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1. MANAGEMENT OF DEBT SITUATION

The Executive Directors continued from the previous meeting (EBM/91/133,
9/27/91) their consideration of a staff paper on management of the debt
situation (EBS/91/154, 9,/10/91; and Cor. 1, 9/18/91). They also had before
them a background paper on private capital market financing for developing
countries (SM/91/193, 9/16/91).

Mr. Arora said that, while he could agree with Mr. Wright that the debt
strategy had succeeded very well in the past but that there were some
concerns about the future, his own views came from a different perspective,
and he would draw some additional conclusions. There were, of course, some
very positive features about the present situation. For example, there had
been a number of successful negotlations, some countries had acquired access
to financial markets, and, more important--as Mr. Evans had pointed out in
his statement--nearly 70 countries had embarked on adjustment programs.
Moreover, the Fund and the World Bank had played a very important role in
managing the debt strategy. At the same time, however, the debt crisis was
continuing and might have even intensified, as both Mr. Evans and Mr. Prader
had noted in their statements. Mr. Evans had also suggested correctly that
important issues would arise if the difficulties in the U.S.S.R. and some
Eastern European countries were to intensify. Another interesting point was
that the commercial banks were disengaging from lending to developing
countries; there seemed to be a feeling among the banks that there was no
longer a debt crisis.

Looked at from another point of view, Mr. Arora continued, the growth
in the number of countries that faced debt-servicing difficulties continued
to be a cause for concern, and the external environment, which was the third
pillar of the debt strategy, was becoming worrying. Clearly, there were a
number of problems with the debt strategy that had to be solved. In
addition, there was the issue, which Mr. Prader had raised, of market
failure, which influenced the environment in which developing countries
operated. In that regard, he would emphasize only that the countries that
were beginning to understand the policy changes that were required, and
which were gaining the ability to implement them, were not being perceived
by the capital markets as taking appropriate measures. As a result, those
countries were not being helped.

As to the future, Mr. Arora remarked, no one could feel satisfied that
some marginal changes in the debt strategy would lead to the desired
outcome. The issue of debt reduction, particularly official debt reduction,
had been raised by many speakers. The recent actions by the Paris Club in
relation to Poland and Egypt might peoint the way, although those two cases
had been described as exceptional and were not likely to be adopted as a
general model. Nevertheless, Mrs. Martel had stated that the Paris Club was
considering further measures bevond the Toronto Terms that were already
being applied. At the same time, however, Mr. Fukui had said that debt
reduction would make the question of new monev problematic, a wiew cthat
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would have to be taken seriously by all participants in the strategy, coming
as it did from a capital surplus country. If that were the case, however,
the only way for many countries to service their debt would be to go on
rescheduling and to look for more official financing to facilitate
adjustment and growth.

There was considerable doubt about whether it was wise or realistic to
assume that more official financing would be available to help countries
adjust, Mr. Arora considered. For that reason, it was important that the
Fund contribute to the adjustment process with as much vigor as the debtor
countries themselves, which might require additional liquidity under
official or international auspices. Mr. Prader's constructive proposal

about an allocation of SDRs was worth considering, particularly if official
financing was neot available and if commercial lenders continued to withdraw
Such a proposal could be implemented in practlce because it ensured not
only that the developing countries would continue to make adjustments in

e

their policies but also that they would be helpe
international assistance.

Some of the suggestions made by speakers about the Fund’s role in
offering advice regarding debt reduction to both official and private
lenders deserved further consideration, Mr. Arora stated. Mr. Dawson had
said that offering advice to commercial banks on the amount of debt
reduction might jeopardize the role of the Fund. He himself was not so sure
that that was the case, however, because if the Fund had not decided to help
countries solve their debt problems in the early 1980s, governments and
commercial creditors would have had to deal with the problems themselves.
One could only speculate about what would have happened in that event,
however, as the Fund had, indeed, committed resources to solving the
problems. Moreover, the Fund had learned that there was a point beyond
which countries could no longer adjust and, at the same time, service their
debt--in other words, allowance had to be made for adjustment fatigue.
Beyond that point, the result would only be lower growth, with lower levels
of investment and consumption, which would further reduce a country's
capacity to service its debt in the future. In that context, the Fund
surely had a role in informing commercial creditors of the amount of debt
reduction that was consistent with external viability and the adjustment
path being followed by a country: doing so would also offer an opportunity
to point out to the commercial banks that, in the absence of a certain
amount of debt reduction, the country would have no prospect of attaining
medium-term viability and that the servicing of its commercial debt would be
at risk. The suggestion that the Fund should not advise commercial
creditors on such matters did not take into account the fact that the Fund
already advised the Paris Club, and there was no reason whv there should be
a distinction between official and private creditors. As Mrs. Martel had
said, the Fund should be worried about the comparable treatment of debt:
accordingly, if the Fund could advise official lenders, it should be able to
advise private lenders as well.
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Another suggestion, which had been supported by several speakers, was
that the Fund should share information with commercial lenders so that they
could be in a better position to view a country's capacity to service its
debt and its prospects for external viability, Mr. Arora recalled. That
suggestion was, however, somewhat difficult to understand, because the
markets were supposed to be omniscient in relation to economic developments.
There was a danger that information--and it was not entirely clear what kind
information would be needed--obtained from the Fund could be used to twist
the arm of debtor countries, especially as the Fund was not seen as a viable
intermediary by the markets, as was reflected by the fact that, despite all
of the Fund’'s efforts and those of the developing countries, commercial
lending had not increased, which had been the original objective of the debt
strategy. Therefore, there was a danger that the developing countries could
be exposed to undue risk if the proposal to share information with
commercial lenders was accepted. He suggested that Directors consider the
matter carefully before making it Fund policy, because the behavior of
commercial banks had not been such as to inspire the confidence of the
developing countries or the indebted countries.

The debt strategy had reached a critical point, Mr. Arora commented,
and the role of the Fund must not be diluted. The modified financing
assurances policy should be continued and should be implemented with a
degree of flexibility. In that context, he agreed that the strength of an
adjustment program was very important, but to make approval of even a strong
program contingent on certain financing assurances--or to make use of the
technique of approval in principle--could risk serious economic disorder in
developing countries. While the developing countries as a group did not
account for a major share of world output--and, consequently, disorder in
those countries might not mean a great deal for the world economy--the
preservation of economic and social order must remain high on the Fund's
agenda if it was to contribute to the furtherance of international
cooperation. Therefore, notwithstanding the limitations of the debt
strategy, he would strongly urge that the Fund continue to support the
strategy and that its role not be diluted.

Mr. Fukui remarked that, as he had already stated, the legal situation
in Japan did not allow the Government to make a straightforward contribution
to official debt reduction. but that did not mean that the Government would
not look favorablv on the provision of new money to debtor countries to ease
their official debt problems.

Mr. Chen made the following statement:

1 would like to thank the staff for providing an extremely
helpful paper for todav’s discussion. 1In addition. information
contained in the world economic outlook papers on this issue is
also useful in assessing vrecent developments on debt reduction
strategles in & general global setting. Experience with the
strengthened debt strategies since the last review has shown that
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a certain degree of progress has been made, as evidenced by a
slight decline in total external liabilities. Recent encouraging
developments have been marked by the concerted efforts of official
bilateral financing on the part of Paris Club creditors to adapt
their policies in response to the protracted difficulties of the
heavily indebted low-income countries, with an increasing number
of countries obtaining debt rescheduling. Nonetheless, notwith-
standing these positive signs, the pace of progress is far from
satisfactory, and the overall debt burden of the developing
countries continues to be the major concern of the international
community.

The general economic situation in most heavily indebted
countries has not shown significant improvement. This situation
could deteriorate further as a the legacy of the debt crisis,
which continues to exert severe pressures on the developing
countries’ ability to attract new flows of foreign capital.
Uncertainties about the external economic environment also affect
the outlook for the developing countries. The projected rise in
external debt in 1992 could pose a greater challenge for the
progress of the debt strategy.

We are still disappointed by the slow process of negotiations
between debtor countries and commercial banks on debt reduction
packages. The reluctance of banks to participate in financing
packages, owing to reasons stated in the staff paper, has
contributed importantly to delays in the adoption of adjustment
programs and, to some extent, has added pressure on further
financing support from official sources. The progress and effects
of the strengthened debt strategy thus far are still very limited
and may be severely interrupted, particularly in view of the
restrained level of global savings that faces the world economy
today. Under these circumstances, completion of Fund-supported
programs in the context of the debt strategy could be very
difficult.

I am in general agreement with the staff’s analysis of recent
developments, and I will therefore make just a few brief comments
on some of the points in the staff paper. The objectives of the
debt strategy, as pointed out by the staff, remain a revival of
access to spontaneous official and private flows to debtor
countries, and a return to satisfactory economic growth--and these
are, in turn, key elements for achieving and maintaining external
viability.

While it is accepted universally that improved economic
policies in debtor countries are of fundamental importance in
securing these objectives, a source of serious concern remains
that a considerable number of debtor countries, even those with
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strong adjustment policies, are still facing increasing diffi-
culties in working their way out of their debt problems. A
further buildup of debt has made it more difficult for many
indebted countries to implement adjustment programs, which, in
turn, reduces their chances of external viability and normal
access to capital market financing. Therefore, we wish to stress
again the importance of a continuation of more far-reaching
restructuring of official debt and of consideration of a
case-by-case approach in cases for which flexibility is needed.

The increasing difficulties faced by many indebted countries
in gaining normal access to credit markets point to the vital
importance that official creditors continue to show greater
flexibility in providing support through rescheduling existing
debt and through direct bilateral loans and grants and guaranteed
export credits. For many heavily indebted lower-income countries,
more fundamental restructuring will be needed to achieve medium-
term viability in addition to addressing immediate cash-flow
problems.

In this connection, official bilateral financing will be
indispensable, in that it could bring about an improvement in
market access for developing countries and a restoration of
viability and sustained growth. For those countries with large
stocks of commercial bank loans, official creditors’ timely
financial support could play a more important catalytic role in
promoting the smooth progress of negotiations between the debtor
countries and commercial banks. It is encouraging that Paris Club
creditors have recently added new initiatives to the debt
strategy, and other official creditors have responded in an active
manner.

It is our strong belief that the progress achieved thus far
should be consolidated in order to promote, in the future, an even
distribution among as many debtor countries as possible. In this
connection, the continuation of concerted efforts on the part of
official creditors will certainly provide assurance for this
purpose.

Finally, a few words on the role of the Fund in the debt
strategy. We continue to support the increasing involvement of
the Fund in the process of debt relief for the indebted developing
countries. Under present circumstances, it is clearly important
that the Fund should continue to strengthen its catalvtic role by
adapting its policies in an innovative manner. In this regard, we
welcome the new elements emphasized by the Fund in monitoring
performance and assessing viability. 1In addition, consideration
of the use of the contingency clause is an encouraging development
in the context of implementation of the debt strategy. We hope
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that this contingent element could be developed in a way consis-
tent with the objective of medium-term viability and that it could
contribute to the alleviation of pressures on the heavily indebted
developing countries implementing adjustment programs.

Mr. Finaish made the following statement:

The main staff paper before us updates the operational
experience in implementing the debt strategy since our last review
of the subject in April 1991, and it reviews the role of the
various participants and the Fund’s involvement in the debt
strategy. While there have been a few noteworthy developments in
the past few months, as several debtor countries reached agreement
with commercial and official creditors, no major factors have
emerged to warrant a modification of the Fund’s role in the
management of the debt strategy. The staff, therefore, concludes
that developments since our last review confirm that the Fund’'s
role remains appropriate and no modifications are suggested. The
staff paper does, however, raise a few interesting issues, which I
would like to address.

Of the few developments in the past few months, the Paris Club
restructuring of the debts of Poland and Egypt are particularly
noteworthy. In both agreements, creditors addressed the issue of
viability in a comprehensive sense in the context of a feasible
adjustment program. The staff has provided a very useful
description of the two agreements. I also agree fully with the
argument that the debt reduction in these agreements reinforces
the strategy of debt subordination and should not raise doubts as
to the prudence of new lending in the framework of a credible
adjustment program.

As far as the low-income countries are concerned, there is
almost universal recognition that the debt relief offered thus far
is not sufficient. It is our hope that the proposals that are
currently being considered for these countries can be agreed upon
promptly.

Perhaps what I found most interesting in the paper is the
treatment of the issue of viability. As the staff correctly
points out, the fundamental importance of improved economic
policies in debtor countries in achieving and maintaining external
viability is universally accepted. While the significance of
fiscal means to service domestic and external debt was always
understood, the staff now appears to be emphasizing the financial
credibility of the govermment vis-a-vis both resident and non-
resident providers of financial resources. The staff observes
that viability is not exclusively a balance of payments matter and
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that it cannot be conceived narrowly in terms of eliminating the
need for exceptional balance of payments support. Indeed, it goes
further by connecting viability "to the entire range of economic
and financial relations, involving assessment of sustainable
levels of growth and feasible paths of adjustment." I, for one,
would find it difficult to take issue with this notion.

At the same time, the staff also emphasizes that the
conditions for attaining viability are connected to intangibles of
confidence, and it suggests reliance on market indicators, such as
secondary market prices for bank claims, yields on bond issues,
spreads on short-term commercial bank trade or interbank credits,
and domestic real interest rates. It is worth noting, however,
that the involvement of multilateral institutions with countries
with debt problems is aimed at improving confidence and, thereby,
reviving access to spontaneous financial flows to these countries.
The rationale for the intervention of multilateral institutions is
the existence of market failure in the area of sovereign debt.
Action by these institutions is aimed at correcting the condition
of market failure, and it will inevitably have to occur when a
country’s viability is not seen as assured by participants and
when market signals are not necessarily positive.

An important issue that has emerged, which is mentioned in the
staff paper, is the comparability of treatment between official
and commercial bank creditors in cases of debtor countries that
owe large sums to both. While official creditors, both
bilaterally and through the Paris Club, are moving to more
imaginative solutions, the banks are evidently in a mood of
withdrawal, owing in large part to factors unconnected to the
situation of the debtors. In several cases, as suggested by the
footnote on page 9 of the staff paper, the banks evidently want to
take advantage of improvements in the secondary market price of
bank claims in the wake of assistance provided by official
bilateral creditors and the international financial institutions.

This reluctance on the part of the banks creates a situation
in which official lenders and international financial institu-
tions, including the Fund, are being called upon to bear an
increased financing burden and the attendant risks. It is to be
hoped that issues of comparability of treatment in these cases
will not further complicate an already complex set of constraints
on the resolution of the debt problem. However, as far as the
Fund is concerned, the application of the modified financing
assurances policy becomes even more essential in such cases. In
the absence of progress in a number of unresolved cases between
banks and debtor countries, however, it would appear inevitable
that the Fund’s involvement in these cases would continue to
stretch the financing assurances policy.
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The retrenchment of bank financing poses a fundamental problem
that must be addressed: the increasing shift of the burden of the
debt problem to official creditors. The reluctance of banks to
make loans to developing countries is due to a large extent to the
problems many of them are facing with nonperforming domestic, as
well as foreign, loans and a financial environmment that is fragile
in many industrial countries. They have also been constrained by
their efforts to adhere to more stringent regulatory standards.

In response to the question posed by the staff in this regard, it
would appear essential to allow scope for more flexibility with
mandatory provisioning requirements in favor of countries that
have restructured and whose implementation of sound economic
policies has led to improvements in their prospects.

The Fund may have a useful role to play in encouraging bank
involvement by sharing economic assessments of countries with the
aim of facilitating accurate risk assessments by financial market
participants. This role may be particularly useful in cases of
countries that have not restructured but who are nevertheless
experiencing difficulties in obtaining financing from interna-
tional markets owing to inaccurate market perceptions of their
prospects. At the same time, there is a risk that requests for
Fund assessments may become a standard condition for extending
loans to developing countries, and modalities would have to be
found to balance these considerations.

Mr. Mirakhor considered that commercial creditors should pay special
attention to the plight of countries that had avoided debt restructuring but
that continued to face difficult problems; otherwise, those countries would
be forced to try to restructure their debt.

The Deputy Director of the Exchange and Trade Relations Department
remarked that the staff paper had, perhaps, not been clear enough on the
issue of the provision of information to market participants. In program
cases, particularly those that involved concerted financing and negotiations
with banks, there was already ample scope for the provision of information
to the banks. In many of those cases, there were explicit links between
progress under a Fund-supported program and the provision of bank financing
or continued participation in debt reduction agreements. In the staff
paper, the staff had tried to address a certain problem faced by countries
that had not gone through a debt restructuring and that might or might not
have in place a Fund-supported program; that problem was abrupt changes in
bank sentiment about a country, which might not be consistent with the
staff's assessment of developments in that country. The paper had attempted
to investigate whether there was a way that the Fund could be helpful, with
the consent of the country, in providing information that would help to
solidify the financial situation. Clearly, there were risks involved and
arguments could be made against such a role, and he understood the points
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that Mr. Arora had raised; indeed, the issue had been discussed on a number
of occasions in the past. There was no desire on the part of the staff for
the Fund to become a rating agency, and, in any event, there were obvious
questions about whether an effort on the Fund's part could turn market
sentiment around, even if that sentiment was not rooted in fundamentals.
Nevertheless, the problem had been observed in a number of cases recently,
and, while the staff did not have a specific proposal, it would like to
continue to consider whether there were some additional steps that the Fund
could take in certain situations.

A number of Directors had commented on the passage on page 10 of the
staff paper that described possible reasons for the delays in concluding
bank financing packages, the Deputy Director recalled. One of the factors
contributing to the delays might be that the banks recognized an opportunity
to capitalize on an increase in secondary market prices as countries’
situations improved. Accordingly, they were not particularly interested in
rushing into agreements at present. The paper also stated that when a
country had a sound program and was embarking on a fundamental adjustment
effort, it was important that the Fund and the official community continue
to provide support. In such cases, there could be an implicit--or even an
explicit--shift of financial burdens and risks to the official community.
Indeed, the data on external debt for the restructuring countries over the
previous six or seven years showed that, while it had not been overpowering,
there had been a shift in the share of financing between the banks and the
official sector, particularly the multilateral institutions. 1In one sense,
however, the data masked the degree of the shift, because they did not take
into account official transfers, which had been very large in the previous
four or five years. Against that background, it was clear that the banking
sector had undoubtedly withdrawn from lending, which was not readily
discernable from the debt statistics. To some extent, there had been a
compensating increase in private financing through nonbank channels, only
some of which was picked up in the debt statistics, which was largely
non-debt creating. In looking at the aims of the debt strategy, it was
clear that it was not intended to place the banks back into a position where
they could return to financing development in developing countries. On the
contrary, it was to be hoped that, over time, nonbank private financing
would take over a much larger share of that financing, which would have to
be rooted in sound programs in the borrowing countries.

The staff agreed wholeheartedly with Mr. Wright that the Fund should
not rush in with programs simply in the hope of stimulating an agreement
with banks or, indeed, financing an agreement with banks, the Deputy
Director remarked. 1In order for the Fund to continue to provide support to
countries under the modified financing assurances policy, there would have
to be strong programs in those countries, which would also have to offer the
promise of a restoration of external viability, assuming that the remaining
financing materialized. Mr. Fukui had asked whether the Fund and the
official sector, by showing their readiness to proceed in the absence of a
bank agreement, provided incentives for the banks to stand back and wait for
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comparability of treatment of external debt.

The staff tried to work with countries to devise instruments and
packages that would attract the banks and hasten agreements on bank
financing packages, the Deputy Director said. The approach was a market-

based one, however, and it was not possible to command the participation of
the private sector, which was not the staff’s intention in any event. The
provision of official financing would clearly encourage the banks to reach a
quick agreement, but the staff was not entertaining such a proposition.

Mr. Fukui had asked whether support by the official community might create
disincentives on the part of the debtor to reach an early agreement. 1In
practice, however, that had not been the case. O0fficial support was
conditional on performance under a Fund-supported program, and both the
staff and the Board paid close attention to continued efforts by debtor
countries to come to an agreement with the banks, a point that the countries
themselves were well aware of. Furthermore, as a practical matter, the
countries themselves were quite eager to come to an agreement with the
banks; indeed, he had not discerned any reluctance on their part to try to
work toward an agreement with the banks. Nevertheless, those countries
wanted to work toward an agreement that in the end was both reasonable and
compatible with medium-term viability.

In response to Mrs. Martel’s question, the staff had not yet given up
on its efforts to persuade the Board of the benefits of introducing more
fungibility in the use of Fund resources, the Deputy Director stated. In
recent discussions, the Board had signaled its readiness to exercise some
flexibility on the issue of fungibility when it was merited, and the staff
would not hesitate to bring such cases to the Board should they arise.

On a closely related issue, Mr. Evans had alluded to the fact that there
were instruments that, even if fungibility was exercised, could not be
covered under the guidelines for the augmentation of resources. In its
paper, the staff had characterized that situation as an empty cell in the
matrix of instruments that were eligible for Fund support, and the staff
would like to come back to the Board on that issue in the not too distant
future.

With respect to the banks’ retrenchment in lending to developing
countries, the Deputy Director commented, the banks were responding in part
to balance-sheet considerations, which were themselves driven largely by
domestic developments. The staff did not consider the regulatory provisions
on provisioning a significant factor in the retrenchment, although the staff
had raised the issue in other contexts. The question that the staff had
tried to raise in the paper was whether, at least in some countries, greater
flexibility in relaxing the regulations as a debtor country progressed under
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a program would be helpful in restoring access to the capital markets. A
number of countries already had regulatory provisions that would permit a
resumption of lending without requiring provisioning, as long as the country
was under a Fund-supported or other internationally supported program.

While he would not overemphasize its potential importance, he would agree
that the level of provisioning was not being determined by domestic
regulations or the banks’ positions. Moreover, there was, as Mr. Posthumus
had pointed out, a fairly selective group of Asian countries in which banks
were continuing to build up their exposure.

The question that Mr. Posthumus had raised about the treatment of
countries that were in the process of disintegration was an interesting one,
the Deputy Director observed. The staff would look into earlier cases to
see whether there were any lessons for the future.

The Fund had not offered any advice on debt reduction in commercial
bank restructuring cases, the Deputy Director said, although it continued to
be involved in cases handled under the auspices of the Paris Club. 1In the
context of bank restructuring agreements, the staff had merely specified the
basic financial parameters of the program and the cash-flow requirements.
The amount of debt reduction that resulted from those agreements had been
negotiated by the parties themselves and had not stemmed from a pronounce-
ment by the staff. In the Paris Club, the staff had been asked to provide
scenarios on the implications of particular amounts of debt reduction for
the medium-term outlook. As a mechanical exercise, it was possible to take
a medium-term scenario and factor into it a certain debt reduction and
repayment stream, thus generating an estimate of the effects on the balance
of payments. To go beyond that level of analysis, however, was a much more
difficult proposition.

While he, unlike Mr. Prader, did not consider that there was no value
in further research into the relationships between debt reduction and other
variables, it was clear that trying to assess the potential effects of debt
reduction on a country'’'s performance over the medium term--in order to
arrive at an estimate for the needed amount of debt reduction--was beyond
the staff’s capability at present, the Deputy Director remarked. Neverthe-
less, the staff’s research would continue, and there would be cases in the
near future for which the staff would be asked to prepare debt reduction
scenarios. In doing so, however, the staff would make clear its underlying
assumptions and would maintain a degree of humility about the validity of
the exercise.

The staff would continue to monitor actions by non-Paris Club
creditors, the Deputy Director said. It was interesting to note that, while
information was not yvet systematically available, the actions of those
creditors had, by and large, surpassed those of the Paris Club.

The World Bank did, indeed, provide technical assistance on debt
management, the Deputy Director stated. The World Bank maintained a
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financial advisory service and provided technical assistance out of its
finance complex, as it had a great deal of experience in financial
management techniques. The Fund did not offer technical assistance per se,
but it frequently provided advice in the context of program and consultation
discussions with member authorities.

With respect to the nonrestructuring countries that were relatively
heavily indebted to official creditors, the Deputy Director commented,
Colombia and Indonesia, which Mr. Ismael had mentioned in his statement, had
quite different debt profiles. The common characteristic of those two
countries, however, was that they had avoided the rescheduling and debt
reduction trap despite some difficulties. The staff would look into the
various techniques and instruments that were under consideration in the
official sector, which might be used in a concerted approach to debt
reduction for those countries.

Finally, he had found nothing in Mr. Evans's statement that he would
disagree with, the Deputy Director of the Exchange and Trade Relations
Department considered. Indeed, his statement was an interesting look at the
increasing number of countries facing debt-servicing difficulties that had
programs with the Fund, which was in itself an encouraging development.

The Acting Chairman made the following summing up:

In reviewing recent developments in the debt strategy,
Executive Directors were generally of the view that the basic
elements needed to resolve the debt problems of all heavily
indebted countries are in place or are moving more clearly into
view. They welcomed the progress made by some heavily indebted
countries in carrying out sound adjustment programs, restructuring
their indebtedness, and gradually regaining access to spontaneous
capital flows. They were also encouraged by the further progress
being made on approaches to debt restructuring, particularly with
respect to official bilateral claims. Nevertheless, a number of
developing countries continued to face very difficult debt
situations, the resolution of which will require determination and
perseverance by all the parties involved. The gradual withdrawal
of commercial sources of financing from the debt strategy was
noted with some concern. Official creditors and the Fund were now
shouldering a greater share of the financing burden, and Directors
stressed that it was critical to foster a favorable climate for
private flows.

A main objective of the debt strategy 1s the restoration of
access to spontaneous private and official flows for debtor
countries, in the context of satisfactory economic growth and
financial stability, which are key aspects of external viability.
In commenting on the contributions of the various parties to the
achievement of these objectives, Directors stressed the continued
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central importance of the debtor countries sustaining their
implementation of sound macroeconomic and structural reform
policies. It was pointed out that a large number of countries
that have faced debt-servicing difficulties are now, in fact,
engaged in Fund programs, and that this provided a sound basis for
overcoming debt problems. At the same time, when existing debt
burdens threaten to undermine the process of adjustment, compre-
hensive debt restructuring on a timely basis has an essential role
to play in countries’ efforts to regain external viability.

Directors noted that official bilateral creditors have
continued to support indebted countries’ adjustment programs with
both new financing and debt restructuring, and that efforts are
under way to strengthen approaches to the latter. They welcomed
the Paris Club debt-reduction agreements for Egypt and Poland.
which seek to provide a definitive resolution of the debt problems
of these countries in the context of sustained performance under
programs supported by the Fund. While a few Directors stressed
the exceptional nature of these two cases, others noted the need
for the continued case-by-case examination by the Paris Club of
the debt situation of some lower-middle-income countries. All
Directors welcomed the Paris Club's active discussion of more
far-reaching debt relief measures for low-income rescheduling
countries, and they encouraged the participants to move to
implement such measures as a matter of urgency. They also
welcomed the debt relief measures adopted to date by a number of
non-Paris Club official bilateral creditors, and they urged these
creditors to continue to implement actions at least comparable to
those adopted by the Paris Club in individual cases. Finally,
Directors noted that to the extent that debtors and bilateral
creditors may seek Fund staff analysis of the potential contri-
butions or implications of debt reduction to external viability
over the medium term, it would be advisable for the staff to
indicate--always with the necessary caveats--ranges and broad
orders of magnitude, rather than to seek precise estimates for
particular debtors. Some Directors considered. however, that the
staff should avoid prescriptions of debt reduction, which should
continue to be a matter for the parties to the negotiations.
Several Directors also noted that contingency and vecapture
mechanisms might be helpful in dealing with the uncertainties
about the amounts of needed debt reduction, and the staff should
continue to consider the potential and practicality of such
mechanisms.

Turning to commercial bank claims on developing countries,
Directors observed that comprehensive debt and debt-serwvice
reduction packages, implemented with official financial support,
have played an important role in the restoration of some
countries’ access to spontaneous market financing. In the context
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of sound economic and financial policies, such packages have
contributed to a sharp reduction in risk premia, and have been
followed by significant inflows of foreign direct and portfolio
investment and by capital repatriation. The relaxation of credit
rationing vis-a-vis some countries has been accompanied by a
notable improvement in interest rate and maturity terms on new
bond issues. A number of Directors alsc thought that there might
be scope for greater flexibility in some creditor countries’
provisioning requirements in order to facilitate market re-entry.
At the same time, it was recognized that it was important to
maintain sound prudential standards. In monitoring performance
and assessing progress toward viability, Directors encouraged the
confidence were turning around at an early stage, as a key aspect
of regaining viability involves restoring the financial credi-
bility of the government vis-a-vis both domestic and foreign
investors. In this regard, appropriate reliance on market
indicators could be helpful in certain cases.

Directors reaffirmed the role of the international financial
institutions in the implementation of the debt strategy and in
underpinning the process of indebted countries’ return to external
viability. 1In this regard, Directors confirmed the main elements
of the guidelines for Fund involvement in the debt strategy.
These guidelines, as operated in the context of the restructuring
packages devised to date and implemented in close collaboration
with the World Bank, have for the most part provided sufficient
flexibility in supporting the cost-effective commercial bank debt
and debt-service reduction operations in a number of cases.
However, some Directors continued to support greater fungibility
in the use of set-asides and augmentation in the Fund's support
for debt and debt-service reduction operations.

While welcoming the progress in developing the instruments of
the debt strategy and in implementing the strategy in individual
cases, Directors cautioned that this does not mean that the debt
problem has been overcome. A number of developing countries
continue to face heavy debt-servicing obligations and severe
difficulties in restoring growth and viability. Directors urged
debtors and creditors to continue to work together expeditiously
toward agreement on financing packages consistent with the cash-
flow and medium-term financing requirements of the underlying
economic programs. They recognized, however, that the negotiating
process between debtors and commercial banks has often been
protracted and may continue to be so, in part because, in the
present environment, the banks in many cases appear not to
consider early agreement to be an urgent matter.




- 17 - EBM/91/134 - 9/27/91

Directors noted that the likelihood of a substantial passage
of time between the initiation of negotiations and the conclusion
of bank debt restructuring agreements gives rise to a number of
problems. These include the continued accumulation of arrears to
the banks themselves, with potentially adverse effects; strains on
the Fund’s policy on financing assurances, which several Directors
noted with particular concern; and the resulting shift of finan-
cing burdens and attendant risks to the official sector, including
the Fund. The Executive Board has discussed these problems in
past reviews, and it has considered several specific cases in the
most recent past. In such cases, where the debtor country is
sustaining its policy efforts and maintaining a cooperative
negotiating framework, Directors continued to feel that it was
important that the country have sufficient time to reach an
agreement with its bank creditors that is consistent with medium-
term viability. They stressed, however, that Fund support in
these circumstances must be directed to strong programs for which
timely Fund support is essential for program implementation and
constitutes an important step in the country’'s progress toward
external viability.

Directors emphasized the importance of continued international
financial support for countries that have managed to maintain
access to spontaneous flows as a result of their sustained pursuit
of judicious policies. Official creditors have shown their
willingness to maintain support through export credits or
concessional financing, although concern was expressed that some
well-performing middle-income countries could become increasingly
constrained by the burden of official debt servicing. The
experience of some of these countries confirms that financial
markets may remain very cautious when called upon to provide
spontaneous financing and tend to respond quickly to any
deterioration in the economic or political situation, which could
make it more difficult for these countries to sustain their
economic policies. Moreover, it appears that markets may in some
cases be slower in recognizing improvements in performance and
prospects. Several Directors noted that this, in turn, may
undermine the sustainability of the improvements, and they felt
that where it was considered useful, and with the approval of the
member concerned, the Fund could seek appropriate means whereby
financial markets could be made more aware of a country’s perfor-
mance and prospects. In such circumstances, prompt and decisive
adjustment measures in debtor countries, supported by appropriate
financing, are needed to maintain or restore favorable market
perceptions and market access.

In sum, Directors considered that there has been encouraging
progress on a number of fronts in the implementation of the debt
strategy. Severe debt problems remain, however, for a number of
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Fund members, and the resolution of those problems will require
the full cooperation and contribution of all participants in the
strategy. In this regard, Directors stressed the importance of a
favorable external enviromment, and they gave particular emphasis
to the contributions a positive outcome of the Uruguay Round could
make to members' efforts to regain external viability.

2. MILITARY EXPENDITURES AND ROLE OF FUND

The Executive Directors considered a staff paper on military expendi-
tures and the role of the Fund (EBS/91,/155, 9/10/91).

Mr. Peretz made the following statement:

I very much welcome the initiatives proposed in the staff
paper. The Fund is, I believe, well placed to play a modest but
important role in international efforts to contain and reduce
levels of military spending in the world. Perhaps I can first
make a few comments about the wider context before turning to the
Fund's special mission. Without getting into the question of
whether or not a reduction in military spending is desirable in
any one country, I would hope that we could all agree that a
worldwide reduction in military spending would be to the benefit
of everybody.

The London Economic Summit declaration on conventional arms
transfers, which my own authorities, of course, strongly support,
included five main points. First, the need for some transparency
in arms sales; the main proposal here is for a United Nations
register of arms sales. Second, consultation between leading arms
exporters on guidelines to be applied on the transfer of conven-
tional weapons. Third, restraint by arms exporters in arms sales
to areas of potential conflict. Fourth, the need for moderation
in all countries in their levels of military spending. Fifth,
concern about the debt buildup in some countries that has been
connected with military spending.

As Directors are aware, the declaration also welcomed the
attention that the Managing Director and the President of the
World Bank have been giving to excessive military spending in the
context of reducing unproductive public expenditures around the
world. So much for the wider context. Let me turn now to the
Fund's particular role, which I see as limited but nonetheless
important.

First, T have no difficulty with the concept that public
expenditures in this area are a legitimate subject for Fund
surveillance. It seems to me a no less legitimate area than the
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interest the Fund currently shows in the interaction between other
areas of public spending and economic growth--for example,
agricultural and industrial subsidies, or, on a different plane,
the split between capital and current expenditure.

In many countries, military spending is a very significant
proportion of public expenditure, and, of course, its economic
return is difficult to determine. While the Fund is not in a
particularly gocod position to evaluate the national return from
such expenditures, it is clear that they frequently divert
resources from other pressing public spending needs and from the
rest of the economy. Moreover, as the paper reminds us, such
spending has significant negative externalities.

Accordingly, I believe military expenditures are a suitable
subject for Fund surveillance. I do not think it is necessarily a
suitable area for Fund conditionality; that is a different issue.
Nevertheless, there seems to be a strong case for seeking better
data to enable the Fund staff to develop a better understanding of
the interaction between military spending and economic growth, so
that the Fund can give advice to members in the context of
surveillance discussions, when appropriate. This seems to me no
more or no less appropriate than the kind of advice the Fund
already gives to members--which my own authorities certainly
always value--on particular areas of public spending, such as
subsidies or spending on employment and training measures.

Second, as I have already said, I certainly would not wish to
see any extension of conditionality in this area. Conditionality
is normally applied at a much higher level of aggregation of key
macroeconomic variables. I think that this should remain the
case. It would not, I think, be in keeping with the Fund's
mandate to set performance criteria to deal with military
spending, just as there are never performance criteria in Fund
programs relating, for example, to levels of civil service pay or
expenditures on environmental matters. It should be for member
countries themselves to evaluate the costs and benefits of
military spending and to make decisions. Where there is a Fund
program, these decisions could, of course, help meet fiscal
targets. That is a different matter. I should. perhaps, add
that, as the paper notes, some donor countries are taking account
of the levels of military spending in their bilateral aid
programs. That is a matter for the countries concerned. I would
just note that the United Kingdom should be included in the list
of donor countries that are, indeed, doing that at the moment.

Third, the Article IV relationship the Fund has with all its
members makes the Fund uniquely well placed to collect data in
this area. 1 also welcome the intention to cooperate with other
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international institutions on data nn11prr1nn and I hope th
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staff will be able to use existing national accounts classifi-
cations. By using the Article IV process, the Fund will be
collecting data from all member countries, industrial and
developing countries alike. I welcome this. My own authorities
would see no difficulty at all in complying. I should, perhaps,
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would be a statement in the staff report for the Article IV
consultation that the data had not been provided. I certainly
would not press for any sanction greater than that, but perhaps
that is something the staff could clarify.

Information, when collected, would provide a basis for
improved analysis in the Fund and in member countries themselves.
It could, in some circumstances, help to decrease tensions and
assist in efforts to reduce military spending on a regional basis.
For all these reasons, therefore, I very much support the
proposals in the staff paper.

Mr. Mirakhor made the following statement:

From a purely economic standpoint, there is no doubt that
military expenditures compete with productive claims on national
resources, and, to the extent that such expenditures are reduced
and channeled to more productive uses, economic growth can be
enhanced. This proposition is equally true for both industrial
countries and developing countries. There can be little doubt,
therefore, that policies that reduce military expenditures are
most welcome. There is also no disagreement with the need for the
Fund to stress, as it has done, to all countries the economic
importance of reducing military expenditures.

The paper before us envisions for the Fund the role of
collecting and analyzing data and persuading members to channel
military expenditures to nonmilitary uses. This is an admirable
quest, and there can be no disagreement with its spirit.

As noble as the intentions of the paper appear to be, its
recommendations, if adopted, may not only have far-reaching
implications for member countries but may also, in a fundamental
way, change the character of the Fund. Although the paper appears
to provide an opportunity for the international community, at long
last, to get a handle on the arms race, there are downside risks
associated with these recommendations that deserve careful consid-
eration. Military expenditures do have economic consequences, but
decisions on these expenditures are not determined by economic
considerations alone. In the not too distant past, industrial
countries, even when faced with serious budgetary and balance of
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payments difficulties, continued to increase military expenditures
on national security grounds. This is not to suggest that the
developing countries should pursue similar activities. What must
be recognized, however, is that the new circumstances that are
mentioned by the staff as a factor  for increased attention by the
Fund to military spending have not changed the potential sources
of regional conflicts and threats to the territorial integrity of
weaker nations. It must be remembered that regional tensions led
to increasing military expenditures in the first place, and they
continue to be the source of these conflicts, which must be
eliminated. Here, the Fund has neither the jurisdiction nor the
expertise to do so.

Moreover, existing asymmetries in the military balance of
power among countries in various regions, which enhance inse-
curities, require concerted effort by the community of nations to
remove the regional tensions, reduce the imbalances, and begin a
process of disarmament and demilitarization. For these reasons,
the United Nations appears to be the proper forum for addressing
these problems. Possibly, the Fund could be mandated and
empowered by the United Nations to address the economic issues
raised by the paper before us.

With a decision to take on the additional responsibility of
becoming a monitor of military expenditures all over the world,
the Fund would face enormous problems in collecting the relevant
data. For one thing, even the quantity and the quality of
economic and financial data currently collected, which are not as
sensitive as the military data from the national security
standpoint, differ from one country to another.

How is the uniformity of treatment in the collection of data
to be assured? Noncooperation or distortions in data supplied by
one member and provision of accurate and detailed data by another
could seriously undermine national security interests of the
complying country. It would be one thing not to have data on
certain economic aggregates, such as international reserves, for
some countries, but it is quite another story when the provision
of data on military spending and the accuracy of that data varies
from one country to another. 1t is not clear how compliance would
be ensured.

In the case of program countries, it would be possible to
specify the requirement as a condition. However, this would add
vet another constraint to the already formidable list of condi-
tions that the staff paper on the review of the SAF and the ESAF,
and the Board discussions on the same subject, indicated have so
far limited countries from the use of existing facilities.
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On the grounds of national security considerations, many
countries’ military establishments do not share the detailed
breakdown of expenditures and military imports with economic
ministry officials, who normally deal with the staff. In such
circumstances, how will the information be obtained? Will
attempts be made to reach the primary sources of information--that
is, the military establishments--or will an institutional change
in these countries be urged? Even if one country complies with
the requirements and provides data on its military expenditures,
are there necessary instruments to ensure that another country
having adversarial relationships with the first will not be in a
position to undermine the national security of the first country?

What is also unclear is how to account for weapons that have
been, and continue to be, stockpiled by some countries in other
countries. It is possible that these weapons will not be reported
as military expenditures by the host country but used whenever
their country deems it necessary. How are regional or bilateral
military arrangements to be treated? Will the individual
countries involved in those agreements be asked to provide data on
military acquisitions resulting from these agreements?

In the context of another dimension of the issues raised by
the staff paper, one wonders whether the framers of the Articles
of Agreement considered military expenditures to be within the
purview of the authority of the Fund, the stated purpose of which
is to promote international monetary cooperation among members.

In this context, Article VIII, Section 5(b) states that "Members
shall be under no obligation to furnish information in such detail
that the affairs of the individuals and corporations are dis-
closed." One can only wonder whether the framers, who were so
concerned about the disclosure of information that may harm
corporate and individual affairs, would be less sensitive to
matters having national security and sovereignty implications. In
these circumstances, the question arises whether this Board has
jurisdiction and authority to require members to provide
information that has the potential to compromise national
security.

Incidentally, the staff has stressed the importance of
transparency for well-informed public policy choices and for the
formulation of macroeconomic policies consistent with economic
growth objectives. 1Internally, at the top levels of decision
making, most governments do have access to information on
aggregate military expenditures. Provision of this data to the
Fund will not add to the information base of the economic
decision-making authorities in the country. The transparency of
information would, therefore, be meaningful and of value only to
the Fund if it were authorized to collect such information. 1In
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other words, the term transparency is used in a different sense in
the paper than it is normally used in the Fund--in the case of
budget transparency, for example.

Finally, this chair is in agreement with the idea that the
time has come for the community of nations to take seriously the
notion that the world can no longer afford the luxury of the arms
race in any form. We also understand the justifiable concerns of
the multilateral financial institutions and the official donors
that provide concessional financial assistance to countries, which
want to have the assurance that the resources they provide are
being used efficiently and for the purposes they intended.
Nonetheless, we believe it is imperative that the Executive Board
reflect very carefully on the issues raised by the staff paper
before us, which have serious implications for national security
and national sovereignty, and, therefore, may not fall within the
purview of the powers delegated to the Fund by the membership at
large.

Again, as was stated earlier, it seems to us that the issues
can be dealt with more efficiently and properly if the United
Nations were first to resolve some of the underlying political
tensions that have led to the arms race, and, in that process,
mandate the Fund to collect, analyze, and monitor military
expenditures. With reference to the comments made by Mr. Peretz,
I would note that the countries represented at the London Economic
Summit are also members of the Security Council of the United
Nations. I think they can affect the necessary decisions in the
United Nations and then have the United Nations mandate data
collection by the Fund, if they so choose.

Mr. Bonzom made the following statement:

At the outset, let me stress that this chair welcomes the
excellent staff paper on military expenditures and the role of the
Fund. This is a good opportunity for the Board to discuss a very
important issue. First, I would like to elaborate briefly on the
general approach to the problem. Second, I will focus on specific
issues related to the Fund’'s involvement.

The staff paper estimates that global military expenditures
have reached almost $1 trillion, or 5 percent of the world’s GDP
in 1988. Excessive military expenditures in the world at large
can thus be seen as an enormous diversion of scarce resources from
social programs, economic development, and private sector
activity. Moreover, excessive military expenditures in one
country can lead neighboring countries to increase their own
defense budget, thereby increasing the risk of instability and
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overt counflict. When a country engages in a military buildup, in
addition to the risk of loss of life, it suffers from reduced
production, exports, and receipts from tourism, shattered
infrastructure, and lost confidence from domestic and foreign
investors. '

Taking excessive military e\pendltures into consideration is
of special interest in the case of countries in the midst of
adjustment. Military expenditures may account for a substantial
part of excessive external borrowing. Moreover, increased public
spending on defense has sometimes offset reductions obtained under
adjustment programs in other areas of government expenditures.'
More generally, excessive military expenditures can distort the
labor market and discourage civilian and, specifically, private
sector careers. However, the staff rightly points out that
economic theory does not provide a clear indication of the optimal
level of military expenditures, which are not to be condemned in
themselves. Indeed, military expenditures support a public good,
national security, which cannot be dispensed with in the interest
of economic growth. As is well known, this category of goods
raises complex issues of allocation and approprlate levels of
associated taxation.

It is also worth mentioning that not all unproductive
expenditures are military expenditures. 1In his recent speech to
the Economic and Social Committee of the United Nations, the
Managing Director made it perfectly clear that unproductive
expenditures also include prestige products, excessive red tape,
and spending associated with protectionism. In this respect,
further reflection and action may also be needed, and we look
forward to the future discussion on the productivity of public
expenditures. All these arguments tend to show that the crux of
the matter is not related to military expenditures per se but to
excesses in such expenditures.

It also very clear that a judgment--and, in this case, a very
political judgment--is necessary to assess whether military
expenditures are excessive and to gauge external threats. As is
also made clear in the staff paper, a significant reduction in
military spending can only stem from a balanced and verified
process of international cooperation, the scope of which is beyond
the ability of this institution. Judgment on these matters used
to rest, and still rests, mainly with national governments. So,
for the Fund, which is basically not a political organization, it
would certainly be inappropriate to deliver such judgments on a
country-by-country basis.

This does not mean that there is not significant scope for
concrete steps to be taken by the Fund. 1In this respect, and as I
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broadly agree with the proposals for concrete steps contained in
the staff paper, I would like to focus on four possible courses of
action. First, there is certainly a need for further studies on
the links between military expenditures and the economy. Are
military expenditures resilient to financial strains, or can they
be considered as separate goods? Is the trend toward a reduction
in military expenditures in developing countries continuing?
Continued research on such topics, the results of which could
mainly appear in working papers, will prove very useful for
traditional Fund work.

Second, data collection is also much needed. The Fund is,
without doubt, well placed to gather standardized information and
to point to inconsistencies and under-reporting. As mentioned in
the staff paper, this could lead to better designed programs and
improved follow up. In this regard, the fact that only 64 members
provide the Fund with data on the functional uses of public
expenditures is a source of concern. We also agree with the staff
that the right balance has to be struck between the need for
transparency and the imperatives of national sovereignty.

Third, and crucially important, we would welcome efforts to
strengthen the institutional capabilities of member countries.
This would ensure that, in national decision making processes,
economic and financial rationality is weighed appropriately
against other objectives of government action.

Fourth and finally, we very much encourage the staff to study
the huge problem raised by the transition from a military to a
civilian economy. There will be transitional costs in such cases,
and distributional effects will be at work. This major issue
raises complex questions about capital reallocation and capital
depletion, workers' training, regional imbalances, and so on and
so forth. The Fund could help individual countries and the
international community as a whole to better understand the
problems involved and to develop a rational strategy for this
particular kind of adjustment.

Mrs. Krosby made the following statement:

My authorities’ approach to the global issue of excessive
military spending is explicitly expressed in the Political
Declaration of the 1991 London Economic Summit. As Mr. Peretz
noted, the relevant section of that Declaration emphasizes that
excessive military spending diverts scarce resources from economic
development. Such spending can also lead to debt accumulation
without creating the means for repayment. The Declaration
supports the intention of bilateral aid donors to take into
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account disproportionate military spending when establishing aid
programs. It also welcomed the increased attention that the
Managing Director and the World Bank President have given to
excessive military spending as a form of unproductive public
expenditure,

At the outsei, it needs to be stressed that, for all nations,
military expenditures are policy matters of the utmost political
importance. The security considerations that give rise to such
expenditures are essentially matters of national sovereignty. It
is the macroeconomic consequences of such spending, however, that
lead to an appropriate Fund interest in reviewing military
spending.

External evaluation of the economic consequences of a nation's
security spending creates unavoidable tensions for an interna-
tional organization such as the Fund. This inherent tension does
not argue for ignoring the economic problems, but it does argue
for this institution proceeding with considerable circumspection.
We must be extremely sensitive not to overstep our mandate, lest
we be perceived as intruding excessively on national sovereignty
and become embroiled in debates about what constitutes an
appropriate level of national security. This would undermine the
technical and apolitical nature of this institution, which has
provided the enduring foundation for its success in promoting
sustainable growth.

In his recent public statements, the Managing Director has
already established one essential dimension of the role the Fund
can play in the issue of excessive military spending: leadership
in mobilizing international opinion. By lending the prestige of
his office to an articulation of the economic policy choices
involved in excessive military spending, the Managing Director has
helped to set the terms of reference for international and
national debate.

The Fund's surwveillance role places it in a unique position to
focus international attention on the fiscal, development, and
payments aspects of military expenditures. The staff paper
suggests ways in which the Fund might usefully expand its coverage
of military spending considerations in Article IV consultations
and the world economic outlook exercise. These proposals fall
into three areas: first, discussion of military spending levels
with governmental authorities in the context of macroeconomic and
structural policies; second, improved transparency of data on
military expenditures in order to improve economic analysis; and
third, assessment of the economic cost and implications of
military spending.
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On the whole, we believe that the staff suggestions are
reasonable and suitably cautious. Surveillance is emphasized,
which is appropriate. Conditionality is not addressed, nor should
it be. Care has been exercised to avoid putting the Fund in an
awkward and untenable position, and this must be insisted on.

Data collection and dissemination should be the least
controversial aspect of the suggestions. As the staff notes, a
substantial number of member countries already routinely provide a
considerable amount of the desired data. Asking the other members
to provide comparable, timely, and comprehensive statistics would
be in keeping with our continuing efforts to improve the quality
of statistical reporting. We agree that the staff should request
such information in order to improve the transparency of analysis
of military spending. The staff paper, on page 11, uses the
phrase "insist on obtaining" military spending data. Given the
sensitivity of this subject, it might be better to rephrase this
passage to read, "expect the cooperation of member countries in
obtaining the data."

We agree that policy discussions with member country authori-
ties can appropriately include an assessment of the macroeconomic
consequences of military spending and the implications of
alternatives. As in other aspects of Fund consultations, the
analytical skills the mission can bring to such assessments can be
useful to the authorities even when difference remain over the
actual course of policy.

I confess to being somewhat uneasy with the formulation in the
staff paper to the effect that the staff would assess the costs of
military spending but refrain from an evaluation of the benefits.
We fully agree that the staff does not have the mandate or the
expertise to make determinations on what constitutes an
appropriate level of military expenditures. Nor are there
standard economic criteria to judge whether a given level of
military expenditures is appropriate or excessive. This is reason
enough to stand aside from any attempt to make such determina-
tions. We should, instead, confine the analysis to quantifying
what is done and help in evaluating alternative resource
allocations.

Still, there is a basic imbalance in an analysis that purports
to assess costs while remaining agnostic on benefits. The bias
from such an analysis will inevitably be against military
spending. While we might all prefer that the need for military
force never arose, recent events in the Middle East are too recent
to be ignored. For some, the lesson of that experience is that
some countries were too ill prepared, rather than overequipped.
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We will need to be very careful to guard against an
unwarranted presumption that all military spending is inherently
wasteful. Democratic procedures are an essential safeguard to
ensuring that the benefits of an appropriate level of military
spending are identified. Our efforts to clarify the facts and the
economic basis for such an identification can aid democratic
choice. Even where democracy is not well established, the weight
of intermnational opinion can only improve the choices made.

Mr. Posthumus made the following statement:

The subject of military expenditures and the role of the Fund
is an exceptionally difficult one for cool and common sense
analysis and discussion. Why? 1In the first place, it is clear
that military expenditures are, from an economic and human point
of view, a waste of resources. No Governor, Central Bank
President, Finance Minister, or even Executive Director can,
therefore, afford to create even the suspicion that he or she is
not against such waste. Second, for many countries, national
security considerations are genuine; they involve political
choices to waste resources so as to be, or to feel, safe and
secure. To that extent, military expenditures are not wasteful;
the choice is a political one.

The Managing Director has raised the issue of military
expenditures in public, and he is right to do so, because it is an
important issue, which should be tackled, and political decision-
makers in all countries should face the issue of the terrible
waste of resources that goes with military expenditure. Indeed,
the Managing Director’s efforts have earned the recognition of the
Group of Seven in their declaration on arms transfers and
nonproliferation, as Mr. Peretz helpfully reminded us.

However, the Board is also responsible for safeguarding the
integrity of this monetary institution in the sense that it
ensures that the Fund does no less and no more than is necessary
to fulfill its monetary purposes. The Board should have been
involved before and not after the intention to widen the Fund’'s
tasks had been announced. The issue is not whether military
expenditures are an important problem but what the role of the
Fund is and how far that role should go.

We agree with the staff that excessive military expenditures
are not only damaging in themselves, but are also detrimental to
economic growth and development. Therefore, we support a contri-
bution from the Fund to addressing this problem, as long as it is
given in accordance with the Fund’s character as an apolitical
monetary organization. Basically, the choice whether scarce
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resources should be used for military purposes or for other
objectives is a political one, for which considerations of
national security clearly play a dominant role. Nevertheless,
excessive military expenditures can have undesirable economic
consequences, such as high levels of total government expenditure,
leading to a crowding out of other types of expenditures, with, as
a corollary, criticism of Fund programs. As these risks are a
cause for legitimate concern for the Fund, developing economic
analyses in this field would be a useful first step.

In the staff paper, two areas of potential Fund involvement
can be distinguished: a contribution to better economic analysis
of the benefits and costs of military expenditures; and an
improvement in data collection. We can support more attention to
analyses of the economic costs of military expenditures in general
studies, like working papers and the world economic outlook
exercise, provided this does not duplicate the work of other
international institutions. These might improve the knowledge on
this topic, thus contributing to better-founded decisionmaking in
individual countries. We are, however, more reserved on explicit
analyses in Article IV consultations. It does not seem in
accordance with the Fund’s Articles of Agreement to investigate
government outlays at such a disaggregated level. I doubt that it
is completely correct to say, as the paper does, that the Fund has
focused on helping to strengthen the capacity of governments to
make well-informed public policy choices. We are not in the
business of advising on priorities in the budget. The only area
where substantial Fund involvement in specific expenditure
categories takes place is in the field of subsidies, because
subsidies can affect significantly the functioning of the price
mechanism, which is an important aspect of Fund surveillance.

If data from other institutions or from the countries
themselves are unavailable or inadequate for a proper assessment
of the economic situation by the Fund, the staff may request an
improvement in the quality of the data--on an aggregate level. We
do not believe that requesting more specific information will be
productive, either because the member state may not cooperate or
because military expenditures are recorded under different
headings. In any case, there would be serious doubts about the
international comparability of such figures. Were the staff to
insist on receiving more specific military information, it could
endanger the frank and open character of the consultation
discussions and, thus, the quality of the Article IV exercise.

In this context, I have a few questions. It is stated on
page 9 of the staff paper that Fund missions could request members
to provide data that would identify broad military aggregates
separately. Reference is then made to Article VIII, Section 5(a),
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namely, that the Fund may require members to furnish it with such
information as it deems necessary for its activities, including,
as the minimum necessary for the effective discharge of the Fund's
duties, national data on a specified list of items. Can manage-
ment or the Board simply decide that military expenditures, trade,
and production are also the minimum information necessary for the
effective discharge of the Fund’s duties? How could we have
discharged our duties over the past 45 years after having
apparently forgotten this minimum requirement? Do present and
prospective members have to provide military information as a
consequence or condition of membership? The collection of
specific military data, which are generally politically sensitive,
should preferably be conducted by a political organization. This
is in accordance with the spirit of the proposal, referred to in
the 1991 London Economic Summit communiqué, for a universal
register of arms transfers under the auspices of the United
Nations.

Finally, my Netherlands authorities point out that the
authorities in donor countries could also contribute to a
reduction of excessive military expenditures in developing
countries by taking the level of these outlays into account when
furnishing development assistance.

Mr. Goos made the following statement:

There is no doubt that each country has the right to protect
its legitimate security interest through military expenditures.
However, in quite a number of cases, it appears that such
expenditures exceed reasonable levels. As a consequence, the
process of economic development and growth in industrial and
developing countries alike is deprived of significant resources.
There are appalling figures on the amount of money that is being
spent on military expenditures, and there are also some staggering
figures in the paper before us. With regard to developing
countries, their military expenditures are almost four times
higher than total official development assistance flows.

Undoubtedly, official development assistance flows fail to
meet their purpose if they help finance excessive and, hence,
wasteful military spending, particularly because, in a number of
cases, military spending constitutes a threat to peace instead of
meeting security interests. Therefore, we fully support the idea
that military expenditures should receive more attention in the
dialogue between donors and recipients at both the bilateral and
multilateral level. This is not to say that our concern would be
limited to military spending in developing countries; it also
extends to wasteful excesses in those outlays in industrial
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countries. Accordingly, we feel that the relevant international
institutions should aim at improving the comprehensiveness and
transparency of data on military spending. At the same time, it
appears that the Fund could make a useful complementary contri-
bution to that effort in the context of its Article IV
consultation discussions with its members. Moreover, I would
agree with previous speakers that better information on such
spending could, indeed, improve the Fund’s capability to assess
fiscal, trade, and debt developments, including their
sustainability.

However, I should also like to stress that it would be
inappropriate for this institution to get involved in an assess-
ment of the appropriateness of specific levels of military
expenditures, nor should the Fund introduce in its arrangements
conditionality on military expenditures. Those matters should be
left to other, more competent institutions or to bilateral peer
pressure, on the basis of more transparent data. This concern, I
believe, cannot be overemphasized for two main reasons. First,
the development of an independent expertise in the Fund for
assessing the appropriateness of military expenditures would
definitely be incompatible with the mandate of this institution.
Second, given the sensitivity of security issues, it could
undermine the willingness of members to cooperate with the Fund.
As I already indicated, however, I find it perfectly legitimate
for the Fund to alert its members to the economic consequences of
military spending and to advise them on the appropriate policies
to counter the possible adverse effects on the economy resulting
from a reduction in the military establishment or military
production lines.

Having said that, T can endorse the staff’s views underlying
the issues for discussion. These views seem to be consistent with
our general position. However, I would be grateful if the staff
could elaborate on some of the qualifications expressed in the
paper in regard to the proposed approach. For example, I am not
sure what is meant by the reference on page 8 of the staff paper
to the staff aiming, as a first step, at improving the compre-
hensiveness of macroeconomic data. What are the subsequent steps
that the staff has in mind? In the same vein, there is a
reference on page 9 to initial data requests focusing on aggregate
military expenditures. What request does the staff intend to
raise in subsequent stages?

Moreover, 1 am not clear about the intended purpose behind the
statement on page 10 that some of the broad implications of the
analysis could be reported to the Executive Board, although the
treatment would need to reflect the preferences of individual
members. This statement gives rise to two concerns: first, that
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the staff might, indeed, intend to get involved in a discussion of
the adequacy of military expenditures; and second, that the staff
intends to provide the Board with only selective information on
actual military spending. I strongly feel that both of these
points would, if true, be unacceptable.

Finally, I have two further observations, which were also
raised by previous speakers. First, the staff rightly stresses
that, in trying to improve the transparency of data on military
spending, the Fund will have to rely on the cooperation of its
members. This raises the obvious question how the Fund could
enforce such cooperation if a member were not willing to provide
the necessary information. In this context, if information is
provided, how does one ensure that it is comprehensive and
accurate? Of course, this raises the concerns that were expressed
by Mr. Mirakhor and others. My final point is that I would
encourage the staff and management to urge members to improve the
comprehensiveness and currentness of the data that are reported in
Government Finance Statistics.

Mr. Mirakhor noted that Mr. Goos had said that he was concerned about
excessive military spending, but that he opposed Fund involvement in
determinations of appropriate levels of military expenditure. He wondered
how it would be possible to determine what constituted an excessive level of
military spending without knowing the appropriate level of military
spending.

Mr. Goos remarked that he had tried to stress that assessments of the
adequacy of military spending were none of the Fund’s business. The Fund
should limit its operations in that field to data collection, but it should
be willing and able to advise members on the macroeconomic consequences of
military spending, regardless of the level of aggregation. Moreover, the
Fund should also be able to advise members on the possible macroeconomic
implications of reducing military expenditures, production, and exports.
The assessment of the appropriate level of military spending for a country
should be left to other bodies, including the United Nations, and to
bilateral relations. Indeed, as the staff paper had noted, donor countries
were already trying to link official development assistance to the level of
military spending in recipient countries.

Mr. Prader made the following statement:

The topic of military expenditures leads the Fund into
unchartered and, potentially, very turbulent waters, and, as a
prudent sailor, it has to move with great care. On the one hand,
the appropriation of scarce public funds for military purposes is
a matter of public choice, to be decided by the policymakers of
the respective country based on their own set of political
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preferences, and the Fund should not be allowed to pass judgment
on the adequacy of such expenditures. On the other hand, there
can be no doubt that the composition of government expenditures
has important repercussions for the future growth path and the
external situation of an economy. Therefore, it is a question of
direct relevance to the Fund and its mandate to support adjustment
with growth.

Nevertheless, 1 would have preferred that the discussion on
the unproductive use of public expenditures was not restricted to
military expenditures. In procedural terms, is there an intention
to have a more general discussion on the productivity of public
expenditures, and, if so, when? Would it not have been better to
tackle the present, more specific question after the discussion on
the general issues?

The upcoming Interim Committee meeting might be more fruitful
if it did not focus exclusively on military expenditures in its
discussion of the productive use of scarce resources. Moreover,
our desire for additional data from member countries would be more
understandable, and better received, if it were presented and
discussed as part of a larger agenda than just military expendi-
tures. In any case, in order to avoid misunderstandings, we have
to make it very clear from the outset why we need this data and
what we are going to do with it.

Having said this, I want to turn now to the specific issue.
At the outset, it is important to put the dimensions of military
spending into perspective. Military expenditures, on average,
account for about 16 percent of central government expenditures
and about 4 1/2 percent of overall economic activity. Behind
those averages, however, hide some much higher ratios, reaching up
to 42 percent of GDP. These are dimensions that unquestionably
are of macroeconomic importance, and the staff’s calculations
indicate the potential benefits from even a rather modest
reduction. Nevertheless, this area is at present a large black
box for the Fund, thus excluding an important part of the economy
from surveillance by the Fund.

The increasing interest of the Fund in the problems of global
savings and governments’' use of those scarce savings, and the
related question of the economic implications of unproductive
public expenditures, logically leads to the Fund’s interest in the
composition of public expenditures. Different forms of government
spending have different effects on medium- and long-term growth,
and attempts to reduce fiscal imbalances by cutting government
expenditures need to take that into account.
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It was somewhat encouraging for me to note that some very

urag Y
rough calculations showed that the countries having Fund arrange-
ments are, by and large, not among the big spenders on the
military. According to the available estimates--as reported in
the recent working papers on military expenditures (WP/91/53 and
WP/91/54, May 1991)--between 1980 and 1988, countries with Fund
arrangements devoted on average--this is an unweighted average--
about one half of one percentage point less to their military than
the average of all countries, and about one and a half percentage
points less than the more representative comparison, the group of
developing countries. Nevertheless, the range for countries with
Fund arrangements spans from 0.6 percent of GDP to 17.6 percent of

GDP. :

There is not only a domestic financial dimension to military
expenditures but also an external one, as there is considerable
international trade in military goods. For developing countries,
on average, about 7 percent of their imports are military--in some
countries the figures are much higher--using up scarce and
valuable foreign exchange reserves. As was pointed out correctly
in WP/91/54, in a country that has severe foreign exchange
restraints, purchases of military equipment have an extremely high
opportunity cost. In a recent case of a major debt-cancellation
exercise, the cancellation of military debt by one creditor
country resulted in less generous concessions by that country on
the remaining debt. As a consequence, even forgiving military
debt has negative repercussions on civilian debt--military imports
are not a free lunch, although they sometimes appear to be.

More systematic and reliable data collection on this important
component of government expenditures would also be a very valuable
input for bilateral official development assistance donors in
their decision making concerning the allocation of scarce official
development assistance funds. Unlike the Fund, donors are allowed
to make value judgments when allocating their foreign assistance,
and they might appreciate this additional information. This is
especially true in light of the empirical finding in WP/91/54 that
external financial assistance increases military spending by
increasing the resources available to the government.

The special appeal of reducing military expenditures is the
immediate positive impact on fiscal balances, as well as the
freeing of resources for more productive uses. It is, however,
not a panacea. Mr. Posthumus already referred to that point
during the discussions on the world economic outlook (EBM/91/129
and EBM/91/130, 9/23/91; and EBM/91/131 and EBM/91/132, 9/25/91),
but I want to underline it as well. Shifting resources requires
adjustment, and adjustment takes time; we can, therefore, not
expect very quick positive effects from reducing the military
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sector. Nevertheless, the sheer size of the resources now tied up
for this purpose indicates the potential for a more growth-

oriented and efficient reallocation of government resources worldwide.
The most immediate effect could be achieved in importing countries by
eliminating military hardware imports. Even that measure, however,
will lead to adjustment needs in the--mainly industrial--producer
countries.

With the caveats mentioned at the beginning of my statement, I
support the proposition that, in the context of Article IV
consultations, the staff should also try to obtain aggregate data
on military spending, together with data on all other quantita-
tively relevant components of government spending, for all member
countries, not just the 64 that are already providing that data on

a timely basis. 1In addition, the external accounts--imports as
well as exports--should also include data, at an aggregate level,
on military imports and exports. The same applies to foreign

assets and liabilities. As I mentioned in my introduction,
however, the demand for additional data on this subject should be
part and parcel of a more comprehensive agenda. Therefore, the
data requests should not be made before the Board discusses the
more general issues raised by the analysis of the productivity of
public expenditure, which might lead to additional data requests.
The analysis of the Fund concerning military expenditures should,
in any case, remain on an objective and economic level, without
trying to interfere with the political value judgments made by the
policymakers of the respective countries, and military spending
should not be the subject of the Fund's conditionality. All
duplication of the efforts of other institutions should be
avoided. The only goal must be to enable the Fund to fulfill, in
the best possible way, its bilateral as well as multilateral
surveillance mandate for the benefit of the entire membership.

In concluding, I would like to support the proposal of the
French chair that the staff study the process of conversion from
military production to civilian production. This could be of
interest to many countries, particularly the former centrally
planned countries.

Mr. Towe made the following statement:

Let me say that the timing of this discussion seems especially
fortuitous, in that it follows on the heels of Board consideration
of the world economic outlook, during which special emphasis was
placed on the need to address global imbalances between savings
and investment. In those discussions, the obvious advantages to
both the developing and industrial countries of a global
consolidation of fiscal expenditures was clearly identified.
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only aggregate data regarding expenditures and revenues, but also
a comprehensive functional breakdown of both. We would not expect
the staff to provide competent policy advice without information
regarding, for example, the share of domestic and international
trade taxes, details regarding the level of fiscal subsidies, or
information regarding the public sector wage bill. It seems no
less vital that the staff be provided with information, on a
standardized basis, on, perhaps. the most unproductive form of
fiscal expenditure--defense spending.

Nonetheless, we would urge a very deliberate approach in this
regard. We note the paper’'s reference to the possibility that the
Fund’'s efforts could contribute to a lessening of regional
tensions, and that information obtained by the Fund staff could
complement efforts to establish a register of international arms
transfers under the auspices of the United Nations, and we
acknowledge that such information could provide bilateral donors
with important information to help direct aid flows. However, the
paper suggests a possible role for the Fund in the area of
analysis of the costs of excessive defense expenditures. While
the paper is careful to note that this activity would be circum-
scribed, we are concerned that an emphasis on such analysis could
extend the Fund beyond its mandate and distort its character as a
monetary institution. Moreover, given the demands that are likely
to be placed on this institution as a result of developments in
Eastern Europe and the U.S.S.R., we would caution against the Fund
undertaking significant new responsibilities, which may not
significantly increase its ability to provide effective policy
advice.

In this context, the paper was vague regarding the costs to
the Fund of undertaking any new responsibilities in this area. We
wonder whether it would be appropriate to devote staff resources
to such issues before the budgetary costs and trade-offs are
defined.

Finally, while it is suggested that the Fund should insist on
military expenditure data, I wonder whether the staff could
elaborate on the sanctions that could be imposed to enforce this

insistence. 1t seems that neither Article IV nor Article VIII
requires the provision of such information, except with regard to
exports and impovrts. Indeed, the requirement of Article 1V,

Section 3(b) that Fund surveillance respect members’ domestic
social and political policies seems to preclude any such
insistence. Perhaps the staff could comment on this point.
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Mr. Al-Jasser made the following statement:

As the staff paper before us indicates, recent developments
around the world have led to increased attention to military
spending and to questions regarding its appropriate level.

Indeed, with the dramatic decline in East-West tensions, a serious
debate has emerged with respect to the potential size of the peace
dividend and the uses to which it should be put. Needless to say,
any reduction in global tensions, with the consequent increase in
security and reduction in the potential for war and death, is
always welcome news. However, the question before us today is
whether the Fund should be involved in this highly intricate
political process.

The first and foremost reference to determine whether the Fund
has any role in this area is the Articles of Agreement. Clearly,
any reading of Article I suggests that the Fund does not. The
Fund’s success and efficiency has been built upon a carefully
prescribed mandate, which has allowed it to focus its efforts
efficiently and respond to the needs of its membership in a prompt
and effective fashion. The Fund should not allow these scarce and
valuable qualities to be compromised. Therefore, it is crucial
that the Fund avoid any involvement in issues that are well beyond
its mandate, irrespective of their importance. Indeed, it is
quite obvious that the Fund has absolutely no comparative
advantage in dealing with military expenditure issues. This is
particularly important at a time when there has been a dramatic
increase in the demand for Fund assistance and when the staff of
the institution is seriously overburdened. If the issue here is
the provision of data, then, as the staff paper indicates, we
already receive such data from 64 members. An improvement in that
record could definitely be achieved without this debate, which
gives the impression that the Fund is widening its original
mandate.

The staff paper indicates that considerable gains for both
individual countries and the world community at large could emerge
from a balanced multilateral reduction in resources devoted to the
military. I fully apgree with this statement. The staff also
states that "no loss of national or international security need
occur, provided that uniformity of implementation could be defined
and verified"; and it further explains that uniformity need not
imply equal spending rates or spending reductions. The logical
question that follows is who will determine whether uniformity has
been achieved. Furthermore, the staff provides an illustration of
the level of savings that could be achieved if regions with high
levels of military expenditures reduce thelr military spending to
world averages. The main problem with such illustrations is that
they cannot explain the reasons behind variations in military
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spending across the various regions in the world and at different
points of time. Moreover, the most serious problem here is that
the Fund may find itself, willingly or unwillingly, embroiled in
such analyses and judgments.

When the Fund advocates trade liberalization, be it in a
program or in a world economic outlook discussion, it does so with
the strong recognition that such policies, irrespective of whether
they are implemented unilaterally or multilaterally, have clear
benefits to the country that undertakes them. The same cannot be
claimed for military expenditures. This underscores the fact that
such recommendations require expertise in defense economics,
national security policy, and military strategy, all of which are
beyond the expertise of the staff, and should remain so.

More significantly, given that military expenditures are, to a
large extent, influenced by exogenous factors, the necessity of
ensuring uniformity of treatment in the Fund’'s dealing with such
issues is overwhelming. Clearly, this cannot be achieved, as the
Fund does not exert its influence equally on all countries. Users
of Fund resources are by far more dependent on the Fund than other
members, be it in their exposure to conditionality or in the
requirement to provide data. These issues would become particu-
larly worrisome in situations in which regional conflicts develop.

It is critical for the Fund to avoid entering into a
"Pandora’s box" of military expenditures, because this may
seriously affect our relations with member countries and their
willingness to approach the Fund for policy advice. Indeed, the
credibility of the Fund and its prestige have been built upon its
principled position of not involving itself in political and
national security issues--a stance that must be jealously guarded.
The fact remains that, in many countries, military expenditures
are extremely delicate issues that constitute a key element of the
political fabric. If Fund involvement is perceived to threaten
such a balance, this may lead to substantial internal opposition
to cooperation with the Fund, thereby endangering the whole
process of economic adjustment as well as multilateral
surveillance.

Finally, the staff paper presents several arguments justifying
Fund involvement in this issue, ranging from the importance of
making governments aware of the costs of military expenditures to
analyzing the implications of military expenditures for the
balance of payments and medium-term viability. These arguments
are not convincing. Clearly, national authorities are as aware as
the staff of the costs of military expenditures, but they are more
aware of their national security considerations.
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In conclusion, the staff asks for guidance from Executive
Directors regarding the Fund’s future role in this area. 1In a
nutshell, the Fund should not waste its resources in areas that
are beyond its mandate and the expertise of its staff and that
could jeopardize the institution’s relations with its members. We
would be better advised to leave this political and security issue
to the United Nations, given the mandates of the General Assembly
and the Security Council.

Mr. Mwananshiku made the following statement:

It is true that the composition of government expenditures has
implications for economic growth and the prospects for external
viability. 1t is also true, as the staff asserts, that a more
thorough discussion of military spending would improve the
decision-making process in the areas of macroeconomic and
structural policies.

Military expenditures can be a drain on national resources,
competing as they do with development resources. I am, therefore,
broadly in favor of reducing such expenditures, taking into
account realistic individual national security concerns. In this
respect, I would like to note that defense expenditure reductions
by major countries could release a considerable amount of
resources, which could make up a substantial part of the present
shortage in global savings. Indeed, major countries could make a
contribution to the reduction in arms spending in developing
countries by tightening the regulation of trade in military
hardware and by stopping the enticement of developing countries to
buy arms. Most developing countries would not have large military
debts if arms producers were not so willing to extend credits to
purchase arms.

The question for the purposes of today’s discussion is whether
the Fund is the appropriate institution to deal with the matter of
arms reduction in a successful manner. The proliferation of
armaments is a very complex issue; although the staff presents it
as one that can be tackled under the rubric of economic
efficiency, I fear that the Fund could be getting itself into deep
and uncharted waters. Military expenditures are a sensitive
political question, which only a political body can deal with.

Indeed, a few questions come to mind. How would the
determination be made to strike a balance between the need to
furnish information and the need to protect national security?

How will the information so obtained be protected? How does the
staff intend to ensure equal treatment for all countries? How
could the Fund enforce its surveillance over countries that do not
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use Fund resources? While a number of Directors have indicated
that their countries would be willing to provide information, is
it not likely that the burden would fall largely on developing
countries, particularly those using Fund resources?

In sum, I agree that military expenditures should be curbed
and resources reallocated to more productive uses. I am, however,
not sure whether the Fund is best suited to effectively bring
about the desired change.

Mr. Koissy made the following statement:

We agree with the general observation that recent interna-
tional events and, in particular, the coming to an end of the
so-called cold war, together with the general easing of
international tensions and ideological and other conflicts, have
made it easier for the international community to discuss openly
the issue of military expenditures, including their size and
appropriate level in the composition of public expenditures in
national budgets. These issues have now become urgent global
concerns.

For Eastern Europe and the U.S.S.R., the political and
economic transformation taking place has made the discussion of
such an issue crucial. It has been impressed upon these countries
that, in order to release resources for the ongoing transforma-
tion, the authorities should significantly reduce military
expenditures. The authorities in these countries may comply with
this advice, particularly as it comes from those former rivals who
are now in a position to offer the required financial and
technical assistance to ensure the success of the economic
transformation process.

The industrial countries have to set an example for the
Eastern European countries and the U.S.S.R. that, indeed, there is
a budgetary trade-off between military expenditures and other
expenditures, which could release resources for social and other
economic services and improve the welfare of the people. The
staff have stated in the paper that the communiqué of the recent
London Economic Summit has noted that, "while all countries are
struggling with competing claims on scarce resources, excessive
spending on arms diverts resources from the overriding need to
tackle economic development." We hope that this quotation from
the communiqué of the Group of Seven sets an example; steps
already taken by some of those countries to reduce defense outlays
are, indeed, welcome.
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As for us in the developing world, we have no option but to
heed the advice of those who are in a position to produce and
supply the military hardware to our govermments, with guaranteed
foreign financing or bilateral economic assistance linked to
military assistance on concessional terms. The intentions of some
of these donors have been noted by the staff; for example, the
staff paper indicates that "“the German and Japanese Governments
have recently indicated that their development agencies will take
account of military spending in allocating ODA."

As it is now generally accepted that the issue of military
expenditures can be discussed openly from the perspective of their
economic consequences for individual nations and the global
economy, we agree with the staff that there is an important role
for the Fund to play in its surveillance role and in its other
role of providing advice to member countries, particularly in the
fiscal and external sectors, where outlays on the military need to
be reflected. 1In playing this role, the Fund should take into
consideration the security concerns of members, as probing into
the subject of military spending and defense outlays is a very
sensitive undertaking. The Fund, therefore, has to proceed
cautiously when deciding to request members to provide data, even
as broad aggregates. The demand for data should also be related
strictly to the Fund'’s surveillance activities.

Let me now turn to the question of the availability of data on
military expenditures in public finance accounts, particularly
through the most widely used source, Government Finance
Statistics, which is published by the Fund. The inadequacies or
paucity of data on military spending, including their completeness
and timeliness in official publications, is not surprising. Most
of such data are classified information maintained by governments
as official secrets. The staff has implied, on page 11 of the
paper, that the Fund's efforts to assist members in strengthening
institutional capacity to make sound policy choices in the
macroeconomic and structural areas have been incomplete and
subject to possible errors of analysis without a discussion of
military spending. Can the staff elaborate on the implications of
this statement? 1In any event, our view is that, for the present,
the staff should continue to rely on the usual data sources, such
as the Stockholm International Peace Research Institute (SIPRI)
and the U.S. Arms Control and Disarmament Agency, until member
countries gain some confidence that releasing such highly
classified data to the staff for economic analysis will not
jeopardize their national security.

One important point that I would like to emphasize--especially
on behalf of those members in my constituency with Fund-supported
programs--is our concern that military expenditures would be used
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in setting performance criteria and benchmarks, as has happened in
the case of the buildup of foreign exchange or the accumulation of
external reserves. We would like to be assured that this is not
the ultimate intention of the Fund.

In conclusion, let me state that it augurs well for the
international community that military expenditures are being
discussed openly and that their adverse economic impact on other
resources for economic development is being analyzed. The Fund
has a role to play in gradually ensuring that such assessments are
reflected fully in its surveillance responsibilities. However,
the Fund has to be cautious in this highly sensitive area, where
data are highly classified, and we are, therefore, not in favor of
the Fund insisting on obtaining from all countries standardized
data on military spending for economic analysis. The sensitivi-
ties of the national authorities should be borne in mind in
pursuing the staff’'s suggestions.

Mr. Kyriazidis made the following statement:

Developments in the relations between the major powers over
the past two years, as well as events related to regional
problems, have brought to the forefront the question of the weight
of military expenditures and their impact, not only on political
stability, but also on economic progress.

As recognized in the communiqué of the 1991 London Economic
Summit, although every state has an inherent right to self-defense
and tensions will exist in international relations as long as
underlying conflicts of interest are not tackled and resolved,
moderation in military expenditures can make a critical
contribution to political stability, sound economic policy, and
good government. A general movement seems to be developing toward
a reconsideration of the appropriate level of defense expenditure,
given the relevant security considerations as perceived in each
case.

The question that we have to answer is how this institution
can assist this general movement within the limits of its statutes
and its expertise. I believe that this is a cardinal criterion,
because military expenditures touch on very sensitive issues of
national policy, which, under the Articles of Agreement, we are
precluded from entering into. Besides, there are other serious
reasons, such as those developed by Mrs. Krosby, Mr. Mirakhor,

Mr. Goos, and Mr. Posthumus.

In this light, I would be prepared to agree that the Fund,
within its surveillance function, should be able to--and is
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justified in its efforts to--obtain from all countries reasonably
standardized aggregate data on military spending, which would be
sufficient to lead to a proper understanding of the budgetary
burden and macroeconomic implications of such spending in an
international setting. Most countries have traditionally
considered military expenditures as an area where secrecy or, to
put it differently, partial transparency was part of the
fundamental exercise of sovereignty related to national security.
Obtaining the necessary data, even at an aggregate level, will be
a rather arduous task, but one that is well worth the undertaking
in view of the potential benefits to the global community. The
information thus gathered could be useful to the work of other
organizations, such as the United Nations or the Conference on
Security and Cooperation in Europe, which are competent to deal
with the substantive problems that underlie defense policies. The
information might also be useful to the World Bank, which is
better equipped to deal with structural problems connected with

changes in military spending.

I would be wary, however, of the various suggestions for
analysis proposed in the staff paper. Of course, to the extent
that member countries embark on a major reduction in their
military establishments, the Fund can provide advice on the
handling of the macroeconomic consequences of the process, such as
the effects on GDP, employment, and the balance of payments.

This, however, should be done very cautiously within the
Article IV process, provided that the choice has already been made
by the member country and that advice in this area is sought.

At the same time, however, I am not convinced of the
appropriateness of requesting very detailed data, as the staff is
proposing. Refusal to provide all the requested data, or the more
likely provision of partial answers to the requests of the Fund,
could raise the issue of the legality of the Fund’s request, thus
putting the Fund itself in a rather uncomfortable position.

Concerning the analysis itself, I hold the view that specific
recommendations should be avoided, as they cannot be weighed
against the main determinant of the expenditures themselves,
namely, security considerations.

In sum, I think it would be counterproductive for this
institution to give the impression that it is introducing military
spending into its conditionality. Also, I think that it would be
unwise to establish information on military spending as an
obligation of members on the same basis as the information
required from member countries under Article IV and Article VIII
of the Articles of Agreement.
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Mr. Evans made the following statement:

We share the concerns expressed in the London Economic Summit
communiqué and elsewhere about excessive military spending as a
burden on economic development and social welfare. It is readily
apparent that excessive military expenditures constrain the growth
of the country that undertakes the expenditure; equally, they
constrain the growth of the country that produces the military
capacity and that, not unusually, provides part of the financing,
without which the expenditures could not occur.

Both of these statements, however--like most made on this
subject--are tautological, as they are reliant upon the use of the
word "excessive." For the world as a whole, it is not too
difficult to judge that a certain level of military expenditures
is excessive. For an individual country, however, it is
impossible for anyone but that country to reach a relevant
judgment, because public choice is involved and a strategic
assessment of external threat is required. Such difficulties may
not prevent me, as an individual, from making a judgment regarding
the level of military expenditure--or production--undertaken by a
particular country, but they do and must prevent the Fund from
doing so. I am pleased to see that the staff paper acknowledges
this, and we should do so clearly in any public presentation of
the Fund's role in this area.

With the public choice role precluded, what remains for the
Fund? As the paper notes, it may be possible, with considerable
care, for the staff to advise members on the economic and
financial implications of differing aggregate levels of military
expenditures, though to do so comprehensively requires an
estimation of the rate of return on military expenditure, which,
again, returns us to the field of public choice, which we appear
agreed should be avoided. That would seem to leave data
collection, and 1 agree that greater transparency could make an
important contribution to the basic objective. There is a
question, however, of whether the Fund has a comparative advantage
in this field. Clearly, we have the necessary expertise in the
Statistics and Fiscal Affairs Departments, but, given the other
heavy and increasing demands on their skills, it is not clear to
me why the Fund should be undertaking this task rather than the
World Bank or the United Nations, given that both of those
organizations already do so to differing degrees. I would
appreciate the staff’'s response on this point.

Closely related to that point is the question raised in the
paper whether the Fund should insist on obtaining the relevant
data. I hesitate to agree to that, mindful of the damage that
might be done to Fund-member relations and, hence, to the ability
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of the Fund to perform its basic functions--many such concerns
have been expressed today. It may be, of course, that there could
be cases in which the member’'s refusal or inability to provide the
data could, by itself, prevent the Fund from performing its role.
But one might compare such a mandatory approach with the language
of the London Economic Summit communiqué, most of which was, more
wisely, in the manner of moral suasion. I think Mr. Peretz would
agree, as he has suggested that sanctions for noncompliance should
not go beyond a statement in the staff appraisal to the effect
that the data had not been provided. That seems innocuous enough,
but even coming to a judgment on whether the data in this field
have or have not been provided is no mean feat, as current events
amply illustrate. I would like to hear further from the staff on
these issues before expressing a final view on the data question.

Mr. Fukui made the following statement:

Given the dramatic change in the world economic structure
following the end of the cold war, on the one hand, and the
continued--and even increased--demand for resources in connection
with the reforms in Eastern and Central Europe, reconstruction in
the Middle East, and the prolonged debt problems in other parts of
the world, on the other hand, reducing unproductive expenditures
and promoting more productive investment are urgent and pressing
challenges for every country in the world. This point was
highlighted in the context of the world economic outlook
discussion. The staff's proposal before us is, therefore, timely
and appropriate.

As this chair said in the world economic outlook discussion,
it is interesting to know that simply cutting the military
expenditures of all countries by 20 percent could produce more
than enough resources to finance the demands associated with the
reforms in Eastern Europe and reconstruction in the Middle East.
Although this is a highly hypothetical calculation, I believe it
is quite appropriate for the Fund to continue to make this fact
widely known in the world.

In this sense, I can endorse the main thrust of the paper. I
think the proposal is within the Fund’'s mandate., as long as the
analysis of military expenditures is carried out in a purely
macroeconomic framework and is based on aggregate data.

When it comes to analyzing military expenditures from a
macroeconomic perspective and studying their implications for
world economic growth, I believe the Fund is one of the most
qualified institutions to do so, and it should, therefore, be able
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to produce appropriate guidelines in a macroeconomic context for
the policymakers of the world.

At the same time, I fully agree with the staff that there is a
need to improve the comprehensiveness, transparency, and time-
liness of the data. In particular, I believe that transparency of
the data is essential for the purpose of comparative analysis
throughout the world. I hope that the staff will make the maximum
effort to improve the quality of its data through the Article IV
process.

As the staff rightly points out, however, issues relating to
military expenditures inevitably have political implications.
This issue is a double-edged sword, and the staff should approach
it with caution. 1In this connection, I am worried about the
implications of the following sentence on page 6 of the staff
paper: "A general improvement in the transparency of the data
could also provide benefits to the world community at large and
could make a modest contribution to lessening regional tensions."
I believe that the staff should be careful that its analysis of
military expenditures does not have political implications. Thus,
making "a contribution to lessening regional tensions" should not
be within the scope of the staff’s work.

As data on military expenditures are generally highly
confidential in every country, I cannot help being skeptical about
the extent to which the Fund will be able to collect data on
military expenditures from its members. Careful consideration
will have to be given to how detailed the data needs to be for the
Fund's analysis. 1In the same vein, I also think that the staff
should not insist on collecting comprehensive data. As such data
can be politically sensitive, demanding too strongly that the
authorities provide the needed data could lead to the awkward
situation in which the staff’s more important contacts with the
authorities--namely, discussion of the nonmilitary aspects of the
economy--would be disturbed.

This leads me to the importance of cooperation with other
institutions. The staff is right to stress this point. Taking
into account the Fund’s limited human resources, it is important
for the staff to make maximum use of the expertise and data of
other institutions, particularly other international organiza-
tions, through close cooperation with these institutions. How-
ever, the staff should also be aware that if the data that the
Fund collects from the authorities are made available to other
institutions, this might make the authorities less cooperative in
providing the Fund with data. The framework for this cooperation
should also be considered very carefully.
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Finally, on the possibility of the staff contacting officials
other than those from ministries of finance and central banks, I
admit that sometimes such contacts will be necessary. However,
any such contacts should be made through the financial authorities
and with their consent.

Mr. Arora recalled that Mr. Posthumus had wondered how the Fund had
carried out its responsibilities for 45 years without having felt compelled
to ask for data on military spending. A passage in the staff paper referred
to a similar theme, namely, that recent developments around the world had
led to increased attention to military spending and questions regarding its
appropriate level under the new circumstances that were emerging. As a
summary of post-war world history, however, that passage seemed to reflect a
certain bias; it seemed to say that, as long as there was--in purely
geopolitical terms--a bipolar world, it was alright not to worry too much
about military spending, but that the end of that political structure meant
that military spending had become a cause for concern. In his view, that
was a rather puzzling statement. If military spending was bad, it had
always been bad; it had not suddenly become a subject worthy of concern.

The Fund was presented with a dilemma, Mr. Arora stated. There was no
question that excessive military spending, however one might define
"excessive," was a serious problem for economic development and growth.
Nevertheless, while the staff was proposing only that it collect and analyze
the relevant data, it was inevitable that the next logical step would be
taken--that is, judgments would be made on the situations of individual
countries. It should be clear that such a development would imply a serious
derogation of sovereignty, which was, in his view, an essential element for
stability and world peace. If it was acceptable to call for the derogation
of sovereignty in the area of military expenditures, however, it should also
be possible to make suggestions regarding the derogation of sovereignty in
other areas, such as economic and monetary matters. After all, the initial
vision of the Fund had been based on a derogation of sovereignty that would
allow the Fund to assist countries in solving their balance of payments
problems and, in so doing, develop certain instruments for achieving its
aims, which it had not yet been prepared to do.

Therefore, Mr. Arora continued, it was to be hoped that the Board could
reach a consensus on the limits of the derogation of sovereignty that was
implied in the staff paper, which had been very carefully worded, with the
exception of the word "insisting," to which Mrs. Krosby had rightly taken
exception. It was important to remember that there was no model for
determining with any degree of accuracy the appropriate level of military
spending. Of course, in a theological sense, it was clear that even a
relatively low level of military spending in a country that had a serious
balance of payments problem could be considered inappropriate. In those
circumstances. the argument for reducing military spending would be quite
compelling, but it would not be based on economic analysis.
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Many speakers had recognized that, while the Fund might collect data
and information on military expenditures, under no circumstances should
those expenditures become a part of Fund conditionality, Mr. Arora stated.
The broad recognition of that point indicated how sensitive the issue was.
Moreover, as Mr. Al-Jasser had noted, there were serious legal questions
about the Fund’s role in the area of military expenditures. He agreed that
it was useful for the Managing Director to raise the issue publicly, as the
Group of Seven had also recognized, because it would focus public debate and
encourage countries to examine the assumptions on which their national
security was based and, in so doing, re-examine the composition of their
budget expenditures. To go beyond that point, however, would, as
Mr. Posthumus had pointed out, endanger the Article IV consultation process.
Therefore, the Fund should limit itself at the present stage to focusing
attention on the implications of military spending across regions and across
countries, bearing in mind that it was difficult to judge whether or not a
particular level of military spending was justified.

The staff paper had served a very useful purpose in bringing to the
Board's attention the changing circumstances in which the Fund operated,
Mr. Arora said. Moreover, he would not base his views only on a purely
legal interpretation of the Articles of Agreement, although that was
important. In his view, the Fund’'s role should be limited to moving public
opinion to accept greater transparency of public expenditures generally,
making available to countries the data from which they could make informed
judgments. In that regard, there should be no difficulty in compiling the
necessary data, because, to the extent that the Fund did not have data on
certain expenditure categories, other organizations did. As was widely
understood, policymakers in every country were aware of the cost of
maintaining a certain level of military spending. Therefore, while it would
be entirely appropriate for the Fund to continue to be involved in that area
informally--which was inevitable, given the Fund’'s role in assisting members
to adjust their economies--a more formal requirement with respect to
military expenditures would not serve the Fund’s purposes, and he would urge
caution in coming to a decision on the matter.

Clearly, the Group of Seven and the donor community were beginning to
take military expenditures into account in thelr aid decisions, Mr. Arora
remarked, and, to the extent that they succeeded in convincing countries of
the need to reduce those expenditures, that was entirely appropriate. He
could not agree, however, that the Fund should be given formal authority to
ask for, or to insist on, such data, particularly if it would then take an
adverse view of members that did not cooperate. Such an arrangement might
create very serious problems for the Article IV process, because defense
spending was not yet discussed explicitly, except when included in very
broad aggregates. To a certain extent, the Fund’'s credibility with the
authorities would be damaged, and the inclination of the latter to provide

’

other data to the Fund would be inhibited. In the same vein, Mr. Peretz's
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suggestion that the Fund should call attention to members that did not
provide the required data during an Article IV consultation was a cause for
concern.

Mr. Fogelholm remarked that the issue of the Fund’s role in the area of
military expenditures was very difficult to resolve. It was clear that
excessive military spending was bad and uneconomical, and no one could
support such a policy; no one would want to support military expenditures as
such, either. The question was, of course, how those concerns could be
integrated into the work of the Fund. Mr. Prader had rightly asked why the
Fund needed the data and what it would do with them. The answers to those
questions had not been forthcoming, in his view, because there did not seem
to be a clear-cut need for the Fund to collect data on military expendi-
tures. To have a meaningful impact, conditionality should be applied to
military expenditures, but Directors were not willing to go that far.
Clearly, in the context of a Fund-supported program, it would be essential
for the Fund to be able to say to a country that, if public expenditures
were too high and could not be sustained over the medium term, military
expenditures should be cut first, as they did not serve any social or
economic objective. No one was proposing such a course of action, however,
nor was anyone willing to apply sanctions against those countries that could
not or would not provide the requested data.

It had been suggested that the Fund should perform macroeconomic
analysis of military expenditures at a very high level of aggregation,
Mr. Fogelholm recalled, but for that purpose, the Fund did not need to
gather the data independently. Sufficient data were already available at an
adequate level of aggregation, such as those prepared by SIPRI, which were
fairly reliable and were clearly adequate for Fund macroeconomic analysis.
If the Fund was to do macroeconomic analysis on military expenditures, it
would be studying the self-evident, because the results of that analysis
were already clear; military expenditures were obviously damaging
economically, and the Fund’'s work would only provide the relevant figures.
Whether the Fund should devote resources to achieve a result that was
already well known was an open question.

For those reasons, Mr. Fogelholm said, he wondered what purpose would
be served by collecting data on military expenditures. If the Fund did not
use the data itself for country analysis, then presumably it was collecting
the data for others. TIf that was true, he wondered whether the Fund was the
best-equipped organization to collect such data. The Fund might have access
to the data--perhaps better access than many others--but it was not clear
that the Fund was the appropriate organization to collect the data; the
World Bank, the United Nations, and other organizations were better equipped
for that purpose. In sum, the present discussion seemed to echo many of the
concerns that had been voiced during the earlier discussion on the Fund and
the environment, in which it was concluded that the basis for the Fund’'s
role in that area was doubtful from the perspective of the Articles of
Agreement.
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Mr. Finaish made the following statement:

I believe that we all agree with the proposition that all
efforts should be made to reorient resources away from military
spending toward more productive uses. Given the scale of global
resources devoted to military spending and the potential benefits
that would accrue from multilateral arms reduction, I think this
is an objective that everybody can support, as it is in the
interest of the world as a whole to reduce spending on armaments.
As I said on previous occasions, however, real progress toward
this objective is unlikely to be achieved in isolation of the
broader political and security considerations underlying military
spending. The persistence of tensions in many parts of the world,
which have often erupted into armed conflict, underscores the need
for evolving more effective methods for ensuring regional and
international security and for resolving conflicts. If the
concept of collective security and strengthened international
cooperation, as envisioned in the United Nations Charter, is made
more effective, I believe it could pave the way for countries to
make a serious reassessment of their military postures and defense
needs.

While I can certainly agree with the underlying principle that
there is a need for a balanced multilateral reduction in the
resources devoted to the military and an urgent need to reorient
expenditures toward more productive uses, I would like to raise a
few questions for clarification. A preliminary concern is the
connection between the data recommendationg in the final section
of the paper and the preceding sections, which raise issues that
open up major areas of controversy. Are we expected to restrict
our attention to the data-related questions or should we be
addressing some of these larger issues? There appears to be a
difference of objectives between the two parts of the paper. The
first part seems to emphasize the need to reduce defense spending
and how the Fund can help contribute to achieving that laudable
objective. The tail end of the paper appears to be arguing that
there is a need for military spending data in order to enable the
Fund to perform its responsibilities more effectively. It would
be useful if the actual focus of the work the Fund intends to do
was better delineated.

A second question arises in regard to the assertion that a
general improvement in the transparency of data could contribute
to a lessening of regional tensions and, thereby, result in easing
pressures for military spending in other economies. But how
should the Fund ensure that countries already involved in regional
conflicts will provide information that they fear would allow
adversaries to gauge more accurately the strength of their forces?
What degree of disaggregation should the Fund be aiming for so as
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to reconcile the imperatives of state security with the Fund's
desire to help "to strengthen the capacity of governments to make
well-informed policy choices?"

A third issue is the consistency of current Fund practice with
what is now being proposed for the provision of information about
military expenditures. The Fund has traditionally shown
exceptional regard to the security considerations of members. In
particular, exchange restrictions under Article VIII are accepted
at face value when imposed for reasons of national or interna-
tional security. How could the Fund insist on obtaining "reason-
ably standardized and aggregate data on military spending" if a
member were to invoke a security clause on grounds analogous to
those contained in Decision No. 144-(52/51), adopted August 14,
1952--a decision that has stood for almost four decades?

A fourth issue relates to the implications for Fund staffing
of developing within the institution an expertise to give advice
on the appropriate level of defense spending, assuming that
members are prepared to concede such a role. The staff tries to
address this question by suggesting that, while in principle Fund
involvement should cover all members, the initial focus should be
on countries with "relatively high levels of military expendi-
ture." How are such levels to be determined? 1If cross-country
comparisons are involved, how does one choose appropriate compara-
tor groups? Would such comparisons not implicitly assume that
military spending is justified only in relation to external
threats, while, for many countries, especially those with severe
domestic security problems, there are domestic imperatives
governing spending levels; how are these concerns to be taken into
account?

Yet another issue i1s how to reconcile a focus on countries
with relatively high defense budgets with the mandate of the Fund,
which is concerned with the smooth functioning of the interna-
tional financial system and with the promotion of global
prosperity. Would this mandate not suggest that the focus should
be more on countries where absolute levels of military spending
are large relative to the international economy? A 10 percent
reduction in military spending by one or more of the major
industrial countries is apt to be far more significant for the
efficiency of the use of world resources than a similar or even
larger percentage cut on the part of a large number of smaller
countries.

Finally, there is an issue of jurisdiction vis-a-vis the World
Bank Group, which, as noted in the opening paragraph of the staff
paper, has been "closely involved with the assessment of the size
and composition of overall public expenditures, as well as with
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specific sectoral programs." How does the staff propose to
coordinate with the Fund’'s sister institution to avoid or minimize
the potential for duplication?

Let me conclude by stressing that the purpose behind these
questions is not to belittle the importance of the objective of
reducing military expenditures. Rather, it is my wish to make
sure that any proposed involvement by the Fund is feasible,
constructive, and consistent with the mandate of the institution.

Mr. Ismael said that there was no doubt that military expenditures had
macroeconomic implications. He was convinced that a reduction of military
expenditures would increase domestic and global savings and contribute to
greater economic efficiency. Nevertheless, he had serious doubts whether
the Fund was the appropriate institution to monitor and promote arms
expenditure reductions; it probably lacked the expertise and the mandate for
that purpose. Finally, it had to be recognized that military purchases had
been facilitated by the availability of financing from arms-exporting
countries. The terms and conditions of arms-import financing had plaved a
crucial role in purchasing decisions; even grants, which were not a burden
on the recipient country, were still a drain on public savings in the donor
country.

Mr. Zoccali commented that he welcomed the Managing Director’s recent
initiatives on the subject of military expenditures, and he fully supported
the proposition that well-informed public policy choices supported good
governance by improving the productivity of public expenditures. Like
Mr. Prader, however, he would have preferred to have had the benefit of a
prior discussion on the relative dimensions of unproductive expenditures
more generally. Nevertheless, he looked forward to the further analvsis
that was anticipated oun that issue, and he hoped that it would cover the
impact of domestic support and subsidization schemes, which also had a
direct bearing on a member’s fiscal policy stance, its balance of payments.
and the external and trade environment. As to the role of the Fund in the
specific area of military expenditures, it was important to recognize the
special nature of the public good in question and the political character of
the allocative decision that was involved. That being said, the need for
comprehensiveness, transparency, and timeliness of the data should not be
treated differently from other unproductive expenditures, nor should
military expenditures be considered outside the surveillance process.
Finally, in his view, a specific assessment of military expenditures that
went beyond macroeconomic perspectives would fall outside the Fund’s
specific mandate and, therefore, should be left to bilateral relations or
more political bodies. Like Mr. Peretz, he shared the view that Fund
sanctions or conditionality would not be appropriate in cases of perceived
excess military expenditures. In that connection, it was to be hoped that
the allocation of staff resources would bear that view in mind.
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Mr. Torres stated that he had been pleased that Mr. Fogelholm had
reminded Directors of the discussion on the environment, because he, too,
had begun to sense the similarities between that discussion and the present
one, although there were important differences as well. In both
discussions, Directors had been concerned about whether the staff's
proposals were consistent with the Fund’'s mandate, whether the Fund had a
comparative advantage in the field, and whether there would be duplication
of the efforts of other international organizations. An important
difference between the two discussions, however, was the additional concern
in the present case about the danger of undermining the willingness of
members to cooperate with the Fund, thereby endangering the Article IV
process.

It was clear that the potential welfare gains for the world economy and
for each country stemming from a reduction in unproductive expenditures were
so large that it was necessary to understand better the economic implica-
tions of military spending, Mr. Torres remarked. While he would have
preferred to discuss military expenditures in a broader context, he agreed
that it was reasonable to undertake macroeconomic analysis of military
expenditures along the lines that had been proposed, rather cautiously, by
the staff. Nevertheless, he had some doubts about the proposal for data
collection. Initially, it had seemed very reasonable to argue that
Article IV consultations were unique and appropriate vehicles to collect
accurate data from all members; in fact, the Fund was probably the only
institution that had such a large constituency from which to obtain data.
Given the reactions of some Directors during the discussion, however, he was
not sure whether Article IV consultations were the most efficient instrument
to collect the necessary data. He wondered whether it was necessary, in
order to undertake macroeconomic analysis, for the Fund to initiate the
process of data collection, given that the data were already collected by
other institutions. The Fund should, perhaps, limit itself to a more
relevant exercise, such as studying the macroeconomic implications of one
important component of unproductive expenditure--namely, military
expenditures--which could be an important contribution to creating
progressively and cautiously an environment in which it might be conducive
to take further, more interesting actions.

Mr. Quiréds recalled that the issue of military expenditures had been a
topic of prolonged discussion during the early 1960s, when the international
community became dedicated to the task of economic development. It was at
that time that the former Secretary General of the United Nations, U Thant,
had established his well-known program known as "the Three Ds," that is,
decolonization, disarmament, and development. The issue of military
spending was a complicated one, because it involved economic, social, and
political elements, including important and difficult aspects of national
security and international law. As the Fund was involved in studying the
macroeconomic implications of govermment expenditures, it was necessary to
look at military expenditures in light of their bearing on a member’s fiscal
policy and balance of payments. Like many Directors, he felt that the staff
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should be entrusted with gaining an overall view of the issue, but he did
not feel that the staff should be involved in direct discussions on military
spending. That was something that could and should evolve from the expected
additional strengthening of the United Nations in the future. The
guidelines for the Fund’'s role in that area should come from the United
Nations; other institutions like the World Bank and the Fund would then be
in a position to study the macroeconomic implications of military spending
decisions for economic growth, development, output, income, trade, savings,
investment, and employment.

Ms. Duan stated that her authorities shared the concerns of some
speakers about the role of the Fund. The Fund should be extremely cautious
in dealing with the very sensitive issue of military spending, which was not
within the Fund’'s traditional area of expertise. The Fund should proceed
very carefully, and its role should remain consistent with its mandate.

The Director of the Exchange and Trade Relations Department stated that
the staff was under no illusion about the sensitivity and complexity of the
issue of military expenditures. There seemed to be two strains of thought
running through Directors’ discussion, which mirror issues raised in the
staff paper. The first was related to concerns about the level and
appropriateness of military expenditures, and whether recent international
political developments presented opportunities for reductions in such
expenditures. There had also been a sense that transparency in the area of
military spending would support judgments that needed to be made by others
on that political issue. He agreed completely with Mr. Goos and other
speakers that it was not appropriate for the staff to make judgments on the
level and appropriateness of military spending.

The second strain of thought concerned the macroeconomic implications
of military expenditures, the Director said. Judgments on the extent to
which a certain level of expenditures was excessive were extraordinarily
difficult to make, and they were particularly difficult in the area of
military expenditures, where, by definition, they involved decisions about
national security. Clearly, the staff did not have a role to play in that
latter area. At the same time, however, there was a role for the Fund in
analyzing the macroeconomic implications of government expenditures, whether
thought to be productive or unproductive. He would argue that, where
military spending was substantial, the Fund could not analyze compre-
hensively the macroeconomic situation of a country unless it had all the
data related to such spending, including those on domestic spending,
imports, external debt, and debt service related to the purchase of imports
on credit.

Many speakers had queried the nature of the data to be collected and
the purposes to which that data would be used, the Director recalled. At
present, however, the staff could not define precisely what that data would
comprise, although it was safe to say that the data would not in any way
allow judgments to be made about the military capabilities of a particular
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country. Even if the Fund were to request a somewhat disaggregated level of
data--say, for example, data on wages and salaries, or the share of imports
in the aggregate figure for military spending to permit consistency checks
against the balance of payments--the data would not be such as to pose
serious problems of national security. The data would be less sensitive
than the data that were already published by SIPRI and other organizations
on the military capabilities of various countries. The Fund would be guided
not by a concern about the appropriateness of military spending, but by the
need to analyze the macroeconomic implications of such spending.

There were a number of ways for the staff to check the consistency of
data on the budget, balance of payments, debt, and monetary aggregates, the
Director observed; a financial programming framework could frequently
provide a clue to consistency problems in one or several areas. In certain
cases, the staff had known that data on military imports, for example, had
escaped customs reporting, because there had been indications in the
monetary accounts of omissions in the balance of payments. Similarly, there
were other sources of data on military expenditures, but the staff could not
rely solely on them for its own analysis, because such data could not easily
be incorporated into the staff’s budget framework or be carried over to the
balance of payments and the monetary accounts for consistency checks.
Moreover, comparisons had shown that data from different sources were not
necessarily compatible; indeed, the differences could be as great as
20 percent in any one year. Given that the Fund was the institution
primarily responsible for conducting the analysis of a country's
macroeconomic situation, data on military spending had to be compatible with
the staff’'s statistical framework.

On the question whether the staff should insist on obtaining the
necessary data, the Director said, the essential point was whether Directors
agreed that it was appropriate for the Fund to insist on the provision of
military spending data, which was related to the issue of sanctions for
nonreporting. The sanction that the staff had proposed was along the lines
of the one mentioned by Mr. Peretz. In the first instance, there could be
an indication in the staff report that the data provided by the authorities
could not be reconciled with data from other sources; similarly, if the
staff knew from a different source that debt service was being seriously
understated and that there was reason to believe that the missing data were
related to unrecorded military debt, that view could be cited in the staff
report. In neither instance, however, would the staff propose a particular
sanction; the staff would merely report its findings to the Board. It would
be for the Board to decide, in the context of the Article IV discussion,
whether the staff had been provided with sufficient data for the Fund to
carry out its surveillance responsibilities. The Board could also, if it
wished, question whether a member had met the obligations of membership in
terms of the provision of the necessary minimum data for the analysis of the
member’s economy.



There was, indeed., a relationship between the issue of transparency and
certain initiatives that were under way among aid agencies, the Director
commented. However, the staff would not. nor did it desire to., make
decisions on the appropriateness of the 1
parti r country. The aid agenc n
assistance they provided to judgments on the appropriate level of military
spending, but those judgments would be made by the political authorities of
the countries that provided such assistance. Data transparency, by
providing clearer indications of military spending levels in certain
countries, might be one input to those judgments, but it was not the scaff’s
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lead to Fund decisions about excessive levels of military expenditures.
Rather, the staff’s intention was to prepare comprehensive macroeconomic
analyses to assist the authorities, particularly in cases in which they
might be downsizing the military structure, with implications for sectoral
adjustment, labor market operations. and so on. From that perspective, the
degree of data disaggregation that would be requested from the authorities
would be a function of the issues that needed to be addressed. To analvze
labor market developments properly, for example, the staff would need to
know the magnitude of the labor to be released from the military sector. If
a country was reducing exports of military equipment and the domestic
production thereof, it was necessary to have some disaggregated information
about the military establishment in order to carry out macroeconomic
analysis.

The staff was reviewing the division of labor between the World Bank
and the Fund, the Director of the Exchange and Trade Relations Department
noted. Working groups had been established in both institutions to begin
discussions on how the two institutions would approach the issue and how the
staffs could cooperate in the collection and standardization of data.

Mr. Orleans-Lindsay noted that the staff paper implied that the Fund’'s
efforts to assist members in strengthening the institutional capacity to
make sound policy choices had been incomplete and subject to possible errors
of analysis, because the staff had not discussed military expenditure
matters with national authorities. He wondered whether the staff could
elaborate on that point, especially whether the staff had been leaving
something out of its analysis owing to a lack of data.

The Director of the Exchange and Trade Relations Department replied
that, in some cases, the presentation of military spending data in the
staff’s analvsis had been fairly extensive. With respect to some of the
industrial countries, there was wide agreement that the data that were
presented in the staff reports for the Article IV consultations were
transparent on the militarv side; in some cases--such as a recent
consultation with the United States--military expenditures had been subject
to analvsis in an appendix of the relevant background paper. 1In his view,
the problem was one of not knowing whether or not the staff had a
comprehensive picture. 1In many instances, military debt was not recorded



with other debt statistics, and the interest cost of military debt had been
higher than the average interest cost of the remaining debt, which had led
to an underestimation of the external fragility of the economy. In some
cases, the lack of information was such that the staff could not properly
perform the macroeconomic analysis that was necessary for financial
programming. The staff could, therefore, be more confident of its analyses
if a transparent set of military aggregates was embedded in the macro-
economic data. As the staff paper noted, the issue was a sensitive one, and
the staff intended to move very cautiously. The matter would need to be
reviewed regularly by the Board to ensure that the staff’'s treatment of
individual country situations remained appropriate.

Mr. Kyriazidis asked how the staff would proceed if a decision was
reached on the Fund's role in the area of military expenditures.

The Director of the Exchange and Trade Relations Department responded
that, if the Board endorsed the staff's proposals, the staff would proceed
cautiously along the lines that he had outlined.

With respect to the question that Mr. Finaish had raised on whether the
staff’'s proposals were consistent with the provision of Decision No. 144,
which permitted a country to take certain actions for reasons of national or
international security, it did not appear that that particular provision was
relevant to the present issue, the Director stated. The staff paper had
made it clear that presentation of the data would be subject to the
preferences of the authorities. If the authorities, for whatever reason,
informed the staff that there were particular sensitivities associated with
the requested data, which resulted in a blanket refusal to provide the data,
that would pose certain difficulties. The staff would then make its
presentation to the Board without the data, noting to the Board that the
staff had conformed to the wishes of the authorities. It would then be a
matter for the Board to decide, based in part on the staff's own judgment,
whether the staff had been given enough information to conduct the
macroeconomic analysis, or programming, that was necessary in the case of
that country.

Mr. Finaish remarked that, in the past, the Fund had been very
sensitive to the issue of security. If one country claimed that a second
country had taken certain actions that affected international security or
the national security of the first country, the first country would be able
to invoke Decision No. 144 and impose restrictions--for example, the
freezing of assets of other countries. If the Board did not react to those
measures, the Board's silence would be interpreted as approval or consent;
in fact, measures taken under that decision had never been challenged. The
only time that the decision itself had been brought to the Board for
discussion had been in January 1986, in the context of a dispute between the
Socialist People’s Libyan Arab Jamahiriya and the United States. Even
before that discussion, however, he and other Directors had complained that
the decision had often not been invoked for reasons of national security but
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for political reasons, and that, historically, it had been misused against
small countries. Moreover, the decision itself, which had been adopted in
August 1952, called for periodic reviews of its operation and reserved the
right of the Board to modify or revoke at any time the decision or the
effect of the decision on any restriction that might have been imposed
pursuant to it. The point that he had tried to make in those earlier
discussions was that, as the decision was being misused and it affected the
conduct of international trade and financial relations, it should be
reviewed at least once, but that had never happened.

The point that he had raised in the context of the present discussion,
Mr. Finaish continued, was that, unlike measures taken pursuant to Decision
No. 144, under the staff'’'s proposal, it was far from clear that the Board
would give a member the benefit of the doubt if the member were to decline
to provide detailed information on its military expenditures for national
security reasons. He wondered whether the Board would need to review the
consistency of Decision No. 144 with the staff’'s proposals, because it
appeared that national security considerations would be treated somewhat
less sensitively than they had been previously.

Mr. Peretz remarked that he was puzzled that some Directors felt that
publication of aggregate data on military spending would compromise national
security. If a member considered that to be the case, it could always
decline to provide the information, much in the way that some countries had
declined to have Article IV consultations for considerable periods of time.
He agreed that sanctions should not be imposed against a country that
declined to provide the requested information. For its part, however, the
staff would only be fulfilling its duty if it reported to the Board holes or
inconsistencies in national statistics that had an important bearing on the
economy; indeed, if the staff was not already reporting such information, he
would like to know why.

Mr. Mirakhor said that he had hoped to be reassured by the staff that
it would be sensitive to the issues of national security and national
sovereignty, and he wondered how that sensitivity would be manifested
operationally. Ultimately, it was for the country to decide whether or not
its national security or national sovereignty was going to be impinged. The
staff had noted that aid agencies already wanted to obtain some analysis
from the staff; moreover, in the context of the discussion on the management
of the debt situation at EBM/91,/133 (9/27/91), the staff had proposed that
it should be allowed to provide advice on a member’s economic situation to
commercial banks and other creditors. He was concerned that official donors
would argue that they had a right to know exactly what the situation was in
certain countries vis-a-vis military expenditures. In his view, there was a
contradicticn between, on the one hand, the provision, collection, and
presentation of data and, on the other hand, the assurance that the national
security of a country would not be compremised; for example, information
provided to the Board one day often was the subject of an announcement in
the press the next day.
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Mr. Goos observed that Mr. Peretz had said that it would be up to the
country to decide whether or not to provide the information, and he wondered
whether leaving that decision to the country would be contrary to the
purpose of the proposal. If transparent and comprehensive data were
required, then the Fund should find a way to ensure that all countries
disclosed the necessary information; to do otherwise would impinge on the
obligation of the Fund to maintain equal treatment of members. It was also
important to bear in mind the clause in Article IV, Section 3(b), which was
echoed elsewhere in the Articles of Agreement and was embodied in a number
of policy decisions, that the principles adopted by the Fund should "respect
the domestic social and political policies of members," and that "in
applying these principles the Fund shall pay due regard to the circumstances
of members." Such escape clauses had been respected by the Fund in the
past, and he was concerned that if a country could hide behind such a clause
with respect to the disclosure of data on military expenditures, there was a
danger that the staff would have only partial data, which would not be an
improvement on the present situation. On the ability of the staff to derive
figures for military spending through consistency checks across different
accounts, he wondered whether that mechanism would provide the necessary
data that were needed for the staff’s analysis.

The Director of the Exchange and Trade Relations Department commented
that the staff paper had indicated that the entire exercise depended on the
goodwill of the countries concerned; clearly, there could be no way forward
without a consensus. He would agree with Mr. Goos that there were limits,
which would be reached reasonably quickly, in the staff using macroeconomic
financial programming and consistency checks, as well as data sources from
SIPRI and others, to ascertain whether it had received full information. In
that context, there was a useful role for thinking about the degree of
disaggregation of data that was required to bring to the Board the
transparency that it wanted. Many speakers had referred rather loosely to
"the data," but the data had not yet been defined; that would have to be
worked out as the exercise proceeded, as Directors would want to react to
the kind of data that was included in the consultation reports and whether
it was sufficient for the needs of the Fund, first and foremost, in
conducting surveillance.

Mr. Posthumus said that he wondered whether there were some aid
agencles that already linked decisions about the level of assistance to a
specific country with military expenditures, and whether some of those
agencies that did not have military expenditure data had asked the Fund to
provide that data. With respect to the question whether the staff could
"insist" on the provision of data on military expenditures, he was not sure
that that was the case; moreover, the staff could not infer from
Article VIII, Section 5(a) that it could require members to provide data on
military aggregates.

The Director of the Exchange and Trade Relations Department responded
that, to the best of his knowledge, aid agencies had not approached the
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staff for information about the military expenditures of a particular
country. The involvement of the aid agencies in the area of military
spending was new,; for example, it was only within the previous six months
that there had been statements from the Japanese and German authorities to
the effect that one of the factors to be taken into account in deciding on
aid allocations would be the military expenditures of recipient countries.
On the legal basis for the Fund’s mandate in the area of military
expenditures, he would only note that the staff was proposing to obtain
information on only broad military aggregates, separately identified, such
as the changing size of military manpower in the context of an analysis of
domestic labor markets. In other cases--to support an analysis of import
elasticities, for example--it might be necessary to know something about the
import components that were subject to zero price elasticities. such as
military spending.

Mr. Kyriazidis said that he would have some difficulty with requiring
members to declare information on their military manpower in order to
analyze labor market conditions, as such a requirement might run into very
serious difficulties in many countries. Information on military manpower
was often considered one of the most sensitive military secrets of a
country, and he wondered whether the Fund could require countries to
disclose that information on the grounds that it was needed for structural
analysis of the labor market. 1In his view, such information was not
"aggregate data," and the Fund should limit itself to aggregate fiscal data.

The Director of the Exchange and Trade Relations Department stated that
it was useful to distinguish three different cases in which data on military
expenditures could be requested from the authorities. There would be cases
in which there was no indication of a need for that data to conduct the
staff’s traditional analysis; in those cases, there would be no additional
data request. In other cases, in which countries were engaged in downsizing
military establishments, for example, and in which they might well want the
staff’'s assistance--as had been the case in recent months--the staff might
have to request from the authorities information on, say, broad indicators

of labor market activity. TIf the authorities wanted assistance in analvzing
the economy at that level, they would presumably be willing to provide that
kind of information. There was a third kind of case, lying somewhere

between the first two cases, in which large changes--in the pattern of
imports, perhaps--could not be explained, but there was some evidence that
those changes were related to changing levels of military expenditure. TIf
the authorities wanted the staff’s analysis to be helpful, they might want
to provide that kind of information, but it would not necessarily follow
that that information would be presented in the staff report.

Myr. Kyriazidis remarked that he did not, of course, disagree with the
Director of the Exchange and Trade Relations Department that, if a country
was downsizing its military establishment and requested the assistance of
the Fund, it would need--and would probably be willing--to provide the
necessary information. The question that he had tried to raise was what



EBM/91/134 - 9/27/91 - 62 -

would be required as standard information to be provided by members, and
what could be provided on a voluntary basis for specific purposes.

The Director of the Fiscal Affairs Department said that it was
important to keep in mind that military expenditures, which accounted for
about 5 percent of world GDP and about 30 percent of the tax revenue of
developing countries, had always been a black hole for the staff, as the
staff had been precluded from asking questions in that area. Clearly, there
were sensitivities involved, and some countries did not want to discuss the
details of their defense programs, but the staff had no intention of asking
a country how many guns or planes it had. Moreover, most industrial
countries already disclosed information on the level of defense spending,
although they tended, appropriately, to keep secret the details of
particular weapons systems. While it was true that the Fund had not
collected information on military expenditures during the previous 45 years,
had it done so, the staff’s analyses would have been better. Furthermore,
the international political situation had changed. In the past, the Fund
operated in a bipolar world in which countries in one group had not been
members of the Fund; in that context, information disclosed by one group
would have been useful to the other group. Those conditions no longer
maintained, however, and the argument for avoiding the issue of military
expenditures had lost its force.

With respect to the reasons for compiling data on military expendi-
tures, the Director continued, the Fund was the only institution that
compiled government finance statistics with a functional breakdown of
expenditures. At present, however, the statistics for defense expenditures
contained numerous gaps, and if the Fund was to continue to compile
government finance statistics, it would need to fill those gaps. It was
expected that the staff would ask only for data on total expenditures and
some strictly limited aggregates. For example, it would be useful to know
what proportion of expenditures was due to imports or was being financed by
abroad.

In his view, the Fund did not have, nor should it seek, the competence
to advise a country on the appropriate level of defense spending, the
Director of the Fiscal Affairs Department considered. The Fund should,
however, have some competence to tell a country that, if it spent
10 percent, rather than 5 percent, of GDP on defense, there would be certain
economic implications for the balance of payments, foreign debt, and so on.
Those kinds of judgments were made in other areas, and there was no reason
why they should not be made in the area of defense spending. No one could
argue that a particular country should be spending less on the military,
indeed, Adam Smith had listed defense as the primary function of government.
Nevertheless, while defense was a public good within a country, it became a
"public bad" in an international context. If all countries could decrease
defense spending by 10 percent, there was no question that everyone would be
better off. By contrast, if only one country decreased its defense spending
by 10 percent, the security of that country might be adversely affected.
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Therefere, the Fund should be trying to induce an across-the-board reduction
in defense spending by calling attention to the issue through the provision
of better data, which might encourage countries to look carefully at the
cost of military spending. That point raised another issue related to the
public choice argument. If information on a country’s military expenditures
was not readily accessible to the minister of finance, for example, the
Fund, by requiring that such information be disclosed, could strengthen the
hand of the finance ministry or the central bank vis-a-vis other ministries,
which was an important point that could not be ignored.

Mrs. Krosby commented that the staff’s proposals called only for the
provision of data on military expenditures; the staff was not asking for the
authority to make wvalue judgments on that data. In reality, it was the
responsibility of individual DPirectors to pass judgment on the significance
of the data, taking into account the views of their authorities. Moreover,
the judgments made by individual Directors, in consultation with their
authorities, on the level of military spending in a particular country were
likely to influence that Directors’ views on, for example, the use of Fund
resources by that country.

Mr. Peretz noted that sooner or later the Fund would have either 1 or
15 new members where the issue of military spending was going to be very
important and where shifting the associated resources into the civil sector
would be one of the largest single macroeconomic policy issues.

Mr. Fukul said that he had been impressed by the explanations of the
statf about the intentions of the Fund in the area of military expenditures.
It had been made clear to him that the staff’s macroeconomic analysis
contained an important missing link, as certain aggregates related to
military expenditures were not always available. Such a situation was
regrettable. If one of the functions of the Fund was to try to produce a
clear picture of the macroeconomic situation of a country, then military
expenditures, in terms of aggregate data, should be properly incorporated
into the staff's analysis. In that sense, the macroeconomic approach to
dealing with military expenditures was well within the mandate of the Fund.
Moreover, if that important aspect of the analysis were to be set aside, the
Fund would not be fulfilling its function as the institution responsible for
the exercise of surveillance over members’ economies. Military data were,
of course, confidential in each country, but many countries--including the
United States and Japan--already published figures for a variety of military
expenditure aggregates, such as the number of military personnel. He
wondered why other countries could not produce the same type of basic,
suitably sanitized, information.

Mr. Al-Jasser remarked that he had detected a divergence of views among
the staff in its responses to Directors’' questions. The Director of the
Exchange and Trade Relations Department had reassured Directors that the
staff would not make any judgments on the level of military spending in a
particular country. Nevertheless, as Mr. Towe had pointed out, in a recent



staff paper on Pakistan’'s request for use of Fund resources, the staff had
apparently made a judgment about the level of military spending. There had
also been an occasion when, in a staff report for an Article IV consul-
tation, the staff had expressed the view that there was a need to reduce
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was intended merely to obtain the Board's stamp of approval for an existing

practice. He had also noticed that the Director of the Fiscal Affairs
Department had said that he would be happy to see the Fund encourage
governments to reduce military spending. In his view, however, that was a

dangerous area, which the Fund would be well advised to aveid. Furthermor
it was not the responsibility of the Fund to try to strengthen the hand of
one ministry at the expense of another, as the Director of the Fiscal

Affairs Department had suggested.

The Fund had built its reputation and credibility on the fact that it
had a well-defined mandate, Mr. Al-Jasser said, and on that basis, it had
been able to discuss with members their macroeconomic policies and give them
advice that had always been well received. 1In his view, the Fund should
jealously guard its mandate; otherwise, it would become like many other
international organizations, which had stretched their mandate too thin and
had lost their credibility. In that context, he fully agreed with the staff
that the Fund did not have, nor should it ever seek, expertise in the
military field. The Fund could not, in any event, make value judgments
about the appropriate level of military spending in a particular country,
because circumstances were always different in each country and were subject
to change. Moreover, it was somewhat disingenuous to suggest that it was
important for the staff to look at military expenditures because they had
definite macroeconomic implications. Ultimately, one could argue,
everything had macroeconomic implications. For example, during the recent
discussion on the Fund and the environment, income distribution had been the
subject of much debate. Clearly, it would be helpful to know something
about income distribution in order to analyze aggregate demand in an
economy, but the Board had not drawn the conclusion from that observation
that the Fund should reprimand a country, in the context of an Article IV
consultation, for having too skewed an income distribution. It had to be
accepted that issues of national security were essentially political in
nature and were not necessarily founded in sound economics.

The staff paper indicated that 64 members already provided data to the
Fund on military expenditures, Mr. Al-Jasser noted. He wondered whether
those data were sufficient to meet the needs of the staff proposal, and
whether the staff should limit its activity in the area of military
expenditures to securing comparable data from the remaining members.

Mr. Arora recalled that the Director of the Fiscal Affairs Department
had referred to a black hole in the fiscal accounts of both developing and
industrial countries. In his view, there were two aspects to that
situation. On the one hand, as the Fund's relationship with different
groups of countries developed in the present international political
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environment, the imperatives of adjustment were already putting the staff
and developing countries into situations in which they were beginning to
interact on issues related to defense spending. Without a specific mandate,
therefore, the Fund’'s activities in that area would inevitably grow, and it
would increasingly have access to data on those spending aggregates in the
course of advising governments on the policies required to lift their
economies out of difficulty. In that light, an explicit mandate of the kind
proposed in the staff paper might create more misgivings and uneasiness than
was warranted by actual events.

On the other hand, Mr. Arora continued, if the Fund was given an
explicit mandate, the Fund would inevitably get into the kind of problems
that Mr. Goos had talked about: some countries would provide the data,
others would simply refuse to provide them, while others would decline to
release the data for reasons of national security, which would raise
questions about the uniformity of treatment of members. From a purely
practical point of view, he agreed that military spending was not a categorv
of expenditures that could be excluded from consideration in terms of
macroeconomic analysis. It should be recognized, however, that the issue
was enveloped by a long history of bilateral, regional, and global
entanglements of one kind or another, and it was not easy for national
policymakers to suddenly allow an encroachment into an area that had been
rigorously guarded. Over time, those inhibitions could, perhaps, be shed,
but it would be a mistake to try to make a frontal assault on an issue of
national sovereignty, which could prove to be unnecessary in the long run.

Mrs. Krosby stated that the issue of the Fund’'s role with respect to
military expenditures was not a moral one; rather, it was akin to the
relationship between doctor and patient. In reaching a view on the
condition of a patient who was in distress, a doctor would not make a wvalue
judgment on the patient’s lifestyle but would offer a considered response
based on empirical data. In her view, that was the kind of relationship
that the Fund should be able to maintain with its members.

The Director of the Exchange and Trade Relations Department said that,
in the case of Pakistan’'s recent request for use of Fund resources, it
should be clear that no judgment had been made on the appropriateness of the
level of military spending. The level of military spending as a component
of the budget had been mentioned in the relevant staff paper only because
there had been budgetary problems during the previous year stemming from
military expenditure exceeding budgeted levels. The level of military
spending had been the authorities’ choice, and the staff had sought merely
to ensure that they adhered to that level of spending, or that there would
be offsetting measures if there were any slippages. The staff had said
nothing about whether such spending had been good, bad, or indifferent.
With respect to the public choice issue, the staff had tried to point out
that in order to make effective public choices, in which governmental
decisions were made with a clear understanding of all of the government's
priorities, good information was essential. The black hole in the



EBM/91/134 - 9/27/91 - 66 -

statistics, to which the Director of the Fiscal Affairs Department had
referred, was a reflection of the fact that there was a black hole in the
decision-making process as well; priorities were not always accurately
measured against each other in governmental circles, because military
decisions were often made by those other than economic policymakers. In
that context, he agreed with Mr. Peretz that the staff’s proposals might
well strengthen the hand of members’ ministries of finance.

The Director of the Fiscal Affairs Department commented that he would
disagree with the view that, by asking for data on military expenditures to
fill the gaps in its govermment finance statistics, the Fund would be
violating its mandate. He would draw the opposite conclusion, namely, that
the Fund would be pursuing its mandate by being able to do better macro-
economic analysis. If military expenditures were equivalent to only
0.2 percent of GDP, they could probably be ignored; as they were in many
cases on the order of 5-10 percent of GDP, however, he wondered how the
staff could produce powerful analytical work if it was not confident about
the data or if it did not have the data at all. Currently, 64 countries
provided data on military expenditures for Government Finance Statistics,
which was less than half of the membership. Many of those countries were
industrial countries, so the proportion of reporting developing countries
was much smaller. In any case, the data that were available from other
sources strongly suggested that the data reported to the Fund did not fully
reflect the situation in some countries. Moreover, the data that were
reported to the Fund covered only the budget; much of a country’s military
expenditures were contained in extrabudgetary accounts, giving rise to
another problem.

He agreed with Mr. Arora that it would take time for members to feel
comfortable reporting military spending data to the Fund, the Director said.
Clearly, many countries were not yet in a position to report the necessary
data, and they would need time to develop a comprehensive picture of their
military spending. That process would, as had been noted, strengthen the
hand of the finance ministries. It was also clear that some countries would
provide full data and some countries would not. The Fund would have to be
careful with what it did with the data, therefore, especially in a regional
context, where there could be rivalries among countries. With that in mind,
it was to be hoped that members would see the benefits of full disclosure to
the Fund; in an adversarial relationship, perhaps the worst situation for a
country was not knowing exactly how much a rival country was spending on the
military, because that would probably induce the first country to spend more
on the military than it would otherwise. Of course, it would be much better
if both countries could be induced to lower their military expenditures
simultaneously. He would have no hesitation in making a value judgment that
all countries would be better off if military spending was cut in every
country by 10-50 percent. He would not, however, be willing to make a
judgment that a particular country should be spending less on the military,
because that depended on what other countries were doing. It was his hope
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that the Fund was pursuing a policy that, over time, would bring about--
albeit with some difficulties--an across-the-board reduction in the global
level of military spending.

Mr. Posthumus remarked that while, in one sense, he could not disagree
with the explanation of the Director of the Fiscal Affairs Department, the
Director had not fully accepted the point that it was not clear why the Fund
should be heavily involved in the area of military expenditures. Moreover,
the Director had indicated that by getting involved in that area, the Fund
would immediately become entangled in decisions on whether or not to publish
military spending data for a particular country, which was a political issue
that should be resolved in some other way. It was not necessary to argue
about the importance of military expenditures, because that was not the
point. While he was confident that an agreement could be reached on the
Fund’'s role in the area of military expenditures that would command wide
support in the Board, he did not feel that Directors’ concerns had yet been
met.

The Director of the Fiscal Affairs Department said that he would only
emphasize that the Fund had a responsibility for evaluating members’ macro-
economic policies, but it could not pursue powerful analyses if it did not
have full information. Moreover, the Fund was the only institution that
published government finance statistics for most countries.

Mr. Kyriazidis stated that the black hole that had been mentioned was
related to the Fund’'s published statistics on military expenditures. It
should not necessarily be assumed that governments themselves suffered from
the same black hole; indeed, as Mr. Al-Jasser had noted, governments knew
very well how much they spent and what the opportunity costs of that
spending were. The question for the Fund, therefore, was whether the black
hole in its statistics should be eliminated. The Director of the Fiscal
Affairs Department had said that he would not hesitate to make a value
judgment on the benefits for the world of a reduction on the order of
10 percent in global military expenditure. It was not clear, however, that
such a reduction would make all countries better off, as that would depend
on how the relative security of each country was affected within its own
region, given the security threats it faced. Therefore, such value
judgments could not be made in every case.

Mr. Al-Jasser said that the observations that had been made to the
effect that the staff’s proposal would strengthen the hand of one ministry
at the expense of another reflected the fact that the issues related to
military expenditures were not only macroeconomic; indeed, they went well
beyond that. Accordingly, the Fund should be humble about the limits of its
mandate, and it should leave questions of international security to the
United Nations. Of course, if the United Nations reached a decision on a
register of international arms transfers, the Fund should be willing to
support that effort by conducting its own analysis.
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The Acting Chairman remarked that a distinction should be made between,
on the one hand, the need for the Fund to be given all the data necessary to
arrive at total government expenditures and, on the other hand, the question
whether that data should be provided in a disaggregated form, which would
permit ascertaining the relative share of the military in government
spending. The existence of a black hole in the Fund’s statistics was more
likely in cases in which the precise level of military expenditures was not
known. There had been cases, for example, in which the finance minister and
central bank governor had been caught by surprise by a sudden creation of
extrabudgetary accounts, indicating that expenditures had been authorized
without their prior knowledge. While it was true that, in many such cases,
those expenditures had been for the military, the important point was that
expenditure had been undertaken but had not been reported.

There did not appear to be any disagreement with the proposition that
the Fund should have comprehensive data on government expenditures, the
Acting Chairman considered. There was, of course, some difference of view
on whether the Fund could ask a country to identify separately the level of
military expenditures. If, however, the issue was presented in terms of
whether the Fund should be provided with all the relevant information to
enable it to make judgments about a country's budget expenditures, external
borrowing, and imports, there would probably be no disagreement. On the
question of how the Fund would use detailed information on military
expenditures, there had been some very important differences of view,
although there appeared to be a strong consensus against the Fund making
judgments on whether or not a certain level of military expenditures was
excessive. Many Directors had expressed the view that those judgments
should be left to individual governments; some Directors had stated that
they needed to be provided with data on military expenditures in order to
enable them to reach their own conclusions about the appropriateness of
military expenditures. In that context, the issue of uniformity of
treatment of members would have to be addressed. For example, if it were
agreed that the Fund should be provided with data on military expenditures
at an aggregate level, he wondered how the staff could be sure that the
relevant aggregates provided by one country included all of the elements
that other countries treated as military expenditures. Therefore, in a
reporting sense, it would be difficult to come to a view on total military
expenditures without first disaggregating the relevant data.

The present discussion seemed to suggest that the staff should continue
to seek comprehensive data from all countries, the Acting Chairman remarked.
Moreover, there seemed to be agreement that, if asked by the country
concerned, the Fund should be able to assist in analyzing the effects of
changing levels of military expenditures. Beyond that initiative, however,
there had been very sharp differences of view on the question of how, and to
what extent, the Fund should get involved in analyzing the impact of
military expenditures. In sum, it appeared that the majority of Directors
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would be very reluctant to try to reach any conclusions on the role of the
Fund in the area of military expenditures without first having some time to
reflect further on the issue.

Mr. Peretz commented that he could accept that the Board would not
reach any conclusions at the present meeting. Nevertheless, the purpose of
the discussion had been to provide some guidance on the role of the Fund in
the area of military expenditures; while great differences of view had been
put forward, it was his impression that it would be possible to offer some
guidance that would command wide, if not universal, support in the Board.
With that in mind, the Acting Chairman might wish to prepare a formal
summing up of the meeting, which could be taken up by the Board during the
following week after some reflection.

After a further brief discussion, the Executive Directors agreed to
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Acting Chairman, that could serve as a basis for reporting to the Interim
Committee on the status of the Board's deliberations on the role of the Fund

in the area of military expenditures.

The Executive Directors then concluded for the time being their
consideration of military expenditures and the role of the Fund.

APPROVED: March 31, 1992

LEO VAN HOUTVEN
Secretary






