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Private investment often goes through three phases under adjust-
ment programs: initial contraction (a period of one to two years),
along pause (for three to five years), and sustained recovery. The
length of the investment pause is longer for low-income coun-
tries, and the cycle of public investment is of greater amplitude
than the cycle of private investment. The paper discusses the
roles of macroeconomic restraint, coordination failures, value of
waiting, and lack of supportive infrastructure in generating these
cycles of investment.
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Solimano reviews recent literature on capital

formation and economic reform and looks at the

cycle of private investment that occurs during
adjustment. He identifies three phases in the
response of private investment to adjustment
programs: initial contraction, a long pause, and
sustained recovery.

The empirical evidence for Chile, Mexico, and
Thailand shows that the initial contraction lasts
from one to two years and the pause for three to

five years. Moreover, the length of the invest-
ment pause is longer for low-income countries
such as Bolivia and Ghana. And the cycle of
public investment is of greater amplitude than
the cycle of privatc investment.

In characterizing the cycles of investment,
Solimano assesses the role of such factors as
demand restraint, currency depreciation, the
value of waiting, credibility failures, and the lack
of supportive infrastructure.
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1. Intreduction

Economic reform, involving the reshaping of incentives and institutions,
is a long and time-consuming process. Moreover, this reform is often
punctuated with adverse external shocks, stubborn stabilization, and political
setbacks, so that the build-up of domestic confidence takes time. In many
countries, the slow recovery of private (let alone public) investment despite
a decisive move to market-co- ented reform, is increasingly evident in
adjustment. In addition, a :utback in public investment throughout the
eighties, part of it complementary with private investment, has been amply
documented (see Faini and de Melo 1990; Serven and Solimano 1991).

These are worrisome trends. For economic adjustment to be sustainable,
it needs to be accompanied by an increase in capital formation and productive
capacities.

This paper takes a close look at the cycle of private investment that
seems to take place during adjustment programs: for economies in a period of
expansion before adjustment, initially private investment contracts following
the adoption of the adjustment program, a contraction that may last between
one and two years; then, in the second phase, private investment reaches a
plateau characterized by the absence of any substantial increase (or further
decline) in private investment, a period of investment depression that may
last three or more years; then in the third phase, a more or less sustained
increase in private investment occurs.

The experiences of countries undertaking economic reform reviewed in
this paper show that it takes a half a decade or more for a reforming economy
to resume growth, (albeit modest in some cases), while although in more
problematic cases, e.g., Bolivia or Ghana, the recovery of investment and
growth may take longer.

The next section of this paper looks at private and public investment
rates in developing countries for the period 1970-89 to identify whether some
significant reversal in the depressed trends of investment took place in the
second half of the 1980s. Section 3 offers an analytical overview of the

impact of adjustment and reform policies on private investment. In section 4,











































































































































