Africa and Asia, some residents may be barred from public employment on racial or 
other grounds. As a result, there may be an acute mismatch between managerial 
talent and productive capital. The public sector may have the capital for large-scale 
enterprises without the management to guide such enterprises, while the private 
sector has the managerial talent without the opportunity to apply that talent to 
large-scale enterprises.5 In such cases, privatization may become a means of 
overcoming the mismatch.

Another channel by which a developing country might increase its supply of 
managerial talent is by using the strength of established state-owned enterprises to 
seed and support new private ventures. That process can be seen in a number of 
countries, including notably Brazil, where it takes a variety of different forms, 
including the admission of private partners to a joint venture with a state-owned 
enterprise. Possibilities of that sort, however, are only likely to exist in countries 
that have already managed to develop a cadre of relatively efficient and secure 
state-owned enterprises.

Still another channel for increasing the country's supply of management is by 
contracting for foreign management or by selling interests in state-owned enterprises 
to foreign firms that are prepared to provide qualified managers. These alternatives 
differ from the others in the sense that they involve an outflow of resources in 
payment for the management. The government will have to determine on a 
case-by-case basis whether the payment is worth the acquired management skills, an 
issue also relevant to the discussion that follows on the question of the appropriate 
sale price for equity in state-owned enterprises.

S a v i n g s

Privatization, according to the argument, may also add to the nation's total 
supply of savings, and hence of investment. The private sector may be willing to 
invest in the newly privatized enterprises, even though at the same time it would 
resist adding to national savings in other ways, such as by paying more taxes. 
Indeed, the eagerness with which private investors have financed private urban 
transport companies when allowed to do so illustrates that some privatization

5. Jonathan Aylen, "Privatization in Developing Countries," cited earlier, 
emphasizes this point.



projects may offer unusual opportunities for capital mobilization in developing 
countries.6

Gauging the effect of these transactions on the aggregate national supply of 
savings, however, is not a simple task. One has to be aware of how the purchases 
were financed. Funds that otherwise would have gone to national consumption or 
funds repatriated from abroad would add relatively unambiguously to the national 
supply of savings. But if private buyers diverted funds from other national 
investments or borrowed from national financial intermediaries in order to invest in 
the shares of state-owned enterprises, the implications for the supply of national 
savings would be much more ambiguous. Indeed, the risk would exist that the 
offerings of shares in state-owned enterprises had simply shifted a given amount of 
savings from use in the private sector to use in the public sector.

Tracing I n c o m e  Distribution Effects

The effects on income distribution associated with any program of privatization 
are likely to be very complex, and may well be different in the short run than in the 
long. In general, any discernible shift is likely in the short ran to be adverse to 
labor and to consumers and favorable to those who purchase the equity in the 
privatized enterprise.

The reasons for anticipating such shifts stem from the fact that state-owned 
enterprises cannot be sold unless they appear profitable to the buyer. How is that 
profitability to be achieved? In the short ran, one cannot expect an increase in the 
efficiency of the existing workforce and plant to bring about the change. If the 
change does occur, it will more likely be the result of three factors, singly or in 
combination: a reduction in the workforce, thereby reducing labor's income; an 
increase in the prices charged by the enterprise, taxing the consumer; and a reduction 
in payments to the government, whether in the form of a reduction of interest 
payments, a waiver of tax obligations, or other measures.

Added to these three factors is the likelihood that the new equity owners will get 
their shares on bargain terms. Once a government has earmarked an enterprise for 
sale, it develops a considerable political stake in ensuring the success of the sale. In 
addition to lightening the fiscal load on the enterprise in various ways, such as 
forgiving some of the enterprise's debt, governments have sometimes facilitated 
purchases of the shares by deliberately underpricing the shares and by offering 
generous loans to prospective stock buyers. The buyers who have been in a 
position to exploit these opportunities, therefore, have sometimes been presented 
with a rare opportunity to capture a windfall profit.

Some of these measures, while shifting incomes in the short ran, may 
nevertheless be highly constructive. In some instances, as in the case of gasoline 
and sugar, the products may have been underpriced when sold by a state-owned

6. Gabriel Roth, P r i v a t e  P r o v i s i o n  o f  P u b l i c  S e r v i c e s  in  D e v e l o p i n g  C o u n tr i e s ,  
(New York, Oxford, London: Oxford University Press for the World Bank, 
1987).



enterprise, and privatization may offer an occasion for a much desired adjustment.
In other instances, however, as in the case of rural electricity, the results may be 
regarded as adverse. In any event, estimates of the short-run consequences should 
be part of the analysis accompanying any privatization project.

The longer-term effects of operations on income distribution, by their nature, are 
likely to be more obscure, however, some shrewd guesses may be possible, adding 
further to an understanding of the implications of the proposed undertaking.

Maintaining Fiscal R e s o u r c e s

Although some developing countries have been thinking of long-term efficiency 
implications when contemplating the possibility of privatization, others have been 
concerned with shorter-run implications of privatization, including the possibility of 
reducing the government’s fiscal deficits or increasing its revenues. The effects of 
privatization upon government revenues, however, can be fairly complex. To see 
why, we will trace through some of the implications of such transfers.

T r a c i n g  t h e  F l o w s

One problem that has driven governments to give serious consideration to 
divesting themselves of state-owned enterprises is that many of these enterprises 
have chronically generated large cash drains on the central government. In the 
1970s, when confronting such drains, governments commonly authorized the 
enterprises to borrow in foreign capital markets or provided advances to those 
enterprises from the national banking system or from direct appropriations. The 
fiscal stringency of the 1980s, however, has dramatically increased the opportunity 
costs of providing the needed funds. Governmental borrowing has dried up, partly 
because of the increased caution of private lenders and public borrowers, and partly 
because of the conditionality provisions laid down by official lenders.

In many instances, however, governments have not felt free to liquidate the 
enterprises creating the drain; some of the enterprises have been public utilities, such 
as railroads, power plants, and airlines, while others have been viewed by 
governments as vital for maintaining employment levels. Nor have governments 
been eager to undertake the changes in public policy, such as raising prices or 
reducing labor costs, that might reverse the case flow. Hence, governments have 
widely entertained the possibility of privatization.

The prime difficulty, of course, has been that selling enterprises with persistent 
negative cash flows, except in very unusual circumstances, is not easy.
Accordingly, as was observed earlier, governments often give privatized enterprises 
the opportunities to reduce their payment to labor, increase their income from 
consumers, and reduce their payments to the government itself. In addition, 
governments sometimes even lend money to prospective buyers in order to help 
them finance their purchases of stock in the privatized enterprise. Such changes 
must be taken into account when measuring the net flow of resources to the 
government that is associated with the privatization.



Remember that an enterprise's book profits are no reliable guide to cash flows. 
To be sure, book profits determine the size of the dividends available to the 
government as owner. The flow of funds to the government, however, includes not 
only dividends, but taxes, interest, and principal repayments; and such flows are 
reduced by subsidies and added capital investments from the government. The 
flows so calculated are likely to differ considerably from book profits.

From the government's viewpoint, three rather distinct cash flow effects are 
likely to be of interest: the immediate cash effects attendant on the sale, the changes 
in future cash flows directly associated with the enterprise's operations, and the 
changes in future cash flows arising out of the indirect consequences of the sale.

The amount of cash actually transferred at the time of sale is a one-time infusion; 
an amount equal to the sale price of the firm's equity less various deductions. The 
deductions include payments by the buyer in forms other than cash, as well as the 
expenses of sale. The latter include the commissions to distributors and the cash 
costs associated with preparing the properties for sale. The net cash effect would 
presumably be positive from the government's viewpoint; but some experiences 
with privatization to date indicate that even at the initial stage, the cash flow effects 
may be negative.

Any estimate of the direct cash effects of the sale subsequent to the initial phase 
will require a calculation of two future streams. One represents the so-called 
counterfactual case, that is, what would have happened to the government's cash 
position in the absence of a sale, while the other represents the stream to be expected 
in light of the sale.

1. For the counterfactual case, we must estimate the stream of cash transfers 
between the enterprise and the state that would have occurred if the 
enterprise had remained in the government's hands. This includes the 
dividends, taxes, and debt service flowing from the enterprise to the 
government, if any, minus the infusions of new money flowing from the 
government to the enterprise.

2. For the expected stream after sale, we must estimate the stream of cash 
payments likely to be made by the private enterprise to the state after its sale, 
including taxes and debt service.

The difference between these two streams represents the change in the government's 
cash position achieved as a direct result of the sale of the enterprise to the private 
sector.

Several points are worth making about such estimates. Critical though such 
estimates may be in determining the cash consequences of any sale, they cannot 
escape being highly speculative in character. For instance, the analyst is obliged to 
speculate on the differences in the pricing practices of the enterprise both in the 
counterfactual case and in the case of private ownership, as well as the differences in 
the payments to labor and in the payments to the government. Some cases will arise

M e a s u r in g  th e  F lo w s



in which the answers to such questions are overwhelmingly clear; but for the most 
part, the analyst cannot avoid a considerable amount of speculation.

In the long run, the most important cash effects are likely to come from the 
indirect consequences of the decision to privatize. Such decisions cannot fail to 
affect aggregate productivity, factor and product prices, and income distribution in 
the national economy. These effects, in turn, will reflect themselves in the 
government's ability both to tax and to borrow. They will also be reflected in other 
governmental programs, especially programs with social welfare objectives, such as 
income maintenance. Long-run projections, therefore, inescapably involve 
speculation about the more general effects of privatization.

T h e  A p p r o p r i a t e  P r i c e

If the distribution of income within the country were not of concern, and if the 
prospective private purchasers did not include foreigners, the price issue might be of 
little importance. In such circumstances, an "inappropriate" price would simply 
create a windfall for one sector of the economy at a cost to all the rest. For the same 
reason, one could overlook the fact that the private buyer was recouping the 
purchase price from consumers, or from labor, or from the government itself by 
exploiting the enterprise's market power to raise prices, to lower wages, or to 
demand subsidies.

The observations above, however, rest on some substantial "ifs." Few 
governments are impervious to the effects of their policies on income distribution; 
accordingly, the sale price of their assets, even when sold to domestic buyers, is not 
a matter of indifference. Besides, governments have had other considerations in 
mind when fixing the sale prices. One in particular has been the desire of 
governments to ensure that the public offering of stock will be successfully 
completed, a goal that has commonly led governments to price the offered shares at 
levels that seemed low by objective standards. The motivations behind that bias are 
complex. They are partly to avoid the political repercussions of a failed offering and 
partly to whet the public's appetite for future offerings. In either case, they 
sometimes generate a windfall for those that are in a position to acquire the shares.

A variant on this issue arises when the government hopes to persuade its 
nationals to repatriate their foreign savings as part of a privatization policy. In such 
situations, the risk-adjusted opportunity cost as seen by the prospective buyers could 
be very high. Some of the foreign debt swap programs that a number of countries 
have initiated recognize that fact. Some of those programs allow nationals with 
foreign savings to repatriate those savings under formulas that are equivalent, in 
effect, to using preferential exchange rates. The government may justify such 
preferences in various ways, including the rationalization that the preference simply 
represents a correction for an overvalued exchange rate that would otherwise apply 
to the transaction. But if enough transactions of that sort take place, their effects on 
income distribution would be palpable.

The question of an appropriate sale price becomes especially relevant when the 
prospective buyers are foreigners. In such cases, as in cases involving repatriation 
by nationals,- one of the objects of the exercise is to attract foreign funds. But in the 
case of foreign buyers, the servicing of such funds in subsequent years will involve



an outflow. One of the imperatives for policymakers in such cases is to understand 
the implications of any sale to foreigners for future flows of foreign exchange.

Like other required analyses mentioned earlier, an adequate analysis of foreign 
exchange flows is not easy. As usual, it requires estimates and comparisons not 
only for the likely situation in the future, but also for the counterfactual case. In 
short, we must know not only what flows would occur if the sale were con­
summated, but also what flows would occur if the sale were not consummated. The 
difference between those two states is the critical measure. Studies of this issue 
have characteristically been incomplete and slipshod, usually providing results that 
tend to exaggerate the adverse drain associated with foreign investment.7

Nevertheless, the issue of a prospective foreign exchange drain is a-real one. To 
be sure, under perfect competitive conditions, the problems of servicing the foreign 
investors would not arise. By definition, the enterprise in which the foreigner had 
invested would generate the funds necessary to service the investment either directly 
or indirectly. But as noted earlier, many of the markets in which state-owned 
enterprises operate in developing countries are monopolistic in structure or are 
protected by high import barriers.

The question is especially relevant because of the terms that may be required to 
attract foreign investors. Like national investors, foreign investors will not be 
attracted unless their prospective yield exceeds their risk-adjusted opportunity costs. 
Although the idea of a risk-adjusted opportunity cost is an abstraction that can easily 
be taken too seriously, especially where foreign investors are involved, nevertheless 
it helps to explain why different terms may be required to attract foreign buyers than 
domestic buyers.

C o n c l u s i o n s

The variables that are involved in weighing the merits of privatization in a 
particular case are highly diverse. Some variables lend themselves to formal 
measurement, such as the measurement of cash flow effects for the government in 
the short run; but some do not, such as the cash flow effects in the longer run. Still, 
formal attempts to measure the efficiency effects, aggregate resource effects, and 
cash flow effects of any proposed privatization may well pay off, if only by 
identifying the critical assumptions on which the decision depends.

Policymakers may take some comfort in the fact that the individual cases they 
confront will often prove less difficult to decide than these comments may suggest. 
For instance, enterprises that produce negative added value and promise to continue 
to do so for long periods of time are presumptively targets for liquidation.

7. For one of the few careful studies of this topic, see G. C. Hufbauer and 
F. M. Adler, O v e r s e a s  M a n u fa c tu r in g  I n v e s tm e n t  a n d  th e  B a l a n c e  o f  
P a y m e n t s  (New York: Amo Press, 1976), a reprint of a 1968 study of 
the U.S. Treasury Department.



Moreover, rules of thumb based on experience and on research in other countries 
may sometimes be sufficient to create a basis for a decison. Illustrative of such rules 
is the observation that private enterprises tend to be more efficient than state-owned 
enterprises in markets that are highly competitive. The world's experience with 
state-owned enterprise to date allows us to identify a number of such propositions 
bearing on the question of privatization, propositions that we propose to identify in 
the papers that follow.
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7:.c current emphasis on privatisation in the modification of economic 
.policy priorities does not exist in an intellectual vacuum. It can 
rather be seen as a part of a more general rehabilitation of the use 
of prices and markets as a mechanism for the allocation of resources, 
and of an intellectual disillusionment with more Keynesian - and more 
interventionist - approaches to economic management. In the face of a 
prolonged downturn in economic activity and adverse changes in the 
economic environment, many developing countries have responded by 
reappraising the efficacy of existing policies. At the centre of this 
has been a re-examination of the economic role of the state and this 
paper is about one aspect of this process. Although it is suggested 
below that the issue of public versus private ownership cannot satis­
factorily be viewed in isolation from a wider range of issues, the 
debate over privatisation can be seen as a particularly stark 
illustration of a reversal in policy preferences that has marked the 
1 9 8 0 s .

The paper has five main sections. The first background section 
attempts to isolate some of the basic issues and to describe the con­
text in which these issues have come to the fore. The second section 
takes up questions relating to the shift in values and objectives 
underlying the privatisation movement and this is followed by a third 
section examining questions relating to the instrumental efficiency of 
privatisation. Section 4 considers the modalities of privatisation, 
particularly in the form of divestiture, and the constraints on their 
realisation. The concluding section pulls some of the loose ends 
together and outlines likely future developments with regard to this 
policy option.

1. BACKGROUND

Debate about the size of the public sector is a recurrent topic in 
economic policy making circles, not because anyone is trying any more 
to define an optimal size for the public sector but because the very 
scale of that sector necessarily means that it has a strong governing 
role in most economies - a factor of particular significance in most 
developing countries.

Even though most of the arguments for reductions in the relative size 
of the public sector make very strong assumptions regarding t h e  n e g a -



■._ve results of such perceived over-extension, surprisingly little is 
known, or, more exactly, measured, with regard to the actual size of 
the public sector. At a global level public enterprises have been 
estimated to account for around 10? of GDP on average in both deve­
loped and developing economies. However, the role of public enterpri­
ses in the economy has been generally much greater in sub-Saharan 
Africa when measured both in production and financial terms.1 
Arguments for reductions in that sector’s size commonly bandy about 
discrete figures for a highly truncated set of cases. A recent paper 
concerned largely with the role of State-owned enterprises in deve­
loping countries states that "by 1980 such enterprises were typically 
producing 10-20? of GDP" (Berg, 1985, p.1). In fact, this measure is 
only available for a mere seven countries and it is by no means evi­
dent that these calculations are reliable. The point is simple. 
Measuring the size of the state sector and its aggregate role in the 
economy remains very poorly advanced. This is particularly true in 
the case of most developing countries. Poor transparency in national 
accounts further complicates any measurement of the phenomenon which, 
in theory, is being addressed.

Characteristically, the growth of the state sector that largely 
occurred in the period from the late 1950s through to the mid-1970s in 
many developing countries was distributed across a wide range of func­
tions, from the augmentation of administrative systems to the enhanced 
provision of public services, such as health and education, as well as 
direct interventions in productive activity. While in some countries 
- particularly in West and East Africa - this involved some measure of 
expropriation or control over enterprises owned and run by entrepre­
neurs from the former colonial power or by localised racial minori­
ties, much of the consolidation of the public sector occurred in areas
where such activity had not been previously developed domestically.
The widespread drive for import substitution, linked with a commitment 
to economic diversification and, in particular, the development of a 
manufacturing sector, was seen as having major implications for the 
role of the State in the economy as a whole. In countries such as 
India and Egypt where this path was vigorously pursued, the public 
sector has emerged as a major producer and employer; in Egypt possibly
as much a3 a third of the labour force may currently be employed by
the state.2 jn most other developing countries, however, the level of



substitution that was attained was very limited, although on 
average between a third and a half of all modern sector employment has 
been accounted for by the state in Africa and Asia (World Bank, I986A, 
p.21). In most of sub-Saharan Africa, the public sector’s entry into 
manufacturing was limited. There, state intervention was more con­
centrated on the development of administrative machinery and institu­
tions for the transfer of resources from the dominant agricultural 
sector to urban, areas. The latter policy was conceptualised as 
financing development through forced transfers. In most cases, this 
actually amounted to financing a skewed distribution of consumption.
At the same time, such institutions - the West African Marketing 
Boards are perhaps the most stark example3 _ failed to fulfil most of 
their basic service functions, accumulating instead large labour- 
forces, swollen budgets and, often, gigantic debts.1*

Justifications for the creation of such public enterprises were 
derived not only, from market failure and the need for economic diver­
sification and for control over natural monopolies or strategic con­
cerns, but also on overtly political grounds. At the more 
sophisticated end of the spectrum, such justifications referred to the 
supposed correlation between higher levels of state intervention and 
more equal distributions of income. However, where the post-colonial 
nation-state was a fragile entity, the growth of the state sector, 
with its patronage and employment possibilities, was seen as the glue 
that held the structure together (Bates, 1981). Reference was rarely 
made to exclusively economic arguments for justifying the growth in 
public activity.

Yet with the emergence of a more constrained trade and financing 
environment since the late 1970s, the same pressures that have been 
exerted on the public sector in the industrial countries have come to 
bear on most developing countries. Although in some, such as Malaysia 
and Togo, where a policy of selective privatisation has been imple­
mented vigorously, in most the ideological enthusiasm that can be 
found in many of the advanced economies is largely absent, despite the 
relatively widespread disenchantment with the public sector. The fact 
that the privatisation question has now spread to many developing 
countries can, In part, be related to the increased importance of the 
Bretton Woods institutions and bilateral aid donors in total financial 
flows. With a hostile trade and financing environment facing most



developing countries policy-related or programme lending has become 
more pronounced. Whereas- structural and sectoral adjustment lending 
accounted for under 0.6? of total World Bank loans in 1979/80, between 
1979-86 they accounted for over 6? of total lending and had risen to 
over 17-5% in fiscal year 1986 (World Bank, 1986B). This has been 
accompanied by policy conditionality. Although privatisation has 
rarely been an explicit condition for multilateral lending - of ten 
country Structural Adjustment Loans given and evaluated by the World 
Bank, privatisation existed as a condition only in Jamaica, Pakistan 
and Senegal - the strong emphasis, particularly in IMF stabilisation 
programmes, on compression of domestic demand has been associated with 
reductions in government expenditure and public sector commitments. 
Moreover, with the argument being made that the strength of economic 
performance is influenced by the private/public mix, the obvious con­
sequence has been that the pressure for raising the role of the’pri­
vate sector has been greatest in countries where, firstly, the public 
deficit has been large relative to GDP and where, secondly, access to 
other sources of finance has diminished.

The active advocacy of the United States Government has reinforced the 
tendency just described and its influence has not only percolated 
through to USAID lending policies but also to those of other multila­
teral and bilateral agencies. At the same time, there has been a 
growing trend towards co-ordination of lending by bilateral agencies 
with the programmes and priorities established under agreements with 
the multilateral bodies.

The change of'attitude from the positions of the 1960s and 1970s is 
spelled out most frankly in a telegram Issued in 1985 by US Secretary 
of State George Schultz.5 it identifies major policy issues which 
USAID officials should raise with host governments "in connection with 
aid projects"; ie. it is a statement of US attitudes towards policy 
conditionality. Take first it3 general statements about the desirable 
policy orientation of aid recipients:

"Policy dialogue should be used to encourage ldcs to follow free 
market principles and to move away from government intervention 
in the economy. This allows the market to determine how economic 
resources are most productively allocated and how benefits should 
be distributed.



"To the maximum extent practical governments should rely on the 
market mechanism - on private enterprise and market forces - as 
the principal determinants of economic decisions".

Now take what it has to say on parastatals:

"Parastatals are generally an inefficient way of doing business. 
They usually require subsidies and/or preferential treatment. 
Government should scrutinise the need for and activities of such 
entities. In most cases, public sector firms should be priva­
tised. Where this is not practical, such firms should in so far 
as possible be subject to market forces and the discipline of the 
marketplace". (Emphasis added.)

USAID subsequently handed down a directive requiring most of its 
African field missions to be involved in "an average of at least two 
privatisation activities" by the end of fiscal year 1987.̂

While the language of the above quotation is couched in terms of effi­
ciency, the confidence with which privatisation is favoured as a means 
of achieving superior results betrays the ideological content of the 
message. It is in this context useful to follow Helm (1986, p.iii) in 
distinguishing two aspects of the intellectual debate of which the 
privatisation issue is part:

"The central question to which economists have given different 
answers since Adam Smith is whether or not the competitive market 
system, left to its own devices, free of government interference, 
will produce superior results in terms of efficiency and social 
justice, than alternative systems of economic organisation. It 
is this claim which again dominates the political and economic 
policy agenda in the UK and many other countries.

"It is a claim about both means and ends. The market system is 
argued to be the best Instrumental method for attaining certain 
predetermined fundamental goals. Thus the argument for laissez 
faire rests upon two necessary conditions - the merits of the 
ultimate goals and the instrumental efficiency of the market in 
attaining them".

The following section thus focusses on that part of the privatisation



debate relating to goals while the third section is concerned more 
with questions of instrumental efficiency.

2. QUESTIONS RELATING TO GOALS AND OBJECTIVES

Ownership and ideology

The privatisation movement reflects a value shift as well as a change 
in perception about the best means of achieving stated goals. Given 
the intricate connections between ownership modes and the two major 
competing world ideologies, it could hardly be otherwise. Thus, just 
as many socialists still see the ’common ownership of the means of 
production, exchange and distribution' as an essential requisite of a 
socialist system, so Conservative leaders in Britain have been expli­
cit in favouring privatisation as a way of spreading share ownership 
among the general public and thus its attachment to capitalist modes.

On the other hand, it would be a serious over-simplification to 
suggest that disillusionment with the state and its instrumentalities 
is a prerogative of those in the conservative segment of the spectrum 
of opinion, for recent years have seen an increasing readiness among 
Marxist thinkers and their sympathisers to adopt a more critical view 
of the efficacy of state interventions and of the relationships bet­
ween state actions and class interests.? The sheer weight of evi­
dence has also forced a re-evaluation of the performance of many 
public enterprises.

An example of this type of re-evaluation of particular interest is 
given in an article by Sandbrook (1986) writing about the role and 
functioning of the state in African countries. Although he 
acknowledges large differences within Africa, in the general case he 
postulates the existence of a 'legitimacy crisis' in post-colonial 
Africa. This he sees as resulting in the emergence of a predominantly 
"neopatrimonial" politics in which "the political requirements of 
regime and personal survival take precedence over and can contradict 
the economic policies and practices needed to promote sustained econo­
mic expansion" (p.321). Poor public enterprise performance is related 
to "the mismanagement that is so intimately connected to the dynamics 
of neopatrimonial politics ..." which "... can erode bureaucratic 
norms and practices and introduce massive waste and indiscipline into



-ne public sector" (p.327). Although Sandbrook goes on to hint that 
privatisation may not bring much improvement because the political 
imperative is likely to subvert "capitalist economic rationality" as 
well, the general thrust of his argument is certainly sceptical of the 
state as an instrument of modernisation and development.

It is tempting also to draw some connection between the privatisation 
movement and moves towards greater decentralisation and use of price 
incentives within some of the socialist countries. While it has not 
gone very far in any of them, in countries like China and Hungary some 
privatisation has occurred in agricultura], production and marketing, 
as well as in other aspects of retailing, services and petty manufac­
turing as part of a drive for greater economic efficiency and greater 
responsiveness to consumer preferences. There is now a beginning of 
moves in this direction in the Soviet Union.

Another reason for not exaggerating the strength of the ideological 
clash involved in privatisation is to recognise the limited extent to 
which it is likely to affect the nature of the economic system and of 
society. Even in Britain, where privatisation has probably gone 
further than in most countries, it has been estimated that even if the 
present government sells all that it intends to do during the 
Parliament elected in 1983 this will still amount to less than 10* of 
all the assets in nationalised industries (Shackleton, 1984), an even 
smaller proportion of all state-owned assets and an almost insignifi­
cant proportion of the country’s total productive assets. On the 
other hand, the proportion of households owning shares has reportedly 
risen from under 10% in 1979 to about 40Í in 1987 and the privatisa­
tion movement has undoubtedly done much to popularise share ownership.

Thus, despite all the qualifications, the connections between political 
philosophy and attitudes towards ownership or the merits of the market 
mechanism remain intensely close. It is far more than a coincidence 
that privatisation has been associated with a clear rightward shift in 
political opinion in Europe and North America.



D i s t r i b u t i o n a l  a s p e c t s

Among the most important ways in which the privatisation debate is 
symptomatic of a value shift concerns the apparently reduced weight 
that its advocates place upon distributional questions. Indeed, this 
distributional aspect has rightly been described as the suppressed 
question of the entire debate. It arises in connection with the 
distribution of both income and wealth.

Taking first the income dimension, we can ask who is likely to gain 
and who to lose from an act of privatisation? It is convenient for 
present purposes to assume that this is achieved by means of transfer 
of ownership. Of course, the outcome will vary from case to case but 
some general considerations do apply. First, the efficiency argument 
for divestiture - or, more strictly, for increased competition - 
emphasises the potential benefit to the consumer from lower-cost pro­
duction. If this is indeed achieved the consumers in question will 
have higher real incomes and the distributional effects will then 
hinge on the income classes from which these consumers are drawn. 
However, it is not uncommon for public enterprises to be used by 
governments as a means of subsidising consumers, for example for wage 
goods or the delivery of economic services. The substitution of 
market-determined prices for the previously subsidised prices will 
create a group of unambiguous losers. These may or may not be made up 
of poverty groups, for state subsidies are a notoriously inefficient 
way of trying to alleviate poverty. They tend to have a strong urban 
bias and even in the rural economies a disproportionate share of the 
benefits is liable to be captured by local elites. Where public 
enterprises are indeed used as a means of subsidisation of consumers a 
further consideration in assessing the distributional consequences of 
divestiture relates to the progressivity of the increases in other 
government expenditures or reductions in taxation made possible by the 
budgetary resources thus released. It is thus impossible to genera­
lise about the expected net effect of the factors just considered on 
the overall degree of income inequality. Stren's paper in this volume 
on the delivery of urban services well .illustrates the complexities 
and the impossibility of any blanket identification of public provi­
sion with distributional progressivity.

We can perhaps go a little further when considering the functional 
distribution of income. We suspect that public enterprises usually



nave larger work forces than could be justified in efficiency terms. 
There may also be a tendency for public enterprises to pay higher 
wages than would obtain under market conditions. The influence of 
trade unions tends to be stronger in public enterprises and they are 
usually opposed to divestiture. There is thus a rather strong pre­
sumption that the short-run effect of divestiture will be to reduce 
employment (although if the efficiency gains are large enough the 
longer-term outcome could actually be for more employment as the 
enterprise expands). There may also be a tendency towards lower real 
wages, perhaps achieved through the erosion of a frozen level of nomi­
nal wages by inflation.

Whether the benefits of lower labour costs are passed on to consumers 
or retained by the new private owners of the capital is, along the 
lines of standard microeconomy theory, likely to be highly sensitive 
to the degree of competition to which the enterprise in question is 
subject. If, as we suggest below, the privatised concern will often 
retain considerable monopoly power (and there are no effective regula­
tory restraints on the exercise of this power) then the benefits will 
be retained, in whole or part, by the owners and there will then be an 
at least short-term shift in the functional distribution of income in 
favour of capital, tending also to increase inequalities in the size 
distribution.

This brings us to the ownership of wealth. Of course, if divestiture 
results in a sustained shift in the functional distribution of 
income in favour of owners of capital this itself will tend to aggra­
vate wealth inequalities, as streams of income from profits are con­
verted into assets. But there is also the question, who will buy the 
enterprises to be privatised? Even though the buyers have undoubtedly 
been drawn from the more well-to-do segments of society, it may be 
that the widespread and highly fragmented sale of shares in privatised 
concerns has actually reduced the skewness of wealth ownership in 
Britain. It is difficult to be in any way confident that a similar 
result could be achieved in most developing countries, however. On 
the contrary, the general expectation must be that, if ownership 
remains in national hands, it will pass to an already wealthy elite, 
thus tending to perpetuate inequalities in the'size distribution of 
income as well.® Indeed, there have been complaints in a number of 
developing countries that one of the motives behind the privatisation



movement has been a desire to promote a 'crony capitalism'1, from which 
the relatives, friends and supporters of members of the government are 
the chief beneficiaries.

However, in some of the poorer developing countries there may be no 
potential buyers of public enterprises in the private sector other 
than multinational investors. If indeed ownership passes into foreign 
hands the effect will tend to be to widen international inequalities 
in the distribution of wealth, with the associated income streams 
increasing the gap between domestic and national income. However, in 
this context the main point will tend to be that a sale of national 
assets to foreign owners will often be unacceptable to publics and 
governments alike. An absence of national purchasers is thus more 
likely to be a constraint on divestiture than a source of widening 
international disparities.

3. QUESTIONS RELATING TO INSTRUMENTAL EFFICIENCY

. Microeconomic efficiency

The privatisation movement, as we have seen, is part of a more compre­
hensive reassertion of the merits of market solutions. Private 
ownership, it is claimed, will lead to a more efficient, higher pro­
ductivity use of resources. In addition, some would also claim that 
efficiency considerations cannot be divorced from the system of rules 
and rights - the constitutional contract - on top of which exchange 
takes place. When voluntary exchange between individuals is valued 
positively, market-like solutions, they would argue, will always be 
preferable (Buchanan, 1986).

The standard neo-classical position, derived from the theory of per­
fect competition, argues that the market mechanism tends in the direc­
tion of producing a Pareto-optimal result, where resources are so 
distributed between alternative uses that no changes could be made 
that would not make someone worse off. It is, of course, generally 
recognised that economic conditions in developing countries are far 
removed from the demanding assumptions upon which the perfect com­
petition model is built but it is nonetheless asserted that market- 
determined resource allocations will result in higher-productivity 
uses than non-market forms. . A particularly troublesome deviation from



the perfectly competitive model is the widespread existence of 
increasing returns to scale, giving rise to the emergence of natural 
monopolies. Indeed, the existence of such natural monopolies is one 
of the standard economic arguments used in favour of public 
enterprise, to capture the benefits of scale economies for the public 
at large rather than for the owners of monopoly capital.

Critics of mainstream microeconomics tend to emphasise the importance 
of increasing returns, especially in the small economies of most deve­
loping countries. Advocates of market solutions both give less promi­
nence to this feature of production conditions and, in any case, 
dispute whether it constitutes a good case for public ownership. As 
an alternative they suggest the device of 'franchising', with a system 
of competitive bidding for the right to operate the monopoly, the 
franchise being awarded to the firm that agrees to serve the market 
with the lowest prices for the quantity and quality of output spe­
cified in a contract (eg. see Hanke, 1986). This is a solution analo­
gous to the system in the UK for the award of regional commercial TV 
licences.9

The basic difficulty of arguments for divestiture on the grounds of an 
alleged superior allocative efficiency is that, while mainstream 
microeconomic theory does point in the direction of the allocative 
superiority of competition, it is actually silent on the ownership 
issue. Thus, advocates of privatisation have been accused of con­
fusing private ownership with competition (Shackleton, 1985; Kay and 
Thompson, 1986). There is, of course, no necessary connection between 
the two. Public enterprises can be required to compete on equal terms 
with private concerns. Private enterprises often possess much mono­
poly and/or monopsony power, a condition particularly likely to be 
prevalent in developing countries with their small internal markets 
and generous protection from import competition. (Killick, 1981, 
chapt.10). One of the great difficulties for the privatisation move­
ment is to avoid simply converting public monopolies into private 
monopolies.

This is not to say that such a conversion would be without signifi­
cance. It Í3 possible to argue, for example, that, in contrast to 
public monopolies, their private counterparts are subject to the 
discipline of financial markets, including the possibility of take-



ever bids. This would give them a greater incentive to keep down pro­
duction costs - but not necessarily to pass on the benefits to 
consumers (Tomlinson, 1986). Some studies of conditions in industrial 
countries suggest that private enterprise is associated with greater 
efficiency of resource use (eg. Pryke, 1982) but the overall evidence 
is ambiguous (see Millward, this volume). We have already suggested 
that transferring monopoly powers from a public to a private cor­
poration will tend to result in a shift in value-added from owners of 
labour to owners of capital, but with the net effect on consumers and 
on total factor productivity indeterminate.

Mainstream neo-classical price theory thus fails to provide any 
conclusive reason for favouring private over public enterprise. Two 
caveats should be entered, however. First, it should be possible to 
design a privatisation programme in ways that do increase the probabi­
lity or extent of competition. Many public enterprises in developing 
countries are either statutory monopolies or are given advantages over 
private competitors by means of open or indirect subsidies, or in 
other ways. It is still rather rare for a government to allow a state 
concern to go out of business because it cannot compete. In this 
sense, standard price theory is not quite as silent on the ownership 
issue as is sometimes suggested.

Secondly, however, there are certain extensions of the standard theory 
which take a more positive view of the connections between ownership 
and efficiency. We particularly have in mind here the so-called ’pro­
perty rights’ school which is principally concerned with the rela­
tionships between ownership rights, incentives and economic 
efficiency."*0 This deviates from mainstream theory by rejecting the 
firm as the unit of analysis and profit maximisation as the guiding 
behavioural postulate, focussing instead on the actions of managers 
within the firm who are assumed to pursue their own self-interests.
In the classical firm operating in a highly competitive market the 
property rights of the owners are strong and direct. Managers will be 
severely constrained from diverting the firm's resources for their own 
ends, they will have little scope for discretionary behaviour, and the 
final outcome in this situation is likely to approximate that of stan­
dard competition theory.

In the modern, large, limited liability corporation, on the other 
hand, the property rights of the owners are more attenuated, leaving



them with less control over the managers and the managers with more 
discretionary power to further their own interests. The greater the 
attenuation of property rights, according to this school, the greater 
is the likely deviation of the allocation of resources from optimal 
efficiency. However, as Coase (1960) pointed out, any property rights 
system could be Pareto-optimal if it was a complete system in which 
all rights were actually tradeable. Such systems cannot, it is 
generally agreed, exist precisely because of the transaction costs 
involved in striking ex ante contracts and subsequently the costs of 
enforcing those contracts. When such costs are taken into account, 
the key issue relates to the means by which contracts at both stages 
can be struck to realise the maximum efficiency. Nevertheless, even 
when transaction costs are explicitly taken into consideration, 
ownership will still matter. This is because ownership generates the 
overall incentives structure. Thus, when pecuniary motives within 
firms are weaker than those in markets, non-economic preferences will 
have greater importance. Williamson (1985), for example, argues that 
the transfer of transactions out of the market into firms will 
generally impair incentives and, above all, have negative implications
for innovation. Thus, from both a property rights and a transaction
costs standpoint, there would be a preference for small firms over 
large firms on account of their superior capacity to present and 
retain high-powered incentives, rather than relying on weaker or admi­
nistered means. Clearly, from this framework public enterprise will 
tend to emerge as the least efficient organisational form.
Attenuation of property rights and the dilution of economic incentives 
is seen a3 at its greatest in state enterprise (Hanke, 1986, p.l6):

"What distinguishes public and private enterprises is the fact 
that public assets are not 'owned* since they cannot effectively 
be transferred. This lack of transferability means that deci­
sions taken by public bureaucrats and employees do not readily
translate into changes in the market price of the firm's assets, 
and the 'owners' have little incentive to monitor public mana­
gers' and employees’ behavior ... Without changing the 
underlying property rights arrangements ... we cannot expect 
their behavior to conform to that needed to maximise the value 
of a public enterprise'3 assets".



While Lhe language is unfamiliar, if not obscure, and property rights 
theory also rests on restrictive behavioural assumptions, the general 
thrust of the argument can easily be related to a number of complaints 
commonly made about public enterprises: that incentives to efficiency 
are inadequate; that it is difficult to exert meaningful control over 
managements and to make them effectively accountable to the represen­
tatives of the public. The paper by Jackson in this volume well 
illustrates the intrinsic difficulty of instituting satisfactory per­
formance measurement in public enterprises. The distinction is some­
times made between allocative efficiency, discussed above, and 
managerial efficiency (or ’x-efficiency'), by which is meant least- 
cost production, with the assertion that pressures for managerial 
efficiency are lower in public enterprises. Thus, Kay and Thompson 
('1986, p.18): "the view that (privatisation) contributes to economic 
efficiency is derived from the belief that private sector managers are 
subject to incentives and disciplines different from, and more 
demanding than, those which apply to their public sector 
counterparts".

The insistence of the property rights theorists that the only way to 
achieve improved results is through a shift in such rights to private 
ownership is also paralleled by others who argue that inefficiency is 
intrinsic to the multiple goals and ’political interference* which 
characterise public enterprises. We should note, however, that the 
property rights school would predict that the degree of improved effi­
ciency to be derived from privatisation would be strongly influenced 
by the manner in which it was done, ie. by the extent of attenuation 
of property rights in the newly-created private enterprise. Their 
position, in practice, is probably rather close to the mainstream neo­
classical advocacy of using privatisation to create more competition, 
rather than private monopoly power.

The above has essentially been about the effects of ownership on 
static efficiency, on the productivity-in-use of given resources.
That we have little to say about the dynamic efficiency of different 
ownership forms is unfortunate, given its great importance in economic 
development, but is. an accurate reflection of the state of the litera­
ture. Neo-classical microeconomics has always been weak in its treat­
ment of dynamics. There ha3 been some discussion of the dynamic 
properties of (private) monopolies, with the Schumpeterian school



urging the advantages of monopoly as a source of accumulation and 
innovation but this is not a well-developed literature. The limited 
evidence that is available (mainly relating to industrial countries) 
provides little support for the Schumpeterian school (Kamien and 
Schwartz, 1975) but nevertheless the introduction of such dynamic con­
siderations leaves a greater degree of normative ambiguity than does 
the static theory.

Detailed investigation of whether the actual developmental performance 
of public enterprises strengthens or weakens the case for divestiture 
is beyond the boundaries of this paper, despite its importance. The 
example of South Korea - and before it of Japan - is often cited as a 
favourable example of public enterprises playing a key role in the 
earlier phases of industrialisation, to be privatised later (Jones, 
1975). On the other hand, a recent survey of public enterprise per­
formance in sub-Saharan Africa came to a very unfavourable conclusion 
(Nellis, 1986):

rtPE earnings are generally low; many run losses; often these 
losses are of a large magnitude. Far from contributing to 
government revenues, African PEs have regularly become a heavy 

. burden on already strained budgets. Few PEs generate revenue 
sufficient to cover operating costs, depreciation and financial 
charges; a good percentage do not cover operating costs alone.
In many instances where PEs are classed as profitable, closer 
examination reveals distorted prices, direct subsidies, hidden 
transfers, preferential interest rates and a host of other ele­
ments which - if properly accounted for - would reduce the paper 
profits of the PE in question. The conclusion is that African 
PEs present a depressing picture of inefficiency, losses, budge­
tary burdens, poor products and services, and minimal 
accomplishment of the non commercial objectives so frequently 
used to excuse their poor performance. Though every African 
country has one or more PEs which perform well by the most 
3tringent of standards, on the whole PE sectors are not 
fulfilling the goals set for them by African planners and 
leaders".

In a review of the performance of industrial public enterprises in 
Africa, one of the present writers similarly came to strongly negative
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overall conclusions about their performance and cautioned against the 
creation of such enterprises as a means of stimulating industrialisa­
tion (Killick, 1983). Overall, if the developmental dimension is 
viewed largely in terms of the respective investment levels and inno­
vatory dynamism of the two, we suspect the evidence would be in favour 
of private ownership, on the grounds that returns to capital (and 
hence the size of the reinvestible surplus) are generally lower among 
public enterprises, and that they have a generally poor reputation for 
product innovation and diversification.

There is a final matter to clear up in this discussion of privatisa­
tion and microeconomic efficiency, namely the prices in which effi­
ciency is measured. We are referring here, of course, to the familiar 
distinction between market prices and social (or economic, or shadow) 
prices. The discussion is almost invariably conducted in terms of 
market valuations but this seriously biases the debate against public 
enterprises, whose pricing and production policies may be based, by 
government decision, upon social valuations¿ This question is begged, 
for example, by Peacock < 193^* p-6) when he asserts that economists 
are agreed that the desirability of privatisation is to be judged by 
the effect it has on the present value of the excess of consumers' and 
producers' surplus over cost. Given the various influences in deve­
loping economies that can drive wedges between market and social 
valuations, to concede that efficiency should be judged in market 
terms is to concede too much. On the other hand, to go the route 
of shadow pricing introduces all the additional difficulties of 
arriving at a satisfactory set of social valuations - and further 
reduces the possibility that economics will be able to offer any clear 
pointers in the privatisation debate.

Macroeconomic efficiency

Opinion on the contribution of public enterprises to macroeconomic 
efficiency has gone full circle over the last two or three decades.
One of the arguments for public enterprise was that it would facili­
tate the process of national planning, giving control over the com­
manding heights of the economy and providing the state with an 
additional set of instruments through which to achieve its objectives.

That is not an argument which nowadays has a very persuasive ring.
The experience has not in many cases suggested that a large public



enterprise sector has facilitated development planning, partly because 
of the absence of effective public accountability already mentioned. 
There have been problems of synchronising the planning periods of pri­
vate enterprises and national governments. And there have not infre­
quently been large discrepancies between public enterprise plans and 
achievements. In some cases - commercial banks provide an example - 
it has seemed difficult to bring public enterprises within national 
planning precisely because they were in the public sector and politi­
cally powerful.

Another argument, derived'from earlier investment-led models of 
growth, was that public enterprises were a means of generating addi­
tional savings and investment, thereby helping to raise the investment 
ratio to the level thought necessary to achieve progress towards self- 
sustaining growth. The difficulty with this approach is not merely 
that, in the general case, public enterprises have not been very suc­
cessful in generating reinvestible surpluses (see above) but also that 
little is nowadays left of the. Harrod-Domar and Rostowian models of 
economic growth and development.

The more common tendency now, particularly in the IMF and World Bank, 
is to regard privatisation as a necessary part of the balance of 
payments adjustment process. Generally, the connection is through the 
budget. With public enterprises large-scale claimants of budgetary 
subsidies of various kinds (and also representing an unutilised part 
of the tax base), divestiture is often seen as an important way of 
reducing the government’s budget deficit, with all its implications 
for inflation and the balance of payments, although the paper by 
Hemming and Mansoor in thi3 volume suggests that the budgetary effects 
will be keenly affected by the extent to which divestiture results in 
increased competition.'11 The connection between privatisation and 
adjustment may also be directly through the export sector, for example 
when inefficient marketing boards discourage cash crop production or 
nationalised mines produce poor results.



Instrumental efficiency and multiple goals

Finally under the heading of efficiency we should revert to the 
multiplicity of policy objectives which public enterprises are com­
monly asked by governments to promote: profits for the government's 
revenues and for reinvestment; increased and low-cost output; 
assistance to underprivileged groups or regions; increased employment; 
price stability; a source of party or personal patronage; and so on.
The point here is that efficiency can only be assessed relative to the 
goals being pursued, and much of the perceived 'inefficiency' of public 
enterprises results from judging them by criteria which only partially 
correspond to their policy objectives.

This is a highly ambiguous defence of public enterprises, however.
If there are too many goals and these contradict one another (as is 
commonly the case) then 'efficiency* loses meaning and there is no 
satisfactory way of monitoring the performance of a public enterprise, 
nor of safeguarding against 'inefficiency'. The movement for divesti­
ture is symptomatic not merely of a. change in values but also of what 
might be termed a simplification of the goals that previously public 
enterprises are expected to pursue. The single and simple goal of 
profit maximisation is being substituted for the multiple objectives 
of the state. In principle, such a simplification could be achieved 
without privatisation, by governments telling the managers of their 
state concerns to pursue profit maximisation or some other single 
objective. But for many observers multiple objectives (or perhaps 
multiple principals^) are among the defining characteristics of public 
enterprises and the likelihood that governments would stick to any one 
objective are slim.

Divestiture thus attempts to substitute the relatively straightforward 
criterion of the marketplace for the multiple objectives of the public 
enterprise, and to promote greater efficiency by clarifying its 
meaning and reducing its ambiguities. We think this simplification of 
objectives is a rather important aspect of the privatisation movement. 
But privatisation itself is by no means free of contradictions. In 
the UK, for example, the desire to use privatisation as a way of 
reducing the public sector borrowing requirement provides the govern­
ment with a motive for maximising the value of the assets it is 
selling. Thi3 can be done by offering the private buyer monopoly pri-



vileges, thus undermining the potential microeconomic efficiency 
gains.

it. CONSTRAINTS ON DISINVESTITURE

It is now generally recognised in the literature that privatisation 
embraces a range of possible actions. The common theme remains the 
reduction or elimination of the public sector's role in an enterprise 
or market. These actions range from outright divestiture or dena­
tionalisation to franchising (contracting-out), self-management and 
market liberalisation or deregulation.

Although most attention ha3 been drawn to ownership transfers, a 
recent survey of the privatisation process in developing countries 
argues that the most common form of divestiture has been informal clo­
sure. The survey concludes that 'the number and scale of actual 
divestitures in developing countries seems extraordinarily small in 
the light of the considerable rhetoric that the idea has generated' 
(Berg, 1985, p.19). Leasing of state owned enterprises through pri­
vate management contracts - a less abrupt and perhaps politically 
easier mode of privatisation - appears, however, to have as yet been 
little adopted. In a number of countries a modified system has been 
adopted which, while retaining public ownership and management, has 
instituted tighter financial controls on state enterprises; the 
'contrat-plan' system in Senegal is a case in point.

A further mode of privatisation has been contracting out services to 
private agents, for example in Ivory Coast. This is relatively common 
in relation to activities such as road maintenance and construction. 
But it is also not a new phenomenon. Direct hire by the state has 
generally been a minority practice for functions of this nature, or 
else has been a minor component of the total supply of such services.

Withdrawal from state provision of goods and services remains another 
associated aspect of the privatisation issue. With severe budgetary 
constraints this has already occurred in many developing countries on 
a de facto basis. Inadequate recurrent resources have led in a large 
number of African economies to an almost total collapse in the provi­
sion of extension and research services to farmers. In this context, 
the privatisation issue turns on the degree to which such functions



will and can be picked up by the private sector. To the extent that 
they cannot, a subsidiary question concerns the introduction of user 
charges to pay in part for such services while also reducing the bur­
den on the budget.

Three broad themes can thus be outlined as characteristic of the pri­
vatisation process. The first relates to changes in ownership, the 
second to changes in management and the third to shifts in the method 
of financing. By and large, the moves that have been made with regard 
to privatisation in most developing countries have largely fallen 
under the first category. However, financing arrangements are 
increasingly a central issue and user charges for basic services - 
such as health care, veterinary services, irrigation and so on - have 
come to be a growing feature of project design. In the latter case, 
the justification for the imposition of user charges relates less to 
the ownership of such rights to charge than to the supposed efficiency 
consequences of the imposition of these rights (Paul, 1985). In this 
context, the emphasis is on reducing waste in the use of the'resource 
while, at the same time, minimising the costs to the public budget.

However, while much of the literature on privatisation, extrapolating 
from developed country conditions, sharply demarcates the private from 
the public sector, in many developing countries this distinction is 
blurred (Berg, 1982). Apart from contractual ties - themselves com­
monly alleged to be a fertile source of corrupt transfers - tax sup­
ports, regional subsidies and other hidden transfers link up the two 
sectors. This is perhaps most clear with regard to financing.
Private financing, particularly for more risky or sub-contracted 
operations, tends typically to be guaranteed by the state and hence 
the public/private distinction can be a somewhat artificial one. 
Ironically in Chile, as in a number of other heavily indebted Latin 
American economies, where financial liberalisation advanced rapidly 
post-1973, Diaz-Alejandro (1985) has shown that, despite statements to 
the contrary, the government had to take over the external debts of 
the banking sector, thereby establishing "another road to a de facto 
socialized banking system".

While the transfer of ownership ha3 been the principal mode of priva­
tisation, this mechanism poses some major problems.13 7he first and 
principal constraint relates to the size of the capital market
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available to a divesting authority. In the advanced economies, 
ownership transfer has largely been through the sale of equity. While 
this has posed problems in valuation and in terms of the relation bet­
ween the realised proceeds from equity sales and the net present value 
of future earnings, the instrument for transfer does not pose a 
problem, so long as the enterprise is regarded as being commercially 
viable. But the limited capitalisation and number of traded issues of 
developing country stock remains a major barrier to such methods of 
transfer. In most developing countries there has been a very limited 
level of equity financing while local markets have rarely been able to 
provide satisfactorily long-run investment resources. Consequently, 
debt financing has emerged as a more common method of raising capital. 
The absence of organised capital markets is particularly pronounced in 
economies where the pressure from donors for ownership transfer is 
most acute. In sub-Saharan Africa, for example, formal stock markets 
exist in Lagos, Harare, Nairobi and Abidjan but have all declined 
since 1980 when measured in terms of capitalization and issues (Moose, 
1 9 8 6 ) .

Tables 1 and 2 provide information regarding capitalisation and 
listings in a spread of developing economies. It is instructive to 
note that in terms of capitalisation, the total listed capitalisation 
barely comprises 10Í of that of the London Stock Exchange and only 3% 
of the London and American exchanges combined.

Where equity sales are actually a feasible mode of ownership transfer, 
the limited size of most developing country stock exchanges has impli­
cations for the consequences of this approach. What is likely to be 
engendered is a reverse crowding-out effect, with sales of equity 
mopping up available capital at the expense of other private sector 
companies. There is some evidence that this has been the case with 
major flotations in the UK, but clearly any such effect would' tend to 
be magnified in the presence of a greatly restricted market.

The factors inhibiting the development of capital markets and invest­
ment in developing countries are various, with some more susceptible 
to remedy than others. In the former category, one could include 
entry barriers, such as restrictions on the nationality of investors, 
but a more problematic issue relates to the general structure of 
expectations and its impact not only on the level of foreign invest-



T a b l e  1

Emerging Stock Exchanges, Market Capitalisation•

(billion dollar equivalent at year end)

' 1980 1981 1982 1983 1984

Malaysia 12.4 15.3 13.9 22.7 29.2
Brazil 13.0 12.6 10.3 15.1 28.9
Mexico 13.0 10.1 9.0 3.0 2.8
India 6.0 8.4 8.0 8.5 7.9
South Korea 3.8 4.2 4.4 4.4 6.1
Chile 10.3 7*1 4.4 3.0 2.1
Jordan 1.6 2.5 3.0 2.9 2.2
Venezuela 2.7 2.6 2.7 2.7 1.8
Nigeria 2.9 2.7 2.5 2.7 2.7
Thailand 1.2 1.0 1.3 1.5 1.7
Pakistan 0.7 0.9 1.1 1.2 1.2
Colombia 1.6 1.4 1.3 1.0 0.8
Philippines 1.9 1.7 1.8 1.3 0.6
Argentina 4.0 1.4 0.9 1.4 1.2
Zimbabwe 1.8 0.6 0.4 0.3 0.2
Kenya 0.5 0.4 0.3 0.2 0.2
Indonesia 0.1 0.1 0.4 0.3 0.1

Total 77.5 73.0 65.8 71.4 89.7

Source: Moose, 1986, p. 154.



T a b l e  2

Emerging Stock- Exchanges, Number of Listings

1980 1981 1982 1983 1984

India 2,265 2,114 3,358 3,118 3,882
Brazil 614 614 607 593 608
Korea 352 343 334 328 336
Pakistan na 311 326 328 347
Malaysia 249 252 261 271 278
Argentina 277 262 247 238 236
Chile 265 242 212 212 220
Mexico 271 240 215 174 178
Colombia 202 201 191 222 239
Philippines 193 192 200 184 149
Nigeria na 92 na 92 93
Thailand 80 93 84 85 89
Jordan 65 74 99 109 131
Venezuela 73 73 73 73 91
Zimbabwe 62 62 ' 62 62 56
Kenya 55 55 55 55 55
Indonesia 6 9 14 18 24

na: not available

Source; Moose, 1986, p. 155.



ment but- also on domestic mobilization of savings. Investment will 
clearly be structured in part in relation to the perception regarding 
likely future actions by the state with respect to ownership and tax 
policy, as also by the general economic environment. Where such per­
ceptions are bleak, the access that financial institutions have to 
savings will be stunted while capital flight will commonly be a major 
feature of the economy. This will have direct implications for the 
fiscal profile. In Mexico and Argentina, for instance, capital flight 
in 1983 may have amounted to around 10% of the fiscal deficit and for 
Venezuela this share may have exceeded 75%.1̂  Lack of economic con­
fidence remains a critical factor ensuring the continuation of massi­
vely sub-optimal levels of investment.

The barriers to a more accelerated withdrawal ,of the public sector 
from the provision of goods and services are, however, not merely 
those associated with the instruments of transfer. Absence or 
constriction of capital markets can be surmounted by recourse to 
direct cash sales or outright transfers by the state to private 
agents. In the great majority of instances this has been to the pre­
vious owners from whom the enterprises had been confiscated or trans­
ferred. This has been the case in Bangladesh, for example, where 
extensive denationalisation in the manufacturing - particularly tex­
tile - sector has recently occurred. But in many countries such sales 
or transfers are likely to attract considerable domestic political 
opposition. This opposition would tend to come not only from the 
existing work-force, but also from political lobbies. We have 
referred already to the special sensitivity aroused by any suggestions 
that ownership could pass to foreigners or to particular racial 
minorities. Even if the basis of this opposition may be related to 
particularistic interests, and hence be irrelevant to an economic 
calculation of the likely benefits or costs of ownership transfer, the 
fact remains that in the absence of sufficient support for such a 
policy the political costs will remain high. If this is the case then 
the expected pace of implementation will remain sluggish.

As fundamental in determining the nature and pace of divestiture is 
the question of potential profitability, itself in part a function of 
the level of the debt obligations of any enterprise that is proposed 
for ownership transfer.- Although it can be argued that some public 
enterprises have been inefficient users of resources, much public sec-



lliis is not the case - as with national energy companies or toll 
authorities - these tend to be the least likely candidates for 
divestiture on the grounds that they are natural monopolies or provi­
ders of public goods. Provision of ’merit’ goods has rarely been a 
profitable area, especially when generalised.

A high proportion of public enterprises in developing countries are in 
fact loss-raakers. Divestiture in such circumstances is only likely to 
be feasible when significantly sweetened by market and tax con­
cessions. This will further militate against increasing the level of 
competition. Foreign exchange shortages and weak or volatile demand 
for output - a common feature where absorption-reducing policies are 
combined with falling terms of trade - would be other contributory 
factors. Thus, the restoration of reasonable prospects of profitabi­
lity are'liable to depend on the implementation of a whole package of 
’adjustment’ measures, and on the scale of external support which this 
attracts. In addition, where public enterprises are profitable the 
rationale for divestiture becomes less obvious if the reduction of 
public deficits is the end in view, as against a more general alle­
giance to the virtues of private ownership. Where the sale of profi­
table enterprises is entertained, familiar problems from the advanced 
economy experience concerning valuation will surface. In addition, 
where very high rates of inflation have been sustained - as in many 
Latin American economies - this raises difficult issues when calcu­
lating the real worth of an enterprise.

These constraints on divestiture can, perhaps, be most clearly seen 
with regard to the agricultural sector in developing countries. By 
and large, there is agreement that areas such as extension and agri­
cultural research are unlikely direct candidates for the private sec­
tor. What is more feasible is the introduction of charges for the 
services provided, although with the state remaining the executing 
agency. In contrast, it is increasingly held that areas such as the 
supply of inputs and credit are more suitable fields for the private 
sector to assume the role played in the recent past by state institu­
tions or parastatals.

The experience to date with regard to the transfer of such functions 
has been very limited. In a small number of cases - such as Senegal -



ï; largely withdrawn from the direct provision of seme
basic agricultural services, such as credit and seed supply (Abt 
Associates, 1985). 3ut even where the will exists among governments 
to raise the share of the private sector, the obstacles remain signi­
ficant.

Firstly, there is the problem of a relative lack of profitability in 
such activities when compared with the trading, urban sector activity 
and rent-seeking that commonly constitute alternative avenues for 
organised capital. Where agriculture is subject to high levels of 
risk and relatively meagre levels of capitalisation - hence collateral 
constraints - the variability in the demand for inputs will tend to 
depress profitability. In such circumstances, the paradoxical con­
sequence may be that in order to sustain current - almost always sub- 
optimal - levels of consumption of say, inputs, the state will have to 
offer a combination of subsidies and preferential market conditions to 
potential private suppliers. This may be particularly necessary where 
an allied feature of adjustment is the elimination of subsidies on 
agricultural inputs, a further demand constraining factor.

Secondly, with regard to credit, in particular, the enforcement costs 
of lending to agriculturists are commonly high and private financial 
institutions tend consequently to be reluctant to enter this area. In 
consequence, in almost all developing countries, informal capital 
markets predominate. But the reasons for establishing public sector 
financial institutions in the first place - other than for facili­
tating the transfer and utilisation of agricultural sector savings - 
still hold. Informal sector creditors tend to charge a high risk 
premium, that sometimes extends to controls over marketed output.
While there is no inherent reason why high interest rates should 
necessarily deter agricultural innovation, in the context of many low- 
income countries the absence of an organised banking and credit system 
would tend to depress the consumption of productivity-raising inputs 
and aggregate capital formation in production.

A third issue relating to the delivery.of services to the agricultural 
sector concerns their coverage. While public interventions in the 
delivery of extension and other services may be highly imperfect, 
given de facto rationing, retreats from systems of generalised 
coverage to levels that may be financially viable will have both
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interventions would inevitably imply a trade-off between coverage and 
possible efficiency gains.

5. CONCLUSIONS

Rather than attempt a systematic summary we shall try finally to pull 
some loose ends together and to suggest some general conclusions.

The distinction between the objectives to be promoted and the instru­
mental efficiency of alternative means of achieving them is an orga­
nising principle that underlies much of the foregoing discussion. We 
have suggested that the privatisation movement.is symptomatic of a 

^jralue shift among the electorates and governments of many of the major 
Western countries which has been exported to developing countries both

-ri. .... ...V , "... ■'as part of the general s pr ead ~orf •-rdgas~and”~sp,g'cif i cal 1 y through the 
policy conditions attached to multilateral and bilateral assistance.
It is a value shift which places less weight on distributional con­
cerns, although we have also drawn attention to the difficulties of 
arriving at firm conclusions about the distributional consequences of 
public enterprise.

Nevertheless, even if for the moment we assume that privatisation 
would result In improved efficiency of resource use, no conclusion can 
be drawn from this improvement about the desirability of privatisation 
unless it is.further assumed that the improvement in efficiency 
results in increased utility or welfare distributed in a manner 
regarded as satisfactory (by whom we leave aside). The desirability 
or not of some particular act of privatisation cannot be settled in 
abstraction from the values of society, or of its representatives, and 
from the relative importance attached to the various goals.

m

This consideration also relates directly to the simplification of 
enterprise objectives which is an important aspect of the privatisa­
tion movementT"““THe gain is clear: it clarifies the meaning of effi­
ciency, gives management a clearly-defined goal and thus makes the 
monitoring of performance far easier. The loss is that it will often 
be inappropriate to assess enterprise performance by the simple test 
of the market because society's needs are too complex to be reduced to 
that criterion. Almost the same point is made by questioning the



-i propriabeness of replacing evaluation at shadow prices by market 
prices, given the many conditions in developing countries that prevent 
market prices from accurately reflecting social values. We hasten to 
add, however, that probably only a modest part of observed public 
enterprise ’inefficiency’ could be justified along such lines.

One of the more down-to-earth conclusions to be drawn from this set of 
considerations is that when divestiture occurs there is likely to be a 
need to establish regulatory mechanisms for protecting the public 
interest: safeguarding against the abuse of monopoly power, ensuring 
some minimum coverage of the services provided and so on. At the same 
time, we hesitate to place much faith in such devices, for regulatory 
authorities are notoriously prone to be captured by the special 
interests they are intended to oversee, or to be ineffective in the 
face of such interests.

On the question of instrumental efficiency, we have shown that the 
claims of divestiture should by no means be taken for granted, not­
withstanding the admittedly poor record of many public enterprises in 
developing countries. One of the problems here is that devotees of 
privatisation have a tendency to compare an unattractive, warts-and- 
all face of public enterprise with an idealised view of the private 
lëcïorC^This overlooks some important economic realities : that public!

^“Corporations were often created to fill vacuums left by private 
enterprise, with little assurance that entrepreneurs would now be 
^riady to move in; that there are manifold factors preventing economic 
conditions even remotely satisfying the conditions of standard 
neo-classical price theory; and that private enterprises are also sub­
ject to political control and influence, albeit less directly than 
public enterprises, especially in the type of political situation 
described by Sandbrook.

It is commonly claimed that its advocates fall into the error of con­
fusing divestiture with competition. We have not entirely agreed with 
that view, pointing particularly to the somewhat more robust arguments 
that can be derived from the property-rights literature. Neverthe­
less, it is a difficulty for its advocates that the main normative 
thrust of microeconomic theory is in favour of more competition and 
that divestiture is neither a necessary nor a sufficient condition for 
the enhancement of competition. We might add here the particular dlf-



."i :• ¡liles associated with the theory of the second best: that there 
can be no assurance of improved allocative efficiency when privatisa­
tion occurs (as it always must) in the presence of a large number of 
factors preventing a Pareto-optimal allocation of resources. These 
considerations leave the claim that divestiture will lead to a more 
efficient use of resources in ambiguity.

A practical lesson to draw from the above is that the way in which 
divestiture is designed is likely to be of much importance, placing a 
large premium on doing it in ways which enhance the intensity of com­
petition in the markets ia question. However, we have also pointed to 
a dilemma here. To make a public enterprise attractive to potential 
purchasers, and to maximise the short-term receipts by the fisc 
resulting from the sale, the government will be under pressure to 
grant the enterprise precisely the monopoly powers which reduce the 
efficiency gains that it is intended to derive from the transfer of 
ownership. This dilemma has not yet been satisfactorily resolved by 
advocates of privatisation and is likely to be particularly acute in 
developing country circumstances.

This then brings us to the question, what is the practical potential 
of divestiture for changing the structure of ownership and markets?
In addition to the dilemma just mentioned, we have drawn attention to 
various rather severe constraints on the extent and pace of divesti­
ture. These include the weakness or non-existence of capital markets 
through which it could be mediated, the great political sensitivity of 
selling to non-nationals, and the often unattractive financial record 
of the candidates for privatisation. Here is another dilemma: the 
desirability to the government of getting rid of a particular 
enterprise will be inversely correlated with its saleability.

There is a related question about the timing of privatisation. 
Engineering the transfer of an enterprise to private ownership during 
a period of recession, with its depressing effects on profitability 
and confidence, is likely to be particularly difficult. Thus, while 
privatisation is often regarded in the World Bank and elsewhere as an 
integral part of a programme of 'structural adjustment' it may, in 
practice, become more feasible after extensive restructuring has been 
undertaken and the economy has responded.



-- *- ’ ¡t.; i: r: difficulties, we doubt whether divestiture will be 
widely employed and have noted that movement in this direction has so 
far been quite limited. The main point is that the conditions 
necessary for divestiture to be both appropriate and successful are 
actually rather restrictive. Even its supporters now acknowledge that 
divestiture is not "the most promising instrument and is, in any case, 
not a process amenable to outside pressure" (Berg, 1985, p.63). We 
therefore see it as a specialised instrument for adoption in a rather 
narrow range of circumstances, not as a general solution to the 
problem of sub-standard public enterprise performance.

This is not to suggest that the privatisation movement is unimportant, 
however. One of its main effects has been to draw attention to the 
often grave economic deficiencies of many public enterprises and the 
importance of correcting these, whether or not privatisation is the 
best way of doing so.1  ̂ ha3 aiso nearly stopped the creation of 
new public enterprises dead in its tracks. That may, in the end, be 
its chief contribution to economic policy in developing countries.
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through a.policy of divestiture to Malay entrepreneurs (Mallon, 
1982)
However, it is clear that in discussing the best means for 
awarding franchises in conditions of natural monopoly, the 
various bidding systems that have been devised will not 
invariably yield a more efficient outcome. Where investment in 
durable assets is significant and where technological and market 
uncertainties prevail, franchise bidding will tend to require an 
administrative apparatus little different from the prior, regu­
lated system. In other words, market solutions will tend to 
require administrative support (Williamson, 1985).

See Furubotn and Pejovich, 1972, for a survey of this litera­
ture, and Hanke, 1986, for an application to the privatisation 
issue.
A desire to reduce the public sector borrowing requirement has 
similarly been a feature of the privatisation movement in the 
UK, although only achieved by the dubious expedient of treating 
the proceeds of asset sales as current revenue receipts.
See Jones, 1982, p.5 for a discussion of this point.
For an extended discussion of the transfer process see Heald, 
1985.
See ODC, 1986; and Conesa, 1986. A recent - and undoubtedly 
under-enumerated - estimate of bank and fiduciary deposits with 
Swiss banks suggests that around 25? of such total deposits ori­
ginated from developing countries At its most extreme, capital 
flight has in recent years assumed drastic proportions. In the

S e e  N e l l i s ,  1 9 8 6 .



sase of Liberia, for example, bank and fiduciary deposits in 
Switzerland in 1931) amounted to-$1,675 million when GDP appears 
not to have reached $1,000 million in that year (Christensen, 
1 9 8 6 ) .

See Nellis, 1986, for a discussion of alternative techniques fo 
the improvement of public enterprise performance.
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C u e s t io n a r io  d e  E v a l u a c i ó n

O b j e t i v o s  d e l  S e m i n a r i o

F a c i l i t a r  u n a  v i s i ó n  m á s  a m p lia  d e  l o s  a s p e c t o s  d e  f i n a n z a s  
p ú b l i c a s  e n  e l  p r o c e s o  d e  a ju s t e .

A n a l i z a r  p o l í t i c a s  f i s c a l e s  d e n t r o  d e  u n  p r o g r a m a  m a c r o  

e c o n ó m i c o  c o n s i s t e n t e .

F a c i l i t a r  e l  in t e r c a m b io  d e  e x p e r i e n c i a s  e n t r e  l o s  p a r t i c i p a n t e s  
e n  r e l a c i ó n  c o n  e l  d i s e ñ o  y  e j e c u c i ó n  d e  p o l í t i c a s  f i s c a l e s  e n  s u s  
p a í s e s .

1. ¿Cuán útiles considera usted las sesiones siguientes?

S e s i ó n  2
“ E s t a b i l i z a c i ó n  y  A j u s t e  M a c r o e c o n ô m i c o  e n  A m é r i c a  L a t i n a ”

M u y  p o c o  1 2  3  4  5  6  M u c h o

S e s i ó n  3
“ L a s  F i n a n z a s  P ú b l i c a s :  L e c c i o n e s  d e  l a  E x p e r i e n c i a  I n t e r n a c i o n a l ”

M u y  p o c o  1  2  3  4  5  6  M u c h o

S e s i ó n  4
“ L a  M a c r o e c o n o m i a  d e l  D é f i c i t  d e l  S e c t o r  P ú b l i c o ”

M u y  p o c o  1  2  3  4  5  6  M u c h o

S e s i ó n  5
“ F i n a n z a s  P ú b l i c a s  y  C a m b i o s  E x ó g e n o s :  M e d i c i ó n  y  A n á l i s i s  d e  l a s  C a u s a s  d e l  D é f i c i t

P ú b l i c o  e n  A m é r i c a  L a t i n a ”

M u y  p o c o  1  2  3  4  5  6  M u c h o

S e s i ó n  6

“ P l a n e s  d e  D e s a r r o l l o  y  P o l í t i c a s  F i s c a l e s :  A s p e c t o s  T é c n i c o s  y  P o l í t i c o s ”

M u y  p o c o  1  2  3  4  5  6  M u c h o

S e s i ó n  7

“ G a s t o  P ú b l i c o  y  A j u s t e  M a c r o e c o n ô m i c o ”

M u y  p o c o  1  2  3  4  5  6  M u c h o



S e s i ó n  8
,  “ D i s e ñ o  y  A d m i n i s t r a c i ó n  d e  l a  R e f o r m a  T r i b u t a r i a ”

M u y  p o c o  1  2  3  4  5  6  M u c h o

S e s i ó n  9

“ R e f o r m a  d e  l a s  E m p r e s a s  P ú b l i c a s ”

M u y  p o c o  1  2  3  4  5  6  M u c h o

S e s i ó n  1 0
“ D e u d a  E x t e r n a  y  P o l í t i c a  F i s c a l  e n  A m é r i c a  L a t i n a ”

M u y  p o c o  1  2  3  4  5  6  M u c h o

¿Cuán útil considera usted que ha sido el seminario en su coryunto?

M u y  p o c o  1 2  3  4  5  6  M u c h o

¿Considera usted que la duración del seminario permitió que se analizaran 
los temas en forma adecuada?
S í  □  N o  □

Si su respuesta es negativa, ¿Cómo resolvería usted el problema?

De todas las opciones analizadas durante el seminario, ¿Cuál le pareció 
más promisoria para su país?

¿Qué acciones de seguimiento considera usted que maximizarían los 
beneficios de este seminario, ta n to  a nivel de los participantes como del 
pató?

¿Cuán satisfactorios le parecieron los arreglos administrativos y logísticos 
del seminario?

M u y  p o c o  1  2  3  4  5  6  M u c h o

Por favor, sírvase agregar cualquier sugerencia y/o comentario adicionales 
que usted pueda tener.
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W O R K I N G S  P A P E R S ^

W o rld  D e v e lo p m e n t  R e p o r t

W h e n  a  c o u n t r y 's  p l a n n i n g  a i d  b u d g e t i n g  

s y s t n n  i s  d i l a p i d a t e d ,  a n  i m p o r t a n t  f i r s t  s t e p  i s  t o  
r e h a b i l i t a t e  b a s i c  b u d g e t a r y  a n d  a c c o u n t i n g  

f u n c t i o n s  a n d  t o  g e n e r a t e  p u b l i c  e x p e n d i t u r e  
d a t a  t h a t  c a n  p r o v i d e  a  s t a r t i n g  p o i n t  f o r  r a t i o n a l  

p l a n n i n g .  O t h e r  b a s i c  m e a s u r e s  i n c l u d e :

• T h e  b u d g e t  p r o c e s s  s h o u l d  f i r s t  d e t e r m i n e  

w h a t  r e s o u r c e s  a r e  a v a i l a b l e  a n d  a d o p t  a g g r e g a t e  

r e v e n u e  a n d  e x p e n d i t u r e  t a r g e t s .  T h e n  t h e  e n t i r e  

s e t  o f  p u b l i c  e x p e n d i t u r e  i s s u e s  s h o u l d  b e  l o o k e d  

a t  s i m u l t a n e o u s l y .  I f  t o t a l  e x p e n d i t u r e  i s  a l ­

l o w e d  t o  b e  t ir e  o u t c o m e  o f  t h e  a g g r e g a t i o n  o f  

s e c t o r a l  b i d s ,  t h e  o v e r a l l  e x p e n d i t u r e  i s  a l m o s t  

c e r t a i n  t o  b e  u n s u s t a i n a b l e .

• T h e  r e s p o n s i b i l i t y  f o r  r e c o n c i l i n g  e x p e n d i ­

t u r e  b i d s  w i t h  a g r e e d  o v e r a l l  t a r g e t s  m u s t  b e  d e ­
c e n t r a l i z e d .  S e c t o r a l  m i n i s t r i e s  s h o u l d  b e  g i v e n  

c e i l i n g s  w i t h i n  w h i c h  t o  p r e p a r e  t h e i r  e s t i m a t e s .

• I t  i s  v i t a l  t h a t  r e c u r r e n t  a n d  d e v e l o p m e n t  

e x p e n d i t u r e  p r o g r a m s  b e  c o n s i d e r e d  s i m u l t a n e ­

o u s l y  i n  e a c h  s e c t o r ,  s i n c e  a  c o u n t r y ’ s  a b i l i t y  t o  

s u s t a i n  t h e  r e c u r r e n t  c o s t s  a r i s i n g  f r o m  n e w  

i n v e s t m e n t  m a y  b e  d o u b t f u l .  I n  r e s t r u c t u r i n g  

r e c u r r e n t  b u d g e t s ,  i t  i s  i m p o r t a n t  t o  e s t a b l i s h  
“ n o r m s ”  f o r  t h e  l e v e l  a n d  d i s t r i b u t i o n  o f  e x p e n ­

d i t u r e  t o  p r o v i d e  p r o p e r l y  f o r  k e y  s e r v i c e s .

• I n  t h e  l o n g  r u n ,  t h e  b u d g e t i n g  a n d  p l a n n i n g

p r o c e s s  s h o u l d  b e  m a d e  p u b l i c  i n  o r d e r  t o  

e d u c a t e  p u b l i c  o p i n i o n  a b o u t  e c o n o m i c  a l t e r n a ­

t i v e s ,  b u i l d  a  c o n s e n s u s ,  a n d  s p r e a d  r e s p o n s i b i l ­

i t y  f o r  p u b l i c  s p e n d i n g  c h o i c e s .

• M o n i t o r i n g  d e v e l o p m e n t  p r o j e c t s  a n d  p r o ­

g r a m s  r e q u i r e s  e x p l i c i t  i n f o r m a t i o n  o n  a c t u a l  e x ­

p e n d i t u r e s  o f  i n d i v i d u a l  p r o j e c t s  a n d  t h e  e n t i r e  

p r o g r a m ,  i n c l u d i n g  s i m p l e  b r e a k d o w n s  b y  i m ­

p l e m e n t i n g  a g e n c y ,  s e c t o r ,  s o u r c e  o f  f i n a n c e ,  

a n d  s o  o n .  F o r  i n v e s t m e n t  p r o g r a m s ,  i t  m u s t  b e  

p o s s i b l e  t o  r e l a t e  e x p e n d i t u r e  i n f o r m a t i o n  t o  a  

f i n a n c i a l  p l a n  f o r  e a c h  p r o j e c t  T h e  u s e  o f  

s t a n d a r d i z e d  p r o j e c t  p r o f i l e s  f o r  a l l  a p p r o v e d  

p r o j e c t s  i s  a n  i n v a l u a b l e  t e c h n i q u e .

• T h e  f i n a n c i a l  w o e s  o f  d e v e l o p e d  c o u n t r i e s  

i n c r e a s e  t h e  v a l u e  o f  e x t e r n a l  a i d  a n d  t h e  l e v e r ­

a g e  e x e r c i s e d  b y  a i d  a g e n c i e s .  T o  m i n i m i z e  
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I .  INTRODUCTION

1. This paper was commissioned by the World Bank as a contribution 
towards the preparation o£ the 1988 World Development Report (WDR). I was 
asked to comment on the points made in a preliminary outline of the 
proposed Public Expenditure chapter of the WDR and to illustrate my 
comments with specific examples of problems and attempted solutions.

2. The paper draws mainly on my own practical experience and that of 
Mokoro Limited in the field of national and public expenditure planning. 
As w ill be apparent, this experience is heavily concentrated in Anglophone 
sub-Saharan Africa (SSA). Readers familiar with other regions w ill be 
able to judge which comments may have a wider relevance. Annex A lists 
some of the published documents to which I referred in preparing this 
paper, but it  is not exhaustive, and I also referred to a large number of 
unpublished World Bank documents.

3. The paper began as a series of comments on an early outline of the
WDR. It  retains its early structure in that it  consists of a number of
separate but related comments on aspects of planning and budgeting in 
Africa. I have arranged my observations under three main headings. 
Section I I  deals generally with the planning and budgeting process, 
Section I I I  concentrates on the problems associated with the planning of 
recurrent expenditure, and Section IV addresses aid agency involvement in 
and technical assistance to planning and budgeting.

4. One theme of this paper is that many of the necessary reforms to 
planning and budgeting systems (PBSs) are very simple (which is not to say 
that they are easily accomplished). There is a tendency on the part of 
governments and external agencies alike to look for more sophisticated 
solutions than are actually required. It  is not sophisticated economic 
analytical techniques that are most lacking but simple organisational 
ones. However, the basic elements of an effective PBS are interdependent; 
in countries where the PBS is in disarray, isolated improvements to 
elements of the PBS may be ineffectual.

5. Opinions expressed are, of course, my own and not necessarily shared 
by the World Bank or any other body.
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I I .  PLANNING AND BUDGETING PROCESSES

Planning and Budgeting - Ideology and Stereotypes
6. The VDR outline noted correctly that there has been a trend away 
from comprehensive economy-wide plans towards less ambitious forms of 
forecasting/planning public expenditure. This trend has not been 
uncontested, however, and there remain very different concepts of what 
really constitutes planning. These contrasting attitudes contribute to 
the climate in which planners and aid agencies have to operate and are 
worth some attention for that reason alone. Moreover, some of the 
distrust of the trend towards public expenditure planning is based on a 
confusion of technical issues with ideological ones. Disentangling the 
two would help to promote consensus about the general importance of 
planning and controlling public expenditures.

7. The basic ideological divide is a familiar one, between market- 
oriented, non-interventionist preferences at one end of the spectrum and 
interventionist, 'planned economy' preferences at the other. The 
existence of ambivalent attitudes within government is particularly 
noticeable in countries that have adopted a socialist rhetoric and/or 
where a substantial proportion of economists have had Eastern-bloc 
training. The association of the capitalist World Bank and IMF with 
proposed reforms is enough to attach a pejorative label to them in many 
minds.

8. Ideological predispositions are reinforced in many cases by 
institutional cleavages between the Ministry of Finance and the Ministry 
of Planning. (As noted below, the institutional division between Finance 
and Planning more often that not survives attempts to combine the 
ministries.) There is, unfortunately, considerable validity in the 
stereotypes which see finance ministries as concerned with short-term 
expenditure control more than the long-term effectiveness of government 
expenditure or the overall developmental and macro-economic effects of the 
government budget, while planning ministries are too concerned with 
economy-wide aggregates over which the government has litt le  practical 
control. Hence the irrelevance of many of the planning documents produced 
by the latter and the absence of strategic direction in budgetary 
management by the former.
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9. Each ministry is, of course, more sensitive to the other's 
shortcomings than to its own, and there is a corresponding tendency for 
planning ministries to see emphasis on public expenditure management as 
the abandonment of "real" planning and the triumph of the "finance" 
viewpoint. This is unfortunate because the case for better public 
expenditure management is not an ideological one and is only 
coincidentally associated with a trend towards market-oriented as opposed 
to interventionist approaches. Fiscal prudence is not an exclusively 
capitalist or socialist tra it. Any government w ill be more successful in 
pursuing its goals, whatever they may be, if  it  can make realistic 
assessments of the resources available to it  and draw up and implement a 
coherent strategy for their allocation. A government which is unable to 
plan its own expenditure is unlikely to be very effective in planning for 
the economy as a whole.

10. The most effective pressure for better public expenditure planning 
has stemmed from the financial predicament in which SSA governments find 
themselves, but this also helps to explain the lack of enthusiasm for the 
trend within these governments. Ministries of Planning could see the 
trend as an opportunity to impose developmental views and a strategic 
perspective on the budgeting process. In practice, they are more likely 
to view the situation as one in which power shifts to the Ministry of 
Finance in order to impose a series of cuts on a whole range of government 
programmes. Planning Ministries are especially likely to feel 
marginalised by this process if  their previous emphasis has been on 
Incremental capital investment and the promotion of development projects, 
since development expenditures are likely to be the most severely cut.

11. In the short term the sidelining and alienation of the designated 
planners within government may make lit t le  difference to the 
implementation of emergency restructuring programmes. In the long run, 
however, programmes which are the product of duress rather than conviction 
must be less likely to yield sustained improvements in planning and 
budgeting systems.

Ministry of Finance vs Ministry of Planning
12. A common institutional question is whether the Ministry of Finance 
(MF) should be merged with the Ministry of Planning (MP). The stress on 
public expenditure management as a fundamental aspect of planning, if not 
its main component, makes this more topical. The issue is not new: there
are many examples of mergers between Planning and Finance ministries and 
almost as many examples of a subsequent demerger. A number of countries 
have been through several rounds of this process. Only rarely is there a 
genuine fusion of MF and MP; more often a single Minister simply presides 
over both the pre-existing institutions.
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13. The question of whether to have one ministry or two in the field 
of finance and planning is, in itse lf, not very important, although the 
issue of reconciling MF and MP roles is . il]  As already noted, there is 
considerable valid ity in the stereotypes that Planning and Finance 
ministries perceive in each other. So long as those stereotypes persist, 
it  is inevitable that the two Institutions w ill be uneasy bedfellows, and 
that the issue of merger w ill be perceived as the subordination of one 
institution to the other. In a climate of financial stringency, it  is 
also almost inevitable that the Ministry of Planning w ill see merger as a 
means of strengthening Ministry of Finance's hand in pursuing expenditure 
reductions.[2]

14. It  is important therefore to conduct the debate in terms of the 
substance of the planning and budgeting process rather than the 
institutional prerogatives involved. Maybe improvements in that process 
can be reinforced by changes in the institutional arrangements between MF 
and MP, but these are not the essence of the problem. For example, a 
common and fundamental weakness has been a disjunction between recurrent 
and development budgets. Often these are drawn up by separate processes, 
even different sets of people, with lit t le  or no account taken of the 
complementarities between recurrent and development activities within a 
given sector. Such a weakness may be perpetuated and exacerbated by 
institutional dichotomy between MF and MP, but "merger" w ill not 
necessarily resolve the problem, and resolution of the problem need not 
necessarily involve merger.

15. A number of current and proposed projects for assistance to 
planning agencies in SSA have been premised on an assumption that current 
problems in planning and economic management are a result of the weakness 
or decline of Ministries of Planning. This is a misleading
interpretation, although it  is one naturally favoured by Ministries of 
Planning. Their preferred inference is that their own status and powers 
need to be restored. In practice, a more convincing explanation is that 
largely exogenous economic crises have simply exposed inherent defects in 
planning systems and institutions. Nostalgia reveals an inability to 
grasp this point.

[11 It  is also necessary to take account of the role of the ministry
responsible for manpower/personnel, especially in view of the
importance of planning and rationalisation of recurrent expenditures.

[21 It  is significant that the successful merger of Finance and Planning
Ministries in Botswana (a) involved, in effect, the takeover of 
Finance by Planning (the converse is more common) and (b) took place 
in a context of rapid expenditure growth.
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16. Weakening o£ Ministries of Planning has undoubtedly occurred, but 
as an effect rather than a cause of economic crisis. They have suffered, 
as have other government agencies, from general debilitation associated 
with prolonged budgetary crises. In many cases too their status has been 
devalued by the sharp diminution in the development budget resources in 
their g ift, at the same time as their morale has been undermined by the 
palpable Irrelevance of many of the planning documents to which they 
devote so much of their efforts. See Box 4 below for an example.

Dilapidation of Planning/Budget Systems
17. Assessment of institutional performance and capacity is inevitably 
somewhat subjective, but it  can be based on indices such as:

- whether, and with what lags, government accounts appear;

- the credibility of the expenditure records that are kept;
- whether a recognised budgeting routine and timetable is adhered to;
- whether Estimates appear on time (i.e . at or near the beginning of 

the FY to which they refer);
- whether Estimates are published and/or adequately circulated within 

government;[31
- the degree of credibility of the Estimates as a means of controlling 

the volume and composition of public expenditure;[4]
- the information available about and the control exerted over public 

service employment.

[3] It  is not uncommon to find spending ministries or departments that
have never seen the Estimates that are supposed to govern 
expenditure. In some cases standards have deteriorated to the point 
where this is no longer considered abnormal by those affected.

[41 Aid agencies are very sensitive to the quality of financial
administration by governments. In most cases they choose to bypass 
the government institutions in which they have no confidence. This 
is understandable, but may exacerbate the problem of rehabilitating 
government capacities. (For example, the separate routing of aid 
funds often makes It harder for governments to manage and monitor 
their development programmes.)
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18. Two related points are worth making about the dilapidation of 
planning/budgeting systems and institutions in SSA:

(a) It  is easily overlooked just how far the deterioration has gone in 
some cases. (See Box 1 for a typical scenario.) This has direct 
implications for the nature of the remedies that are practical and 
the speed with which they can be effected.

(b) At the same time, although the fundamental economic problems faced 
by SSA countries are strikingly similar, there are important 
differences between countries in their institutional performance 
and potential. (See Box 2 for an illustration.)
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Box l!  Deterioration of Planning and Budget Systems - a Typical Scenario.

The following scenario Illustrates the deterioration of planning and 
budgeting systems that Is common:

- Production of government accounts has fallen years behind. As a 
result budget documents, instead of comparing current estimates with 
previous actual expenditures, show only previous estimates (and not 
even previous years' actual releases).

- Aid-funded expenditures, which form a high proportion of development 
expenditure, do not generally pass through the government budget. 
Although attempts are made to note such flows, it  is believed that 
estimates of aid funding are often too high, since there is 
insufficient allowance for slippage and the planned phasing of 
earmarked expenditures over a number of years, so that there is a 
danger of double counting aid flows in the aggregation of estimates 
from one year to another.

- Annual project estimates are not linked to planned life-time project 
costs, and so there is lit t le  basis for tracking and monitoring 
project expenditures.

- Control over the public service payroll has virtually lapsed. The 
government does not know the numbers on the payroll or how many of 
those on the payroll are "ghosts". Despite falling real wages the 
number of public sector employees continues to rise steadily.

- Financial control has also deteriorated, and it is widely 
acknowledged that actual uses of funds often differ from authorised 
uses. (Thus, even data on the pattern of releases of funds, when 
available, has to be treated with reserve.)

However, budgetary control has not completely broken down. In some 
respects management has been quite conservative, with releases of funds 
being more closely geared to revenue receipts than to the Estimates. This 
form of expenditure control is quite arbitrary: cuts fa ll across the board 
and cannot be anticipated by those affected. Although the payroll is a 
priority, public sector borrowing has fuelled inflation and both personnel 
and non-personnel expenditure has fallen in real terms. Growing numbers 
of public employees have added to the downward pressure on real wage 
levels. Officials of Planning and Finance Ministries are themselves 
poorly paid and supported, and there has been an exodus of accountants to 
the private sector.
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Box 2; Institutional Contrasts between Countries.

To illustrate the range of institutional environments within SSA it  is 
worth contrasting Tanzania with Ghana. (This is not to imply that either 
country represents an extreme, and it  should also be noted that Ghana has 
made considerable progress towards rehabilitating its planning and 
budgeting system.)

The qualitative directions for improvement of the planning and budgeting 
system (PBS) in Tanzania and Ghana are quite similar but the institutional 
contexts are very different. While the PBS in Ghana, at its nadir, 
reached almost complete dereliction, the comparable Tanzanian institutions 
have remained much stronger, despite also experiencing the kind of 
deterioration described in Box 1. In Tanzania the PBS is thoroughly 
institutionalised - procedures are well established and their legitimacy 
(as distinct from their efficacy) is not seriously questioned by 
participants. There is a large cadre of Tanzanian planners and 
administrators, many of them very experienced in the positions that they 
hold. Their diligence is particularly noteworthy against the background 
of deteriorating material support and declining real salaries that applies 
across the public service. The documents whose production is the 
principal focus of activity appear regularly, in a timely fashion and are 
printed and circulated.

The planning and budgeting process in Tanzania is genuine and effective in 
the sense that actual resource allocation does depend on its outcome. 
This is not to say that actual allocations match those planned: through 
failure to anticipate fu lly the dearth of resources, large and systematic 
discrepancies between planned and actual allocations have become usual, 
especially in real terms. But the pattern, if not the level, of 
allocations is strongly determined by the planning/budgeting process* and 
this in turn means that participants are bound to take it  seriously. This 
is not a triv ia l point, given that the formal planning/budgeting process 
in some other African countries is largely superficial, cosmetic and 
Irrelevant.

ALLOCATION AND MANAGEMENT OF PUBLIC SPENDING

The relative strength of the Tanzanian PBS obviously owes much to 
political continuity. It  provides a very different base from which to 
address common public expenditure problems than was available in Ghana.
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19. Where dilapidation has gone furthest, it  makes the task of 
improving public expenditure management more d ifficu lt, in two ways:

- firs t, rehabilitation of basic budgetary and accounting functions 
becomes a prerequisite;

- secondly, there is an absence of the current and historic public 
expenditure data that should provide the starting point for rational 
public expenditure planning.

The latter point relates not only to whether basic information (such as 
recent actual expenditure data) is available, but also to the credibility 
of information that emerges from a budgetary system that many participants 
have learned from experience not to take too seriously (see Box 3).
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Box 3: Devaluation of the Budget Process - an Example

Deterioration In budget processes easily becomes a vicious circle. The 
following example, based on a real case, illustrates how budgetary systems 
can be eroded and also how the consequent disillusion itse lf becomes an 
obstacle to the system's rehabilitation.

Original Situation: In the 1970s standard budget guidelines were Issued
by the Ministry of Planning and Finance. In the case of Health, these 
were followed by guidelines from the Health Planning Unit to provincial 
directors and divisional heads. The format of the Budget for the Ministry 
of Health was standardised, meaning that a ll Budget preparation forms 
could be pre-printed and each year the Planning Unit issued a new edition 
of a complete set of forms for preparing the annual Estimates. Budget 
preparation began early and followed a well-formulated timetable. There 
were established procedures for consultation between the different levels 
of the health system and the national ministry provided a ll concerned with 
a lis t  of standard costs, revised annually, for use in the detailed 
computation of budgets. The lis t contained standard costs for feeding 
patients and trainees, for travel and miscellaneous allowances, vehicle 
purchases and running costs, and for a variety of standard office and 
health facilities equipment. Those compiling the Estimates had details of 
expenditure so far during the current year. In itia l preparation of the 
Estimates took place over a two-month period, during which Planning Unit 
staff would be expected to v is it a ll provinces; this was followed by a 
month in which the Planning Unit appraised a ll submissions and prepared 
the aggregated Ministry of Health Budget. Submission of the draft to the 
Ministry of Finance then took place three months before the actual start 
of the financial year in question.

Present situation: Things are now very different. In principle nothing
has changed, but the discipline of the timetable has been lost, and the 
data essential for preparation and evaluation of the budget are no longer 
available. In the last budget cycle, the Ministry of Finance circular did 
not reach Ministries until after the deadline for Estimates to be 
submitted; it  contained no resource guidelines but introduced changes in 
the procedure for reckoning certain items that nullified preparatory work 
that the Ministry of Health had taken on its own in itiative. Moreover, 
because statistics were generally lacking and no unit costs were 
available, provincial directors and heads of departments set about the 
budget preparation with no sense of purpose. Knowing what had happened in 
previous years they failed to adhere to the timetable established by the 
Planning Unit, which in the end had to prepare a consolidated Ministry 
Budget in the space of a single weekend without much regard to the few 
departmental and provincial submissions that had been received. No 
evaluation was possible and consequently the MoH was unable to provide the 
type of justification of individual items and sub-items at provincial
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level that the MF sought. The budget that eventually emerged bore little  
resemblance to what had been submitted, and as the year proceeded the 
Ministry of Finance released only 50% of budgeted provision for non­
personnel items. No guidance was given as to how the cut in funds should 
be allocated between items and sub-items within the budget and expenditure 
on some items, such as the feeding of patients, exceeded both the releases 
and the budgeted provision.

Not surprisingly, beleaguered health officials have become 
rather cynical. They know that the government cannot fa il to allocate 
resources to the health services. They know that whatever they submit as 
a budget request w ill not be reflected in the ultimate approval, which 
w ill arrive late and be at variance with the funds subsequently released 
for expenditure. They also know that whatever they submit, or even 
whether or not they submit a draft, w ill not be assessed by the Ministry 
of Health which, anyway, exercises lit t le  authority or sanction. A cycle 
of mutually reinforcing scepticism prevents the budgetary exercise from 
being taken seriously by any of the participants, and this in itse lf can 
stymie attempts to rehabilitate the system.
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The Importance of Budget Process and Presentation

20. Managing public finances in SSA has become typically an exercise 
in crisis control. In a crisis atmosphere, horizons shorten and there is 
a tendency also to narrow the group of effective decision takers. In the 
long run, however, better public expenditure management requires a more 
public process. Indeed, the process of planning may be at least as 
valuable as the budget/planning documents that are its visible product. 
The opportunities for educating opinion about economic alternatives, for 
building consensus, and for spreading responsibilities for public 
expenditure choices more widely are lost if the process is always 
conducted in secrecy and in haste.

21. The task of rehabilitating budgetary systems may be long and 
d ifficu lt, especially where current dilapidation is particularly 
extensive. It  may be some time, for example, before government accounts 
can be restored to the point of providing a reliable benchmark for each 
year's budget exercise. At the same time some improvements are available 
that are relatively simple and straightforward to implement. The way 
information is presented to (ostensible) decision makers is often a case 
in point.

22. Thus, for example, budgets (and Annual Plans - see Box 4) that are 
presented to parliaments and published are often remarkably uninformative 
documents. A simple shortcoming (though it  may on occasion be less an 
oversight than a reflection of the state of monitoring and accounting 
records) is the failure to show previous years' actuals and/or future 
years' projections alongside the current year's estimates. This Is 
particularly common where projects in the development budget are 
concerned. Estimates commonly give a so-called "one-year time-slice" of a 
project without indicating its funding requirements in subsequent years or 
revealing its previous expenditures (or if these are shown, the period 
covered may be unspecified or inconsistent among projects). Very often 
projects exist for years without more description in the budget documents 
than a short t it le . In such circumstances, parliamentary discussion of 
the budget is almost bound to be perfunctory and superficial. The less 
information is provided in the budget documents, the less effective they 
are as a means of controlling and directing actual expenditure.
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Box 4: Annual Plans

The concept of an Annual Plan that translates a medium-term plan into a 
practical annual programme is superficially attractive, but does not seem 
to work well in practice. Typically, the preparation of the Annual Plan 
suffers from the absence of a realistic medium-term financial framework. 
In principle, the Five Tear Plan (together with a longer term Perspective 
Plan if  there is one) provides the broad "resource envelope" to which the 
annual exercise has to conform. Most often, the economy is so far off its 
anticipated course that these documents are no longer relevant.

The Annual Plan is usually prepared as part of the same exercise as the 
annual budget and there is therefore no question of an annual budget
narrowly concerned with government expenditure being set within the
context of a prior, more general, Annual Plan. The detailed tables of the 
Annual Plan add lit t le  to those provided in the budget documents, and nor 
does the Annual Plan provide projections that extend beyond the budget's 
horizon. A lot of administrative effort goes into the preparation of the 
Annual Plan but to very lit t le  practical purpose. To a large extent the
document becomes an end in itse lf. (It  is what the Planning Ministry
does, while the Budget is what the Finance Ministry does.)

A more relevant approach requires:
(a) that medium term Plans be more closely geared to the planning of

public expenditure (recurrent as well as capital) within a
realistic resource envelope;

(b) that the annual budget itself be seen as the principal mechanism
through which the Plan is effected and, if necessary, adjusted to 
new circumstances;

(c) that the planning horizon for both Plan and budget should always
extend two to three years beyond the current fiscal year.
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23. It  is worth paying attention too to the way in which budgetary 
aggregates are summarised, since this can affect the terms of debate on 
budgetary policy. A key concern should be the size of the budget deficit 
(defined as the gap between expenditure and domestic revenue) and there 
should be special attention to how the deficit w ill be financed (by 
external aid and by foreign and domestic borrowing). This essential 
information is often obscured by arbitrary classifications of revenue 
(e.g. by treating domestic borrowing as revenue on a par with tax 
receipts) and, most seriously, by a failure to present reasonable forward 
projections of the budget. It  is not just a question of failing to 
present this information publicly: a ll too often the planners themselves
do not compile it  or see the need for i t . (51

Budget Methodology - the Importance of Sequence
24. In principle, the determination of the budget involves the solution 
of a set of simultaneous equations that reconcile revenues with 
expenditures and so forth. In practice, the process of formulating a 
budget is as much political as it  is technical or economic, and it  is 
bound to be iterative. Whether the outcome of the process represents a 
sustainable budget path and whether the allocation of resources is 
optimal, subject to the general constraints on overall resource
availab ility and other specific constraints that may apply, may well 
depend on the sequence the process follows.

25. A key aspect of the approach advocated in the present paper is 
that it  involves looking at the entire set of public expenditure issues 
simultaneously. A system that allows major expenditure decisions to be 
taken separately and at different times is bound to generate an upward 
pressure on expenditures and is very unlikely to achieve a satisfactory 
overall pattern of expenditure.(61 If  total expenditure is not explicitly 
targeted, but allowed to be the outcome of a process of aggregation of 
sectoral bids, the aggregate expenditure target that emerges is virtually

(5) A similar sloppiness is often shown in studies of public expenditure
when the allocation of resources among sectors is analysed without
making a distinction between discretionary and non-discretionary 
elements of expenditure. The biggest non-discretionary item is 
usually debt-service, and analyses of expenditure that do not 
separate out public debt can be particularly misleading. A sector's 
share of discretionary expenditure may have held up even when its 
share of total expenditure has fallen sharply.

(6) But viewing the entire set of public expenditure options
simultaneously means that there has to be direct competition among
projects/programmes that may be at different stages of definition 
and appraisal. This creates, methodological problems that are 
discussed later in this paper.
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certain to be unsustainable. The reconciliation o£ expenditure with 
resources actually available then takes place piecemeal and often 
arbitrarily, through more or less selective cuts in expenditure, or 
withheld provision, or non-compensation for inflation, or erosion of 
public-sector salaries. Responsibility for post hoc reconciliation of 
actual expenditure with resources available usually fa lls to the Ministry 
of Finance, which then attracts the odium that goes with it , together with 
justified criticism for the inefficiency of such methods of expenditure 
control.

26. It  is crucial, therefore, that the budgetary exercise should begin 
with the assessment of overall resource availability and the adoption of 
aggregate revenue and expenditure targets. The in itia l assessment and 
proposal of targets should involve collaboration between the main economic 
agencies of government (notably the Ministries of Planning and Finance and 
the central bank). The proposed targets should then be explained and 
accepted at the political level before the detailed elaboration of the 
budget proceeds.

27. The next requirement is that responsibility for reconciling 
expenditure bids with the agreed overall targets must be decentralised. 
It  is neither effective nor efficient for this role to be le ft entirely to 
the central MF/MP. The overall target needs to be disaggregated and
sectoral ministries given ceilings within which to prepare their 
estimates. This forces sectoral agencies to reveal priorities and is 
often resisted for that reason: ministry headquarters would rather simply
aggregate bids and force MF/MP to do any cutting, even though the sector 
ministry is usually in a better position to judge which cuts are least 
undesirable.

28. The process of disaggregation of the overall targets among sectors 
tends to make theoretical economists uncomfortable. In theory, one should 
chose between a ll alternative uses of expenditure at the margin, and the 
methodological basis for segmenting the allocative mechanism is shaky. 
Nevertheless, the sectoral disaggregation of targets is not in practice as 
d ifficu lt as it might seem in prospect, particularly since the exercise 
never starts from a blank slate, but begins with the inertia of an 
existing pattern of expenditure.(71 The best way to test the 
appropriateness of sectoral ceilings is to draft a budget that complies 
with them. It  is then possible to judge whether there are imbalances that 
should be corrected by transferring resources from one sector to another.

(71 See also the sections of this paper dealing with project selection 
and the search for recurrent expenditure "norms".
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Economic Analysis of Projects and the Preparation of PIPs

29. Even leaving aside the relationship between an investment 
programme and recurrent spending, which is considered in a later section 
o£ this paper, the preparation of a Public Investment Programme (PIP) is 
considerably less straightforward than the preparation and appraisal of 
the individual projects of which it is comprised. Among both aid agencies 
and governments there is a tendency to assume that the task of PIP 
preparation consists simply of the simultaneous analysis of a lot of 
projects, using familiar project analysis techniques.

30. A lit t le  reflection shows that this cannot be the case, for the 
following reasons:

- The PIP has to take into account the stock of ongoing projects. 
Typically, these are numerous and varied, and documentation of them, 
especially of ones that are not aid-funded, is patchy. Many are 
more properly recurrent than investment activities; others are, in 
principle, investment projects, but are kept alive at a level of
funding that does not move them appreciably nearer to completion.
To take existing projects as given and consider only the merits of 
potential new projects is not an option becaùse:

(a) most often, available resources are Inadequate for the 
completion of a ll ongoing projects;

(b) the necessary information as to what is involved in the 
completion of ongoing projects is not readily available, but 
has to be sought as part of the exercise; and

(c) the continuation of many existing projects is not defensible
even in spite of the sunk costs argument.

- There is the widely recognised, but recalcitrant problem of finding 
appropriate techniques for comparing dissimilar projects that 
compete for funds (education vs infrastructure, for example). (See 
Box 5.)

- There is the less appreciated, but 'equally awkward problem of 
asynchronism between projects. The project cycle is a familiar
concept. Projects pass through various stages between
identification and completion. All but very small and simple
projects are likely to pass through successive stages of
progressively more rigorous planning and appraisal before 
Implementation. A full-scale cost-beneflt analysis, or equivalent 
analytical technique, is only applicable when the project has been 
worked out in detail. Preparing a PIP requires considering a ll the 
projects that represent potential claims on resources during the
planning period, but they w ill not a ll be at the same stage of the 
individual project cycle.
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Box 5; "Objective" Ranking Criteria for Project Selection

There Is a recurring tendency for economists/planners to try to escape 
from the element of subjectivity in deciding between competing claims on 
expenditure. Devising ranking systems whereby projects are awarded points 
according to their perceived contribution to various objectives is one 
ploy. But it  rather gives the game away when the devisers of the system 
have to reject the results as "wrong". One example was reported in 
roughly the following terms:

In this activity the project has made a substantial and unambiguous 
contribution. In collaboration with senior [Ministry of Planning 1 
staff a set of 18 criteria were established. The development of the 
computer network allowed a ll [PIP] projects to be ranked in order of
priority in order to prepare a core programme.
At the same time, it  was noted that mechanistic application of 
criteria produced some maverick results. The criteria were heavily 
weighted in favour of directly productive activities and the first 
round of ranking virtually eliminated projects in the social 
services sectors. It  was therefore necessary to depart from a
strict ranking based on economic criteria bv pre-selecting the
sectoral composition of the investment programme. (Emphasis added.)
In view of the time constraint, this was no doubt Inevitable, but 
the project team should review the bases of the criteria in order to
allow for linkages between the outputs of the social services
projects and economic productivity.

Why look for a key to the back door when the front door is open?
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31. For those who start from a paradigm in which rigorous analysis of 
an Individual project leads to a yes/no decision on its implementation, 
according to whether it  meets some objective criterion, such as a 
specified ERR, the puzzle of how to compile a defensible PIP is indeed 
perplexing. It  need not be. The practical approach is:

(a) to segment the problem by dividing the available resource parameters
among sectors, so as to confine direct trade-offs between projects 
in itia lly  to ones that are broadly similar;

(b) to see the process as a matter of screening, in which the In itia l
acceptance of projects is conditional on their meeting satisfactory
appraisal criteria at the appropriate stage in their life-cycle;

(c) to recognise that the proposed phasing of projects is as important 
an issue as outright acceptance or rejection.

32. Within this framework, the importance of maintaining a rolling 
multi-year perspective becomes clear. Given lead times and implementation 
periods for projects, freedom of manoeuvre is much more limited in the 
short term than over several years.

33. The preparation of standardised project profiles (see Box 6) is a 
simple but invaluable technique in preparing and managing a PIP.
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Box 6: Project Profiles

The documentation that projects ultimately require varies a great deal, 
depending on the nature, size and complexity of the project, the 
requirements of the funding agency and so forth. But decisions need to be 
taken at many stages before fu ll documentation and implementation of a 
project. These include preliminary judgments whether the project merits 
the effort of fuller write-up and appraisal, what its costs and phasing 
are likely to be, and which potential source of funds may be appropriate. 
The discipline of preparing simple standardised project profiles at an 
early stage is Invaluable. (See Botswana's National Development Plan and 
Planning Officers' Manual.)

Both the words and numbers of a profile are important. It  is idle to 
manipulate figures that cannot be related to a basic project description, 
while it  is also vita l at an early stage to estimate the likely costs and 
potential benefits of a proposed project, even though these estimates w ill 
require subsequent refinement.

The essential components of a project profile are:
(a) a concise description of project content, objectives and 

anticipated effect;
(b) an unambiguous identifying title  and project number;
(c) an estimate of project costs from commencement to completion;
(d) a proposed annual phasing of costs;
(e) an estimate of the recurrent costs arising from the project.

The profiles need to be on the record and compiled according to the same 
currency and price conventions. In updating investment programmes 
annually, the summary figures for a ll profiles need to be revised, to 
reflect both general changes (in price levels, for example) and specific 
changes in the cost of phasing of individual projects. Project 
descriptions should need less frequent amendment but provide an important 
check on whether the original project concept is being adhered to. 
Crucially, project profiles and development budget categories must be made 
consistent with each other, so that the profiles provide the bridge 
between the medium term plan/investment programme and the annual budget.
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Monitoring and Managing Plans and Investment Programmes
34. Monitoring of development projects Is rightly a matter of concern. 
This is appropriate both to keep track of projects' implementation and to 
discover whether they have the effects intended. But the factors that are 
most Important in the monitoring of a plan/investment programme as a whole 
are not necessarily the same as for the individual projects of which it  is 
comprised. Different types of information may be required and by 
different sets of people, and for the programme as a whole there is a 
premium on standardised project information that can be aggregated. Very 
often elementary information that might be regarded almost as triv ia l by 
someone responsible for the M&E of a particular project would actually be 
extremely useful if  consistently available for a ll projects. When it 
comes to the aggregate monitoring of a PIP, there is a clear order of 
priority for the Information that is needed, and sophisticated but partial 
information is much less useful than basic but comprehensive data.

35. The first requirement is information that should be, but often is 
not, available from government accounting records concerning actual 
expenditures by individual projects and the programme as a whole. Simple 
breakdowns by implementing agency, sector, source of finance etc. are 
crucial, as is their prompt availability. Of course financial information 
of this sort may conceal as much as it  reveals. Physical progress may not 
be commensurate with expenditure, a project whose financial implementation 
is going according to plan may nevertheless be totally misconceived and 
so forth. Financial monitoring is not enough, but it  is a vita l starting 
point and first priority.

36. As far as investment programmes are concerned, a second elementary 
requirement is that it  must be possible to relate expenditure information 
to a financial plan for each project. The development and maintenance of 
standardised project profiles for a ll approved projects is an invaluable 
technique (see Box 6). In itia lly , at least, monitoring data should follow 
the classifications used in project administration, even if  these do not 
correspond precisely to economic or other relevant categories.
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37. Basic monitoring is thus strongly related to the rehabilitation o£ 
government accounting systems, but this may be a long process and 
substitutes may have to be sought in the Interim. In setting up a system 
to monitor the investment programme Independently, the emphasis should be 
on making basic Information rapidly available. It  is important to pay 
attention to the relevant Incentives. F irstly, Information should be 
collected by those who are intended to use it , since the "customer" for 
information has the greatest interest in it  and should be best able to 
identify priorities in its collection and analysis. Secondly, there need 
to be appropriate incentives for the providers of the information. (A 
simple incentive is to make releases of funds conditional on the prior 
provision of Information about previous expenditures.) Conversely, where 
the supplier of information does not have a very direct interest in the 
exercise, his task can at least be made less onerous by accepting 
information in the form that comes most easily to him.

38. Often the pressure for better monitoring comes from aid agencies. 
This can be useful. For example, the external incentive provided by the 
desire to present progress reports to a CG may help to counterbalance a 
government's natural preoccupation with short term crisis management. On 
the other hand, it is important that the government should be persuaded of 
the value of the monitoring exercises proposed and able eventually to 
sustain them without external assistance.[81

39. Most investment programmes are poorly managed. This is indicated, 
inter alia, by the perpetuation of projects that fa il to progress and by 
the difficulties commonly experienced in rapidly utilising available aid. 
Improvements depend both on better current monitoring of the programme and 
on better forward programming.

[81 " . . .  monitoring and evaluation has been largely donor-led, whether
at project or national level. The information generated and the 
time-frames for its production have almost always been defined by 
donors. There has consequently been lit t le  useful feedback into the 
national budgeting and planning processes. This predominance of
donor interest in monitoring and evaluation is echoed in the
frequent — almost universal -- complaint that government monitoring 
and evaluation has been ineffectual on account of a lack of
political commitment by governments. Without that commitment and a 
domestic demand for monitoring and evaluation, it  seems likely that 
past failures and inadequacies w ill only be re-created."
" ... government monitoring and evaluation systems established in 
some SSA countries have been overly complex, bearing the hallmark of 
external design and inattention to local personnel and other 
constraints. One common result has been that monitoring and
evaluation systems set up on donor instigation and principally by 
means of technical assistance have rarely survived the withdrawal- of 
such assistance." (Both quotations are from Commander, 1987.)
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40. A large part of the d ifficu lty of managing an investment programme 
well arises from uncertainty about (and fluctuations in) the level of 
resources available, and from the fact that arbitrary expenditure control 
is usually easier to impose than selective restriction. The concept of a 
"core" programme is an attempt to address both these d ifficu lties. The 
aim is to ensure that the most important projects are not interrupted by 
delays in releasing funds on account of general financial stringency. 
Since funds available can never be forecast with certainty, it  w ill be 
possible to protect the core only if  (a) the total PIP is not too 
optimistic in its resource assumptions and (b) the core does not form too 
large a proportion of the PIP.

41. Furthermore, core projects can be protected only if there are 
adequate budgetary mechanisms for identifying them and for releasing funds 
in a discriminating way. Funds for core projects should be released 
automatically at the beginning of each accounting period, whereas funds 
for non-core projects should only be released selectively and after a 
further review of the financial position.

42. However, non-core projects that require "lumpy" expenditure (e.g. 
a single construction contract) should also not be Interrupted once begun, 
and may therefore have to be treated in the same fashion as core projects 
once they have been allowed to commence. The corollary is that non-core 
projects should not be allowed to start unless sufficient funding to 
complete them is assured. In turn, since implementation of most projects 
extends over a number of years, this emphasises the importance of basing 
budget and PIP on a rolling, multi-year perspective of resource 
availability. Put another way, designation of core programmes may be a 
useful expedient, but it  should become much less necessary as expenditure 
planning is strengthened.

43. An important aspect of PIP management is to ensure that funds are
used for their designated purposes. Control systems can help, but cannot 
solve the problem in the absence of political and bureaucratic 
commitment.(91

[91 One development expenditure control unit found that its own funding 
was the first to be diverted - by the Ministry of Planning itse lf!
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I I I .  R E C U R B E H T  B U D G E T  I S S U E S

Budget C l a s s l f l c a t l o n

44. Criticism of the traditional distinction between recurrent and 
development (or capital) budgets Is commonly overdone. The division often 
works poorly in practice, but there is more to be gained by improving than 
by abolishing it . The distinction between recurrent and capital 
expenditure corresponds, albeit roughly, to the distinction in economics 
between consumption and investment. It  encourages attention to the 
problem of financing the recurrent costs arising from development 
expenditures. The biggest drawback of the recurrent/development 
demarcation in practice is that it  can allow the two budgets to be drawn 
up separately, by different processes and even by different groups of 
people. Particularly now that the ab ility of governments to sustain the 
recurrent costs arising from new investment is so often doubtful, it is 
vita l that recurrent and development expenditure programmes are considered 
jointly within each sector. But equally, within each sector as well as 
overall, it  is important to analyse proposed programmes into their 
recurrent and capital components.

45. In many cases, existing demarcations between recurrent and 
development budgets cannot be taken at face value:

(a) So-called projects funded under the development budget are often 
locally-funded recurrent activities.

(b) The same applies, but in a less straightforward way, to many aid-
funded projects and project components; aid agencies have recognised
that it  is pointless to finance new investments in sectors where 
recurrent activities are grossly underfunded, but they are
constrained to dress up their aid as development support. There is
a spectrum ranging from rehabilitation projects which are, in a 
3ense, genuine investments, but ones which would not have been 
necessary but for the neglect of O&M, to the funding of equipment 
and materials that constitutes more or less direct recurrent budget 
support.(10)

(c) It  is also rightly pointed out that some recurrent activities 
(health and education provision for example) can represent very 
important forms of investment.

(101 Also, of course, much aid may fa il to be reflected in the government 
budget at a ll.
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46. The recurrent/development categorisation is not the only one that 
is potentially very helpful for the analysis and preparation of public 
expenditure programmes. Often, the structure of the budget, particularly 
the recurrent budget, does not easily yield elementary breakdowns of 
expenditure which relate to crucial policy issues that arise in 
expenditure programming, such as the breakdown between expenditures on 
primary and secondary health care, between different educational 
institutions, or between different districts or regions. (A 
classification that easily yields one type of breakdown - e.g. between 
salaries and other charges - may be correspondingly opaque in other 
respects.)

"Recurrent costs arising"
47. The importance of anticipating the recurrent costs (and specific 
O&M requirements) arising from new development projects is now a 
commonplace. However, largely because of past neglect of this point, 
there is hardly anywhere where monitoring the recurrent costs associated 
with new projects is more than a small contribution towards the task of 
assessing the true level of future claims on the recurrent budget. The 
issue has macro dimensions that cannot be adequately addressed by a micro 
(project) approach.

48. In the firs t place, public finances are often in such disarray
that it  is futile to look to precedents to establish the likely recurrent 
funding requirements of a new project. Reliable historic figures on
actual recurrent costs associated with previous projects are rarely 
available, and, in a context of chronic underfunding of the recurrent 
budget, actual experience is likely to understate true costs. Secondly, 
preparing an accurate estimate of a project's recurrent funding 
requirements is itself no guarantee that they w ill actually be met (though 
it  may be a valuable aid to project selection).

49. The macro questions that cannot be reached through project 
analysis alone Include:
(a) The development implications of the development budget: development

projects, particularly locally-financed ones, are often grossly 
underfunded and their cost to complete (which may well not be 
justifiable) is commonly a matter of conjecture.

(b) The development implications of the recurrent budget: a substantial
backlog of maintenance has often built up so that rehabilitation 
projects may make a substantial prior claim on development funds 
available. Also, built-in growth of services (e.g. primary 
education) may have implications for development expenditures (e.g. 
school construction).



(c) The recurrent Implications of the, «cmen.t-hilflac.t: this has two
components - the expenditure claims Implicit in current underfunding 
of recurrent services, and predictable growth in those commitments 
that may not carry corresponding project costs to which the 
recurrent arising could be attributed. This aspect may be 
particularly recalcitrant, as discussed in the paragraphs that 
follow.
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Recurrent expenditure "norms" and an approach to the restructuring of 
recurrent budgets[111
50. Questions about the appropriate level and pattern of recurrent 
expenditures are increasingly being raised in parallel with World Bank 
PES/PIP exercises. In one exercise related to the framing of a Structural 
Adjustment Credit, the government was asked to "establish expenditure 
norms for the main [non-personnel] items of expenditure for the Ministries 
of Agriculture, Health and Education" and to establish procedures for 
implementing the norms. some of the lessons from the exercise are of 
general relevance.

51. There was considerable confusion as to what this exercise was.to 
comprise, although the background situation was clear enough. During 
years of financial stringency (a) the real value of resources available to 
the Health, Education and Agriculture sectors of Government, among others, 
had fallen and (b) the proportion of those resources devoted to Personal 
Emoluments (PEs) had increased.[12] One of the aims of the recovery 
programme had therefore to be to reverse both these trends - i.e. to 
increase the levels of resources allocated to these key sectors and at the 
same time to correct imbalances in resource allocation within each sector.

[11] The system advocated in this section reflects that successfully 
developed in Botswana over many years.

[121 It  is not always the case that declining real resources are 
accompanied by an increase in the share of resources devoted to PEs. 
The sight of personnel with virtually no material support suggests 
this conclusion, but it  must be remembered that there have often 
also been drastic declines in real salary levels. The primary 
problem is the poverty of governments; the maldistribution of 
residual resources is a secondary effect.
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52. Such Imbalances are often quite tangible: teachers without text
books, extension workers without transport, hospitals without drugs, and 
so on. But, although the problem is highly visible, years of stringency, 
ad hoc budgeting and arbitrary expenditure control, combined with poor 
expenditure records, make it  d ifficu lt to know what the level and 
distribution of expenditure now ought to be in order to provide properly 
for key services. Hence, a search for "norms" to guide the allocation of 
resources as recovery commences. There are potentially "norms" at several 
different levels, a ll of which may be relevant to aspects of the problem.

53. Thus, for example, norms may be sought at the level of efficlency 
within operations. If  you have a car, you also need the fuel etc. to be 
able to run it , and a norm here might simply be a rule of thumb based on 
experience as to how much ought to be provided for the running cost of 
each vehicle. Such an approach can be very valuable, both in framing and 
in evaluating budget estimates, but it  also has its lim its. While it  may 
be straightforward to establish a general rule about the true running 
costs of a vehicle, this s t il l leaves open the question of who actually 
needs vehicles and how many of what sort. Similarly, rules of thumb are 
often used to relate provision for the maintenance of a building to its 
original construction cost, but such rules do not address the question of 
whether existing buildings are adequate or appropriate for their purposes.

54. A second level at which norms may be sought concerns 
between programmes or activities within a sector. For example guidelines 
could be adopted about the balance between primary and secondary services 
in both the health and education sectors, or about, say, the balance 
between agricultural extension and agricultural research.

55. There is a third, more aggregative, level at which one could ask,
for example, what would be the level of resources required to run entire
sector programmes properly (how much would it  cost to fully fund the 
existing health service?) Or, going further, attempts could be made to 
relate financing levels for services to external criteria, such as 
relating services required to the size of the target population (universal 
primary education, Health for A ll, etc).

56. Finance Ministries, and especially their staff responsible for 
administering the recurrent budget, are likely to interpret norms rather 
narrowly. Standardised unit costs are often a familiar concept, though 
they may have fallen out of use in conditions of rampant inflation and 
budgetary chaos. Beyond that, the search for norms may be interpreted 
mechanistically in terms of rather arbitrary ratios between different 
subtotals of the budget.
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57. Two Important points emerged very early on in the exercise:

(a) Proper recording and control of expenditure is a sine qua non: 
without improvements in this direction norms of any kind w ill not be 
meaningful or enforceable.

(b) There is considerable scope for the Introduction (or 
re-introduction) of standardised unit costs (unit cost norms) as a 
way of instilling discipline and ensuring consistency in the 
compilation of the Estimates.

58. Concerning unit cost norms, the following points should be noted:

(a) Few are available "off the shelf". Determining appropriate unit
cost norms is not always simple (local prices change rapidly as the 
currency depreciates and historic data, even if available, may not 
be a reliable guide to true costs), but in time a useful body of 
such norms could be built up.

(b) To be of most use, such norms need to be available at the
commencement of each year's budget cycle so that they can be used
when the estimates are first drafted. Their availability later, as 
the Estimates are reviewed and finalised, is also useful but not an 
adequate substitute.

(c) Norms of this kind should not be applied too rigidly, or they may
create problems of the type they are intended to help to remove. 
For example, similar vehicles may quite legitimately have different 
operating costs when used for different purposes or in different 
regions. There needs to be an element of flex ib ility to allow for 
this. Such flex ib ility could enter both in the in itia l preparation 
of the Estimates and in the scope for subsequent virement.

59. Finally, useful as unit cost norms might be, it would be a 
delusion to think that the entire recurrent budget could ever be 
satisfactorily built up from a series of unit cost norms.(13) Broader 
approaches (within which unit cost norms have a role) are likely to be of 
more value in helping to restore a satisfactory pattern and an adequate 
level of recurrent expenditure. The paragraphs which follow set out a 
proposed budget methodology.

(13) The search for mechanistic ways of drawing up a budget has parallels 
with the yearning for "objective" project selection criteria (see 
Box 5).
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60. How budget guidelines could work. It  has to be accepted that the 
central planning/finance ministry does not always know best, especially 
when it  comes to the details of the effective management of specialised 
services. For example, it  does not make sense for MF/MP to try to 
stipulate an exact allocation of hospital expenditures as between 
different items: such a decision should be left primarily to the judgement 
of professionals in the Ministry of Health, and within the Ministry of 
Health as well decisions about the allocation of resources may need to be 
decentralised to varying degrees. The problem is to allow enough 
decentralisation in the interests of efficiency while retaining enough 
control to ensure that expenditure patterns correspond to national 
priorities (and that the overall level of expenditure matches appropriate 
macroeconomic targets).

61. A practical way of doing this is to issue, at the beginning of 
each budget cycle, expenditure guidelines on what total resources w ill be 
available and how these resources should be distributed between broad 
categories of activity. For example, the Ministry of Education might be 
told to budget for an increase in real terms of 10%, but to hold higher 
education spending constant while increasing primary education 
expenditures by 20% Within these guidelines, and probably subject to 
restrictions on recruitment and PEs, it  would be le ft to the Ministry to 
determine the best allocation of resources withiç each activity, although 
their proposals would be subject to review by MF/MP in the normal way. 
Guidelines could also be Issued on the allocation of expenditures as 
between regions, etc. It  would be necessary to restrict Ministries' 
freedom to vire funds from one activity/region to another, but virement 
within activities/regions need not be so tightly controlled.

62. It  must be emphasised that, in order for such guidelines to be 
used as a way of planning expenditures, the framework of Government 
budgeting must permit the analysis of expenditures by. programme. For 
example, in Health one would want to be able to categorise votes into, 
say, rural/urban, primary/secondary and by region, etc. Ensuring that
this car. be done is more important as a first step than the derivation of 
the guidelines themselves.

63. The application of guidelines of this sort would have to be 
iterative: i.e . there would have to be some scope for adjusting the
guidelines in the light of Estimates submissions if submitting agencies 
were able to present a compelling case for doing so. At the same time it 
is important that agencies do not avoid hard choices between alternative 
uses of funds simply by always appealing to MF/MP for more and shifting to 
MF/MP the responsibility for any cuts or omissions that may be needed. 
If , therefore, a ministry is convinced that one of its activities needs 
more funds than Its guideline allows, the ministry should be required to 
propose an equivalent saving from one of its other activities.
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64. Also, such guidelines would have to aim at a gradual change in the 
composition of expenditure - the "ideal” pattern could not be achieved in 
one step but would have to be sought over a period of years. Guidelines 
could only work at a ll in a context where funds actually released 
correspond closely to the provision in the Estimates, and it would be 
essential to have timely expenditure records from which compliance with 
the guidelines could be monitored. In many cases, the decentralisation 
that is implied may be hampered by the fragmentation of sectoral 
responsibilities among a number of ministries. The approach also 
underlines the importance of the development of economic planning skills 
within sectoral ministries. (Again the development of effective 
ministerial planning units may be hampered by the institutional 
fragmentation of sectors.)

65. Deriving Expenditure Guidelines. There remains the question of 
how to set such guidelines. The problem is probably not as d ifficu lt in 
practice as it  may seem in principle. It  would be very d ifficu lt to 
determine a single "correct" level of resources to allocate to any 
activity, but a ll that is practically required is a sense of the 
qualitative directions for change. Thus, if  it  is apparent that, say, 
primary health care has been underfunded, expenditure guidelines should be 
set that allow a faster rate of growth for primary health care 
expenditures than for others; this should be continued (probably over 
several years) until the imbalance ceases to be obvious, but, since the 
process takes time, it  is not necessary to know at the outset exactly what 
its outcome w ill be - guidelines can be continually revised in the light 
of experience.114]

66. All the same, it  would be interesting to know, at least 
approximately, what would be the cost of operating Government's existing 
services properly. Indeed, this is a crucial piece of information if
Government is to plan its public expenditures rationally over the medium 
term, and it  has a direct bearing on the balance that should be struck 
between development and recurrent expenditures. There is lit t le  point in 
allocating incremental resources to new capital investment by Government 
if the real need is for additional recurrent expenditure to enable past 
investments to be properly utilised. Thus the appropriate size of the
Public Investment Programme (PIP) cannot be determined independently of
decisions about the volume of recurrent expenditure required. This is 
true for individual sectors as well as for the public expenditure 
programme as a whole.

[141 Of courses, to allow for rational adjustment by sectors the 
guidelines must have a medium-term horizon, although next year's 
ceiling may be definite while subsequent years' guidelines are more 
indicative.
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67. This point would apply even if  there were no backlog of unmet 
recurrent expenditure requirements, since new development expenditures 
generate additional recurrent expenditure commitments that need to be 
allowed for within recurrent expenditure guidelines. At project level it  
is v ita l to anticipate the recurrent implications of each project. The 
PIP project profile format (see Box 6) should take this into account. As a 
minimum, for each project an estimate should be made of the eventual 
annual recurrent cost to Government arising from its completion. As thé 
planning system strengthens it  should be possible to become more precise 
and to track the year-by-year impact of each project on the recurrent 
budget.

68. Several pragmatic ways to estimate total recurrent expenditure 
requirements, either for particular programmes/sectors or for Government 
as a whole, might be considered:

(a) An extrapolation of requirements starting from a "normal" period 
within the country.

(b) Cross-country comparisons.
(c) Comparison of Estimates requests with actual provision.
(d) Building up of an estimate from unit cost norms, as already 

discussed above.

69. These approaches are not mutually exclusive and each might have 
more relevance to some sectors than to others. With (a) the difficu lty is 
likely to be finding an appropriate reference point, since it  is so long 
since services were adequately funded and there have been such changes in 
price levels and in institutional arrangements. With (c) there may be a 
problem that compilers of Estimates requests have become cynical about the 
exercise, knowing from experience that even funds provided in the approved 
Estimates are by no means assured (see Box 3). Availability of data may 
be a problem in attempting to employ cross-country comparisons. Also, 
some activities (primary education, say) may be institutionally very 
similar in different countries, enabling comparisons to be easily drawn, 
but for others (agricultural extension, perhaps) it  may be harder to find 
good international analogies.
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IV . AID AGENCIESr[151 AID COORDINATION AND TECHNICAL ASSISTANCE

Effects of the Increasing Relative Importance of Aid

70. The financial stringency that affects most SSA governments 
naturally increases the relative importance of aid resources. This has a 
number of effects, including:

(a) It  increases the leverage that aid agencies can exert. Not only do 
governments need the money worse, they are also less able to 
mitigate leverage through fungibility. Ability to accept aid that 
has conditions attached (whether these relate to policy or
procurement) without altering the recipient country's overall
expenditure profile depends on the recipient having its own 
resources that it can direct to the activities that aid agencies are 
unwilling to support. Nowadays many countries find it  very 
d ifficu lt even to meet minimal local funding requirements that 
"unlock" external funds, and the scope for simultaneously satisfying 
aid agency preferences without substantially altering the 
recipient's resource allocation pattern is much reduced.

(b) As the relative importance of aid increases, so responsibility
within government for handling aid matters becomes a more valuable 
prize. This factor underlies the contentiousness of the allocation
of institutional responsibilities for aid coordination in many 
countries (see below).

(c) Increasing dependence on aid, combined with deterioration in
standards of government administration and accounting, means that a 
large proportion of development expenditure bypasses the regular
government budget and accounts procedures. This is an
understandable reaction by the aid agencies, but it  increases the 
difficulty of establishing what is actually happening in terms of 
public expenditures. Similarly, the monitoring of aid-financed 
expenditures and projects tends to follow the disparate requirements 
of various aid agencies, and may make more d ifficult the
government's task of monitoring the overall expenditure programmes. 
(The tendency for the boundaries between recurrent and development 
support to become blurred has already been mentioned.)

(15) Regarding terminology, a more restrictive use of the term "donor” 
would be helpful. The term is often used loosely to embrace a ll aid
agencies irrespective of the terms on which they provide aid. Even
grant aid should not be treated as a free resource (it  may for
example have substantial recurrent cost implications for the
recipient) and it is undiplomatic for the World Bank to style itself 
a donor when much of its aid Is on comparatively hard terms.
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71. Understandably, the effectiveness with which aid is mobilised and 
used has become a matter of concern both to aid agencies and to recipient 
governments. "Aid coordination" is a recurring topic in the dialogue 
between aid agencies and governments. Unfortunately, as I explain in the 
next section, the dialogue is often unproductive because of a failure to 
appreciate the diversity of tasks that the term "aid coordination" may 
cover.

Aid Management and Aid Coordination

72. Typically the dialogue about aid coordination takes place in terms 
of where the institutional responsibility for aid coordination should be 
located, and the arguments are often sterile because of failure to 
appreciate the subtleties of the issues involved. The management of aid 
has many aspects; once these are clearly distinguished, it  becomes clear 
that there are legitimate and complementary roles for the various 
government bodies that are usually involved in arguments about the proper 
allocation of aid-related responsibilities. It  is also important to 
recognise and strengthen the connections between aid management and 
development planning in general. Aid coordination is not a discrete 
activity that can be compartmentalised and assigned to a single agency 
acting in isolation.

73. It  needs also to be emphasised that aid management Is a wider set 
of activities that cannot be handled exclusively by whichever agency is 
given prime responsibility for aid coordination. There need to be
appropriate links between the Planning Ministry and other agencies and, of 
equal importance, between the aid coordination department and other 
departments of the Planning Ministry. The basic aims of aid management 
should be:

(a) To optimise external resource inflows, bearing in mind the 
capacity of Government and of the economy to service any debt 
Involved.

(b) To optimise the allocation of these resource inflows, in
support of Government's general development strategy.

(c) To ensure the effective utilisation of aid once it  is
allocated.

These basic aims are interconnected, since the volume of inflows is not 
independent of the uses to which they are put. Funds may be available for 
one purpose but not for another, the rate at which funds are disbursed 
w ill depend on the rate of implementation of the projects to which they 
are assigned, and so forth.
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74. There Is an "aid cycle" analogous to, and closely connected with, 
the "project cycle” . Its main elements are:

- obtaining aid commitments In principle
- converting such commitments into substantive agreements
- determining the specific projects/programmes to which the aid Is 

to be applied
- commencing the projects/programmes so that disbursement can begin
- carrying through and monitoring the implementation of projects so 

that disbursement is fully and rapidly achieved
- recording and meeting repayment obligations.

75. Effective aid management requires attention to a ll  the elements of 
the aid cycle. Much of the dissatisfaction that arises about aid 
management concerns failures to move smoothly from one stage of the cycle 
to another - unconsummated commitments and slow disbursements being two 
typical complaints. Yet too often the debate about aid coordination has 
been conducted with implicit reference to responsibilities for only one or 
two elements of the cycle, notably the general seeking 7>f aid and its 
allocation amongst alternative projects.

76. Aid agencies often bemoan the lack of an effective central aid 
coordinating body on the government side. This seems to relate mainly to 
two aspects:

- At the project level there is need for effective follow-up of 
problems that arise in the preparation and implementation of 
individual projects (and consequently in the flow of aid 
disbursements). The Ministry of Planning, as custodian of the 
development programme and coordinator of the Plan's preparation, 
is often the appropriate body to assume this role. (Note that this 
function requires coordination within government as much as with 
aid agencies.)
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- At aggregate level the nature of aid has been changing, it  is now 
less related to specific conditions attached independently to 
"their" projects by the various aid agencies and much more to a 
general appraisal of the country's macroeconomic management and 
development strategy as a whole. In this the aid agencies tend to 
follow World Bank and IMF leads, and the Consultative Group 
process epitomises this; it  creates a need for forums in which the 
aid agencies can discuss matters of common concern with Government 
in the intervals between CG meetings, and this in turn requires 
that the Government be able to take the in itiative in organising 
the necessary dialogue. (Again, such dialogue requires many 
participants on the Government side, but there must be a clearly 
identified agency within Government with the responsibility for 
organising Government's participation in the dialogue.)

77. Governments are often ambivalent about "aid coordination" meetings 
with aid agencies, since there is less than universal enthusiasm for the 
diminution of sovereignty that is implied in the engagement of aid 
agencies in "policy dialogue". It  could be helpful to distinguish more 
clearly between meetings that are essentially technical and those 
concerned with policy (although the boundaries inevitably blur). In some 
cases government disinclination to create or maintain forums for "policy 
dialogue" has led to a failure to address technical and bureaucratic 
obstacles to aid utilisation that government and aid agencies alike have 
an unambiguous interest in tackling. *

78. Standards of aid management are generally very low. Many (most?) 
SSA governments are too passive in this respect, leaving the initiative 
mainly with the aid agencies. Préparation of a realistic PIP is an 
important step towards better aid management since it restricts the 
freedom of manoeuvre of separate aid agencies in identifying and preparing 
projects that suit their preferences and brings into focus the question of 
which aid sources should be approached for which projects.(161 It needs 
to be emphasised that, while attempts at coordination amongst themselves 
by aid agencies may be helpful, they cannot substitute for effective aid 
management by the government itself.

[161 This is an aspect of aid management that is often very poorly 
handled. For example, each recipient has a fixed allocation of Lome 
Convention funds from the EEC. The strategy should be to draw down 
those funds as rapidly as possible, not, as often happens, to assign 
them to very long-term or Inherently slow-moving .projects.
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T e c h n ica l A ss is ta n ce

79. Public expenditure management and reform is a very sensitive area 
in which to Involve technical assistance. (Such sensitivity is reflected 
in some governments' preference for UNDP or bilateral assistance in this 
area rather than involve the World Bank.) General experience with 
technical assistance to strengthen planning performance and institutions 
has been disappointing. Short-term assistance has been effective in 
generating emergency documents, such as PIPs, but parlaying this into 
durable improvements in planning performance is more d ifficu lt.

80. As regards sensitivities:

(a) It  is important to define the allegiance of TA personnel and
consultants clearly. In most cases, irrespective of the funding 
source for the assistance, personnel should be unambiguously 
responsible to the government they are assisting. Personnel are 
bound to be less effective if  they are regarded by the government 
as agents of an external agency.

(b) A similar point applies to the Bank's conduct of Public
Expenditure Reviews. It  is probably unworldly to regard these as 
joint government/Bank exercises, but they can be of great value in 
demonstrating the kind of analyses that ought ideally to be 
undertaken by governments themselves.

81. Past failure of technical assistance has been largely due to the 
unsatisfactory nature of the systems and institutions being assisted. It  
is important to focus first on the desired outcomes of the PBS and allow 
technical assistance requirements to be inferred from this. Too often it 
is assumed that the presence of expatriate personnel per se can achieve 
improvements.

82. Tensions may be caused by misperceptions of why technical 
assistance may be needed. Governments are more likely to accept TA if the 
task involved is seen as a highly technical one (say the computation of 
ERRs, for example). Often, the real value of TA may be in helping to re­
establish relatively straightforward planning and organisational 
techniques of the kind discussed in this paper.
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1. Introduction

Most developing countries have social security systems - 
publicly administered sets of programs which provide for people 
in the event of loss of income (due to retirement/ disability, 
death of a breadwinner, illness, maternity, work-related injury, 
or unemployment) and often in the event of need for medical care 

or the expense of raising children. Usually - but not always - 
the programs are not as extensive as programs in industrial 
countries. They usually cover only a small part of the popula­
tion (often well under ten percent) and benefits are typically 
less generous than those in the industrial countries.

Still, social security systems make up a large proportion of 
public sector revenues and expenditures in a number of developing 
countries. This fact may be hidden, for in most countries, 
systems are managed by autonomous public bodies whose financial 
flows are only partially reported in central government statis­
tics. Social security systems have major implications for public 
finance for two further reasons. First, systems in most 
developing countries have growing reserve funds which finance 
much of their governments' deficits and also, sometimes, provide 
a pool of investment capital which furthers economic develop­
ment. Second, social security systems pose special financial 
dangers for central governments. Unless systems are managed 
effectively with a view to covering future liabilities, they can 
become insolvent. Already a number of systems have come to



require maj^r allocations of central-government revenues.
This paper presents a survey of the financial nature of 

social security systems in developing countries and their 

implications for public-sector finance as a whole and for the 

process of economic development. It gives only brief considera­
tion to the needs which give rise to social security systems and 
the adequacy of various countries' systems for meeting these 
needs, 1 It also passes over various issues in the administra­
tion of social security: for example, the great multiplicity of

programs and occasional failure to collect taxes, keep proper 
records, or distribute earned benefits in some Latin American 
countries (Mesa-Lago, 1986).

The remainder of this chapter will discuss what social 
security is and in what various ways it is implemented in 

developing countries. Chapter 2 will consider in more detail the 
specific provisions and financing of social security programs in 
a sample of 41 developing countries. Chapter 3 will discuss the 
implications, including potential dangers, of social security 
systems for public-sector finance generally, and Chapter 4 will 
consider the effects of social security systems on capital and 
labor markets, and thus on the process of economic development.
A final chapter will sum up the implications of this analysis for 
public policy in developing countries and for the research agenda 
of the World Bank.



O r i g i n  a n d  s p r e a d  o f  s o c i a l  S e c u r i t y

T h e  n e e d  f o r  s o c i a l  s e c u r i t y  i s  o f t e n  s e e n  t o  a r i s e  i n  t h e  

t r a n s i t i o n  f r o m  a  t r a d i t i o n a l  s o c i a l  a n d  e c o n o m i c  o r d e r  t o  a  

m o d e r n  u r b a n  s o c i e t y  a n d  i n d u s t r i a l  e c o n o m y .  T h e  l o o s e n i n g  o f  

f a m i l y ,  k i n s h i p ,  a n d  c o m m u n it y  t i e s  a n d  t h e  r i s e  o f  w a g e  l a b o r  

a d d  n e w  e l e m e n t s  t o  t h e  a g e - o l d  p r o b l e m  o f  p r o v i d i n g  f o r  t h o s e  

w h o  l a c k  a n  i n c o m e  o r  h a v e  m e d i c a l  n e e d s .  C e n t r a l  g o v e r n m e n t s  

h a v e  a s s u m e d  r e s p o n s i b i l i t y  f o r  m a k in g  t h i s  p r o v i s i o n .  2

T o  b e  s u r e ,  g o v e r n m e n t  h a s  l o n g  ( i f  n o t  g e n e r a l l y )  b e e n  

i n v o l v e d  i n  p r o v i d i n g  f o r  t h e  p o o r .  M o d e r n  s o c i a l  s e c u r i t y ,  

h o w e v e r ,  d a t e s  f r o m  t h e  l a t e  n i n e t e e n t h  c e n t u r y  w h e n  G e rm a n y  a n d  

D e n m a rk  i n s t i t u t e d  p u b l i c  p e n s i o n  s c h e m e s  f o r  t h e  g r e a t e r  p a r t  o f  

t h e i r  w o r k i n g  p o p u l a t i o n s .  A s  T a b l e  1 . 1  s u g g e s t s ,  m o s t  E u r o p e a n  

c o u n t r i e s ,  a s  w e l l  a s  s o m e  o f  t h e  m o r e  i n d u s t r i a l i z e d  c o u n t r i e s  

o f  N o r t h  a n d  S o u t h  A m e r i c a ,  a d o p t e d  p e n s i o n  s c h e m e s  a n d  o t h e r  

s o c i a l  s e c u r i t y  p r o g r a m s  i n  t h e  e a r l y  d e c a d e s  o f  t h i s  c e n t u r y .  

M o s t  r e m a i n i n g  c o u n t r i e s  ( a n d  m o s t  c o l o n i a l  a d m i n i s t r a t i o n s )  

i n s t i t u t e d  v a r i o u s  p r o g r a m s  i n  t h e  t w e n t y  y e a r s  f o l l o w i n g  t h e  

S e c o n d  W o r l d  W a r . M o s t  o f  t h e  w o r l d ' s  s m a l l e r  c o u n t r i e s  ( i . e . ,  

t h o s e  w i t h  p o p u l a t i o n s  b e l o w  o n e  m i l l i o n ) , h o w e v e r ,  h a v e  a d o p t e d  

s u c h  p r o g r a m s  o n l y  s i n c e  1 9 6 5 .

We n o t e  i n  T a b l e  1 . 2  t h a t  c o u n t r i e s  w i t h  h i g h e r  i n c o m e s  n o w , 

w h i c h  f o r  t h e  m o s t  p a r t  h a v e  h a d  s u b s t a n t i a l  m o d e r n  e c o n o m i c  

s e c t o r s  f o r  a  l o n g e r  t i m e ,  t e n d  t o  h a v e  a d o p t e d  s o c i a l  s e c u r i t y  

p r o g r a m s  e a r l i e r .  S t i l l ,  a s  o f  1 9 8 5  a t  l e a s t  2 4  o u t  o f  37  

l o w - i n c o m e  e c o n o m i e s  h a v e  p r o g r a m s  w h i c h  a t  l e a s t  c o v e r  w o r k -



r e l a t e d  i n j u r y  a n d  p r o v i d e  p e n s i o n s  f o r  t h o s e  r e t i r e d  d u e  t o  a g e  

o r  d i s a b i l i t y  a n d ,  u s u a l l y ,  f o r  d e p e n d e n t  s u r v i v o r s .

T y p e s  o f  B e n e f i t s

T a b l e s  1 . 1  a n d  1 . 2  a l s o  s h o w  t h e  t y p i c a l  p r o g r e s s i v e  

i n s t i t u t i o n  o f  p r o g r a m s  f o r  d i f f e r e n t  t y p e s  o f  b e n e f i t s .

U s u a l l y ,  w o r k - i n j u r y  b e n e f i t s  ( e a r n i n g s  r e p l a c e m e n t  a n d  m e d i c a l  

e x p e n s e )  a r e  t h e  f i r s t  p r o v i s i o n  t o  b e  i n s t i t u t e d .  3 A f t e r  

p e n s i o n s  f o r  o l d  a g e ,  d i s a b i l i t y ,  â n d  d e a t h  o f  a  f a m i l y ' s  

b r e a d - w i n n e r ,  t h e  m o s t  com m on  b e n e f i t s  a r e  r e p l a c e m e n t  o f  

e a r n i n g s  ( c a s h  b e n e f i t s )  i n  t h e  e v e n t  o f  s i c k n e s s  a n d  m a t e r n i t y ,  

a n d  m e d i c a l  c a r e  ( p r o v i d e d  d i r e c t l y )  o r  e l s e  ( r a r e l y )  h o s p i t a l ­

i z a t i o n  i n s u r a n c e .  4 F a m i l y  a l l o w a n c e s  -  b e n e f i t s  f o r  r a i s i n g  

c h i l d r e n  -  a r e  q u i t e  com m on  i n  t h e  i n d u s t r i a l  c o u n t r i e s ,  m i d d l e -  

i n c o m e  E u r o p e a n  c o u n t r i e s ,  c o u n t r i e s  i n  A f r i c a  w h i c h  h a v e  a  

F r e n c h  c o l o n i a l  h e r i t a g e ,  a n d  m u ch  o f  S o u t h  ( b u t  n o t  C e n t r a l )  

A m e r i c a .  P a r t i a l  r e p l a c e m e n t  o f  e a r n i n g s  d u r i n g  p e r i o d s  o f  

i n v o l u n t a r y  u n e m p lo y m e n t  i s  u n i v e r s a l  i n  t h e  i n d u s t r i a l  m a r k e t  

c o u n t r i e s  b u t  n o t  com m on  i n  d e v e l o p i n g  c o u n t r i e s .

P r i n c i p l e s  o f  B e n e f i t s  a n d  F i n a n c e

S o c i a l  s e c u r i t y  p r o g r a m s  a r e  i n t e n d e d  t o  p r o v i d e  a d e q u a t e l y  

f o r  t h e i r  b e n e f i c i a r i e s ,  w h e t h e r  t h i s  a d e q u a c y  i s  v i e w e d  a s  partial 
r e p l a c e m e n t  o f  p r e v i o u s  e a r n i n g s  o r  a s  p r o v i d i n g  a  m in im u m  o r  

s t a n d a r d  l e v e l  o f  b e n e f i t  t o  a l l .  U s u a l l y  a  p r a g m a t i c  b a l a n c e  is 
r e a c h e d  b e t w e e n  a  c o n c e p t  o f  s o c i a l  e q u i t y ,  w h i c h  i n v o l v e s



r e d i s t r i b u t i o n  f r o m  t h o s e  b e t t e r  o f f  t o  t h o s e  w o r s e  o f f ,  5 a n d  

i n d i v i d u a l  e q u i t y ,  w h i c h  i n v o l v e s  p r o v i d i n g  p e o p l e  w i t h  b e n e f i t s  

e q u a l  i n  ( e x p e c t e d ,  d i s c o u n t e d )  v a l u e  t o  t h e i r  c o n t r i b u t i o n s  o r  

t a x e s .  I n  n e a r l y  a l l  c a s e s  b o t h  w o r k e r s  a n d  t h e i r  e m p l o y e r s  a r e  

d e e m e d  r e s p o n s i b l e  t o  c o n t r i b u t e  t o  t h e  f u n d i n g  o f  s o c i a l  

s e c u r i t y  b e n e f i t s  t h r o u g h  t a x e s  o n  w a g e  o r  s a l a r y  e a r n i n g s .  

A d d i t i o n a l  f u n d i n g  m ay  c o m e  f r o m  g e n e r a l  s t a t e  r e v e n u e s  o r  

e a r - m a r k e d  t a x e s .

F i v e  a l t e r n a t i v e  p r i n c i p l e s  a r e  c o m m o n ly  e m p l o y e d  f o r  d e t e r ­

m i n i n g  l e v e l s  o f  s o c i a l  s e c u r i t y  b e n e f i t s  a n d  f i n a n c i n g  t h e m .  T h e  

p a n e l s  i n  T a b l e  2 s h o w  t h e  a p p l i c a t i o n  o f  t h e s e  p r i n c i p l e s  i n  

c o u n t r i e s  w i t h  d i f f e r e n t  l e v e l s  o f  i n c o m e  p e r  c a p i t a .

T h e  p r i n c i p l e  m o s t  o f t e n  a p p l i e s  i s  t h a t  o f  s o c i a l  i n s u r ­

a n c e .  S o c i a l  i n s u r a n c e  s c h e m e s  a r e  f u n d e d  p r i n c i p a l l y  b y  t h e  

e a r n i n g s - r e l a t e d  c o n t r i b u t i o n s  o f  w o r k e r s  a n d / o r  t h e i r  e m p l o y ­

e r s .  6 E a r n i n g s - r e p l a c i n g  b e n e f i t s  u n d e r  s o c i a l  i n s u r a n c e  v a r y  

p o s i t i v e l y  w i t h  a  c o v e r e d  w o r k e r ' s  e a r n i n g s .

U n i v e r s a l  b e n e f i t s  a r e  o f  u n i f o r m  a m o u n t  a n d  a p p l y  t o  a l l  

r e s i d e n t s  w h o  e x p e r i e n c e  a  g i v e n  c o n t i n g e n c y .  S om e p e n s i o n  

s c h e m e s  ( c h i e f l y  i n  t h e  i n d u s t r i a l  c o u n t r i e s )  c o m b i n e  a  u n i f o r m  

b e n e f i t  w i t h  a n  e a r n i n g s - r e l a t e d  c o m p o n e n t .  M e d i c a l  c a r e ,  

h o s p i t a l i z a t i o n  i n s u r a n c e ,  a n d  f a m i l y  a l l o w a n c e s  a r e  g e n e r a l l y  

p r o v i d e d  o n  a  u n i v e r s a l  b a s i s ;  T a b l e  2 (a n d  T a b l e  3 b e l o w )  

r e p o r t s  t h e s e  b e n e f i t s  a s  " s o c i a l  i n s u r a n c e , "  h o w e v e r ,  i n  c a s e s  

w h e r e  s u c h  s c h e m e s  a r e  f i n a n c e d  f r o m  e m p l o y e r  a n d  w o r k e r  

c o n t r i b u t i o n s .



A  t h i r d  p r i n c i p l e ,  s o c i a l  a s s i s t a n c e  o r  m e a n s - t e s t i n g ,  

d i r e c t s  b e n e f i t s  s p e c i f i c a l l y  t o  t h o s e  i n  g r e a t e s t  a p p a r e n t  

n e e d .  I t  i s  a p p l i e d  e i t h e r  a l o n e  o r  i n  c o n j u n c t i o n  w i t h  o t h e r  

p r i n c i p l e s ,  b u t  i t  i s  n o w  r a r e l y  u s e d .

E m p l o y e r  l i a b i l i t y ,  w h i c h  i s  o f t e n  a p p l i e d  i n  c o n j u n c t i o n  

w i t h  m a n d a t o r y  p r i v a t e  i n s u r a n c e ,  i s  u s e d  b y  s o m e  c o u n t r i e s  t o  

a c c o m p l i s h  t h e  g o a l s  o f  s o c i a l  s e c u r i t y  w i t h o u t  i n v o l v i n g  t h e  

p u b l i c  s e c t o r  i n  i t s  p r o v i s i o n .  T a b l e  2 g i v e s  c o u n t s  f o r  t h e s e  

p r o g r a m s  b u t  d o e s  n o t  i n c l u d e  th e m  i n  t o t a l s  f o r  s o c i a l  s e c u r i t y  

p r o g r a m s . 7

F i n a l l y ,  p r o v i d e n t  f u n d s  c o l l e c t  c o n t r i b u t i o n s  f r o m  w o r k e r s  

a n d  e m p l o y e r s  i n t o  p e r s o n a l  a c c o u n t s  f r o m  w h i c h  w o r k e r s  ( o r  t h e i r  

s u r v i v o r s )  c a n  d r a w  i n  t h e  e v e n t s  o f  o l d  a g e ,  d i s a b i l i t y ,  d e a t h ,  

a n d  i n  s o m e  c a s e s  o t h e r  c o n t i n g e n c i e s .  B e n e f i t s  a r e  p a i d  a s  lu m p  

stu n s i n  t h e  a m o u n t  o f  a c c u m u l a t e d  c o n t r i b u t i o n s  p l u s  i n t e r e s t .  

T h e y  a r e ,  e f f e c t i v e l y ,  f o r c e d  s a v i n g s  s c h e m e s .  S om e  p r o v i d e n t  

f u n d s  o r i g i n a t e d  a s  r e g u l a t e d  p r i v a t e  s c h e m e s  i n  B r i t i s h  c o l o n i e s  

w h i c h  w e r e  n a t i o n a l i z e d  a n d  e x p a n d e d  a f t e r  i n d e p e n d e n c e .  O t h e r s  

w e r e  i n s t i t u t e d  a s  p u b l i c  s c h e m e s  f r o m  t h e  o u t s e t .  I n  a  f e w  

c a s e s  p r o v i d e n t  f u n d s  h a v e  b e e n  c o n v e r t e d  i n t o  s o c i a l  i n s u r a n c e  

s c h e m e s .  P r o v i d e n t  f u n d s  a r e  s o m e t i m e s  f a v o r e d  f o r  t h e i r  

a d m i n i s t a t i v e  s i m p l i c i t y  a n d  f o r  t h e i r  a c c u m u l a t i o n  o f  s i z e a b l e  

r e s e r v e s  w h i c h  m ay  b e  a p p l i e d  t o  c a p i t a l  a c c u m u l a t i o n  o r  t h e  

f u n d i n g  o f  g o v e r n m e n t  d e b t .



R e s e r v e  f u n d s ,  g e n e r o s i t y  o f  b e n e f i t s ,  a n d  l o n g - r u n  f i n a n c i a l  
s o l v e n c y

P r o v i d e n t  f u n d s ,  b y  d e f i n i t i o n ,  m a i n t a i n  r e s e r v e  f u n d s  e q u a l  

i n  v a l u e  t o  t h e i r  l i a b i l i t i e s  f o r  f u t u r e  b e n e f i t  p a y m e n t s ,  a n d  

t h e y  r e t u r n  t o  t h e i r  p a r t i c i p a n t s  a n  a m o u n t  e q u a l  i n  e x p e c t e d  

p r e s e n t  v a l u e  t o  t h e i r  (a n d  t h e i r  e m p l o y e r s ' )  c o n t r i b u t i o n s .

E a r l y  s o c i a l - i n s u r a n c e  p e n s i o n  s c h e m e s ,  b o t h  i n  E u r o p e  a n d  i n  

L a t i n  A m e r i c a ,  a l s o  h a d  t h e s e  c h a r a c t e r i s t i c s ;  t h u s  t h e y  o p e r a t e d  

o n  t h e  sa m e  p r i n c i p l e s  a s  t h e  p r i v a t e  i n s u r a n c e  w h i c h  h a d  o f t e n  

p r e v i o u s l y  b e e n  o f f e r e d  b y  m u t u a l - a i d  s o c i e t i e s  a n d  s i m i l a r  

i n s t i t u t i o n s  -  e x c e p t  t h a t  c o v e r a g e  w a s  m a d e  m a n d a t o r y  a n d  

e x t e n d e d  t o  l a r g e r  g r o u p s  o f  w o r k e r s .

N a t u r a l l y ,  i t  w a s  r e a l i z e d  t h a t  b y  d r a w i n g  d o w n  t h e  r e s e r v e  

f u n d s  b e n e f i t s  c a n ,  f o r  a  t i m e ,  b e  r a i s e d  a b o v e  l e v e l s  t h a t  

s i m p l y  p r o v i d e  a  f a i r  r e t u r n  o n  c o n t r i b u t i o n s .  T h u s  a l l  t h e  

e a r l y  s o c i a l  i n s u r a n c e  p e n s i o n  s c h e m e s  m o v e d  t o w a r d s  t h e  p r i n c i ­

p l e  o f  " p a y - a s - y o u - g o "  f i n a n c i n g ,  u n d e r  w h i c h  c u r r e n t  c o n t r i b u ­

t i o n s  p a y  f o r  c u r r e n t  b e n e f i t s .  8 9 S om e o f  t h e s e  s y s t e m s ,  b o t h  

i n  E u r o p e  a n d  i n  L a t i n  A m e r i c a ,  h a v e  r e q u i r e d  s p e c i a l  e a r - m a r k e d  

t a x e s  o r  s p e c i a l  a l l o c a t i o n s  f r o m  g e n e r a l  r e v e n u e s  t o  r e m a i n  

s o l v e n t .

T h e  y o u n g e r  s o c i a l - s e c u r i t y  p e n s i o n  s c h e m e s  i n  d e v e l o p i n g  

c o u n t r i e s  h a v e  h a d  m u ch  l e s s  i n  t h e  w a y  o f  p r e v i o u s  p r i v a t e  

s y s t e m s  t o  b u i l d  u p o n .  F o r  t h e  m o s t  p a r t  t h e y  n e v e r  i n t e n d e d  t o  

m a i n t a i n  f u l l - f u n d i n g  -  t o d a y  o n l y  K u w a i t 's  s c h e m e ,  C h i l e ' s  n ew  

p r i v a t i z e d  s y s t e m ,  a n d  t h e  v a r i o u s  p r o v i d e n t  f u n d s  a r e  f u l l y -



f u n d e d  -  b u t  t h e y  d o  o p e r a t e  o n  t h e  b a s i s  o f  p a r t i a l - r e s e r v e  

f i n a n c i n g ,  w i t h  a  v i e w  t o  a s s u r i n g  s o l v e n c y  o v e r  a  h o r i z o n  o f  a  

f e w  d e c a d e s  i n t o  t h e  f u t u r e .  M any o f  t h e m ,  i n  f a c t ,  a r e  a c c u m u ­

l a t i n g  s u b s t a n t i a l  s u r p l u s e s  ( s o m e t i m e s  o v e r  h a l f  t h e i r  r e v e n u e s )  

i n t o  r e s e r v e  f u n d s .  T h i s  a c c u m u l a t i o n  i s  l a r g e l y  f o r  t h e  r e a s o n  

t h a t  t h e  p e n s i o n  s c h e m e s  h a v e  n o t  y e t  " m a t u r e d ”  -  t h e y  d o  n o t  y e t  

h a v e  a  f u l l  c o m p l e m e n t  o f  p e n s i o n e r s  e l i g i b l e  f o r  f u l l  b e n e f i t s .

C h a p t e r  3 c o n s i d e r s  a t  g r e a t e r  l e n g t h  t h e  f i n a n c i a l  d i f f i ­

c u l t i e s  o f  s o m e  L a t i n  A m e r i c a n  s c h e m e s  a n d  t h e  p r o s p e c t s  f o r  t h e  

c o n t i n u e d  f i n a n c i a l  s o l v e n c y  o f  t h e  y o u n g e r  s c h e m e s  i n  d e v e l o p i n g  

c o u n t r i e s .



2 .  B e n e f i t s ^  a n d  F i n a n ç a  i n  a  S a m p le  o f  C o u n t r i e s

We n o w  t u r n  f r o m  t h e s e  g e n e r a l  c o n s i d e r a t i o n s  t o  a n  e x a m i n a ­

t i o n  o f  t h e  s t r u c t u r e  o f  s o c i a l  s e c u r i t y  i n  a  s a m p l e  o f  4 1  

d e v e l o p i n g  c o u n t r i e s  d r a w n  f r o m  e v e r y  m a j o r  r e g i o n  o f  t h e  w o r l d .  

O u r  s a m p l e  a l s o  c o n s i d e r s  t h r e e  i n d u s t r i a l  m a r k e t  c o u n t r i e s  ( n o t  

e s p e c i a l l y  t y p i c a l )  i n  o r d e r  t o  e n a b l e  s o m e  c o m p a r i s o n  w i t h  t h e m .

T y p e s ,  P r i n c i p l e s ,  a n d  L e v e l  o f  B e n e f i t s

T a b l e  3 p r e s e n t s  t h e  r a n g e  o f  b e n e f i t s  p r o v i d e d  b y  t h e  

s o c i a l  s e c u r i t y  s y s t e m s  i n  o u r  s a m p l e ,  t h e  p r i n c i p l e s  b y  w h i c h  

t h e s e  b e n e f i t s  a r e  f i n a n c e d ,  a n d  a  p a r t i a l  a c c o u n t  o f  h o w  

r e t i r e m e n t  p e n s i o n s  a r e  d e t e r m i n e d .  W i t h i n  e a c h  r e g i o n a l  s e c t i o n  

c o u n t r i e s  a r e  o r d e r e d  f r o m  t h e  l o w e s t  p e r - c a p i t a  i n c o m e  t o  t h e  

h i g h e s t .  A s  i n  T a b l e s  1 a n d  2 a b o v e ,  w e  n o t e  t h a t  t h e  f u l l e s t  

r a n g e  o f  b e n e f i t s  a r e  p r o v i d e d  i n  L a t i n  A m e r i c a  a n d  i n  E u r o p e ,  

t h e  M i d d l e  E a s t ,  a n d  N o r t h  A f r i c a .  S o c i a l  i n s u r a n c e  i s  t h e  m o s t  

com m on  p r i n c i p l e  o f  p r o v i s i o n ,  p r o v i d e n t  f u n d s  a r e  com m on  i n  

S u b - s a h a r a n  A f r i c a  a n d  A s i a  ( n e a r l y  a l w a y s  i n  f o r m e r  B r i t i s h  

c o l o n i e s ) , a n d  e m p l o y e r  l i a b i l i t y  i s  o c c a s i o n a l l y  i n v o k e d  

( e s p e c i a l l y  i n  A f r i c a )  f o r  c a s h  s i c k n e s s  a n d  m a t e r n i t y  b e n e f i t s ,  

s o m e  m e d i c a l  c a r e ,  u n e m p lo y m e n t  ( s e v e r a n c e )  b e n e f i t s ,  a n d  m o s t  

o f t e n  f o r  w o r k - i n j u r y  i n s u r a n c e .  C h i n a ,  n o t a b l y ,  c h a r g e s  i t s  

c o l l e c t i v e s  a n d  o t h e r  e m p l o y e r s  w i t h  r e s p o n s i b i l i t y  f o r  t h e  f u l l  

r a n g e  o f  b e n e f i t s  p r o v i d e d  1 ( W a l l i c h  Í 9 8 6 ) . S e v e r a l  c o u n t r i e s  

h a v e  p r o g r a m s  w h i c h  o p e r a t e  u n d e r  a  c o m b i n a t i o n  o f  p r i n c i p l e s ,



a d d i n g  s o c i a l  a s s i s t a n c e ,  u n i v e r s a l  b e n e f i t s ,  o r  e m p l o y e r  

l i a b i l i t y  t o  s o c i a l  i n s u r a n c e  o r  p r o v i d e n t  f u n d s .

S i n c e  1 9 8 1  C h i l e  h a s  l a r g e l y  p r i v a t i z e d  i t s  s o c i a l  s e c u r i t y  

s y s t e m .  P r e v i o u s l y  t h e  c o u n t r y  ( l i k e  m a n y  L a t i n  A m e r i c a n  n a t i o n s  

s t i l l )  h a d  a  n u m b e r  o f  s o c i a l  i n s u r a n c e  s y s t e m s  c o v e r i n g  d i f f e r ­

e n t  s e t s  o f  w o r k e r s .  T h o s e  s y s t e m s  (n o w  p a r t i a l l y  u n i f i e d )  a r e  

s t i l l  i n  e f f e c t  f o r  r e t i r e e s  a n d  t h e  4 0  p e r c e n t  o f  t h e  a c t i v e  

l a b o r ,  f o r c e  w h o  h a v e  n o t  s w i t c h e d  t o  t h e  n e w  s y s t e m .  S e v e r a l  

p r i v a t e  c o m m p a n ie s  h a v e  b e e n  o r g a n i z e d  t o  o p e r a t e  u n d e r  s t a t e  

s u p e r v i s i o n ,  p r o v i d i n g  p e n s i o n s ,  o n  a  f u l l y - f u n d e d  b a s i s ,  a s  w e l l  

a s  c a s h  s i c k n e s s  a n d  m a t e r n i t y  b e n e f i t s  a n d  m e d i c a l  i n s u r a n c e  

( L a c e y  1 9 8 7 ) .

U n d e r  t h e  h e a d i n g  " m e d i c a l  c a r e "  w e  n o t e ,  b y  t h e  l e t t e r  " M " ,  

c o u n t r i e s  i n  w h i c h  a  p u b l i c  m e d i c a l  s y s t e m  o p e r a t e s  s e p a r a t e l y  

f r o m  t h e  s o c i a l  s e c u r i t y  s y s t e m .  P o s s i b l y  n o t  a l l  s u c h  s y s t e m s  

a r e  n o t e d ,  h o w e v e r .

A n o t h e r  s u b s t a n t i a l  o m i s s i o n  i s  t h a t  o f  t h e  co m m o n , b u t  n o n ­

l e g i s l a t e d ,  p r o v i s i o n  o f  p r i v a t e  p e n s i o n s  a n d  p r i v a t e  i n s u r a n c e , ,  

o f t e n  t h r o u g h  e m p l o y e r s ,  i n  s e v e r a l  c o u n t r i e s .  T h i s  p r a c t i c e  i s  

m u ch  m o r e  co m m o n , h o w e v e r ,  i n  t h e  i n d u s t r i a l  m a r k e t  c o u n t r i e s  -  

m o s t  n o t a b l y  i n  t h e  U n i t e d  S t a t e s .

T h e  l a s t  t h r e e  c o l u m n s  o f  T a b l e  3 p r e s e n t  a  v e r y  su m m a ry  

a c c o u n t  o f  w h o  i s  e l i g i b l e  f o r  o l d - a g e  p e n s i o n s  a n d  h o w  s u b s t a n ­

t i a l  a r e  t h e  b e n e f i t s  p r o v i d e d .  .T h e  n o r m a l  r e t i r e m e n t  a g e  i s  t h e  

a g e  a t  w h i c h  c o v e r e d  w o r k e r s  ( s o m e t i m e s  w i t h  e x c e p t i o n s  f o r  

m i n e r s ,  o t h e r  o c c u p a t i o n s ,  o r  t h e  u n e m p l o y e d )  a r e  e l i g i b l e  f o r



f u l l  b e n e f i t s .  I n  m an y  c a s e s  r e d u c e d  b e n e f i t s  a r e  a v a i l a b l e  a t  a  

l o w e r  a g e ,  a n d  s o m e t i m e s  h i g h e r  b e n e f i t s  a r e  g i v e n  t o  t h o s e  w h o  

d e l a y  r e t i r e m e n t  u n t i l  a f t e r  t h e  n o r m a l  a g e .  We s e e  i n  t h e  t a b l e  

t h a t  n o r m a l  r e t i r e m e n t  a g e s  a r e  6 0  t o  6 5  f o r  m e n , a n d  u s u a l l y  

l o w e r  f o r  w o m e n , i n  m o s t  o f  t h e  i n d u s t r i a l  m a r k e t  c o u n t r i e s ,

L a t i n  A m e r i c a ,  a n d  E u r o p e ,  t h e  M i d d l e  E a s t ,  a n d  N o r t h  A f r i c a .  I n  

S u b - s a h a r a n  A f r i c a  a n d  A s i a ,  w h i c h  f o r  t h e  m o s t  p a r t  h a v e  l o w e r  

l i f e  e x p e c t a n c i e s ,  n o r m a l  r e t i r e m e n t  a g e s  a r e  u s u a l l y  5 5  o r  60  

f o r  m en  a n d  s o m e t i m e s  l o w e r  f o r  w o m e n . M o s t  p r o v i d e n t  f u n d s  

p e r m i t  w i t h d r a w a l  f r o m  o n e ' s  a c c o u n t  a t  a g e  5 5 ,  o f t e n  w i t h o u t  a n y  

r e q u i r e m e n t  f o r  a c t u a l  r e t i r e m e n t .  U n d e r  s o c i a l  i n s u r a n c e  

p r o g r a m s  r u l e s  f o r  a c t u a l  r e t i r e m e n t  v a r y  w i d e l y .

L e v e l s  o f  b e n e f i t s  n e a r l y  a l w a y s  d e p e n d  o n  b o t h  t h e  n u m b e r  

o f  y e a r s  o f  c o n t r i b u t i o n s  a n d  t h e  l e v e l  o n  o n e ' s  e a r n i n g s  ( o r  o f  

o n e ' s  c o n t r i b u t i o n s )  o v e r  e i t h e r  t h e  l a s t  s e v e r a l  y e a r s  o f  o n e ' s  

w o r k i n g  l i f e  o r  e l s e  a l l  o f  o n e ' s  c o v e r e d  w o r k i n g  l i f e .  T h e  

r u l e s  w h i c h  g o v e r n  b e n e f i t s  a r e  o f t e n  q u i t e  c o m p l e x ,  s o  t h a t  t h e  

f i g u r e s  i n  t h e  l a s t  t w o  c o l u m n s  o f  T a b l e  3 a r e  h a r d l y  c o m p l e t e  i n  

t h e  i n f o r m a t i o n  t h e y  c o n v e y .  I n  m o s t  c a s e s  t h e  s p e c i f i e d  n u m b e r  

o f  y e a r s  o f  r e q u i r e d  c o n t r i b u t i o n s  m a k e s  o n e  e l i g i b l e  f o r  t h e  

m in im u m  s p e c i f i e d  e a r n i n g s  r e p l a c e m e n t  r a t e ,  w h i l e  a d d i t i o n a l  

y e a r s  o f  c o n t r i b u t i o n s  m a k e s  o n e  e l i g i b l e  f o r  a  h i g h e r  r e p l a c e ­

m e n t  r a t e .  S o m e t i m e s ,  h o w e v e r ,  h i g h e r  r e p l a c e m e n t  r a t e s  a r e  f o r  

t h o s e  w i t h  l o w e r  a v e r a g e  e a r n i n g s  ( i . e . ,  t h e  b e n e f i t  f o r m u l a  i s  

p r o g r e s s i v e ) . O f t e n  t h e  l e g i s l a t e d  f g r m u l a e  f o r  l e v e l s  o f  

b e n e f i t s  d o  n o t  s p e c i f y  a  r e p l a c e m e n t  r a t e .  I n  t h e s e  c a s e s  a  " c "



i n  t h e  t a t o l e  i n d i c a t e s  t h a t  b e n e f i t s  v a r y  w i t h  t o t a l  c o n t r i b u ­

t i o n s  o r  c o v e r e d  e a r n i n g s .  " B "  i n  t h i s  c o l u m n  d e s i g n a t e s  t h a t  

t h e r e  i s  a  " b a s e "  l e v e l  o f  b e n e f i t s  t o  w h i c h  a r e  a d d e d  b e n e f i t s  

w h i c h  v a r y  w i t h  c o n t r i b u t i o n s  o r  e a r n i n g s .  P r o v i d e n t  f u n d s ,  

i n d i c a t e d  b y  " P " ,  p a y  a  lu m p -s u m  b e n e f i t  i n  t h e  a m o u n t  o f  

a c c u m u l a t e d  c o n t r i b u t i o n s  p l u s  i n t e r e s t .

We s e e  t h a t ,  f o r  t h e  m o s t  p a r t ,  p e n s i o n  b e n e f i t s  r e p l a c e  

b e t w e e n  o n e  t h i r d  a n d  f o u r  f i f t h s  o f  o n e ' s  p r e - r e t i r e m e n t  

e a r n i n g s  -  w i t h  b e n e f i t s  c l o s e r  t o ' t h e  h i g h e r  f i g u r e  f o r  l o n g  

p e r i o d s  o f  c o v e r a g e .  T h e r e  i s  l i t t l e  g e n e r a l  d i f f e r e n c e  i n  

r e p l a c e m e n t  r a t e s  a m o n g  r e g i o n s ,  o r  f o r  t h a t  m a t t e r  b e t w e e n  

c o u n t r i e s  o f  d i f f e r e n t  i n c o m e  l e v e l s  w i t h i n  a  r e g i o n .

E x t e n t  o f  C o v e r a g e  i n  t h e  P o p u l a t i o n

I n  m o s t  o f  t h e  d e v e l o p i n g  w o r l d  s o c i a l  s e c u r i t y  a p p l i e s  

m a i n l y  t o  u r b a n  w a g e  l a b o r  -  u s u a l l y  a  s m a l l  p a r t  o f  t h e  p o p u l a ­

t i o n .  O n l y  i n  t h e  m i d d l e - i n c o m e  c o u n t r i e s  o f  E u r o p e ,  i n  s e v e r a l  

c o u n t r i e s  i n  L a t i n  A m e r i c a ,  a n d  i n  a  f e w  o t h e r  c o u n t r i e s  s u c h  a s  

I s r a e l ,  M a u r i t i u s ,  a n d  S i n g a p o r e  i s  t h e  m a j o r i t y  o f  t h e  l a b o r  

f o r c e  a n d  p o p u l a t i o n  c o v e r e d .  I n  m o s t  o t h e r  c o u n t r i e s  i t  s e e m s  

l i k e l y ,  b a s e d  o n  c a t e g o r i e s  o f  c o v e r e d  w o r k e r s ,  t h a t  l e s s  t h a n  

t e n  p e r c e n t  o f  t h e  p o p u l a t i o n  i s  c o v e r e d .  A s  M e s a - L a g o  ( 1 9 8 6 )  

n o t e s  f o r  t h e  L a t i n  A m e r i c a n  c o u n t r i e s ,  " I n  g e n e r a l  t h e  e x t e n s i o n  

o f  r i s k  c o v e r a g e  h a s  b e e n  m u ch  f a s t e r  t h a n  t h a t  o f  p o p u l a t i o n  

c o v e r a g e . . . .  [ 0 ] f t e n  a  m i n o r i t y  o f  t h e  p o p u l a t i o n  i s  c o v e r e d  

a g a i n s t  a l l  r i s k s ,  b u t  t h e  m a j o r i t y  i s  n o t  p r o t e c t e d  a g a i n s t  a n y



r i s k s  a t  a H . "  2

T a b l e  4 p r e s e n t s  t h e  r e s u l t s  o f  M e s a - L a g o 's  ( 1 9 8 6 )  s t u d y  o f  

s ó c i a l  s e c u r i t y  c o v e r a g e  i n  L a t i n  A m e r i c a .  2 F o r  t h e  m o s t  p a r t  

e x t e n t  o f  c o v e r a g e  v a r i e s  d i r e c t l y  w i t h  p e r - c a p i t a  i n c o m e ,  

a l t h o u g h  t h e  c o u n t r i e s  o f  n o r t h e r n  S o u t h  A m e r i c a  a n d  C e n t r a l  

A m e r i c a  h a v e  l o w e r  c o v e r a g e  t h a n  c o u n t r i e s  o f  c o m p a r a b l e  i n c o m e  

f u r t h e r  s o u t h .  S e v e r a l  h i g h e r - i n c o m e  c o u n t r i e s  p r o v i d e  m o r e  

e x t e n s i v e  c o v e r a g e  f o r  s i c k n e s s  a n d  m a t e r n i t y  b e n e f i t s  t h a n  f o r  

p e n s i o n s .  A m on g  t h e  l o w e r - i n c o m e  c o u n t r i e s  s i c k n e s s  a n d  

m a t e r n i t y  b e n e f i t s  a r e  a v a i l a b l e  l e s s  w i d e l y  t h a n  p e n s i o n s .

U n f o r t u n a t e l y  t h e r e  a r e  ( a p p a r e n t l y )  n o  c o m p a r a b l e  s t u d i e s  

f o r  o t h e r  d e v e l o p i n g  c o u n t r i e s .  B r i e f ,  s o m e t i m e s  i m p r e c i s e  

d e s c r i p t i o n s  o f  t h e  c o v e r e d  p o p u l a t i o n  a r e ,  h o w e v e r ,  p r o v i d e d  i n  

t h e  U n i t e d  S t a t e s  S o c i a l  S e c u r i t y  A d m i n i s t r a t i o n ' s  b i e n n i a l  

r e p o r t  S o c i a l  S e c u r i t y  P r o g r a m s  T h r o u g h o u t  t h e  W o r l d . T h e s e  

d e s c r i p t i o n s  m a k e  i t  c l e a r  t h a t  t h e r e  a r e  s u b s t a n t i a l  r e s t r i c ­

t i o n s  e v e n  o n  t h e  e x t e n t  o f  c o v e r a g e  o f  u r b a n  w a g e  l a b o r  i n  

(a m o n g  o u r  s a m p l e  o f  d e v e l o p i n g  c o u n t r i e s )  G h a n a , N i g e r i a ,  I n d i a ,  

P a k i s t a n ,  I n d o n e s i a ,  T h a i l a n d ,  K o r e a ,  a n d  S i n g a p o r e .  4 I n  t h e s e  

c a s e s  o n l y  l a r g e r  e m p l o y e r s  o r  a  l i m i t e d  r a n g e  o f  i n d u s t r i e s  a r e  

c o v e r e d .  I n  m an y  o t h e r  o f  o u r  s a m p l e  c o u n t r i e s ,  s o c i a l  s e c u r i t y  

d o e s  n o t  a p p l y  t o  d o m e s t i c  w o r k e r s  o r  c a s u a l  w o r k e r s . F a m i l y  

w o r k e r s  -  u s u a l l y  a  s u b s t a n t i a l  p o r t i o n  o f  u r b a n  ( a s  w e l l  a s  

r u r a l )  w o r k e r s  -  a r e  s e l d o m  c o v e r e d .  T h e  u r b a n  s e l f - e m p l o y e d  a r e  

c o v e r e d  i n  E g y p t ,  C y p r u s ,  I s r a e l ,  P o r t u g a l ,  a n d  Y u g o s l a v i a ;  t h e y  

a r e  a l s o  c o v e r e d  v o l u n t a r i l y  o r  i n  a  l i m i t e d  r a n g e  o f  o c c u p a t i o n s



i n  M a u r i t i u s ,  H u n g a r y ,  C h i n a ,  I n d o n e s i a ,  t h e  P h i l i p p i n e s ,  a n d  

S i n g a p o r e .  I t  i s  o f t e n  n o t  c l e a r  i n  t h e s e  d e s c r i p t i o n s  t o  w h a t  

e x t e n t  r u r a l  e m p l o y e e s  o r  t h e  r u r a l  s e l f - e m p l o y e d  a r e  c o v e r e d .  

T h e r e  i s  c e r t a i n l y  c o v e r a g e  f o r  a t  l e a s t  s o m e  r u r a l  w o r k e r s  i n  

Z a m b i a ,  C a m e r o o n ,  M o r o c c o ,  I s r a e l ,  H u n g a r y ,  P o r t u g a l ,  Y u g o s l a v i a ,  

S r i  L a n k a ,  a n d  C h i n a .  5

M e s a - L a g o  ( 1 9 8 6 )  p o i n t s  o u t  t h a t  i n  L a t i n  A m e r i c a ,  " c o v e r a g e  

t e n d s  t o  b e  p o s i t i v e l y  c o r r e l a t e d  w i t h  i n c o m e ,  t h e  d e g r e e  o f  

s k i l l  a t  w o r k  a n d  t h e  p o w e r  o f  p r e s s u r e  g r o u p s . "  S i m i l a r l y ,  i n  

t h e  r e s t  o f  t h e  d e v e l o p i n g  w o r l d  i t  i s  t h e  u r b a n  e l i t e s  w h o  

r e c e i v e  t h e  m o s t  p r o t e c t i o n  u n d e r  s o c i a l  s e c u r i t y  w h i l e  n e e d i e r  

g r o u p s  a r e  n o t  c o v e r e d .  6 T h i s  b e c o m e s  a  m a t t e r  o f  p a r t i c u l a r  

c o n c e r n  t o  t h e  e x t e n t  t h a t  s o c i a l  s e c u r i t y  i s  p a i d  f o r  o u t  o f  

g e n e r a l  r e v e n u e s  o r  w i l l  l a t e r  b e c o m e  a  b u r d e n  u p o n  t h e  c e n t r a l  

g o v e r n m e n t .  I n  t h e s e  c a s e s  -  a r g u a b l y  r a r e  o u t s i d e  o f  L a t i n  

A m e r i c a  -  s o c a l  s e c u r i t y  s y s t e m s  m ay  c o n s t i t u t e  a  m e c h a n is m  f o r  a 

p e r v e r s e  r e d i s t r i b u t i o n  f r o m  t h e  w o r s e -  t o  t h e  b e t t e r - o f f .

T h e  f i n a n c i a l  s i z e  o f  s o c i a l  s e c u r i t y  s y s t e m s

W h i l e  i t  i s  d i f f i c u l t  t o  d e t e r m i n e  t h e  e x t e n t  o f  s o c i a l  

s e c u r i t y  c o v e r a g e  i n  t h e  p o p u l a t i o n ,  i n f o r m a t i o n  o n  f i n a n c i a l  

f l o w s  i s  a c c e s s i b l e  f o r  m o s t  c o u n t r i e s .  T a b l e s  5 t h r o u g h  8 

p r e s e n t  i n f o r m a t i o n  c o l l e c t e d  b y  t h e  I n t e r n a t i o n a l  L a b o u r  O f f i c e  

f o r  i t s  t r i e n n i a l  s u r v e y ,  C o s t  o f  S o c i a l  S e c u r i t y . 7 T a b l e  5 ,  i n  

p a r t i c u l a r ,  p r e s e n t s  t h e  s i z e  o f  s o c i a l  s e c u r i t y  f i n a n c e s  

r e l a t i v e  t o  t h e  e c o n o m y  a s  a  w h o l e  a s  m e a s u r e d  b y  G r o s s  D o m e s t i c



P r o d u c t .  8 =

T h e  t a b l e  p r e s e n t s  i n f o r m a t i o n  n o t  o n l y  o n  s o c i a l  s e c u r i t y  

p r o g r a m s  f o r  t h e  p u b l i c  a s  a  w h o l e  b u t  a l s o  o n  p r o g r a m s  w h i c h  

a p p l y  o n l y  t o  p u b l i c  e m p l o y e e s  a n d  p r o g r a m s  a p a r t  f o r m  s o c i a l  

s e c u r i t y  w h i c h  p r o v i d e  p u b l i c  h e a l t h  c a r e  a n d  p u b l i c  ( o r  s o c i a l )  

a s s i s t a n c e .  T h e s e  p r o g r a m s  f a l l  u n d e r  t h e  I n t e r n a t i o n a l  L a b o u r  

O f f i c e ’ s  d e f i n i t i o n  o f  s o c i a l  s e c u r i t y  p r o g r a m s ,  a n d  t h e y  m ay  b e  

c a t e g o r i z e d  a s  s o c i a l  s e c u r i t y  i n  g o v e r n m e n t  f i n a n c i a l  s t a t i s ­

t i c s ,  b u t  t h e y  a r e  n o t  c o n s i d e r e d  i n  t h e  p r e s e n t  p a p e r  a p a r t  f r o m  

t h i s  t a b l e .  9 We n o t e  t h a t  s y s t e m s  f o r  p u b l i c  e m p l o y e e s  a r e  

s o m e t i m e s  l a r g e r  t h a n  b r o a d e r  s o c i a l  s e c u r i t y  p r o g r a m s .  W h e re  n o  

f l o w s  a r e  r e p o r t e d  f o r  p u b l i c - e m p l o y e e  s y s t e m s ,  i t  i s  e i t h e r  t h e  

c a s e  t h a t  p u b l i c  e m p l o y e e s  a r e  c o v e r e d  o n l y  u n d e r  t h e  g e n e r a l  

s y s t e m  o r  t h a t  t h e  f i n a n c e s  f o r  s u c h  s y s t e m s  a r e  n o t  r e p o r t e d  t o  

t h e  I . L . O .

A s  w e  f o c u s  o n  t h e  f i r s t  f o u r  c o l u m n s  o f  T a b l e  5 w e  s e e  t h a t  

s o c i a l  s e c u r i t y  s y s t e m s  i n v o l v e  t h e  l a r g e s t  s h a r e  o f  a n  e c o n o m y 's  

p r o d u c t  i n  C h i l e ,  t h e  h i g h e r - i n c o m e  E u r o p e a n  a n d  

M i d d l e - E a s t e r n  c o u n t r i e s ,  S i n g a p o r e ,  a n d  t h e  i n d u s t r i a l  m a r k e t  

c o u n t r i e s .  S o c i a l  s e c u r i t y  i n v o l v e s  a  v e r y  s m a l l  p o r t i o n  o f  t h e  

e c o n o m y  -  l e s s  t h a n  0 . 2  p e r c e n t  -  i n  N i g e r i a ,  B a n g l a d e s h ,  B u rm a , 

P a k i s t a n ,  I n d o n e s i a ,  a n d  T h a i l a n d .  O t h e r  f i g u r e s  f o r  r e c e i p t s  

a n d  e x p e n d i t u r e s  v a r y  w i d e l y ,  w i t h  s o m e  t e n d e n c y  f o r  r i c h e r  

c o u n t r i e s  t o  d i s t r i b u t e  a  l a r g e r  p o r t i o n  o f  t h e i r  p r o d u c t  t h r o u g h  

t h e  s o c i a l  s e c u r i t y  s y s t e m .

We a l s o  s e e  i n  T a b l e  5 t h a t  o n l y  t h r e e  c o u n t r i e s  i n  o u r



s a m p l e  -  P e r u ,  M e x i c o ,  a n d  P o r t u g a l  -  h a v e  d e f i c i t s ,  o f  a b o u t  

s e v e n  p e r c e n t ,  f o u r  p e r c e n t ,  a n d  o n e  p e r c e n t  o f  r e v e n u e  r e s p e c ­

t i v e l y .  A  s u b s t a n t i a l  n u m b e r  o f  c o u n t r i e s ,  e s p e c i a l l y  i n  A s i a  

a n d  S u b - s a h a r a n  A f r i c a ,  h a v e  h i g h  s u r p l u s e s  -  o f t e n  m o r e  t h a n  5 0  

p e r c e n t  o f  r e v e n u e s .  1 1

S o u r c e s  o f  R e v e n u e  f o r  S o c i a l  S e c u r i t y  S y s t e m s

T a b l e  7  p r e s e n t s  i n f o r m a t i o n  o n  s o u r c e s  o f  r e v e n u e  f o r  

s o c i a l  s e c u r i t y  s y s t e m s .  I n  t h e  f i r s t  t w o  c o l u m n s  i t  l i s t s  t h e  

s t a t u t o r y  c o n t r i b u t i o n  r a t e s  w h i c h  a r e  a p p l i e d  t o  w o r k e r s '  w a g e  

a n d  s a l a r y  e a r n i n g s  ( o r ,  f r o m  e m p l o y e r s '  p o i n t  o f  v i e w ,  t o  

p a y r o l l ) . T h e  r e m a i n i n g  c o l u m n s  p r e s e n t  t h e  p e r c e n t a g e  o f  t o t a l  

r e v e n u e s  s u p p l i e d  b y  c o n t r i b u t i o n s ,  s p e c i a l  t a x e s  a n d  g e n e r a l  

s t a t e  r e v e n u e s ,  i n c o m e  f r o m  i n v e s t m e n t  o f  r e s e r v e  f u n d s ,  a n d  

m i s c e l l a n e o u s  s o u r c e s .

I n  n e a r l y  h a l f  o f  t h e  c o u n t r i e s  s a m p l e d ,  c o n t r i b u t i o n  r a t e s  

f o r  i n s u r e d  w o r k e r s  a n d  t h e i r  e m p l o y e r s  t o t a l  b e t w e e n  1 0  a n d  2 0  

p e r c e n t .  M o s t  o f  t h e  r e m a i n i n g  c o u n t r i e s  h a v e  c o n t r i b u t i o n  r a t e s  

b e t w e e n  2 0  a n d  3 0  p e r c e n t .  A r g e n t i n a  a n d  P o r t u g a l  h a v e  c o m b i n e d  

r a t e s  w e l l  i n  e x c e s s  o f  3 0  p e r c e n t ,  w h i l e  S i n g a p o r e ' s  r a t e  i s  50  

p e r c e n t  -  2 5  p e r c e n t  e a c h  f r o m  i n s u r e d  w o r k e r s  a n d  e m p l o y e r s .  12 

T h e  l o w e s t  c o n t r i b u t i o n  r a t e s ,  w e l l  b e l o w  1 0  p e r c e n t ,  a r e  f o u n d  

i n  B u rm a , T h a i l a n d ,  a n d  t h e  R e p u b l i c  o f  K o r e a ,  t h e  o n l y  c o u n t r i e s  

l i s t e d  w h i c h  d o  n o t  h a v e  p e n s i o n  c o v e r a g e .

E x c e p t  i n  C h i l e  a n d  Y u g o s l a v i a  e m p l o y e r s  a r e  c h a r g e d  ( t a x e d )  

a  h i g h e r  c o n t r i b u t i o n  r a t e  t h a n  w o r k e r s .  13  I n  p a r t  t h i s  i s



b e c a u s e  th e =  p o r t i o n s  o f  t h e  c o n t r i b u t i o n  w h i c h  f i n a n c e  w o r k -  

i n j u r y  i n s u r a n c e  a n d  f a m i l y  a l l o w a n c e s  a r e  n e a r l y  a l w a y s  c h a r g e d  

e n t i r e l y  t o  t h e  e m p l o y e r .

S p e c i a l  t a x e s  a n d  g e n e r a l  r e v e n u e s  c o n s t i t u t e  n o  m o r e  t h a n  a 

s m a l l  p a r t  o f  r e v e n u e s  i n  m o s t  d e v e l o p i n g  c o u n t r i e s ,  w h i l e  t h e i r  

r e s e r v e  f u n d s  p r o v i d e  a  s u b s t a n t i a l  i n v e s t m e n t  i n c o m e  ( a t  l e a s t  

i n  t h e  n o m i n a l ,  i . e .  n o n - i n f l a t i o n - a d j u s t e d ,  t e r m s  r e p o r t e d ) . 14  

I n  i n d u s t r i a l  m a r k e t  c o u n t r i e s ,  b y  c o n t r a s t ,  t h e  s t a t e  o f t e n  

s u p p l i e s  a  s u b s t a n t i a l  p a r t  o f  r e v è n u e s  w h i l e  r e s e r v e  f u n d s  a r e  

t o o  s m a l l  t o  p r o v i d e  m u ch  r e v e n u e .  S t a t e  p a r t i c i p a t i o n  i n  C h i l e  

h a s  b e c o m e  p a r t i c u l a r l y  h i g h  i n  t h e  p a s t  s e v e r a l  y e a r s  i n  o r d e r  

t o  p r o v i d e  b e n e f i t s  f o r  c u r r e n t  b e n e f i c i a r i e s  w h i l e  t h e  y o u n g e s t  

c o h o r t s '  c o n t r i b u t i o n s  a r e  d i r e c t e d  i n t o  t h e  p r i v a t e  s y s t e m .  15

R e l a t i v e  s i z e  o f  b e n e f i t  p r o g r a m s

P r o g r a m s  f o r  o l d  a g e ,  d i s a b i l i t y ,  a n d  s u r v i v o r s '  p e n s i o n s  

r e c e i v e  t h e  l a r g e s t  p o r t i o n  o f  r e v e n u e  i n  m o s t  c o u n t r i e s ' s o c i a l  

s e c u r i t y  s y s t e m s  b u t ,  d u e  t o  t h e  i m m a t u r i t y  o f  m o s t  s u c h  p r o g r a m s  

i n  d e v e l o p i n g  c o u n t r i e s ,  t h e y  e x p e n d  a  s o m e w h a t  s m a l l e r  s h a r e  o f  

b e n e f i t s  t h a n  t h e y  r e c e i v e  a s  a  s h a r e  o f  r e v e n u e s .  T h e  s u r p l u s e s  

w e  e x a m i n e d  a b o v e  a r e  a l m o s t  s o l e l y  f o r  t h e  p u r p o s e  o f  p r o v i d i n g  

f o r  f u t u r e  i n c r e a s e s  i n  p e n s i o n  e x p e n d i t u r e s .  T h u s  t h e  r e l a t i v e  

s h a r e s  o f  b e n e f i t s  w h i c h  w e  n o w  e x a m in e  i n  T a b l e  8 g i v e  a n  

i n c o m p l e t e  p i c t u r e  o f  t h e  r e l a t i v e  i m p o r t a n c e  o f  d i f f e r e n t  t y p e s  

o f  b e n e f i t s .

E v e n  s o ,  t h e  t a b l e s  s h o w  t h a t  a  n u m b e r  o f  c o u n t r i e s  -  P e r u ,



C o l o m b i a ,  M e x i c o ,  B a n g l a d e s h ,  B u rm a , a n d  P a k i s t a n  -  p l a c e  g r e a t e r  

w e i g h t  o n  s i c k n e s s  a n d  m a t e r n i t y  i n s u r a n c e  a n d  o n  m e d i c a l  c a r e  

t h a n  o n  p e n s i o n s .  T h e s e  b e n e f i t s  a r e  a l s o  r e l a t i v e l y  h i g h  

t h r o u g h o u t  L a t i n  A m e r i c a ,  i n  E u r o p e  ( i n c l u d i n g  T u r k e y ) , a n d  i n  

I s r a e l ,  b u t  t h e y  a r e  l o w  o r  z e r o  i n  S u b - s a h a r a n  A f r i c a  a n d  m u ch  

o f  E a s t  A s i a .  F a m i l y  a l l o w a n c e s  m a k e  u p  l a r g e  p r o p o r t i o n s  o f  

b e n e f i t s  i n  t h e  A f r i c a n  c o u n t r i e s  o n c e  c o l o n i z e d  b y  F r a n c e  ( t h e  

p r o p o r t i o n s  a r e  a s  h i g h  a s  t h e y  a r e ,  o b v i o u s l y ,  d u e  t o  t h e  

i m m a t u r i t y  o f  p e n s i o n  p r o g r a m s  i n  t h e s e  c o u n t r i e s )  a n d  a r e  a l s o  

o f f e r e d ,  a s  w e  n o t e d  a b o v e ,  i n  E u r o p e  a n d  p a r t s  o f  S o u t h  

A m e r i c a .  W o r k - i n j u r y  c o v e r a g e  l o o m s  l a r g e  i n  t h e  f i n a n c e s  o f  t h e  

C o t e  d ' I v o i r e ,  C a m e r o o n ,  I n d o n e s i a  ( w h e r e  c o v e r a g e  f o r  w o r k  

i n j u r y  i s  m u ch  b r o a d e r  t h a n  t h a t  f o r  t h e  p r o v i d e n t  f u n d ) , a n d  

T h a i l a n d  ( w h e r e  w o r k - i n j u r y  i n s u r a n c e  i s  t h e  o n l y  c o v e r a g e  

p r o v i d e d ) . C o u n t r i e s  w i t h  p r o v i d e n t  f u n d s  u s u a l l y  p r o v i d e  l i t t l e  

i n  b e n e f i t s  f o r  c o n t i n g e n c i e s  o t h e r  t h a n  o l d  a g e ,  d i s a b i l i t y ,  a n d  

d e a t h .

18



3 .  T h e  C o n s e q u e n c e s  o f  S o c i a l  S e c u r i t y  S y s t e m s  f o r  P u b l i c - S e c t o r  
F i n a n c e

T h e  i n s t i t u t i o n  o f  a  s o c i a l  s e c u r i t y  s y s t e m  -  a n d  p a r t i c u ­

l a r l y  o f  a  p e n s i o n  s c h e m e  -  o b l i g a t e s  a  g o v e r n m e n t  t o  p a y  

i n c r e a s i n g  l e v e l s  o f  b e n e f i t s  a s  t h e  s c h e m e  m a t u r e s  ( t h a t  i s ,  a s  

s u c c e s s i v e  c o h o r t s  o f  n e w  b e n e f i c i a r i e s  h a v e  b e e n  c o v e r e d  l o n g e r  

a n d  a r e  e l i g i b l e  f o r  i n c r e a s e d  b e n e f i t s )  a n d  a s  l i f e  e x p e c t a n c y  

i m p r o v e s .  T h i s  g r o w i n g  f i n a n c i a l  o b l i g a t i o n  c a n  p r o v e  q u i t e  

b u r d e n s o m e  t o  a  g o v e r n m e n t  u n d e r  s o m e  f i n a n c i a l  a r r a n g e m e n t s  f o r  

s o c i a l  s e c u r i t y  s y s t e m s .

We h a v e  s e e n  t h a t  m o s t  s o c i a l  s e c u r i t y  s y s t e m s  i n  d e v e l o p i n g  

c o u n t r i e s  a r e  n o t  y e t  m a t u r e ,  a r e  r u n n i n g  s u b s t a n t i a l  s u r p l u s e s ,  

a n d  a r e  f i n a n c e d  w i t h o u t  r e s o r t  t o  s u b s t a n t i a l  su m s  i n  s p e c i a l  

t a x e s  o r  g e n e r a l  s t a t e  r e v e n u e s .  S o m e , i n d e e d ,  r e a p  s u b s t a n t i a l  

r e v e n u e s  f r o m  i n v e s t m e n t  o f  t h e i r  s u r p l u s e s .

U s u a l l y  t h e s e  s y s t e m s  a r e  m a n a g e d  b y  d e c e n t r a l i z e d  p u b l i c  

a g e n c i e s ,  a n d  t h e i r  s u r p l u s e s  a r e  u s u a l l y  k e p t  n o m i n a l l y  s e p a r a t e  

f r o m  f u n d s  o f  t h e  c e n t r a l  g o v e r n m e n t .  T h e  s u r p l u s e s ,  h o w e v e r ,  

a r e  o f t e n  u s e d  t o  p u r c h a s e  t h e  c e n t r a l  g o v e r n m e n t 's  d e b t  -  t h a t  

i s ,  t o  f i n a n c e  i t s  d e f i c i t s .  T h i s  r a i s e s  a  q u e s t i o n ,  a t  l e a s t ,  

a s  t o  h o w  r e a l  a r e  t h e  r e s e r v e  f u n d s  o f  s o c i a l  s e c u r i t y  s y s t e m s ,  

o r  h o w  i n d e p e n d e n t  a r e  t h e s e  s y s t e m s  f r o m  t h e  c e n t r a l  g o v e r n m e n t  

a n d  i t s  p o l i c i e s .

A  g o v e r n m e n t  w h i c h  g r o w s  a c c u s t o m e d  t o  u s i n g  t h e  s u b s t a n t i a l  

s u r p l u s e s  o f  a  s o c i a l  s e c u r i t y  s y s t e m  t o  f i n a n c e  i t s  d e f i c i t s  m ay 

h a v e  s u f f i c i e n t  d i f f i c u l t y  f u n d i n g  i t s  o p e r a t i o n s  o n c e  t h e  s o c i a l



s e c u r i t y  s y s t e m  m a t u r e s  a n d  c e a s e s  t o  r u n  s u r p l u s e s  t h a t  i t  w i l l  

n o t  b e  a b l e  t o  r e d e e m  t h e  b o n d s  h e l d  i n  t h e  s o c i a l  s e c u r i t y  

r e s e r v e  f u n d .  A  m o r e  s u b t l e ,  a n d  m o r e  co m m o n , m e a n s  b y  w h i c h  a  

g o v e r n m e n t  e s c a p e s  i t s  o b l i g a t i o n  t o  i t s  s o c i a l  s e c u r i t y  r e s e r v e  

f u n d  i s  t h r o u g h  h i g h  i n f l a t i o n ,  w h i c h  e r o d e s  t h e  v a l u e  o f  

n o m i n a l l y  f i x e d  a s s e t s  s u c h  a s  g o v e r n m e n t  b o n d s .  H ig h  i n f l a t i o n  

h a s  p e r i o d i c a l l y  e r o d e d  t h e  r e s e r v e  f u n d s  o f  L a t i n  A m e r i c a n  

s y s t e m s .

A d m i n i s t r a t o r s  o f  s o c i a l  s e c u r i t y  s y s t e m s  a r e  n o t  a l w a y s  

r e q u i r e d  t o  i n v e s t  t h e i r  a s s e t s  i n  g o v e r n m e n t  b o n d s .  H ig h  

i n f l a t i o n  c a n  s t i l l  g r e a t l y  r e d u c e  t h e  v a l u e  o f  r e s e r v e  f u n d s  e l d  

i n  p r i v a t e  a s s e t s  -  a s  i t  d i d  i n  T u r k e y  i n  t h e  l a t e  1 9 7 0 ' s  a n d  

e a r l y  1 9 8 0 ' s .  M o r e o v e r ,  d u e  t o  a  l a c k  o f  d e v e l o p e d  l o c a l  

f i n a n c i a l  m a r k e t s ,  h o w e v e r ,  ( a n d  i n  a  d e s i r e  t o  i n v e s t  

d o m e s t i c a l l y  r a t h e r  t h a n  a b r o a d )  t h e y  m ay  l a c k  g o o d  o p p o r t u n i t i e s  

f o r  i n v e s t m e n t .  T h u s  i t  i s  t h e  c o n s i d e r e d  o p i n i o n  o f  s t a f f  

w o r k e r s  i n  s o c i a l  s e c u r i t y  a t  t h e  I n t e r n a t i o n a l  L a b o u r  O f f i c e  

t h a t  w h i l e  m o s t  s o c i a l  s e c u r i t y  s y s t e m s  o f  A f r i c a ,  A s i a ,  a n d  t h e  

C a r i b b e a n  a r e  a c t u a r i a l l y  s o u n d ,  t h e y  m ay  y e t  e x p e r i e n c e  f i n a n ­

c i a l  d i f f i c u l t i e s  d u e  t o  t h e  l a c k  o f  g o o d  i n v e s t m e n t  o p p o r t u n i ­

t i e s .  1

T h e  a c t u a r i a l  s o u n d n e s s  o f  s o c i a l  s e c u r i t y  f i n a n c e  c a n  b e  

a l t e r e d  t y  a  v a r i e t y  o f  d e m o g r a p h i c ,  e c o n o m i c ,  a n d  p o l i t i c a l  

f a c t o r s .  A n  u n e x p e c t e d  r i s e  i n  l i f e  e x p e c t a n c y ,  d e c l i n e  i n  t h e  

b i r t h  r a t e ,  o r  i n c r e a s e  i n  e m i g r a t i o n  r a i s e s  t h e  " d e p e n d e n c y  

r a t i o "  -  t h e  n u m b e r  o f  p e n s i o n  b e n e f i c i a r i e s  p e r  c o n t r i b u t i n g



w o r k e r  -  a n d  t h u s  w o r s e n s  t h e  f i n a n c i a l  p i c t u r e .  E c o n o m i c  g r o w t h  

i n c r e a s e s  t h e  b a s e  u p o n  w h i c h  c o n t r i b u t i o n s  a r e  p a i d ,  a n d  t h u s  

i n c r e a s e s  r e v e n u e s ,  w h i l e  p r o l o n g e d  s t a g n a t i o n  r e d u c e s  f i n a n c i a l  

s u r p l u s e s .  P o l i t i c a l  p r e s s u r e s  m ay  l e a d  t o  b e n e f i t  i n c r e a s e s  

w h i c h ,  t h o u g h  t e m p o r a r i l y  e x p e d i e n t ,  a r e  u n s u s t a i n a b l e  i n  t h e  

l o n g  r u n  w i t h o u t  i n c r e a s e d  r e v e n u e s .  I t  i s  d i f f i c u l t ,  p o l i t i c a l ­

l y ,  l a t e r  t o  r e d u c e  b e n e f i t s .  I f  i t  i s  a l s o  p o l i t i c a l l y  d i f f i ­

c u l t  o r  e c o n o m i c a l l y  h a r m f u l  t o  r a i s e  c o n t r i b u t i o n  r a t e s ,  s p e c i a l  

t a x e s  o r  g e n e r a l  r e v e n u e s  m u s t  b e  r e s o r t e d  t o  i n  o r d e r  t o  p a y  f o r  

b e n e f i t s .

M e s a - L a g o  ( 1 9 8 6 ,  p p .  1 4 3 - 4 )  c o n f i r m s  t h i s  a n a l y s i s  i n  h i s  

l i s t  o f  f a c t o r s  w h i c h  t h r e a t e n  t h e  f i n a n c i a l  s t a b i l i t y  o f  " t h e  

o l d e s t  a n d  m o s t  h i g h l y  d e v e l o p e d  s y s t e m s "  i n  L a t i n  A m e r i c a .  I n  

a d d i t i o n  t o  n o r m a l  a n d  f o r e s e e a b l e  f a c t o r s  s u c h  a s  t h o s e  r e l a t i n g  

t o  t h e  m a t u r a t i o n  o f  s y s t e m s ,  h e  m e n t i o n s  " q u i t e  l i b e r a l  l e g i s l a ­

t i o n  o n  b e n e f i t s , . . . a n  i n c r e a s i n g  n u m b e r  o f  p e n s i o n e r s  w h o  a r e  

l i v i n g  l o n g e r  t h a n  w a s  e x p e c t e d  b o t h  i n  t h e  o r i g i n a l  l e g i s l a t i o n  

a n d  i n  o l d e r  a c t u a r i a l  e s t i m a t e s ,  t h u s  r e c e i v i n g  t h e i r  p e n s i o n s  

a n d  h e a l t h  b e n e f i t s  f o r  l o n g e r  p e r i o d s "  a n d  t h e  f a c t s  t h a t  " t h e  

c o n t r i b u t i o n  b u r d e n  o f  s o c i a l  s e c u r i t y  i s  e x c e s s i v e  a n d  i t  i s  

v e r y  d i f f i c u l t ,  p o l i t i c a l l y  a n d  e c o n o m i c a l l y ,  t o  i n c r e a s e  e i t h e r  

s o c i a l  s e c u r i t y  c o n t r i b u t i o n s  o r  t a x e s "  a n d  t h a t  " t h e  y i e l d  o n  

p e n s i o n  f u n d s  h a s  t u r n e d  o u t  t o  b e  v e r y  l o w ,  a n d  e v e n  n e g a t i v e  i n  

t h e  h i g h - i n f l a t i o n  c o u n t r i e s . . . . "  H e a l s o  a d d s  s o m e  f a c t o r s  

o t h e r  t h a n  t h o s e  i n  t h e  a n a l y s i s  a b o v e :



[ T ] h e r e  i s  a  h i g h  l e v e l  o f  e v a s i o n  a n d  d e l a y ,  p a r t i c u l a r l y  
i n  t h e  c o u n t r i e s  w h i c h  h a v e  h i g h  a n d  s u s t a i n e d  i n f l a t i o n  
( w h e r e  d e l a y i n g  p a y m e n t  m e a n s  a  r e d u c t i o n  i n  o n e ' s  r e a l  
c o n t r i b u t i o n ) ? . . . t h e  S t a t e  -  u n d e r  p r e s s u r e  t o  m e e t . m u l t i p l e  
a n d  d e m a n d in g  r e q u i r e m e n t s  -  f a i l s  t o  c o m p l y  w i t h  i t s  
f i n a n c i a l  o b l i g a t i o n s ,  t h u s  l e a d i n g  t o  t h e  a c c u m u l a t i o n  o f  
v e r y  l a r g e  d e b t s ; . . . a n d . . . t h e  t r a n s f e r s  ( o r  " l o a n s " )  f r o m  
t h e  p e n s i o n  f u n d s  t o  c o v e r  t h e  d e f i c i t s  o f  h e a l t h  p r o g r a m m e s  
[ t h e  c o s t  o f  w h i c h  h a v e  e s c a l a t e d  d u e  t o  " a  c a p i t a l - i n t e n ­
s i v e  s y s t e m  o f  r e m e d i a l  m e d i c i n e " ]  a r e  d i f f i c u l t  t o  r e i m ­
b u r s e  i n  p r a c t i c e ,  w h i c h  h a s  c o n t r i b u t e d  t o  t h e  d e - c a p i t a l i -  
s a t i o n  o f  t h e  f u n d s ,  a t  a  t i m e  i t  i s  n e c e s s a r y  t o  u s e  t h e  
a c c u m u l a t e d  t e c h n i c a l  r e s e r v e s  t o  m e e t  t h e  c u r r e n t  p e n s i o n  
p a y m e n t s .

T w o  a d d i t i o n a l  f a c t o r s  w h i c h  h a v e  h a d  a  n o t a b l e  e f f e c t  o n  

t h e  f i n a n c i a l  s o l v e n c y  o f  s o c i a l  s e c u r i t y  i n  U r u g u a y  a r e  l o w  

r e t i r e m e n t  a g e  ( 6 0  f o r  m e n , 5 5  f o r  w om en  -  b u t  r e t i r e m e n t  a t  

s u b s t a n t i a l l y  y o u n g e r  a g e s  f o r  u n e m p l o y e d  p e r s o n s  w a s  p e r m i t t e d ,  

a n d  o f t e n  a c c e p t e d ,  u n t i l  1 9 8 1 ) ,  h i g h  l i f e  e x p e c t a n c y  ( 7 2  a t  

b i r t h  2 b u t  o f  c o u r s e  h i g h e r  f o r  t h o s e  w h o  s u r v i v e  u n t i l  

r e t i r e m e n t  a g e ) , a n d  a  h i g h  r a t e  o f  e m i g r a t i o n  a m o n g  t h e  y o u n g .  

T o g e t h e r ,  t h e s e  f a c t o r s  l e a d  t o  a  v e r y  h i g h  d e p e n d e n c y  r a t i o  o f  

. 8 2  p e n s i o n e r s  p e r  c o n t r i b u t o r  i n  1 9 8 3  ( M e s a - L a g o ,  1 9 8 5 ,  c i t e d  i n  

W o r l d  B a n k , 1 9 8 6 ,  p p .  8 0 )  a n d  c o n t r i b u t e d  t o  a  d e f i c i t  f u l l y  6 0  

p e r c e n t  a s  g r e a t  a s  r e v e n u e s  i n  1 9 8 0  ( M e s a - L a g o  1 9 8 6 ) ,  r e q u i r i n g  

a  s u b s i d y  f r o m  t h e  c e n t r a l  g o v e r n m e n t  o f  o v e r  f o u r  p e r c e n t  o f  GDP 

i n  1 9 8 3  ( W o r l d  B a n k , 1 9 8 6 ,  p .  8 3 ) .  3 4

I t  w a s  p a r t l y  C h i l e ' s  e x p e r i e n c e  w i t h  t h e  n e e d  t o  u s e  

g e n e r a l  r e v e n u e s  t o  m a i n t a i n  t h e  s o l v e n c y  o f  i t s  s o c i a l  s e c u r i t y  

s y s t e m  t h a t  l e d  i t  t o  i n s t i t u t e  i t s  p r i v a t i z e d  s y s t e m .  A 

n o t e w o r t h y  f e a t u r e  o f  t h i s  s y s t e m  i s  t h a t  i t  m a i n t a i n s  i t s  

a c t u a r i a l  s o u n d n e s s  t h r o u g h  f u l l  f u n d i n g  a n d  t h e  l i m i t a t i o n



( a p a r t  fr o n F  a  s t a t e - g u a r a n t e e d  m in im u m  b e n e f i t  l i n k e d  t o  t h e  

m in im u m  w a g e )  o f  t h e  e x p e c t e d  v a l u e  o f  o n e ' s  b e n e f i t s  t o  o n e ' s  

c o n t r i b u t i o n s  p l u s  i n t e r e s t .  T h e  s t a t e  i s  t h u s  p r o t e c t e d  i n  t h e  

l o n g  r u n  f r o m  a n y  n e e d  t o  m a i n t a i n  t h e  s o l v e n c y  o f  t h e  s y s t e m ,  

a l t h o u g h  n o w  i n  t h e  a b s e n c e  o f  t h e  c o n t r i b u t i o n s  o f  t h o s e  w h o  

s w i t c h e d  t o  t h e  p r i v a t i z e d  s y s t e m  i t  m u s t  m a k e  s u b s t a n t i a l  

c o n t r i b u t i o n s  t o  p a y  b e n e f i t s  f o r  c u r r e n t  r e t i r e e s .  T h u s  f a r  t h e  

a v e r a g e  r e a l  r a t e  o f  r e t u r n  o n  f u n d  i n v e s t m e n t s  h a s  b e e n  a n  

a s t o u n d i n g  1 6 . 8  p e r c e n t  a n d  f u n d  i n v e s t m e n t s  h a v e  r i s e n  t o  5 0  

p e r c e n t  o f  t o t a l  t e r m  d e p o s i t s  i n  t h e  f i n a n c i a l  s y s t e m  ( L a c e y  

1 9 8 7 ) .

T h e  f i n a n c i a l  d i f f i c u l t i e s  o f  t h e  o l d e r  L a t i n  A m e r i c a n  

s c h e m e s  m ay  o r  m a y  n o t  b e  r e p e a t e d  i n  t h e  y o u n g e r  s c h e m e s  i n  

L a t i n  A m e r i c a  o r  i n  t h e  r e s t  o f  t h e  d e v e l o p i n g  w o r l d .  W h e t h e r  i t  

i s  d e p e n d s  o n  t h e  a b i l i t i e s  o f  g o v e r n m e n t s  t o  w i t h s t a n d  p o l i t i c a l  

p r e s s u r e s  e i t h e r  t o  r a i s e  b e n e f i t s  ( a n d  t h u s  g i v e  s u b s t a n t i a l  

t r a n s f e r s  t o  c u r r e n t  b e n e f i c i a r i e s  a n d  t h o s e  s o o n  t o  r e t i r e )  

w i t h o u t  p r o v i d i n g  f o r  t h e i r  f i n a n c i n g  o r  e l s e  t o  m a i n t a i n  

c o n t r i b u t i o n  r a t e s  o r  r e l a t i v e l y  l o w  r e t i r e m e n t  a g e s  i n  t h e  f a c e  

o f  t h e  n e e d  t o  r a i s e  o n e  o r  t h e  o t h e r  d u e  t o  i n c r e a s i n g  l i f e  

e x p e c t a n c y  ( s e e  M e s a - L a g o  ( 1 9 8 6 ) ,  p p .  1 4 5 - 6 ) .  I t  a l s o  d e p e n d s ,  

a s  w e  h a v e  s e e n ,  o n  t h e  a b i l i t y  o f  s o c i a l  s e c u r i t y  a d m i n i s t r a t o r s  

t o  p l a c e  t h e i r  r e s e r v e  f u n d s  i n  s a f e  a s s e t s  w i t h  a  p o s i t i v e  r e a l  

r a t e  o f  r e t u r n .



4 .  T h e  C o n s e q u e n c e s  o f  S o c i a l  S e c u r i t y  S y s t e m s  f o r  E c o n o m i c  
G r o w t h

D u e  t o  t h e  m a g n i t u d e s  o f  t h e i r  f i n a n c i a l  f l o w s ,  s o c i a l  

s e c u r i t y  s y s t e m s  c a n  h a v e  s u b s t a n t i a l  i m p a c t s  o n  t h e  e c o n o m y  

t h r o u g h  b o t h  t h e  c a p i t a l  m a r k e t  a n d  t h e  l a b o r  m a r k e t .  T h e  n a t u r e  

a n d  d e g r e e  o f  s o m e  o f  t h e s e  i m p a c t s  a r e  m a t t e r s  o f  s i g n i f i c a n t  

d i s p u t e  a m o n g  e c o n o m i s t s .  W h i l e  s t u d i e s  h a v e  f o c u s e d  p r i m a r i l y  

o n  t h e  i n d u s t r i a l  m a r k e t  c o u n t r i e s ,  t h e i r  i n s i g h t s  o r  a s s e r t i o n s  

c a n  b e  a p p l i e d  t o  d e v e l o p i n g  c o u n t r i e s  a s  w e l l .

T h e  i m p a c t  o f  s o c i a l  s e c u r i t y  s y s t e m s  o n  c a p i t a l  m a r k e t  

c o m p r i s e s  b o t h  t h e  d i r e c t  e f f e c t  a r i s i n g  t h r o u g h  t h e  a c c u m u l a t i o n  

o f  r e s e r v e s  a n d  t h e  b e h a v i o r a l  r e s p o n s e  o f  c o v e r e d  i n d i v i d u a l s  t o  

t h e  p r o s p e c t  o f  t h e i r  f u t u r e  p e n s i o n  b e n e f i t s .  R e s e r v e s  m ay  b e  

i n v e s t e d  ( d o m e s t i c a l l y )  e i t h e r  i n  g o v e r n m e n t  b o n d s  o r  ( e i t h e r  

d i r e c t l y  o r  t h r o u g h  f i n a n c i a l  i n s t r u m e n t s )  i n  c a p i t a l  g o o d s .  T h e  

e f f e c t  o f  i n v e s t m e n t  i n  g o v e r n m e n t  b o n d s  m ay  b e  e i t h e r  t o  e n a b l e  

i n c r e a s e d  g o v e r n m e n t  s p e n d i n g ,  t o  r e d u c e  t a x e s ,  t o  r e d u c e  f o r e i g n  

b o r r o w i n g ,  o r  t o  f r e e  o t h e r  s a v i n g s  f o r  c a p i t a l  i n v e s t m e n t .  .

U n f o r t u n a t e l y  i n f o r m a t i o n  i s  n o t  r e a d i l y  a v a i l a b l e  c o n c e r n ­

i n g  h o w ,  o r  t o  w h a t  e x t e n t ,  r e s e r v e s  a r e  u s e d  t o  f i n a n c e  c a p i t a l  

a c c u m u l a t i o n .  O n e  v e r y  i n t e r e s t i n g  u s e  f o r  w h i c h  i n f o r m a t i o n  i s  

a v a i l a b l e  i s  t h e  u s e  o f  S i n g a p o r e ' s  p r o v i d e n t  f u n d  t o  f i n a n c e  

h o u s i n g  ( W a l l i c h  1 9 8 7 ) .  N o t  o n l y  a r e  p u b l i c  h o u s i n g  p r o j e c t s  

f i n a n c e d  t h i s  w a y ,  b u t  i n d i v i d u a l s  m ay  b o r r o w  a g a i n s t  t h e i r  

a c c o u n t s  t o  p u r c h a s e  h o m e s .  T h e  p r o v i d e n t  f u n d  h o l d s  m o r t g a g e s  

a n d  r e c e i v e s  r e g u l a r  p a y m e n t s  o n  t h e s e  l o a n s ;  a n y  b a l a n c e s



o u t s t a n d i n g  w h e n  c o v e r e d  w o r k e r s  r e c e i v e  t h e i r  lu m p -s u m  b e n e f i t s  

a r e  d e d u c t e d  f r o m  t h e s e  b e n e f i t s .  N e a r l y  h a l f  t h e  p a r t i c i p a n t s  

i n  p r o v i d e n t  f u n d s  h a v e  u s e d  t h e m  t o  f i n a n c e  p u r c h a s e s  o f  h o m e s .

P e o p l e ' s  b e h a v i o r a l  r e s p o n s e  t o  t h e i r  p r o s p e c t i v e  p e n s i o n  

b e n e f i t s ,  o r  " s o c i a l  s e c u r i t y  w e a l t h , "  i s  a  m a t t e r  o f  s u b s t a n t i a l  

d i s p u t e .  T h e  b a s i c  i s s u e  i s  t h i s :  t o  w h a t  e x t e n t  d o  p e o p l e

r e d u c e  p r i v a t e  s a v i n g  b e c a u s e  t h e i r  e x p e c t e d  p e n s i o n s  r e p l a c e  

t h a t  w h i c h  t h e y  n e e d  t o  s a v e ?  I f  t h e  r e d u c t i o n  i s  o f  a  s u b s t a n ­

t i a l  m a g n i t u d e ,  a s  a r g u e d  b y  F e l d s t e i n  ( 1 9 7 4 ,  1 9 8 2 ) ,  t h e n ,  u n l e s s  

r e s e r v e s  a r e  u s e d  t o  r e p l a c e  t h e s e  s a v i n g s  i n  t h e  g e n e r a t i o n  o f  

c a p i t a l ,  a  s o c i a l  s e c u r i t y  s y s t e m  w i l l  r e d u c e  a  n a t i o n ' s  t o t a l  

s a v i n g s  a n d  c a p i t a l  s t o c k .  B a r r o  ( 1 9 7 4 )  h a s  a r g u e d ,  t o  t h e  

c o n t r a r y ,  t h a t  p r i v a t e  i n t e r - g e n e r a t i o n a l  t r a n s f e r s  o f f s e t  t h e  

e f f e c t s  o f  p u b l i c  t r a n s f e r s  e v e n  i n  a  p a y - a s - y o u - g o  s y s t e m ,  s o  

t h a t  s a v i n g  i s  u n a f f e c t e d .  F o r  a  m o r e  e x t e n s i v e  s u r v e y  o f  t h e  

t h e o r e t i c a l  i s s u e s  a n d  e m p i r i c a l  e v i d e n c e  s e e  W a l l i c h  ( 1 9 8 3 ) ,  

S h o m e  a n d  S q u i r e  ( 1 9 8 3 ) ,  o r  M u n n e l l  ( 1 9 8 6 ) .

A  f u r t h e r  a r g u m e n t  i s  s o m e t i m e s  m a d e  a b o u t  s a v i n g s  a n d  

c a p i t a l  a c c u m u l a t i o n  i n  d e v e l o p i n g  c o u n t r i e s  i n  p a r t i c u l a r .  M any 

p e o p l e  i n  t h e s e  c o u n t r i e s  h a v e  n o  p r i o r  e x p e r i e n c e  w i t h  f i n a n c i a l  

i n s t i t u t i o n s .  S o c i a l  s e c u r i t y  p r o g r a m s  g i v e  t h e m  s u c h  e x p e r i e n c e  

a n d  t h e r e f o r e ,  i t  i s  s a i d ,  e n c o u r a g e  a  " h a b i t  o f  s a v i n g . "  T h u s  

t h e y  s t i m u l a t e  f i n a n c i a l  s a v i n g s  i n  a d d i t i o n  t o  t h o s e  g e n e r a t e d  

t h r o u g h  t h e  p r o g r a m s '  r e s e r v e s .

S o c i a l  s e c u r i t y  s y s t e m s  a f f e c t  t h e  l a b o r  m a r k e t  b o t h  b y  

i n d u c i n g  e a r l i e r  r e t i r e m e n t  a n d  b y  i n t r o d u c i n g  d i s t o r t i o n a r y



m a r g i n a l  t a x e s  o n  w a g e  p a y m e n t s .  T h e  f i r s t  e f f e c t  i s  i m p o r t a n t  

a n d  u n d i s p u t e d . 1 T h e  s e c o n d  e f f e c t  h i n g e s  o n  t w o  d i s p u t e d  

q u e s t i o n s :  ( 1 )  w h a t  i s  t h e  i n c i d e n c e  o f  t h e  p a y r o l l  t a x e s ,  o r

c o n t r i b u t i o n s ,  o f  b o t h  i n s u r e d  w o r k e r s  a n d  e m p l o y e r s ,  a n d  ( 2 )  

d o e s  a n  i n s u r e d  w o r k e r  v i e w  c o n t r i b u t i o n s  a s  a  t a x  o r  a s  d e f e r r e d  

c o m p e n s a t i o n .  T h e  a n s w e r s  t o  t h e s e  q u e s t i o n s  d e t e r m i n e  t h e  

e x t e n t  t o  w h i c h  c o n t r i b u t i o n s  f u n c t i o n  a s  t a x e s  w h i c h  r a i s e  

e m p l o y e r s '  c o s t  o f  l a b o r  a b o v e  w o r k e r s '  w a g e s ,  b r i n g i n g  

i n e f f i c i e n c i e s 2 t o  t h e  l a b o r  m a r k e t  w h i l e  t e n d i n g  t o  r e d u c e  

e m p l o y m e n t .2

M an y  e c o n o m i s t s  h o l d ,  o n  t h e  b a s e s  o f  a  m a r g i n a l - p r o d u c t  

t h e o r y  o f  w a g e  d e t e r m i n a t i o n ,  t h a t  e m p l o y e r s '  c o n t r i b u t i o n s  a r e  

e f f e c t i v e l y  p a i d  b y  w o r k e r s .  T h e  I n t e r n a t i o n a l  L a b o u r  O f f i c e  

( 1 9 8 4 )  a r g u e s  v i r t u a l l y  t h e  o p p o s i t e :  t h a t  w o r k e r s  a r e  a b l e  t o

b a r g a i n  f o r  w a g e  i n c r e a s e s  t o  o f f s e t  i n c r e a s e s  i n  t h e i r  c o n t r i b u ­

t i o n s .  S om e  e c o n o m i s t s  a r g u e  t h a t  p a r t  o f  t h e  i n c i d e n c e  o f  t h e  

t a x  i s  p a s s e s  o n  i n  t h e  p r i c e  o f  p r o d u c t s .  S e e  B r i t t a i n  ( 1 9 7 2 )  

f o r  a n  e v a l u a t i o n  o f  t h e s e  a n d  r e l a t e d  a r g u m e n t s .

W h e t h e r  a  w o r k e r  v i e w s  c o n t r i b u t i o n s  ( i n c l u d i n g  t h o s e  o f  t h e  

e m p l o y e r )  a s  a  t a x  o r  a s  d e f e r r e d  c o m p e n s a t i o n  d e p e n d s  o n  l a r g e  

p a r t  o n  t h e  p e r c e i v e d  m a r g i n a l  l i n k a g e  b e t w e e n  t h e s e  c o n t r i b u ­

t i o n s  a n d  e x p e c t e d  b e n e f i t s .  U n d e r  a  p r o v i d e n t  f u n d  o r  a  s y s t e m ,  

l i k e  t h e  n e w  p r i v a t i z e d  p e n s i o n  s c h e m e  i n  C h i l e ,  w h i c h  o p e r a t e  o n  

t h e  b a s i s  o f  p r i v a t e  i n s u r a n c e  p r i n c i p l e s ,  e x p e c t e d  b e n e f i t s  r i s e  

o n  a  o n e - t o - o n e  b a s i s  w i t h  c o n t r i b u t i o n s ,  p r o v i d e d  t h a t  o n e ' s  

c r e d i t e d  r a t e  o f  r e t u r n  m a t c h e s  o n e ' s  p e r s o n a l  d i s c o u n t  r a t e . 4



I n  m a n y  s y s t e m s  b e n e f i t s  a r e  p r o v i d e d  o n  a  p r o g r e s s i v e  b a s i s ,  s o  

t h a t  w h i l e  o n e ' s  t o t a l  e x p e c t e d  b e n e f i t s  m ay  e x c e e d  o n e ' s  

c o n t r i b u t i o n s ,  t h e  m a r g i n a l  l i n k a g e  i s  o f t e n  l e s s  t h a n  u n i t y  a n d  

w o r k e r s  c a n  r i g h t l y  v i e w  p a r t  o f  t h e i r  c o n t r i b u t i o n  a s  a  t a x .

S om e  c o u n t r i e s  u s e  o n l y  t h e  s e v e r a l  l a s t  o r  h i g h e s t - e a r n i n g s  

y e a r s  t o  d e t e r m i n e  t h e  l e v e l  o f  o n e ' s  b e n e f i t s ;  i n  s u c h  c a s e s  

m o s t  o f  o n e ' s  c o n t r i b u t i o n s  h a v e  n o  m a r g i n a l  l i n k a g e  t o  b e n e ­

f i t s . .  O f  c o u r s e ,  c o v e r e d  i n d i v i d u a l s  m ay  n o t  b e  a b l e  t o  e v a l u a t e  

t h e  i m p l i c a t i o n s  o f  t h e  m o r e  c o m p l i c a t e d  f o r m u l a e  u s e d  t o  

d e t e r m i n e  b e n e f i t s .  S t i l l ,  t h e y  d o  d e v e l o p  a t t i t u d e s  a b o u t

#  w h e t h e r  t h e y  w i l l  g e t  a  s u f f i c i e n t  r e t u r n  f o r  t h e  c o n t r i b u t i o n s

t h e y  m a k e ,  a n d  t h e s e  a t t i t u d e s  a f f e c t  t h e i r  c h o i c e s  i n  t h e  l a b o r  

m a r k e t .
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5 .  C o n c l u s i o n
2 8

I n  v i e w  o f  t h e  s u b s t a n t i a l  c o n s e q u e n c e s  o f  s o c i a l  s e c u r i t y  

s y s t e m s  f o r  t h e  i n t e g r i t y  o f  g o v e r n m e n t  f i n a n c e ,  f o r  e c o n o m i c  e f ­

f i c i e n c y  a n d  g r o w t h ,  a n d  f o r  e q u i t y ,  w h a t  g u i d e l i n e s  s h o u l d  g o v e r n  

t h e  s t r u c t u r e  a n d  o p e r a t i o n  o f  s u c h  s y s t e m s ?

F i r s t ,  s y s t e m s  m u s t  b e  m a n a g e d  i n  a  w ay  t h a t  a s s u r e s  t h e i r  

l o n g - t e r m  f i n a n c i a l  v i a b i l i t y .  B e n e f i t s  m u s t  b e  l i m i t e d  t o  w h a t  

i s  s u s t a i n a b l e  f r o m  r e v e n u e s  o v e r  a  h o r i z o n  o f  s e v e r a l  d e c a d e s .  

S y s t e m s  m u s t  b e  m ad e e f f e c t i v e l y  —  n o t  j u s t  f o r m a l l y  —  a u t o n o ­

m ou s f r o m  t h e  c e n t r a l  g o v e r n m e n t ,  a n d  t h e y  m u s t  b e  g i v e n  b o t h  t h e  

r i g h t  a n d  t h e  a c c o u n t a b l e  r e s p o n s i b i l i t y  t o  i n v e s t  t r u s t  f u n d s  i n  

a  r a n g e  o f  e f f e c t i v e  i n v e s t m e n t s .  I f  t h e y  a r e  r e q u i r e d  t o  p u r ­

c h a s e  g o v e r n m e n t  b o n d s  ( f o r  a  l i m i t e d  p o r t i o n  o f  t h e i r  p o r t f o l i o s  

o n l y ) ,  t h e s e  b o n d s  m u s t  b e  c r e d i b l y  i n d e x e d  f o r  i n f l a t i o n .

S e c o n d ,  i t  i s  h i g h l y  i m p o r t a n t  b o t h  t h a t  t h e r e  b e  a n  e x p l i c i t  

l i n k a g e  b e t w e e n  o n e ' s  c o n t r i b u t i o n s  a n d  o n e ' s  b e n e f i t s  a n d  a l s o  

t h a t  o n e ' s  b e n e f i t s  b e  b a s e d  o n  o n e ' s  e n t i r e  s t r e a m  o f  c o n t r i b u ­

t i o n s .  T h i s  w i l l  n o t  o n l y  e n a b l e  h o u s e h o l d s  t o  p l a n  t h e i r  f u t u r e s  

w i t h  so m e  c o n f i d e n c e ,  b u t  w i l l  a l s o  i n c r e a s e  e f f i c i e n c y  i n  l a b o r  

m a r k e t s  (a n d  i n  o t h e r  m a r k e t s  a f f e c t e d  b y  l a b o r  m a r k e t s ) . T o 

t h e s e  sa m e  e n d s  i t  i s  i m p o r t a n t  a s  w e l l  t h a t  p a r t i c i p a n t s  b e  a b l e  

t o  h a v e  c o n f i d e n c e  i n  t h e  a d e q u a c y  o f  r e c o r d - k e e p i n g ,  i n  t h e  

p r o m p t  p a y m e n t  o f  e a r n e d  b e n e f i t s ,  a n d  i n  t h e  c o n t i n u i n g  f i n a n c i a l  

v i a b i l i t y  o f  t h e  s y s t e m .

T h i r d ,  r e s e r v e  f u n d s  f o r  p e n s i o n  p r o g r a m s  s h o u l d  b e  u s e d  f o r  

t h e  f o r m a t i o n  o f  c a p i t a l .  W h i l e  i t  i s  u n c l e a r  w h e t h e r  t h e  e x i s t ­

e n c e  o f  s u c h  p r o g r a m s  r e d u c e s  p r i v a t e  s a v i n g  f o r  i n v e s t m e n t ,  p u b ­

l i c  p r o g r a m s  c a n  f u r t h e r  a c o u n t r y ' s  d e v e l o p m e n t  i f  i n v e s t e d  w e l l .  

T h i s  m ay p r o v e  d i f f i c u l t ,  h o w e v e r ,  i n  so m e  c o u n t r i e s .

F o u r t h ,  s y s t e m s  m u st  b e  e q u i t a b l e .  C a r e  m u st  b e  t a k e n  i n  

t h i s  e s p e c i a l l y  w h e r e  i t  i s  i m p o s s i b l e  t o  e x t e n d  e f f e c t i v e  c o v e r ­

a g e  b e y o n d  a n  a l r e a d y  p r i v i l e g e d  s e g m e n t  o f  t h e  p o p u l a t i o n .  

P r i v i l e g e d  c l a s s e s  s h o u l d  n o t  r e c e i v e  b e n e f i t s  g r e a t l y  e x c e e d i n g  

t h e i r  c o n t r i b u t i o n s .  S y s t e m s  s h o u l d  b e  f i n a n c e d  o n l y  f r o m  t h e



c o n t r i b u t i o n s  o f  t h o s e  w ho w i l l  b e n e f i t  —  n o t  f r o m  g e n e r a l  r e v e ­

n u e s  ( e x c e p t ,  p e r h a p s ,  f o r  b e n e f i t s  w h i c h  a r e  u n i v e r s a l ) . B e c a u s e  

t h e  b u r d e n  o f  p a y r o l l  t a x e s  m ay b e  b o r n  p a r t l y  b y  c o n s u m e r s  w h o d o  

n o t  b e n e f i t  f r o m  t h e  s y s t e m ,  t h e  s c a l e  o f  t h e  s y s t e m  s h o u l d  b e  

k e p t  r e l a t i v e l y  l i m i t e d .

A l l  o f  t h e s e  c o n s i d e r a t i o n s  com m en d  s y s t e m s  t h a t  a r e  r e l a ­

t i v e l y  s t r a i g h t f o r w a r d  i n  s t r u c t u r e ,  s i m p l e  t o  a d m i n i s t e r ,  a n d  

b a s e d  o n  s o u n d  a c t u a r i a l  p r i n c i p l e s .  A m ong s u c h  s y s t e m s  a r e  t h e  

v a r i o u s  p r o v i d e n t  f u n d s  a n d  t h e  r e g u l a t e d  p r i v a t i z e d  s y s t e m  o f  

C h i l e .  T h e s e  p a r t i c u l a r  m o d e l s  n e e d  n o t  b e  t a k e n  a s  n o r m a t i v e ,  

b u t  s y s t e m  s t r u c t u r e s  w h i c h  d e p a r t  f a r  f r o m  t h e  g u i d e l i n e s  h e r e  

c a n  e a s i l y  g i v e  r i s e  t o  f i n a n c i a l  p i t f a l l s ,  s l o w e r  g r o w t h ,  o r  h a rm  

t o  m any r e s i d e n t s  o f  c o u n t r i e s  t h a t  a d o p t  t h e m .

#



N o t e s  t o  C h a p t e r  1

I .  F o r  i n f o r m a t i o n  o n  t h e s e  m a t t e r s  t h e  r e a d e r  i s  d i r e c t e d  t o  
v a r i o u s  p u b l i c a t i o n s  o f  t h e  I n t e r n a t i o n a l  L a b o u r  O f f i c e ,  p a r t i ­
c u l a r l y  I n t r o d u c t i o n  t o  S o c i a l  S e c u r i t y  ( t h i r d  e d i t i o n ,  1 9 8 4 ) .

2 . I n  d e v e l o p i n g  c o u n t r i e s  p a r t i c u l a r l y ,  f i n a n c i a l  m a r k e t s  a r e  
u s u a l l y  i n s u f f i c i e n t l y  d e v e l o p e d  t o  o f f e r  o n  a  p r i v a t e  b a s i s  t h e  
i n s u r a n c e  a n d  a n n u i t y  c o v e r a g e  o f  s o c i a l  s e c u r i t y  s y s t e m s .

3 .  T h i s  i s  u s u a l l y  d o n e  i n i t i a l l y  t h r o u g h  p r o v i s i o n s  i n  t h e  l a b o r  
c o d e  w h i c h  m a k e  e m p l o y e r s  l i a b l e  t o  f u r n i s h  o r  a r r a n g e  p r i v a t e  
i n s u r a n c e  f o r  s u c h  b e n e f i t s .  S t a t i s t i c s  a r e  n o t  r e a d i l y  a v a i l ­
a b l e  t o  i n d i c a t e  w h e n  p u b l i c  a d m i n i s t r a t i o n  o f  s u c h  b e n e f i t s  
b e g a n  i n  v a r i o u s  c o u n t r i e s .  H e n c e ,  T a b l e s  1 . 1  a n d  1 . 2  c o u n t  
e m p l o y e r - 1 i a b i l i t y  p r o g r a m s  f o r  w o r k - i n j u r y  c o v e r a g e ,  a l t h o u g h  
t h e y  d o  n o t  c o u n t  e m p l o y e r - l i a b i l i t y  p r o g r a m s  f o r  o t h e r  t y p e s  o f  
b e n e f i t s .

4 .  I n  t h i s  c h a p t e r ' s  t a b l e s ,  t h e  f i g u r e s  f o r  m e d i c a l  c a r e  i n c l u d e  
o n l y  t h o s e  c o u n t r i e s  i n  w h i c h  s u c h  c a r e  i s  p r o v i d e d  t h r o u g h  t h e  
s o c i a l  s e c u r i t y  s y s t e m .  C o u n t r i e s  w h i c h  p r o v i d e  f r e e  o r  l o w - c o s t  
m e d i c a l  c a r e  u n d e r  o t h e r  a d m i n i s t r a t i v e  a r r a n g e m e n t s  a r e  n o t  
c o u n t e d  h e r e ,  a l t h o u g h  s o m e  o f  th e m  a r e  t a l l i e d  b e l o w  i n  T a b l e  3 .

5 .  I n  a c t u a l  o p e r a t i o n  a  s o c i a l  s e c u r i t y  s y s t e m  m ay  p e r v e r s e l y  
g i v e  a  p o s i t i v e  t r a n s f e r  t o  s o m e  w h o  a r e  w e l l  o f f .  T h i s  i s  
d o c u m e n t e d  f o r  t h e  U n i t e d  S t a t e s '  O l d  A g e  a n d  S u r v i v o r s  I n s u r a n c e ,  
i n  B o s k i n ,  K o t l i k o f f ,  P u f f e r t ,  a n d  S h o v e n  ( 1 9 8 7 ) .

6 .  G o v e r n m e n t  m ay  c o n t r i b u t e  a l s o ,  o u t  o f  g e n e r a l  r e v e n u e s  o r  
t h r o u g h  e a r - m a r k e d  t a x e s .

7 .  S e e  n o t e  3 a b o v e  c o n c e r n i n g  t h e  i n c l u s i o n  o f  e m p l o y e r - l i a b i l i ­
t y  w o r k - i n j u r y  p r o g r a m s  i n  T a b l e  1 .

8 .  F o r  a n  a n a l y s i s  o f  h o w  t h i s  p o s s i b i l i t y  b e c a m e  p o l i t i c a l l y -  
e x p e d i e n t  p o l i c y  i n  L a t i n  A m e r i c a  s e e  M e s a - L a g o  ( 1 9 8 6 ) ,  p .  1 4 3 .  
A l s o ,  i n  s e v e r a l  c a s e s  p a y - a s - y o u - g o  f i n a n c i n g  h a s  r e s u l t e d  f r o m  
t h e  l o s s  o f  r e s e r v e  f u n d s ,  e i t h e r  t h r o u g h  t h e i r  e f f e c t i v e  
c o n f i s c a t i o n  f o r  o t h e r  g o v e r n m e n t a l  e x p e n d i t u r e s  o r  t h r o u g h  h i g h  
i n f l a t i o n  a n d  f i n a n c i a l  c r i s i s .  T h e  l a t t e r  h a p p e n e d ,  n o t a b l y ,  t o  
t h e  o r i g i n a l  s o c i a l - i n s u r a n c e  p e n s i o n  s c h e m e ,  t h a t  o f  G e r m a n y , i n  
G e r m a n y 's  h y p e r - i n f l a t i o n  o f  1 9 2 3  a n d  i n  t h e  f i n a n c i a l  c r i s i s  
w h i c h ,  i n  t h e  F e d e r a l  R e p u b l i c  o f  G e r m a n y , f o l l o w e d  W o r l d  W ar
I I .  T h e  r e l a t e d  e x p e r i e n c e  o f  L a t i n  A m e r i c a n  a n d  o t h e r  d e v e l o p ­
i n g  c o u n t r i e s  i s  d i s c u s s e d  b e l o w  i n  c h a p t e r  3 .

9 .  I f  p o p u l a t i o n  a n d  r e a l  w a g e s  g r o w  f a s t  e n o u g h ,  b e n e f i t s  c a n  
b e  r a i s e d  a b o v e  t h e  v a l u e  o f  c o n t r i b u t i o n s  i n d e f i n i t e l y  w i t h o u t  
t h e  m a i n t a i n a n c e  o f  a n y  r e s e r v e  f u n d .  I f  g r o w t h  i s  s l o w e r ,



b e n e f i c i a r i e s  ( a p a r t  f r o m  t h e  i n i t i a l  g e n e r a t i o n ,  w h i c h  r e c e i v e s  
a  w i n d f a l l )  r e c e i v e  l e s s  t h a n  t h e  v a l u e  o f  t h e i r  c o n t r i b u t i o n s .

■ T h e s e  c o n d i t i o n s  a r e  d i s c u s s e d  b y  W a l l i c h  ( 1 9 8 3 )  a n d  S a m u e l s o n
( 1 9 5 8 ) .  I n  f a c t ,  d u e  t o  r e c e n t  d e c l i n e s  i n  b o t h  f e r t i l i t y  a n d  
e c o n o m i c  g r o w t h ,  y o u n g e r  g e n e r a t i o n s  i n  m a n y  c o u n t r i e s  c a n  e x p e c t  
t o  r e c e i v e  l e s s  t h a n  a  f a i r - i n s u r a n c e  r e t u r n  o n  t h e i r  ( a n d  t h e i r  
e m p l o y e r s ' )  c o n t r i b u t i o n s .  T h i s  h a s  b e e n  m o s t  e x t e n s i v e l y  
d o c u m e n t e d  f o r  t h e  U n i t e d  S t a t e s  ( s e e  B o s k i n ,  K o t l i k o f f ,  P u f f e r t ,  
a n d  S h o v e n  ( 1 9 8 7 ) )  b u t  i s  e v i d e n t  f o r  m o s t  i n d u s t r i a l  c o u n t r i e s  
a n d  a t  l e a s t  s o m e  m i d d l e - i n c o m e  c o u n t r i e s .  A p p a r e n t l y  t h e r e  h a s  
b e e n  l i t t l e  r e s e a r c h  o n  t h i s  m a t t e r  f o r  d e v e l o p i n g  c o u n t r i e s  
g e n e r a l l y .
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N o t e s  t o  C h a p t e r  2

1 .  T h e s e  b e n e f i t s  a r e  f u n d e d  o n  a  p a y - a s - y o u - g o  b a s i s ,  w h i c h  w i l l  
p r o v e  p a r t i c u l a r l y  b u r d e n s o m e  f o r  c o l l e c t i v e s  w i t h  a n  o l d e r  t h a n  
a v e r a g e  w o r k  f o r c e .

2 .  O u t s i d e  L a t i n  A m e r i c a ,  w e  m a y  n o t e  i n  s e v e r a l  t a b l e s ,  f e w  
d e v e l o p i n g  c o u n t r i e s  h a v e  p r o t e c t i o n  a g a i n s t  a l l  r i s k s .

3 .  S e e  M e s a - L a g o ' s  s t u d y  f o r  a  d i s c u s s i o n  o f  t h e  i n h e r e n t  d e f e c t s  
i n  m a k in g  t h e s e  s o r t s  o f  e s t i m a t e s .

4 .  S t i l l ,  8 0  p e r c e n t  o f  S i n g a p o r e ' s  l a b o r  f o r c e  i s  c o v e r e d  ( A s h e r  
1 9 8 5 ) .

5 .  T h e s e  d e s c r i p t i o n s  c o u l d  b e  u s e d  t o g e t h e r  w i t h  d a t a  o n  t h e  
p r o p o r t i o n  o f  t h e  l a b o r  f o r c e  i n  v a r i o u s  s e c t o r s  o f  t h e  e c o n o m y  
t o  d e v e l o p  v e r y  r o u g h  e s t i m a t e s  o f  t h e  e x t e n t  o f  c o v e r a g e  i n  t h e  
p o p u l a t i o n .  A l t e r n a t i v e l y ,  i m p r e c i s e  e s t i m a t e s  c o u l d  b e  d e r i v e d  
f r o m  l e g i s l a t e d  c o n t r i b u t i o n  r a t e s  t o g e t h e r  w i t h  d a t a  o n  r e v e n u e s  
o f  s o c i a l  s e c u r i t y  s y s t e m s .  O f  m o r e  d i r e c t  r e l e v a n c e  f o r  t h e  
p r e s e n t  s t u d y ,  h o w e v e r ,  i s  t h e  i n f o r m a t i o n  p r e s e n t e d  b e l o w  o n  t h e  
s i z e  o f  s o c i a l  s e c u r i t y  r e c e i p t s ,  e x p e n d i t u r e s ,  a n d  s u r p l u s e s  
r e l a t i v e  t o  t h e  e c o n o m y  a s  a  w h o l e .

6 .  I t  i s  u s u a l l y  m u ch  e a s i e r  t o  p r o v i d e  c o v e r a g e  t o  u r b a n  w a g e  
l a b o r e r s  t h a n  t o  o t h e r s .

7 .  T h e  m o s t  r e c e n t  e d i t i o n ,  t h e  T w e l f t h  I n t e r n a t i o n a l  I n q u i r y ,  i s  
f o r t h c o m i n g  i n  1 9 8 8 .  T h e  d a t a  a s  w e  h a v e  t h e m  a r e  p r o v i s i o n a l .
A s  o f  t h e  w r i t i n g  o f  t h e  p r e s e n t  v e r s i o n  o f  t h e  p r e s e n t  p a p e r  
i n f o r m a t i o n  i s  l a c k i n g  f o r  s e v e r a l  c o u n t r i e s  i n  o u r  s a m p l e .
S p a c e  i s  l e f t  i n  T a b l e s  5 t h r o u g h  8 t o  a c c o m o d a t e  t h i s  i n f o r m a ­
t i o n  i f  a n d  w h e n  i t  b e c o m e s  a v a i l a b l e .  N o t e  t h a t  t h e s e  t a b l e ? »
d e l e t e  t h o s e  c o u n t r i e s  i n  T a b l e  3 w h i c h  h a v e  n o  p u b l i c  s o c i a l  
s e c u r i t y  s y s t e m .

8 .  I t  w o u l d  a l s o  b e  w o r t h w h i l e  t o  v i e w  t h e s e  f i n a n c i a l  f l o w s  a s
p r o p o r t i o n s  o f  p u b l i c - s e c t o r  f i n a n c i a l  f l o w s  a s  a  w h o l e .  T h i s
e x e r c i s e  a w a i t s  t h e  d e v e l o p m e n t  o f  t h e  l a t t e r  f i g u r e s  b y  t h e  
s t a f f  o f  t h e  W o r l d  D e v e l o p m e n t  R e p o r t  -  1 9 8 8 .

9 .  A n o t h e r  c a t e g o r y  o f  b e n e f i t s  r e p o r t e d  b y  t h e  I . L . O .  i s  t h a t  o f  
b e n e f i t s  t o  w a r  v i c t i m s .  I n  t h e  p r e s e n t  s a m p l e  o n l y  I s r a e l ,  
J a p a n ,  S w e d e n ,  a n d  t h e  U n i t e d  S t a t e s  p r o v i d e  s u c h  b e n e f i t s .

1 0 .  [ A r g e n t i n a  a n d  U r u g u a y  s h o u l d  b e  a d d e d  t o  t h i s  l i s t  i f  d a t a  
b e c o m e s  a v a i l a b l e  f o r  a  l a t e r  d r a f t . ]

1 1 .  [ H e r e  i n s e r t  d a t a  o n  s u r p l u s e s  i n  E g y p t  i f  i t  b e c o m e s  
a v a i l a b l e  f r o m  t h e  I . L . O . ]



1 2 .  S i n g a p o r e ' s  c o m b i n e d  c o n t r i b u t i o n  r a t e  i s  4 0  p e r c e n t  o f  t h e  
e m p l o y e r ' s  w a g e  b i l l  -  f o r  t h e  w a g e  b i l l  i n c l u d i n g  t h e  e m p l o y e r 's  
c o n t r i b u t i o n  i s  1 2 5  p e r c e n t  o f  n o m i n a l  w a g e s .

1 3 .  B u t  s e e  t h e  d i s c u s s i o n  i n  c h a p t e r  3 o f  t h e  i n c i d e n c e  o f  t h i s  
t a x .

1 4 .  S e e  C h a p t e r  3 c o n c e r n i n g  t h e  r e a l  e r o s i o n  o f  r e s e r v e  f u n d s  
d u e  t o  i n f l a t i o n .  S u c h  e r o s i o n  w o u l d  n o t  b e  r e p o r t e d  i n  t h e  
f i g u r e s  h e r e .

1 5 .  T h e r e  i s  l i t t l e  e x p l i c i t  i n f o r m a t i o n  t o  a c c o u n t  f o r  t h e  o t h e r  
n o n - z e r o  f i g u r e s  i n  t h e  l a s t  t h r e e  c o l u m n s .  O n e  s u s p e c t s  t h a t  
t h e  h i g h  f i g u r e  f o r  " o t h e r "  r e v e n u e  f o r  I n d o n e s i a  l a r g e l y  
r e f l e c t s  i n v e s t m e n t  i n c o m e ,  w h i c h  i s  n o t  r e p o r t e d  a s  s u c h .
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34

1 .  T h i s  p o i n t  w a s  m a d e  i n  a  t e l e p h o n e  c o n v e r s a t i o n  w i t h  a n  
a n a l y s t  a t  t h e  I . L . O .  T h e  I . L . O .  h a s  w o r k e d  w i t h  m a n y  o f  t h e s e  
s y s t e m s  t o  e s t a b l i s h  t h e i r  a c t u a r i a l  s o u n d n e s s .

2 .  S o u r c e :  W o r l d  D e v e l o p m e n t  I n d i c a t o r s  -  1 9 8 7 .

3 .  U r u g u a y  i s  n o w  u n d e r t a k i n g  a  s u b s t a n t i a l  r e f o r m  o f  i t s  s o c i a l  
s e c u r i t y  s y s t e m /  w i t h  s o m e  a s s i s t a n c e  f r o m  t h e  W o r l d  B a n k .

4 .  [ S u b s t i t u t e  i n f o r m a t i o n  f r o m  I . L . O .  t o  a v o i d  c i t i n g  
u n a v a i l a b l e  s o u r c e  a n d  t o  u s e  1 9 8 3  a s  a  com m on  y e a r . ]

N otes to  Chapter 3

»



N o t e s  t o  C h a p t e r  4

1 .  T h e  p r o s p e c t  o f  e a r l i e r  r e t i r e m e n t  t e n d s  t o  r a i s e  r a t e s  o f  
s a v i n g ,  t e n d i n g  t o  o f f s e t  t h e  r e d u c t i o n  i n  s a v i n g  w h i c h  s o c i a l  
s e c u r i t y  o t h e r w i s e  i n d u c e s .  S e e  M u n n e l l  ( 1 9 8 6 ) .

2 .  T h e s e  i n e f f i c i e n c i e s ,  o r  " d e a d - w e i g h t  l o s s e s , "  v a r y  r o u g h l y  
w i t h  t h e  s q u a r e  o f  t h e  t o t a l  t a x  r a t e  ( i n c l u d i n g  t h e  r a t e  f o r  
o t h e r  i n c o m e  t a x e s )  a p p l i e d  t o  p a y r o l l  o r  t o  w a g e  i n c o m e .

3 .  T h e  i m p a c t  o f  p a y r o l l  t a x  r a t e s  o n  t h e  c o s t  o f  l a b o r  a s  a  
f a c t o r  o f  p r o d u c t i o n ,  a f f e c t i n g  t h e  l a b o r - i n t e n s i t y  o f  p r o d u c ­
t i o n ,  h a s  b e e n  o f  p a r t i c u l a r  c o n c e r n  i n  t h e  E u r o p e a n  m a r k e t  
e c o n o m i e s .  I n  a n  e f f o r t  t o  r e d u c e  u n e m p l o y m e n t ,  s e v e r a l  o f  t h e s e  
c o u n t r i e s  h a v e  r e d u c e d  t h e  r o l e  o f  c o n t r i b u t i o n s  b a s e d  o n  l a b o r  
e a r n i n g s  i n  f i n a n c i n g  s o c i a l  s e c u r i t y .

4 .  T h e  e x p e c t e d  v a l u e  o f  b e n e f i t s  i s  a c t u a l l y  e v e n  g r e a t e r  w h e n  
o n e  c o n s i d e r s  t h e  i n s u r a n c e  v a l u e  o f  " c o n t i n g e n t  a s s e t s "  f o r  
r i s k - a v e r s e  i n d i v i d u a l s .
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S i n g a p o r e . "  C a n b e r r a ,  A u s t r a l i a :  O c c a s i o n a l  p a p e r  n o .  3 6 ,  
C e n t r e  f o r  R e s e a r c h  o n  F e d e r a l  F i n a n c i a l  R e l a t i o n s ,  A u s t r a l i a n  
N a t i o n a l  U n i v e r s i t y .

B a r r o ,  R o b e r t .  1 9 7 4 .  " A r e  G o v e r n m e n t  B o n d s  N e t  W e a l t h ? "
J o u r n a l  o f  P o l i t i c a l  E c o n o m y  8 2 , 6 : 1 0 9 5 - 1 1 1 7 .

B o s k i n ,  M i c h a e l  J . ,  L a u r e n c e  J .  K o t l i k o f f ,  D o u g l a s  J .  P u f f e r t ,  
a n d  J o h n  B . S h o v e n .  1 9 8 7 .  " S o c i a l  S e c u r i t y :  A  F i n a n c i a l  
A p p r a i s a l  A c r o s s  a n d  W i t h i n  G e n e r a t i o n s , "  N a t i o n a l  T a x  J o u r n a l  
4 0 , 1 : 1 9 - 3 4 .

B r i t t a i n ,  J o h n  A .  1 9 7 2 .  T h e  P a y r o l l  T a x  f o r  S o c i a l  S e c u r i t y .  
W a s h i n g t o n :  B r o o k i n g s  I n s t i t u t i o n .

F e l d s t e i n ,  M a r t i n .  1 9 7 4 .  " S o c i a l  S e c u r i t y ,  I n d u c e d  R e t i r e m e n t ,  
a n d  A g g r e g a t e  C a p i t a l  F o r m a t i o n . "  J o u r n a l  o f  P o l i t i c a l  E c o n o m y  
8 2 , 5 : 9 0 5 - 2 6 .

F e l d s t e i n ,  M a r t i n .  1 9 8 2 .  " S o c i a l  S e c u r i t y  a n d  P r i v a t e  S a v i n g :  
R e p l y . "  J o u r n a l  o f  P o l i t i c a l  E c o n o m y  9 0 , 3 : 6 3 0 - 4 2 .

I n t e r n a t i o n a l  L a b o u r  O f f i c e .  1 9 8 4 .  I n t r o d u c t i o n  t o  S o c i a l  
S e c u r i t y . T h i r d  e d i t i o n .  G e n e v a :  I . L . O .

I n t e r n a t i o n a l  L a b o u r  O f f i c e .  1 9 8 8  ( f o r t h c o m i n g ) . C o s t  o f  S o c i a l  
S e c u r i t y :  T w e l f t h  i n t e r n a t i o n a l  i n q u i r y .  1 9 8 1 - 1 9 8 3 :  B a s i c
t a b l e s . G e n e v a :  I . L . O .  P r o v i s i o n a l  d a t a .

L a c e y ,  R o b e r t .  1 9 8 7 .  " T h e  P r i v a t i z a t i o n  o f  t h e  S o c i a l  S e c u r i t y  
S y s t e m  i n  C h i l e . "  W a s h i n g t o n :  W o r l d  B a n k . P r o c e s s e d .

M e s a - L a g o ,  C a r m e l o .  1 9 8 5 .  E l  D e s a r o l l o  d e  l a  S e g u r i d a d  S o c i a l  
e n  A m e r i c a  L a t i n a . S a n t i a g o  d e  C h i l e :  E C LA , E s t u d i o s  y  
i n f o r m e s  N o . 4 3 .

M e s a - L a g o ,  C a r m e l o .  1 9 8 6 .  " C o m p a r a t i v e  S t u d y  o f  t h e  D e v e l o p ­
m e n t  o f  S o c i a l  S e c u r i t y  i n  L a t i n  A m e r i c a . "  I n t e r n a t i o n a l  
S o c i a l  S e c u r i t y  R e v ie w  3 9 , 2 : 1 2 7 - 1 5 2 .

M u n n e l l ,  A l i c i a  H . 1 9 8 6 .  " T h e  I m p a c t  o f  P u b l i c  a n d  P r i v a t e
P e n s i o n  S c h e m e s  o n  S a v i n g  a n d  C a p i t a l  F o r m a t i o n . "  I n t e r n a t i o n ­
a l  S o c i a l  S e c u r i t y  R e v i e w  3 9 , 3 : 2 4 3 - 2 5 7 .



S a m u e l s o n ,  H P a u l. 1 9 5 8 .  "A n  E x a c t  C o n s u m p t io n  L o a n  M o d e l  W it h  o r  
W i t h o u t  t h e  S o c i a l  C o n t r i v a n c e  o f  M o n e y . ”  J o u r n a l s  o f _  P o l i t i c a l  
E c o n o m y  6 6 , 6 : 4 6 7 - 8 2 .

S h o m e , P a r t h a s a r a t h i  a n d  L y n  S q u i r e .  1 9 8 3 .  " A l t e r n a t i v e  M e c h a n ­
i s m s  f o r  F i n a n c i n g  S o c i a l  S e c u r i t y . "  W a s h i n g t o n :  S t a f f  W o r k in g  
P a p e r s  N o . 6 2 5 ,  W o r l d  B a n k .

T u r a n ,  K a m i l .  1 9 8 5 .  T h e  T u r k i s h  S o c i a l  S e c u r i t y  S y s t e m . 
( C o n s u l t a n t ' s  r e p o r t  f o r  W o r l d  B a n k  S e c t o r  R e v i e w  M i s s i o n . )  

A n k a r a :  p r o c e s s e d .

U n i t e d  S t a t e s .  S o c i a l  S e c u r i t y  A d m i n i s t r a t i o n .  1 9 8 6 .  S o c i a l  
S e c u r i t y  P r o g r a m s  T h r o u g h o u t  t h e  W o r l d . W a s h i n g t o n :  R e s e a r c h  
R e p o r t  N o .  6 0 ,  S o c i a l  S e c u r i t y  A d m i n i s t r a t i o n .

W a l l i c h ,  C h r i s t i n e .  1 9 8 3 .  " S a v i n g s  M o b i l i z a t i o n  T h r o u g h  S o c i a l  
S e c u r i t y :  T h e  E x p e r i e n c e  o f  C h i l e  D u r i n g  1 9 1 6 - 7 7 . "  W a s h in g ­
t o n :  S t a f f  W o r k i n g  P a p e r s  N o . 5 5 3 ,  W o r l d  B a n k .

W a l l i c h ,  C h r i s t i n e .  1 9 8 7 .  " S o c i a l  S e c u r i t y  i n  C h i n a "  i n  f o r t h -  
c o m i n g  a n n e x  t o :  W o r l d  B a n k . 1 9 8 7 .  F i n a n c e  a n d  I n v e s t m e n t
R e p o r t  N o . 6 4 4 5 -C H A . W a s h i n g t o n :  W o r l d  B a n k .

W o r l d  B a n k . 1 9 8 6 .  C o u n t r y  E c o n o m i c  M em ora n d u m  o n  U r u g u a y  
( A p p e n d i x  A : " S o c i a l  S e c u r i t y :  P r e s e n t  S i t u a t i o n  a n d  P r o s ­

p e c t s " )  . W a s h i n g t o n :  R e p o r t  n o .  6 0 5 4 -U R , W o r l d  B a n k .
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Tabid I.I Adoption of social security programs 
(Number of economies with programs in selected yearsl 1/

Latin America and the Caribbean (21 of 21 reported some program as of IMS) Mlddla-lncome Europe and South Africa (7 of 7 reported some program as of IMS)

Type of benefit 1925 I94S I96S IMS Typa of benefit 1925 1945 1965 1985

Old age, disability, or death 2 II 19 21 Old age, disability, or death 2 7 7 7
Sickness or maternity 2 II 18 20 Sickness or maternity 5 7 7 7
Work injury 12 18 21 -21 Work Injury 7 7 7 7
Unemployment 0 2 3 3 Unemployment 0 3 4 5
Family Allowance 0 3 6 7 Family Allowance 0 3 7 7

Sub-Saharan Africa (35 of 33 reported some program as of IMS)

Type of benefit 1925 1945 1965 1985

Old age, disability, or death 0 0 19 27
Sickness or maternity 0 0 15 16
Work Injury 1 21 30 32
Unemployment 0 0 0-1 3
FamIly Allowance 0 0 15 15

Asia (M out of 19 reportad some program as of IMS)

Type of benefit 1925 1945 1965 IMS

Old age, disability, or death 0 0 7 10
Sickness or maternity 0 0 5 5
Work Injury 3 8 14 14
Unemployment 0 0 0 1
Family Allowance 0 0 0 0

Middle East and North Africa (IS of 19 reported some program as of IMS y Smatl-populatlon economies (29 of 34 reported some program as of 1985) 3/

Type of benefit 1925 1945 1965 1985 Typa of benefit . 1925 1945 1965 IM5

Old age, disability, or death 0 0 12 14 Old age, disability, or death 2 4 8 25
Sickness or maternity 0 1 10 10 Sickness or maternity 1 2 4 15
Work Injury 2 9 13 14 Mork injury 4 10 16 20
U ̂ employment 0 .0 1 3 Unemployment 1 1-2 3-4 5
Family Allowance 0 4 6 6 Family Allowance 0 0 3 4

Ti

1/ tow-lncome economies, middle-income economies, and high-income oil exporters listed In Morid 
Development Indicators, plus seal I-population economies. Gabon has been moved out of the 
list of sma11-population economies because its population should exceed the threshold by 
1988.

2/ Includes Turkey.
3/ U.N. and Morid Bank member countries with populations below one million. Includes 

Luxembourg, Iceland, and several high-lncome oil exporters.

Source: U.S. Social Security Administration (1986), Social Security Programs Throughout the
Morid 1983. Washington, D.C. Income categories: World Development Report 1987. World
Development Indicators, Table I, World Bank, Washington, D.C.

*  ,  #
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Table 1.2 Adoption of social security programs 
(Number of economies with programs In selected years)

low-income economies (31 out of 37 reported some program as of 1985)

39

Type of benefit 1925 1945 1965 1985

Old age, disability, or death 0 0 17 24
Sickness or maternity 0 0 14 14
Work injury 4 17 30 31
Unemployment 0 0 0 1
Family Allowance 0 0 10 10

Lower middle-income economies (33 out of 36 reported some program as of

Type of benefit 1925 1945 1965 1985

Old age, disability, or death 1 5 25 30
Sickness or maternity 1 7 22 23
Work Injury 8 25 30 32
Unemployment 0 1 3 6
Family Allowance 0 4 10 11

Upper middle-income economies (23 out of 24 reported some program as of 1985)

Type of benefits 1925 1945 1965 1985

Old age, disability, or death 3 13 . 20 22
Sickness or maternity 6 12 18 19
Work Injury 13 21 23 23
Unemployment 0 4 5 8
Family Allowance 0 6 14 14

Industrial market economies (19 out of 19 reported some program as of 1985)

*

Type of benefits 1925 1945 1965 1985

Old age, disability, or death 13 17 19 19
Sickness or maternity 12 16 17 18
Work injury 18 19 19 19
Unemployment 12 18 19 19
Family Allowance 0 It 17 19

Note; Gabon has been added to the upper middle-income countries. See note 1 to Table 1.1.

Sources ; Program information; U.S. Social Security Administration (1986), Social Security 
Programs Throughout the World 1985. Washington, D.C. Income categories: World Development
Report 1987. World Development Indicators, Table 1, World Bank, Washington, D.C.



Table ? Principias applied to provision of various social security benefits 
(Numbers of economies In 1985)

low-Income economies

Type of benefit rot«i,/
Social 

Injuranc.

Universal 
b.n.l1t 
or social 2/assistance

Provident
Fund

Ceployer 
Liability

Old age, disability, or death 24 16 0 • 1
Sickness 5 4 0 1 It
Maternity I] 13 0 0 10
Medical car# 3 / 6 6 0 0 10
Work Injury 19 19 0 0 12
Unemployment 1 0 0 1 2
family allowance 10 10 0 0 1

Louer aIddle-Income economies

Type of benefit Total}/
Social

Insurance

Universal 
benef1t 
or social 
assistance^

Provident
Fund

Employer
liability

Old age, disability, or death 30 27 (1) 3 0
Sickness 19 19 0 0 2
Maternity 23 23 0 0 « 1
Medical care 1/ 19 IS 1 0 2
Mork Injury 23 25 0 0 7
Unemployment 6 3 2 1 6
Family allouance 11 10 1 0 0

\J Total excludes employer-liablIIty programs.
2/ Parentheses Indicate numbers of programs lor which the principle Is applied In conjunction 

with other principles.
3/ Medical care includes hospital IaatIon Insurance.

Source: Program Information: U.S. Social Security Administration (1996), Social Security
Programs Throughout the World 1965, Washington, O.C. Income categories: World Development
Report 1987, World Development Indicators, Table I, World Bank, Washington, D.C.

a



Upp«r mlddle-lncome economies

Typa of benefit Total!/
Social

Insurance

Universal 
benefit 
or social 
assistance^

Provident
Fund

Employer
Liability

Old age, disability, or death 22 18 2 2 0
Sickness 18 18 (I)» 0 1
Maternity 19 19 0 0 2
Medical care 3/ 21 IT 3 1 0
Work Injury 18 18 0 0 5
Unemployment 8 4 4 0 3
family allowance 14 12 2 0 0

Industrial market «cono»I«s

Universal 
banal 11 ,

Type of benefit Total1̂
Social

Insurance
or social 2/assistance

Provident
Fund

Employer
Liability

Old age, disability, or death 19 16 J(«5> 0 0
Sickness 18 16 2 0 Ó
Maternity 17 16 1 0 0
Medical care 3/ II 7 0 0
Work Injury 13 15 (II 0 4
Unemployment 19 17 2(«4) 0 0
Family allowance 19 5 I3(«l) 0 0

#
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Table 4 Coverage of population and active labor force in Latin America. 1980

C ountry

P o p u la t io n  c o v e r e d  
in  s ic k n e s s  and 

m a te r n ity  program  
( p e r c e n t )

A c t iv e  la b o r  
f o r c e  c o v e r e d  in  
p e n s io n  program  

(p e r c e n t )

Low incom e

H a it i 1 2

Lower m id d le -in co m e

B o l iv ia 25 18
Honduras 7 13
N icaragu a 9 19
D om inican R e p u b lic 8 14
El S a lv a d o r 6 12
Paraguay 18 14
Peru 17 37
Ecuador 8 23
Guatem ala 14 33
C osta  R ica 78 68
C olom bia 12 22
C h ile 67 62

Upper m id d le -in co m e

B r a z il 96 96
Uruguay 69 81
M exico 53 42
Panama 50 46
A rg en tin a 79 69
V en ezu e la 45 50

%

S o u r c e : Carm elo M esa-Lago ( 1 9 8 6 ) ,  "C om p a ra tiv e  Study o f  th e  D evelopm ent o f
S o c ia l  S e c u r i t y  in  L a tin  A m e r ica " , I n t e r n a t io n a l  S o c ia l  S e c u r i t y  R eview  3 9 , 
2 :  1 2 7 -1 5 2 , T a b le s  1 and 3 .

♦
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Table 5. Financial Floes of social security a'nd related prograas (fiscal year ending during 1983). 
(Percentage of 60P, except for Surplus/Receipts)

Social Security Systee-------------------------------
Country Receipts Expenditures: . Surplus Surplus/

.benefits Total  Receipts

Public Employees Systee—  Other Prograes—  
Receipts Expendi* Surplus Public Public 

tures Medicai Assistance

Latin Aeerica and the Caribbean 
Haiti
Doainican Rep.
Jaaaica 
Peru
Coluabia 
Chile 
Brazil 
Mexico 
Argentina

2.221 0.591 0.761 1.461 65.91 0.701 0.591 0.111 0.621 0.241
2.151 2.041 2.301 -0.141 -6.71 0.001 0.001 0.001 0.001 0.001
2.031 1.521 1.751 0.2B1 13.91 0.521 0.471 0.041 0.001 0.002

16.731 13.011 14.291 2.441 14.61 0.001 0.001 0.001 0.001 0.002
5.521 5.071 5.461 0.061 1.11 0.151 0.151 0.001 0.001 0.001
2.031 1.521 2.111 -0.081 -3.91 1.041 0.651 0.401 0.001 0.001

♦

»

Sub-Saharan Africa 
The 6aabia 
Kenya 
6hana 
Zaabia
Cote d’ Ivoire 
Nigeria 
Caaeroon 
Mauritius 
Congo

Morocco
Egypt
Turkey
Tunisia
Hungary
Portugal
Yugoslavia
Cyprus
Israel

Asia
Bangladesh
Buraa
India
Pakistan
Sri Lanka
Indonesia
Philippines
Thailand
Malaysia
Korea
Singapore

0.771 0.051 0.071 0.701 90.81 0.002 0.002 0.001 0.002 0.002

2.621 0.B62 1.221 1.401 53.32 0.002 0.002 0.001 0.002 0.002
1.171 0.512 0.652 0.512 43.91 0.002 0.002 0.002 0.002 0.001
0.171 0.012 0.022 0.142 B5.61 0.002 0.002 0.002 0.002 0.002
1.421 0.362 0.362 1.062 74.52 0.211 0.211 0.002 0.002 0.002
3.541 1.882 1.982 1.571 44.22 0.002 0.002 0.002 0.002 0.161
1.911 0.612 0.911 1.001 52.51 0.002 0.001 0.001 0.002 0.002

it, and 
1.541

North Africa 
0.811 0.B62 0.672 43.72 0.002 0.002 0.002 0.002 0.002

3.381 2.232 2.362 1.022 30.32 1.471 1.411 0.052 0.312 0.012

15.441 15.362 15.442 0.002 0.01 0.001 0.002 0.002 0.002 0.002
7.862 7.442 7.952 -0.091 -1.11 1.742 1.781 -0.041 3.362 0.401

11.331 10.332 11.271 0.061 0.51 0.002 0.002 0.002 0.002 0.002
6.531 3.442 3.522 3.011 46.12 1.552 1.132 0.411 1.932 0.3B2

10.421 7.922 9.271 1.152 11.12 0.802 0.802 0.002 0.002 0.721

0.011 0.001 0.002 0.012 55.32 0.001 0.001 0.002 0.001 0.001
0.0B1 0.041 O.OSZ 0.022 31.32 0.001 0.001 0.001 0.002 0.002
1.332 0.482 0.511 0.821 61.31 1.442 0.922 0.522 0.002 0.042
0.101 0.031 0.042 0.061 60.32 0.372 0.372 0.002 0.002 0.211
2.001 0.321 0.341 1.662 83.02 0.472 1.812 -1.342 0.002 0.06 2
0.081 0.012 0.021 0.052 71. Bl 0.002 0.001 0.002 0.002 0.002
1.001 0.311 0.342 0.672 66.42 0.751 0.402 0.351 0.002 0.002
0.041 0.012 0.011 0.021 63.71 0.161 0.162 0.002 0.002 0.002
5.322 0.772 0.832 4.491 B4.41 0.002 0.002 0.002 0.002 0.041

14.701 3.792 6.431 B.27Ï 56.31 0.261 0.261 0.001 0.931

Industrial Market Countries

0.011

Japan 10.971 7.441 8.461 2.511 22.92 2.111 1.581 0.532 0.251 1.251
Sweden* 19.882 16.932 17.381 2.512 12.61 2.371 2.372 0.002 7.771 5.462
United States B.971 8.341 8.621 0.351 3.91 3.271 1.711 1.551 1.121 2.662
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Table 7. Sources of Revenue for Social Security Systeas

Statutory Contribution Rates: 
Country (percent of wages or payroll)

Percentage Distribution of Revenue- 
Contributions—  Other Invest-

losared Insured Taxes sent
Person Eapioyer Person Eapioyer (State! Incoae Other

Latin Aaerica and the Caribbean
Haiti 2 -  62 4 - 121
Doainican Rep. n K 9.5
Jaaaica 2.5* 2.5* 24.32 29.72 7.42 38.52 0.12
Peru 3 7 - 18.2 88.52 (both) 0.02 10.22 1.22
Coluabia '5.5 18 - 24 23.72 •55.82 0.02 9.02 11.42
Chile 24.h-2b.5m 4.2 - 4.6 31.12 2.12 48.92 15.92 2.02
Bra:il 8.5 -  10 14.7-16.8 15.62 ' 74.02 8.22 0.02 2.22
Mexico 3.75 11.3** 19.72 61.92 12.32 5.22 0.82
Argentina 14 24

Sub-Saharan Africa
The Baabia 5 10
Kenya 5 5 25.32 23.32 49.32 0.02 0.02
6hana 5 12.5
Zaabia 5 5 38.52 28.52 0.02 32.82 0.22
Cote d'Ivoire 1.2 9.3-12.3 61.92 17.72 0.02 20.42 0.02
Nigeria 6 6 28.22 20.22 0.02 51.42 0.32
Caaeroon 2.8 13-16.2 12.82 64.42 0.02 22.82 0.02
Mauritius 3 6 10.62 21.22 52.32 14.32 1.62
Congo 2.6 15.88 12.12 80.22 0.02 7.52 0.22

Europe, Middle East, and North Africa
Morocco 1.9 13.B 8.42 78.42 0.02 13.22 0.02
Egypt 11 24
Turkey 14 20.3*» 36.92 39.9Z 5.12 17.62 0.52
Tunisia 6.25 18.5-26.5
Hungary 3 - 15 10-24 14.92 47.12 38.02 0.02 0.02
Portugal 11.5 25 28.12 64.12 7.82 0.02 0.02
Yugoslavia 23.2+ Varies . 66.72 24.52 7.32 0.92 0.62
Cyprus 6 6 35.12 35.32 20.62 8.22 0.72
Israel 3.6 8.2** 23.22 38.32 27.22 10.62 0.72

Asia
Bangladesh (Not reported) 19.42 43.42 4.32 32.92 0.02
Buma 1 3 19.92 59.82 17.87. 1.92 0.52
India 8.75-10.5 11.6-13.4 29.72 33.72 1.12 32.72 2.82
Pakistan 0 12 0.02 72.32 0.12 26.92 0.52
Sri Lanka 8 13-19.5 28.72 29.92 0.02 41.42 .0.02
Indonesia 3 7+ 16.52 48.42 0.02 0.02 35.12
Philippines 2.85-4.55 7.75-9.45 20.02 31.42 0.02 48.12 0.52
Thailand 0 0.2 - 4.5 0.02 64.02 3.72 32.32 0.02
Malaysia 9.5 12.75 62. B2 2.22 0.02 34.42 0.62
Korea 1.5 - 4 3.24
Singapore 25 ¿•j 39.62 42.02 0.02 17.92 0.52

Industrial Market Countries
Japan»*»* 10.05 10.9-23.3 31.87 23.82 21.62 11.62 6.32
Sweden 0* 30.45 1.82 64.92 16.72 16.72 0.02
United States 7.05 12** 34.92 45.12 17.62 2.32 0.12

*

*



*

♦
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Table 8. Distribution of benefits seong types of benefits. 
(Percent of total benefits)

Country Old age, Sickness 
disability and 

(t death Maternity
Hark

Injury

Other 
Medical Uneaploy- 

Care eent

Faeily
Allow­

ance Other

(Total
Medical

Care)
Latin Aaerica and the Caribbean 
Haiti
Doeinican Rep.
Jaeaica 94.31 0.11 5.61 0.01 0.01* 0.01 0.01 0.01
Peru 34.11 58.81 7.11 0.01 0.02 0.02 0.02 65.51
Coluabia 28.BX 62.91 8.31 0.01 0.02 0.01 0.01 58.91
Chile 65.91 14.91 2.51 0.01 3.51 9.62 3.62 12.71
Brazil 62.11 11.61 0.61 21.91 0.01 3.32 0.42 21.91
Rexico 22.51 63.81 10.11 1.81 0.02 0.42 1.42 36.71
Argentina

Sub-Saharan Africa 
The Saabia
Kenya 99.01 0.01 0.02 1.01 0.02 0.01 0.02 1.02
Shana
laabia 62.71 0.91 0.01 0.01 0.01 0.01 36.42 0.02
Cote d'Ivoire 32.91 0.01 24.11 0.01 0.02 43.01 0.01 0.02
Nigeria 100.01 0.01 0.01 0.01 0.02 0.01 0.01 0.02
Caaeroon 10.01 0.01 14.91 0.01 0.02 75.21 0.02 3.01
Mauritius , 92.21 0.01 « 0.01 0.92 7.41 0.01 0.01
Congo 0.01 44 0.01 0.02 >4 0.02 0.01

Europe, Middle East, and North 
Morocco 46.71

Africa
2.51 0.01 0.02 0.01 50.92 0.02 0.02

Egypt
Turkey 61.91 19.01 3.21 0.02 0.01 0.02 15.91 17.01
Tunisia
Hungary 54.11 8.41 0.41 23.01 0.02 11.62 2.51 23.02
Portugal 67.91 9.61 0.01 0.01 3.31 10.01 9.11 0.02
Yugoslavia 53.31 7.91 0.31 33.92 0.01 4.61 0.02 33.92
Cyprus 85.81 4.81 1.71. 0.01 7.11 0.01 0.41 0.12
Israel 39.81 3.31 2.71 • 32.81 1.12 19.11 1.11 34.21

Asia
Bangladesh 43.41 46.31 10.31 0.02 0.02 0.02 0.02 0.01
Buraa 1.51 27.31 8.51 62.62 0.02 0.02 0.02 62.62
India 75.11 8.51 3.91 11.02 0.02 0.01 1.52 11.01
Pakistan i 100.01 i 0.02 0.02 0.02 0.02 85.31
Sri Lanka 100.01 0.01 0.01 0.01 0.01 0.01 0.02 0.01
Indonesia 38.51 0.01 61.51 0.01 0.02 0.02 0.02 0.02
Philippines 73.71 * 4.21 22.11 0.01 0.02 0.02 23.32
Thailand 0.01 0.01 100.01 0.02 0.01 0.02 0.01 41.22
Malaysia 95.91 0.01 4.11 0.02 0.02 0.02 0.01 0.42
Korea
Singapore 97.71 0.01 • 2.31 0.01 0.01 0.01 0.02 0.01

Industrial Market Countries 
Japan ** » *4 4* 44 44 44 44
Sweden 61.31 23.31 1.41 0.01 5.11 8.81 0.02 2.71
United States Figures for 1983 are not on hand as of this writing.
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F i s c a l  I s s u e s  i n  
M a c r o e c o n o m i c  

S t a b i l i z a t i o n

L a n c e  T a y l o r

F iscal austerity’ s threat to norm al p o licy  goals loom s even  
larger because m any o f  its e ffects  are unexpected and 
p oor ly  understood.

m

Tim f la iic y . P l i r e a n ^  mi R u r n t h  C a i ip lc i  ¿ w h —  P W  W o r f u n |  P i p a i  t o  ilir e m iim a  th a  f in d in g »  o f  o a t  in  p r o q o a  r e d  in  
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A  key questionfor stabilization programs is this: 
H ow  do governments get into fiscal difficulty in 
the fine {dace?

Three view s predominate: the political 
deficit, the structural deficit, and the inflation 
tax. In the first view , the state is forced towaxd 
taxing too little and spending too much, both to 
pay o f f  specific interest groups and to sustain 
employment through aggregate demand. In the 
second view , the econom y suffers a contraction­
ary sh ock — such as falling terms o f  trade or 
interest rare incursions on  external debt—  
which the government tries to offset by fiscal 
means in the short ran. In tire third view, the 
stare indulges tire desire to use revenue from tire 
inflation tax in the absence o f  other sources.

Fiscal deficits thus have numerous causes—  
not all o f  them irrational, not aü adding to aggre­
gate demand. Reducing tire deficit is neverthe­
less tire sine qua non o f  orthodox stabilization 
packages. H ow  does such austerity affect an 
econom y’s chances o f  achieving the normal 
policy goals o f:

• Maintaining socially acceptable capacity 
use and growth?

• Keeping inflation tolerable?

• Altering tire distributions o f  income and 
wealth?

• Maintaining self-reliance in trade and 
external finance?

ft makes each o f  there tasks harder, because 
o f  the incomplete understanding o f  the likely 
effects o f  fiscal measures.

First, policymakers need to know more 
about the specific effects o f  different policies. 
For example, cuts in public investment may also 
cause private capital formation to decline. 
Oranges in the prices that public enterprises 
charge for food  or essential services can have 
strong distributional repercussions. And the 
bidding up o f  interest rates can, i f  accompanied 
by other incentives, make capital repatriation 
and emigrant remittance more likely.

Second, fiscal measures should not be inde­
pendent o f  other policy  moves. I f  devaluation 
causes contraction, teaming it with fiscal re­
straint may lead to extreme losses o f  output —  
the overkill for which orthodox programs are 
often criticized.

Third, fiscal measures can sometimes 
substitute for other Cess savory) policy changes. 
For example, tire narrower and more directed 
fiscal interventions can avoid many o f  
devaluation’s unpleasant econom y wide effects 
(political visibility, output contractions, and 
price inflation because o f  the higher costs of 
imported inputs).

This is a background paper for the 1988 W orld Development Report. Copies are 
available free from the W orld Bank, 1818 H Street NW , Washington DC 20433. 
Please contact Rhoda Blade-Charest, room S I3-060, extension 33754.
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T h is  p a p e r  i s  a b o u t  f i s c a l  p o l i c y  i s s u e s  t h a t  a r i s e  d u r in g  

m a cr o e co n o m ic  s t a b i l i z a t i o n  in  d e v e lo p in g  e c o n o m ie s .  The e m p i r i c a l  

b a ck g r o u n d  com es from  a r e c e n t  s tu d y  o f  s t a b i l i z a t i o n  e p i s o d e s  in  

18 c o u n t r i e s ,  o r g a n iz e d  b y  th e  W orld  I n s t i t u t e  f o r  D ev e lop m en t 

E co n o m ie s  R e s e a r c h  (WIDER) i n  H e l s i n k i .  The r e s u l t s  a r e  r e v ie w e d  

i n  a summary m onograph  b y  T a y lo r  ( 1 9 8 8 ) ,  and th e  c o u n t r y  p a p e r s  

a r e  a v a i l a b l e  from  WIDER.

F i s c a l  p o l i c y  c a n n o t  be  d e s c r i b e d  o u t s i d e  a m a cro e c o n o m ic  

fra m e w o rk . S e c t i o n  1 s e t s  o u t  th e  b a s i c s ,  a s  th e y  a p p ly  in  th e
i

WIDER s t u d i e s .  S e c t i o n  2 ta k e s  up t h r e e  t h e o r i e s  a b o u t  th e  f i s c a l  

d e f i c i t  ~  i t  may r i s e  f o r  p o l i t i c a l  o r  s t r u c t u r a l  r e a s o n s ,  o r  

p e r h a p s  b e c a u s e  th e  r e l e v a n t  a u t h o r i t i e s  w ant t o  m a x im ize  r e v e n u e  

fro m  t h e  i n f l a t i o n  t a x .  S e c t i o n  3 i s  a b o u t  th e  e f f e c t s  o f  d e f i c i t  

r e d u c t i o n ,  a c e n t r a l  com p on en t o f  o r t h o d o x  s t a b i l i z a t i o n  p a c k a g e s .  

S e c t i o n  4 t a k e s  up o t h e r  f i s c a l  t o p i c s  b r o u g h t  up in  th e  WIDER 

c o u n t r y  p a p e r s .

1 .  M a cro e co n o m ic  B ack grou n d

T h e re  a r e  f o u r  c l a s s i c  m odes o f  m a cro e c o n o m ic  a d ju s tm e n t  in  

th e  s h o r t  run  —  ch a n g e s  i n  th e  l e v e l  o f  o u t p u t ,  th e  t r a d e  

b a la n c e ,  in com e  d i s t r i b u t i o n ,  and r e a l  w e a l t h .  We b e g in  w ith  th e  

f i r s t ,  f a m i l i a r  from  th e  G e n e r a l T h e o ry  and c o u n t l e s s  m acro 

t e x t b o o k s  in  i t s  w ak e. A demand i n j e c t i o n ,  s a y  g r e a t e r  govern m en t 

s p e n d in g  o r  r e d u c e d  t a x e s ,  makes e co n o m ic  a c t i v i t y  r i s e .  The 

i n c r e a s e d  p r o d u c t io n  g e n e r a t e s  a d d i t i o n a l  in co m e , w h ich  f e e d s  b a ck  

i n t o  m ore c o n s u m p t io n , s t i l l  g r e a t e r  o u t p u t ,  and so  on  u n t i l  th e  

m u l t i p l i e r  c h a in  c o n v e r g e s  t o  an e q u i l ib r iu m  l e v e l  o f  s u p p ly .

T h is  s t o r y  i s  w e l l-k n o w n , and em p h a s ized  in  th e  WIDER



s t u d i e s .  S t a b i l i z a t i o n  p ro g ra m s  b a s e d  upon  a u s t e r i t y  a lw a y s  

c o n c e n t r a t e  on  r e d u c in g  th e  f i s c a l  d e f i c i t .  As d i s c u s s e d  i n  

s e c t i o n  3 , th e y  s e t  o f f  a c o n t r a c t i o n a r y  m u l t i p l i e r  o u tp u t  

r e s p o n s e  i n s t e a d  o f  s lo w in g  p r i c e  i n c r e a s e s  a s  th e y  a r e  o f t e n  

m eant t o  d o .  E x p a n s io n a r y  p o l i c i e s  may s t i m u l a t e  o u t p u t  w i t h in  

som e r a n g e ,  t h e  p r i o r  l i m i t s  t o  w h ich  a r e  u n c e r t a i n  e x  a n te  b u t  

e s s e n t i a l  t o  p o l i c y  d e s i g n .

B e s id e s  t h e  f i s c a l  p o s i t i o n ,  th e  in com e  d i s t r i b u t i o n  may a l s o  

ch a n g e  i n  r e s p o n s e  t o  p o l i c y  m an eu vers o r  o t h e r  f o r c e s .  In

s t a b i l i z a t i o n  p a c k a g e s ,  " in c o m e s  p o l i c i e s , ”  w h ich  o f t e n  h a v e  a
• »

l a r g e  f i s c a l  c o n t e n t ,  a r e  d i r e c t e d  to w a rd  d i s t r i b u t i o n a l  e n d s .  

O r th o d o x  p r o g r a m s , f o r  e x a m p le , f r e q u e n t l y  i n c o r p o r a t e  w age c u t s ,  

p r i c e  i n c r e a s e s  f o r  e x p o r t  c r o p s ,  and o t h e r  m oves a im ed a t  

c h a n g in g  th e  p a t t e r n  o f  r e s o u r c e  a l l o c a t i o n .  What i s  t h e i r  e f f e c t  

on  t h e  l e v e l  o f  e c o n o m ic  a c t i v i t y ?

To a n sw er s u ch  a q u e s t i o n ,  o n e  m ust b e g in  b y  d i s t i n g u i s h i n g  

r e l e v e n t  e c o n o m ic  g r o u p s ,  i . e .  b y  s e t t i n g  up a c l a s s  s t r u c t u r e .  

A lth o u g h  th e  VISEA s t u d i e s  w ork  w ith  f a i r l y  c o m p le x  " s o c i a l  

m a t r ix e s "  t o  s u p p o r t  t h e i r  d i s t r i b u t i o n a l  a n a ly s e s ,  we s t i c k  w ith  

th e  b a s i c s  h e r e .  The s i m p le s t  and m ost t r a d i t i o n a l  m od e l f o c u s e s  

on  w o r k e r - c a p i t a l i s t  c o n f l i c t  o v e r  an in d e x  o f  d i s t r i b u t i o n ,  s a y  

th e  r e a l  w age .

How d o e s  th e  l e v e l  o f  a c t i v i t y  a d ju s t  when th e  r e a l  w age (o r  

m ore g e n e r a l l y  an i n d i c a t o r  o f  th e  p r o g r e s s i v e n e s s  o f  th e  in com e  

d i s t r i b u t i o n )  g o e s  up? E c o n o m is ts  c o n c e n t r a t e  on  tw o s ta n d a r d  

l i n e s  o f  r e s p o n s e .  The g e n e r a l l y  o r t h o d o x  s t o r y  i s  t h a t  a h ig h e r  

wage f o r c e s  e m p lo y e r s  t o  c u t  b a ck  on  j o b s  w h i le  a t  th e  same tim e  

e x p o r t s  f a l l  b e c a u s e  th e y  becom e l e s s  c o s t - c o m p e t i t i v e .  T h rou gh



b o th  c h a n n e ls ,  r e a l  wage i n c r e a s e s  make o u tp u t  d e c l i n e .  

C o n t r a r iw is e ,  wage c u t s  s t i m u l a t e  p r o d u c t i o n .  T h is  s o r t  o f  o u tp u t  

r e s p o n s e  i s  o f t e n  presu m ed  b y  d e s ig n e r s  o f  o r t h o d o x  s t a b i l i z a t i o n  

p r o g r a m s .

A l t e r n a t i v e l y ,  w age c u t s  a r e  l i k e l y  t o  h o ld  down con su m er 

demand and t h e r e b y  th e  l e v e l  o f  o u tp u t  —  a common o b s e r v a t i o n  in  

th e  VIDSR s t u d i e s .  I f  p r i v a t e  in v e s tm e n t  r e s p o n d s  t o  th e  l e v e l  o f  

a c t i v i t y ,  a s  i n  s ta n d a r d  a c c e l e r a t o r  in v e s tm e n t  t h e o r i e s ,  c a p i t a l  

fo r m a t io n  and *grow th w i l l  a l s o  d e c l i n e .  R e a l wage r e d u c t i o n s  le a d  

t o  e c o n o m ic  s t a g n a t i o n ;  w age i n c r e a s e s  p e r k  up a s l u g g i s h  s y s te m .
t

T h is  s o r t  o f  r e s p o n s e  t o  d i s t r i b u t i o n a l  ch a n g e  i s  so m etim es  c a l l e d  

" s t a g n a t i o n i s t ; "  i t s  m ir r o r  im age o f  o u tp u t  i n c r e a s e s  i n  r e s p o n s e  

t o  w age r e d u c t i o n s  c h a r a c t e r i z e s  an " e x h i l a r a t i o n i s t "  m acro  

s y s te m .

A lth o u g h  t h e r e  i s  no c e r t a i n t y  r e g a r d in g  th e  m a t t e r ,  on e  

m ig h t e x p e c t  s t a g n a t i o n i s t  a d ju s tm e n t  when th e  r e a l  wage i s  lo w , 

and e x h i l a r a t i o n  when i t  i s  h i g h .  The "O u tp u t r e s p o n s e ”  c u r v e  in  

F ig u r e  1 i s  b a s e d  on  t h e s e  h y p o t h e s e s ,  w ith  a p o s i t i v e  s l o p e  f o r  

lo w  w age l e v e l s ,  and a n e g a t iv e  s l o p e  f o r  h ig h  o n e s .  I f  o u tp u t  

a d ju s tm e n t  t o  demand ch a n g e s  i s  r a p id  ( t h e  u s u a l  s u p p o s i t i o n ) , th e  

econom y w i l l  " a lw a y s "  b e  on  th e  o u tp u t  r e s p o n s e  l o c u s ,  u n le s s  

o t h e r  r e s t r i c t i o n s  b in d .  The l o c u s  w i l l  ch a n g e  i t s  p o s i t i o n  in  

r e s p o n s e  t o  p o l i c y  m ov es . E x p a n s io n a ry  f i s c a l  a c t i o n s  s h i f t  i t  t o  

th e  r i g h t ,  i n c r e a s i n g  e c o n o m ic  a c t i v i t y  w ith  an u n ch a n ged  in com e 

d i s t r i b u t i o n .

V hat fo rm s c o u ld  a d d i t i o n a l  r e s t r i c t i o n s  on  o u tp u t  ta k e ?  

P r o d u c t io n  in  d e v e lo p in g  e c o n o m ie s  i s  s u b j e c t  t o  s e v e r a l  k in d s  o f  

u p p er  b o u n d s . I f  i n d u s t r i a l  a c t i v i t y  r e l i e s  upon in t e r m e d ia t e



Figure 1 : Relationship between the real wage and output 
with no capacity constraint.



i a p o p t s  ( t h e  u s u a l  c a s e  when im p o r t  s u b s t i t u t i o n  o f  f i n a l  g o o d s  

h a s  b een  p u r s u e d ) , s c a r c e  f o r e i g n  e x ch a n g e  may l i m i t  p o t e n t i a l  

s u p p ly .  A t t im e s ,  c a p a c i t y  w i t h in  k ey  s e c t o r s  o r  t h e i r  

s u p p l i e r s  ( e . g .  o f  n o n - t r a d e d  i n f r a s t r u c t u r a l  in p u t s  su ch  as 

t r a n s p o r t  and e n e r g y )  may h o ld  down p r o d u c t io n  l e v e l s .  F i n a l l y ,  in  

t h e  s h o r t  ru n  s u p p l i e s  o f  k e y  c o m m o d it ie s  l i k e  s t a p l e  f o o d s  w i l l  

b e  d e te r m in e d  b y  w e a th e r  c o n d i t i o n s  and th e  s e a s o n a l  c y c l e .  At 

t h e  m acro  l e v e l ,  a l l  t h e s e  c o n s t r a i n t s  add up t o  a " C a p a c i t y  

l i m i t , "  th e  v e r t i c a l  l i n e  in  F ig u r e  2 .

I n -F ig u r e  2 , th e  econ om y may o p e r a t e  b e lo w  c a p a c i t y  e i t h e r  

a lo n g  th e  s t a g n a t i o n i s t  segm en t AB o r  in  th e  e x h i l a r a t i o n i s t  ra n g e  

CO. A lo n g  th e  l i n e  segm en t BC, p r o d u c t io n  c o n s t r a i n t s  b in d .

B e low  f u l l  c a p a c i t y ,  a d ju s tm e n t  o f  o u tp u t  tow a rd  th e  r e l e v a n t  

c u r v e  i s  u s u a l l y  assum ed t o  b e  r a p i d ,  a s  shown b y  th e  s m a ll  

a r r o w s . The i n t e r e s t i n g  q u e s t i o n  i n  te rm s o f  th e  d ia g ra m  i s  how t o  

d e s c r i b e  m acro a d ju s tm e n t  when c a p a c i t y  l i m i t s  b e g in  t o  b in d ,  due 

f o r  ex a m p le  t o  p r o g r e s s i v e  in com e  r e d i s t r i b u t i o n  in  a 

s t a g n a t i o n i s t  econom y o r  e x p a n s io n a r y  p o l i c y  w h ich  s h i f t s  th e  

e n t i r e  Ouput r e s p o n s e  c u r v e  t o  th e  r i g h t .  T h ree  a d ju s tm e n t  

m echanism s a r e  em p h a s ized  i n  th e  VIDER s t u d i e s .

F i r s t ,  a demand l e v e l  e x c e e d in g  c a p a c i t y  w i l l  p r o b a b ly  make 

p r i c e s  r i s e .  I f  th e  n om in a l w age i s  n o t  f u l l y  in d e x e d  t o  

i n f l a t i o n ,  th e  r e a l  wage d e c l i n e s ,  r e d u c in g  demand and o u tp u t  in  a 

s t a g n a t i o n i s t  s y s te m . S h o r t - r u n  i n f l a t i o n a r y  a d ju s tm e n t  v ia  

w o r k e r s 's  " f o r c e d  s a v in g "  ( o r  " a u t o m a t ic  l a c k i n g "  in  D en n is 

R o b e r t s o n 's  p h r a s e )  tow a rd  l i m i t e d  c a p a c i t y  i s  s t a b l e  in  t h i s  case 

—  th e  segm ent BZ in  F ig u r e  2 . I f  th e  econom y b e h a v e s  in  

e x h i l a r a t i o n i s t  fa s h io n  —  segm en t ZC —  p r i c e  i n c r e a s e s  r a i s e



F ig u r e  2 : Modes o f  a d ju stm en t w ith  and w ith o u t  a d in c in g  

c a p a c i t y  c o n s t r a i n t .



p r o f i t s ,  s t im u la t e  in v e s t m e n t ,  and le a d  tow a rd  h y p e r i n f l a t i o n  in  

r e s p o n s e  t o  an i n i t i a l  in c re m e n t  in  dem and. Such c a s e s  may 

o c c a s i o n a l l y  a r i s e ,  b u t  n o t  i n  th e  VIDER s a m p le .

S e c o n d , th e  i n i t i a l  p r i c e  i n c r e a s e  w i l l  r e d u c e  " r e a l  

b a l a n c e s , "  i . e .  th e  m oney s t o c k  d i v i d e d  b y  th e  p r i c e  l e v e l .  V ith  

th e  r e a l  v a lu e  o f  t h e i r  a s s e t s  r e d u c e d  b y  t h i s  ch a n g e , 

w e a l t h - h o ld e r s  may s a v e  m ore t o  c o m p e n s a te , c u t t i n g  a g g r e g a t e  

dem and. T h is  p r o c e s s  ru n s  p a r a l l e l  t o  f o r c e d  s a v in g  —  th e  tw o a re  

d i f f i c u l t  t o  d i s t i n g u i s h  in  p r a c t i c e .

Vhen t h e r e  i s  an o n g o in g  i n f l a t i o n ,  th e  r e a l  b a la n c e

a d ju s tm e n t  ca n  b e  r e i n t e r p r e t e d  as an " i n f l a t i o n  t a x . "  To s e e  how ,

we ca n  in v o k e  th e  q u a n t i t y  t h e o r y  o f  m oney a s  e n s h r in e d  in  th e

" e q u a t i o n  o f  e x c h a n g e ,"  XV *  PX, w h ere  M i s  th e  m oney s u p p ly ,  V i s

v e l o c i t y  ( ta k e n  t o  b e  an i n s t i t u t i o n a l l y  d e te r m in e d  c o n s t a n t ) , P

i s  th e  p r i c e  l e v e l ,  and X i s  o u tp u t  (assu m ed  f i x e d  b y  s u p p ly

c o n d i t i o n s  o r  c a p a c i t y ) .  I f  we l e t  " h a t s "  o v e r  v a r i a b l e s  d e n o te

t h e i r  r a t e s  o f  g r o w th , th e  d yn am ic v e r s i o n  o f  th e  q u a n t i t y  
* « « * 

e q u a t io n  i s  M *  P + X , w h ere  M »  A M /ii, e t c .  and v e l o c i t y  i s

assum ed c o n s t a n t .

T h is  new e q u a t io n  s im p ly  s t a t e s  th a t  th e  g row th  r a t e  o f  th e  

m oney s u p p ly  e q u a ls  th e  sum o f  th e  i n f l a t i o n  r a t e  and th e  o u tp u t  

g ro w th  r a t e  —  a t a u t o l o g y  when V i s  c o n s t a n t .  M odest a d d i t i o n a l  

m a n ip u la t io n  p r o d u c e s  AM «  A P(M /P ) + P A X /V . An in c r e m e n t a l  

i n c r e a s e  i n  m oney s u p p ly  ( fr o m  an in c r e a s e d  f i s c a l  d e f i c i t  

f in a n c e d  a t  th e  c e n t r a l  b a n k , f o r  ex a m p le ) d e co m p o se s  i n t o  th e  

in s t a n t a n e o u s  l o s s  in  r e a l  b a la n c e s  M/P due t o  a p r i c e  i n c r e a s e  AP 

(so m e tim e s  c a l l e d  th e  " i n f l a t i o n  t a x " )  and an o u tp u t  g row th  term

(so m e tim e s  c a l l e d  " s e i g n o r a g e , "  a lth o u g h  t e r m in o lo g y  i s  n o t  f u l l y



s t a n d a r d iz e d  i n  t h i s  a r e a ) .

The p u re  ta x  y i e l d  r i s e s  a lo n g  w ith  i n f l a t i o n .  H ow ev er , i f  V
A

g r a d u a l ly  d e c l i n e s  a s  P r i s e s  (an  e m p i r i c a l  t r u i s m ) , th e  

s e ig n o r a g e  y i e l d  d e c l i n e s .  G overn m en ts a t  t im e s  a r e  s a i d  t o  push  

up a g g r e g a t e  dem and, h o p in g  t o  f i n a n c e  th e  c o r r e s p o n d in g  f i s c a l  

d e f i c i t  v i a  s e ig n o r a g e  and th e  i n f l a t i o n  t a x .  As we w i l l  s e e  

b e lo w ,  t h e  a s s e r t i o n  i n  p r a c t i c e  seem s a b i t  f a r - f e t c h e d .

k  f i n a l  means o f  e v a d in g  c a p a c i t y  l i m i t a t i o n s  i s  th r o u g h  

im p o r t s  —  t h e  econ om y  ca n  s a t i s f y  in c r e a s e d  demand w h i le  m e e t in g  

l o c a l  s u p p ly  r e s t r i c t i o n s  th ro u g h  t h i s  d e v i c e .  Two p r o b le m s  a r i s e .
t

O ne, t e c h n i c a l ,  i s  t h a t  e s s e n t i a l l y  n o n - t r a d e d  g o o d s  s u ch  a s  

i n f r a s t r u c t u r e  s e r v i c e s  and t h e  c o n s t r u c t i o n  com p on en t o f  

in v e s tm e n t  a r e  n o t  e a s y  t o  b r in g  i n  t o  a l l e v i a t e  c a p a c i t y  l i m i t s .  

W ith  h ig h  dem and, p r i c e s  f o r  s u ch  co m m o d it ie s  a r e  bou n d  t o  r i s e .  

S e c o n d , f o r e i g n  e x ch a n g e  h as t o  b e  a v a i l a b l e  fro m  r e s e r v e s  o r  

c a p i t a l  i n f l o w s  t o  f i n a n c e  e x t r a  p u r c h a s e s  a b r o a d .  Such p l e n i t u d e  

o f  d o l l a r s  i s  r a r e  i n  th e  T h ir d  W o r ld .

2 .  The F i s c a l  D e f i c i t

A g a in s t  t h i s  m a c ro e c o n o m ic  b a c k d r o p , we ca n  ask  a k ey  

q u e s t i o n  f o r  s t a b i l i z a t i o n  p r o g r a m s : How d o e s  a g ov ern m en t g e t  

i n t o  f i s c a l  d i f f i c u l t y  —  c o n v e n t i o n a l l y  d e f i n e d  a s  a l a r g e  a n d /o r  

i n c r e a s i n g  p u b l i c  s e c t o r  d e f i c i t  —  in  th e  f i r s t  p l a c e ?  T h re e  

v ie w s  p r e d o m in a te  i n  th e  l i t e r a t u r e .  T hey ca n  b e  l a b e l l e d  th e  

p o l i t i c a l  d e f i c i t ,  th e  s t r u c t u r a l  d e f i c i t ,  and th e  i n f l a t i o n  ta x  

a p p r o a c h e s  r e s p e c t i v e l y .

B la m in g  p o l i t i c a l  f o r c e s  f o r  f i s c a l  e x p a n s io n  i s  an o l d  

t r a d i t i o n  i n  e c o n o m ic s ,  s h a r e d  b y  c o n s e r v a t i v e s  su ch  as S ch u m p eter 

(1 9 5 4 ) and r a d i c a l s  l i k e  O 'C o n n o r  (1 9 7 3 ) a t  d i f f e r e n t  p l a c e s  and



t im e s .  The g e n e r a l  v ie w  i s  th a t  t o  m a in ta in  i t s  p o l i t i c a l  

l e g i t i m a c y ,  th e  s t a t e  i s  f o r c e d  to w a rd  tam in g - t o o  l i t t l e  o r  

s p e n d in g  t o o  m uch, b o th  t o  p a y  o f f  s p e c i f i c  i n t e r e s t  g r o u p s  and 

( i n  a K e y n e s ia n  t w i s t )  t o  s u s t a in  th e  l e v e l  o f  em ploym ent v ia  

a g g r e g a t e  dem and. T h is  p o l i c y  b i a s  l e a d s  u l t i m a t e l y  t o  i n c r e a s i n g  

e x t e r n a l  d e f i c i t s  a n d /o r  i n f l a t i o n ,  r e q u i r i n g  s t a b i l i z a t i o n  

th ro u g h  d e f i c i t  r e d u c t i o n  i n  som e lo n g  r u n . In  F ig u r e  2 , th e  

e x p a n s io n a r y  p o l i c i e s  s h i f t  th e  O u tp u t r e s p o n s e  s c h e d u le  s o  f a r  t o  

th e  r i g h t  t h a t  w ith  a g iv e n  in com e  d i s t r i b u t i o n ,  c a p a c i t y  l i m i t s  

b e g in  t o  b in d .  The r e s u l t i n g  i n f l a t i o n ,  in com e  and w e a lth  

r e d i s t r i b u t i o n ,  a n d /o r  im p o r t  i n c r e a s e s  becom e i n t o l e r a b l e  a f t e r  a 

t im e .

In  o n e  ex a m p le  o f  t h i s  l i n e  o f  t h o u g h t ,  th e  M ex ica n  c r i s i s  

a f t e r  1982  i s  a t t r i b u t e d  b y  some a n a ly s t s  t o  p o l i t i c a l l y  d r iv e n  

e x p a n s io n  b y  a g ov ern m en t w h ich  o v e r e s t im a t e d  i t s  s p e n d in g  pow er 

from  th e  o i l  and f o r e i g n  b o r r o w in g  boom s o f  th e  1 9 7 0 's .  I n f l a t i o n  

d id  n o t  a c c e l e r a t e  d r a m a t i c a l l y  u n t i l  a f t e r  1 9 8 2 , b u t  b e f o r e  th en  

u n s u s t a in a b le  l e v e l s  o f  im p o r ts  w ere  s a i d  t o  be  th e  r e s u l t .

E ls e w h e r e , a s  i n  S r i  Lanka and T u rk ey  in  th e  1 9 7 0 ' s  and in  

Ghana f o r  tw o d e c a d e s  a f t e r  th e  e a r l y  1 9 6 0 ' s ,  p o l i t i c a l  d i s r u p t i o n  

r e f l e c t e d  i t s e l f  in  l a r g e  f i s c a l  d e f i c i t s  as p o l i t i c i a n s  g r a s p e d  

a t  w h a te v e r  means w ere a v a i l a b l e  t o  r e t a i n  pow er ( u s u a l l y  w ith o u t  

much s u c c e s s ) . F i n a l l y ,  p o l i t i c a l l y  d i r e c t e d  r e d i s t r i b u t i o n  p lu s  

e x p a n s io n a r y  f i s c a l  p o l i c y  i n  th e  s t a g n a t i o n i s t  econ om y o f  

S a lv a d o r  A l le n d e * s C h i le  s t im u la t e d  o u tp u t  t o  th e  p o i n t  a t  w h ich  

c a p a c i t y  l i m i t s  b ou n d , t r i g g e r i n g  i n f l a t i o n  and e x t e r n a l  

im b a la n c e . In  a l l  t h e s e  c a s e s ,  s t a b i l i z a t i o n s  u l t i m a t e l y  t o o k  

p l a c e ,  b u t t h e i r  b a s i c  c a u s e s  d id  n o t  com e from  th e  e c o n o m ic



s p h e r e .

S t r u c t u r a l i s t  e c o n o m is t s  a r e  by  no means o p p o s e d  t o  in v o k in g  

p o l i t i c s  t o  e x p la in  d e f i c i t s ,  b u t  a l s o  s u g g e s t  o t h e r  r e a s o n s  f o r  

them  t o  e x i s t .  One i s  an e x t e r n a l  s h o c k  —  f a l l i n g  te rm s o f  t r a d e ,  

an e x p o r t  s u p p ly  s h o r t f a l l ,  o r  an i n t e r e s t  r a t e  e x c u r s i o n  on  

e x t e r n a l  d e b t .  Such s h o c k s  a r e  c o n t r a c t i o n a r y ;  m ost g o v e rn m e n ts  

t r y  t o  o f f s e t  them i n  th e  s h o r t  ru n  b y  f i s c a l  m ean s. C a u s a l i t y  

r u n s  fro m  th e  e x t e r n a l  t o  i n t e r n a l  d e f i c i t ,  r e v e r s i n g  t h e  u s u a l  

p o l i t i c a l  l i n k .  I f  th e  s h o c k  p r o v e s  l o n g - l a s t i n g ,  f o r e i g n  f i n a n c e  

may d r y  u p , f o r c i n g  a t te m p ts  a t  s t a b i l i z a t i o n  and g e n e r a l
i

im p rov em en t o f  th e  e c o n o m y 's  t r a d e  p e r fo r m a n c e .

D u r in g  th e  p a s t  d e c a d e  o r . s o ,  many d e v e lo p in g  c o u n t r i e s  h ave  

u n d e rg o n e  s h o c k s  o f  t h i s  s o r t .  F o r  e x a m p le , w ith  b e n e f i t  o f  

h i n d s i g h t  on e  ca n  a rg u e  t h a t  th e  p e o p le  i n  c h a r g e  o f  p o l i c y  in  th e  

p r im a r y  p r o d u c t  e x p o r t i n g  e c o n o m ie s  f a i l e d  t o  f o r e s e e  th e  s e v e r i t y  

o f  th e  d e c l i n e  i n  th e  e x t e r n a l  te rm s o f  t r a d e  t h a t  b e g a n  i n  th e  

l a t e  1 9 7 0 's .  O r th o d o x  m acro  t h e o r y  s u g g e s t s  t h a t  on e  s h o u ld  

" f i n a n c e  te m p o ra ry  s h o c k s  and a d ju s t  t o  p erm an en t o n e s . "  The 

re com m en d a tion  l o o k s  r e a s o n a b le  in  a t e x t b o o k ,  b u t  i s  i m p r a c t i c a l  

i n  th e  r e a l  w o r ld .  One i n i t i a l l y  t r i e s  t o  r i d e  o u t  a s h o c k  by  

s u p p o r t in g  d o m e s t ic  dem and, and l e a r n s  o n ly  as th e  "d a r k  f o r c e s  o f  

t im e  and i g n o r a n c e "  p la y  t h e i r  hand th a t  i t  i s  " p e r m a n e n t ."  

S e n s ib l e  p o l i c y -m a k e r s  (a s  o p p o s e d  t o  t h e o r y ’ s r a t i o n a l  a g e n ts  

e q u ip p e d  w ith  p e r f e c t  f o r e s i g h t )  w ou ld  do  n o th in g  e l s e .  T h e ir  

c o u n t r i e s 's  f i s c a l  d e f i c i t s  w id en ed  s u b s t a n t i a l l y  a s  a 

c o n s e q u e n c e .

B e s id e s  e x t e r n a l  s h o c k s ,  o t h e r  s t r u c t u r a l  f a c t o r s  may f o r c e  

f i s c a l  e x p a n s io n .  They i n c lu d e  n a t u r a l  d i s a s t e r s ,  f i n a n c i a l



t u r m o i l ,  o n g o i n g  i n f l a t i o n  w i t h  i n d e x e d  g o v e r n a e n t  d e b t ,  a n d  

f o r e i g n  p a y m e n t s  o b l i g a t i o n s .

T h e  d i s a s t e r  s e c e n a r i o  i s  f a a i l i a r .  I t  r e q u i r e s  l i t t l e  

c o a o e n t  b e y o n d  t h e  o b s e r v a t i o n  t h a t  r e l i e f  e f f o r t s  h a v e  b o t h  a  

s u p p l y  a n d  d e m a n d  d i m e n s i o n .  N o t  o n l y  m u s t  c o m m o d i t i e s  b e  s u p p l i e d  

t o  v i c t i m s ,  t h e y  a u s t  a l s o  b e  i n  d e m a n d .  F o r  e x a m p l e ,  o n e  r e c e n t  

t h e o r y  ( S e n ,  1 9 8 1 )  a t t r i b u t e s  f a m i n e  l a r g e l y  t o  a  d e m a n d  c o l l a p s e  

i n d u c e d  b y  r i s i n g  f o o d  p r i c e s  i n  t h e  f a c e  o f  f i x e d  n o m i n a l  i n c o m e s  

~  a n  e x t r e m e  e a s e  o f  f o r c e d  s a v i n g .  R e s t o r i n g  d e m a n d  i n v o l v e s  

f i s c a l  d e f i c i t  s p e n d i n g  t o  t r a n s f e r  i n c o m e  t o  t h e  g r o u p s  h i t  

h a r d e s t  b y  t h e  p r i c e  i n c r e a s e s .

F i n a n c i a l  c o l l a p s e  l i e s  a t  t h e  r o o t  o f  m a n y  s t a b i l i z a t i o n s .  

O n e  t h i n k s  o f  r e c e n t  e x p e r i e n c e s  i n  S o u t h  A m e r i c a ' s  S o u t h e r n  C o n e  

( D i a z - A l e j a n d r o ,  1 9 8 1 ) ,  t h e  P h i l i p p i n e s ,  T u r k e y ,  K u w a i t ,  a n d  

e l s e w h e r e .  T h e r e  a r e  s t r o n g  f a m i l y  r e s e m b l a n c e s  a m o n g  r e c e n t  

f i n a n c i a l  d e v e l o p m e n t s  i n  a l l  t h e s e  e c o n o m i e s .

T h e  t y p i c a l  s c e n a r i o  b e g i n s  w i t h  a  s u r g e  i n  s p e c u l a t i o n  

i n v o l v i n g  s h a r e s  a n d / o r  r e a l  e s t a t e .  A  b u b b l e  i s  m o s t  l i k e l y  t o  

b l o w  i t s e l f  u p  w h e n  p o t e n t i a l  s a v i n g  i s  h i g h  ( s a y  f r o m  r e g r e s s i v e  

i n c o m e  r e d i s t r i b u t i o n ) ,  p r o d u c t i v e  i n v e s t m e n t  o u t l e t s  d o  n o t  s e e m  

t o  b e  a v a i l a b l e ,  a n d  ( i n  r e c e n t  c a s e s )  w h e n  d e r e g u l a t i o n  o f  t h e  

f i n a n c i a l  s y s t e m  o p e n s  p o s s i b i l i t i e s  f o r  m a n i p u l a t i o n .  U n d e r  s u c h  

c o n d i t i o n s ,  w a y s  t o  g e n e r a t e  s p e c u l a t i v e  g a i n s  r e c u r  t h r o u g h o u t  

c a p i t a l i s m ' s  h i s t o r y .  T h e y  w e r e  p r o m p t l y  r e d i s c o v e r e d  i n  t h e  T h i r d  

W o r l d .

D u r i n g  C h i l e ' s  f r e e  m a r k e t  b o o m  o f  t h e  l a t e  1 9 7 0 ' s ,  

c o n g l o m e r a t e s  w e r e  c r e a t e d  b y  g r o u p s  w i t h  n i c k n a m e s  l i k e  t h e  

P i r a n h a s  a n d  C r o c o d i l e s  a r o u n d  f i r m s  d e n a t i o n a l i z e d  b y  t h e



P i n o c h e t  g o v e r n m e n t  a f t e r  t h e  A l l e n d e  p e r i o d .  I n  a  d e r e g u l a t e d  

f i n a n c i a l  e n v i r o n m e n t , '  t h e y  p r o m p t l y  b o r r o w e d  f r o m  b a n k s  u n d e r  

t h e i r  c o n t r o l  t o  b i d  u p  t h e i r  o w n  s h a r e  p r i c e s  u n t i l  t h e  s t o c k  

m a r k e t  c r a s h e d .  T h e  P h i l i p p i n e  c e n t r a l  b a n k  i t s e l f  i s s u e d  h i g h  

i n t e r e s t  p a p e r  t o  f i n a n c e  F e r d i n a n d  M a r c o s ’ s  e l e c t i o n e e r i n g ,  

d r y i n g  u p  p r i v a t e  c r e d i t  a n d  p r o v o k i n g  a n  o u t p u t  c o l l a p s e .  K u w a i t i  

i n v e s t o r s  w r o t e  p o s t - d a t e d  c h e c k s  t o  c o v e r  s t o c k  t r a n s a c t i o n s ,  

w h i c h  t h e n  c i r c u l a t e d  a s  a n  a l t e r n a t i v e  m e a n s  o f  p a y m e n t  u n t i l  

t h e y  h a d  t o  b e  c a l l e d .

S u c h  d e v i c e s  c a n  o n l y  f u n c t i o n  f o r  a  t i m e  —  a  c r a s h  i s  

i n e v i t a b l e  w h e n  c o n f i d e n c e  i n  u n b a c k e d  f i n a n c i a l  i n s t r u m e n t s  

b r e a k s  d o w n .  T h e  c o l l a p s e  l e a v e s  f i r m s  a n d  b a n k s  w i t h  b a d l y  

c o m p r o m i s e d  b a l a n c e  s h e e t  p o s i t i o n s  —  t h e r e  i s  u s u a l l y  a  

" d e b t - d e f l a t i o n "  r e c e s s i o n ,  i n  I r v i n g  F i s h e r ' s  ( 1 9 3 3 )  p h r a s e .  T h e  

s u b s e q u e n t  b a i l - o u t  i n v o l v e s  f i s c a l  o u t l a y s  a n d  h e a v y  

r e d i s c o u n t i n g  b y  t h e  c e n t r a l  b a n k  o f  c o m m e r c i a l  b a n k  l o a n s .  T h e  

g o v e r n m e n t  m a y  a l s o  i s s u e  i t s  i n t e r n a l  o b l i g a t i o n s  i n  e x c h a n g e  f o r  

t h e  p r i v a t e  s e c t o r ' s  f o r e i g n  d e b t ,  a n d  m a y  h a v e  d i r e c t  p r o b l e m s  

w i t h  t h e  b a l a n c e  s h e e t s  o f  p u b l i c  e n t e r p r i s e s .  F i n a l l y ,  d i s r u p t i o n  

i n  l o c a l  f i n a n c i a l  m a r k e t s  p r o v o k e s  c a p i t a l  f l i g h t .  I t  t e n d s  t o  

b e  m o r e  s e r i o u s  u n d e r  d e r e g u l a t e d  f i n a n c i a l  r e g i m e s  i n  w h i c h  

e x c h a n g e  c o n t r o l s  h a v e  b e e n  w e a k e n e d  o r  r e m o v e d .

M o s t  o f  t h e s e  i n t e r v e n t i o n s  i n c r e a s e  t h e  s t a t e ' s  d e f i c i t .  F o r  

e x a m p l e ,  A r g e n t i n a  n o w  h a s  a  n e w l y  c o i n e d  " q u a s i - f i s c a l  d e f i c i t "  

w h i c h  i s  b a s i c a l l y  a  c o n t i n u i n g  t r a n s f e r  t o  c o m m e r c i a l  b a n k s  t o  

e n a b l e  t h e m  t o  p a y  h i g h  i n t e r e s t  r a t e s  o n  d e p o s i t s  t o  f o r e s t a l l  

c a p i t a l  f l i g h t .  I n  t h a t  c o u n t r y  a n d  e l s e w h e r e ,  t h e  c e n t r a l  b a n k ' s  

w i d e  o p e n  r e d i s c o u n t  w i n d o w  t e m p t s  p r o v i n c i a l  p o l i t i c i a n s  w i t h



d e v e l o p m e n t  b a n k s  u n d e r  t h e i r  t h u m b s  t o  s p e n d  f r e e l y .  T h e  l o c a l  

b a n k s  c a n  a l w a y s  r e d i s c o u n t  t h e i r  l o a n s  i n  t h e  c a p i t a l ,  a n d  t h e  

c o n s o l i d a t e d  g o v e r n m e n t  d e f i c i t  s o a r s  u p .  T h r o u g h  t h e s e  a n d  

s i m i l a r  c h a n n e l s ,  f i n a n c i a l  c o l l a p s e  u s u a l l y  m a k e s  t h e  o v e r a l l  

f i s c a l  p o s i t i o n  w o r s e .

T h e  n e x t  s t r u c t u r a l  c a u s e  o f  a  f i s c a l  d e f i c i t  i s  m o n e t a r y  

i n d e x a t i o n  u n d e r  c o n t i n u i n g  i n f l a t i o n .  B e f o r e  g o i n g  i n t o  d e t a i l s ,  

i t  m a k e s  s e n s e  t o  d i g r e s s  b r i e f l y  t o  d i s c u s s  t h e  c a u s e s  o f  

i n f l a t i o n  i n s e l f .

O n g o i n g  i n f l a t i o n a r y  p r o c e s s e s  c a n  a r i s e  f o r  m a n y  r e a s o n s  —  

t h e y  a r e  h i g h l y  d e p e n d e n t  o n  t h e  n a t u r e  o f  t h e  e c o n o m y  a t  h a n d .  

T h e o r i e s  a b o u t  t h e m  f a l l  i n t o  t w o  c l a s s e s  —  m o n e t a r i s t  a n d  

s t r u c t u r a l i s t .  T h e  m o n e t a r i s t  v i e w  h a s  a l r e a d y  b e e n  d i s c u s s e d  i n  

c o n n e c t i o n  w i t h  t h e  e q u a t i o n  o f  e x c h a n g e .  R a p i d  g r o w t h  i n  t h e  

m o n e y  s u p p l y  ( s a i d  t o  r e s u l t  p r i n c i p a l l y  f r o m  m o n e t i z a t i o n  o f  t h e  

f i s c a l  d e f i c i t  i n  a n  e c o n o m y  w h e r e  t h e  f i n a n c i a l  m a r k e t  i s  n o t  

w e l l  e n o u g h  d e v e l o p e d  t o  p e r m i t  t h e  s t a t e  t o  b o r r o w  f r o m  s o u r c e s  

b e s i d e s  t h e  c e n t r a l  b a n k )  s i g n a l s  e x c e s s  c o m m o d i t y  d e m a n d .  

A c c o r d i n g  t o  t h e  q u a n t i t y  t h e o r y ,  m o n e y  g r o w t h  t r a n s f o r m s  i t s e l f  

i n t o  p r o p o r t i o n a l  p r i c e  i n c r e a s e s .  T h e  c u r e  f o r  i n f l a t i o n  o n  t h e  

b a s i s  o f  t h i s  r e a s o n i n g  i s  t o  c u t  d e m a n d  b y  r e d u c i n g  t h e  d e f i c i t  

—  a  p r e s c r i p t i o n  t h a t  o f t e n  i s  i n e f f e c t i v e ,  a s  w e  w i l l  s e e  b e l o w .

S t r u c t u r a l  i n f l a t i o n  t h e o r y  a r g u e s  m o r e  f r o m  t h e  s i d e  o f  

c o s t s  t h a n  d e m a n d ,  e m p h a s i z i n g  d i s t r i b u t i o n a l  c o n f l i c t  a n d  

i n d e x a t i o n  m e c h a n i s m s .  A n  i n i t i a l  p r i c e  e x c u r s i o n  —  s a y  f r o m  a  

s u p p l y  s h o c k ,  a  p e r i o d  o f  f o r c e d  s a v i n g  i n  r e s p o n s e  t o  

e x p a n s i o n a r y  p o l i c y  o r  a n  i n c r e a s e  i n  l o c a l  s p e n d i n g  p o w e r  a s  f r o m  

a n  e x p o r t  p r i c e  i n c r e a s e ,  o r  a  c o s t  s h o c k  s u c h  a s  d e v a l u a t i o n  —



r e d u c e s  s o m e  i n c o m e  f l o w s  i n  r e a l  t e r m s .  T h e  s h o c k  m a r k s  t h e  f i r s t  

s t a g e  o f  i n f l a t i o n ,  d u r i n g  w h i c h  d i s t r i b u t i o n a l  l o s e r s  t r y  t o  

f i g h t  b a c h .

T h e i r  m a j o r  w e a p o n s  a r e  t h e  p r i c e s  o v e r  w h i c h  t h e y  h a v e  

c o n t r o l .  W o r k e r s ,  f o r  e x a m p l e ,  p u s h  f o r  h i g h e r  n o m i n a l  w a g e s .  W a g e  

p r e s s u r e  d r i v e s  u p  p r o d u c t i o n  c o s t s ;  f i n a l  g o o d s  p r i c e s  r i s e  i n  

t u r n  v i a  m a r k - u p s .  S u c h  r e a c t i o n s  s e t  t h e  s t a g e  f o r  a n  

i n f l a t i o n a r y  s p i r a l ,  m o r e  r a p i d  i n s o f a r  a s  i n d i v i d u a l  p r i c e s  a r e  

i n d e x e d  w i t h  s h o r t  l a g s  t o  t h e  w h o l e  s e t .  W h e n  i n d e x a t i o n  t a k e s  

o v e r  c o m p l e t e l y ,  t h e  i n f l a t i o n  b e c o m e s  s e l f - s u s t a i n i n g  ( " i n e r t i a l "  

i n  t h e  j a r g o n ) ,  a n d  t h e  o r i g i n a l  d i s t r i b u t i o n a l  s t r i f e  m a y  b e  

f o r g o t t e n .  R e c e n t  " h e t e r o d o x  s h o c k "  a n t i - i n f l a t i o n  p r o g r a m s  i n  

L a t i n  A m e r i c a  h a v e  b e e n  b a s e d  o n  a  d i a g n o s i s  o f  i n e r t i a l  

i n f l a t i o n .  T h e i r  f i s c a l  i m p l i c a t i o n s  a r e  t a k e n  u p  i n  s e c t i o n  4 .

I f  i n f l a t i o n  i s  s t r u c t u r a l ,  i t  s t e a d i l y  e r o d e s  t h e  r e a l  v a l u e  

o f  t h e  m o n e y  s u p p l y  —  t h e  i n f l a t i o n  t a x  b e g i n s  t o  b i t e .  O n e  w a y  

t o  a v o i d  t h i s  p r o b l e m  i s  t o  i n d e x  m o n e y  b y  p a y i n g  i n t e r e s t  o n  a l l  

s t a t e  o b l i g a t i o n s .  I n  p r i n c i p l e ,  s u c h  a  p o l i c y  i s  f i s c a l l y  

n e u t r a l .  T h e  i n f l a t i o n  t a x  c u t s  d e m a n d ;  i n t e r e s t  p a y m e n t s  o n  

g o v e r n m e n t  d e b t  o f f s e t  t h e  t a x .  H o w e v e r ,  w h e n  i n f l a t i o n  r e a c h e s  

t r i p l e  d i g i t s ,  n o m i n a l  g o v e r n m e n t  o u t l a y s  f o r  i n t e r e s t  p a y m e n t s  

s o a r .  A s  d i s c u s s e d  i n  t h e  W I D E R  s t u d i e s ,  i n c r e a s e d  s t r u c t u r a l  

d e f i c i t s  b e c a u s e  o f  " m o n e t a r y  c o r r e c t i o n "  h a v e  b e e n  a  b o n e  o f  

c o n t e n t i o n  b e t w e e n  s e v e r a l  L a t i n  A m e r i c a n  c o u n t r i e s  a n d  t h e  I M F .

T h e  F u n d ' s  r e c e n t  t e n d e n c y ,  e . g .  i n  M e x i c o ,  i s  t o  a c c e p t  t h e  p o i n t  

t h a t  t h e  p a r t  o f  t h e  d e f i c i t  s u p p o r t i n g  m o n e t a r y  c o r r e c t i o n  i s  n o t  

a  t a r g e t  f o r  r e d u c t i o n  u n t i l  s t r u c t u r a l  i n f l a t i o n  d i s a p p e a r s ,  b u t  

t h e  i s s u e  i s  s t i l l  c o n t r o v e r s i a l .
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A  f i n a l  s t r u c t u r a l  s o u r c e  o f  d e f i c i t s  i s  t h e  n e e d  t o  m a k e  a  

f o r e i g n  t r a n s f e r .  A f t e r  t h e  d e b t  c r i s i s  o f  t h e  e a r l y  1 9 8 0 ' s ,  

g o v e r n m e n t s  i n  m o s t  d e v e l o p i n g  c o u n t r i e s  t o o k  o v e r  t h e  b u l k  o f  

e x t e r n a l  o b l i g a t i o n s ,  o f t e n  t h r o u g h  f i n a n c i a l  s y s t e m  b a i l - o u t s  a s  

d i s c u s s e d  a b o v e .  T h e y  n o w  f a c e  a  d o u b l e  t r a n s f e r  p r o b l e m  —  

e x t e r n a l l y ,  t h e  c o u n t r y  h a s  t o  r u n  a  t r a d e  s u r p l u s  t o  m e e t  i t s  

d e b t  p a y m e n t s ,  a n d  i n t e r n a l l y  t h e  s t a t e  h a s  t o  o b t a i n  f o r e i g n  

e x c h a n g e  t o  m e e t  t h e  p a y m e n t  t a r g e t s .

T o  g e t  t h e  d o l l a r s  i t  n e e d s ,  t h e  g o v e r n m e n t  e i t h e r  h a s  t o  t a x  

e x p o r t e r s  o r  b u y  t h e i r  p r o c e e d s  f r o m  t h e m .  I f  i t  t a k e s  t h e  l a t t e r  

c o u r s e ,  i t  m a y  b o r r o w  f r o m  t h e  c e n t r a l  b a n k .  I n  p r i n c i p l e ,  n o  

m o n e y  c r e a t i o n  i s  i n v o l v e d .  A s  t h e  e x t e r n a l  p a y m e n t s  a r e  

a c c o m p l i s h e d ,  f o r e i g n  r e s e r v e s  d e c l i n e  i n  t h e  s a m e  m a g n i t u d e  a s  

g o v e r n m e n t  b o r r o w i n g  g o e s  u p  —  t h e  q u a n t i t y  o f  b a s e  m o n e y  r e m a i n s  

u n c h a n g e d .  H o w e v e r ,  t h e  f i s c a l  d e f i c i t  d o e s  r i s e .  A s  w i t h  

m o n e t a r y  c o r r e c t i o n ,  t h i s  s o r t  o f  d e f i c i t  s p e n d i n g  h a s  b e e n  a  

m a j o r  s o u r c e  o f  c o n t r o v e r s y  b e t w e e n  i n d e b t e d  c o u n t r i e s  a n d  t h e  

F u n d .

A  f i n a l  r e a s o n  f o r  d e f i c i t  s p e n d i n g  —  o f t e n  p r o p o s e d  b y  

m o n e t a r i s t  e c o n o m i s t s  —  i s  t h e  s t a t e ' s  d e s i r e  t o  u s e  r e v e n u e  f r o m  

t h e  i n f l a t i o n  t a x  i n  t h e  a b s e n c e  o f  o t h e r  f e a s i b l e  s o u r c e s .  T h i s  

v i e w  e v i d e n t l y  h a r k s  b a c k  t o  p o l i t i c a l  t h e o r i e s  o f  t h e  d e f i c i t  —  

t h e  i n f l a t i o n  t a x  j u s t  g i v e s  i t  a n  e c o n o m i c  t w i s t .  S i n c e  

m o n e t a r i s t s  u s u a l l y  a s s u m e  t h a t  t h e  l e v e l  o f  o u t p u t  i s  f i x e d  f r o m  

t h e  s i d e  o f  s u p p l y ,  t h e y  t h i n k  t h a t  t h e  t a x  h a s  n o  e f f e c t s  o n  t h e  

r e a l  e c o n o m y .  I t  j u s t  b o i l s  d o w n  t o  a  t r a n s f e r  f r o m  w e a l t h - h o l d e r s  

t o  t h e  s t a t e .  S i n c e  s e i g n o r a g e  y i e l d  d e c l i n e s  w i t h  i n c r e a s i n g  

v e l o c i t y ,  s o m e  i n f l a t i o n  r a t e  w i l l  m a x i m i z e  f i s c a l  r e v e n u e .  A



s o r t  . o f  L a f f e r  c u r v e  i s  i n v o l v e d ,  b e c a u s e  i n f l a t i o n  a l s o  t e n d s  t o  

c u t  b a c k  o n  o r d i n a r y  t a x  y i e l d s  b e c a u s e  o f  p a y m e n t s  l a g s  i n  t h e  

s y s t e m  ( T a n z i ,  1 9 7 7 ) .

O n e  c a n  t r y  t o  c a l c u l a t e  t h e  i n f l a t i o n  r a t e  t h a t  m a x i m i z e s  

r e v e n u e  —  i t  o f t e n  t u r n s  o u t  t o  b e  i n  t h e  d o u b l e  d i g i t s .  I n  t h e  

T h i r d  V o r l d ,  m a n y  i n f l a t i o n s  r u n  a t  a  f a s t e r  p a c e .  E i t h e r  

i n c o m p e t e n t  c o m p u t a t i o n  o r  a d d i t i o n a l  f a c t o r s  m u s t  b e  b e h i n d  s u c h  

r a p i d  p r i c e  i n c r e a s e s .  W i d e s p r e a d  i n d e x a t i o n  w h i c h  m a k e s  t h e  

i n f l a t i o n  r a t e  h i g h l y  s e n s i t i v e  t o  u p w a r d  s h o c k s  a n d  p o s s i b l e  

m a c r o  i n s t a b i l i t y  ( a s  a l o n g  s e g m e n t  Z C  i n  F i g u r e  2 )  a r e  m o r e  

l i k e l y  c u l p r i t s ,  o r  s o  t h e  a u t h o r s  o f  t h e  V I D E R  s t u d i e s  b e l i e v e .

3 .  E f f e c t s  o f .  D e f i c i t  R e d u c t i o n

T h e  f o r e g o i n g  d i s c u s s i o n  s u g g e s t s  t h a t  f i s c a l  d e f i c i t s  h a v e  

n u m e r o u s  c a u s e s  —  n o t  a l l  d e f i c i t s  a r e  i r r a t i o n a l ,  a n d  n o t  a l l  

a d d  t o  a g g r e g a t e  d e m a n d .  N o n e t h e l e s s ,  d e f i c i t  r e d u c t i o n  i s  t h e  

s i n e  c u a  n o n  o f  o r t h o d o x  s t a b i l i z a t i o n  p a c k a g e s  o f  t h e  t y p e  

u s u a l l y  p r o p o s e d  b y  t h e  B a n k  a n d  F u n d .  H o w  d o e s  s u c h  a u s t e r i t y  

a f f e c t  t h e  e c o n o m y ' s  c h a n c e s  o f  a c h i e v i n g  n o r m a l  p o l i c y  g o a l s ?

M o s t  g o v e r n m e n t s  s h a r e  a t  l e a s t  f o u r  e c o n o m i c  t a r g e t s :

( 1 )  t o  m a i n t a i n  s o c i a l l y  a c c e p t a b l e  l e v e l s  o f  c a p a c i t y  

u t i l i z a t i o n  a n d  g r o w t h ,  e s p e c i a l l y  i n  s e c t o r s  a n d  r e g i o n s  

d o m i n a t e d  b y  t h e i r  p o l i t i c a l  b a s e ;

( 2 )  t o  k e e p  i n f l a t i o n  d o w n  t o  a  r a t e  t o l e r a b l e  i n  t e r m s  o f  

t h e  c o u n t r y ' s  o w n  h i s t o r y  o f  p r i c e  i n c r e a s e s  a n d  s o c i a l  d e f e n s e s  

a g a i n s t  t h e m ;

( 3 )  t o  a l t e r  w e a l t h  a n d  i n c o m e  d i s t r i b u t i o n s  i n  l i n e  w i t h  t h e  

r e g i m e ' s  i d e o l o g i c a l  p r e d i l e c t i o n s  a n d  p o l i t i c a l  c o n s t r a i n t s ;  a n d

( 4 )  t o  m a i n t a i n  a  d e g r e e  o f  s e l f - r e l i a n c e  i n  t r a d e  a n d



e x t e r n a l  f i n a n c i a l  r e l a t i o n s h i p s .

- T h e  p r e v i o u s  s e c t i o n  h a s  e n u m e r a t e d  s o m e  o f  t h e  m a c r o e c o n o m i c  

s h o c k s  t h a t  m a k e  t h e s e  g o a l s  d i f f i c u l t  t o  a t t a i n .  I n  m a n y  c a s e s ,  

r e s t r i c t i v e  f i s c a l  p o l i c y  o n l y  m a k e s  t h e  t a s k  h a r d e r .

T o  s e e  t h e  e f f e c t s  o f  c u t t i n g  f i s c a l  d e f i c i t s ,  i t  i s  u s e f u l  

t o  r e t u r n  t o  F i g u r e  2 .  T h e  o r t h o d o x  d i a g n o s i s  i s  t h a t  a n  e c o n o m y  

m u s t  b e  s t a b i l i z e d  b e c a u s e  t h e r e  i s  t o o  m u c h  a g g r e g a t e  d e m a n d ;  

s t a n d a r d  p r o g r a m s  d o n ' t  p a y  m u c h  a t t e n t i o n  t o  o t h e r  d e s t a b i l i z i n g  

f o r c e s  l i k e  t h o s e  d i s c u s s e d  a b o v e .  A b s e n t  t h e  c a p a c i t y  l i m i t ,  h i g h  

d e m a n d  m e a n s  t h a t  m a c r o  e q u i l i b r i u m  w o u l d  l i e  s o m e w h e r e  o n  t h e  

b o w - s h a p e d  p o r t i o n  o f  t h e  O u t p u t  r e s p o n s e  s c h e d u l e  t o  t h e  r i g h t  o f  

t h e  l i n e  s e g m e n t  B C .  H o w e v e r ,  t h e  c a p a c i t y  c o n s t r a i n t  i s  a s s u m e d  

t o  b i n d .  I n f l a t i o n  a n d / o r  t r a d e  i m b a l a n c e  e n t e r  t o  a l l o w  o u t p u t  

t o  l i e  a l o n g  B C .  T o  o b v i a t e  t h e  n e e d  f o r  t h e s e  f o r m s  o f  m a c r o  

a d j u s t m e n t ,  t h e  o u t p u t  l o c u s  s h o u l d  b e  s h i f t e d  i n w a r d  v i a  f i s c a l  

r e s t r a i n t .  S i n c e  t h e  e c o n o m y  i s  i n i t i a l l y  i n  a n  e x c e s s  d e m a n d  

s i t u a t i o n ,  o u t p u t  w i l l  n o t  f a l l  u n l e s s  t h e  l o c u s  i s  s h i f t e d  

c o m p l e t e l y  t o  t h e  l e f t  o f  t h e  c a p a c i t y  l i m i t  l i n e .

T h e  V I D E R  a n a l y s t s  o b s e r v e  t h a t  t h e  r e s u l t s  f r o m  a u s t e r i t y  

p a c k a g e s  a r e  n o t  q u i t e  w h a t  t h i s  t h e o r y  p r e d i c t s .  T y p i c a l l y ,  

o u t p u t  c o n t r a c t i o n  f o l l o w s  i m m e d i a t e l y  u p o n  i m p o s i t i o n  o f  f i s c a l  

r e s t r a i n t  —  t h e  f u l l  c a p a c i t y  u s e  c o m p o n e n t  o f  g o a l  n u m b e r  ( 1 )  i s  

s a c r i f i c e d .  I f  a u s t e r i t y  p e r s i s t s ,  g r o w t h  i s  n o t  r a p i d  e i t h e r .  The 

r e a s o n  i s  t h a t  f i s c a l  c o n t r a c t i o n  h a s  n o  b u i l t - i n  m e a n s  t o  a s s u r e  

r o b u s t  i n v e s t m e n t  d e m a n d .

P r i v a t e  i n v e s t m e n t  s t a g n a t e s  f o r  a t  l e a s t  t w o  r e a s o n s .  T h e  

s t a n d a r d  o n e  i s  t h a t  a c c e l e r a t o r  m e c h a n i s m s  w i l l  n o t  o p e r a t e  w h i l e  

e c o n o m i c  a c t i v i t y  i s  b e i n g  h e l d  d o w n .  T h e  V I D E R  s t u d i e s  a l s o  a r g u e



t h a t  b e c a u s e  o f  s t r u c t u r a l  c o m p l e m e n t a r i t i e s ,  i n c r e a s e d  p u b l i c

c a p i t a l  f o r m a t i o n  i n  d e v e l o p i n g  e c o n o m i e s  c r o w d s  p r i v a t e

i n v e s t m e n t  i n ,  n o t  o u t  b y  r a i s i n g  i n t e r e s t  r a t e s  i n  f i n a n c i a l

m a r k e t s  a l o n g  o r t h o d o x  l i n e s .  F i s c a l  r e s t r a i n t  o f t e n  i n v o l v e s  c u t s

i n  p u b l i c  p r o j e c t s .  I f  p r i v a t e  i n v e s t m e n t  i s  t h e r e b y  h e l d  d o w n ,

g r o w t h  p r o s p e c t s  a r e  d o u b l y  d i m m e d  —  b y  a u s t e r i t y  i t s e l f  a n d  i t s  
«

s p e c i a l  e f f e c t s  o n  c a p i t a l  f o r m a t i o n .

T h e  r e c o r d  i n  s l o w i n g  i n f l a t i o n  i s  n o t  m u c h  b e t t e r .  T h e  V I D E R  

r e s u l t s  s h o w  t h a t  i n s o f a r  a s  i n f l a t i o n  i s  s t r u c t u r a l ,  i t  w i l l  b e  

u n a f f e c t e d  b y  d e f i c i t  c u t s .  T h e r e  m a y  b e  s o m e  s l o w d o w n  o f  p r i c e  

i n c r e a s e s  u n d e r  s p e c i a l  c i r c u m s t a n c e s  —  w h e n  m o s t  m a r k e t s  

( i n c l u d i n g  t h e  o n e  f o r  l a b o r )  a r e  " f l e x - p r i c e "  i n  H i c k s ' s  ( 1 9 6 5 )  

t e r m i n o l o g y  a n d  w h e n  i n d e x a t i o n  m e c h a n i s m s  a r e  n o t  w i d e s p r e a d .

S u c h  c o n d i t i o n s  d i s t i n c t l y  d o  n o t  a p p l y  i n  L a t i n  A m e r i c a .  I n  

s e v e r a l  c o u n t r i e s  i n  t h a t  r e g i o n ,  l o n g  p e r i o d s  o f  l o w  d e m a n d  h a v e  

l e f t  i n f l a t i o n  r a t e s  u n t o u c h e d .  O n l y  w h e n  r e c e s s i o n  d r a g s  o n  f o r  

s e v e r a l  y e a r s  a r e  c i t i z e n s ' s  i n c o m e  a s p i r a t i o n s  c u t  b a c k  

s u f f i c i e n t l y  t o  p e r m i t  s t a b i l i z a t i o n .  I n  C h i l e ,  h e a v y - h a n d e d  

a u s t e r i t y  t o o k  f o u r  y e a r s  ( 1 9 7 4  t o  1 9 7 8 )  t o  c u t  t h e  a n n u a l  

i n f l a t i o n  r a t e  f r o m  6 0 0  t o  3 0  p e r c e n t ,  m e a n w h i l e  d o u b l i n g  m e a s u r e d  

e m p l o y m e n t  t o  I S  p e r c e n t  ( o r  h i g h e r ,  i f  o n e  c o u n t s  p e o p l e  o n  a  

g o v e r n m e n t  d o l e )  a t  a  r e a l  w a g e  3 0  p e r c e n t  b e l o w  t h a t  o f  1 9 7 0 .  

M e x i c a n  i n f l a t i o n  r e m a i n s  s t u b b o r n l y  i n  t h e  h i g h e r  d o u b l e  d i g i t  

r a n g e  d e s p i t e  f i v e  y e a r s  o f  m o n e t a r y  a n d  f i s c a l  r e s t r a i n t  a f t e r  

1 9 8 2 .

T h e  s i t u a t i o n  i s  s o m e w h a t  d i f f e r e n t  i n  a  f e w  A f r i c a n  a n d  

A s i a n  c o u n t r i e s ,  e . g .  t h e  P h i l i p p i n e s  w h e r e  " o n l y "  f i v e  o r  s i x  

q u a r t e r s  w e r e  r e q u i r e d  t o  r e d u c e  i n f l a t i o n  f r o m  6 3  p e r c e n t  t o



s i n g l e  d i g i t s  i n  1 9 8 4  a n d  1 9 8 5 ,  w i t h  r e a l  G D P  l o s s e s  o f  6 . 8  a n d  

3 . 8  p e r c e n t  i n  t h e  t w o  y e a r s  r e s p e c t i v e l y .  G h a n a  a n d  I n d i a  a l s o  

s a w  s l o w e r  i n f l a t i o n  f r o m  s p e n d i n g  c u t s .  A l l  t h r e e  e c o n o m i e s  s h a r e  

f l e x - p r i c e  m a r k e t s  f o r  a  l a r g e  p r o p o r t i o n  o f  f i n a l  p r o d u c t s  a n d  n o  

g r e a t  d e g r e e  o f  i n d e x a t i o n  f o r  t h e  w a g e  o r  e x c h a n g e  r a t e ,  t h e  

m a j o r  c o m p o n e n t s  o f  p r o d u c e r  c o s t .

N e x t ,  t h e r e  i s  t h e  e x t e r n a l  q u e s t i o n .  A f t e r  p u r s u i n g  i m p o r t  

s u b s t i t u t i o n ,  m o s t  d e v e l o p i n g  e c o n o m i e s  b e c o m e  d e p e n d e n t  o n  

f o r e i g n  i n t e r m e d i a t e  i n p u t s  t o  s u s t a i n  p r o d u c t i o n .  A l s o ,  m o s t  o f  

t h e m  n e e d  t o  i m p o r t  a r o u n d  o n e - h a l f  ( t h e  n o n - c o n s t r u c t i o n  

c o m p o n e n t )  o f  t h e  v a l u e  o f  n e w  c a p i t a l  f o r m a t i o n .  A s  w e  h a v e  s e e n ,  

a u s t e r i t y  r e s t r a i n s  t o t a l  o u t p u t  a n d  m a y  e s p e c i a l l y  p e n a l i z e  

i n v e s t m e n t  d e m a n d .  H e n c e ,  i m p o r t s  d r o p  s h a r p l y  a n d  t h e  t r a d e  

b a l a n c e  i m p r o v e s .

T h e r e  m a y  a l s o  b e  s o m e  i m p r o v m e n t  i n  e x p o r t s ,  i n  t w o  c a s e s .  

T h e  f i r s t  i s  w h e n  a  p o p u l a r  c o n s u m p t i o n  i t e m  i s  a l s o  e x p o r t e d ,  

e . g .  b e e f  i n  A r g e n t i n a  o r  r i c e  i n  T h a i l a n d .  T h e n  d o m e s t i c  

c o n t r a c t i o n  w i l l  o p e n  u p  a  v e n t  f o r  s u r p l u s  s a l e s  a b r o a d .  S i m i l a r  

r e s p o n s e s  m a y  o c c u r  i n  t h e  h a n d f u l  o f  d e v e l o p i n g  e c o n o m i e s  t h a t  

h a v e  s i g n i f i c a n t  m a n u f a c t u r e d  e x p o r t s .  L o w e r  d o m e s t i c  d e m a n d  

d r i v e s  f i r m s  t o  s e a r c h  f o r  m a r k e t s  a b r o a d .  E v e n  i n  r e c e n t  

" m i r a c l e ”  c a s e s  ( e . g .  T u r k e y ) ,  h o w e v e r ,  e x p o r t e r s  h a v e  n o t  

r e s p o n d e d  b y  i n c r e a s i n g  t h e i r  o w n  i n v e s t m e n t .  T h i s  v e n t  f o r  

s u r p l u s  i s  u l t i m a t e l y  s e l f - c l o s i n g .

F i n a l l y ,  o n  c a p i t a l  a c c o u n t ,  a u s t e r i t y  a t  t i m e s  s l o w s  c a p i t a l  

f l i g h t  b y  d r i v i n g  u p  l o c a l  i n t e r e s t  r a t e s .  O n  t h e  o t h e r  h a n d ,  i f  

d o m e s t i c  i n v e s t m e n t  i s  n o t  s t r o n g ,  t h e  r e p a t r i a t e d  c a p i t a l  m e e t s  

n o  l o c a l  d e m a n d .  F i n a n c i a l  " s o u r c e s "  e x c e e d  " u s e s "  i n  t h e  j a r g o n



o f  t h e  f l o w s  o f  f u n d s .  T h e  p o l i c y  l e s s o n  i s  t h a t  d o m e s t i c  

s t a g n a t i o n  d o e s  n o t  s t r o n g l y  a t t r a c t  f l o w n  c a p i t a l  o f  ( f o r  t h a t  

m a t t e r )  o t h e r  p o o l s  o f  f o r e i g n  e x c h a n g e  s u c h  a s  t h e  r e c e i p t s  o f  

e m i g r a n t  w o r k e r s .

W i t h  r e g a r d  t o  t h e  i n c o m e  d i s t r i b u t i o n ,  f i s c a l  a u s t e r i t y  

o f t e n  i n v o l v e s  s c a l i n g  d o w n  s o c i a l  s e r v i c e  a c t i v i t i e s  s u c h  a s  

e d u c a t i o n  a n d  h e a l t h ,  a s  w e l l  a s  c u t t i n g  b a c k  o n  f o o d  s u b s i d y  a n d  

s i m i l a r  p r o g r a m s .  T y p i c a l l y ,  t h e  r e s u l t s  a r e  r e g r e s s i v e .  D i r e c t  

i m p a c t s  o f  o t h e r  c o m p o n e n t s  o f  s t a b i l i z a t o n  p a c k a g e s  m a y  a l t e r  t h e  

d i s t r i b u t i o n  i n  e i t h e r  e q u a l i z i n g  o r  u n e q u a l i z i n g  f a s h i o n .

B e s i d e s  r e d u c i n g  d e m a n d  i n  a  s t a g n a t i o n i s t  s y s t e m ,  r e a l  w a g e  c u t s  

a r e  l i k e l y  t o  i n c r e a s e  i n c o m e  c o n c e n t r a t i o n .  O n  t h e  o t h e r  h a n d ,  

p r o d u c e r  p r i c e  i n c r e a s e s  f o r  f o o d  o r  e x p o r t  c r o p s  m a y  b e n e f i t  p o o r  

p e a s a n t s .  A  m i x e d  b a g  o f  s u c h  o u t c o m e s  i s  p e r h a p s  t y p i c a l  o f  m o s t  

s t a b i l i z a t i o n  p r o g r a m s .

I a  s u m m a r y ,  f i s c a l  a u s t e r i t y  i m p r o v e s  t h e  t r a d e  b a l a n c e  b y  

c u t t i n g  b a c k  o n  t h e  l e v e l  o f  e c o n o m i c  a c t i v i t y  a n d  t h e r e b y  

i m p o r t s .  E x p o r t s  i n  s o m e  c a s e s  w i l l  r i s e  w i t h  r e d u c e d  d o m e s t i c  

a b s o r p t i o n  i n  v e n t - f o r - s u r p l u s  f a s h i o n .  C a p a c i t y  u t i l i z a t i o n  a n d  

g r o w t h  w i l l  u s u a l l y  b e  r e t a r d e d ,  e s p e c i a l l y  w h e n  i n v e s t m e n t  d e m a n d  

b y  t h e  p r i v a t e  s e c t o r  r e s p o n d s  p o s i t i v e l y  t o  o u t p u t  i n c r e a s e s  i n  

a c c e l e r a t o r  f a s h i o n  o r  t o  p u b l i c  c a p i t a l  f o r m a t i o n  f o r  r e a s o n s  o f  

c o m p l e m e n t a r i t y .  O n l y  i n  c e r t a i n  c a s e s  w i l l  d e f i c i t  r e d u c t i o n  

r e d u c e  i n f l a t i o n  i n  a  r e a s o n a b l e  p e r i o d  o f  t i m e ;  e v e n  s o ,  o u t p u t  

l o s s e s  a r e  l i k e l y  t o  b e  i n v o l v e d .  T h e  d i s t r i b u t i o n a l  e f f e c t s  w i l l  

a s  o f t e n  a s  n o t  b e  r e g r e s s i v e .  A u s t e r i t y  i s  n o  p a n a c e a  i n  a  

s t a b i l i z a t i o n - c r i s i s .  I t  h a s  t o  b e  s u p p l e m e n t e d  w i t h  o t h e r  a  

p o l i c i e s  t o  g i v e  a c c e p t a b l e  e c o n o m i c  r e s u l t s .  S o m e  w i l l  b e  o f  a



f i s c a l  n a t u r e ,  a s  d i s c u s s e d  i n  t h e  f o l l o w i n g  s e c t i o n .

4 .  E f f e c t s  o f  S p e c i f i c  P o l i c y  M o v e s

T h e  g e n e r a l  t h r u s t  o f  t h i s  l a s t  s e c t i o n  i s  t h a t  w h e n  a n  

e c o n o a y  i s  u n d e r g o i n g  s t a b i l i z a t i o n  i n v o l v i n g  a u s t e r i t y ,  i t s  m a c r o  

e q u i l i b r i u m  p o s i t i o n  m a y  w e l l  l i e  a l o n g  t h e  s t a g n a t i o n i s t  b r a n c h  

o f  t h e  O u t p u t  r e s p o n s e  c u r v e  i n  F i g u r e  2 .  A s  l i k e l y  a s  n o t ,  i t s  

i n f l a t i o n a r y  p r o c e s s  w i l l  b e  s t r u c t u r a l  i n  n a t u r e  s i n c e  e x c e s s  

c o m m o d i t y  d e m a n d  a n d / o r  r e l i a n c e  o n  t h e  i n f l a t i o n  t a x  ( i f  i t  e v e r  

e x i s t e d )  h a s ' b e e n  r e m o v e d .  T h e  q u e s t i o n  a t  h a n d  r e g a r d s  t h e  l i k e l y  

e f f e c t s  o f ’ f i s c a l  a n d  o t h e r  m e a s u r e s  u n d e r  s u c h  c i r c u m s t a n c e s .  T h e  

W I D E R  s t u d i e s  p o i n t  t o  s e v e r a l  r e l e v a n t  p o l i c y  l i n k a g e s ,  s o m e  

a l r e a d y  m e n t i o n e d  i n  p a s s i n g .

F i r s t ,  o n e  m u s t  b e  a w a r e  o f  s p e c i f i c  e f f e c t s  o f  d i f f e r e n t  

p o l i c i e s .  A s  w e  h a v e  s e e n ,  c u t t i n g  p u b l i c  i n v e s t m e n t  m a y  a l s o  l e a d  

p r i v a t e  c a p i t a l  f o r m a t i o n  t o  d e c l i n e .  I n c r e a s i n g  i n d i r e c t  t a x e s  

w i l l  d r i v e  u p  c o s t s ,  p o s s i b l y  a c c e l e r a t i n g  a  s t r u c t u r a l  i n f l a t i o n .  

S u c c e s s f u l  a n t i - i n f l a t i o n  p o l i c i e s  a r e  l i k e l y  t o  l e a d  t o  m o r e  

e f f i c i e n t  t a x  c o l l e c t i o n  a s  t h e  e f f e c t s  o f  p a y m e n t  l a g s  o n  r e a l  

r e v e n u e s  a r e  r e d u c e d .  H e n c e ,  m o r e  f i s c a l  d e m a n d  c o n t r a c t i o n  m a y  

o c c u r  t h a n  h a d  b e e n  p l a n n e d .

S e c o n d ,  i n f l a t i o n  r e d u c t i o n  w i l l  h a v e  o t h e r  m a c r o  e f f e c t s  

t h a t  h a v e  t o  b e  t a k e n  i n t o  c o n s i d e r a t i o n .  B e s i d e s  i n c r e a s i n g  t h e  

t a x  t a k e ,  L a t i n  A m e r i c a n  h e t e r o d o x  s h o c k  p r o g r a m s  w h i c h  a t t e m p t e d  

t o  b r a k e  i n f l a t i o n  b y  d e - i n d e x i n g  t h e  e c o n o m y  a t  a  s t r o k e  w e r e  

a c c o m p a n i e d  b y  s h i f t s  i n  d e m a n d  f o r  m o n e y  a n d  c o m m o d i t i e s .

M o n e t a r y  c o r r e c t i o n  a s  d i s c u s s e d  i n  s e c t i o n  2  w a s  n e v e r  c o m p l e t e l y  

e f f e c t i v e .  A s  a  c o n s e q u e n c e ,  d r a m a t i c a l l y  s l o w e r  i n f l a t i o n  m a d e  

v e l o c i t y  f a l l  o r  m o n e y  d e m a n d  r i s e .  R o o m  w a s  o p e n e d  f o r  m o n e y



c r e a t i o n ,  e i t h e r  b y  f i s c a l  d e f i c i t  s p e n d i n g  o r  r e s e r v e  i n c r e a s e s  

i r o n  c a p i t a l  i n f l o w s .  I n  A r g e n t i n a ,  t h e  l a t t e r  t u r n e d  o u t  t o  h e  

a o r e  i m p o r t a n t  i n  p r a c t i c e ,  b u t  t h e  s t o r y  c o u l d  b e  d i f f e r e n t  i n  

o t h e r  c i r c u m s t a n c e s .

R e d u c i n g  i n f l a t i o n  a l s o  g o t  r i d  o f  t h e  i n f l a t i o n  t a x .  T h i s
.;ns

o b s e r v a t i o n  r a t i o n a l i z e s  t h e  f a c t  t h a t  h e t e r o d o x  s h o c k s  i n  b o t h  

A r g e n t i n a  a n d  B r a z i l  w e r e  a c c o m p a n i e d  b y  r a p i d  i n c r e a s e s  i n  

c o n s u m e r  d e m a n d  ( m a g n i f i e d  i n  B r a z i l  b y  a  w a g e  i n c r e a s e  t h a t  

o f f s e t  p r e v i o u s  f o r c e d  s a v i n g ) .  T h e  f i s c a l  r e s t r a i n t  i m p l i c i t  i n  

m o r e  e f f e c t i v e  d i r e c t  a n d  i n d i r e c t  t a x  c o l l e c t i o n  w a s  o f f s e t  b y  

t h e  e x p a n s i o n a r y  e f f e c t  o f  u n d o i n g  t h e  e r o s i o n  o f  r e a l  w e a l t h  b y  

s t e a d i l y  r i s i n g  p r i c e s .  r

M o n e t a r i s t  e c o n o m i s t s  d i d  n o t  a n t i c i p a t e  t h i s  o u t c o m e  b e c a u s e  

t h e y  t y p i c a l l y  p o s t u l a t e  s u p p l y - s i d e  d e t e r m i n a t i o n  o f  o u t p u t .  I n  

t h e i r  v i e w ,  e l i m i n a t i n g  t h e  t a x  w o u l d  o n l y  a f f e c t  t r a n s f e r s  f r o m  

r e n t i e r s  t o  t h e  s t a t e ,  n o t  t h e  l e v e l  o f  e c o n o m i c  a c t i v i t y .  

S t r u c t u r a l i s t s  d i d  n o t  t h i n k  a b o u t  i t  b e c a u s e  t h e y  v i e w e d  t h e  

i n f l a t i o n  t a x  a s  a  m o n e t a r i s t  p l o y .  E a c h  s i d e  c a n  l e a r n  f r o m  t h e  

o t h e r  i n  f u t u r e  a n t i - i n f l a t i o n  p r o g r a m s .  T h e y  w i l l  h a v e  t o  d o  s o  

i f  t h e  p r o g r a m s  a r e  t o  s u c c e e d ,  s i n c e  s e v e r a l  i n t e r a c t i n g  

r e s p o n s e s  t o  s l o w e r  i n f l a t i o n  e v i d e n t l y  a r i s e .

T h i r d ,  p r i c e s  c h a r g e d  o r  o f f e r e d  b y  p u b l i c  e n t e r p r i s e s  a r e  a n  

i m p o r t a n t  c o m p o n e n t  o f  f i s c a l  p o l i c y  i n  m a n y  c o u n t r i e s .  C h a n g e s  i n
tí z

p r i c e s  c h a r g e d  f o r  e s s e n t i a l  s e r v i c e s  o r  f o o d  m a y  h a v e  s t r o n g  n 

d i s t r i b u t i o n a l  r e p e r c u s s i o n s .  I f  p u b l i c  e n t e r p r i s e s  s e l l  

i n t e r m e d i a t e  g o o d s ,  t h e n  i n c r e a s i n g  t h e i r  p r i c e s  w i l l  h a v e  -  .
« à -  3  • ..

a m b i g u o u s  e f f e c t s  o n  i n f l a t i o n .  P r o d u c e r s ' s  c o s t s  w i l l  r i s e . - T j ^ y .  

m a y  w e l l  p a s s  t h e m  a l o n g  t o  f i n a l  c o m m o d i t y  p r i c e s ,  p r o v o k i n g .



yi ')
s t r u c t u r a l  i n f l a t i o n .  O n  t h e  o t h e r  h a n d ,  t h e  c o n s o l i d a t e d  p u b l i c  

s e c t o r  d e f i c i t  w i l l  h e  r e d u c e d ,  l e a d i n g  t o  l e s s  s t a t e  b o r r o w i n g  

f r o m  t h e  c e n t r a l  b a n k  a n d  m o n e y  c r e a t i o n .  T h e  i n f l a t i o n  r a t e  m a y  

d e c l i n e  f o r  m o n e t a r i s t  r e a s o n s .  W h i c h  e f f e c t  d o m i n a t e s  i s  a n  

i m p o r t a n t  e m p i r i c a l  q u e s t i o n .  M o d e l  s i m u l a t i o n s  u n d e r l y i n g  s e v e r a l  

o f  t h e  V I S E R  s t u d i e s  s u g g e s t  t h a t  t h e  c o s t  l i n k a g e  m a y  b e  t h e  

s t r o n g e r .

V i t h  r e g a r d  t o  p r i c e s  o f f e r e d ,  c r o p  m a r k e t i n g  b o a r d s  o f t e n

- -, .

p l a y  a n  i m p o r t a n t  f i s c a l  r o l e ,  e s p e c i a l l y  i n  s u b - S a h a r a n  A f r i c a .

■ ¿  5  ï  *■ o
T h e i r  p r o f i t - a n d - l o s s  p o s i t i o n  w i l l  b e  s t r o n g l y  a f f e c t e d  b y  t h e

t  r £  a  y  r  t  -

e x c h a n g e  r a t e , “ s i n c e  t h e y  m u s t  c o v e r  t h e  d i s c r e p a n c i e s  b e t w e e n  

i n t e r n a l  p r i c e s  o f f e r e d  g r o w e r s  ( p l u s  i n t e r n a l  t r a d e  a n d  t r a n s p o r t

c o s t s )  a n d  w o r l d  p r i c e s  c o n v e r t e d  t o  l o c a l  c u r r e n c y  t e r m s  t h r o u g h

” li c “1 ■ ■
t h e  e x c h a n g e  r a t e .  B y  r a i s i n g  m a r k e t i n g  b o a r d  p r o f i t s  ( w i t h  

i n t e r n a l  p r i c e s  u n c h a n g e d ) ,  d e v a l u a t i o n  b e c o m e s  a  d i r e c t  f i s c a l  

t o o l .  M o r e  g e n e r a l l y ,  t h e  p e r f o r m a n c e  o f  t h e  b o a r d s  i s  h i g h l y  

d e p e n d e n t  o n  e x c h a n g e  r a t e  p o l i c y ,  s i n c e  t h e r e  a r e  l i m i t s  t o  t h e  

s i z e  o f  t h e  w e d g e s  t h e y  c a n  d r i v e  b e t w e e n  i n t e r n a l  a n d  e x t e r n a l  

c r o p  p r i c e s .

F i n a l l y ,  w e l f a r e  p r o g r a m s  s u c h  a s  f o o d  s u b s i d i e s  c a n  h a v e  

i m p o r t a n t  f i s c a l  a n d  b a l a n c e  o f  p a y m e n t s  e f f e c t s .  V i t h  s u p p l y

ct ** ,
e l a s t i c i t i e s  i n  t h e  u s u a l  e m p i r i c a l  r a n g e ,  f o r  e x a m p l e ,  a n  

i n c r e a s e d  s u b s i d y  r a t e  o n  f o o d  p u r c h a s e s  w i l l  c r e a t e  i n f l a t i o n a r y  

p r e s s u r e  U n l e s s  s t o c k s  a r e  r u n  d o w n  o r  i m p o r t s  b r o u g h t  i n  t o  m e e t  

t h e  a d d i t i o n a l  d e m a n d  t h e  s u b s i d y  c r e a t e s .  I f  n e w  s u p p l i e s  d o  n o t  

m a t e r i a l i z e ,  a  f o r c e d  s a v i n g  s i t u a t i o n  l i k e  t h e  o n e  a l o n g  s e g m e n t  

B Z ^ î à ^ F i g u r e  2  w i l l  a r i s e  —  p r i c e s  w i l l  g o  u p  e n o u g h  t o  o f f s e t  

b o t h  t h e  d i r e c t  d e m a n d  i n c r e a s e  a n d  t h e  f i s c a l  i n j e c t i o n  i t



e m b o d i e s .  D e s p i t e  t h e  s u b s i d y ,  t h e  r e a l  p u r c h a s e r s ' s  p r i c e  o f  

f o o d  c o u l d  e a s i l y  i n c r e a s e .  c c o e  i :

A  f o u r t h  o b s e r v a t i o n  i s  t h a t  f i s c a l  m e a s u r e s  s h o u l d  n o t  b e  

u n d e r t a k e n  i n d e p e n d e n t l y  o f  o t h e r  p o l i c y  m o v e s .  D e v a l u a t i o n ,  f o r  

e x a m p l e ,  m a y  a t  t i m e s  l e a d  t o  o u t p u t  c o n t r a c t i o n  i n - d e v & d o p i n g

e c o n o m i e s  t h r o u g h  w e l l - k n o w n  c h a n n e l s  ( K r u g m a n  a n d ' T a ÿ l 3 > r . ,  1 9 7 8 ) .
;  ,

S u p p o s e  t h a t  o n e  i s  c o n t e m p l a t i n g  c o m b i n i n g  f i s c a l  ' a u s t e r i t y  a n d
j  £  *  •* ^ * f  * *

^ ~  * . . . .  
d e v a l u a t i o n  i n  a  p a c k a g e  a i m e d  a t  i m p r o v i n g  t h e  t r a d e  % ' a ü a n c e .

A s s u m e  f i r s t  t h a t  d e v a l u a t i o n  i s  e x p a n s i o n a r y ,  i n c r e a s i n g  o u t p u t .

T h e n  i t  c a n  s a f e l y  b e  p u t  t o g e t h e r  w i t h  a u s t e r i t y ,  ^ a n ^ ^ i t  ‘ w i l l
t

o f f s e t  t h e  l a t t e r ’ s  c o n t r a c t i o n a r y  e f f e c t s  d i s c u s s e d  i n  s e c t i o n  3 .  

O n  t h e  o t h e r  h a n d ,  i f  d e v a l u a t i o n  c a u s e s  c o n t r a c t i o n ,  t e a m i n g  i t  

w i t h  f i s c a l  r e s t r a i n t  m a y  l e a d  t o  e x t r e m e  o u t p u t  l o s s  —  t h e  

" o v e r k i l l "  f o r  w h i c h  o r t h o d o x  p r o g r a m s  a r e  o f t e n  c r i t i c i z e d .  C o o l  

c o n s i d e r a t i o n  o f  s u c h  p o s s i b i l i t i e s  m a k e s  s e n s e  b e f o r e  

s t a b i l i z a t i o n  i s  a t t e m p t e d .

F i f t h ,  f i s c a l  m e a s u r e s  m a y  s u b s t i t u t e  f o r  o t h e r  p o l i c i e s .  

D e v a l u a t i o n  s t i m u l a t e s  e x p o r t s ,  b u t  s o  d o  f a v o r a b l e  p r o d u c e r  

p r i c e s  a n d / o r  s u b s i d i e s .  T h e  l a t t e r ,  d i r e c t e d  i n t e r v e n t i o n s  d o  

n o t  s h a r e  d e v a l u a t i o n ' s  u n p l e a s a n t  e c o n o m y - w i d e  e f f e c t s  ( p r i c e  

i n f l a t i o n  v i a  i n c r e a s e d  i n t e r m e d i a t e  i m p o r t  c o s t s ,  p o l i t i c a l  

v i s i b i l i t y ,  p o s s i b l e  o u t p u t  c o n t r a c t i o n )  a n d  m a y  w e l l  b e  t h e  

p r e f e r r e d  o p t i o n  f o r  t h a t  r e a s o n .

F i n a l l y ,  t h e  f i s c a l  p o s i t i o n  w i l l  i n f l u e n c e  p r i v a t e  a c t i o n s  

i n  e x t e r n a l  c a p i t a l  m a r k e t s .  R e s t r i c t i v e  p o l i c y  m a k e s  

r e p a t r i a t i o n  o f  f l i g h t  c a p i t a l  o r  e m i g r a n t  r e m i t t a n c e s  m o r e  l i k e l y  

b y  b i d d i n g  u p  i n t e r e s t  r a t e s .  O n  t h e  o t h e r  h a n d ,  f i n a n c i a l  

i n c e n t i v e s  a l o n e  a r e  n o t  l i k e l y  t o  d r a w  e x t e r n a l  r e s o u r c e s  t o w a r d



a  s t a g n a n t  e c o n o m y .  G r o w t h  o r  a  s e m b l a n c e  o f  g r o w t h  ( r e c a l l  

C h i l e ' s  f r a g i l e  b o o m  o f  t h e  l a t e  1 9 7 0 ’ s )  a r e  m u c h  s t r o n g e r  s t i m u l i  

t h a n  h i g h i i o c a J v i n t e r e s t  r a t e s  f o r  f o r e x  i n f l o w s .  O n c e  t h e  m o n e y

h a s  a r r i v ê d ^ s p e a s i b l e  e x c h a n g e  c o n t r o l s  ( a s  o p p o s e d  t o  m a r k e t

r ‘ v /  -  ■ s l g c u œ s
d e r e g u l a t - i a o j ^ i s c a n  p l a y  s o m e  r o l e  i n  k e e p i n g  i t  h o a e .  B r a z i l ,  

C o l o m b i a , a n d S o u t h  K o r e a  a r e  t h e  a a i n  c a p i t a l  c o n t r o l  s u c c e s s

e a s e s  i f t . £ h . .  V I D E R  s a a p l e .  T h e y  a v o i d e d  t h e  c a p i t a l  f l i g h t s  t h a t

- -  ñ z h t  s v Z k  v
p l a g u e d  ^ < H » j $ a i e s  w i t h  o p e n  c a p i t a l  m a r k e t s  s u c h  a s  A r g e n t i n a ,  

M e x i c o c i a % 4 > ¿ t l j e  P h i l i p p i n e s .
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