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Foreword 

Successful implementatio n o f economic reforms, t o a large extent, i s dependent o n the political an d 
social environment i n which reform s ar e introduced . Commonwealth countrie s have a n interes t i n 
understanding th e politica l an d socia l dynamic s o f designing , implementin g an d managin g eco -
nomic reforms . Accordingly , th e Commonwealt h Secretaria t requeste d Professo r D r Josep h L  S 
Abbey, Executive Director , Centr e fo r Polic y Analysis, Accra, Ghana , t o prepare thi s paper for dis-
cussion a t the Commonwealth Financ e Ministers ' Meeting i n Mauritius i n September 1997 . 

The experience s with implementing structura l reforms have been mixed . Progress in some coun-
tries was slow. Changing lega l and institutiona l frameworks , a s well as attempts t o alter the genera l 
structure o f the productiv e economy , wer e insufficien t a s the proces s of change ha d t o be manage d 
within th e politica l context . 

The paper emphasises the importance of mobilising political support for the reform process. It iden-
tifies the obstacles met a t both th e design and implementation stages . The balancing of the interest s 
of various interes t group s represented a  challenge. I t also examines th e natur e o f the politica l envi -
ronment, informatio n asymmetries , and the competence and capacity of the bureaucracy to manag e 
reform programmes . The rol e played by donors i s also taken up . 

The pape r stresses that politica l stability i s a sine qua non t o effective adjustmen t an d economi c 
growth. The pape r discusses the new emerging role of the stat e and provide s a  range of recommen -
dations that emphasise the need for the state to modernise it s processes. Modernisation must go beyond 
enhancing the technica l and managerial capacities of the state and encompass reform of the judicia l 
system an d administrativ e structures . Reforms nee d t o b e implemente d withou t compromisin g th e 
social role of the state in addressing poverty alleviation and provision of adequate social security. The 
author recommends that public funds to alleviate poverty and deliver social services should come from 
savings made by reducing th e budgetary expenditur e o f other sectors . 

The paper also highlights the necessity of creating, developing and strengthening institutions tha t 
are needed to support reforms - regulator y agencies , antitrust an d antidumping commissions, expor t 
promotion agencies, consumer protection bodies, and social safety-net systems . Key institutions, such 
as the Central Bank , need to be given greater autonomy i n order to protect them from th e influence s 
of partisan politics. The independenc e o f such institutions contributes to greater transparency in gov-
ernance. A balance , however, needs to be struck between th e necessity of shielding key institution s 
from undu e politica l interferenc e an d a t th e sam e time ensurin g accountabilit y an d public control . 
The relevance o f these issues has been heightened, a s there i s a growing awareness that good gover -
nance i s fundamental t o successful implementatio n o f economic reforms . 

We commen d th e autho r fo r producin g thi s paper , whic h wa s appreciate d b y Commonwealt h 
Finance Ministers . As a follow up to this paper, the Commonwealth ha s constituted an expert group 
to look into issue s related t o good governance an d th e elimination o f corruption i n economic man -
agement. It is our hope that this paper will be helpful t o member governments in better understandin g 
the complex politica l processes involved i n effective managemen t o f economic change . 

Rumman Faruq i 
Director 

Economic Affairs Division 
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Executive Summary 

Experiences from man y countries indicat e tha t successfu l implementatio n o f economic reforms, to a 
large extent, i s determined b y the political and social environments i n which reforms are introduce d 
and thei r evolution ove r time . 

(ii) Consolidatio n o f reforms i s less a matter o f specific measure s tha n o f changes i n the attitud e 
and behaviour o f economic actors . Successful marke t reforms ar e possible i f they generat e 
incentives for firms and workers to direct effor t t o efficien t productio n rathe r tha n winnin g 
concessions from governments . An importan t ingredien t o f such a  process i s the assumptio n 
that th e new rules of the economi c game are not likel y to be reversed or radically changed . 
Economic actor s mus t also increasingly com e t o accept th e uncertainty inheren t i n th e 
system, namely , tha t marke t economie s provid e onl y th e rule s and procedures t o b e 
followed, bu t do not guarante e outcome s t o specifi c actors . 

(iii) Th e successiv e oi l price shocks of the 1970 s and associate d deb t accumulation , togethe r wit h 
high world interes t rates , slackening demand an d declining commodity price s i n the earl y 
1980s were the origin s of recent economi c polic y reforms . Growing externa l an d interna l 
imbalances were compounded b y tightening capita l markets . Starved o f private capita l an d 
faced wit h growing disequilibrium, developin g countrie s turne d t o the Bretto n Wood s 
Institutions (BWI ) -  th e World Ban k an d th e Internationa l Monetar y Fun d (IMF ) -  fo r 
assistance, which increasingl y wa s offered onl y on th e basi s of structural adjustmen t 
conditionality, incorporate d i n the specifi c polic y reform package s known a s Structura l 
Adjustment Programme s (SAPs) . 

(iv) Th e implementatio n o f structural adjustmen t policie s have been very slow. SAPs have usuall y 
involved stabilisatio n effort s i n the first  instance, followed b y structural reform s directed a t 
the private/publi c secto r boundary o f economic activity . The stabilisatio n policies compris e 
fiscal, monetary an d exchange rat e reforms, while structural adjustment s hav e involve d 
changing lega l and institutiona l frameworks a s well as attempts t o alter the genera l structur e 
of the productive economy . Thus, in the civi l service , for example, there were redeploymen t 
and retrenchment o f workers to trim the structur e o f the service and to cut down th e publi c 
wage bill. Other attempt s t o reduce th e size of government include d privatisation an d 
divestiture o f state-owned enterprises . In mos t cases the financial  secto r was also reformed . 

(v) Th e bulk of typically implemente d refor m wa s not onl y administratively simpl e but ha d 
relatively more manageable politica l costs which, moreover , could be handled withi n 
existing institutiona l arrangements . I n cases where ownership of the reform programm e rest s 
with th e domestic economy, loca l capacity has been availabl e to implement th e programme . 

(vi) Evaluation s o f the experience with SAP s have produce d mixe d results . Most of the succes s 
achieved s o far has been i n regard t o reducing inflatio n an d restorin g economic growth . 
SAPs have been almos t always favourable t o the externa l account . 
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(vii) Refor m programmes usually present obstacles in terms of both design and implementation . 
These obstacles include the politics of balancing the interests of various groups, the nature 
of the political environments, information asymmetry , the competence and capacity of the 
bureaucracy to manage reform programmes, and donor influence . In addition, the refor m 
policies themselves present their own difficulties. Fo r cash-strapped developing economies 
fiscal refor m which calls for further tightenin g of government spending may squeeze out the 
social sectors and thus further impoveris h their people. Moreover, financial sector 
weaknesses have never made monetary reforms easier for developing countries. And in a 
situation where there is no proper understanding between the political authorities and the 
reform implementing agencies such as the central bank, economic reform becomes difficult . 
It has been argued that central bank independence, for example, lowers inflation an d 
promotes growth; but central bank independence has proved to be elusive to many. 

(viii) The global economy also presents difficulties t o reforming developing countries. In the 
global economy, anything can be made anywhere and sold everywhere. In present post-Cold 
War circumstances, this means performing each economic activity where it can be most 
cheaply done and selling the resulting products wherever profits are highest. With the end 
of the communist threat , sentimental attachment to some geographical parts of the world is 
increasingly no longer an acceptable alternative. 

(ix) Th e world's financial markets can now move so much money around the world so quickly 
that monetary policies have to be adjusted t o their dictates and not to the domestic needs 
of the economy. In order to keep from being hit by capital outflows, governments are forced 
to raise interest rates when slack domestic demand and unemployed productive resources 
would call for precisely the opposite. 

(x) I n spite of all the problems faced by an adjusting country i t is clear that without adjustmen t 
most economies will sooner or later collapse. The political and economic changes that have 
come with reform have essentially disrupted the established ways that governments have 
conducted business and have also proved to be incompatible with existing institutions. The 
ills of adjustment ca n be minimised, however, if a country can improve the political and 
strategic capacity of its economic managers to organise the means of co-operation and 
efficiently manag e the distributive effects o f uncertain outcomes, to compensate or 
neutralise losers from the choices that are made, to expand constituencies and build support 
and consensus among broader segments of the society. 

Conclusions and Recommendation s 

(xi) Economi c reforms, regardless of their aggregate effects, have distributive consequences 
creating benefits for some while imposing hardships and loss on others. Whether reform s 
succeed and are sustained can therefore hinge on the ability of the government to mobilise 
political support for the reform process and to manage the opposition. 

(xii) Bureaucrats, businessmen and other interest groups attempt to capture or thwart policy 
initiatives that are perceived by them as not being in their self-interest. Fo r this and other 
reasons, it is politically difficult t o implement reforms or change the regulatory 
environment. I t is extremely naive to assume that enunciating a desired outcome is by itself 
sufficient t o achieve it . 
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(xiii) The importance of political obstacles to economic reform has led to the examination of the 
scope for de-politicisation of decision-making. Central Bank independence i s widely 
accepted as one credible mechanism. There are, however, some serious reservations about 
how to reconcile the exercise of so much power by unelected bureaucrats with the 
principles of democratic rule. 

(xiv) Bu t while politics matters, institutions are also important. Under the right institutiona l 
conditions, astute political leaders can build new coalitions of winners that crowd out those 
with an interest in the status quo. The evidence also points to the fact that the effects of 
institutions depends on the level of commitment. For example, the applicability of the rule 
of law is essential to the efficacy o f budgetary institutions . When, as in developing 
countries, adherence to the rule of law is weak, liberalised financial markets have been 
found t o be useful i n exacting the necessary commitment and discipline. 

(xv) Technological breakthroughs underpinning the globalisation process, place severe 
limitations on the options available to reforming countries. Successful refor m must 
consequently not only take due cognisance of the domestic political economy but also the 
international environment. Adjustment asymmetrie s between strong (surplus) countries 
and weak (deficit ) one s make adjustment tak e longer and more painful. This survey of the 
recent reform experience and specifically the political process and reform leads us to 
recommend that an adjusting country should consider the following: 

• Radicall y reorganise its state apparatus by overhauling and modernising its processes. 

• Politica l stability is a sine qua non to effective adjustmen t an d economic growth. Unstable 
political environments make for volatile policies and short-lived management teams. 
Governments and political leaders will increasingly have to recognise the need to agree to 
protect crucial public agencies from the ravages of partisan politics and political clientelism. 

• Ther e should be a new definition o f the role of the state. Sustaining and deepening the 
reform process will require states to increase their technical and managerial capacities far 
beyond present levels. The process of privatisation and divestiture must accelerate to get the 
state out of functions bette r suited for the private sector, in order to focus more keenly on 
the discharge of 'core public functions': reforming the judicial system, introducing efficien t 
government, alleviating poverty and providing efficient socia l security systems. 

• Government s will have to move beyond the maintenance of macroeconomic stability and 
move to build the organisational infrastructure o f the state to deal with any potentially 
explosive social situation. Governments will have to move swiftly to overhaul the financing, 
production, and distribution of public services in many areas: education, health care, 
transport, justice, personal safety etc. Tax collection, banking supervision, regulation of 
privatised and other monopolies, social security, labour practices, export promotion, the 
Civil Service, the judiciary and a plethora of other areas are in dire need of more and better 
governmental attention . 
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Introduction 

1 Experience s from man y countrie s indicat e 
that successfu l implementatio n o f 
economic reforms , t o a  large extent, i s 
determined b y the politica l an d socia l 
environments i n which reform s ar e 
introduced an d thei r evolutio n ove r time . 

2 A  wid e variety o f political arrangement s 
are consistent with th e definition o f 
democracy: a  system tha t permit s 
substantial politica l competition , 
encourages widespread politica l 
participation, an d protect s civil an d 
political libertie s necessary for meaningfu l 
competition an d participation . Again , a 
wide range o f economic institution s an d 
legal frameworks ar e consistent with th e 
essence of a market economy : a system 
that protect s a  broad rang e of property 
rights, relies primarily on marke t 
mechanisms t o allocate resources , and i s 
reasonably ope n t o international trad e 
and investment . 

3 Consolidatio n o f reforms i s less a matte r 
of specific measure s tha n o f changes i n 
the attitud e an d behaviou r o f economi c 
actors. Successful marke t reform s ar e 
possible i f they generate incentive s fo r 
firms and worker s t o direct effor t t o 
efficient productio n rathe r tha n winnin g 
concessions from government . A n 
important ingredien t o f such a process is 
the assumption tha t th e ne w rules of th e 
economic game ar e not likel y to b e 
reversed o r radically changed . Economi c 
actors must increasingl y com e to accep t 
the uncertainty inheren t i n the system , 
namely, tha t marke t economie s provid e 
only th e rule s and procedure s t o be 

followed, bu t do not guarante e outcome s 
to specific actors . 

4 Acceptanc e o f the rule s and procedure s 
in turn require s tha t certain belief s ar e 
widely shared an d sustaine d over time . 
The procedure s mus t offer th e bes t 
assurances availabl e for avoiding th e 
economic pitfall s mos t dreaded b y 
society; tha t the y wil l not produc e 
disastrous economic outcomes for th e 
economic actors , i.e . the costs of losing 
will not pu t the m ou t o f the economi c 
game; and tha t the y wil l be reasonabl y 
well enforced an d tha t othe r economi c 
actors will obey them . 

5 I t may be conceded tha t ther e wil l be 
individuals o r groups that ma y not shar e 
in these beliefs and who may seek ways to 
evade o r change them . Consolidation o f 
the marke t syste m consequently depend s 
critically o n how widely held thes e belief s 
are. These consideration s underli e th e 
common fea r tha t democratic politic s ca n 
abort o r derail economic reforms . Th e 
evidence, however, show s that reformin g 
governments have no t always been 
punished a t the polls . On th e contrary , 
some leader s have been rewarde d 
handsomely b y their electorates . However , 
some governments have actually los t 
support no t simpl y because of high cost s 
of reform, bu t because delays an d 
inconsistencies i n implementation adde d 
to and prolonged th e pain of adjustment . 

6 I n a  similar vein , ther e i s the fear tha t 
rapid and deep economic reforms ca n als o 
undermine tentativ e an d fragil e 
commitments t o democracy o r distor t 
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the natur e o f emerging democrati c 
institutions. But where reformin g 
governments have enjoyed th e benefit s 
of robust growth or the initia l macro -
economic imbalance s were comparativel y 
small, or where strong institutiona l 
structures existed, adjustments hav e bee n 
rapid and credible , as well as 
strengthened th e democrati c process . 

From the viewpoin t o f the standar d 
paradigm, th e choice o f policy i s either 
exogenous or a response t o concerns wit h 
efficiency. Th e primar y focus o f analysis i s 
therefore wit h th e effects o f policy o n 
economic outcomes . The refor m 
experience strongl y suggests that a t leas t 
in democratic polities , policy i s not s o 
much a  function o f its intended effect s a s 
it i s the outcom e o f the interaction s 
among politicians, bureaucrats, an d 
interest group s operating within a  set of 
institutional constraints . 

The focus of this paper i s on analysin g 
the politica l an d socia l dynamics o f 
designing, implementing , an d managin g 
economic reforms . The objectiv e i s t o 

examine th e adjustmen t experienc e an d 
determine wha t ligh t ma y be thrown o n 
the formulation an d implementatio n o f 
more effective policie s i n the future a s i t 
pertains t o the following : 

the nature o f the economic policie s 
implemented unde r Structura l 
Adjustment Programme s (SAPs) ; 

the obstacle s commonly encountere d b y 
policy makers i n designing, implement -
ing, and managin g economi c policies ; 

political and socia l obstacles -
experiences an d policy recommendations ; 

the implementatio n an d managemen t o f 
economic reform s i n a  global econom y 
when th e policy options available t o th e 
domestic economy hav e diminished ; an d 

the ne w role of governments i n ensurin g 
economic growth by reducin g 
government expenditure , encouragin g 
the private sector , reforming th e judicia l 
system, introducin g efficien t government , 
alleviating poverty , and providin g 
efficient socia l security systems . 
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The Nature of SAPs and Experiences with Reform 

10 

The successiv e oi l price shocks of th e 
1970s and associate d deb t accumulation , 
together with high worl d interes t rates , 
slackening demand an d declinin g 
commodity price s i n the earl y 1980 s were 
the origins of economic policy reforms . 
Growing externa l an d interna l 
imbalances were compounded b y 
tightening capita l markets . Starved o f 
private capita l and faced wit h growin g 
disequilibrium, developin g countrie s 
turned t o the Bretto n Woods Institution s 
(BWI) -  th e World Ban k and th e 
International Monetar y Fun d (IMF ) -
for assistance , which increasingl y wa s 
offered onl y on th e basi s of structura l 
adjustment conditionality , incorporate d 
in the specifi c polic y reform package s 
known a s Structural Adjustmen t 
Programmes (SAPs) . 

Over 7 0 developing countries hav e 
submitted t o these adjustment package s 
which typicall y share one commo n 
characteristic -  substitutin g ope n 
economy policie s for th e no w discredite d 
inward-looking ones . In certain case s th e 
reforms wer e completely package d b y th e 
BWIs and accepted passively by th e 
reforming countries , while i n other case s 
ownership rest s with th e reformin g 
country. In Ghana, fo r example , a n 
Economic Management Tea m comprisin g 
a small group with th e finance  ministe r a s 
head was formed b y the head o f state, t o 
think ou t th e reformin g issues . The 
dismantling natur e o f the initia l decision s 
made i t easier to formulate policies , 
negotiate wit h th e BWI s and adop t 

these reforms wit h a  significant degre e of 
political autonomy . 

11 I t i s convenient t o separate th e refor m 
packages int o two components: on th e 
one hand, thos e policies aimed a t th e 
restoration o f macroeconomic stabilit y 
(stabilisation) and , on th e othe r hand , 
those policy measures tha t ar e designe d 
to alter the boundaries between th e 
public and private sectors and th e way 
in which th e different sector s of th e 
economy ar e structured an d operat e 
(structural adjustments) . 

12 Generally , stabilisatio n issue s have 
centred o n institutin g policies tha t wil l 
lower inflation , restor e positive growth i n 
output, an d regularise the externa l 
payments position . Inflatio n managemen t 
in the SA P has usually involve d 
maintaining a  strict monetary an d fiscal 
stance. Price controls which ha d 
restrained outpu t growt h i n the year s 
before th e SAP were also liberalised . 
Further, SA P also realigned exchang e 
rates to offer internationa l 
competitiveness t o the country' s exports . 

13 Th e implementatio n o f structura l 
adjustment policie s has been very slow. 
This has involved changing lega l an d 
institutional framework s a s well as 
attempts t o alter the genera l structure of 
the productive economy . Thus, reform s 
were introduced i n institutions suc h as 
the civi l service and th e financial  sector . 
In the civi l service, there wa s 
redeployment an d retrenchment o f 
workers t o trim the structur e o f th e 
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service and t o cut down th e publi c wag e 
bill. Other adjustmen t measure s include d 
privatisation an d divestitur e o f stat e 
owned enterprises . 

14 Th e bul k of reforms s o far was not onl y 
administratively simpl e but had relativel y 
more manageable politica l cost s which , 
moreover, could be handled withi n 
existing institutiona l arrangements . Pric e 
level surges following devaluatio n o r 
increases i n unemployment tha t com e 
with tighte r fiscal  and monetar y policie s 
are not targete d a t any particular grou p i n 
society and ma y be perceived, o r at leas t 
explained, a s meant t o be one-sho t 
occurrences. In contrast, layoff s i n a 
privatised steelwork s and th e eliminatio n 
of subsidies on fertilisers , insecticide s o r 
other farm input s are permanent change s 
with costs falling o n specifi c groups . 
Moreover, thos e affecte d ar e easier t o 
mobilise politically tha n th e widel y 
dispersed segment s tha t bea r the brun t o f 
macroeconomic adjustment . 

15 Th e strateg y o f shrinking th e state calle d 
for th e redeploymen t o f public secto r 
employees. Previous policies adopted t o 
assuage popular frustration, i n severa l 
instances, had contributed t o the disma l 
economic performanc e o f the pre-refor m 
period. Publi c employment ha d becom e 
the preferred instrumen t fo r dealing wit h 
chronic unemploymen t an d th e non -
existence o f social safety nets . But th e 
result was an over-extended publi c sector , 
high indebtedness , and , eventually , 
bankruptcy o f public finances,  mor e 
poverty, and eve n greater inequality . 

16 Th e explosiv e combination o f mountin g 
unemployment, hig h inflation , an d n o 
usable institution s t o channel stat e 
support t o the poor had lef t severa l 
governments wit h no alternative s bu t t o 
soak up unemployment throug h publi c 
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payrolls. The traged y was that thi s ver y 
use of public employment t o provid e 
what was at bes t temporar y respit e fro m 
social ill s became a  barrier t o mor e 
effective an d sustainabl e solution s t o 
these problems . How bes t t o tackle th e 
problem wa s most uncertain bu t wha t wa s 
not i n any doubt whatsoever , wit h th e 
launching o f the reform programme , wa s 
the inevitabilit y o f massive redeploymen t 
and layoffs . Equall y certain wa s the hig h 
political cos t o f labour retrenchment . 
Whatever th e expected gain s to society a s 
a whole, i t was clear to the reformin g 
governments tha t thos e adversely affecte d 
would be badly hurt by the los s of 
income. And a s they los t incomes the y 
could be expected t o turn agains t th e 
reform process . Compensatory measure s 
by way of end-of-service payment s an d 
retraining scheme s were instituted t o 
minimise th e destabilising consequence s 
of reform . 

17 Compensator y measure s used i n SAP s 
have usuall y been eithe r complementar y 
policies o r direct subsidie s and transfers . 
The former , suc h as export incentives , 
have prove d both reliabl e and non -
problematic. I n contrast , direc t subsidie s 
and transfer s -  a s with trad e policy -
which ca n have positive effects , hav e 
subsequently constitute d problem s whe n 
they have t o be reduced o r withdrawn . 

18 Evaluation s o f the experience wit h SAP s 
have produce d mixe d results . Most o f th e 
success achieved s o far has been i n regar d 
to reducing inflatio n an d restorin g 
economic growth . The broa d strateg y 
typically followed ha s been focused o n 
shrinking th e stat e and rejectin g policie s 
that depende d o n th e discretionar y 
decisions o f poorly-paid, poorly-traine d 
bureaucrats. Agencies i n charge o f 
policing compliance wit h thousand s o f 



officially se t prices, of administerin g 
import licenses , foreign exchang e 
controls, trad e quotas , and th e screenin g 
and evaluatio n o f foreign investmen t 
proposals, for example , were done awa y 
with. Strong fiscal discipline, widesprea d 
deregulation o f trade and investment , an d 
divestiture an d privatisatio n o f state-
owned enterprise s contributed t o a n 
increase i n price stability and th e 
restoration o f growth . 

19 Th e 199 3 evaluation repor t o f th e 
Operations Evaluatio n Departmen t 
(OED) o f the World Ban k rated onl y 3 9 
out o f the 6 8 adjustment programme s a s 
satisfactory. Th e repor t found abou t 5 7 
per cent o f the programme s t o have lo w 
ownership. Yet, borrower ownershi p i s 
widely acknowledged a s a critica l 
prerequisite fo r successfu l reform . A n 
important finding  o f the OED repor t wa s 
that th e Worl d Ban k itself , given it s 
predominant rol e especially i n Africa , 
needs to strengthen it s understanding o f 
political econom y issue s through regula r 
assessments o f the impac t o f adjustmen t 
on various constituencies an d t o suppor t 
efforts t o bring the privat e secto r an d 
other groups into th e process . 

20 A  revie w of the Enhance d Structura l 
Adjustment Facilit y (ESAF ) i n a  pape r 
published by the IM F pointed t o th e 
difficulties o f measuring th e impac t o f 
adjustments. I t found tha t clear-cu t 
conclusions fo r differences i n adjustmen t 
performance ar e difficult t o draw. 
Among othe r things , thi s i s because 
countries faced divers e circumstances , 
making i t difficult t o disentangle th e 
effects o f insufficiently comprehensiv e 
policy changes from thos e of advers e 
exogenous factors . 

21 Commo n findings  i n the reviews are tha t 
the implementatio n o f SAPs has bee n 

almost alway s favourable t o the externa l 
account; tha t th e influenc e o n aggregat e 
investment ha s been neutra l t o negative , 
and tha t o n balanc e th e influenc e o n 
national incom e has been neutral . Th e 
preoccupation wit h th e short-term , 
involving th e implementatio n o f 
'Stage I  reforms' o r what one reviewe r 
called 'th e decree-driven , hard-to-decide , 
but simple-to-execut e macroeconomi c 
shocks,' has also been a  recurrin g 
observation. 

22 I n the area of trade reform, initiatin g an d 
sustaining a  rapid pace has been possibl e 
where interest s tha t were negativel y 
affected coul d be controlled o r influence d 
by the governmen t (Mexico) . Th e 
experience wit h sequencing an d 
packaging suggest s that stabilisatio n 
before o r simultaneously wit h trad e 
reforms i s likely to increase th e credibilit y 
of the overal l reform effor t (Ghana) . 
macroeconomic failure s have often le d t o 
reversals i n trad e policy (Nigeria , Poland , 
Senegal). Gradualism provide d th e 
requisite opportunity fo r firms to adjust t o 
the ne w environment thu s constituting a 
form o f compensation . 

23 Contrar y t o the sentiments expresse d i n 
the UNICE F stud y :  'Adjustment wit h a 
Human Face' , insulating th e poor fro m 
the effect s o f adjustment ha s not been a 
political imperative . Socia l reforms , 
including poverty alleviation an d gende r 
focus, have had t o be advocate d 
separately for consideration, largel y o n 
moral grounds . Some advocate s hav e 
argued tha t eve n i f compensating th e 
poor i s not politically significan t i n th e 
short-run, doin g so can help create ne w 
bases for suppor t tha t can be valuable t o 
political leaders . The economi c benefit s 
of social reforms, particularl y i n 
education an d technica l training , hav e 
also been canvassed o n th e grounds of th e 
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increasing role of human capital in the 
emerging technologically sophisticate d 
production processes. Finally, giving 
greater attention to the productive role 
of women both directly and as mothers, 
has been increasingly advanced in the 
reform agenda . 

Most of the reforms undertaken so far 
share three identifiable characteristics . 
First, the reform decisions centred mostly 
on changing the rules that determine 
macroeconomic behaviour. Secondly, 

these macroeconomic reforms could be 
adopted by the executive branch in 
relative isolation from the rest of the 
political system and were administratively 
simple to execute. Thirdly, the new 
policies implied the dismantling of 
existing agencies without requiring their 
immediate replacement. The definin g 
characteristic of Stage I reforms then is 
the dominance of stabilisation measures, 
although the relatively easier aspects 
of structural adjustment wer e undertaken 
as well. 
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Common Obstacles to Policy Design and Implementatio n 

25 Refor m programme s usually presen t 
obstacles i n terms of both desig n an d 
implementation. Thes e obstacle s includ e 
the politics of balancing th e interest s o f 
various groups, the natur e o f the politica l 
environment, informatio n asymmetry , th e 
competence an d capacity o f th e 
bureaucracy, an d dono r influence . 

26 A  majo r obstacl e t o reform i s the desir e 
for economic security . Inasmuch a s 
economic misfortun e i s perceived t o b e 
man-made, i t i s deemed avoidable . 
Economic securit y also has a peculia r 
dynamic. Every instance o f providin g 
such security lead s to demands for more . 
If protection i s given t o one industry , wh y 
not t o another? A mos t importan t 
complication i s that user s of the produc t 
of the protected industr y pay a price 
higher tha n thei r foreign competitor s do . 
To the exten t tha t thi s may make the m 
uncompetitive, i t becomes justificatio n 
for the m als o to ask for protection t o 
offset th e effect s o f that alread y given . 
Democratic government s als o appea r 
unable t o tolerate th e failure o f large 
economic actors . But thi s creates a 
demand fo r th e rescue of the smalle r one s 
from thei r mistake s a s well. A negativ e 
answer t o such demands i s seen as 
tantamount t o unprinciple d 
discrimination an d double standards . 

27 Economi c security , however, guarantee s 
those who fai l tha t thei r current earning s 
opportunities wil l not disappear . Bu t thi s 
locks in current activitie s and make s i t 
difficult t o shif t t o new products an d 
processes tha t ar e a t th e hear t o f 

economic progress . Eliminating th e losse s 
of those who fail can only mean reversin g 
the refor m tha t i s the cause of thei r 
failure. The searc h for economic securit y 
not onl y blocks reform, i t produces a n 
ossified societ y incapable o f adjusting t o 
new circumstances . 

28 Reform s hav e suffered reverse s or eve n 
failed becaus e o f the obstructionis t 
influence o f Vested interests' . For 
example, the nontradeable good s secto r 
opposes devaluation, impor t competin g 
goods producers balk a t trad e 
liberalisation an d farmers objec t t o th e 
cutting o f agricultural subsidies . 
Politicians and bureaucrats ar e sensitiv e 
to these pressures because they rely o n 
interest groups for support , votes , an d 
money. Moreover, democratic societie s 
permit th e formation o f alliances 'i n 
which eac h thinks i t can best protect it s 
fortunes i f stabilisation i s scrapped. ' 

29 I n addition, sharply unequal incom e 
distribution creates social and politica l 
divisions that undermine consensus fo r 
economic reform, increase s uncertaint y 
about the actions of future governments , 
and shortens time horizons. These 
developments produce such undesirabl e 
economic outcomes as tax evasion, capita l 
flight, investmen t strikes , and unreason -
able wage demands. Greater inequalit y of 
income can lead to polarisation of 
contending parties, undermining the co-
operation required to sustain macro-
economic stability . I t has also been foun d 
to increase the probability of followin g 
counterproductive populis t policies . 
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30 Th e East Asian Tigers - Korea , Taiwan, 
Singapore and Hong Kong - ar e cited as 
having undertaken reforms under 
authoritarian or administrative auspices. 
And China's recent reforms have been 
undertaken under the explicit premise 
that economic and political liberalisatio n 
need not go hand in hand. 

31 Th e model of the authoritarian regime as 
a boon to developmental reform , 
however, has serious shortcomings. A 
critical assumption made is that of an 
enlightened despot. On the other hand 
two diametrically opposed strategies are 
possible: enlightened despotism; and 
predatory behaviour. Not surprisingly , 
therefore, economic performance varie s 
no less among authoritarian regimes than 
among democratic ones. There have been 
military regimes that have made policy 
mistakes as egregious as their civilian 
counterparts in different parts  of the 
world. Furthermore, there have been 
authoritarian regimes, e.g. Albania, Iran, 
Myanmar, Romania, Zaire, in which 
policies contributed to such spectacular 
failures that only a dictatorship could 
sustain them. 

31 Electora l cycles have in a number of 
instances proven to be formidable 
obstacles. Good macroeconomic and 
trade policies yield their payoffs gradually , 
but the costs are borne up-front. This has 
led to instances in which political 
leadership has attempted to manipulate 
macro-economic policy in the short-run 
to maximise electoral chances, 
stimulating the economy at the approach 
of elections and stabilising after elections . 
There are a number of features in society 
that make such occurrences take place. 
Important among these is the myopia of 
the electorate. Politicians too often, ar e 
not judged by the long-term 

1 8 TH E POLITICA L PROCES S AND MANAGEMEN T O F ECONOMIC CHANGE 

consequences of their actions. This 
phenomenon has been caricaturised as a 
model of 'a collection of rogues 
competing for the favours of a larger 
collection of dupes.' It has been claimed 
that with full anticipation of the 
consequences of unrealistic election 
promises the election cycle should simply 
disappear. 

33 Reform s seem to require a much longer 
time horizon than initially envisaged. 
Members of Parliament and other 
representatives seeking re-election every 
few years would want to support popular 
reforms that bring them votes. They may 
not be too keen to stick their necks out 
for a good cause that may conflict wit h 
their careers. Even more fundamentally , 
reforms typically involve long periods in 
which costs accrue, with benefit s 
following much later. The politician tha t 
incurs the cost is unlikely to be the one 
that reaps the benefit . 

34 I t must be recognised, however, tha t 
informational asymmetrie s between a 
government and its citizens can generate 
political business cycles, even if voters 
behave rationally. There may be a dearth 
of key institutions - independen t media 
covering economic policy issues or 
autonomous policy research organisations 
or histories of electoral experience - tha t 
enable voters to keep the opportunism of 
politicians in check. And where poverty 
is extensive or welfare systems are non-
existent, voters may be more concerned 
with the short-run, supporting 
governments that deliver short-run 
material benefits even if at the expense of 
long-run welfare. 

35 I n addition, the milieu in which the 
bureaucracy operates is important. 
Pervasive corruption can turn the 



36 

bureaucracy int o a  well-positione d 
interest group aligned agains t reform . 
There i s also the proble m o f politica l 
interference. Inasmuc h a s th e 
effectiveness o f policies depends o n th e 
widespread belie f tha t the y wil l be 
sustained, delegating decision makin g 
authority t o autonomous institution s ca n 
enhance credibilit y abou t commitment . 
This reduces th e capacit y t o revers e 
decisions i n response t o short-ter m 
considerations. Centra l ban k indepen -
dence has been found t o have beneficia l 
effects o n inflatio n an d rea l growth . 

External donors have als o sought t o 
influence polic y throug h loa n 
conditionality a s typified i n the SAPs . 
The debat e abou t th e politica l econom y 
of conditionality ha s centred o n th e 
extent t o which outsid e agencies actuall y 
influence th e policy process . Creditor s 

often hav e powe r over the flow of 
resources which give s them grea t 
leverage. But they als o tend t o hav e 
multiple an d conflicting goal s wit h 
respect t o reforming ai d recipients . 
Concern t o support a  strategicall y 
important clien t has often overridde n 
the interes t i n promoting reforms . 

37 Th e refor m experienc e als o shows tha t 
where leader s are already committed t o 
reform, additiona l finance  ma y help i t 
succeed. Sustainabilit y i s enhanced b y 
the extr a resource s which allow fo r 
higher consumption withou t 
necessitating cutbacks i n investment . 
A rathe r disturbing finding  b y th e 
World Ban k i s that countries receivin g 
substantial adjustmen t lendin g fro m 
it have show n a  tendency t o do bette r 
at sustaining consumption tha n 
investment. 
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Overcoming Obstacles to Macroreform 

38 Th e previou s section deal t with som e 
institutional, politica l an d socia l obstacle s 
to the reform process . However, a t th e 
heart o f the refor m proces s itsel f are fiscal 
and monetar y issue s which themselve s 
present thei r ow n difficulties. Thi s 
section discusses some attempts t o 
overcome thes e difficulties . 

39 Government s have had t o reduc e 
aggregate spending and fiscal deficits du e 
to serious macroeconomic imbalances . 
The refor m recor d shows particularl y 
disappointing fiscal outcomes i n sub-
Saharan Africa. A  Worl d Ban k revie w 
concluded tha t ove r 60 per cent o f th e 
countries had a  poor or very poor fiscal 
stance, defined i n terms of sustainabl e 
fiscal deficits. Only a  few Africa n 
countries made some progress i n 
improving allocative efficiency an d equit y 
of expenditure composition . The evidenc e 
also points t o gross technical inefficienc y 
in the use of expenditures, manifested i n 
the widespread incidenc e o f 'ghost ' 
workers, moonlighting an d th e collapse i n 
the delivery o f basic services, etc. 

40 A t th e same time, reviews of budge t 
reforms i n OECD countries poin t t o tw o 
key Commonwealth countrie s -  Ne w 
Zealand an d Australi a -  a s being a t th e 
cutting edg e of these reform efforts . Thei r 
reform experience s illustrat e ho w 
institutional arrangement s -  rules , norm s 
and procedures - governin g th e budge t 
process affect incentive s governing th e 
allocation an d use of resources. Thes e 
countries have been found t o b e 

successful i n slashing expenditures an d 
deficits wher e mos t have failed . 

41 A n examinatio n o f how thes e tw o 
countries reforme d thei r institutiona l 
structures t o achieve thei r fiscal 
objectives coul d be beneficial t o othe r 
members o f the Commonwealth . Malaw i 
is reportedly makin g effort s t o emulat e 
the Australian experience . 

42 Expenditur e outcome s ca n convenientl y 
be categorised int o thre e basi c objective s 
that an y system needs t o achieve : 

(i) t o instil l aggregat e fiscal  discipline ; 

(ii) t o facilitate strategi c prioritisation o f 
expenditures acros s programmes an d 
projects; an d 

(iii) t o encourage technica l efficienc y i n 
the us e of budgeted resources , i.e . 
achieve output s a t th e lowes t 
possible cost . 

43 Aggregat e fiscal  discipline i s impeded b y 
the "traged y o f the commons. " Th e 
several claimants t o th e budge t -  interes t 
groups, legislators, line ministrie s -  eac h 
exert pressure t o bias spending i n 
direction o f their preferences . Eac h 
demands a  level of spending i n excess of 
what i s socially optimal . I n th e absenc e 
of constraints o n th e aggregat e leve l of 
spending and deficits , meetin g th e 
demands o f disparate claimants wil l 
result i n large unsustainable deficit s 
that translat e int o a n unstable macro -
economic environmen t whic h ca n 
ultimately retar d growth . 
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44 Ne w Zealand, on the eve of reforms, has 
been described as a heavily 
interventionist state not dissimilar to the 
former Eastern European centrally-
planned economies with a socialist-
leaning party in office. The initia l 
conditions and the bold reforms confir m 
the oft-made observatio n and common 
experience that macroeconomic crises 
generally induce governments to confron t 
and scale down the deficits . 

45 I n four general stages embodied in the 
State-owned Enterprise Act (1986) , the 
State Sector Act (1988) , the Public 
Finance Act (1989 ) and the Fiscal 
Responsibility Act (1993) , New Zealand 
embarked upon radical institutiona l 
reforms that sought to completely 
redefine the role and revamp the 
functioning o f government. In the 
process, New Zealand provides arguably 
the most dramatic example of 
accountability and transparency 
mechanisms which bind the government 
to aggregate fiscal discipline. 

46 Th e defining characteristic of the new 
system of financial management i s the 
distinction between the government' s 
ownership interests in state agencies and 
the 'purchase' of specified outputs . A 
steady shift t o accrual accounting for 
public sector agencies was envisaged. 
Input controls were relaxed in favour of 
increased accountability for meeting 
agreed objectives. The reform of the 
institutional arrangements for state 
involvement in the economy increased 
the credibility and medium-term focus of 
macroeconomic policy, enabling the rapid 
attainment of macroeconomic 
stabilisation at minimum cost. 

47 Th e contract of the Governor of the 
Federal Reserve Bank of New Zealand 
with the Minister of Finance is explicitly 

linked to inflation. The Fiscal 
Responsibility Act in turn binds the 
Minister of Finance to aggregate fiscal 
discipline - cuttin g the deficit to 1  pe r 
cent of GDP. Further, the Act requires 
the government to commit itself to 
aggregate fiscal targets through full and 
frequent disclosur e of information. Th e 
Act thus provides the basis upon which 
performance i s to be judged and thus 
upon which both compensation and 
tenure of the Minister depend. Moreover, 
the open financial market serves as a 
disciplinary force in a way comparable to 
the effect o f stock markets on corporate 
management. 

48 Give n aggregate fiscal discipline, the next 
key challenge is the strategic 
prioritisation of the competing claims on 
resources. Prioritisation is essentially a 
political process. Politicians may attempt 
to set priorities on the basis of their 
understanding of the preferences of their 
constituencies. Unavoidably the 
underlying problem is again the tragedy 
of the commons which creates demands 
in excess of available resources. This 
creates a situation in which individuals 
and groups strive to restructure coalitions 
in order to enlarge their share of the 
'fixed pie.' A way out of this is 
institutional arrangements that help build 
consensus among the competing groups 
on resource allocation. 

49 Th e Australian reforms were launched 
after a  preceding administration had been 
unsuccessful a t reducing public spending 
by identifying redundan t functions. A 
centralised, top-down Commonwealth 
Review of Functions had failed to identif y 
egregious anomalies in the role of the 
state. Clearly overall fiscal discipline was 
not the issue at stake. Australian reforms 
consequently sought to rely on "a more 
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nuanced an d finely  surgica l process of 
identifying savings. " They di d so by 
focusing th e budge t process on changes i n 
strategic priorities , and relyin g heavily o n 
line agencies themselve s t o identif y 
savings options. The underlyin g philoso -
phy behind Australia n reform s place d 
faith o n trus t and consensual relationships . 

50 Australi a thu s offers perhap s th e bes t 
example o f a priority setting process . 
The proces s engenders stron g focus o n 
strategic outcomes tha t expenditur e 
programmes ar e seeking to achieve . 
It also incorporates a  medium-ter m 
framework linkin g allocations t o th e 
achievement o f these outcomes . 

51 Finally , given tha t aggregat e fiscal 
discipline an d prioritisation hav e bee n 
dealt with , ther e remains th e principa l 
agent problem within th e governmen t 
hierarchy. Informatio n asymmetrie s an d 
incentive incompatibilitie s ca n b e 
impediments t o the efficien t deliver y o f 
public services . 

52 Ne w Zealan d offer s th e mos t dramati c 
example o f institutional refor m t o 
achieve technica l efficiency . Permanen t 
secretaries i n line agencies have bee n 
removed an d replaced b y chief executive s 
on fixed-term,  output-base d contracts . 
The budge t i s based on a  purchase o f 
output rathe r tha n inputs , and th e mov e 
to accrual accountin g make s transparen t 
the assets , liabilities and net wort h o f lin e 
agencies on which th e chief executive s 
are evaluated. A t th e same time , chie f 
executives have complet e autonom y ove r 
the allocation o f resources, including th e 
right t o hire an d fire  employees. 

53 Th e examinatio n o f the refor m 
experience o f Australia an d New Zealan d 
must be placed i n context . I t i s not mean t 
to recommend thes e reforms fo r adoptio n 
en masse . Indeed, whils t th e tw o refor m 
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episodes shared som e commo n 
characteristics -  bot h sough t t o alte r th e 
incentives tha t affec t th e size , allocation , 
and us e of resources, and t o improv e 
transparency an d accountabilit y b y 
binding key players to particular fixed 
outcomes an d makin g i t costly for the m 
to misbehav e -  the y als o too k 
dramatically differen t path s reflecting th e 
particular background s an d historica l 
conditions drivin g each reform . Eve n i f 
the exten t o f adherence ca n be a  matte r 
of serious disagreement, th e Bretto n 
Woods institution s have give n explici t 
recognition t o the realit y of differen t 
structures an d institution s i n membe r 
countries. The guideline s o n 
conditionality fo r th e use of the Fund' s 
resources and for stand-by arrangements , 
for example , state : in helping member s t o 
devise adjustment programmes , th e Fun d 
will pay due regard to the domestic , socia l 
and politica l objectives , th e economi c 
priorities, and th e circumstances o f 
members, includin g th e causes of thei r 
balance o f payments problems . 

54 Thes e considerations rais e the obviou s 
question: under wha t conditions coul d 
better institutiona l arrangement s an d 
mechanisms fo r greater accountabilit y 
and transparenc y b e transferred t o othe r 
settings? Learning from experienc e i s 
essentially a n exercis e t o determine wha t 
can be borrowed with profi t fro m other s 
and wha t modification s ma y be necessary . 
This naturally i s a complex issu e whic h 
requires in-dept h comparativ e analysi s 
of such fundamental underpinning s lik e 
the relative independenc e o f th e 
judiciary. Politica l factors ar e als o 
clearly important . I n fact, i t has bee n 
stressed tha t i n order t o understan d 
why governments behav e th e wa y 
they do , one necessarily has to delv e 
into politics . 



55 Bu t while politics i s important , 
institutions als o matter. Institutiona l 
arrangements have been show n t o 
systematically influenc e fiscal  outcomes . 
For example, constitutional constraint s t o 
the defici t o r the public debt have bee n 
shown t o reduce deficits . The effec t o f 
budgetary institution s is , however, 
predicated o n th e applicabilit y o f the rul e 
of law. The rul e of law has varie d 
adherence i n developing countrie s -
being more binding i n some and les s so i n 
others. As a  result, the institutiona l 
arrangements tha t gover n th e budge t 
process in Australia o r New Zealand , i f 
transplanted, ma y not hav e comparabl e 
effects an d i n some countries ma y even b e 
irrelevant. A  possibilit y tha t can b e 
examined, i n such contexts o f weak 
adherence t o the rul e of law, is the 
liberalisation o f financial  markets . 

An environmen t i n which fiscal 
mismanagement i s decisively punished b y 
capital outflows , currency devaluation , 
imported inpu t cos t increases , rising 
inflation an d high interes t rate s ensure s 
that a  heavy price may be demanded o f 
fiscal mismanagement b y investor s 
requiring a  risk premium t o put o r retur n 
their funds int o th e country' s financial 
markets. Open financial  market s may , as a 
result, serv e to discipline government s b y 
increasing th e politica l cos t of fiscal 
imprudence. I n thi s way, appropriat e 
institutions fo r th e state d fiscal  objective s 
may be made t o function better . 

56 Malaysi a has been carrying out reform s 
designed t o improve strategi c 
prioritisation (th e Australian refor m 
path) sinc e th e lat e 1980s . These reform s 
have include d th e establishment o f a 
budget dialogue group with business , 
labour and othe r stakeholder s from civi l 
society, greater devolution o f decision 
making t o line agencies and associate d 

accountability mechanism s simila r t o 
those implemente d i n New Zealand . 
Malawi i s initiating a  coheren t 
programme t o institut e a  strategi c 
approach fo r expenditure plannin g 
through a  medium-term expenditur e 
framework (MTEF) . A systemati c 
bottom-up proces s i s being implemente d 
focused o n fou r pilo t ministries -
agriculture, health , educatio n an d publi c 
works/roads. The result s so far o n 
expenditure prioritisatio n ar e mixed : 
successful i n education bu t weak i n 
health. Moreover , th e MTEF is, so far , 
restricted t o recurrent expenditure s only , 
with th e recurren t cos t implications o f 
the development budge t not factored in . 

57 Asid e from th e fiscal issues presented 
above, the problem of central ban k 
independence present s some difficultie s 
in monetary management . Allowin g 
autonomy t o the monetary authoritie s t o 
undertake monetar y policy i s increasingly 
accepted a s one o f the more effectiv e 
means of de-politicising economi c 
decision making . 

58 Centra l ban k independenc e (CBI ) 
connotes tw o basic ideas . First,there i s 
the freedom o f the central bank t o decid e 
how t o pursue it s goals. This, however , 
does not exten d t o the setting of goals o n 
its own. I n a  democracy, i t is virtually 
obligatory tha t th e politica l authoritie s 
set the goal s and instruc t th e centra l ban k 
to implement . Givin g the centra l ban k 
authority ove r it s goals would amount t o 
delegating excessive power to unelecte d 
bureaucrats whic h may be considere d 
incompatible wit h democratic rule . 

59 A  secon d ide a of CBI i s that normally n o 
other branch o f government ca n 
countermand th e decisions of the centra l 
bank. I n the US , for example , neither th e 
President no r th e Suprem e Cour t ca n 
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reverse a  decision of the Federa l Reserv e 
Board's Open Marke t Committee. Th e 
Congress can, but only i f it passes a law 
that th e Presiden t wil l sign (o r by 
overriding a  presidential veto) . Thus fo r 
all practical purpose s the Federa l Reserv e 
Board's decisions are immune t o reversal ; 
and indee d have never been reversed . I f a 
central bank' s decisions stand onl y a s 
long as they do not displeas e someon e 
more powerful , th e bank cannot b e 
considered independent . 

60 A n importan t empirica l finding  i s that, a t 
least for th e industria l countries , CBI ha s 
shown a  strong positive influenc e wit h 
low inflation. Proffere d explanation s ar e 
that far-sightedness an d patience (n o 
strong suit s of the politica l process i n a 
democracy) ar e absolutely essentia l fo r 
effective monetar y policy . Th e 
requirement fo r succes s is to look fa r int o 
the future an d wai t patiently fo r result s 
because o f the lag s involved . 
Furthermore, inflation-fightin g i s akin t o 
long-term investment . The cost s of 
disinflation ar e upfront, th e benefit s (lo w 
inflation) accru e only gradually throug h 
time. Consequently, given th e 
temptations t o reach for short-ter m gain s 
at the expens e o f the future , i t i s better t o 
depoliticise monetary policy by 
delegation t o unelected bureaucrat s wit h 
long and secure tenure o f office an d clea r 
instructions t o fight  inflation . 

61 Th e mai n effec t o f CBI i s not principall y 
to constrain th e centra l bank t o act i n 
accordance wit h the government' s 
objectives bu t rathe r t o constrain th e 
government b y increasing the difficulty o f 
its bringing pressure to bear on th e 
central bank . This i s deemed o f critica l 
importance becaus e of the short-ru n 
trade-off betwee n price stability an d 
employment generatio n althoug h ther e i s 
no such perceived trade-of f i n the long -

run. Pric e stability has been deeme d s o 
important a s to make i t the onl y polic y 
goal of central banks . The argumen t i s 
that th e shor t an d lon g run trade-off s 
between inflatio n an d growth diffe r i n 
ways that mak e inflatio n temptin g t o star t 
and costly t o stop. A recen t stud y of 
disinflation episode s i n industria l 
countries concluded tha t a  higher degre e 
of CBI lead s to both higher sacrific e ratio s 
(output chang e pe r unit chang e i n tren d 
inflation) an d stronge r recessions . Thes e 
results were attributed t o the tremendou s 
difficulties encountere d i n lowering wages 
below contract level s during disinflation s 
especially i n low average inflatio n 
economies. 

62 Give n th e short-run trade-of f an d a n 
initial situation of low inflation , i t is 
claimed tha t a  government tha t woul d 
prefer outpu t growt h t o be above th e 
natural rat e may be tempted t o run a n 
expansionary monetar y polic y - makin g 
policy subjec t t o an inflationar y bias . 
Private agent s understanding th e 
temptation facin g governmen t wil l adjus t 
upwards thei r inflationar y expectations . 
In the event , inflatio n wil l rise to a  leve l 
at which it s cost a t the margin , given tha t 
it i s expected, i s high enough t o force th e 
government t o abandon th e gamble . Th e 
outcome, however, i s that th e econom y 
ends up with no gain i n output bu t wit h 
an inflatio n rat e tha t i s higher tha n 
socially optimal . CBI provide s societ y 
with an institutiona l devic e t o avoid thi s 
self-defeating temptation . 

63 Som e have argued , however, tha t 
concentrating monetar y policy on pric e 
stability is , in effect , 'throwin g i n th e 
towel on unemployment. ' Th e basi s of 
this position i s that, a s Keynes observe d 
in th e 1930s , modern industria l 
economies ar e not sufficientl y self -
regulating. While i n principle eithe r fiscal 
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or monetary polic y can serv e a s th e 
balance whee l t o keep aggregate spendin g 
in line with productive capacity , th e nee d 
to reduce fiscal deficits (i n th e industria l 
countries) 'wil l leave fiscal policy a s a 
drag on tota l spending for th e foreseeabl e 
future regardles s of the stat e of th e 
economy.' The public , tha t th e centra l 
bank exist s to serve, cares abou t 
fluctuations i n the pace of economi c 
activity an d well-executed monetar y 
policy does have th e power t o mitigat e 
such fluctuations. 

64 Question s have als o been raise d a s 
to the compatibility o f central ban k 
independence wit h democracy. In thi s 
regard, i t has been observed , however , 
that democracy, a t least in practice, ofte n 
allows for certain provisions of law to be 
enshrined i n Constitutions and , a s it were, 
thus excluded from "th e daily legislativ e 
struggle." These fundamenta l provision s 
are deliberately mad e hard t o revers e 
because i t i s not deemed i n the publi c 
good to be revisiting them frequently . 

65 Th e insistenc e tha t CB I does not impl y a 
right t o choose goals is again o f critica l 
importance, a s noted above , in a 
democratic polity . The goal s of such a 
society mus t be lef t exclusivel y t o electe d 
politicians and no t unelecte d bureaucrats . 

66 Compatibilit y als o requires credibility -
matching deeds to words - o n th e par t o f 
the centra l bank . This obligatio n t o th e 
body politic i s in return fo r th e broa d 
grant o f power the centra l ban k enjoys . 

67 CB I i n a democracy mus t require publi c 
explanation o f what th e bank i s doing, 
why i t i s doing that , an d what i t expect s 
to accomplish by its actions. Suc h 
accountability i s required t o remove som e 
of the myster y tha t surround s monetar y 
policy, enable intereste d partie s t o 

appraise th e bank's decision s 
contemporaneously an d allo w outsiders t o 
judge the bank' s success or failure afte r 
the fact . I t i s after all , accountability tha t 
legitimises independenc e withi n a 
democratic politica l structure . A n 
inability o f the bank t o articulate a 
defence o f its actions may be a n 
indication tha t mayb e those actions ar e 
not a s good as the bank thinks . 

68 Governor s o f central banks i n 
democracies mus t be appointed b y th e 
political authority . The electe d politica l 
leadership has political legitimac y 
directly from th e electorate . Governors , 
as political appointees , have politica l 
legitimacy conferred upo n the m by virtu e 
of their appointment , i.e . through thei r 
holding o f delegated authority . 

69 Perhaps , most importantly , centra l ban k 
decisions, in a  democracy, mus t b e 
reversible even i f only i n extrem e 
circumstances. Reversals , however, mus t 
never become routine occurrences . 
Governors mus t also be removable fro m 
office fo r good cause. Delegated authorit y 
must be retrievable , not absolute . 

70 I n the context o f the proposed Europea n 
Central Bank , i t has been argued tha t a 
successful Europea n Monetar y Unio n 
(EMU) canno t b e envisaged without a 
political union . Withou t tha t 'n o 
government coul d expec t it s citizens t o 
accept th e fiscal  implications o f th e 
Maastricht blueprin t fo r monetary unio n 
in the name o f an inflatio n objectiv e fo r 
which neither i t nor any othe r 
government fel t wholl y responsible. ' I n 
other words , independence fo r th e EC B 
would be undemocratic an d as a 
consequence th e bank i s likely to find  th e 
odds stacked agains t i t sustaining it s 
independence i n the conflic t tha t woul d 
result inevitably from thi s fiscal resistance. 

THE POLITICA L PROCES S AN D MANAGEMEN T O F ECONOMI C CHANG E 25 



71 Give n the fact that ECB would have to 
start with little moral authority or 
political legitimacy, any perception that i t 
is the source of fiscal difficulties fo r the 
national member governments can only 
spell trouble for itself, European economic 
integration and political amity. The 
fragile politics of EMU are unlikely to 
permit either bond market discipline (by 
way of high interest premia on issues of 
deficit countries) or binding collectively 
agreed rules to bear on national fiscal 
authorities. Yet, without that fiscal 
discipline there would always be suspicion 
in financial markets that political 
pressures would force the central bank to 
ease monetary policy inappropriately, in a 
bid to ease any fiscal pressures on national 
member governments. But mere concerns 

about such pressures will push real interest 
rates up, further intensifyin g fiscal 
problems as growth falters. 

72 Eve n though the empirical record shows 
that CBI in industrial countries achieves 
its objective, i.e . low rates of inflation , 
there are nonetheless concerns about 
whether society is best served if price 
stability is at the expense of painfully 
high unemployment. Issues have also 
been raised about the necessary 
conditions required to make CBI 
compatible with democratic rule. Some 
of these issues have also been noted in 
the context of the proposed European 
Central Bank (ECB), leading to 
speculation that such a central bank 
cannot have the political legitimacy to 
be independent . 
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Reforms in a World with Limited Domestic Policy Options 

73 Th e globa l economy create s a  fundamen -
tal disconnection betwee n nationa l 
political institution s an d thei r policies t o 
control economi c event s on th e on e han d 
and th e internationa l economi c force s 
that hav e t o be controlled. I n a  world 
where nationa l policies guide economi c 
forces, th e globa l economy give s rise to a 
world i n which extr a nationa l 
geoeconomic force s dictate nationa l 
economic policies . With globalisation , 
national government s los e several o f thei r 
traditional lever s of economic contro l 

74 I n the globa l economy, anything ca n b e 
made anywhere an d sold everywhere. I n 
present post-Cold Wa r circumstances thi s 
means performing eac h economic activit y 
where i t can be most cheaply don e an d 
selling the resulting products whereve r 
profits ar e highest. With th e en d o f th e 
communist threat , sentimenta l 
attachment t o some geographic part s of 
the world i s no longe r par t o f the system . 

75 A s a result o f improvements i n 
technology, transpor t an d 
communication cost s have falle n 
dramatically an d th e spee d with whic h 
both ca n be operated has rise n 
exponentially. Research and desig n 
groups can be co-ordinated i n differen t 
locations; components ca n be mad e 
wherever i t i s cheapest t o do so and 
transported t o assembly points tha t 
minimise costs . Sales can be global . 

76 Globalisatio n no w shapes everyone's vie w 
of the world and alter s the way th e 
individual think s abou t th e world . I n th e 

new realit y there i s mutual 
interdependence wit h linkage s i n ne w 
and differen t pattern s o f supply an d 
demand tha t ma y not otherwis e hav e 
existed. Powerfu l institution s -
transnational banks , multinational firms, 
international institution s -  hav e com e 
into existence with a  vested interes t i n 
maintaining themselve s and thei r 
environment. I n a  very real sense th e 
global economy has become physicall y 
embodied i n the present mind-set . 

77 Sinc e economic activit y wil l migrate t o 
the places with th e fewest regulation s an d 
the lowes t social charges, nationa l 
governments ar e forced t o compete wit h 
each other t o persuade businesses t o 
locate i n thei r jurisdiction. I n a global 
economy, high-tax, high-spendin g 
economies los e out t o low-tax , low -
spending ones . In the process , the forme r 
lose tax revenues and possibl y 
employment t o the latter . This has fa r 
reaching implication s for fiscal policy. 
Business taxation t o finance  governmen t 
expenditures tha t benefi t business , such 
as those tha t finance  trainin g o r 
infrastructure, i s acceptable; but busines s 
taxation for consumption benefit s tha t g o 
directly t o the citizens become s 
increasingly difficult . 

78 Th e er a of national governmen t 
regulation o f business i s simply over . 
Activities go to where the y ar e not 'ove r 
regulated.' Moreover , th e relocation nee d 
not involv e anyon e physically moving -
insurance an d financial  activitie s can b e 
electronically performe d i n Bermuda o r 
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the Bahamas , while almos t al l thos e 
involved ar e sitting i n thei r offices i n 
London. 

79 I n a  global marke t al l the pressures are t o 
harmonise downwards , i.e . competition t o 
induce business through th e offe r o f ta x 
breaks. Jurisdictions with man y an d 
demanding regulation s o r high taxe s 
come unde r extrem e pressur e t o reform o r 
pay the penalty o f loss of revenues, an d 
possibly employment, i n the even t o f 
actual physical relocation . Thus , 
developing countries , where codes of 
business behaviour ar e not transparen t 
and taxe s are high, find  i t difficult t o 
attract new businesses . 

80 A t th e same time , world regulation i s 
not abou t t o replace national regulation . 
There i s no agreement ye t as to who, 
what o r how t o regulate . In any case, 
whatever migh t b e agreed upon, ther e 
would always be an incentiv e no t t o 
implement th e agreed-upo n policies . 
Opting ou t carries the rewar d of attract -
ing firms to locate i n tha t jurisdictio n 
with obvious economic advantages . 
Globalisation encourage s free riding . 

81 Internationa l pressure s to regulate and ta x 
less may appear welcome. The curren t 
system of business regulation, however , 
reportedly grew out of two real world 
experiences - th e 'robber barons ' era of 
the second half of the las t century and th e 
financial collapse s and Great Depressio n 
of the 1920 s and 1930s . It would appea r 
tragic to have to endure some majo r 
disaster before th e world wakes up to th e 
need for some form o f regulation . 

82 Co-operativ e policie s are needed t o mak e 
the globa l economy work ; co-operation , 
however, wil l require th e surrende r o f a 
lot o f national sovereignty , an d tha t i s 
undemocratic. I t i s undemocratic rul e by 

2 8 TH E POLITICA L PROCES S AND MANAGEMEN T O F ECONOMIC CHANGE 

foreigners or , even worse , rule b y 
international bureaucrats . An electe d 
world government appear s t o be th e 
only acceptable solutio n an d ye t man y 
would have seriou s reservations abou t 
that prospect . 

83 Th e world' s financial  market s can no w 
move s o much mone y aroun d th e worl d 
so quickly tha t monetar y policie s have t o 
be adjusted t o thei r dictates an d no t t o 
the domesti c needs of the economy . I n 
order t o protect themselve s agains t 
sudden capita l outflows , government s ar e 
forced t o raise interes t rate s when slac k 
domestic demand an d unemploye d 
productive resource s would cal l fo r 
precisely th e opposite . 

84 Th e economi c strengt h an d abilit y t o 
postpone adjustmen t varie s considerabl y 
from countr y t o country. The weakes t 
are therefore compelle d t o underg o 
adjustment irrespectiv e o f the cost s 
involved. A globa l and co-operativ e 
adjustment strateg y i n which bot h 
deficit an d surplus countries adjusted , 
as appropriate, could reduc e hardship s 
to deficit countrie s an d a t th e sam e tim e 
promote sustaine d growt h o f outpu t 
and trad e for all . 

85 A  globa l policy stance i n which surplu s 
countries do not follow expansionar y 
policies impart s a  deflationary thrus t o n 
the world economy . Access t o market s 
becomes relatively mor e difficul t a s 
protectionist pressure s remain hig h an d 
possibly rise . Adjusting defici t countrie s 
must consequently adopt , o r have force d 
upon them , programme s with large r 
expenditure-compressing an d les s 
expenditure-switching components . 
These adjustmen t programme s ar e 
consequently relativel y mor e painful i n 
terms of output an d employmen t losse s 
than migh t have been necessary . 



86 I n a  world where th e stronge r economie s 
are more concerned wit h disinflatio n 
policies, with littl e regar d fo r thei r impac t 
on adjustmen t effort s o n weake r 
countries, adjustment i s forced t o procee d 
in an inhospitabl e environment . Suc h 
adjustment i s not onl y unduly painful , i t 
also takes longer t o produce th e desire d 
results. To add t o the pai n o f i t all , i t i s 
often postulate d tha t wher e th e 
international situatio n turn s out wors e 
than anticipate d unde r th e SAP , th e 
adjusting countr y mus t strengthen it s 
adjustment effor t -  deflat e som e more -
to compensate fo r th e deterioratio n i n 
the world environment . 

87 I t has been argued persuasively, and ther e 
is empirical suppor t fo r thi s a t leas t in th e 
context o f sub-Saharan Africa , tha t th e 
failure o f expenditure-switching policie s 
is not t o be blamed s o much o n 
difficulties wit h marke t access . It i s more 
to do with th e absenc e o f complementar y 
policies to elici t the requisit e suppl y 
response. Indeed , a  more diversified an d 
flexible productiv e structur e i s desirable; 
but other thing s being given, th e poin t 
being made i s that adjustmen t i n a 
relatively les s hospitable internationa l 
environment i s more constrained, likel y 
to be more painful an d tak e longe r tha n 
otherwise. 

88 Aid-dependenc y present s a  specia l 
example o f reforms o r adjustment i n a 
world of limited options . I t i s a 
particularly importan t exampl e i n sub-
Saharan Afric a wher e donor resource s ar e 
significant an d critica l t o the initiatio n 
and sustainabilit y o f reforms . 

89 Th e rol e of donors has been found t o be 
central i n aid-dependent adjustin g 
countries. Donor assistanc e finances a 
large share o f public expenditure i n man y 

countries -  a n estimated 3 5 per cent o f 
total, and abou t 8 0 per cent o f capital , 
expenditure i n Africa. Th e incentive s 
associated wit h donor assistanc e ar e 
therefore importan t fo r th e effectivenes s 
of key budgetary institutions . 
Development budget , fo r example , i s 
typically nothin g mor e than a n 
amalgamation o f donor-driven project s 
which do not su m up to a coheren t 
sectoral strategy . Donors want t o ensur e 
that dono r assistanc e promotes th e 
allocation o f expenditures i n accordanc e 
with thei r ow n objectives . 

90 Dono r assistance can exacerbate th e 
tragedy of the commons because i t i s in 
the mutua l interes t o f line agencies an d 
"sectoral donors" to enter int o bilatera l 
deals for enclosure s o f project financing. 
The resultan t cumulative demands fo r 
counterpart funds , futur e demand s fo r 
recurrent cos t or debt service require -
ments may be, however, inconsisten t 
with a  stable macroeconomic framework . 
Admittedly, th e promise o f substantia l 
and critica l donor resources may serv e 
as an incentiv e t o address th e 
government's ow n tragedy of th e 
commons by helping bind disparat e 
groups to aggregate fiscal  discipline. 

91 Dono r projec t assistanc e also impacts o n 
the priority-settin g process . Bilateral deal s 
with lin e agencie s for individua l project s 
fragment th e budget . Un-coordinate d 
assistance from multipl e donors make s 
projects unlikel y t o be mutuall y 
consistent. Donor-drive n prioritie s 
undermine th e breadth o f consultation s 
and th e government' s ow n articulation o f 
strategic priorities . The compositio n o f 
expenditures become s biased toward s 
expenditure categorie s tha t accor d wit h 
donors' interna l rule s rather tha n 
adjusting th e country' s requirements . 
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For example, a bias has been noted in 
the direction of capital investment s 
traditionally financed by donors in 
government spending. Donor assistance 
in the form of non-fungible project s has 
undermined the priority-setting process. 
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The New Role of the State 

92 Th e stat e apparatu s needs to alte r 
radically it s organisational structure . I t 
also needs t o overhaul an d modernis e it s 
organisational processes . The refor m 
experience show s how decades of neglect , 
improvisation, politicisatio n an d lac k of 
resources have adversel y affected polic y 
planning, budgeting , personne l practices , 
information systems , co-ordination , 
control an d oversigh t etc . Clearly thes e 
issues which determine th e quality o f th e 
Civil Servic e an d th e capacity o f th e 
government t o carry out it s function s 
efficiently an d effectivel y mus t receive a s 
much attentio n a s threats t o 
macroeconomic stability . A distorte d an d 
unrealistic se t of terms and conditions o f 
public service -  includin g th e salar y 
structure -  i s as damaging an d 
unsustainable i n the lon g run as an 
overvalued exchange rate . The creatio n 
of the enabling environment fo r organisa -
tional efficiency i n the public sector should 
rank as top priority in the follow-up . 

93 Beyon d th e inne r working s of the stat e 
machinery, ther e i s also the provision of 
indispensable publi c goods and service s 
that wil l not o r cannot b e provided b y 
the privat e secto r - water , infrastructure , 
education, la w and orde r and justice , 
among others . Given th e prim e 
importance o f macroeconomic stability , 
however, i t i s important tha t care b e 
exercised so that institutio n building an d 
increasing stat e capacity do not becom e 
excuses for lax macroeconomic policies , 
or the inefficien t expansio n o f th e 
bureaucracy o r for permissive labou r 
practices i n the public sector . 

94 Sustainin g macroeconomic stabilit y 
will require tha t government s wil l hav e 
to confront 'th e politic s of budget 
redeployment' -  takin g 1 0 per cent fro m 
one ministr y an d giving i t to another -
which differ s markedl y from th e politic s 
of austerity: reducing all budgets by 1 0 
per cent . Publi c funds t o alleviate povert y 
and delive r socia l services will have t o 
come from th e budgets of other sector s 
that have traditionall y enjoye d eas y 
access to the Treasury. A vie w that i s 
quite popular with the World Ban k i s to 
increase funding fo r primary an d 
vocational educatio n from th e "lopside d 
budgets tha t riotin g tertiary student s 
once extorte d fro m permissiv e 
administrations." In addition, greate r 
recognition mus t be given t o privat e 
agents' ability t o produce and delive r 
efficiently man y public goods. 

95 Bu t just a s macroeconomic instabilit y i s a 
hindrance t o institution-building , s o also 
does political instabilit y inhibi t positiv e 
organisational change . Unstable politica l 
environments mak e for volatile policie s 
and short-live d managemen t teams . 
Governments an d political leader s wil l 
increasingly have t o recognise the nee d 
to agree to protect crucia l public agencie s 
from th e ravage s of partisan politics an d 
political clientelism. An importan t 
example o f this i s the granting of legal 
autonomy t o central banks . This serves t o 
shield thes e institution s from bot h 
partisan politics as well as the influenc e o f 
the administration . A  balance will , 
however, hav e t o be struck between th e 
necessity o f shielding key institution s 
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from undu e politica l interferenc e an d th e 
need fo r proper accountabilit y an d publi c 
control unde r which al l state organisation s 
must operate . 

96 Issue s about th e rol e of the stat e bring t o 
the fore th e need fo r deeper insight s 
about th e institutiona l an d politica l 
economy aspect s of reform management . 
A minimalis t rol e for th e stat e -
historically see n as bureaucratic, over -
extended, rent-seekin g an d predatory -
has been described a s 'a reaction to o far. ' 
The fundamenta l challeng e i s that o f 
designing institution s an d politica l 
frameworks tha t woul d enabl e a 
'developmental and altruistic ' state t o 
emerge or evolve from th e predator y 
patrimonial state . 

97 Sustainin g and deepenin g th e refor m 
process will require states to increas e 
their technica l an d manageria l capacitie s 
far beyond presen t levels . The proces s of 
privatisation an d divestiture mus t accele -
rate to get the state out of functions bette r 
suited for the private sector in order t o 
focus more keenly on the discharge of 
'core public functions' -  reformin g th e 
judicial system, introducing efficien t 
government, alleviatin g poverty an d 
providing efficien t socia l security systems . 

98 Withou t doub t politica l instabilit y i s 
attributable t o a  variety o f causes, bu t 
the inabilit y o f the stat e t o deliver basi c 
public services exacerbates th e situation . 
The acut e deterioration o f state capacit y 
is a powerful destabilisin g force. Th e 
biggest threat s t o economic stabilit y -  a 
relapse int o fiscal disarray an d insufficien t 
international competitivenes s -  als o 
flow from th e failure t o improve th e 
performance o f existing public institution s 
and policies . 
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99 Moreover , unles s th e administrativ e 
machinery i s improved, socia l condition s 
are bound t o deteriorate, regardles s of 
how muc h mone y i s poured int o socia l 
programmes. The ne w rol e of the stat e 
must be to suppor t an d reinforc e th e 
reform proces s without restorin g th e 
tendency t o inflic t th e economic , socia l 
and mora l havoc o f the past . 

100 I n some instances , the dismantling o f 
state organisations ha s been accompanie d 
by the unintended an d profoun d 
operational deterioratio n o f indispensabl e 
public agencies . Fiscal collapse provoke d 
by the drasti c budget cuts needed t o 
shrink th e fiscal  deficit , accelerate d wha t 
admittedly ha s been a n ongoing proces s 
of deterioration. Agencie s wer e 
sometimes lef t withou t an y realisti c 
possibility o f recruiting and retainin g 
essential technica l personne l o r of 
procuring othe r neede d resources . 

101 Th e creatio n an d developmen t o f th e 
institutions neede d t o support th e ne w 
policies - regulator y agencies , antitrus t 
and antidumpin g commissions , expor t 
promotion agencies , consumer protectio n 
bodies, social safety-net organisation s etc . 
- an d th e eve n more challenging tas k of 
upgrading existin g public agencie s 
devastated b y decades of neglect, under -
investment an d 'capture ' by specia l 
interests, will constitute th e mos t pressin g 
agenda issues of the ongoing reform process 
and constitute th e new role of the state . 

102 Government s wil l have t o move beyon d 
the maintenanc e o f macroeconomi c 
stability and a n attractive environmen t 
for competitive privat e investment . 
The stil l precarious stabilit y wil l hav e 
to be combined wit h building th e 
organisational infrastructur e o f the stat e 



and dealing with a potentially explosive 
social situation. Governments will have 
to move swiftly to overhaul the financing, 
production, and distribution of public 
services in many areas: education, health 
care, transport, justice, personal safety , 
etc. Tax collection, banking supervision, 
regulation of privatised and other 
monopolies, social security, labour 
practices, export promotion, the Civil 
Service, the judiciary and a plethora of 
other areas are in dire need of more and 
better governmental attention . 

103 Th e pending reform agenda for 
governments has as its common 
denominator, the need for sophisticated 
public management in a context of 
growing, and sometimes extreme, 
politicisation and reform fatigue at home 
and internationally. The tasks depend on 

cohesive state action, whether in the 
building of reliable social security systems 
or in the development of regulatory 
frameworks tha t increase confidence i n 
the financial market, whether on the 
restructuring of hospitals or in the 
overhaul of the judiciary. 

104 Th e objective is the evolution of the 
'developmental state' from the 'predatory 
state.' A developmental state engenders 
a more meritocratic civil service and 
long term career rewards that heighten 
commitment and create a sense of 
corporate coherence within the state 
that, in turn, become a major source of 
autonomy. By contrast, in predatory 
states, the Civil Service becomes either 
a second-best option for the risk averse 
or a temporary exercise in diversification 
for what are really private sector careers. 
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